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Abstract

Accounting standards setterssharogressively moved towards decision-useful,
investor-focused fair value accounting standardgémeral purpose financial reporting
(GPFR). With some qualification, the case is méuwd¢ this development is positive for
accounting as a discipline. This paper developfarent theory of accounting to
contextualize standards setters’ implicit directiderived from existing research and
literature. A central element in the developmentto$ theory is the case made for
‘investor-as-GPFR user’. Against this, stakeholtleezory and positive accounting
theory will be identified as confounding influences the development of a general
theory of accounting. The argument is for the itmgsboth current and potential, as
the sole legitimate user of GPFR. The practical li;agions of the theory are
considered against the prevailing debate over @ptiocounting valuation method; the
debate between fair value measurement and histarist. The case is made that a
number of ostensible dichotomies in accounting g¢idusuch as between relevance
and accountability, are substantially reconcilalee mutual exclusivity often implied
of accounting information relevance and accouritgbium-reliability is rejected. The
development of a general theory of accountingrigely as such a referent theory is
necessary to legitimize standards setting and se@acounting’s place in an
increasingly diverse financial information markietferentially, trends in the evolution
of fair value standards reflect the dominant condermeet threats to the discipline as
a whole; this standard setting trend qualified peed and degree by the narrow

interests of ‘constituents’.
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Introduction

Accounting as an academic discipline is in itsmafg a fact reflected in the
absence of a general theory of accounting (Hig2603). This lack of a referent
theory has occasioned considerable sub-optimatittieg (Inanga and Schneider,
2005; Walker, 2003; Watts and Zimmerman, 1979; Nawrand Mellan, 1967;
Samuels, Rickwood and Piper, 1989; Lewis and PEn@004; Zeff, 1971,
Cannon, 1962; Flegm, 2000). Some part of the pnobtethat accounting as a
discrete field of academic enquiry is nascent, whers no more than a modern
attachment to a technical specialization that isceoned with simply ‘doing’
without inquiry into the basis for that activityténp, 1984; Cannon, 1962). We
might view positivist accounting theory, in parfiey as an entailment of
technical, mechanistic self-perception of accoun{Whittington, 1987; Sterling,
1979; Henderson and Pierson, 1983; Mattessich, )198§ainst this view,
accounting standards setters have progressivelgagdaowards a general theory
of financial accounting for GPFR. These initiatias most clearly identifiable in
their operational form, the conceptual frameworlartB, 2000; Gjesdal and
Liang, 2007).

The case will be made that, notwithstanding thes®rable resources
committed to the research and development of aeginally coherent framework
for general purpose financial reporting, the e§at standard setters to date have
been sub-optimal, substantially due to politicahsteaints (Horngren, 1973;
Solomons, 1979; Peasnell, 1982; Miller and Reddl®§8). This has left extant
concepts’ statements incoherent and underspeqlieditt, 2007). Beyond the
political constraints imposed on the development aofcoherent theory of
accounting by partisan ‘constituent’ interestss tonfounding influence has been
compounded by the seasonal nature of the thedrgbicdilections of the

academy, and of the conflicts between these ptitites (Arai, 1970).

I make the case that, where positive accountingrthebstructs a coherent
theory of accounting by its purported objectivityis stakeholder theory that has

been, and remains, most profoundly disruptive afgpess towards a general



theory of accounting. In its purely positivist mastakeholder theory seems to tell
us no more than that numerous groups are inter@sfathncial reports and what
their interest is (Whittred, Zimmer, Taylor and 8el2004). In this sense it
provides a simple description of an all too obvioeality. However, stakeholder
theory, if it is to be considered a theory at alust add to this literally
unremarkable observation, that each interested/ sdwould have their interest
satisfied by GPFR (Staunton, 1982). This normagix@position lies, variously,
between underspecification, in versions of the mheadvanced by Freeman
(1984), Freeman, Hicks and Parner (2004), Bengt982), Stamp (1980), Owen,
Swift and Hunt (2001), Tricker (1996), Renman (1988d Steadman and Green
(1997) and the pursuit of an ulterior agenda bykd@in(1980) and Gray, Owens
and Maunder (1987)In the first instance we are provided no meanseigh the
competing interests and their information demamdisteover, no mechanism is
offered to arbitrate between conflicting informatineeds (Jensen, 2001; Stittle,
2003). Higson (2003, p.28) observes that:

“If standards are produced on the basis of comps®Thetween contending
views, it should be remembered that advances iwlkuge seldom come about

on the basis of democracy.”

Notwithstanding the unsuitability of stakeholdeeary as applied to GPFR
the theory remains influential on standard setters their operative conceptual

frameworks.

! The distinction | draw here between stakeholdeotists is essentially a matter of degree. Gereral
tacit allowances of diverse users are vague in dbecribed sense of under-specification of
responsibilities to particular stakeholders. Extistnstakeholder theory proponents make active
attempts to obfuscate the particular claims of prymstakeholders. This is in evidence in Tinker's
(1980) thought and that of Gray, et al (1987; 198&)ker tells us that corporations owe society for
the demands they place on society for necessapumess. If this is not an argument restricted
exclusively to externalities it is unclear how tpece the corporation pays in the marketplace for
resources consumed fails to discharge this obtigatif it is an argument based on the benefit to
corporations of collectively funded goods, such emkication and law enforcement, then it is,
presumably, an argument for taxation. If the argumis nothing more than that society is a
precondition for socialized capital then it is trbet trivial. | suspect the argument is signifidgnt
rhetorical in the sense that it implies corporaia@ne getting more than they pay for which, from an
empirical perspective, is, at best, overdetermin€his view may associate profiter se with
profiteering.



By means of a logical analysis of existing literatuhis discussion will
deduce a coherent general theory of accouftittendriksen (1970, p.1)

describes a theory as:

“A coherent set of hypothetical, conceptual and gmatic principles

forming the general framework of reference foreddfiof enquiry.”

This definition offered by Hendriksen encapsulati® central idea
articulated by the FASB (1976). This is the objeetdf the proposed theory.
Most directly, | will operate on financial accoumgi although the proposed theory
can be extended equally to other areas of accaun@ihapter one addresses the
history of developments in accounting theory inegah Chapter two narrows the
historical focus to the particular inputs to regioia and the development of
conceptual frameworks. Chapter three develops fcbapters one and two to
establish an internally consistent theory of actiogn describing a user of GPFR
as a basis for the proposed theory (Beaver and Kei@74). By narrowing
GPFR user to investors, as the sole legitimate GRB&, with supporting
arguments for this limitation, it is possible to veocloser to a coherent theory
(Levitt, 2007; Brown, 2005). Chapter four investggmthe relation between the
proposed theory and financial accounting valuatiases. In particular, the debate
between fair value proponents and historical cdsbeates will be interrogated

against the implications of the expounded theory.

I. Methodology: Objective sense of the proposed tbey

In developing a normative theory of accounting ¢hisra need to establish
a minimum descriptive foundation of the world in ielh such a normative
imperative applies. Where unspecified axioms hawesicerable precedent in

academic accounting of the critical theoreticaliatgy it is not what | intend

2 The basis for this approach has support from Hig@003); Chambers (1955); Abdel-Khalik and
Ajinka (1979); Hendriksen (1982), Henderson andrdeie (1983), and Staubus (1999), amongst
others.



here® | do not intend to posit a prescription of how momies should operate. In
this sense the proposal is for a normative genir@bry of accounting that
operates on the organization of economic systenwu@aently instantiated. This
entails the stipulation of capitalism or, more [wely, it is defined by the
essential nature of the private corporation inrtiieed economyWhere critical
accounting theory implicitly or explicitly may chahge the private company and
profit per seit is the purpose here to contextualize the pregabeory against
socialized private capital (the Corporation) asoajective identity. This follows
the lead of Moonitz (1961) and Sprouse and Moo((it262), whose basic
propositions were influential on the Trueblood Repd973) and subsequent
reports produced by the AICPA and FASB.

From this base it follows that the corporation mbe defined. It is
identifiable as a discrete legal entity establisteedggregate capital contributions
to be applied to a singular objective (Enthoven/3tClarke and Dean, 1993;
Giroux, 1999). This objective may have myriad comgds, operate in
multifarious businesses, and periodically priogtigarticular methods for
achieving its objective, such as increasing prp8bkdes, profits or reputation, but,
always, the corporation seeks to maximize risk-stey returns to investors as its
objective (Salvary, 1979). It must do this or it v be uncompetitive in the
market for investment funds. In simple, if puristrhs, the corporation whose
objective function is not to maximize risk-adjustegturns to the providers of
capital simply does not exist; it never attractled support of investors (Jensen,
2001).

With the essence of the corporation establishesl,nwst now turn to
consider the function of financial accounting iat®n to the described object

world. In light of the preceding descriptive chdeaistics we are drawn to

% Laughlin (1987, p. 482) argues that critical thyeisrmotivated by a desire for a “truer, freer, and
more just life for all.” | read this as criticalgbry “aims at good things and only good things.tTha
is, it does not aim at operationalising bad thingst, even occasionally or inadvertently. So: “It
intends the industrious pursuit of positive outcent@though not positivist), fully accounting for
justice, virtue and decency to all people, alll#f time.” Naturally all of the objectives of critilc
theory must remain undefined as objectivity is\ttoe of reifying positivists.



conclude the priority of the investor-as-user. Asslg the corporation we are
able to infer the priority of the investor as thenmry focus of financial
accounting information. Its distinguishing essdnttearacteristic is the separation
of management from ownership in the rise of thgamation. What has not been
established, to this point, is the singularity lé investor’'s status as GPFR user.
In this regard stakeholder theory has been impbiitarinforming conceptual
frameworks for accounting standard setting (Laughlil987). | propose
reconciling stakeholder theory’'s only coherent forwhich is also its most

comprehensive formulation, with the case for theegtor as sole GPFR user.

The reconciliation of stakeholder theory with @mporary developments
in standard setters’ conceptual frameworks’ intgtion of GPFR users as
investors involves an inquiry into the foundatiarighe social contract (Staubus,
1961). Further, it dictates investigating the nataf the dependency of the
corporation on society. From this base it is nemgs® examine the corporation’s
duties to society as logical inferences from thduma of the described
relationship. It is also necessary to consider rifechanisms that would best

discharge those obligations.

The allowance that society is a precondition faialized capital does not
entail any necessary obligation (Friedman, 1985wBr, 2005). It makes no
obvious sense to argue from a precondition to digation in terms of the
corporation, as do Gray, et al (1987). If a comphay an obligation to society it
must logically consist in one of three categories:

1. Negative externalities: Essentially this situatierwhere the company is
not paying for the full cost of its impact on sdgiéMobley, 1970).

2. Monopoly/monopsonistic power: Again, the companyessentially not
paying its way by dint of the extraction of economéents from other
members of society due to its market power. Idedhis would find a
more consistent, even response in preventativeipaemegulation.

3. Licensing fee: This includes paying taxes and aigyaws. Taxes are

justified on the grounds that the company is a afirand indirect

10



beneficiary of numerous public goods, such as laforeement and
education (Salvary, 1979).

Regardless of whether we allow implicit/explicitliglations on corporations to
societyin toto, nothing of this issue importantly informs the viévat such a duty
could or should be discharged at the level of GRBRmMwich, 1992). Simply,
the inference from stakeholder theory to a moreresive GPFR user definition

than investor is aon-sequitur

Beaver (1981) describes the multiple functiondirdincial reports. They
are involved in the redistribution of wealth, th@pter alia) dictate resource
allocation, and they eliminate or reduce the abitif companies to signal the
market by accounting choice. The implicit focusstdkeholder theory in relation
to GPFR is dispersing resource allocation. It isvewy obvious why stakeholder
theorists would want a competitive market at thenpoof GPFR user
determination where this could only aggravate thbjectivity of reported
accounting numbers. Deductively, the only plausiigplanation is a virulent
anti-capitalism that prefers any corruption of tetionship between capital and
its claim to profits. Moreover, such a ‘scrambl@r fuser status and GPFR
information determination would only serve, albegrhaps wider, sectional
interests, it would not advance broader societd@drésts in, for example, the
profitability of a company as the basis for infererio the appropriate level to tax

the corporation. (This is discussed further in ¢caathree).

Having established the investor as user, it ie bieat we turn to questions
of stewardship, accountability and prospectivity @nd for) the entrusted
aggregated capitals. Historically, the stewardslimponent of accountability has
been prioritized to the exclusion of value relevame prospective information.
The case for this truncated parameter to accouityabas largely turned on the
historically favoured qualitative characteristielability. Recent initiatives by
major standard setters to elevate relevance andpam@bility over reliability,

subject to execution issues, arguably extend tlweustability of managers to
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investors. They become accountable not only for t@mmpany's past
(stewardship) but also its future (relevance), scibjo qualification in relation to
unforeseeable events outside of the control ofcdbmpany. This suggests an
important debate in accounting revolves aroundse fdichotomy; accountability
versus decision-usefulness. Whether we prefer atability or decision-
usefulness, nothing of the investor as user offsran independent reason to hold
such a preference. | make the case that the bifanchetween accountability and
decision-usefulness is a factation that more atelyralescribes the dichotomy
between stewardship and predictive value and ihateating polar opposition of
decision-usefulness with accountability, an attemphade to oblige proponents

of decision-usefulness to discount the accounttian®f GPFR.

The proposed general theory of accounting is novenand, necessarily,
positive. The distinction between positive and ratige theories is an uncertain
thing (Whittington, 1987; Arrington and Francis,88). Always in theory, we
must grant that at some, ideally rude level, ther@an (some) assumption(s)
(Stanley, 1968; Abdel-Khalik and Ajinka, 1979).i#t the extent to which the
axioms of a theory, th&ui genericomponents, are rudimentary that determine its
veracity. Against this point, it is a risk that ative theories may say too little to
be more than descriptions. It is possible to seeritk realized in new accounting
history’s elevation of particularism in history. Aexample of this is Stephen
Walker’s (2004) article on the genesis of the aotiog profession in the United
Kingdom. We are told of many particular causestfw professionalisation of
accounting, including specific individuals’ motii@ and agency (Walker,
2004). Such ‘theory’ simply describes its subjent,aeven then, in merely,
unavoidably, sketched terms. Of more direct releeais positivist stakeholder
theory. This tells us many groups with an implexlicit stake in the corporation
are interested in it and what they do with the ninfation they require. This
appears to be nothing more than an uncontrovedsistription. Inference from
interest in a company to a claim on that compargvagks the liability of
corporations to sectional demands without providamy clear reason for this

sanction.
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It follows from this that it is unproductive to slgibe a theory as positive
or normative, except as a short-hand for the madaitof the specific theory’s
reliance on assumptions about the world (Arringtod Francis, 1989). Even the
value relevance literature of the ‘positivistt modssumesdnter alia market
efficiency. It seems that a rather fine distinctioetween a moral descriptivism
and an overtly phenomenological descriptivism ise thbasis for the
positive/normative bifurcation. In this light thethe proposed theory is motivated
by dual intentions of creation and discovery. ligoms must necessarily be
assessed by ‘taste-test’, although no attemptfatoétion of these will be made.
The ‘discovery’ component of the theory can be eatdd for coherence and
logical structure. What is proposed is a theoryyfuonsistent with socially-
constructed objects that operates to optimize thieerence of existing social
entities. | do not propose retreating into un/usdecified moral positivism, as
critical theorists are apt to do. This is the seims&hich the proposed theory

contains an objective dimension.

The described logical coherence anticipates annaegt that, at its core,
will be syntactical. Stipulating capitalism, | pesxd to describe the operation of
the corporation as an element of that system. Oemuand abduction from this
base inform the inference of investor as GPFR uswlications of the proposed
theory must, necessarily, be assessed, at lepattinby induction as the interests
of the investor are not logically derivable in argete sense. We need to be
cognizant of the possibility of variability in humaehavioral responses to any
particular presentation of accounting informatidied and Tweedie, 1990). In
relation to this empirical research, the marketétl met by positivist accounting
research.

What is envisaged from the preceding discussidhatsa general theory of
accounting will be enunciated in terms that broagiipport the direction being
taken by the major accounting standards setteesF&SB and IASB. On the

basis of the proposed theory these standardssettevement towards fair value,
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prioritizing the investor and decision-usefulnessay acquire a coherent
conceptual foundation (Stanton 1997; Johnson, 2B@gue, Jones, Milburn and
Walsh, 2006; Young, 2006). This has been somewmdgrspecified (or implicit)
in the development of concepts’ statements (Wligttin, 2008). | do not intend
much more here than a coherent rationale for egjsdievelopments in financial
accounting. Some minor adjustments are proposeditaigd useful to render
explicit the theoretical precepts underlying depebents in conceptual
frameworks that can only be inferred at this polite proposal is for pure theory
as a departure from the sub-optimal trajectory wfent conceptual framework
formation (Wells, 2003; Walker, 2003; Dean and Kla003). This position
acknowledges the constraints acting on operatipaiadin and yet it offers the
prospect of establishing an unselfconsciously redeftheoretical base to
accounting. The function of such a development t@yn the need to qualify
departures from the ‘ideal’ state, announced agdims motivations for that
departure. This issue is particularly instructietlee inferred motivation behind
standards setters’ dilution of the qualitative eaeristic, reliability, concomitant

with the elevation of representational faithfulness

The method of enquiry employed here follows thatppsed by Moonitz
(1961) and Sprouse and Moonitz (1962). This disonsdescribes the general
social, economic and political environment in whietcounting operates,
defining accounting’s objective function as a dation from that environment.
The approach operates in the manner proposed bgriieen (1982) (as cited in
the introduction) and Chambers (1955), by advan@ntheoretically coherent
foundation for the development of accounting statslain contrast to the general
historical approach to accounting theory, the alditton of existing practice, the
approach proposed here is derived from primitiveras. This acknowledges and
adjusts for the limitations of atheoreticalx posterioriempirically-determined
‘theory’ promulgation (Whittington, 1985). Thesenltations include thed hoc
nature of the development of practice and the litglaf such an approach to
address new problems and situations arising outaoflynamic business

environment.
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Dominant trends in the development of Conceptuameworks have
broadly followed Sprouse’s (1978, p. 70) view, oraly articulated with
Moonitz (1962) in approximate terms, that:

“A conceptual framework has been described as an&tiution”, a
coherent system of interrelated objectives and domehtals that can lead to
consistent standards and that prescribes the natfwaction, and limits of

financial accounting and financial statements.”

This view, that accounting needs to serve the tbgs of its economic
environment in a consistent manner, was largelctef officially at the time of
its publication. The Accounting Principles BoardAB) felt that it moved too far
from Generally Agreed Accounting Practice (GAAPheY were also concerned
that an overarching set of principles guiding actmg standards would conflict
with GAAP, at the time an amalgam of elements dngwon, and prioritizing,
diverse, underdeveloped, sub-theoretical paNstably, the timorous nature of
the APB in developing and promulgating standards imfluential in its demise.
Subsequent to this, as reflected in the Truebloothi@ittee Report (1973) (and
subsequent reports, official pronouncements, ane& tRASB-developed
Conceptual Framework (1974-1985), the view gaimadtion. Developments in
conceptual frameworks and standards have demadtrat marked and
progressive trend towards coherence, notwithstgnitistorical cost’s persistence

in what is generously styled ‘mixed attribute aautng’.

The primitive assumptions or axioms do not offiey aiew of the existing
environment. They simply operate from a descriptmhthat environment,
inferring optimal accounting for that environmeiitis may appear in conflict
with the basic case made herein against histofqicattices of determining

standards from empirical evidence of existing peactThis ostensible theoretical

“ The objection that a coherent theory would conflith GAAP, which was internally conflicted,
seems axiomatic. It is circular in the sense thasserts that something coherent will conflictwit
something that is incoherent. Where there is areniadble truth to this assertion, it tends to leave
one with the sense of no substantial incremertigo knowledge.
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inconsistency, that is, deriving ‘an ought fromisinis obviated by the qualitative
nature of the assumed descriptive characteristeecs allow that capitalism, the
substantially private control of productive resasgcis a socially constructed state
of grace yet still acknowledge from its base theme certain objective
implications. Within the capitalist scheme markate the principal mechanism
for exchange, for example. There is no particuldigation to provide
independent arguments for private capital. We doneed to justify capitalism
before expounding its technical elements. Thus, ftisé is the existing
environment in the generic sense described by Sprand Moonitz (1962). It
consists in free labour (non-slave labour), malbeted exchange and the
predominance of private capital in productive reses (Sprouse and Moonitz,
1962). Allowing that environment, without prefeginit or arguing for it,

objective identities and relations can be extrabteoh it.

The basic intuition here is that any objectionhe tescribed system as a
whole would be optimally targeted at the systenmcamtention and not some
apparatus of it, unless the apparatus is the singulprimary source of objection.
The idea that it is productive to corrupt or digrapsystem of social and economic
organization, a mode of production, through indireeans presupposes some
unspecified teleology justifies any kind of vilifiton of that system. Beyond the
dishonesty of such an approach, it appears arrogadt susceptible to the
challenge that it relies oad hominenfallacy. Simply, an objection to GPFR as
the foundation for an attack on capitalism is awtous route to take. In this
sense, the use of stakeholder theory by criticabrilts is viewed here as a
device, conscripted for the harm it may inflict tre operation of markets and
private capitals. There is no obvious, theoretycalbherent commitment to

stakeholder theory exhibited by its proponents.

The proposed theory, as described, will be prilypam a priori deductive

argument, operating from rudimentary assumption®uabthe world but
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substantially informed by a description of that ldGrFrom itssui generisbase, it
develops with an eye to the creation of a cohereathsistent whole. This
foundation will be augmented (in chapter Four) hy examination of its
implications in terms of the accounting valuatioabdte. This aspect of the
discussion continues in the deductive mode butish&igmented by reference to
existing empirical work. If the theory is to be tingtive it must have practical,
testable consequences. To a considerable degreeicgsnp in support of the
theory must be promissory, absent its implememtatiche utility of empirical
work is it offers, at the minimum, the prospectfalsifiability for the theory.
Specifically, falsification in the present contestnsists in somewhat limited
speculative counterfactualism from the theory’'soes to its probabilistic
implications. Where it must be granted that thisveak-form’ falsifiability, the
alternative is that no innovation or developmenever justified because it is

unproved.

ii. Summary

Methodologically,a priori theorizing is the approach preferred here for
the development of a normative general theory obasting. It is necessary to
look beyond the existing practice of accountinglévelop a coherent theory of
accounting. It is, at least, highly improbable thatounting, as practiced, could
inform a theoretically coherent body of knowledgar more probable is the view
that accounting practice has evolved from a palitouiltural foundation, with
conflicting priorites accommodated in aad hoc and pragmatic manner.
Moreover, it cannot, by the nature of its developtneffer a referent base from
which to evaluate and address new, evolving isskesthis reason the logical
coherence of a theory drawn from elemental posslet indicated, presenting the
case for a deductive theory of accounting. Thissdua obviate the need to test
the referent theoryex post,that is, empirically, against the self-described
characteristics of its environment. This will invelan assessment of its success

in satisfying its articulated objectives, includints targeted users and its

® Support for this approach comes from Moonitz ()9&prouse and Moonitz (1962); Staubus
(1999); and Loftus (2003).
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contribution to optimal market equilibria for seiti@s prices as the objective
function of accounting. The motivation behind tlpproach follows Kinney
(2001), Albrecht and Sach (2000), and Belkaoui £)98sserting the need to re-

establish accounting’s position in the market foafcial information

iii. Scope and limitations: Defining the research prameters
Accounting theory, as exemplified by the developmeh conceptual

frameworks, has been frustrated in its progresthbytoo-extensive scope of its
objectives’ This fact is tacitly acknowledged by standardsesstwho have
confined their focus to profit-orientated entitiddhere standards setters may
allow that optimal accounting standards would edtem cover the public sector
and not-for-profit entities, practical constrairftave informed the decision to
focus exclusively on profit-orientated entitiesffBiences between these entities
support the view that public and not-for-profit wecfinancial reports have
different and more diverse constituencies (Herf)62®Bimpkins, 2006; GASB,
2002; 2004). Furthermore, the objectives of thestoss are different to those of
profit-orientated entities (Czerawski, et al, 20@#SB, u.d.). It follows from this
that a single set of multi-sectoral standards wdnddharder, if not impossible, to
achieve, necessarily incorporate more diversenreats and, by, these means,
frustrate compatible international accounting séads. | follow this narrow focus
for 1ASs in the development of a general theorypofvate sector financial

accounting and reporting.

It is further observable that standards settegshat committed to creating
a set of compatible, coherent global standardgffofit-orientated entities as an
ultimate teleology. It is their intention to tacklkis area of GPFR first with a
view to extending from the fundamentals developectiation to profit-orientated
entities to incorporate standards applicable tolipudnd not-for-profit sectors

(FASB, 2008). The narrower focus is anticipatead &sst step. It is the product of

® This forms an independent, pragmatic reason tfepeenarrow definition of GPFR user but it is
not the central basis for the proposed generakryhafoaccounting. To employ this as an argument,
in the context of a deductive theory, would be midgd. However, it is not so clearly obvious
that it is wholly useless to support the theexypost.
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pragmatic considerations, accommodating the faet the development of
universal accounting standards would be necessglégially slow, having to

accommodate a substantially more complex arrayaofbles. Tentatively, it is

(or may be) plausible to anticipate extension oé tproposed theory by
recharacterising ‘user’ as ‘beneficiary’. This hasre generic implications and
separates GPFR from conceptual determination atheutinargued for base of
whom it is that uses such accounting information.idplication of this is that a
conceptual foundation to the legitimacy of user wdkbe required. Use is seen,

in this scheme, as no claim to rights at all.

The view that sectoral accounting staidd must necessarily develop
along separate, at least bifurcated trajectories, pfofit-orientated entities and
government and not-for-profit sectors, is a corgreial one. One view is that
optimal accounting standards need to accommodateeeafors (Walker, 2003;
Wells, 2003). Against this view, Mack and Ryan (2p@rgue for the separate
development of standards for profit-orientatedtesgtias private sector principles
are not applicable to public sector reporting. dast, accountability (stewardship
in this case) for the management of public fundsigge important for the public
sector. Hopwood (1984) also rejects the value c€&Awhich elevates decision-
usefulness, as inapplicable to the public sectbe Governmental Accounting
Standards’ Board (GASB) argues that, in contrashéoFASB SAC-1, investors
and creditors are not the primary target of pubdictor financial reporting (Ewer,
2007). Society in general is the user of publict@eaccounting information
(Ewer, 2007).

In its white papeWhy Governmental Accounting and Financial Reporting
is-and Should Be-Differenf2007), the GASB detail the distinction between
public and private sectors. The public sector hgseater propensity to longevity,
a wider range of stakeholders and different revegeeerating processes.
Similarly, the not-for-profit sector cannot be miafully represented in
standards produced for profit-orientated entitissaasets’ revenue-generating

abilities are not instructive of those assets roldulfilling the goals of the

19



organization (Cordery and Baskeville, 2005). Thmneern is expanded by
Simpkins (quoted in Sutcliffe, 2007), who argueattthe pervasive cash-flow
focus of IASB and FASB financial reporting obje@svis an insufficient basis for
the not-for-profit sector. A wider range of useeed to be accommodated in not-
for-profit sector reporting. Principal concernstbird sector ‘financial’ reporting

(and accounting) need to focus on stewardship amgk@ss towards goals.

A further limitation to the discussion is thatraltigh the proposal is for a
general theory of accounting, | will not be assggshe theory against the full
range of its implications. This is a necessary esson to logistical constraints.
Where some of the proposed theory’s implicatiores lamxdemanding to infer, |
will not expound those implications, or the reasdois those implications, in
relation to, for example, the entity/proprietorshuasis to accounting standards.
Similarly, the discussion will not address the nserdbf consolidation of
‘controlled’ entities into ‘parent’ company accosntThe theory purports
generality so it must have pervasive implicatioossatisfy this purport. In this
sense, although the topicality and central impa¢aof measurement bases
recommends inquiry into this area, it does constita pragmatically-imposed

constraint on the proposed thesis.

Finally, and purely as a pragmatic device, thewudsion switches between
the IASB and FASB in its consideration of Concepti@ameworks and
regulation development, as though they were synowgm In a significant,
historical sense this is a misrepresentation. long/ subsequent to the 2002
Norwalk agreement (Memorandum of Understanding, PAC2008) and more
particularly the establishment of the IASB/FASB @3) joint project that the
respective Conceptual Frameworks became functiordgntical (Whittington,
2007a). In 2006 the FASB and IASB published thet fdraft chapters of their
joint Conceptual Framework (IASB, 2006a). The geeaesource base of the
FASB, and its longer heredity than the IASB, tetwl$iave supported the FASB
Conceptual Framework as a starting point for theeldgment of international

accounting standards (Whittington, 2007b). What rbaysaid now is that the
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treatment of the two boards as functionally idedticaptures the essence of the
situation. This should be qualified to the extérattiFRS’s appear to have moved
ahead of SFAS's, reflectadter alia in the more extensive IFRS application of
fair value to non-financial assets (Whittington,0ZB). This situation is in
contrast to concerns raised that the IASB may éapee inertia, constrained by
the need for agreement between diverse nationa¢geptatives (Sunder, 2007,
Dye and Sunder, 2001).

iv. Summary
The discussion advances a coherent, substangalpriori, deductive

theory augmented by reference to valuation methibdespects the self-imposed
parameters of major standards setters, confiningcdnsideration to profit-
orientated entities. Further limitations include timability to falsify the theory
due to the general unavailability of observatioits selevant to an innovative
theory. Part of this is due to the uncertainty ehdwioral responses to particular
information. Behaviorism could confound the openadilisation of the theory or,
allowing a purest view of market efficiency, rendee theory moot in terms of
implications. Moreover, doubt must always attend #pplication of evidence
from market efficiency of accounting theory andnsi@ds due to the dual
hypothesis problem. That is, we can never be énto@nfident of the substance
of market efficiency without a corresponding coefide in the nominated model
of risk assessment. Absent this, market efficiebegomes a tautology. The
proposition of normative accounting standards peses the utility of such

accounting standards and concomitant financialrntempto enhance the

7

As at 2005 minor differences existed between (FASBAS-157,Fair Value Measurement,
paragraph 5, and the IASB fair value definitione$é included:
FASB IASB
1. Explicit exit price specification 1. No explicit specification of exit or
entry price

2. Reference to transactions between 2. Transactions between Knowledgeable

market participants as the basis for fair parties in an arms length transaction
values
3. Liabilities measured at transfer value 3. Liabilities at settlement value
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(Source: IASB, 2007e).

efficiency of substantially efficient markets if @ms at decision-usefulness. If
market efficiency is stipulated then all fair valoeasurement offers financial
accounting is a more robust accountability functeer historical cost (qualified
by the potential of third-level fair valuations,pgborly specified, to confound the
‘account’ function). These limitations place thenpipal onus on deduction and

counterfactual inference to establish the veragitye theory.
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Chapter One
Developments in Accounting Theory: Its relation to Users of financial

accounting information.

1.0 Introduction

This chapter charts the development of theoretamounting by the
academy. Such developments fall into three domiread. The briefest of these,
the normative era spanning 1955 to 1970, standshasonly exception to
theoretical approaches generally confounding nowmatheory development.
This chapter serves two basic purposes. It idestiin important cause in the
failure to identify a general theory of accountiagd challenges the singular
legitimacy of accounting positivism.

1.1 Historical Background

Accounting evolved as a technology for recordingaficial transactions.
From its historical foundations it has become @dnto the development of
socialized capital, bridging the information gapgvieen owners of capital and its
managers. This basic characterization, the ageel@tianship, was generally
unquestioned until the 1960s (Arai, 1970). Genéhatpose Financial Reports
were assumed to target equity investors and crsdi@ray, et al, 1987). The rise
of stakeholder theory and subsequent developmeatitadal accounting theory
challenged traditional GPFR user assumptions, asetltheories argued for an
extension to GPFR user status. These developmemisibuted to factors
confounding the development of a general theorga@bunting. Subsequent and
parallel to these developments, following the p@rib956-1970, in which
normative accounting theories rose to the fore,itlResAccounting Theory
emerged, rapidly assuming a dominant position @otétical accounting research
(Henderson, Pierson and Harris, 2004; Parker, 199%e succession of
theoretical approaches to accounting has createceraronment in which
sectarian interests have been able to enlist disparonceptual credentials in
pursuit of self-interest. The contribution of theademy, outside of the normative

period, to a general theory of accounting has ladmost singularly negative. The
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role of the academy in accounting theory develogrhas forced implicit moves
by standards setters towards coherence (BradbuyB0€8) inference from
Whittington, 2008).

GPFR historically evolved with the socializatioh aapital to meet the
information needs of investors due to their sepamafrom management in the
rise of the corporation. The industrial revolutited to the rise of factories in
contrast to the preceding period in which cottaggustry and agriculture had
predominated. Business scale increased from thengustrial, agrarian era,
resulting in scale increases in business’ capiggjuirements. The priority
accorded stewardship is an anachronism dating dof@éhdal era (Kam, 1986;
Most, 1982). Although the first joint stock compamas formed in the UK in
1553, with the first modern corporation dating ®0Q in the form of the East
India Company, prior to 1775 commercial accountsewgenerally kept for an
owners own use, with no external user to considée industrial revolution,
dating to about this time, separated financing froranagement (Most, 1982;
Enthoven, 1973). This development entailed a demfandaudited financial
reports. From 1800 to 1900 corporations in the éthKingdom increased from a
few hundred to tens of thousands (Most, 1982). ki@ reporting in the UK, as
the progenitor of the corporation in its approxiehatmodern form and as
antecedent of the progressive development of fieaneporting for the corporate
entity, was substantially unregulated in the niaete century (Watts and
Zimmerman, 1979). Subsequent ‘watershed’ develogsni@naccounting theory
and regulation have been, and continue to be, nsgpoto the prevailing socio-

economic environment (Salvary, 1979), as will b&ied below.

Key developments in theory and practice have gdlyeoeen reactive to
negative economic developments (Dean and Clarkg3)2@ne instance was the
rail company boom in the US, of the period 183Gijl uts successive collapses in
the 1870s, 1880s and 1890s, in which individual gannes attempted to support
inflated share prices by paying dividends out gfitzd (Cain and Hughes, 2006;

Fogel, 1970). This practice was, at least in gadirumental in aggravating the
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financial market disruption that accompanied thestwg of the rail company
share price bubble (Giroux, 1999). Later, in the8(® the first attempts to
develop a coherent theory of accounting were mada eesponse to the 1929
stock market collapse and subsequent Great (ecohddapression (May and
Sundem, 1976). This influence led to an increasigpgnition, reflected in
regulation, of the need to augment Balance Sheandial statement reporting
with an income statement (Hendriksen, 1982). Il alesulted in the 1933
Securities Act and the Securities Exchange ComaonsAct (1934), establishing
the Securities Exchange Commission (SEC), withawesibility for the oversight
of financial accounting and reporting (Bush, 20@roux, 1999). The Great
Depression lent impetus to the project for the tgweent of a conceptual
framework for accounting. The widespread socialmharaused by the Great
Depression established a key foundation for scosietgterest in financial
reporting. This entailed regulation and the deveept of A Tentative Statement
of Accounting Principles Underlying Corporate Firtaad Reportsin 1936,
published by the American Accounting Associationo{dy Dodd, and Rozycki,
2008).

A sporadic succession of attempts to formulate artidulate a general
theory of accounting occurred between the 1936 Apublication and the
formation of the FASB in 1973. Attempts in the mining period were
substantially without immediate influence on thedu direction of accounting,
until theoretical developments dating from Moon{i©61) culminated in the
Trueblood Committee report in 1973. Much of theoti@ng of this period too
obstinately held to the view of its function asaticulation and structuration of
existing practicé. Departures from this ill-defined atheoretical agmh included
the AICPA Accounting Research Report No. The Basic Postulates of
Accountingby Moonitz (1961) and Accounting Research RepotC@A) No. 3
A Tentative Set of Broad Accounting Principles Business Enterprisedyy

Sprouse and Moonitz (1962). It is notable that¢hetsempts to develop a general

8 It is observable that Chambers’ Continuously Comerary Accounting (COCOA) was not
culpable of the charge that it was timorous in tegard. His theory will be discussed later in this
chapter as an example of theory development ifmthrenative era’ of academic accounting.
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theory of accounting encountered resistance from Alccounting Principles

Board (APB) (AICPA, 1962). Their basic objection svenat such an approach
would come into severe conflict with existing acotig practice. The generally
descriptive, traditional empirical approach to acumg by the APB was

important in its demise and replacement by the FA8Bn 1973. The FASB was
established on the basis of the Wheat Committe®RépO71) and proceeded to
act on recommendations in the AICPA Trueblood CottemiReport (1973) to

establish a conceptual framework from 1974.

The underlying socio-economic environment has dradnportant impact
on developments in accounting theory and regulgarthoven, 1973). The Penn
State collapse sharpened the focus on the limitesm@blished accounting
standards and practice. Elevated inflation from ¢hely 1970s through to the
early 1980s played an important role in challengegjablished accounting
practice. In particular, the perception of the pesgively declining relevance of
historical cost accounting caused the growth iralri@ccounting measurement
bases (Mattessich, 1995). Inflation receded in éhdy 1980s along with the
threat to historical cost accounting as a measunetrese. However, current cost
accounting variants had rooted themselves as atteen measurement bases.
Subsequent to this the Savings and Loan crisihi®f1980s further threatened
historical cost, leading to the gradual, progressitend towards fair value
accounting measurement by standards setters. MiegSand Loan (S&L) crisis
had been aggravated by the transaction basis ¢bricel cost accounting.
Companies were able to select performing investsnfamtrealization, presenting
an unduly positive view of companies’ financial foemance and position.
Further, no write-down in retained assets’ values wequired under historical
cost? Possibly the most recent major ruction influencamgounting regulation
has been the Enron collapse (2000) (and otherfsigni collapses subsequent to

this), resulting in public funding for the FASB.

° Provision for impairment existed under historicakt measurement but to make the case that
deficient practice was responsible for corruptingtdrical cost accounts of the period, we must
conclude historical cost reliability, defined ardurthe verifiability of past transactions, is
compromised. That the sense of reliability histalricost promotes is dubious does nothing to
challenge its centrality in the claim of historicalst proponents to conceptual superiority.
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Support for fair value was augmented by the 1%9dase of the AICPA
Jenkins Report. More so than in preceding repadins,case was made for the
assumption of broadly efficient markets. This wasdaubtedly due to the
development of finance and economic research éstaid a general acceptance
of the broad efficiency of markets subsequentdddtmal presentation by Fama
in 1969. By the time of Jenkins Report the Efficidarket Hypothesis (EMH)
had survived challenges of the late 1970s and 188@swas essentially capital
markets’ orthodoxy. Although Jenkins remained atstetacitly committed to
multifarious GPFR users, the clear commitment foitaamarket efficiency lent
momentum to the promotion of fair value accountmgasurement and the
primacy of the investor as GPFR user. In the pesidasequent to this, successive
reports, exposure drafts and standards have irextetiee prominence of fair
value. This gives rise to reason to believe thdt fair value is the ultimate
teleology that major standards setters are tamefnparallel development has
been the progressive narrowing of the GPFR useasifieation. As of 2008 the
IASB interprets the primacy of GPFR user as invedioth current and potential,
whereas the FASB still includes creditors in itsr@ary-user definition as well as
investors. Later, | make the case that the continmelusion of creditors is

unhelpful for coherent GPFR theory developmenttaatlit is unjustified.

1.2 The Academy
1.2.1 Introduction
Academic accounting is a relatively new phenomendotwithstanding

its youth and theoretical underdevelopment, or geshbecause of it, academic
accounting has been influential in frustrating thevelopment of a coherent
theory of accounting (Inanga and Schneider, 200&tk&/, 2003). In the modern
era the academy has attempted to operate on acupdrdm diverse, unrelated
and often conflicting atheoretical or sub-theomdtigerspectives (Higson, 2003).
Three distinct, if not entirely temporally discretpredominant theoretical
approaches have been adopted over the twentietbaahdtwenty first centuries.

The first was the substantially atheoretical deroraof theory from practice. The
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intermediate period was predominated by normatigeoanting theories and
spanned (approximately) from 1956 to 1970 (Parké89; Arai, 1970). From
1970 to the current time Positive Accounting ThedBAT) has prevailed
(Henderson, et al, 2004). The succession of domit@&oretical veins, combined
with the definitional aversion of the first andtlapproaches to the development
of a general theory of accounting has confoundeth sudevelopment. Further,
tensions between competing theories within each lewe prevented the
development of a coherent general theory of acaoginiNotwithstanding this,
standards setters have made progress towards eenbleenceptual framework,
although, without the explicit theoretical articiben that may have obtained from

a less politicized environment.

| eschew a discussion of the stewardship (consmahistorical cost)
versus decision-usefulness (relevance, fair valdebate in relation to the
academy. In broad terms the academy has persistedtewardship until recent
times, with none of the mainstream eras systenyidaitouring a change in this
state. This is less obviously true of the normatgva but it remains so in the
current (PAT) period. On this basis it seems salielw consider
stewardship/decision-usefulness in terms of regulatand its theoretical
information as it demonstrates a clear trend fraewardship to decision-

usefulness.

The relationship of theory as developed by thelews and the broader
environment in which it exists, including the p#&htlevelopment of regulation of
accounting, is uncertain but it is not unitary. Theoad socio-economic
environment impacts both academia and regulatioeatimg an endogenous
connection between academic theory and regulatative to each other and the
prevailing environment (Schroeder, et al, 1991)s Itvorth noting that nothing
about the successive mainstream academic thedfezs anequivocal support for
a stewardship or decision-usefulness preferencthegparamount objective of
GPFR. In general terms these rival objective fumdiof accounting seem more

directly linked to the wider environment. Nowherg this more clearly in
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evidence than between PAT theorists Watts and BBeither can say we ought
to prefer stewardship/conservatism or decisionuisegs/fair value yet it is

possible to derive the conclusion that Watts fagawgnservatism, historical cost
and stewardship where Barth (2000) feels we oumhirh at decision usefulness
and fair value. They seem to want to couch thdierantly normative positions

behind in putatively objective terms.

In Watts’ (1977) case the objective appears ta Heast harm’ view of
regulation. He argues that the market would satiby demand for financial
information without regulation. Costs of capitalaldnced against costs of
information provision, would ensure that optimaformation is provided to
GPFR users. Given this premise it is understandablehe would want standards
as remote from representational faithfulness asiplesso as to avoid disrupting
voluntary GPFR market operation. This is as closeegulation can come to
functional non-existence whilst existing. The ogpoity for the market for
financial information, as a subset of the markat ¢apital, to signal by the
provision of presently regulation-specified infotioa would, on Watts’ view,
qualitatively distinguish companies. They couldamaally determine the optimal
level of information provision, balancing costs iaformation production and
presentation against cost of capital. In this seMgatts’ argument for
conservatism in accounting standards is more amdyraiewed as an argument
against regulation. It is not so surprising th#eorist arguing against theoretical
normativity in general would object to the inheremrmativity of accounting
standards. Similarly, standards are not somethiad) &re under any imminent
threat, much as Watts no doubt feels tbeghtto be, thus his objective is best

achieved by accounting regulation impotence.

Conversely, Barth seems to find much to like abaetision-usefulness,
fair value and relevance. We are told that presonpin accounting, such as is
contained in accounting standards, is not the domBacademics. Their purview
is simply to describe the world. They cannot offedications in terms of

regulatory prescriptions as this requires contetigglaof a complex range of
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variables that are properly the domain of regutataho must consider all
permutations and their impact on society as a w{ideth, 2000). Barth does not
tell us why this larger range of variables is bej/¢ime academy. We are not told
why academic accounting cannot operate to emgyicatsess the value of
particular regulation against the regulators’ owticalated objectives. It appears
it is something that only regulators can do andhtipeesumably, by some arcane
or abstruse process that does not entail objeetiwgirical analysis. There is no
obvious reason why positivist academics cannotritiurie to an assessment of
accounting prescription against the articulatedectbjes of that prescription
(regulation). What Barth (2000) seems to be saysnthat by her self-defined
parameters to academic accounting research, aftentain level of complexity of
the variables in contemplation, her methods, réugistatistical tractability, are
of no value. This then, according to Barth, preekidhem from academic

consideration.

Similarly, no new insights obtain from the subargi ‘paradigms’,
stakeholder and critical theories, as stewardshgdecision-usefulness are both
generally drawn as considerations, centrally linkedhe investor. Conversely,
neither necessarily relate exclusively to the itmedt is reasonable to interpret
indifference of these subsidiary schools to thevatdship/decision-usefulness
debate. Having said this, in a quite different serair value as a conclusion
achieved via decision-usefulness, instantiates ebgmlices as objective values. A
general aversion of critical theorists to the markas the centerpiece of
capitalism, underwrites these academics’ aversion decision-usefulness.
Inferentially then, criticalist support for stewahdp and historical cost is (at least)

implicitly more in the nature of an objection taorfaalue.

1.3 The Modern Era: Accounting as G[AJAP (to 1956§°
In the pre-1956 period of the twentieth centugademic accounting was

largely descriptive of the practice of accountinGh&mbers, 1982). This

19 The distinction here is between general accounfiragtices as opposed to any coherence
implicit in agreement. This is reflected in the eggation of diverse, often conflicting, accounting
practices that formed the basis of theory in tieisqal.
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essentially narrative approach was unconcernedtéorogate its own process for
rigour and coherence. This issue is alluded to thanibers (1982), who
bemoaned the lack of deliberate, systematic thmkimderlying accounting

theory as the articulation of practice. If it isrely utilitarian in design, then no
explicit laws underpin it. Practice does, howeyeesuppose implicit postulates
(Chambers, 1982). Plainly, only some untenably eapaostulate, such as the
argument from conservatism could be inducted afemrétical commitment
(Newman and Mellan, 1967). This is approximatelplied empiricism. It could

be articulated as a simpleodus ponensuch as:

1. Existing practice has survived and evolved ovemra lperiod of time.

2. Longevity requires the usefulness and successdfuhviving technology.

3. Thus: Accounting as it is, is accounting as it $tidoe as its longevity
licenses its value.
4. Thus: The sole legitimate domain of academic egguiraccounting is to

expound existing practice.

This general approach is overdetermined in a nurobexgards. It is not clear
that longevity entails the optimality of currentaptice. It is not clear how a
purely historical, ex posteriori approach to theory could address evolving
problems in a dynamic environment (Whittington, 3p8Myriad causes may
inform extant accounting, thus we cannot know weeths usefulness and
success are the products of capture, (that is yt Ima&e greater or lesser service
potential to particular vested interests), or sootieer factor confounding its
objective superiority. From this, we must rejea ttonclusion deduced at 4 also
as overdetermined. However, as previously notedyas this approach that
prevailed in the first half of the twentieth centuPaton and Littleton (1940)
articulated this position, advancing the view of@mting as centrally concerned
with stewardship, accrual accounting, matching amehsurement in terms of

historical cost (Beaver, 1981).

31



There are reasons to doubt the quality of thisyeaplproach to accounting
inquiry. It is only possible to very loosely inféne theoretical basis to such an
approach. More than this, it is not clear that plative theoretical base, the
argument from conservatism, is particularly cohessha relation to accounting
theory. In the first instance, if existing practice optimal, what incremental
advantage is there in articulating that practicefhSpractice evolved in the
absence of its articulation. It is not clear howf@etion could be improved upon.
This objection may overstate the case in two reggatdmay be that some pre-
existing articulation of existing practice is alleavand that current ‘best practice’
is optimal. We can allow these objections and $itiitl reason to reject the
guiding atheoretical intuition informing the cod#ition of existing practice.
Existing practice is the progeny of myriad, corifiig traditions. EXxisting
accounting practice’s development wad hoc and its ‘principles’ existed,
oftentimes, in tension with each other. How, foample, can true and fair be
reconciled with a transaction-basis accounting whleut for realization, the value
of an asset held by a company is almost invariablye multiple or fraction of
the dated transaction price? If true and fair isfahful representation then what

other thing is it?

1.4 The rise of normative accounting theories

During the period of incumbency of traditional imtive empirical
accounting theory, and subsequent to it, acadeauguamting turned to focus on
normative accounting theory from around the mid@9%Staubus, 1961; Zeff,
1982). Approximately from 1956 to 1970 normative@mting theorists came to
the fore, trying to develop a general theory ofcarting (Henderson, et al,
2004). This approach operated in a prevalently dikl mode and oscillated
between the true income approach (versus histociost) and the ‘user needs’
approach (Whittington, 1985). Amongst academics trdmuting to the
deductive/normative approach to accounting theaag ®hambers. His proposed
accounting system prioritized investor needs whielassumed would be best met

by Continuously Contemporary Accounting (CoCoA). @&s archetypal example
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of the internal coherence obtaining from such aompe and the possible

limitations of it, the discussion turns to consi@rambers’ theory.

1.4.1 Continuously Contemporary Accounting

My argument for a coherent theory of accountingimsilar in motivation
to that of CoCoA?! The central intuition motivating CoCoA was thavéstors
need to know the exit value of the company at amintp Underlying this view
was Chambers’ preference for information on firma@dbility relative to a
dynamic business environment. Where the presewcusigon differs is in the
referent basis to reporting as an issue tied testor interest in the firm as a
dynamic element of its environment. Fundamenthi® position is that investors
specifically exchange the adaptability of cash fiee expectation of superior
returns particular to the ‘going concern’ assumptid specific firms. The view |
take is that there is no rational basis unseatirdgoing concern’ assumption in a

general sense, without independent, firm-speodfason to do so.

CoCoA was widely questioned subsequent to itsndation and
articulation. Chambers (1976) identifies a numbeércloaracterizations of the
approach that challenge its operationalization. $hedilands Committee Report
(UK) (1975) raised the concern that if the dollguiealents of a firm’'s assets
rises faster than the index used to measure changée purchasing power of
money, this would lead to unrealized holding gasmorded in the balance sheet.
There is nothing untoward in this unless an assiommtf the transaction basis of
historical cost accounting is made as a non-nelgietdogma. Chambers (1976) is
untroubled by this. It appears to be that the Cdtemiwas asserting that
Chambers’ proposal to improve on historical coss Wawed as it was not type-
identical with historical cost (or, at least, itddnot use all of the same
assumptions as historical cost). It is difficultkmow how, or to what purpose,

Chambers may have responded to such an observation.

1 Some problems with CoCoA may have resulted irfatisire to gain widespread support but
more probably its conflict with entrenched intesesias responsible for this. The theory has been
more widely vilified than is justified. Chamberstaits the misconceptions surrounding his
proposal for accounting.
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The Sandilands Report also observed that a prolebested with non-
vendibles, that is, firm-specific (often) intangibhssets. Although Chambers
responded that a firm’s acquisition of such asastgoodwill and research and
development acts to reduce the ability of the fitamnrespond to short-term
circumstances, and might therefore be valued at aethe acquisition year-end,
this is the least satisfactory of Chambers’ respenghe exit price-basis proposed
by Chambers to entity valuation strangely osciidietween excessive optimism
and excessive pessimism. We can infer from the miée basis to a liquidation
basis to accounting (at least in terms of the lz@asheet). By adding that
liquidation is sub-optimal, given any incrementaklo-generating faculty that a
company has in relation to the asset over its galwalue, and further stipulating
CoCoA'’s principal relevance where liquidation iscamstantially imposed, we
must, in Chambers’ scheme, infer zero valuatiofirto-specific intangibles. This
appears to depart from faithful representation.v@osely, exit prices, realized by
dint of necessity, would place in question the eovetism (standard usage)
inherent in the excess of pessimism described. Ylee hin effect, a salvage
valuation basis, disrupting the going concern aggiom without evidence to
assume that the entity’s viability is in doubt. deneral terms such valuations
would be most relevant in times of sustained maxkgtfunction, rendering

salvage values obsolete due to the widespreadtodiegiidate’

If we allow that the criticism of excessive optami applies only to special
market situations, and that we cannot normalizgséem of accounting around
such special cases, we must still acknowledgethiiais the general circumstance
of CoCoA’s greatest relevance. That is, an accagnialuation-predicated on a
liquidation basis will be most apposite to a period trend decline in the
economic cycle. Perhaps more importantly, notwathding its name CoCoA

must, for practical purposes, bentinually contemporary accounting. Allowing

12 Essentially, CoCoA would be most relevant in & fasving, declining market. The values it
delivered as measures of firm adaptability would o reliable indicators of realization values
due to an implied assumption that realizatonmassevould further erode values. This condition
of obsolescence would be further exacerbated bgdhenual nature of financial reporting against
the continuous movement in markets.
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the logistical constraint to periodic reporting are left with a valuation basis that
is, whilst generally glum, not nearly glum enouglen the circumstances

occasioning its greatest relevance become genedaliz

A final reason to reject Chambers CoCoA is tha theory aims at
accounting valuation coherence and standardizayien fails to deliver it.
Chambers (1976) claims that mixed attribute measent (Net present value,
value-in-use, realizable value and replacement, costhistorical cost) are
replaced by a singular method. Assets particulantentity must be valued at nil
or on a salvage basis where they have a residlia.vahus we would end up
with a balance sheet that reports the scrap vdl@eommpany. Essentially, this
would value firm-specific intangibles at nil, firspecific physical capital at
salvage, and generic assets at market less dispmstal Importantly, none of this
is fatal to the theory only so long as the balasioeet is regarded as a minimum
guarantee of value in normal market conditionssTgems too specific a set of

circumstances to recommend the theory for the géperpose.

Beyond Chambers’ contribution other notable acadenmvolved in the
normative period include Staubus, Sterling and H&sdn. In Staubus’ case his
argument was primarily targeting decision-usefundhe common theme in this
approach to accounting theory and research is ithatakes the case for an
axiomatic formulation of accounting. This entailseetadvantage of generality
which is highly economical for developing systenMattessich, 1955). This,
Mattessich argues, brings order to #tehoc.Against this view Dean and Clarke
(2003) and Salvary (1979) argue that such an approaakes accounting a
simulacrum of the thing it purports to representeif view is that it disrupts
faithful representation and that the conceptuamé&aork project itself is
fundamentally ill-conceived. Further, they arguattthe existing social, cultural,
political environment in which business operatesvigtes the necessary concepts
and constraints for veridical financial reportin@n this view conceptual

frameworks actually constrain coherent, usefulrfmal accounting and reporting.
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There are some concerns that may be raised ioreka the objections to
normative accounting theories by academics rejgdtie idea of those theories
per se.Their argument is inherently founded on an attléasse empiricism in
their inference to the inefficacy of existing arespconceptual frameworks. This
is not inherently problematic except that their empl bases are politically
influenced, evolving and inchoate standards of plast and (then) present.
Alternatively they are the normative theories of tt950s and 1960s which can
only be challenged counterfactually (speculativellyfleductively. As in the case
of Chambers theory (previously discussed), thesewting systems have not
been categorically invalidated. Implicit in the peding discussion of Chambers
theory, the only substantive challenge to it ist tlhgpresupposes an objective

function of the balance sheet that is not a necgssaclusion.

The second issue is that financial reports areaydwand necessarily,
incomplete representations of a company’s operatiomhey cannot be
comprehensive descriptions. It is the role of amadive accounting theory to
establish parameters to support the maximum pessudracity of those
summaries. It follows that Mattessich’s (1995) viemacorrect that care must be
taken not to impound systematic measurement, irdbom selection, or
representation bias into the nominated model. Thdenmust provide us with a

good sense of the essence of the thing it repr@sent

During the period in which normative accountingdtyerose to the fore in
academic accounting, from the 1960s until the prgsa parallel, subsidiary
development in academic theory gained significarfluénce in the form of
stakeholder theory. Stakeholder theory’s signifteato accounting theory lay in
the basis it created to underpin a diverse GPFR defaition. This influence is
evident in a number of official reports includinbrueblood (AICPA, 1973), The
Corporate Report (ASSC, 1975), the Stamp ReporB(Q)9the Conceptual
Frameworks of the IASB (1989) and FASB (at leadtl wacent times), and The
Solomons Report (Solomons, 1989), amongst othenesd reports identify a

diverse range of financial accounting and reportisgrs and information. This, in
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turn, has been obstructive of coherent accountiagry development due to the
diversity of objectives it entails (Jensen, 200&afzer and Demski, 1974).

From the 1970s, critical theory developed in thadaeny, challenging the
prevalent views held by existing academics aboublogy, epistemology and
methodology. This emerging paradigm exacerbatedrihgence of stakeholder
theory by employing it to license its anti-capsg&limotivated agenda. It argued for
particularism, embracing a heterogeneous range eskarch methodologies
(Parker, 1999; Funnell, 1996; Tinker, 1980). Mmep it engaged stakeholder
theory in a virulent attack on the existing econosystem. Important academics
operating in this mode includeter alia Laughlin (1987), Tinker (1980),
Arrington and Francis (1989). Their use of stakdbpoltheory was and remains
arguably a pragmatic tool applied to frustrateredationship between capital and
profit. There is no clear objective causally lindiaritical theory to stakeholder
theory. In this sense it is possible to infer ttakeholder theory is employed as a

device rather than a conviction.

1.5 The rise of PAT and its claim to singular legitnacy

The prevailing contemporary academic accountingrthearose from
about 1970 (Henderson, et al, 2004; Parker, 1998)s was the date from which
positivist empiricism gained currency, later beif@gymalized by Watts and
Zimmerman (1986). Chua (1986) qualifies a generaliyical view of PAT,
arguing it introduced rigour to academic accountifigis is somewhat true yet
positivism also made the case that it was an ep#iradigm, sufficient as a basis
to underpin all accounting research. It is thigelatclaim that challenges the
proposition of normative accounting theory. PAT umyg that the normative
theories of accounting advanced through the 19&fs developed from the basis
of assumptions about the users and functions afuattg information that were
never objectively established and that all subseftigeoretical developments
from such foundations have no validity. Gonedes Boguch (1974) make the
case that the normative theories of the 1950s &@@slcould be used to justify

any argument. The positivist tells us, unlike earlempiricism, that standard
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development is not within the remit of academicoaktting (Gonedes, 1975).
Instead accounting research should concentratd@mehaviors of accountants
and issuers in terms of their choice of accountmegtments and presentations
(Gonedes and Dopuch, 1974; Gonedes, 1975; Wattgiemderman, 1986).

PAT as developed by Watts and Zimmerman (1986p@ts to offer no
prescriptions for accounting practice. Its claimdssimply describe, explain and
predict practice (Gonedes and Dopuch, 1974). émpirically based, in contrast
to precedinga priori normative, deductive accounting theories (Whitimgt
1987). However, PAT must make assumptions, inclydiihat constitutes an
interesting question and the efficient market hijpsis. PAT relies on the
assumption of market efficiency as the foundation its typical correlation
analysis to derive probabilistic inferences (Whiton, 1987). The distinction
between deductive and inductive, between normatng descriptive theories is

one of degree. The positivist’s claim to objectiyin this light, is ambitious.

The PAT theorists’ objections to normative theanguing for the limited
impact it has had on practice (Watts and Zimmerni&79), is, in one sense,
untrue and in another, inferentially overdeterminkdthe first case normative
theories, such as Staubus’ decision-usefulnessytti#accounting and Sprouse
and Moonitz's (1962) call to reference accountingtgective function against
derivation from essential elements of its environtmbave substantially informed
developments in accounting standards. This relatddnaccounting to its
environment was officially propounded in the Trweml Committee Report
(1973) and, subsequently, was influential in thevettgpment of the FASB
conceptual framework from 1974-1985. It is undenagdio infer the significant
influence such developments have had on practibe. Second basis to reject
Watts’ and Zimmerman’s (1979) inference is thatreviethere had been no
influence of normative theory on practice it is metermined to argue the
worthlessness of this class of theory. It is plalgsio assume that no such theory
sufficient to alter practice was developed. Lee ameeedie (1990) argue that

many accounting theorists of the normative modesquiieed solutions without
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establishing user needs or decision models. Thig, requally, be used as an
argument for perfecting such a general theory obanting, employing such user

decision models and needs as an information basefmative theory.

What PAT theorists seem to want to argue agassegulationper se.
Watts (1977) makes the case that in unregulatedetaaaudited GPFRs lower
agency costs. He cites substantially unregulatedeteenth century UK
corporations as evidence of this proposition. Mmesv, that unregulated financial
reporting would deliver optimum information levels, supported by Gonedes
(1975), Berry and Waring (1995), and Edwards (1980)operates on the
assumption that a failure to regulate would incgsgi the company to optimize
(and increase in such instance) information pradadb lower the cost of capital.
This view holds that companies would aim at Pamgbmization as a rational

choice (Aivizian and Callen, 1983).

This hypothesis is strained at the outset by itsfuion of legal and
natural personalities. To say ‘the company’ ouglduld), if it is to be considered
rational, deliver the information required by thanket such that the furnished
information had no negative implications for thdueaof the company, either in
terms of the excess cost of capital from underveeyi or the excess cost of
production from information overproduction, presapps a legal fiction is
personally motivated. Simply, the company is thgragation of its investors’
contributed capital. Thus the argument is triviais, in approximate terms, the
position that investors (the company) are intecesteheir own interests and will
target their own utility maximization. While | dotchallenge this undemanding
proposition, it is unclear that it is anything battacit rejection of the agency

theory context that it implicitly recruits as an@x.

Watts (2003) argues that agency costs of debt cbalatontrolled far
better by covenants restricting dividends to a @reanined maximum percentage
of profit. We must assume that he means debt coNeshouldinclude the basis

for calculating profit and, also, that company retuof capital areshould be
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governed by terms contained within debt covenaMsat emerges is that Watts
is opposed to regulation as an instantiation ob@native accounting theory. It is
available to infer that he comes by his champignsiiiconservatism for the same

reasons. He defines conservatism as:

“...the differential verifiability required for recagtion of profits versus

losses”.

His explanation for the survival of conservatism tigat it best addresses
contracting and litigation risks (Miller and Youn§997). It seems reasonable to
ask if this control of litigation risk comes at tlest of saying too little. Watts
(2003) tells us that the elimination of consenatis likely to impose additional
costs on investors and the econathyurthermore, conservatism is unlikely to
have unintended [any consequences at all additionah unregulated market for
GPFR?] consequences. We might inquire here ifithen implicitly normative
argument for conservatism. It seems Watts (20038jgsing from a fundamental
objection to inevitably normative accounting stamadao the conclusion that such
standards, if we cannot get rid of them, shouldabefar from the margins of
informational relevance as possible. That is, thleguld be kept out of harm’s

way. This is an argument against regulasonpliciter.

What Watts (1979), Watts and Zimmerman (1986), Saodder (2007)
seem to hold ideal is voluntary financial reportifi@is, it is implied, can be read
in terms of ‘body language’ or silences (signalingdf) seems curious that Watts’
implied objection to fair value co-exists with hisnviction that markets will
deliver financial information efficiently. GPFR si@dards will never be exhaustive
of all possible useful information and signalingstdl possible with incremental
information over that which is required by standartiowever, standards do
allow for managers’ accountability to shareholdés minimum information

provision and subsequent sanctions.

13 Curiously, Watts’ empiricism seems to let him dolaere. He seems to be saying he thinks this
is the case, he is not telling us he has obsehadtiie increase in costs is a probabilistic infeee
in any statistical sense.
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The case is made by Parker (1999) that the abareldnohthe normative
accounting theory project of the 1950s and 19604 ,the rise of positivism from
1970, produced accounting based on scientism (W2083; Gambling, 1974).
This scientism leverages off the success of thénoakst of the physical sciences
(Ryan, 1980). There is no automasiequiturin the translation of the success of
these methods in relation to physical matter, tciadorelations. Notional
objectivity sponsored the view of accounting thepmnpgress with ostensible
rigour inherent in statistical testing of large gd@s in support of theories
(Sterling, 1979; Parker, 1999). PAT also producestiigtive models of economic
and social behavior. Despite this, Parker (1998u@s that academic accounting
has been in a stasis due to the reluctance of RA&archers to translate their
research into evidence for accounting policy dgwelent. From the preceding
paragraph then, we would like to know, on the basisvidence, why accounting
should target conservatism. It almost seems asgthquositivists end their
contribution without articulating their last senten This proposition is nowhere
more in evidence than in Barth’s (2000) previousiycussed articl&aluation-
based Accounting Research: Implications for Finah&eporting Opportunities

for Future Research.

One further challenge that has been made to pissitiis that advanced by
Christensen (1990). He argues that PAT can moreraisdy be described as
sociology of accounting and accountants rather thanaccounting theory.
Notwithstanding Watts and Zimmerman’s (1990) counte Christensen’s
challenge, that accountants are essential to atogusimpliciter, and that the
distinction between the study of accounting theang accountants entails an
arbitrary dichotomization, PAT does appear to bseesally ethnographic in
nature. We might say here that Watts (2003) isslatprecondition of accounting
as the thing itself. Although this may not be umsadly disagreeable as a
characterization, it is unlikely to be one thas sitell with positivists. We might
add that it is inchoate as an ethnography as i ¢ go inside of its subject.

Where Watts and Zimmerman (1990) contend that defst compensation
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contracts, and political processes explain accognthoices, and that these
supply the only important questions, it is likehat we can enhance the function
of accounting by reducing accounting choices. Thisne objective function of a

coherent theory of accounting.

An objection to PAT that Chua (1986), raises iat i is founded on a
dubious ontology and discredited epistemology. R&3umes an orderly view of
society, discounting the view of conflict in socralations of classical political
economy (Chua, 1986; Cooper and Sherer, 1984). iShdone by positivists
without specific arguments for this ontological aaitment. Further, it assumes
realism of the ‘objects’ of its investigation, diésg with the socially constructed
view of the world advanced by criticalists and pastdern theories (Chua, 1986).
The positivist does not need to rely on such angtidaim as the assumption of an
orderly society so much as a general tendency tsvarder, underwritten by
mutual assurance in Hobbes’ ‘comfortable seatsé @hly caveat to the guiding
positivist intuition is that society supplies safént, appreciable net benefits to (at
least) the majority of its members. | expound diseantology in chapter three.
At this point | will not challenge Chua’s (1986)tological objection (inferred:
from parsimony). It is simply the purpose here dentify the existence of this

objection to positivism.

In relation to Chua’s (1986) objection to the piegst epistemology, that
PAT relies on a now discredited commitment to veaiionism, this objection is
rejected. The verificationism of the logical pogsi school has been shown to
make overdetermined positive statements aboutettaioty with which we may
know a thing. However, there is no clearly ideatife need for positivism to
make such confident assertions. The practical capbns of verificationism can
be otherwise obtained from Popperian falsificasomior the instrumentalism of
Milton Friedman (Henderson and Pierson, 1983). &kld have missed
something, the falsificationism or instrumentaliimat Chua (1986) finds more
epistemologically justifiable are no more than moaaitious approaches to the

same basic sense that obtains from verificationiBne former two are licensed
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by ‘justified true belief’ rather than an expliessertion of facticity and that is the
sum of their practical differences. To describes ths a fundamental theoretical
flaw is to hang too much hope for the critique a@fsitivism on a negotiable,
malleable tenet. Given the penchant of positivisin dorrelation analysis its

descriptivism is really only probabilistic inferemfrom inductivism in any event.

Chua’s (1986) concession to PAT, that it introdlidgour to accounting
research, has some merit and it is in this thattigeen has a contribution to
make to general accounting theory; as a methodoPgyided PAT operates on
externally sourced questions, such as those pogeddulators, and does nat
priori determine the interest inhering in the questiorssks, such research can
potentially provide empirical evidence concerningoamative theory, against the
referent theory’s self-described view of the worléhr these reasons, and as a
counterweight to questionable theoretical develaogmethat consist in a
substantial part of post-structural and critical@mting theory research, PAT has
a useful contribution to make to the developmentachdemic and practical
accounting. What is less certain is that PAT couss an entire paradigm. As
Whittington (1987) argues, PAT has some fairly imeent epistemological
commitments. Although | have rejected Chua’s cingiée (above)a priorismis
spurned selectively by positivism, with deductiegit deemed unproductive yet
mathematics and, more particularly probability,dhed be legitimate tools. The
key point is that positivism in accounting does own its essence and it cannot if
it is to sustain its claim to singular accountihgdry legitimacy. Reason seems to

exist for positivists to relax this assumption.

1.6 Agency theory

Notably, the discussion has not directly addressgehcy theory to this
point. The discussion has implied and assumed timeipal/agent relationship
and its entailment that each party would behaveatisnal economic agents
concerned to maximize their own utility in their taal relations (Whittington,
2008). This axiom is unproblematic in two indepemdesgards. In the first

instance the guiding intuition of the agency relaship can be inferred of all
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arguments proposed for any classification of GPRrs) however broad or
narrow. Regardless of our user definition we suppeech group so defined will
use the information for their own ends. For it ®diherwise we would have to,
for example, assume environmentalists only interi@stcompany financial

reporting was to be secure in the knowledge thaestors were achieving
sufficient returns. Naturally any claim to usertstais motivated by the claimant
groups’ own interests. Inferentially, the purswitdach group of its optimal utility
presupposes that groups’ individual interests wit feature in rival claimants
calculations. For this reason the agency theoryrapson of opportunistic

behavior between diverse groups is uncontentiotwsdas the various theoretical
protagonists and may therefore be stipulated. Stgofor present purposes high
specification of the agency relationship is notuised. Simply, | make the case
that soundly theoretically grounded GPFR can affteme minimum guarantee of
control over managers behaving without regard tdtiple period employment,

without constraint by personal beliefs or informmicial sanction$! These

considerations obviate the need to expound agdmoyy at length.

1.7 Summary: The influence of the academy and infences on the academy
The discussion to this point has described the magwelopments in the
accounting theory of the academy. These develomree reflected movement
from inductive empiricism through to normative (prescriptive) accounting
theory. The final (and current) mainstream theanidigng academic accounting
has been the new empiricism of positive accountivepry. Where the earlier
period of empiricism held an at least tacit vievattiprevailing best practice
formed the basis to develop accounting principlesurad it, contemporary
empiricism (ostensibly) offers no opinion on thibgy hold their function as
purely descriptive and predictive. Subsidiary tledical developments have
occurred parallel to these prevalent academic adowu theory developments
since the 1960s. Stakeholder theory gained sigmficxfluence over the academy

from the 1960s and, from the 1970s, critical actiogntheory began to develop

14 Arguably, the assumption of single-period tempgalameters around employment of agents,
inherent to agency theory, asserts an unsustainableof human rationality. For this reason my
basic stipulation of agency theory is ‘weak-form’.
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to challenge the mainstream. The influence of theed®ols of thought on the
development of a general theory of accounting issictered further in chapters

two and three.

The academy and more particularly accounting acadeiave exerted
some influence on accounting practice and regudatidhis influence has,
notwithstanding the normative period of academicoaating of the 1950s and
1960s, been substantially obstructive to the demént of a general theory of
accounting. In some sense accounting academia meayod self-conscious
because of the comparative youth of accounting dis@pline beyond practice.
In contrast to critical theorist perceptions it it so clear mainstream
accounting’s retreat into credentialism througlestism, that is the aping of the
methods of physical science, is motivated by chagpités legitimization
(Richardson, 1987). Had the academy been so medivat would have
maintained the course of normative accounting. Bhsic problem with this
criticalist view is that we must first be convincefitheir view that accounting has
evolved to certify capitalism. | argue that it ig less likely that it does nothing
more cynical than adopt the context of its envirenm Moreover, mainstream
accounting theory seems to reflect more volublgck lof any clear intent rather
than an ulterior motive. If we are to allow theticalist view we must also allow
that the ‘hegemony’ interprets as much power t@asting as the criticalists do
themselves. It is difficult to see how the hegemaoyld not secure similar
advantages with any other, similarly abstruse systé financial accounting.
Further, such power would have had no reason taybelrcing a ‘conducive’
normative theory if it had such agency. Notwithsliag the confounding nature
of the academy, and possibly in part because oftandards setters have
progressively charted an independent trajectoryjetiyu establishing an
understated coherence to their conceptual framesvarid standards. This is
something Whittington (2008) implies is a standaetters ‘secret agenda’
(Bradbury, 2008).
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Chapter Two
The Development of the Accounting Conceptual Frameavks
2.0 Introduction

Accounting regulation and its referent theoretidalindations have
reflected the influence of the academy to a debreestandards setters, from no
later than the early 1970s, have contained thisente with remarkable success.
We can date the earliest attempts to develop aepbnal framework to the 1930s
but the influence of such a theory only comes ieN@ence subsequent to the
Wheat and Trueblood Committee Reports and the ledtatent of the FASB in
1973. Where the academy has been influenced bgrsaasttachment to diverse,
and oftentimes nebulous and conflicting theoriegjutation has substantially
developed a distinct and progressive trajectorye Thearity of this trajectory,
contra Watts and Zimmerman (1986), has been infdrinethe central intuition
behind the normative accounting theories of thedtlguarter of the twentieth
century. It reflects directional coherence in thiem subtle devices it has
employed to progressively narrow the relevant \meis involved in the
formulation of a conceptual framework. Against thebstantial success of
standards setters in quarantining regulation fragoanting academy influence,
political forces have partly frustrated, if not éomnded, the development of a
coherent conceptual framework (Gerboth, 1973). Mbstanding political
influences, arising out of the competing demandsaofliverse constituency,
regulators have moved quietly towards an undestatderence to conceptual
frameworks and standards development and promailgdbalessio, Seiler and
Jones, 1999).

2.1 A brief history of developments in regulation ad its theoretical base
(Conceptual frameworks)L5

In the wake of the 1929 US (and global) stock madmsh the US
government moved to increase regulation of findneiarkets. This led to the
1933 Securities Act and its 1934 amendment creatimh empowering the SEC

15 Appendicies one and two provide a brief sketchefelopments in accounting regulation and
theory.
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with oversight of financial reporting (Beaver, 19&ogarty, Hussein and Ketz,
1994; Giroux, 1999). The 1933 Act supported a pesgfee for investor-focused
financial reporting (Beaver, 1981). It was in tloisntext that the demand for a
general theory of accounting arose (Most, 1982)0 INnger was existing
Generally Accepted Accounting Practice considerdgigaate, as it was seen as
implicated in the economic malaise of the time. Tidespread economic and
social harm caused by the market breakdown provégtethsight into the ability
of financial market turmoil to spread across sgci@ a whole, causing high
levels of unemployment (Carcello, 2007; May andd&m, 1976; Sunder, 2007).
This environment led the AAA, formerly the AmericAssociation of University
Instructors in Accounting, to isséeTentative Statement of Accounting Principles
Underlying Corporate Financial Statements1936 (Wolk, et al, 2008). This is
the earliest authoritative, explicit promotion of @eductive approach to
accounting theory, supporting the post-1933 shifteigulatory focus to investors
and creditors (as distinct from management) andrtftemation focus of GPFR
(Watts and Zimmerman, 1979). Revisions followed 941, 1948 and 1957 (Zeff,
1979). Parallel developments occurred when the Ammer Institute of
Accountants (AlA) produced Statement of Accounting Principlies1938 (Zeff,
1979).

These early developments were advanced sporadioathe subsequent
period until the establishment of the FASB in 19FRom 1939 until the
establishment of the FASB in 1973, regulation ofcamting fell, under the
auspices of the SEC, to the Committee on Accounfirecedures (CAP) and,
from 1959 to 1973, to the Accounting Principles Bbé\PB) (Burton, 1978).
The AIA (later, AICPA), under urging from the SE€stablished the CAP which,
during its incumbency, produced fifty-one reseabcifietins. Despite this, CAP
failed to develop a coherent accounting structcaesing it to be replaced by the
APB in 1959 (Weinstein, 1987). The APB was taskedi¢velop a conceptual

framework for accounting.
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Over the period 1959 to 1973, the APB adoptedsillpoimous approach
to the development of a conceptual framework (Byrtt®78). Its approach was
largely a product of its environment in that itded to formalize existing practice
(as in the previously described inductive-empiripatiod), without any explicit
theoretical base to operate from. The motivatidmrxthe formation of the APB,
as successor to the CAP, had been the unsatisfatature of existing practice.
When, in 1961 and 1962, Moonitz and Sprouse andnito@roduced AICPA
accounting research papers no.s 1 and 3 on acoguymbistulates and principles
the APB rejected them as “too radically differefroifn existing practice] for
acceptance at this time” (Zeff, 1979, p. 212). TRé5 issue of AICPA Research
Study No. 7Inventory of Generally Accepted Accounting Pracfice Business
EnterpriseqGrady, 1965)took a more conservative tack than the 1961 an@ 196
research studies. Subsequently, the AAA monogrAplsStatement of Basic
Accounting Theory(ASOBAT) (AICPA, 1966) took a more radical stance,

advocating current cost accounting (Lewis and H&n2iId04).

The 1966 ASOBAT may be seen as an important tgrpoint in a sense.
It rejected past approaches, including Grady’s me(i®65), aimed at justifying
existing practice and assuming its value. Thislehgkd the approaches of Paton
and Littleton. In this monograph a substantiallydugive approach was
employed. The 1966 ASOBAT also took the view ofcacting as a financial
information reporting system. The aim of it was,sagh, to provide economic
information to allow informed judgments and deamsidy information users. The
case the committee producing ASOBAT (1966) madecfarent cost was its
relevance to users (AAA, 1966). It also held thilevthere were many users,
their needs were similar (Trueblood Report, 1978urng, 2006). This device
gained currency from this point, muting the implioa of diverse information

needs from diverse users.
In 1970, after five years of study and a successibdrafts, the APB

produced Statement No.Bhasic Concepts and Accounting Principles Underlying

Financial Statements of Business Enterprigdscounting Principles Board,
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1970; Beaver, 1981; Zeff, 1979). The APB acknowéstigts statement was
largely descriptive of existing practice and nasthad been sought, prescriptive. It
centred essentially on what accounting was at ime,tsome of which was
inconsistent with other parts. It was not very usef a tool in setting standards
(Johnson, 2004). It did, however, initiate the mawgeelevate the information
perspective over that of stewardship in accounstagdards (Beaver, 1981). The
general lack of achievement of the goal to estaldiconceptual framework by
the (voluntary) APB led to growing criticism of within and beyond the
accounting profession (Zeff, 1979; Weinstein, 198IMis led the AICPA to
commission two major studies. These were to beceym®nymous with their
authors, former SEC Commissioner Francis Wheat (Wigeat Committee
Report, 1972) and the Trueblood Committee Repo#/3), led by former
Institute President, Robert Trueblood (Zeff, 1979).

The 1972 issue of the Wheat Committee Report @%B Issue of the
Trueblood Committee Report, respectively recommdnéplacing the APB with
the FASB and provided the postulates giving digetto the (subsequent) FASB
conceptual framework project. The Wheat Commitemmmended the creation
of a seven-man, full-time Financial Accounting Stards Board (FASB) to
replace the volunteer-staffed APB. It was propoteat the FASB would be
established under the auspices of the Financiabéuing Foundation (FAF),
composed of representatives of the AICPA, FEI (ko Executives
International), AAA and NAA (National Accounting Asciation). The Financial
Accounting Standards Advisory Committee (FASAC) vedso established, to
provide research on questions of interest to th&B-ASchroeder, et al, 1991).
Initially the FAF was to have a budget of betweam tand a half and three
million dollars, composed of contributions from tpeeparer community. The
APB terminated itself on the thirtieth of June 19@de replaced by the FASB on
July the first (Zeff, 1979).

The FASB gained support from the SEC when, in Ddmy 1973, the
SEC issued ASR No. 150, declaring that the, “statglaand practices
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promulgated by the FASB in its statements and pm&ations will be considered
by the Commission as having substantial authorgagupport and those contrary
to such FASB promulgations will be considered tgehao such support” (SEC,
quoted in Zeff, 1979, p. 219). From this base tW&SEB began work on the
development of a conceptual framework based, instambial part, on the
recommendations of the Trueblood Committee. Pregrely from this date the
conceptual framework has shown an increasing facuprospective, decision-
useful information that, while conceding multiplseus, increasingly prioritised
the investor and creditor as the target of GPFRs&Hrends were reflected in the
post-Trueblood era in the 19Tnceptual Framework for Financial Accounting
and Reportingssued by the FASB. This trend was confirmed in fiiwing
year by a committee of the AAA’s issue $fatement on Accounting Theory and
AcceptancéZeff, 1979; Shillinglaw, 1979).

From ‘Trueblood’ (1973) the priority accorded fiwal reporting
information related to,ihformation useful in making economic decisiors’may
be suggested that this does little to narrow telkel fof required information or, at
least specified, within financial reports. The casay be made that all users of
financial reports are concerned to do so becauseaiomic decisions. Whether
the issue is a wage claim, litigation or a demasrdhe company to act to remedy
harm caused to society or the environment, thesaeciwill, in some sense be
economic. This is somewhat true, but by specifgngnomic decisions inference
to the priority of purely economic decisions is ibafale. This is one of the devices
| suggest standards’ setters have used so thatuggests its preferred
interpretation. Clearly, given such an interpretatiinvestors and creditors are

implicitly preferred over other potential users.

Over the period to the late 1970s the user dedmibf GPFR was little
changed in its formal enunciation. Despite thiftleushifts in emphasis occurred
within the explicitly acknowledged stakeholder ception of users. We see an
important shift around and following the 1973 Triesldl Committee Report. In

that report, following from Moonitz and Sprouse 2%, diverse users included
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external users who had limited authority to commarfdrmation, who rely on
that information for economic decisions. Howevérese reports recommended
accent on prospective information, including fosgsaand historical cost
augmentation with current values where historicastcis inadequate (Most,
1982). This is an implicit argument for investorglareditors as users, signalling
a significant move in future trends in standardstlterance of this trend was in
evidence in the 1978 Statement of Financial Acdogn€oncepts (SFAC No. 1)
by the FASB. Explicit reference to users as investoreditors and others making
economic decisions, combined with the investor ysenacy principle (FASB,
1978, paragraph 34) affirmed the narrowing of GRkers (Stanton, 1997).
Where SFAC No. 1 identified 24 user groups it idfesd common information
needs, consistent with those of sophisticated toves Decision-usefulness
emerged from SFAC-1 as a priority as well (Schippet Vincent, 2003).

From 1974 to 1985 the FASB developed SFACs (theceptual
framework) numbers 1-5 (Zeff, 1979; Mattessich, )99SFAC-2 (1980)
Qualitative Characteristicspecified the objective function of GPFR as serving
the public interest by providing financial inforraat that enables the efficient
allocation of resources (Flegm, 2000). This embdbdree previously discussed
reconciliation of stakeholder theory in its widestse with investor as sole GPFR
user. We also see an attempt by the AAA (1980¢tomcile the dual priorities of
relevance and reliability. This was done by theiscdssion proposing that
verifiability, possibly the most rigid plank in tliefence of historical cost when,
as it is commonly interpreted, it is held to beiaebd only as an historical,
documented transaction price, is interpreted asimga value that occurs where
experts working independently of each other arratea similar valuation
(Henderson, Pierson and Harris, 2004). SAC-3 aiptictly elevated relevance
and prospective information, identifying a predietiand confirmatory function
for such information. This basic view informs aeraknt of my reconciliation of

relevance with a comprehensive sense of accouityabil

51



In the socio-economic context of successive chgls posed to historical
cost by inflation through the 1970s and the Saviagg Loan crisis of the late
1980s, the impetus from historical cost accountmatuation to fair value was
spurred by the AICPA Jenkins Committee Report @iéee Jenkins, 1994, cited
in, Colson, 2005). Another environmental developmieforming Jenkins was the
prior and contemporary developments in finance rjhesupporting the general
proposition of market efficiency. Significant imgditions of this for Jenkins and
of Jenkins for accounting were the support it lémtfair value accounting
measurement, investor-as-user, and decision-ugsfilras the priorities of
financial reporting. Jenkins (1994; 1995) held ttheg central function of GPFR
lay in its facilitation of efficient capital allotan by investors and creditors.
Jenkins (1994) held that financial reporting wapamant to capital allocation in
deep and liquid marketphraseology that was to inform the specificatiorthef
preferred (first level) of fair valuation in subset accounting standards. Jenkins
(1994) employed the ‘principal user’, possibly dgtito ‘Trueblood’, to describe
investors, creditors, and their advisors (Lusconi®®5). This replaced a similar
operation in earlier articulations of accountinghcepts, whereby myriad users
were acknowledged but it was held all user needsidvbe met by information
sufficient for investors as the holders of residnérest in the corporation. This
further supported the priority attached to prospednformation, with constraints
proposed on information only where it would compiganthe reporting entity’s

competitive position (Jenkins, 1994).

The trend towards fair value measurement by adooystandards setters
that begun in the late 1980s continued through1i®@0s, resulting in a shift
towards standards requiring fair value (RamanaV@atts, 2007; Hitz, 2007). The
traditional priority of stewardship was progres$iveroded, from no later than
the Trueblood Committee report (19%3)in favour of decision-usefulness and
relevance (Hitz, 2007). This underpinned the mowefdir value which was

demonstrated to have greater relevance by mucheempirical work of the

16 Although APB Statement No. 4 could be said to Hdeatified and advanced the information
perspective, it did so timorously (Beaver, 1981).
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academy. This was, in turn, an emerging trend amiteot with the trend towards
international accounting standards, beginning i@3L@ith the establishment of
IASC. The trends more immediately correspondedsampborted each other with
the initiation of the IASC conceptual framework 1889 (Whittington, 2008).

This articulated the main purpose of GPFR as piogiddecision-useful

information and, whilst acknowledging many userddhthat they were typically
investors (Alfredson, Leo, Picker, Pacter, Radf@mld Wise, 2007). This initial
stage supported mixed-attribute accounting but wittrend towards fair value
(Nobes and Parker, 2004; Chorafas, 2006: Whittmg2608).

The development of international accounting stasslafor financial
reporting has been accompanied by a progressivandament to fair value
(Alfredson, et al, 2007; Turley, 2008). This tre@vards fair value is reflected in
a succession of standards allowing or requiringfail value measurement. The
1998 IASC Draft IAS 39 proposed full fair value @s option (Camfferman and
Zeff, 2006). The IASC successor organization, #h8B, Joint Working Group
(JWG) proposed fair value for all financial instremnts regardless of the purpose
for which they were held (Chorafas, 2006). In 26@8z, Chairman of the FASB,
found fair value to be the most relevant measuialafssets and liabilities (White
and McNally, 2006). By 2005 International AccougtiBtandards (IAS) requiring
the use of at least some fair value measuremeloided: 1AS’s 11, 16, 17, 18, 19,
20, 26, 33, 36, 38, 39, 40, and 41 and Internatibmancial Reporting Standards
(IFRS) 1, 2, 3, and 5. Standards requiring fairugaby reference to another
standard included: IAS 2, 21, 27, 28, 31, and 88, 1&RS 4 and 7. Standards not
requiring any fair valuation measurement largelgluded statements of items
pertaining to current period cash, such as thesrsint of cash-flows, income
taxes and borrowing costs. Also standards in whhelevance to measurement
arises, fall outside of the influence of fair valeneasurement, such as standards
pertaining to accounting policies and the presemrabf statements (Deloitte,
2008).
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These trends in International accounting standaeding development
have been mirrored (or mirror those) by the FASBie Tmove towards
convergence, manifested in the Norwalk agreemetwdsn the FASB and the
IASB in 2002, and the joint standards developmemjeget from 2005, has
ensured a closing gap between the competing s@sm@arhittington, 2008). Each
standard setter must be cognizant of relevant dpusnts and measure their
own pace against that of the other. The FASB’s mwam@ towards increased use
of fair value is reflected in a number of developisein its standards. These
include:

* Financial Accounting Standard (S)FAS 115 (1994winich US
GAAP requires fair value for many investments.

* FAS 133 (2000) Requires fair value for derivatives.

 FAS 157 and SFAC (Statement of Financial Accoun@ogcepts)
7 (2006) establishes a common definition of faiueaWhite and
McNally, 2006).

 FAS 159 (2007) expands the ability to use fair galar certain

financial assets and liabilities (Pricewaterhousgigos, 2008).

The preceding list is not exhaustive of instandethe growing influence of fair
value in US (FASB) accounting standards and it daggeflect the fact that the
standards are, at this juncture, mixed attribut@aiNis in evidence is the clear
trend in standards, both of the FASB and IASB talsafiair value accounting

measurement.

2.2 Broad trends in the development of conceptuatdmeworks

The broad trends in conceptual framework developmewolve the
fundamental precepts that inform accounting regulatdevelopment. These
include such objective functions as stewardshipnt@ryposed with decision-
usefulness. Also, the development of conceptuahdmaorks concerns itself with
qualitative characteristics and the tension betwiwse. This issue has been

central to the relevance/reliability debate. A dation of this conceptual-level
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debate is the valuation debate between fair vahee hastorical cost. In broad
terms the debate has been for traditional accoginemtailing the priority of
stewardship, reliability and historical cost, otlee ascendant decision-usefulness,
relevance and fair value. There is no precise iggoint between these rival
approaches. It is not even possible to locate ths&t Eeed of the latter's
ascendance to prominence in certain terms. All tzat be done is to chart
approximately the rise of decision-useful, releydair value accounting against

traditional stewardship-focused, ‘reliable’, histatt cost.

There was no clear challenge to the traditionalidal foundations of
accounting until the 1950s, when the academy advhtite idea that accounting
should be decision-useful (Morley and Stamp, 1970f. we unshackle the
operative term ‘useful’ from its substantially rediant attachment ‘decision’ we
are left with the unremarkable conclusion thattfeg very least, implicitly) the
theories of Chambers (CoCoA) and Staubus (the ideeisefulness theory of
accounting) were the genesis of decision-usefulregainst the incumbent
stewardship delimited ‘accountability’ view of acrting’® | pose challenges to
the ostensible distinction between accountabilitgt eelevance. | define relevance
as a synonym of decision-usefulness combined weétvardship. We would be
logically drawn to conclude this even if our desisiwas just whether or not
management had discharged its duties in relatichdcstewardship of resources
entrusted to them. We do not really see a subatargflection of this move
towards decision-useful accounting in ‘official’ews until the 1966 publication
of ASOBAT, the 1970 APB Statement No. 4 and theebtaod Committee
Report of the AICPA (1973) (Storey and Storey, 1908y, Fischer, and Gordon,
2001). I infer this period is the tipping point Wween traditional accounting and

1t is argued by Kam (1986) that stewardship waseiantly conservative to pre-empt the
stewards’ risk of overstating the value of an estawith concomitant later period value

diminution. Likewise, from the nineteenth centuayditors observe that there is little risk of being
sued for understating company values. This apprediectively mitigates the risk of errors in

accounting by means of saying nothing relevantl agxpressed in terms of historical cost.

181t seems likely that useful information must als®decision-useful. Confirmatory value cannot

be segregated from decision-usefulness or else thero utility to the confirmation. At the least,
confirmation provides some foundation to assesspgactive information (IASB, 2008b).
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the new era of investor-focused information in tH& a trend that would become
international only later.

In terms of the previously described eras of ragoh development,
promulgation and research by the CAP and APB, these a substantially non-
normative, descriptive approach. It was this reloce to prescribe accounting
regulations that led to the demise of first CAR] &tterly, after it had also failed
to make significant headway improving existing pice; the APB. CAP survived
from 1939 to 1959 and its successor, the APB sghfroen 1959 until, following
the Wheat Committee recommendation, it was replagethe FASB. While it is
not possible to assess the impact of the acaderagyirprecise way, abductively,
we might infer both were products of their broadevironments. The 1929 stock
market crash gave impetus to standards’ developimantwithout a significant
heredity immediately prior to this point, offeredtlé specification of what
standards might look like (May and Sundem, 197@).this context it is
unremarkable that standards setters would atteonptolve cautiously, codifying
existing practice. The difficulty that lay in tre@proach was that existing practice
was the operationalisation of diverse, inconsisteaditions in accounting and,
therefore, its formal articulation was essentia@scriptive, and then, descriptive
of all too many options. These problems were alngestainly compounded by

the volunteer status of the respective Boards’ negmb

| locate the impetus to change to more overtlysquiptive accounting
regulation to the period 1966 to 1973. At the begig of this period the AAA
produced a monograpfA Statement of Basic Accounting Theoryl966. This
appears to be the genesis of the priority accotdethvestors and creditors
(Young, 2006). This monograph also promoted degisigefulness, establishing
the origins of the regulatory trend towards prosipecinformation. It is
noteworthy that this trend occurred despite wideggrresistance (Young, 2006).
Sixty per cent of respondents to the FASB in thé4l8iscussion memorandum
on financial reporting objectives opposed the v of decision-useful

information (Armstrong, 1977). This trend in redoly focus was tacitly
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supported by APB Statemnent NoBdsic Concepts and Accounting Principles
Underlying Financial Statements of Business Eniega(1970) (Zeff, 1979;
Johnson, 2004).

Following the Wheat Committee-recommended estaiiet of the
FASB, this organization moved to develop a concpttamework to identify
principles from which it would develop its standardGiroux, 1999). The
conceptual framework project, beginning in 1974prdla after the 1973
establishment of the FASB, largely operationalisscbommendations developed
in the 1973 Trueblood Committee Report. Trueblomatioued the recently
developed trend in accounting regulation focus, aading the priority of
investors and creditors as financial reporting sis€rueblood was influenced by a
stakeholder conception of users, although this waalified by the priority
attached to investors and creditors (Parker, 198#% committee also stated that
the, “basic objective of financial statements igptovide information useful for
making economic decisions” (Trueblood, 1973). Tioetd’'s focus was on
prospective information with a concomitant challertg historical cost and its
auxiliary assumption of matching (Flegm, 2000; Hawsk 1973). Objections have
been raised to Trueblood’s findings that the cdrrBoancial information
communication would mechanistically entail correéesource allocation. The
FASBs direction was clearly established in its Stant of Financial Accounting
Concept No. 1 (SFAC No. 1), targeting (explicitl§investors and creditors and
other users.” Although SFAC 1 identified thirty-four user groupghe
acknowledged priority was investors and creditorbis was reinforced at
paragraph 34 by the stated aim of GPFR to aidjofmat investment, credit and
other similar decisions.” SFAC 1 (1978) also spedifa preference for external
users without the power to require information,dianng investors. This affirmed
the trend since 1966. From this time a functionditgar trend in accounting
regulation from its historical bases of stewardshiptorical cost and reliability to
relevance, decision-usefulness and fair value oedd?

9 This is a slightly anachronistic usage, where entricost and other variants of contemporary
values were proposed in the intervening periodel itthere as a short-hand.
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The search for a conceptual framework began inesafrom the 1970s. It
is argued that this development was a reactiorxtereal events, with particular
significance attached to the collapse of Penn fi@5) and the perceived role
of existing accounting practice in this (Dean andrk®, 2003; Salvary, 1979).
Undoubtedly the external economic environment agts accounting and
accounting regulation but this analysis ignores ithportance of the FASB’s
concern for its own prospects as an institutione Byggressive pursuit of a
conceptual framework may be seen, in this light,nasch as a reaction to
exigencies created by competing political impeegivEmpirical evidence of the
risk to the survival of a regulator of accountisgaivailable in the demise of the
CAP and APB. In this sense the FASB'’s active ptirsprescriptive accounting
theory and standards may be viewed as a necegwagmatic policy of self-

interest.

Following the Trueblood Committee Report (1973)saccession of
official reports were produced as a response to réeommendations of
Trueblood. In 1975 the accounting standards stgegommittee (ASSC)
produced the Corporate Report. This affirmed thasien-usefulness objective of
financial reporting proposed by Trueblood and aesmgnized many GPFR users,
qualified by acknowledgement that their informatineeds were similar. The
novelty of the Corporate Report consisted in iswbdf a ‘national interest’ view
of stakeholdership. This curiously may be used uppsrt the priority of the
investor as user of GPFR. In 1980 The Stamp Repastthe Canadian Institute
of Chartered Accountants (CICA) response to Truathlessentially supporting
the general trend towards the decision-usefulne&P&R. Subsequently, in 1988
the McMonnies Report of the Institute of Charteréccountants of Scotland
(ICAS) and the Solomons Report (Solomons, 1989)psupd the general
movement towards relevance, decision-usefulness odpective financial
information (Smith, 1996).
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From the 1990s the FASB pushed for greater ugairo¥alue accounting
standards. This was mirrored in developments inithernational accounting
standards of the IASC. The 1989 IASC Framework tfee Preparation and
Presentation of Financial Statements affirmed dmeigseful, investor-focused
information. As previously described, these trefalsnd support in the Jenkins
Committee Report (AICPA, 1994) which made the dasenarket efficiency and
fair values. Progressively the FASB and IASB ({42800, as successor to the
IASC) consciously moved to reflect common valued ancounting treatments.
To the current period we observe a progressiveonamg of GPFR user
definitions, reflected in 2008 in the FASB charaiz&ion of primary users as
investors and creditors and, in the IASB pronoure®s) as current and
prospective investors (Whittington, 2008). This dosion obtains only from the
primary user device. Lenders are still explicitigentified as users, as are
creditors, that is, parties such as employees apgliers owed, in general, short-
term debts by the company. We also observe theatbev of relevance and
concomitant deflation of reliability. Reliabilitysinow a secondary qualitative
characteristic, or enhancing characteristic, fognome part of representational
faithfulness.

The significance of the changed primary quali@ticharacteristic
reliability, to representational faithfulness (O€l2, BC 2.13-BC 2.24, FASB,
2008), in the IASB discussion paper and ED, is tihamutes the mutual
exclusivity of relevance and reliability (IASB, 280 The trend towards
representational faithfulness as a primary qualftyinancial reporting began as
early as the late 1980s (Hendriksen and Van BrE@@2). This is consistent with
the IASB’s prioritization of relevance in its qualive characteristic hierarchy
(Whittington, 2008). Faithful representation inahsdthe elements: verifiability,
neutrality and completeness (IASB Framework, 198 16). Further, the

definition of verifiability has assumed the form:
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“Verifiability implies that different knowledgeable observers would reach the
same general consensus, although not necessanihplete agreement...[as to
value measurement]”

(IASB Framework, 1989, QC 23).

This uncouples reliability from representationathfulness, derived from past
transaction-based historical cost by employing awiréct definition of

verifiability (Whittington, 2008). This has been anportant move by standards
setters in the trend towards the coherence of Engueasurement. Notably,
assets are no longer “the result of past transatiovith IASB Framework 49(a)

eliminating this as redundant (Whittington, 2008here this is semantically and
grammatically reasonable it is unlikely that thieange was motivated by
pedantry. It is more plausible to infer this is @lement of standards setters’

attempt to undercut historical cost.

2.3 Summary of broad trends in regulation developma

In broad terms, regulators moved from a descriptojeeration of
accounting regulation development from existingcpca to an investor-focused,
decision-usefulness perspective. This developmatesdo the period of the mid-
1970s. This trend has reduced the influence of atgship as an element of
accountability and its reliance on, and implicitppart for, historical cost
accounting measurement, matching (of revenues &penses), its transaction-
basis to accounting measurement and its asserfioeliability. In its stead
regulators have moved to prefer relevant, prospectiecision-useful information
that is investor-focused. This trend has been antgdeby the relegation of
reliability as an element of representational faitiess rather than a primary
qualitative characteristic in its own right (Whrittjton, 2008).

2.4 Political influences on regulation
Throughout its history, accounting regulation hasrbsubject to a diverse
range of political influences (Solomons, 1979; T&Q07; Elbannan and

McKinley, 2006). Partisan constituents have purstresir sectoral interests in
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preserving existing accounting foundations andhallenging those foundations
and treatments (Igbal, Melcher and Elmallah, 19difter and Redding, 1988;
Benston, Bromwich, and Wagonhofer, 2006). The @iilee of culture on
accounting has also been observed (Riahi-Belka2002). Accounting is
generally acknowledged as a societal institutioth is democratic legitimization
operates to justify this fact (Ordelheide, 2004jo8wns, 1979). That is, the
legitimacy of accounting establishes an onus omw@ating to satisfy society’s
requirements of it. One central structural politic&#luence on accounting has
been the move towards common global standards.nélereacknowledged cause
of this trend is Markowitz’s portfolio theory (ClarHebb, and Wojcik, 2007Y.
This, in turn, has at least implicitly supporteeé tnove to standardize accounting
about a fair valuation basis. Politics have had@mpmex series of influences on
accounting regulation. The preceding discussion gestgd political
considerations caused the FASB to forge ahead witlistinct prescriptive
approach to regulation that departed markedly frexisting practice. Other
influences can be seen in the lobbying of indugtoups, including opposition to
a move away from historical cost by bankers andegtagainst the expensing of
employee stock options, proposed by SFAS (FASB) Against this background
standard setters, since 1973, have made consistéiey discrete progress
towards a coherent conceptual framework and faiuaten in accounting
standards. This is, in part, due to their legitijpagenda, which has made the
Board substantially non-partisan (Fogarty, 1992jisTdoes not entail that it has
not been unconstrained, as is reflected in resistan a number of FASB
proposed standards. It is reflected in the fact the FASB has promoted
controversial standards, some of which it has bdshtk down on, that | infer the
organization’s freedom from bias. This inferenceasditioned by limitations to
the FASB'’s power.

2 Portfolio theory creates an important pressure dorss-sectional comparability. This is
significant for international accounting standaatian because optimal geographical (and
concomitant sectoral) diversification indicateseimtational investment allocation. This, in turn,
indicates the need for standardized financial rpgr
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Some reasons exist to infer that the contempoaacpunting valuation
debate, consistent with past debate, observes-aimal trajectory. It has been
argued that the FASB has fallen captive to coretitugroups (Levitt, 2007,
Stigler, 1971; Richardson, 1981). Also, it is ndtalthat PriceWaterhouse
Cooper’s opposition to regulation, proposing setjulation by the accounting
profession, has been in evidence from at leasstdue of the shift in regulators’
intentions towards current and, more recently, ¥alues, that is, since the mid-
1980s (Berton and Schiff, 1990). This general efice of the profession on the
regulator has been an enduring factor confounduegindependent operation of
the Board and its progress towards a coherent ptune framework and

standards derived from such (Levitt, 2007).

The potential for improvement in this conditionose with preparer-
community independent funding for the FASB providender the Sarbanes-
Oxley Act (SOX)?! However, the introduction of public funding, comge with
independent funding, continues to constrain theepetidence of the FASB
(Levitt, 2007). The case has been made that theBFA®d FAF (Financial
Accounting Foundation) Trustees who select the neembf the FASB, should
possess a demonstrable regard for the investinigcpubvitt (2007) has proposed
a mission statement prioritizing the investing puld help to avoid the present
convolution in accounting standards, instantiatiagsparent, comprehensive and
cohesive accounting information. Present standardsiplexity reflects diverse
constituents’ demands (FASB, 2002).

This general situation feeds into accounting debad the generative
theories of particular standards, however ill-definare progressively perverted
by compromises to vested interests (IASB, 2006b)ollows from this that
empirical evidence for, for example fair value,n®deled and tested around

dilute, confused forms of the original theoreticlEdundations (Herz and

2L An interesting if tangential question is whetheoristituent demands have grown in

disproportion to evolving standards, subsequenhé¢olevy-based FASB vote from public funds,

established under SOX. Certainly, this would entaiuable leverage to donees of the marginal
FASB funding, especially given the ability of theeparer community to protest the inefficacy of a
substantially better financed FASB.
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MacDonald, 2008). The growing size of FAS-188counting for Derivatives
reflects this influence (Levitt, 2007). Once a tielly brief document, FAS-133
continues to grow into (presently) over eight hwadrpages of rules and
interpretations. This development reflects the irtgprce attached to partisan
constituencies in the evolution of accounting ragah, in what has been a
persistentlyhighly politicized field (Tan, 2007). Bratten (200drgues that the
litigious US environment poses unique risks of 1&eking behavior against
auditors if the move to principles-based accounigidoo precipitous. In this
context, auditor demand for rules establishes aifsignt source of the

complexity in US accounting regulation.

The case may be made that the described situaxiemplifies accounting
standards’ setting as an area that is uniquelyevaliie to capture (Levitt, 2007;
Stigler, 1971). The aggregate importance of fina@haccounting relevance to the
investing public must exceed the gains securedaicplar vested interests as
those interests gain only as a function of theillitgbto exploit the agency
relationship for economic rents from such expladatless transaction costs and
‘disinformation’ costs of exploitation. In the casé accounting regulation the
concentration of vested interests, coupled withstinecture of regulation and the
regulator’'s dependence on preparer funding, funatlp assure the capture of the
regulator, at least partially. In this context $ mot obvious that the existing
structure of regulation is conducive to the develept of a general theory of
accounting for business enterprises or, that evethis is achievable, the
principles of such a theory will translate intorstards. This, however, stands as
an argument for levy-based funding of the standatter, directly channeled to
that body, sufficient that it is not dependent ba preparer community. The case
for fair value, except as it has manifested untderdurrent structure as a dilute
component of mixed attribute accounting, is notii@ly conceptually implicated

in this issue.

In general terms the debate between fair value lkstbrical cost
proponents is highly political (Zeff, 1991; Feamknd Hines, 2003). Frequently
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arguments are employed to confuse important issatker than address them.
The following discussion considers the rival pasis. An assessment of the
merits of the respective arguments is made. Tléservces back to the postulates

and principles described in the preceding chapter.

Beyond ‘constituent’ resistance the tension betweeévate standards
setting and government control of the regulatorycpss has been influential on
the FASB (CFO, 2007). Prior to 2002, funding foe AF, the parent body of the
FASB, was sourced from product sales and voluntantributions. Subsequent
to the enactment of SOX (2002), section 109, fugdiame via a levy paid by
public issuers. The SEC controls this funding, neag annual budgets from the
FASB for SEC approval. In 2007 the Commission dethBoard funding for four
months, until it was granted greater power by theSE to determine the
composition of the Board (Rappeport and Leone, R00is poses risks to the
neutrality of the FASB as the SEC is subject teedirpolitical pressure from
constituent-enlisted Senators and Congressmen. Spgexialized nature of
political interest in accounting issues, which &gkly reactive to lobbyist
pressure or adverse economic circumstances, hawnsho tendency to
compromise the integrity of ostensibly democratifiuence exerted over the

SEC, through Congress.

The politics of accounting regulation has beennifigant in the
development of international accounting standaedf( 2002; Chorafas, 2006;
Alexander and Archer, 2000; Street, 2007; Bensttvral, 2006). The IASB has
been beset by risks of interference, constrainisgbility to too tightly specify
standards or eliminate accounting options (Zeff)20 The organization has
encountered aggressive responses to any requirendras attempted to impose
that constituents find objectionable. Through tee tlate 1990s the IASC
(predecessor to the IASB) was regarded very mudmasferior standard setter
by the FASB and SEC (Volcker, 2001). At this poihtwas a voluntary
organization, composed of up to eighty members e, in general, viewed as

producing minimal substantial contributions to si@mls development. Being
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composed of numerous member countries, the IASC diffidulty achieving
significant progress (Street, 2007). Further, sgnafessional bodies selected
delegates as a reward for service to accountingeimeral rather than due to
participation in national standard setting, pot@hti being represented at the
IASC by people without any interest or proficienoythe standard setting process
(Street, 2006).

Under the leadership of the UK, that which wasvwnas G4+1 evolved
as a rival international standard promulgator. Thision’ was composed of
English-speaking countries with broadly consistemws on the objective
functions of financial accounting. Tension aroseMeen the respective bodies, in
particular, when G4+1 proposals were assumed ui@efASC banner without
acknowledgement (Zeff, 2002). The European Comomnssioved from effective
disdain for the IASC to a supportive position, kEygas a reaction to concerns
that their standards setting autonomy would be wuks by US GAAP
(Camfferman and Zeff, 2006). A realization by thejon standards setters that
conflict between them would be mutually damagirgytie the IASC’s acceptance
of its need for structural change, promoted toyittlhe SEC and FASB (Zeff,
2002). In 2000 the IASB assumed a structure sinbdathe FASB, paving the
way for concord in subsequent years, facilitatimgtmuing progress towards

convergence.

The political influences that beset the IASC (alader, the IASB) were
distinct from, but no greater than, domestic paditi pressures on the FASB.
Through the 1990s the FASB had to retreat fromraber of proposed standards,
including: their proposal to take fair value adjoehts to marketable securities
into income, the mandatory twenty year maximum dation of acquired
goodwill, and expensing Employee Stock Options (EBpQZeff, 2002).
Lobbyists enlisted the support of numerous govenimagencies, including
Senators, the Chairman of the Federal Deposit &meer Corporation, The
Secretary for the Treasury, and the Chairman ofFdderal Reserve Board (Zeff,

2002). In the 1990s pressure for more ‘pragmat@mthe part of the Board led to
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an increase in Board representatives from induftoyn one to two (Mattli and
Buthe, 2005). The requirement for a simple Boargonts (4-3) was replaced
with a supermajority (5-2) requirement when institg standards due to lobbyist
pressure (Mattli and Buthe, 2005). The power oflliseenforcement mechanism,
through the ability of the SEC to suspend tradingnon-(FASB) compliant
companies is positively related to the strengtlobbying in the US (Zeff, 2002).

Additional factors motivating convergence were 1887 Asian crisis and,
in 2001, the collapse of Enron. The Asian crisisgcppitated by a slump in
Thailand’s sharemarket, had far-reaching affecthie T'contagion’ crisis
demonstrated a need to increase financial reporigmur (and financial asset
market regulation) to developing countries, pravgdindependent support for the
development of IFRS’s. Enron can be said to hawadifted the self-assurance of
the FASB, and the SEC in the FASB. This qualificativas influenced by the
somewhat disingenuous “rules versus principles’atieb The disingenuity was in
that the implied mutual exclusivity takes a gratugly simplistic stance, that the
conceptual framework is, in one breath, viewed gseeuliarly American vice,
and in another, a virtue of non-American accountiagulation. Nonetheless,
Enron precipitated SOX and a more ‘sheepish’ FASB eenewed plaudits for
principles-based regulation (Millstein, Bajpas, @ef, and Claessens, 2008).
These factors were significant in the impetus behire new (2000) IASB and its

role in standards setting.

It was in this context, and in the FASBs explieisponsibility to converge
with IASB standards, that control of domestic podt forces operated to
commend FASB support for the International stanslasdtter (Zeff, 2002;
Camfferman and Zeff, 2006; Benston, Bromwich, Litard Wagenhofer , 2006;
Street, 2006). This, in turn, required an inteiradl organization more effectively
structured than the IASC to advance accountingdstals standardization (Street,
2007). The IASC need for a 75% majority to pasadseds, the lack of standards
setting inclination or aptitude of many delegatey] the cumbersome size of the
IASC, led to US (FASB; SEC) pressure to transfoha tASC into a smaller
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Board of professionals, supported by an expandafl &treet, 2007). These
initiatives resulted in the replacement of the IA®({th the IASB in 2000 (Zeff,
2002; Street, 2007; Volcker, 2001). Subsequetititodevelopment, progressive
steps towards common standards is in evidenced&tas are now developed
endogenously between the FASB and IASB, in a fonelly continuous
feedback loop.

The conventional view of accounting (GPFR) is thahould account for
the managements’ stewardship of investors’ conteibicapital using historical
cost. This has served a variety of interests witis has led those interests
attending their own advantage in historical cosbaating to resist developments
in regulation away from traditional accounting fdations. An important group
who resist the trend towards fair value is the aplsector. | identify this group
for separate consideration as it is instructivehaf importance of the narrowest
possible user definition. The banking industry Bagressed general objections to
any movement away from historical cost accountusing their creditor status to
advance arguments that are inseparable from tksuer role. In effect this
revisits the now widely discredited consideratidnnm@anagers as users. That is,
their resistance to fair value relates essentidlyhe heightened volatility fair

value entails for their financial assets (AlkonQgj

The banking industry has expressed concern teahtreased volatility of
fair value accounting for financial instruments lveitiversely impact their cost of
capital (Alkon, 2006). This, it is argued, has fe=ii in increased share price
volatility subsequent to FAS 133, a standard inionag fair value accounting for
derivatives® Evidence collected by Alkon (2006) suggests nchsealized (in
the share price) volatility would occur as markedsl already priced it in. What is
not clear is why banks felt any increased shareepwolatility would be
unjustified as a reflection of inherent industrgksi enabling the more efficient

allocation of capital (away from the banking segtéwurther, the concern raised

2 This standard introduced a scale of varying degwfefair value relative to the ‘hedge’ or
speculative character of particular derivatives.
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by banks that fair values may cause breaches efuesequirements, as they
could not control recorded accounting values bgmgbn or realization, is an
argument against bank prudential regulatisingpliciteror at least an argument to

lower reserve asset ratios

Banks specifically argued that the market valughafir loan portfolios
may not reflect their full economic value to thenkgCarroll, Linsmeier, and
Petroni, 2002). This is an argument for a firm-sfiediscounted cash-flow
advantage in holding a particular asset. Anothgument made by the banking
industry was that, in their capacity as creditting, conservatism of the historical
cost realization basis for recognition better eedlithem to assess the credit risk
of potential debtors (O'Brien, 2005). This argumeriters the appearance of
disingenuity as it presupposes banks’ credit riskdeting cannot adapt to any
change in accounting numbers. The assumption thaitprovides a margin of
safety is uncertain. It is almost certainly untefethe historical costs of newly
established companies in sharply falling marketsrédver, the heterogeneous
nature of historical cost valuations provides ahjigariable safety margin where
there is no obvious reason why banks could not legainst fair values at a
reduced percentage of that value. This argumenbiitaptly identifies the reason
for the priority | have given to a narrow user défon. The argument confounds
accounting regulation progress in that it frussatentification of the substantive
reasons for objection to particular regulationsug;han independent basis for the

user-as-investor is its practical advantage.

Another ‘user group that has identified itself asch is Financial
Executives International (FEI). They have arguadhistorical cost measurement
(Cunningham, 2004). As former CEO of FEI, Cunninghargued on behalf of
her members, in the 2004 issueFahancial Executivearticle “Fair Value. Fair
for whom?”, that relevant information that was meliable was useless (Toppe-
Shortridge, Schroeder, and Wagoner, 2006). Thegksiuity of this argument
against fair value was reflected in her subseqaeknowledgement that financial

analysts would prefer to retain the competitiveadsge they had in deriving fair
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value information from historical cost accountirgports (Fink, 2006). This is
effectively an argument for industry enclosure bgxy rather than a concern for
the relevance or reliability of accounting informoat FEI has been remarkably
consistent in their opposition to developmentsdoocanting regulation, reflected
in (then) FEI President Phil Livingston’s oppositito expensing ESOs (Zeff,
2002). Again we see a diverse GPFR user definitonfounding coherent
standard development, elevating the particularésts of the ostensible user. It is
not clear that analysts as users are other thawatlee users and that this

derivation is a function of investors-as-users.

The persistent resistance of FEI to accountingngbais admittedly
extremist. The voluble objections of Livingstondrpensing ESOs reflected the
general commitment of the organization to finanaiaporting opacity and
obfuscation. To argue, as Livingston did, that tteatment of such employee
compensation in the US was not going to changé,itheas an intractable issue
(zeff, 2002), and that the IASB should therefor@v/keit alone, transpired not only
to be incorrect, it was manifestly partisan. Thenogent was made against the
backdrop of the rise of technology companies areir tpenchant for ESO
largesse. That an organization of (presumed) citggdibould argue so insistently
for the vested interests of ‘employees’ (managejnehtechnology companies
(amongst others) should have been reasonable gdondiscredit the views of
the organization. Their argument was predicated aon heredity of theft
concealment and the putative right that heredityravdaed to its continuation.
Nonetheless, the organization has been a vocalrdlo@ntial participant in the
politics of accounting regulation.

The role of politics on accounting regulation tamie of its most extreme
manifestations in the vociferous protests followihg FASB ED (1993) proposal
to expense ESOs (Ratliff, 2005). The exposure ¢EdR) (1993) that proposed a
requirement to expense ESO was diluted in SFASt@238 recommendation to

expense ESO. Various suspect arguments were tiaidading:
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That ESOs do not need to be expensed as their ingalkeady reflected
in the subsequent dilution of equity investorsenasts upon issue of securities,
pursuant to the terms of the options or, as is tieicase, reflection of the impact
is made by the fully diluted basis (Hagopian, 2006)

Where options have no intrinsic value, that is, ighine current market
price is equal to or greater than the issue ptiws; entail no cost to shareholders.

Stock options are impossible to value where they sabject to certain
restriction/conditions that do not apply to marketded options.

It was argued that expensing ESOs would have rardgttal impact on
US business by lowering earnings, reducing innovaind competitiveness in
the international marketplace (Ratliff, 2005; Sader and Schauer, 2008).

In relation to these arguments, number one, while, tit is always true of any
expense that it will dilute the claims of shareleotd It is not obvious what
construction might be put on employee compensattber than viewing it as an
expense. In relation to point two (above), if thetians have no value, thus
entailing no cost to the company, why do employeasit them? Further, if
employees were to be paid the equivalent valuash,cand we grant that options
are not an expense to the company, why are salaniesxpense? Protests over
SFAS 123 delayed the implementation of obligatoi§yOEexpensing. It also
involved intervention by politicians (Ratliff, 20R5In relation to point 4, this
assumes a profound level of market inefficiencyisIhot clear that the change
would have a significant impact and, if it did, winer that impact would have

been broadly negative. It may have anticipatedigfation of the ‘tech bubble’.

2.5 Summary

A diverse range of political influences impact aatting regulation. This
has been seen in arguments for and against specifcunting treatments and
changes in these over time. These political fotwese operated on and between
standards setters with, until recently, an implidémarcation dispute’ between
the IASC and FASB (and FASB-plus, G4+1). Until theccession of the IASC,
by the IASB, the SEC and FASB view of the supetyoof their organization was
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probably warranted (Volcker, 2001). FASB controlpafiitical forces has almost
certainly contributed to the advancement of theBAStreet, 2007). The central
intuition behind the proposed theory of accounimghat, from both a practical
and conceptual perspective, the more we can nahewefinition of GPFR users,
and the more we can filter out the influence ofitmal forces on standards
development, the greater the basis for confidenadeieloping a general theory
of accounting (Miller, 1999; Dalessio, et al, 199%e can eliminate numerous
confounding influences. | also make the case thahdards’ setters have
discretely, incrementally been guided by this iui and that they have been
remarkably successful in implementing an underdiat®nceptually coherent

conceptual framework and standards, against aectgatig political environment.

The preceding discussion serves a number of hasotions in relation to
the proposed theory. It establishes the factorsygmteng the formation of a
coherent theory of GPFR to this point. In some s¢his qualifies the improbable
presumption of a viable theory of accounting thas bheen unattainable to this
point. Beyond this, the elements that a coherestrthof GPFR must contain are
inferred from an examination of historical develants. Specifically, the central
importance of accounting as a constraint on maskeakdown is inferred as the
fundamental societal interest in GPFR is inferredmf the reactivity of
accounting regulation. This supports the view ofcamting reports aimed at
informing investor decisions. Secondly, from Moani{tl961; 1962), Sprouse
(1962) and Hendriksen (1982), | extract the centralition for specification of
the descriptive characteristics of the socio-ecdnanvironment. These factors

provide a frame for the development of my theory.
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Chapter Three

A general theory of accounting

3.0 Introduction

This chapter relates contemporary accounting theor its historical
development, explaining why it has failed to ackieoherence. From this base, |
argue for the establishment of a theory of GPFRywdr from identified
postulates. The objective is an internally consistexternally optimal theory that

establishes a framework for the development of GBBRdards.

3.1 The current state of accounting theory

Accounting to this point has been characterizedhleyunderdevelopment
of a referent theory (Hendriksen, 1982; Higson,3 %&aubus, 1999; Inanga and
Schneider, 2005; Zeff, 1971; Loftus, 2003). In tpesitivist era’ this has led to
sub-optimal theorizing that relies on sophisticatedthodologies but delivers
insubstantial conclusions (Inanga and Schneided52&tamp, 1984). Against
this, normative theories involve risk in the asstions they must make
(postulates) about the desired state (Inanga aheae®ter, 2005). Part of the
reason a coherent theory of accounting has fatlezlvblve is that heterogeneous
user definitions entail accommodating irreconceatnperatives of different
users (Beaver and Demski, 1974; Benston, et al6)2d0 has been suggested
suppressing user heterogeneity would aid coherectouating theory
development (Beaver and Demski, 1974). The FASBehacknowledged the
barrier to a coherent conceptual framework, desgibmuch of the detail and
complexity in accounting as demand-driven” (FASB02, pp. 2-3). Further,
relaxing the assumption of the self-containmentnafividual financial reports
would reduce the dichotomous, conflicting relatimpsbetween stewardship and
decision-usefulness (Gerboth, 1973; Beaver and Riert874; Crowther, 2002).
Coherence has also eluded accounting theory dtieetinfluence of culture on
accounting (Belkoaui, 1981; 1989; Riahi-Belkoau@9%; 2002; Igbal, et al,

1997). These factors have, in aggregate, frusti@bdrent accounting theory.
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The identified problem with the existing stateactounting theory is that
it has fairly consistently been a product of cosssnby compromise. As cited in
the introduction, Higson (2003) locates this asdémtral reason for the failure to
achieve accounting theory progress. Where | haweifsgally identified this
approach within the period to 1950, it has beenenparvasive than this. Existing
concepts such as decision-usefulness are defirmahdrobserved practice and
investor behavior (Inanga and Schneider, 2005guébly, accounting is still in a
pre-science phase of its development (HendersorPa&rdon, 1983). The period
of high-sounding stakeholder theory has frustratadcounting theory

development (Henderson and Pierson, 1983).

Accounting theory development has also been fatesirby a multiplicity
of theories that have been about different thigjggon, 2003). Included in this
array of theories are concepts of stewardshipagency relationship, accounting
as a study of accountants, and ranging interpogisitof objective functions of
accounting. Dichotomies drawn in absolute and nilytexclusive terms have
contributed to this problem (Fields, Lys, and Vinge2001). It is purposive of
general accounting theory development to recoghiaepositive theories are also
necessarily normative in part, and that no nornmeativeory is meaningful of
anything more than opinion without positive elensenfHigson, 2003;
Whittington, 1987; Tinker, Merino and Neimark, 198Zhis is acknowledged in
the theory proposed by Sterling (1970). In essenoermative theory must lever
itself from a sensible view of the world (Demsk9,7B). In this sense we can infer
to the false dichotomy between positive and noweatineories. This discussion
will also discuss another important yet false dtohwy; that asserted between

decision-usefulness or relevance and accountability

The aggregation of these forces confounding theocausally significant
but it does not address the central problem fooaating theory. Accounting is
very closely proximate to its practical implicatgont is this closeness, that of the
endogenous nature of the influence of accountirhisndomain, that conditions

progress towards a coherent conceptual framewaik e@ren more so, financial
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reporting standards. High-level abstraction is s&silable in accounting than in
many other fields of enquiry because of the imm@dand nature of accounting’s
practical implications. This makes accounting galhemore inherently political
than, for example, finance or economics. This faretion of accounting as, at
one level, an applied technology and, at anotther entailment of compulsion in
accounting regulation. Normative accounting theoayalytically entails
prescription (what should be). In a regulatory eantit is close to what is (in
regulation). Conversely, in finance, disagreemecussist between different
descriptive accounts of reality. Any, or none, rbaycorrect, but their substantial
character more clearly references against discpaigicular predictive successes
and failures. For accounting, to this point, thisr@ot even consensus over what
would constitute success or failure. This, at lgaattially, may explain the
differential progress between conceptual framewarkd the standards generated
from them (Weinstein, 1987).

3.2 Foundations for a general theory of accounting

An important contribution to the development of @aating theory was
made by ljiri .The described essential elements tifeory of accounting include
(1jiri ,2971; 1975; 1983):

1. Novelty: The theory must tell us something new aimderesting
(substantial) about the world.

2. Defensible: The theory must be defensible eithelogical or empirical
terms, or, more probably both. It must be suppdotedvidence.

3. Availability through dissemination: A theory of ammting must be
presented in the ‘public’ sphere. This relates irntguly to people
operating within the discipline and would entai€suhings as conference

presentations or publication in books or journals.

These criteria reflect the need for a theory teensome (possible) influence and

to be subject to review and critique by expertsarip and Schneider, 2005).
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These criteria are generally uncontentious gmoha facie,offer no reason for

challenge.

A further contribution to the development of accing theory is that of

Hendriksen (1982). He made the case that all tlesthbories require deductive

and inductive elements. Following from this, we msBpulate testability as a

criterion for sound theory development. Deducticequires the following

theoretical elements:

N o o kW

The formulation of general or specific objectives fnancial
reporting.

A statement of postulates of the social, econonpolitical
environment in which accounting operates (I reveitse order of
these, holding 2 as the basis for 1).

A set of constraints to guide reasoning.

A structure to express the theory.

The development of a set of definitions.

The formulation of the principles of policy derivédm logic.

The application of principles to specific situagsonand the

development of procedural rules (Hendriksen, 1982).

By taking the practical consequences of 7, derfvech 3, 4, 5, and 6, in relation

to the described environment (2) and objectivest() basis to inductively test a

theory arise$® This requirement to test a normative theory i® aigpported by

Henderson and Pierson (1983).

% The described environment informs the assumptiainthe theory as a set relation to that
environment. Testing the theorg, priori of application of a proposed theory, must congist i
counterfactualism. This involves redrawing accoumtghe assumption of principles derived from
the stated theory, and examining the results’imiahip with subsequent market movements. This
is similar to capital asset market research (in esonstances) in relation to fair value, where
researcher estimates have been applied as thetbassnpare the respective value relevance of
fair value measurement against historical costigechattribute models.
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More recently Walker (2003) has summarized therdgd elements of a
theory of an accounting conceptual framework. Hatest that the theory’s
assumptions must be consistent with external usiea\wors and practices, it must
be expressed clearly, demonstrate an internal si@nsy and provide a
comprehensive guide to financial reporting prac{&lker, 2003). This entails a
conceptual framework must hold a clear view of thigective function of
financial reporting from which logical, coherentustiards can be developed. He
makes the case that ideally a conceptual framewadkid cover all sectors but
the diversity of users this would entail providegpport for separate profit-
orientated financial reporting, [consistent witle thiews expressed by Sprouse
and Moonitz (1962)]. The descriptive characterssti€the theory allow the use of
induction (Walker, 2003; Miller and Redding, 1988he theory must also be of a

general nature and enable prediction (Kam, 1986).

3.2.1 The socio-economic environment

An examination of the broad social, economic, aalitipal environment
will form the source of the postulates for the megd theory of accounting.
Nothing about this approach requires that the copteary environment is a
necessary or ideal state. This discussion is notraley concerned with the
philosophical question of determinism versus vdaudstn. Equally, 1 am
unconcerned to espouse a moral positivism of tiieadraccounting theorist kind.
In simple terms then, the position taken here sabie the assumption of the key
elements of extant society as a relation to aceaogras a technology operating
within that/those societal systems (Hawkins, 197Xey descriptive
characteristics forming the postulates for the pssg theory include the
existence of society, capitalism in the genericseeof the mixed economy, the
rise of the corporation, free labour, the centyaditthe market as a determinant of

distribution and price, and globalization and itglications.
Before addressing finer points of the prevailingcis-economic

environment it is useful to consider existing sbaeyanization in terms of its

most general qualities. This is not a sufficiensibafor the specification of
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accounting postulates but it is a precondition éstablishing those postulates.
Existing social organization is structured as @y democratic societies. The
accent | would place here is on society. This imgslthe implicit agreement to
collective protection against reduced individugefloms (Cudd, 2007). In terms
of democracy, this only qualifies the particulacds of society’s elements. It
informs the view of Hobbes’ society as the soveré@msovereign as the populace
in general (Cudd, 2007). It is difficult to see hawegal fiction, the corporation
could exist, outside of such an arrangement (thasaciety) (Marcoux, 2008).

This point is one | return to shortly.

The broad environment in which contemporary actiognoperates was
described by Moonitz (1961) and Sprouse and Moda®62). They describe an
economic system in which most productive assetowareed privately, in which
labour is free, that is non-slave labour, and incWithe market is the primary
mechanism for the distribution of goods, serviced aquities determining the
prices for these. The growth in the corporation aagentral component of
capitalism is observed by Most (1982). The corpomatgrew rapidly as an
institution over the nineteenth century in the EdiKingdom and concomitantly,
and subsequently, in the US and the rest of thddw(Biroux, 1999). The
industrial revolution was the force propelling thise. From 1760 Britain began
to transform from an agrarian, cottage industryebdasconomy into the large-
scale factory production-based economy of the imdlization (Alexander and
Britton, 2004). The increased scale of businesseased individual business
capital requirements (Most, 1982; Alexander, Bnftand Jorissen, 2007). This,
in turn, created the need to aggregate individonakstor capitals. From this,
society’s interest in the capitalization of busgesas reflected in the legally
enshrined corporation and its liability limitatioto investors contributed
capitals®® The separation of management from financing éste the need for

the provision of financial information by managereninvestors.

4 The limitation of liability actually applied to jhand promised capital, the total sum reflected
in the par value of shares. This is not importamtthe present purposes but it entails that where
shares were not fully paid (to par), further ineediability to that amount existed.
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3.2.2 Globalization

Globalization has been a more general conditiothé development of
modern economies than the term’s most recent ceinaguld suggest. In the
period to the First World War the world economy destrated a linear trend
towards integration with expanding trade and inwestt flows. The inter-war
period, and until the 1970s, reversed this trentth wational economies inclined
towards regulated markets and fixed exchange réBssloa-Schioppa and
Saccomi, 1994). This period was characterized ksularity and autarkical
national economies, operating on substantially amiist lines. The period of
isolationism seems best explained by abductiorthéocombined influences of
two world wars and the Great Depression causingreog of trend reversal,
rather than a Pareto Optimal alternative. Inteamati trade did, however, begin to
expand in the immediate post-war period, creatm@gsure on the Bretton Woods
agreement (Padoa-Schioppa and Saccomi, 1994). reBedgely, from the late
1970s, national currencies have been floated,itfang international trade and
investment flows (Wray, 2007). From this basidpugate globalization as a long-
term, persistent trend and fundamental feature oflem economics (IASB,
2007). Globalization has been central to the pssive impetus towards
convergence (Jermanowicz, Prather-Kinsey and Wa072 Global capital flows
have created increasing pressure for internati@iRfFR comparability (Hughes,
et al, 2007).

The trend towards globalization has heralded @nomined the “Great
Moderation”. This is a term for a period of histally low inflation and GDP
volatility across the developed world, within aipdr dating to the early 1980s,
of sustained economic growth (Bernanke, 2004; Strck Watson, 2003; Willis,
2003). To this date no precise specification ef ¢huses of this idyllic state has
been forthcoming. A variety of reasons are posteduding: An improvement in

macro-economic manageméntthe operations of central banks, the absence of

% Bernanke, 2004; A similar confidence in monetaojigy was felt shortly after it was first
introduced in the late 1920s (Degen, 1987). Thelityuaf central bank stewardship of the
economy (US) is questioned by Schwartz (2008),Fai@timan (1999).
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negative supply shoc® and structural changes in the economy suppodfve
stability. These include increased labour marketifiility (Willis, 2003) and the
emerging predominance of less volatile service stiies (Bernanke, 2004). A
concomitant (trade-off?) of the ‘Great Moderatiavére elevated exchange rate
and asset market volatility, which has increasedkady since the early 1980s
(Issing, 2003; Wray, 2007; Yamaguchi, 2003; Dymsiid Pollin, 1992;
Campbell, 2005; Crockett, 2003). Another potengigblanation, one that relates
to the recent economic malaise, for these develagsne that of financial market
liberalization from the early 1980s (Friedman, 1998ray, 1992; Padoa-
Schioppa and Saccomi, 1994; Kregel, 1992; Kindigber 1992; Dynan,
Elmendorf and Sichel, 2005; Checcetti, Flore-Legarmad Krause, 2005).
Allowing that the progressive increase in (typigaldeveloped, Anglophone
country national and household debt is relatedrtante industry liberalization,
we have reason to infer the ‘wrinkles’ have beaeriil wecently, inflated away by
the availability of credit through above trend egeisous money supply growdh.
Given prior stipulation of globalization, increasgldbal asset market volatility is
anticipated as a central structural developmenthim current economic era
(Bordo, Mizach, and Schwartz, 1995; Brousseau aretkin, 2001; Fergusson,
2003; Borio, English and Filardo, 2003; Mussa, 9083

The significance of globalization in relation tocaunting has been in the
progressive trend towards global standards toifaial global investment flows
(Igbal, Melcher, and Elmallah, 1997; Hopwood, 1988jtteman, 1989). The
ascendancy of international accounting standardstheir need for a uniform
measurement base has occurred parallel to growiatieages to historical cost

accounting measurement (Bromwich and Hopwood, 1988 possible to infer

%6 Nakov and Pescatori, 2007; Summers, 2005, prowdemtrasting perspective.

" Dynan, et al, 2005; Debelle, 2004; Dynan and Ka¥®07; Lansing, 2005; Greenspan and
Kennedy, 2007; Faulkner-MacDonagh and Muhleise®42@ynan, Johnson and Pence, 2003;
and Friedman, 1992.

% The value attended to this issue is in the bagisvides to challenge objections to fair value on
the basis that fair value reflects increased Mdhatinference: Fair value affords the impressain
greater volatility. Volatility has increased, thdair value better reflects reality. Stated thisywa
this objection seems fairly weak.
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the case for fair value has been advanced by thsupwf global standards.
Independent of its inherent qualities, reason sxagtthe pragmatic level of its
established traction, that there is reason to pfedé& value. This is a significant
counter to pure theoretical proposals such as eéhtgrtained by van Zijl and

Whittington (2006), in favour of deprival value.

3.2.3 Summary

Against the backdrop of the current environment degielopments in
accounting theory and regulation, the proposedrthedl be advanced, informed
by the central intuitions of ljiri (1971; 1975), ¢Hon (2003), and Hendriksen
(1982). Their approach follows in the mould of aatting theory development of
the normative era, relating postulates as rationfdrences from the existing
environment. The current state of regulation, palarly at the level of
conceptual frameworks, reflects a general trenchtde/the coherence promoted
in the normative era. This discussion will outliake explicit theoretical basis to
the theory of accounting implied by standards setieinterpret a tiered ability to
propound pure accounting theory. Due to the esafntpolitical nature of
accounting, coherent theory will be most contergstiourelation to standards, and
then in varying degrees to particular standardstt@ran, 1989). Conceptual
framework development, with less immediate or obsionplications will be less
difficult to achieve and, beyond this, academicotibécal development will be
the least contentious arena due to its distanam fpplication. It follows that
academic accounting is circumstantially situatedl(edicated) as best-placed to
assert and expound otherwise implicit theoretiletbpments in accounting.
Academic accounting is also best positioned toahktie normative accounting
theory, independent of conceptual framework devekqs. This is the central

motivation of this discussion.

3.3 GPFR user defined
3.3.1 Introduction
The discussion to this point has presaged idengfyhe investor as the

sole GPFR user. This conforms with the centraliiotu expressed by Beaver and
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Demski (1974) and Jensen (2001), who argue thltheibbjectives of accounting
(and corporations) are posited as being very brdaely function, will be too
complex to be achievable. Where Jensen (2001) éscois the corporate function
the present thesis concerns itself more directti Wie relation of that function to
GPFR information provision. These parameters byptss need for an
independent assessment of the institutional legityrof the corporation. Instead,
the corporation is held here as an objective eraity accounting, as a fixed
relation to the objective function of the corpowoati This view is informed by
Sprouse and Moonitz (1962) and draws on the piiegaisocio-economic
environment, describing the central elements ofainaronment as the basis for
postulates underpinning GPFR. No stipulation oedasthe necessary or optimal

nature of that environment is made.

The preceding discussion of stakeholder theoryomaptly impacts views
of GPFR users. As noted, this theory has led stdsdsetters and academics to
infer to an extensive array of users (stakeholdefakeholdership has
historically been identified with use. | have mdite case that use does not
warrant the right to use. Further to this pointaalation to a societal view of
stakeholdership, and stakeholder theory as a deevaf social contractarianism,
the case is made that the investor as sole GPFRcasebe reconciled with
society’s best interests. In part, this issue Wwél considered by addressing the

question of who is not a stakeholder and the reagworthis.

Specific foundations for assessing the user stafusGPFR will be
outlined. This discussion includes objective fuoics of GPFR and the respective
groups’ ability to access their reasonable inforamatequirements (Most, 1982).
| will consider the current versus potential ineesiiebate, making the case that
they are type identical and that by specifying dhe,other is necessarily implied.
This issue relates to the reconciliation of stewhnol with decision-usefulness as
subsets of accountability and relevance. The ggidiotivation for this approach

is the development of a logically-derived, coheragtounting theory that,
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accommodating pragmatic considerations, aims atwarg the determinative

variables that form the theory’s postulates andqpies.

3.3.2 The Determinative Characteristics of a GPFR &kr

With the grant of the previously described so@or®mic environment,
certain characteristics mark out the legitimacy afser of GPFR in their financial
report use. Their relation to the company’s finahanetrics must be an essential
one and the general user's need cannot be satisfigbe ability to require the
information (Staubus, 1999). The essence of thepeom is that it is a legal
fiction designed to facilitate the aggregationrofastors’ capital. The aggregation
of capital to facilitate business scale in purstiprofit maximization at any given
level of risk is the corporation’s objective furati (Jensen, 2001). The essential
relationship between capital and the company i$ thgital has an indefinite
lifespan and that, in its absence, there is noaratn. It is not governed by
specific contracts, with fixed and pre-determineudrts, it cannot directly compel
satisfaction of its information demands, and ialways a residual interest, after
the satisfaction of all liabilities (FASB, 2007&his point is one Staubus (1959;
1999) has expounded, identifying equity investoss fmving the greatest
information needs, being subject to harm from exdeformation, existing in a
uniquely non-contractual relationship to the compand requiring the greatest
degree of attention to isolate the residual or tygualue of a company (Liam,
u.d.; FASB, 2007a).

These factors place investors in a position ofquei risk in the
capitalist/mixed economic system (Staubus, 19959191t has been argued
(Jensen, 2001) that the satisfaction of the inféionarequirements of investors
will satisfy the needs of all other GPFR users.sThiew is one that major
standards setters have adopted (Trueblood, 1978BFA978). It is not an
uncontentious position but it is consistent witk tfeneric utility function of the
corporation; to aggregate capitals to maximizeiprtifcan improve this function
of profit maximization where the information demanaf investors are satisfied,

without consideration of other user information d®e by enhancing the
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efficiency of the market in capital allocation tbgh the reduction of information
asymmetries between management and investors (J&8@&1). This proposition
is an argument for utility maximization through iency and concomitant
economic growth (Lev, 1988). As previously, this gsalified by silence
regarding wealth redistribution. If this is an imfamt question, and it may even
be stipulated that it is, it is not one with relega to GPFR (Bromwich, 1992). To
adulterate GPFR would create a lottery for infoioratclaims based on the
relative power of the claimants. This, presumabguld entail more conservative
general outcomes than are anticipated by the stédeficritical theorist

proposition of diverse GPFR users.

In contrast to Lev (1988), minimizing informatiaasymmetry between
naive and sophisticated investors presupposesanthecomplex information can
be presented simply. This is rejected in view @f tisk that simplification would
entail an unjustifiable reductionism. For this @aghe sophisticated user, the
analyst, is a suitable proxy for (the investor)@aading regulation to target. This
view challenges Cunningham’s (2004) position thair fvalue accounting
threatens her membership’s (FEI) competitive adhgat yet, secures support
from that position. Cunningham is implicitly arggirthat fair value takes the
investor too close to the knowledge her membersgfs those investors.
Logically, information simplification entails seligan risk and ‘leaps of faith’ on
the investor’s part. This presumption that direecgéting of the naive investor is
the objective of GPFR appears impractical and fanetly unattainable.
Logically, the sophisticated investor would re-bf&h their competitive
advantage, and utilize the time not spent analyfimancial reports, augmenting
this information elsewhere, assuming that the sfiedl GPFR satisfied their

information needs in the same manner that anabysiarrent GPFR does.

3.3.3 Investors as GPFR users: Current and Potentia
The recent focus of disagreement and debate sulirmyrinternational

accounting standards has evolved now that the GRERprimacy of the investor
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has been established in the stance taken by thB bxfsl FASB (2007; 2007a;
2007b). Tentatively, the IASB have advanced the idE potential investors as
GPFR users since 2005 (IASB, 2005). The debate cancerns whether the
focus should be on current or potential investaese( 2006). This has been used
by historical cost advocates as a means to re-eeetige distinction between
stewardship and decision-usefulness and the defateunding it, linking the
interests of current investors with stewardship atdwardship, somewhat
questionably, with historical co&t. There are reasons to hold current and
potential investors as type-identical, both as atinoous set and with
homogeneous information needs. Investors, howeweg-ferm, are subject to
dynamic personal circumstances that may dictatedaiézation of investments at
any given point. Beyond predictable changes indgdbuying a house and
retirement, unpredictable circumstantial changeshsas illness or injury, may
alter the investor’s propensity to hold investmer®milarly, outside of a
dogmatic commitment to portfolio theory, compangafic and macro-economic
or socio-economic changes may unseat the origeadans for investing in a
particular company. Regardless of the intentionbtoy and hold, dynamic
personal and environmental circumstances entail libreg-term investors do
review their portfolio, with changes to it in presp. For these reasons the current
investor is, at least conceptually, always the pia investor, whether in their
decision to buy, hold or sell. Following from tliflee potential investor must have
company financial information as the counterpadythie buy or sell choices
available to the current investor. Even in the hahdice, the potential investor
has a need for GPFR to establish the basis foifgdtie company’s securities in
order to influence the current investor’s decis{on to refrain from doing so).
The current investor’s interest lies in a well-faan well-informed market that
delivers the company’s fair value, such that pdidfoeview decisions involve
only investor-specific variables. This entails tieRFR is targeted at current and

potential investors.

? This issue is addressed later in this chaptdrerréconciliation of the two objective functions of
GPFR.
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This interpretation has been rejected by Bush §2®ho argues that, in
contrast to the US, accounting in the United Kingduas developed to prioritize
stewardship. He argues that this is appropriatthasshift away from a central
concern for stewardship is focused on the interastise trader (Bush, 2005). It is
doubtful whether traders would generally trade emdmental information. It is
more likely they would trade the market price attiollowing the release of such
information. The case is made that US standardseagdhe issue of secondary
market pricing rather than long-term investors (Bu2005). This argument is
disingenuous to the extent that it implies investme impossible via the
secondary market. It would only be with considesatdservation that we could
characterize equities bought on the secondary marktl for twenty years, as a
trading operation. Bush’'s view necessarily presgppothat all necessary
information is contained within a single report anthat decision-
usefulness/relevance implies any current or paémvestor will only ever need
forecasts without reference to a substantive bé&sisconfidence in those
forecasts. It seems the demarcation is drawn t@lgtbetween stewardship and
decision-usefulness in the current debate. Thecsalfainment implication of
single period GPFR is unreasonable. Decision-use$sl does not obviate the
need to include some historical information. ltoaddlows that multiple GPFRs
over a period are a single text and that the inébion contained in any single
report only acquires its full context by being raadconjunction with previous
reports (Crowther, 2002). Moreover, the assumpti@t financial accounting is
the only source of company-specific financial imh@ation seems to establish a far
too stylized situation to be meaningful as a refetmsis for the key objectives of
GPFR. If GPFR was the sole source of such infoonaits value would be
manifold its current value and, thus, provided aigt its value was paid for by
all of those to whom it was valuable, extensiveergibn to stewardship and

decision-usefulness would fall within the cost-dé@renstraint.
More fundamentally, Bush’'s (2005) view relies am apparent logical

contradiction. The position that investors buy amuld indefinitely assumes

portfolio theory which, in turn, presupposes mar&é#iciency. This is derived
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from the basis to portfolio theory that, just sadoas an investor is sufficiently
diversified, they can simply hold their portfoliassuming a predetermined level
of risk, without any subsequent adjustments. Tlesessarily assumes efficient
pricing at the original transaction date, and #iktisks, over an indefinite period
could be known at the purchase date, yet Bush wantsll us that successive
accounting fair values, also assumed objectivealobes as a derivation from
market efficiency, have no incremental value to itmeestor in supporting or
challenging the generative basis of the investrdentsion. Curiously, Bush does
not argue against relevance and fair value on gi®uhat such information is
already implied in current share prices. His concexr that decision-useful,
relevant, fair value information-focused GPFR ungdees stewardship. The

discussion returns to this point shortly.

The case has been made that GPFR usefulnessestony is determined
by whether investors use it or not (Lee and Tweelf80; Bartlett and Chandler,
1997; Epstein and Pava, 1993; Anderson and Epsté®6; Wilton and Tabb,
1978). Their empirical research supports the vieat investors make limited use
of financial accounting information and that thetes® to which it is used is
positively correlated to the sophistication of istggs. There are unstated
assumptions with the inference from general usasefulness. The hypothesis
assumes systematic market inefficiency such thHéitsmt rewards do not accrue
to sophisticated investors over time by exploitthg information contained in
GPFR, sufficient for those investors to fully expltheir advantage, eliminating
economic profits. If such rewards did accrue theuased market inefficiency
would be eliminated by the operations of sophistidanvestors. In such case, by
whatever means the naive investor selected thaitfopo, whether by the
movements of the planets or by consulting chickenads, they would be paying
a price that reflects the information containedhwitfinancial reports. Thus, in a
certain sense, naive investors secure a free-adeantage from GPFR that is

effectively an implicit use of that information.
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The only alternative hypothesis that suggest$ its¢hat private investors
do not use GPFR because it has no possible utlittem. This is an argument
against financial reportingimpliciter. We would not even be able to allow Watts’
(1977) value ascription to voluntary financial refoay. Simply, financial reports,
if they have any value at all, only have valuehe timits of the fees preparers
earn producing them. This would seem to be a canoanifestation of welfarism.
Instead, we might take the view that where GPFRIittés individual utility, its
value as part of the broader financial informatgmt, consists in its production
and dissemination and does not require its general In the absence of this,
GPFR information would be immensely valuable to itgividual investor but

given publication, its value is implied.

A final consideration favouring the investor asRRPuser arises with the
variable reporting requirements imposed on varibusiness entities based on
their ownership structure. By isolating the distirglping characteristics of
publicly listed, profit-orientated entities from dinesses with lesser or no general
purpose financial reporting requirements, the bé&sisthose requirements on
publicly listed entities must, presumably lie ireithdifference or some essential
aspect of it. Sole traders, partnerships and mivatmpanies have no general
purpose reporting requirements imposed on themerGihis, we must reject
limited liability as a foundation for the more em$éve reporting requirements
imposed on publicly listed companies (Marcoux, 2008 may be argued that
public companies are often larger than other bgsirgructures and that this
relates importantly to their ability to influencader society. This, in general, is
true but it does nothing to unseat the societarast in GPFR as a function of
financial reports’ service value to investors. Mworer, satisfaction of magnitude
differences is presumably by teatesand the proportional need for legitimization
that attends scale in a reputational sense. Anyraxynargument is likely to be
nothing more than a ‘Trojan horse’ conduit to aaekt on socialized capital in its
most overt form -the publicly held corporation. Fhiarguably, supports the
efficient operation of markets in securities’ pnigias supportive of the greatest

long-term general social benefit. The essentiamel# distinguishing publicly
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listed entities is that ownership of these entiiedy the investing public. It
follows logically that the reason and optimal agkiment available to GPFR is
satisfaction of investors’, separated from managgmmformation demands,

enabling informed capital allocation (Lev, 1988).

3.3.4 Who is not a stakeholder in GPFR?

Stakeholder theory tells us that GPFR should acoodate any group that
uses external financial reports. Early views okshkmldership typically suggested
contemplation of GPFR users as management, ingestal creditors (Smnett and
Grasino, 2008), or managers, owners and socialtaoagencies (Vatter, 1964).
The important commonality is that management gdiyefaatured in earlier
views of legitimate GPFR users. Stakeholders assettwho, tan affect or are
affected by the achievement of a firm’s goalBteeman, 1984). They are also
defined asithose who depend on a company for the realizatibtheir goals and
on whom the company is dependef8teadman and Green, 1997). This typically
includes, but is not limited to: regulators, inv@st management, government,
creditors, customers, suppliers, employees, uniansg, public interest groups
(Renman, 1968). To these groups Vergoosen (1994 audalysts and competing
companies. Stakeholder theory envisages and sgppativerse range of GPFR
users, with wide-ranging information needs. Accordaing this perspective is
functionally preclusive of a coherent accountingaity. The influence of

stakeholder theory on the academy and regulatardéen previously notéd.

Stakeholder theory has developed from its origb@se to include greater
specification of the stakeholders in contemplatma the means of establishing
their priority. One development of the theory i® thubstantially descriptivist
view of Mitchell, Agle and Wood (1997). It assett®e achieved priority of
stakeholders who possess legitimacy, power andnaygeéWhere stakeholders
possess two or more of these qualities, their bta@ership has force. The

problem here is that the model does nothing toigpadat it is that constitutes

%0 For a formal discussion of the philosophical basediverse GPFR users versus investor-only-
as-user, see Gaa (1986), supplemented by Deschamdp&evers (1978). Also, Stanton (1997)
offers a brief discussion of the ‘moral basis taght' to GPFR by different users.
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legitimacy in substantive terms. The descriptivisimstakeholder theory must
inevitably rest on an at least covert normativityhat ‘positive’ stakeholder
theory indicates is that activist, noisy (urgerdjtigs with (coercive) power have
influence over the company. What versions of noneaitakeholder theory want
to say is that they also have legitimacy. | exfliicreject this proposition. Not
only does it make a distinct element in the modekeessary entailment of other
elements but it implicitly relies on the view thidie “good currency” (Schon,
1971) of stakeholder theory is a reason to acdeptopularity (convention) as a
robust predication basis for an academic theooigbtful, without abandoning
logic. This argument of Schon’s is incoherent as ihherently deterministic and,
therefore, it conceptually contra-indicates anyrapee role for normativity. That
is, if theories that are popular (that have ‘goadency’) are self-evident facts in
the world that should not be challenged, yetsiveulduse these theories, the use
of which is not negotiable, it is unclear what therative role of the normative
injunction to action means. Alternatively, it is nsistent but objectionable,
warranting anything with popular appeal. The positsupplicates before current
academic convention without independently estalnigsh case for the veracity of

positions taken by the academy.

There are a number of fundamental flaws in stakksndheory. Possibly
the most basic is that it is aon-sequiturof its generative theory, social
contractarianism. Hobbes’s position was that, inhexge for the protection of
society against untrammeled trespasses on anyidodivby any other (except the
Sovereign), each individual (at least implicithgded their full autonomy to the
Sovereign. Assuming democracy, without requiring tihe abrogation of
autonomy is to societin toto, in exchange for a collective guarantee. Nothing
about this theory entails stakeholder theory asub-secietal extension of
interested groups’ claims to GPFR user status. Jérerative theory supports
only a whole-of-society interest. Moreover, stakdbo theory is poorly

specified® No answers are given to questions about how muchvicat

3L It is observable that attempts to give stakehottieory a more determinative, substantive
character, such as Roberts and Mahoney (2004Y;, offly tentative proposals. This is informed
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information any particular group should be givenlo#ing the cost-benefit
constraint there must be limits to the satisfact@inthe diverse information
demands supported by the theory. Beyond this pragmanstraint there may be
conflict between stakeholders. This would entagt thor information required by
one group, another group require it be withhel@{Bus, 1999). For these reasons
stakeholder theory, in its standard forms, mustrdjected as definitive of the
composition of GPFR users. From this base, padicgtoups’ claims to GPFR

user status must be assessed on their individugtisme

Although standard interpretations of stakeholdmoty are rejected, the
view that society has an interest in the corpomatfjustifiable. Just as society
regulates the interactions of individuals, at l¢asthe extent of ensuring certain
standard forms of interaction, so it must also la&gu business entities’
interactions, between each other and between ohails, and in their interaction
with the wider physical and socio-economic envirenin The social contract
would collapse if incorporation licensed ultra-stality. Nothing of this
proposition, however, indicates important implioas for information provided
by way of GPFR. It may indicate taxation and goweental demands for
financial information may be required within thegudatory and legislative
context but the power to compel the provision dbimation removes such
information from the general purpose. Special psepdinancial reporting is
already required for taxation purposes and any &ssion to other legislation as
requiring accommodation within GPFR would enta# tHogicality that GPFR
must satisfy yet to be enacted laws as well adiegigegislation. An entailment
of this is that it is uncertain how broad socidtgerest can be advanced by
expanding the definition of GPFR user beyond inmsstThis position may be
argued for independently by the societal utilitgtttobtains from the optimal
allocation of resources within society, achieved Wwgll-informed securities
markets operating efficiently to eliminate unexpdi economic profit

opportunities (Jensen, 2001). This supports thestor as sole GPFR user in

by allusions to morality, fairness and the norn&twoposal to apply ill-defined understandings of
these concepts to accounting.
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furtherance of society’s interest. Notably, thistional interest’ argument was
prominent in the Corporate Report (1975).

The ‘national interest’ conduit to society’'s irgst finds support in the
inferred motivations behind financial reporting ukgion. The Securities Markets
Act (1933) and subsequent amendment (1934) werevawed by the social
dislocation caused by the Great Depression (May &uwhdem, 1976).
Deductively, it follows that society’s principaltarest in financial reporting is to
avoid market breakdowns and concomitant economét sotial turmoil. This
view supports the investor as sole GPFR user arebiars’ information needs as
paramount. To the extent that financial reportingn cobviate the adverse
implications of economic and asset market cyclesam logically only be in the
provision of the best possible information to inees and potential investors to
inform economic (investment) decisions that takeoaat of the economic
substance of companies. No consideration occlusiioy information provision
could more than occasionally achieve superior ougx) and then only by

random happenstance.

The discussion now moves to establish the reygebises for rejecting
all other (non-investor) claims on GPFR. Focusiieg to the more important
and recurrent claims of (ostensible) users. Thesee hbeen argued for in
academic literature (Gray, Owen, and Maunders, 19881; Laughlin, 1977;
1987; Tinker, 1980) and in official reports, incing those of major standards
setters (IASB, 1989; FASB, 1978), the AAA (19660aICPA (1973). Although
the general trend since 1973 is towards narrowhneguiser definition, in part by
prioritizing investors (and creditors), through thee of the primary or principal
user device, many users have been specified over. i focus on those user
groups who have had the greatest significance ¢findal acknowledgement) as
‘constituents’ of the standards’ setting procesBisTterm seems to have been
applied casually to anybody who deems themselvesea of GPFR, without

assessing the merits of their claims.
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3.3.4.1 Labour/Unions

Labour and unions have been identified historicalty separate GPFR
users (OECD, 1986). This is rejected on the grotinaisthe union claim is purely
derivative of its representation of labour. In thénse, as with the analyst-investor
user relationship, a case for focusing the findrmeporting information required
arises. Here, | relate the labour/union distinctian the naive/sophisticated
investor distinction. The strongest claim appeatsiiively to lie with the greatest
disadvantage; that is with naive labour. This niesqjualified to the extent that
financial reporting is a technology; it is a praatiapplication. It is observed that
individual investors make limited use of GPFR (Laed Tweedie, 1990).
Similarly, and almost certainly more so, individualorkers have limited
resources or inclination to understand financigborés or, assuming their
understanding, to make meaningful decisions orbdss of that understanding.
For this reason, although the legitimacy of theonsi claim to GPFR
stakeholdership is derivative of its representatidriabour, that representation
along with the resources and sophistication thansmare able to bring as the
users of GPFR, supports the equality of their clammights with those of labour
(Dan-Cohen, 1986). For ease this might be styleghssticated labour’.

The case for labour's use of GPFR consists inightrto assess the
financial strength of a company as a relation bbgecurity and in developing pay
demands (Alexander and Britton, 2004; Lee, 2006c\a1981). In the first case
it is uncertain what use labour makes of GPFR sessing job security. Further,
it is not obvious in the most important situatioh fbgh general levels of
unemployment, what particular use commodity ladand this is largely the type
of labour we have in contemplation here) could makecompany financial
information where their choice is substantially agely defined between
insecure employment and unemployment. Moreover, aogclusion about
security of employment predicated on the financradtrics of a company is
overdetermined. All that a company’s financial sg# will assure is that this
single cause will not threaten employment. As a mamy’'s financial strength

pertains to meeting claims to unpaid wages, trgk s short-term, generally
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minor in nature, and information sufficient to idiénthis risk is already available
in GPFR. There is no case made, nor any evidert ttabe made, that financial
information suitable for the needs of risk capjabviders is insufficient for the
purposes of labour given statutory and contragitatiections. Finally, the service
potential of generic labour is unimpaired by paiae job loss concomitant with

redundancy due to company liquidation.

The second basis for labour's GPFR usage is thatatms wage claims
(Alexander and Britton, 2004). This argument assurtieat productivity and
profitability establish a foundation for wage clainThe case is made that three
bases exist for general wage level increase (FameyMaunders, 1977). These are
cost of living adjustments, pay parity with workelsing the same work outside
of the company, and productivity increases (Foleg Maunders, 1977). In the
case of the inflation-adjustment and pay paritgsthbases are satisfied readily
without firm-specific financial information, estagting no independent basis for
labour GPFR user status. In relation to produgtivitreases the assumption must
be that this is a function of labour intensificatito support the inference from
productivity increases to pay claims. Where incedasprofitability and
productivity are functions of increased physicapital or improved operations
management or technology and process it is undiear such productivity
increases importantly relate to a claim of laboaortbe company. Moreover, if
such arguments for labour GPFR use are allowed ay rhave perverse
implications for capital investment, given a reddiggcentive to management and

capital. Thus, the productivity argument for labs@@PFR use is rejected.

Labour's GPFR use has been addressed as an intpdrtarroneous
argument, in part pragmatically; because it is lyikeo impose the greatest
incremental demands on GPFR information provisieer dhat meeting investor
needs (Macve, 1981; OECD, 1986). This is reflected the level of
disaggregation unions, in particular, would prefdacve, 1981). Curiously, the
purpose of disaggregation is primarily to supp@gymentally or divisionally-

predicated, profitability/productivity-based wagdaims. The interesting anomaly

93



contained in this argument is that standard argtsnand even the conception of
unionization, presupposes a generic ‘labour's wopitoposition. It must be
assumed, on this basis, absent general productvifyrofitability growth, that
superior specific divisional performance, while gagiing wage increases for the
pertinent division, musteteris paribusundermine other segment or division
wage claims or, possibly, indicate wage reductieisswhere in the company. It
is not certain that unions would be comfortablehwviftis conclusion. Taken as a
whole, labour’s claim to GPFR user status has rectike basis. Moreover, the
case has been made that labour’s needs are beby et fair value information

| argue is optimal for investors (Clarke and Crdig91).

There will be numerous situations in which profiliéyp is regulated by
factors extraneous to labour productivity. This Vdouentail the logical
implication that where profitability is the operagibasis for pay claims, assuming
constant labour productivity and input price inaeafor a company whose end-
product is price-constrained by market competitibvat independent of labour’s
role in declining profitability, a pay decreaseinglicated. If we allow that the
company’s input cost increases are indicative olega ‘cost-push’ inflation, the
case may be made that profitability supports wogdar decreases in a period of
elevated inflation. This would approximate the pressituation in New Zealand
retailing. The issue here is that the pay claimebadash with each other. This
does not logically reduce to invalidating all labaaims. Labour valued at a
given amount at any date is a real variable, tmfgtion adjustment might be
indicated such that its real value is preservedinalty. This has no implications
for GPFR.

3.3.4.2 Auditor, Management, Preparer interests itGPFR

| have taken issuers’, management, and auditoessofi$SPFR as a single
class of claim due to their derivative user stainseach case the claim to
stakeholdership has no substance independent ofoitensible) user’'s agency
relationship with the investor. This does not dntfaat the operationalisation of

GPFR through technical input into the developmdnaazounting standards by
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these groups is contra-indicated. It is not obviadeere better sources of such
advisory contributions might be found. What is maegtain is that, as a set
relation to the previously described world, nothaigput optimal capital market
efficiency indicates a concern for the vested gges of non-investors,
independent of these parties service to inveshorgarticular, managers’ claim to
GPFR user status as a function of their compensasatrulation is disingenuous.
This is a simple matter of contract and it is aali to specify contractual terms
for the calculation of compensation upon achieviegain objectives, based on

financial reporting standards prevailing at theetiaf the contract.

The discussion of derivative GPFR users is immbres these groups
have, in large part, informed the development @baating regulation. To some
extent management and preparers have been remowed the equation by
aggravating the aesthetic challenge of the acro®fFR to its more precise
specification GPEAFR or general purpose externaowcting and financial
reporting. The preference of preparers for religblJohnson, 2005), to reduce
their risk, can give rise to increased managemestretion, through reduced
recognition in financial statements predicated lom ltasis of reliability concerns
(Booth, 2003). It is not clear why regulation wowdnsider the requirements of
managers regarding the information they providemgelves when they have
access to any information they deem necessaryg\stord Storey, 1998). Beyond
this, in relation to preparers, the case can beentiaat their independent concern
to mitigate litigation risk lacks credible motivati. Where prioritizing
stewardship and conservatism supports this ‘interesloes so in amad hoc
manner. Elevation of litigation risk can be pricedo audit services and/or
insured against. Moreover, the mitigation of litiga risk stands in conflict with
the role of GPFR in supporting market efficiencyr fhese reasons the GPFR

user status of derivative users must be rejected.
3.3.4.3 Lenders

Lenders have maintained a tenacious claim to GPBERr wstatus.

Furthermore, the acceptance of lenders as GPFR hasrpossibly been one of
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the most significant constraints to the developmehtcoherent accounting
standards. The following factors dictate that #i@m should be independently
assessed. Lenders claim to have an interest in GiPE&ermining the credit risk
involved in extending particular companies accesdebt. This argument seems
difficult to justify as debt is supported by cortrahrough which debt providers
may specify the information they require to as$lkss preparedness to enter such
a contract and to determine the applicable inteadst That is, the debt provider
is positioned to require a special purpose findrrejport (SPFR). Secondly, it is
unclear how information sufficient to meet the reed residual interest holders
(equity investors) is not also sufficient to mest needs of debt providers, with

their priority claim on the company’s resources.

A significant claim of lenders is that the demaiara between debt and
equity is not as distinct as is implicit in the ealsmake for rejecting creditor
GPFR user status. Not only do hybrid instrumentghsas preference shares,
exhibit some of the characteristics of both delst equity, but debt contracting
risks obtain. The latter point relates to alteroampany risk profile (post-debt
assumption) where management incentives obtain fnoneased leverage. This
argument is sound in the limited sense that manageoan, in effect, notionally
transfer equity risk to debt providers without payia premium (in interest rates)
for this. Giving weight to the context in which $uopportunism would occur,
allowing that the lender is situated to contradyuapecify debt to equity ratios,
where such specifications can be circumvented iinsertain what advantage
would accrue to the debt provider by having theerustatus in contemplation
when formulating GPFR. Moreover, information safisfj to the investor would,
necessarily, identify this management strategystggest otherwise is to suggest
that investors are unmoved by the level of debtd aancomitant cash-flow

implications, that a company has.
There is an independent practical reason to réecGPFR user status of

lenders. The banking industry has pressed theimda this status to argue, for

the most part, for their interests as issuers aadagers. In connection to their

96



resistance to fair value the key case that is ardaeis that banks’ loan books
have firm-specific value that is greater than tHair value. | address this issue
later, in the case for fair value (chapter fouBeyond this, the banking industry
argues that fair value increases volatility whicls megative implications for
Banks’ cost of capital and their satisfaction afuators’ prudential requirements.
This seems to be an argument for industry privileggher than an objective,
unbiased input into accounting regulation. Banks ar effect, arguing for a less
than efficient risk-adjusted cost of capital thhe market would otherwise deliver
and for the ability to, in substance, be unres&diby reserve asset requirements.
Against these non-creditor related arguments bandgse that historical cost and
conservatism provide a greater margin for safetyGPPFRs when determining
debt provision. These arguments and their flawssen previously detailed. |
recapitulate them here purely to demonstrate thevalation of creditors’
(lenders) arguments for GPFR user status. Lendans t@ smooth their incomes
by selective realization to convey the impressibfower risk (or volatility) than
reflects economic substance, in support of the $bwessible cost of capital. This

IS one reason to reject the user status of lenders.

3.3.4.4 Lobbyists/Government/Regulators

Lobby groups’ interest irfinancial reports is less obvious than the
previous groups. Regardless of the particular contiee lobbyist has with the
operation of a company it is, at best, only indisedinked to a company’s
financial reports. Even if the concern is, for exden a company’s generation of
excess profits this is information that will necdy be made available to the
investor. That is: industry type, revenue, EBITD#et profit (NPAT), tax paid
and owners’ equity. In the case of other lobbyittge relation between the
lobbyists’ agendas and GPFR is likely to be leseali Where there is no
question that lobby groups are external, and tresy @PFR, with no power to
compel information from the company, it is not alng what basis their claim
would consist in. Investor-focused GPFR, augmehbtethe organs of democratic

process, appear sufficient to satisfy any posddgdé@imate claim lobbyists may
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have to company-specific information. The lobbyise of GPFR, as a claim to
particular specifications of GPFR information carteeems tenuous.

Further to the rejection of lobbyists as an imaottGPFR user, it is
available to argue such interests are met by gowentis ability to compel
financial or other information from a company. Tibebyist concern is satisfied
indirectly through government. This governmentailigbis observable in the
divide between tax accounting and financial acdogntrom this view the target
of GPFR, external users who lack the ability to omand the information they
require [who have a legitimate, purposeful founmatio seek the information

they do], describes the investor only.

This specification does not entail an obstinateatspn of the inclusion of
any information, supplemental to that required myestors directly, just because
it does not address investors’ direct interestsel/lit is cost effective to provide
information that will otherwise be compelled, omathin the absence of such
information, will give rise to political or reputahal costs greater than the cost of
the provision of such information in GPFR, it istive investor’s interest that such
information be provided as GPFR. The investor'snest is (or may be) wider
than GPFR information necessary to make a ratideaikion to buy, sell, or hold
shares in an entity. Again, any decision on thdusion or exclusion of such
information in or from GPFR will turn on the intste of the investor. This
applies to any secondary claimant to financial aotiog information and would
certainly extend to providers of debt financingeTdbility of such other users to
require special purpose financial reports aligresitivestor’s interest with certain
interests of other potential users. It does novéwer,a priori establish the claim

of those users to exert an influence on GPFR.
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3.3.4.5 Summary

The case has been made for current and potentiaktors as the sole
legitimate users of GPFR (Staubus, 1961; 1999)s Tthse looks at the central
function of financial accounting and reporting s environment, relating that
environment to the objective function of GPFR. Thiew reconciles the
investor’s particular utility with the utility ofaciety and is therefore unreliant on
sui generisaxioms more demanding than the reification sodiBigrman, 1979).
Rival GPFR user claimants are demonstrated to holdegitimate claim to
consideration (user status) in relation to extecashpany financial reporting that
expressly targets groups without the ability to cHiye or command that
information. Proffered reasons include: the abitiyrequire specified company
financial information, no legitimate purpose foathnformation, the sufficiency
of investor-targeted information, and, in termghair preclusion from user status,
the tension between investor and other interestghiE we might add that, as the
owners of the reporting entity, investors pay fbe tprovision of information
(GPFR), establishing a default assumption of littota of such information to

investors unless reasons to conclude otherwisg exis

3.4 Stewardship versus Decision-usefulness: A faldehotomy?

Standards setters have been progressively movwayds a preference for
decision-usefulness since the late 1960s-earlyd83tnton, 1997). Despite this,
the debate over which objective accounting shouhd @t has persisted, with
significant resistance to the ascendancy of decigsefulness and relevance as,
respectively, the primary objective function andalifative characteristic of
financial reporting. Opponents to developing tremasaccounting conceptual
frameworks and standards typically prefer the trawial approaches to
accounting, including historical cost measuremestgwardship, conservatism,
and matching. This general position rejects failu@aand the subsumption of
stewardship into decision-usefulness, believingt tlhashould be a separate
accounting objective, at the minimum, equal to sieci-usefulness. The position
of standards’ setters is that there is no obviougual exclusivity between
stewardship and decision-usefulness (IASB, 200888l 2007). The broad line
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taken in this discussion supports the positionhaf IASB, augmented by the
stewardship function of multiple period reports asttier sources of company-
specific information and macro-economic data, ta&era single text (Crowther,
2002).

An important component characterizing the debatisvéen stewardship
and decision-usefulness is its relation to the tebaetween the precise
specifications of accounting information users. fnenacy of investor-users is
largely an achieved assumption. This has reducedi¢ld of possible arguments
for particular accounting objective functions, disive characteristics and
concomitant arguments for measurement bases acdisa@gon of standards, on
the basis of diverse users/stakeholders. In thistezd the present/potential
investor bifurcation appears to be a device tooraifthe battle lines between the
trend in conceptual frameworks and regulation tolwatecision-useful, relevant,
fair value accounting and traditional historical sto stewardship-focused,
conservative accounting. The dichotomy betweengmteand potential investors
has been addressed. It is not clear that therenyssabstantive basis to the
distinction beyond its potential utility to an amatic presumption for, as de
minimus, the equality of traditional accounting approach&se dichotomy is
rejected here as artificial as is tm®n-sequituroften generated from it; a

conclusion in favour of the primacy of stewardship.

3.4.1 What is Stewardship?
The IASB conceptual framework describes stewardstsipinformation

showing:

“... the results of stewardship of management, or dheountability of
management for resources entrusted to it. Thosesusho wish to assess the
stewardship or accountability of management do rsaider that they make
economic decisions [including] whether to hold el gheir investment...or...to

reappoint or replace the management.”
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(IASB Conceptual Framework, 1989,
paragraph 14)

Stewardship-postulated conceptual frameworks tencepresent a conventional
view of the agency relationship in which the riskraerests’ divergence between
managers as agents and their principals, the stidek, arises (Stittle, 2003;
Watkins, 2007; Benita, 2003). The stewardship fiomcbf accounting is intended
to control for this risk. This feature is reflectedthe IASB’sPreliminary Views

on an Improved Conceptual Framework for FinanciapBrting: The Objective
of Financial Reporting and Qualitative Characterest of Decision-Useful
Financial Reporting Informatiorf2007). This concern is expressed in terms of
stewardship as requiring information about manageisisafe custody of assets
and compliance with regulations (OB 27). It regsir@formation about the

probity and competence of management (Lennard,)2007

The stewardship concern recognizes the separafionanagement from
investment and other financing (Watkins, 2007). Téwggestion made by
stewardship advocates is that a dynamic economigrogrment requires a
dialogical interaction between management and tovesnd that stewardship as
an objective function of GPFR establishes the bésisthis dialogue. Such
advocacy relates stewardship as a fundamental etememodern corporate
governance (Lennard, 2007). Another general aggebie stewardship focus is a

tendency to emphasise past transactions and events.

The arguments for stewardship as the primary (oleast distinct)
objective of GPFR tend to reference this functicackb to historical cost,
matching, conservatism and control of agency risks available to argue that
this general line of argument describes an excelssstylized view of the world.
To allow this view it is necessary to accept tHhatree information we require (or
that may be required) is contained within finandigports and that no other
source exists, even in the form of previous annwegorts. To prioritise

stewardship, except as an incidental accomplishiwietite historical information
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contained within GPFR, seems to devalue other sswtinformation (Crowther,
2002). Less than a reliance on alternative infolwnasources, the subsumption of
stewardship by decision-usefulness, presupposehitiarical information within
particular financial reports will directly satistye retrospective component of
accountability while including prospective infornwat with predictive and

confirmatory value.

Independent of the previous point there is no @bwisense in which
management’s stewardship can or needs to be deddoyp anything other than
the sequence of share price movements, adjustezhfobonus issues, combined
with the timing and amounts of any dividends pditlis would provide all the
requisite information to assess the stewardshihetompany in terms of a view
of market efficiency implicitly granted by Bush @%). Arguably, historical
information’s primary purpose is to establish tbatext for interpreting futuristic
information. The investor needs to be able to a&ss#® substance of
management’s forecasts on the basis of the docesheadcuracy of historical
forecasts. Outside of this, little obvious valuteadls to stewardship as a basis for
action outside of special cases, including prowingctors’ liability for losses.
This is all the more so where significant sharebiddare able to command
information and have at least de facto power tduérfce the composition of
boards. Under such conditions the individual or raggted influence of
significant shareholders, in combination with proxgting and individual
shareholder indifference obviate the utility assdma&f stewardship as an
objective of GPFR.

The decision-useful/stewardship debate was imptytanformed by the
1983 contribution of ljiri. This was essentially amgument for the independence
of stewardship and the rehabilitation of historicalst in the face of growing
initiatives of standards’ setters and some academowards variants of current

value accounting and decision-usefulness. The aegurbroadly consists in
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demonstrating that stewardship or accountaBflis/“not entirely encompassed in
the decision-usefulness concep€oy, et al, 2001). This proposition was further
expounded by Gjesdal (1981), who demonstrated tfierehtial rankings of
qualities and objectives obtaining from an incemtobjective (stewardship) and a
decision-objective. It is not very clear what salnsive objection to decision-
usefulness is being raised. The clearest argursethiai the decision-usefulness
conceptual framework does not explicitly consideestions of fairness, except as
an (implicit) relation of neutrality and freedomoifn bias (Gjesdal, 1981).
Conversely, stewardship explicitly judges fairngssrelation to agreement.
Fairness is indeterminable without an agreed mefyainst which to measure it
(Coy, et al, 2001). Wading through the opacityrattostensible definition we are
not given substantial cause to challenge decisgafulness. In one sense the
explicit fairness asserted of a stewardship-infatroenceptual framework offers
no meaningful specification, in another, we areedsko infer unfairness of
market-determined distribution decisions withoutdapendent argument.
Moreover, no reason is given to suppose fairnesgess hinge on GPFR and
cannot be developed after the preparation and mesen of GPFR, at a societal
level, accommodating social contractarianism, cangdized by the machinery of

democratic representation.

Beyond the ‘fairness’ objection to decision-usefahceptual frameworks
other implications of the choice between decisieafulness and stewardship are
identified. These are, in general, poorly specifegdl functionally meaningless.
Stewardship is said to acknowledge the endogenelasianship between the
supplier of accounting information and its use@onversely, decision-usefulness
focuses purely on the user (Coy, et al, 2001)s Ihat very clear why this is
objectionable. Perhaps more clearly, the case derttaat stewardship focuses on
objectivity, verifiability, and stability (Gjesdal,1981), whereas decision-
usefulness conceptual frameworks accent relevamek raliability. This is

instructive of the nature of the distinctions G@s@981) draws more generally,

%2 Following from Wheat (1971) | question the synomissumed by certain academics of
stewardship and accountability. Arguably, the farisea subset of the latter.

103



in that they are not clearly specified. More sim@tewardship accents reliability
as direct verifiability by reference to a transaetprice and decision-usefulness is
concerned with relevance and prospective informatiois nothing more than an

elaborate, convoluted conduit to the relevancaldlty debate.

Consistent with the position taken by the majoofythe IASB (2006)
(Preliminary View} the case for stewardship as an aspect of deeisiefulness
seems logically justified. Moreover, the focus léemtGPFR development by a
single objective provides independent practical psup for the proposal.
Distinguishing stewardship as a discrete, paralltgective to that of decision-
usefulness is unlikely to entail any incrementalaadages over its implication
from decision-usefulness (IASB, Preliminary ViewX)08, BC 1.35). This is
amplified where historical cost is assumed (withoetcessary warrant) as a
derivation from stewardship. It is not clear how @ccount function is served by
non-comparable, temporally heterogeneous valuatimssantiated as objective
variables about nothing more tangible than a tretima basis. There is some
suggestion that stewardship-accented accounts warphasise detailed
accounting for related-party transactions. It isaiagnot certain that such
information would be unimportant in a decision-ugsefontext. Where it is
generally agreed that stewardship and decisiorulmefs are not mutually
exclusive, stewardship advocacy turns on distinstion terms of emphases
(Lennard, 2007; Williams, 2007; FASB, 2006).

3.4.2 Decision-Usefulness

Decision-usefulness first emerged in the normatieounting era, either
as the implicit or explicit underpinnings of thezgithat gained fleeting currency
in that period. As previously discussed, where ¢heency of such theories of
accounting receded in the academy with the rispositive accounting theory,
regulation, as an inherently normative accountihgoty, has been more
significantly and persistently influenced by thenttel intuitions informing this
period. Decision-usefulness, despite traces dabnthe depression-era (Bush,
2005), probably dates in its explicit articulatimmChambers CoCoA. However, it
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Is from 1966-1973 that it established itself oHiity and, only in 1970, in APB
Statement No. 4, that it appeared as importanteqtoal framework information
(Henderson, et al, 2004; Coy, et al, 2001; Stomay &torey, 1998). Since this
time it has progressively challenged the incumberjective function,
stewardship (Rayman, 2006; Roberts, Weetman, ando@p2005).

Proponents of stewardship argue that the subsampfi stewardship by
decision-usefulness deflates the account functidBRFR (IASB, 2005; Laughlin
and Puxty, 1981; Anson and Lamourex, 2006). Resistdo the primacy of
decision-usefulness has been noticeably substgriBiatish. This may reflect the
embedding of stewardship in the British accountitngdition, against the
decision-usefulness focus of US accounting regquiatBush, 2005; Grixti, 2005).
This proposition is reflected in the affirmation dfe central importance of
stewardship by the Association of British Insur@8l, 2006), the International
Corporate Governance Network (2006), argument®gdais the paper produced
for ICAEW by Bush (2005). The view also finds sugga the alternative views
to the IASB’s general preference for decision-usefss, reflected in IASB
Chairman, David Tweedie’'s advocacy of the distingérallel treatment of
stewardship as an objective separate from decissefuilness. We seem to see
here the importance of tradition and culture on vlevs of accounting theory
promulgation. In relation to the descriptive chéeastics | have established,
acculturation should optimally be subjugated byoacting’s primary objective

function.

The question of what decisions are important shdd raised here. The
investor needs to know whether they should buy, sehold. In this context it is
undemanding t@ priori posit the assertion that the information investecuire
relates to the current value of a company, the @myls prospects, and a
contextual basis to assess prospective informatiba.current value of assets and
liabilities is required. In addition, informatiorb@ut management’s expectations
of future cash-flows will form an important inpuito investors’ assessment of the

value of the company. The context for this infonmats provided by information

105



about past performance and forecast reliabilitys turther supported by details
of the assumptions underpinning management forec@ke case made here for
fair value is that where valuations are not avédadt levels one and two, or
where any part of levels one and two valuationsregfce illiquid markets, level
three valuations are indicated. These level thadeations should offset the risk
of management discretion by supplying quantitatiméormation about the
assumptions made in relation to primitive varialflegan, 2008). This enhanced
information provision is proposed as an augmenmntabibexisting applications of
fair value. It is also a key reason for advancihg sophisticated investor as a
suitable proxy for the investaimpliciter.

A secondary observation here is the point drawmftbe discussion of
investor use of GPFR in the research by Lee ande@igg1990). Although they
find investor use of GPFR is a positive correlatengestor sophistication, the
implication of the inaccessibility of (then) curte®PFR in regard to naive
investors as an indication of deficient usefulrtessuch investors does not obtain.
This was previously discussed as the free-rideaatdge to naive investors of the
operation of sophisticated investors eliminatingxploited profit opportunities.
To this | add the competitive market for the suppilynformation that, assuming
no systematized friction in the market for the dypy such information, should
operate to minimize inefficiencies in the markétwke reject this assumption, |
would make the case that this is an argument ferrégulation of that market
rather than presenting an argument for GPFR simoglibn. The central point
here is that no reliance is placed on investorddespread use of GPFR to
establish its general usefulness to investors.

Consistent with the view maintained by the IASBA&ASB) the position
taken here is that decision-usefulness embodiegastiship as well as forecast
information. This position has been subject to leimge on empirical grounds
(Gassen, 2008). Gassen’s study of US companiesdliseed the mutual
exclusivity of the rival GPFR objectives. Certaimitations are acknowledged in

relation to validity issues of this study. Most damental amongst these is the

106



uncertainty between the articulated accounting ativjes and the reflection of
these in operational terms in the studied companiethe least, the study is no
more than equivocal evidence against the view argtim here of the
compatibility of the respective objectives. It isncertain what function
stewardship would have where it could not influeaagecision, except where its
provision obviated the need to make a decision. iight allow this limited
concession to stewardship as a manifestation oficggeisk mitigation, ultra-
decision-usefulness. Even this concession existwdyyant of imputed decision-
usefulness, approximate to the free-rider advanmgeiously described of the

naive investor who does not directly use GPFR.

3.4.3 Summary of the debate

Against the position adopted by standards’ sedtatcsby many advocates
of the separate, equal (or primary) role for stelship in standards’
promulgation, the view taken here is that stewapdahd accountability are not
synonymous. Instead, accountability is composedtefvardship_andiecision-
usefulness. Moreover, stewardship is historicaéigision-useful information. All
such information is relevant. There is no cleasosawhy the account function
cannot be extended to forecasts. This follows tine&VCommittee Report (1972)
in which stewardship was taken as a subset of atability. On this reading,
accountability is a supra-category, approximatedgatibing the same temporal

parameters that relevance does.

Prospective information-accountability must besledringent than the
historical account function. Necessarily, the gahenvironment might change to
such a degree that the basis for the forecastmdermined. Accountability
requires the realism contained in the assumptiappating forecasts, the degree
of foreseeability of extra-company economic enuinent changes from those
serving as postulates for the forecast, and the eblcompany-specific (that is,
controllable) factors contributing to the in/acawyaof forecast information.
Nonetheless, it is conceptually plausible thatdgeision-useful focus extends the

accountability of management to investors. No sowgason presents to assume
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that accountability conflicts with relevant, deoisiuseful information from this

perspective.

The view outlined is that accountability involves conflict with
prospective information. Further, there is no obsgidoss of value to accounting
conceptual frameworks by decision-usefulness’ soipsion of stewardship. The
purpose of the incidental nature of stewardshigemrgally delimited to its
decision-usefulness, is to focus the objective BfF& in the move towards its
coherent conceptualization. The distinction lies e@mphasis. In a sense
prospective information is a decision-useful inceaty with the grant that the
cost/benefit constraint may potentially reduce dristl information contained
within GPFR. This issue will turn on the extentwich historical information
aids decisions. Accountability approximately compdats relevance in the sense
that they interact and they both have (at the Jesastilar temporal parameters in
relation to the life of the company.By hypothesis, neither quality, relevance or
accountability could be assured absent each opgratian endogenous relation
to the other. This entails that the stewardshipsilmtc-usefulness debate
persistently observes a sub-optimal trajectory,ceomed as the traditional view
is, purely to frustrate the move to useful, curregite, relevant financial reports
in favour of temporally remote and heterogeneousies that systematically
extends the capacity for opportunistic behaviore Téconciliation of ostensibly
conflicting qualitative characteristics and objeetifunctions drives off of the
narrow user basis previously argued for. The fowusif accounting postulates
proposed by major standards’ setters observes timelamental intuition
informing the theory proposed here. General acaogntheory will be most
expeditiously achieved by a coherence derived fitwensimplicity inhering in the
theory’'s underlying postulates. These preconditiamsate a circumstance
conducive to theory coherence. Where the discudsidhis point has not made
this explicit, some loss of detail would be an @table price to pay for the

economy of generality.

% Abductively, accountability is fractionally brigfén that relevance predates IPOs, whereas
accountability can only reasonably apply subseqteeptiblic issue.
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Chapter Four

Fair value: An Implication of the Proposed Theory?
4.0 Introduction

To this point the discussion has considered acowgyirds a financial
information technology with an identifiable objej to provide information
useful in enablinginvestorsto make economicdecisions. Specifically, GPFR
should aim at providing a unique source of compspseific information that is
useful for informing the market generally whether buy, sell or hold a
company’s equity securities. This basic conclusgoaxamined in relation to fair
value as a potential entailment of the theory. Thason for selecting the
accounting measurement basis debate as an areausf it that it has generally
been one of the most vexed issues in financial wdarg (Whittington, 2007a).
For this reason it is likely to be a suitable t@gtground for the proposed theory.
It is also, arguably, not an entailment of the tigedhe distinction that | would
draw here is that although fair value is not a ssagy, mechanistic entailment of
the proposed theory, some sense of current vake®uating is. Furthermore, the
momentum behind fair value gives sufficient causenfer from the proposed
theory to fair value. This qualification accommastatthe operative role of
accounting as a company financial event recordaahriology. To argue for
valuation method perfectionism would be to remoke theory from serious
prospects for its influence. In this sense it wolle nothing more than a
counterfactual hypothesis, such as Chambers’ CoQwéreover, by stepping
back from fair value as operationalised, insteadepring fair value coherence as
a measurement system based on economic substanog, ofithe conceptual
objections to fair value are addressed.

Contemporary debate over accounting valuation ougtlogy centers on
fair value versus historical cost (Herz and MacDon&008). Traditional
historical cost accounting has become increasirgjigllenged by standards
setters’ trend towards a fair valuation basis faroainting (Chorafas, 2006; King,
2006; Hitz, 2007; Whittington, 2008; Bradbury, 200®egan, 2004). The debate
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picks out the preferred qualitative characteristmsthe respective positions, as
articulated in standards setters’ concepts statesnedmair value advocacy
prioritizes relevance whereas the position of his& cost proponents is that
reliability is the paramount qualitative charactéd of GPFR (IASB, 2006b). The
debate develops to lay claim to the implicationreliability in relevance and
relevance in reliability. This debate tends to mawah in polemical, rhetorical
terms in which mutual exclusivity is implied yetethpossibility of either
characteristic presupposes at least a minimal psgseof the other. This debate
poses questions of the kind, ‘how can unreliablermation be relevant’ and ‘in
what sense is information reliable if, having ndevance to current values,
nobody would make a decision based on it’ (Topperskige, et al, 2006). The
central contention of this discussion is that tebate has a logical conclusion and

that, on balance, subject to some specificatiamessthis favours fair value.

4.1 Historical cost
Historical cost is the traditional method of accwog valuation. It is

formally defined by the IASB conceptual framewoi089) as:

“assets are recorded at the amount of cash or caghivalents paid for or the
fair value of consideration given to acquire themthe time of acquisition.
Liabilities are recorded at the amount or proceedseived in exchange for the
obligation, or in some circumstances (for exampiepme taxes), at amounts of
cash or cash equivalents expected to be paid iefgdhe liability in the normal
course of business.”

(Quoted in Stolowy and Lebas, 2006, p. 158)

Historical cost involves recording financial statsrhitems at their cost to the
company at the transaction date. That is, historam@st expressly reports
something that has happerié&drhis allows verification of the recorded values,

against invoices and receipts. Further, changescorded values (of fixed assets)

% This contrasts with fair value, which posits ami@u-factual value in the event that a transaction
that did not occur, had occurred.
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are regulated by the depreciation schedule seldzyethe company up to the
point of asset realization or liability settlemebDepreciation is calculated on the
original value, with a range of methods availafileis choice of method and the
rate of depreciation provides some scope for maragdiscretion and error.

Tests for impairment may also be applied to measent under historical cost
accounting, although where impairment is appliegl lasis for historical cost’s
superior objective characteristic, that is its aieility, is obviated. The central
foundation for historical cost advocacy is thaisiimore reliable than fair value,
depending on a lesser degree of subjectivity (8tpland Lebas, 2006).

Furthermore, impairment under historical cost eifib systematically negative
bias as only impairment that reduces an asset'sevhklow the depreciation

schedule are allowed.

4.1.1 The case for historical cost

The case for historical cost has generally beemmckd on the basis that
it has greater reliability than fair value. Histi cost numbers consist in actual
prices paid by an entity or value received at tlamdaction date. They do not
require assumptions, estimates or other subje@ssessment (at the point of
original recognition). This view favours the origirinterpretation of verifiability,
as an analytic entailment of a past transactiocepras the central condition of
reliability. A central concern raised by historicast advocates is that many fair
value measurements do not involve an arms-lengthir{dfact, any) transaction
(Toppe-Shortridge, et al, 2006). By eliminating mggals and valuation
techniques historical cost proponents contend ttiatscope for manipulation is
reduced (Toppe-Shortridge, et al, 2006).

The principal concerns of historical cost advosaarround the absence
of an arms-length transaction and the introductibsubjectivity to accounting
valuations where no market price exists. This concelates to levels two and
three of prescribed fair valuation methods (disedss further detail under “fair
value”). From this objection it is possible to infen implied historical cost view

of historical transaction prices at fair value, the time of the transaction,

111



consistent with the definition articulated by th&SB (1989). In this context,
some grounds to allow the objective character afdaction-basis accounting
measurement exist, but only at the point of ass®juiaition or liability

assumption. It is not nearly so obvious that thenemic substance of financial
accounts would be supported in relation to reabmatas a precondition of
recognition. This point relates to certainty, obtag from realization,

acknowledging that until realization of an assetlischarge of a liability occurs,

it is inappropriate to recognize income under mistd cost.

Historical cost advocates point out that histormadt does not rely on the
subjectivity inherent in fair values derived fronodel-based valuations. Where a
market price is not available for a similar asseljusted for differences, or there
IS no market-based price at all, fair value spesifnark-to-model. The model is
to use as much market-based information as possild¢orical cost proponents
argue that such valuations are highly subjectivetemially embodying
management bias. A wide range of model valuatisnpermitted. This risk is
obviated by historical cost which records such tass¢ acquisition cost, less
accumulated depreciation. Once the basis for dgtrec is established no
opportunity for management’s manipulation of theorded values exists other

than impairment.

In terms of initial recognition historical cost dadly relies on the
assumption that the parties to the transactiondaetgonally. That is, historical
cost in such case, eliminates subjectivity withoss of relevance (IASB, 2006b).
Limited circumstances challenge this notion whére transaction (acquisition)
was the result of a bad decision, where costs exiteerecoverable amount, such
as costs of construction of a building adverselpanted by delays, or where the
acquisition was a bargain. Outside of such spemasks, initial recognition at
historical cost seems to capture reliability aniéwance. Notably, such historical

costs are generally functionally fair values (IASB06b).
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4.1.2 Structural advantages of historical cost

An advantage of historical cost claimed by its jmgnts is that it is
symmetrical in its treatment of both sides of tladabce sheet. Where fair values
are widely employed for assets, liabilities areuedl at their nominal value
(Chorafas, 2006). A mismatch occurs where asse&tsmarked-to-market and
liabilities are recorded on an accruals basis dft @mortized to impairment
(Chorafas, 2006). This view of the balance sheetnsgtry of historical cost
versus the asymmetry of fair value is not an esaleptoperty of fair value so
much as an objection to mixed attribute accountinghis sense the issue does
not describe a qualitative feature of either systsonmuch as it identifies
problems with implementation, complicated by enttesd, diverse interests that

operate to confound the comprehensive use of &irev

A related advantage claimed of historical coshét it is a simple basis for
accounting valuation. This case is made by oneisibtical cost’s more vocal
proponents, Flegm (2004; 2005), that the growinghgexity of accounting
standards and guidance is due to fair value measune Arguably, Flegm (2004)
is conflating the complexity of contemporary acdium standards with the rise
of the influence of fair value measurement (Squiesiith, McDougall, and
Yeack, 2003). FASB guidelines have grown to ove0,000 pages of rules
(Squires, et al, 2003). This significantly comples interpretation and
application. The case for principles over rulese@, 2004; 2005), whether
independently valid or not, does not address thhcal cost/fair value debate.
As Levitt (2007) and Schuetze (2004) have argudthoagh fair value is
somewhat more complex than historical cost, ituilsssantially in compromises,
largely generated out of resistance to a coheraint Vialuation system, that
standards have proliferated and their volume swdlASB, 2002). This is more
instructive of a problem attending mixed attribateounting, as a consequence of

resistance to fair value, than it is of fair vaper se.

Historical cost is favoured by the banking indydtr the lower level of

volatility it entails in financial statements. Thincern is more extensive,
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although to a lesser degree, being raised by indasteliant on hedges, or
speculative use of derivatives. The case is madeelation to non-hedge
instruments, in particular, that the informationueaof fair value adjustments
(particularly to long-term financial instruments wuncertain where the loss or
gain may never be realized. There are concerngthbahcreased volatility of fair
value may increase the cost of capital for certadustries. It is not clear that
these arguments reflect a virtue of historical sosinuch as a flaw. The case may
be made that increased volatility reflected in fimancial statements is better
reflective of the underlying volatility in the makand, thus, economic reality
and as a base for the assessment of manageriatmarfce. This argument for
historical cost seems to be an argument motivatethé desire to obscure the
economic substance of certain events. It is a n@mnagt/issuer GPFR user based

argument and therefore, in the context of the ciitteeory, able to be rejected.

4.1.3 Bases to question historical cost

Given the lengthy tenure of historical cost asefgred valuation method
it is unsurprising that it has encountered perioidsesistance and threats. What is
possibly more remarkable is the tenacity with whichas repelled such threats,
oftentimes with little beyond its incumbency to seumend it. The external
catalysts for threats to historical cost include #hevated inflation of the 1970s
and early 1980s which served to cast doubts alb@uturrency of historical cost
accounting until the mid-1980s. This pressure abat® inflation was brought
under control by the early-mid 1980s. Subsequemtigirket crises of the late
1980s revealed the opportunism that historical atistved due to the realization
basis for recognition it entailed. Where such aorepach was a central element of
prudence or conservatism by intent, it allowed mgan® to cherry-pick
performing assets for realization, while retainpaprly performing assets at their
cost price. During the Savings and Loan crisisnepay the mid-1980s and into
the early 1990s, this behavior exacerbated the ehaslump when markets
rebalanced. The cumulative influence of externatds has led to the rise of

current cost accounting variants, against the iro@mt historical cost. This
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section considers arguments against historicala®sin accounting measurement

base.

The general problem associated with historical t cegcounting
measurement is its lack of currency (Herz and Mady 2008). This, it may be
argued, compromises its decision and value relevarihis problem is
compounded by a general lack of comparability betwentities and between
particular assets of an entity (Kirkman, 1985). Trensaction date basis for
valuation inherent in historical cost discounts theterogeneity of transaction
points. If we grant that, given historical cost s@w@&ment presupposes a
transaction between willing parties, what histdrimast represents in accounts is a
range of transaction point fair values. This measant base is, then,
systematically mixed-attribute, due to temporalityhis issue is further
complicated by depreciation schedules applied xedfiassets on the basis of
management selection based on expected usefuhbfeiscussed, historical cost
accounting representational faithfulness is negéticorrelated with inflation.
Possibly more importantly, as previous crises haegealed, managerial
manipulation of their results is possible undetdrisal cost’s transaction basis
for recognition. This is of particular significanbecause it presents incentives for
managers to behave dysfunctionally in an orgarmimati sense, realizing better
performing assets and investments while retaingsgdr quality investments that
have performed poorly, so as to avoid the transadfsale) that would trigger
recognition in the company’s accounts. These agestibstantive problems with

historical cost.

A central concern with historical cost is that @oating is performed in
nominal units (national currencies) and that thesmplicate international and
inter-temporal comparability. This may have beess Iproblematic historically
where pre-debasement currencies were the nomiitabfuaccount but the rise of
fractional reserve banking and the decline of tbkel gtandard have complicated
comparison. Wherever broad money supply grows tesx of GDP growth, a

variable inflationary affect is imparted to assearkets. More obviously, the
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general price level adjustment bases to accountiegsurement were proposed in
relation to consumer price levels in the 1970s &4@80s (Whittington, 2007;
Tweedie and Whittington, 1997; Kirkman, 1985). @artcounterintuitive results
obtained from such proposals, including positivéabee sheet implications for
heavily (monetary) indebted companies with couraiéing real assets (Clayton
and Blake, 1984; Lucas, 1981). The effect of trdffeculties, combined with re-
established control over inflation globally, led ttee dissipation of impetus for
such proposals although current value accountidggasned some traction by the
mid-1980s (Kirkman, 1985).

A number of periods through recent history havealestrated the ability
of management to postpone presenting the substamioonomic nature of
companies underlying businesses due to transaltieaed accounting (Landsman,
2006). This occurred during the Savings and Loasiscof the late 1980s and
subsequently, in the lack of recognition of declquivalues in the US auto
industry due to structural overcapacity (SchuePf$6; Toppe-Shortridge, et al,
2006). Where historical cost accounting providesifopairment of assets this
disconnects it from its purported reliability, whiconsists solely of an historical
transaction price as an objective reality. Both tato-industry and post
September 11 aircraft and airline industries haxaeded write downs that would
have attended a fair value accounting of the relecampany’s assets due to
industry overcapacity. Instead, value decremenés cictated by depreciation
schedules which, on a ‘useful life’ of asset basifi,not account for expectations
of actual use or changes in these. This is nottantally obviated where some
part of the depreciation calculus relates to acusé¢ as the fixed asset is

implicitly permanently impaired on an embedded edbasis.

There are circumstances where, in times of maokehdustry decline,
historical cost offers too-favourable an impressobrcertain companies but it is
also potentially unrepresentatively pessimisticrdiation to contemporary times
historical cost understates the value of the ailustry, natural gas and, more
generally, the value of intangible assets (Schyu&2@6; IASB, 2006b). The case
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may be made that where historical cost systembtiealdervalues internally
generated intangibles, partial recognition undenfalue in its present form could
be improved with the addition of conceptually camrmodifications to fair
valuations of such assets. Nowhere is this proposainsistent with fair value,

reflecting the embedded value of intangibles.

Historical cost can actually inflate values relatito current value (fair
value as one variant) during periods of economiike or turmoil (Churchill,
1977; McNeal, 1977). This would be true of relayv@ew companies and
companies that have acquired significant assethdrnperiod directly preceding
general market decline. This could establish GPBRies for a company that
support the security of debt funding where the uyde economic reality is that
the debt is inadequately secured (Churchill, 19Thjs risk is greatest during
recessions, disrupting bankers’ arguments thaoisil cost provides a ‘margin
of safety’. The margin of safety inferred is unaelie, potentially non-existent

and, in any circumstance, no basis to make a @tiending decision.

The magnitude of lobbying for historical cost pes an indication of its
objectivity-challenged nature. By inference to oppoism inherent in the voluble
support historical cost garners from some quakterfiave reason to question the
substance of the positive claims made in its supp®reviously discussed
instances include Colleen Cunningham’s (former GE®EI) argument that fair
value is fundamentally flawed by its reliance onbjsative, model-based
valuations (Toppe-Shortridge, et al, 2006). Thisegealed as the disingenuous
pursuit of sectoral interest that it is by her fduent argument that investment
analysts would prefer to retain the competitiveaadage they have in converting
historical cost accounting information into failwe-based accounts (Fink, 2006).
Although unstated, Cunningham may attend some valuthe disinterest of
external model-based valuations but essentially a@lggiment is motivated by
analyst advocacy. | have outlined the case thdysiisaare not independent GPFR

users, their use is derivative. It follows that tiryg that complicates investor
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information accessibility, such as accounts th&ldish a need for information
processing intermediaries, is a deficiency in GPFR.

4.1.4 Summary

Historical cost has a long tradition in accountwejuation. Over time
traditional accounting has come under threat duwiittespread dissatisfaction
with its relevance to investors. Periods of eledatdlation, the Savings and Loan
crisis of the late 1980s, and the progressivelyvgrg gap between book values
and market values, have all raised doubts aboutele®ance of historical cost
accounting. This development has been reflectedtiend towards fair values by
major accounting standards setters. Against théndir historical cost has
considerable trenchant support from diverse interd$ie position is substantially
encapsulated in the relevance/reliability debates Tebate has observed a sub-
optimal trajectory as the defence of historicalta@duation obstinately promotes
an interpretation of reliability as a truistic efrteent of verifiability as a function
of records of an historical transaction. Drawnhage terms the argument is that
fair value is not reliable because it is not his@rcost. Reasons exist to resist
such circularity where the reliability assumed ddtdrical cost has no currency.
All that such reliability warrants is the value tied from an historic transaction
is factual of the historic event. Nothing essehtiabout this kind of reliability

tells us anything a rational decision maker woelg on.

4.2.1 Fair Value
What is Fair Value Accounting?

Fair value is a current value-basis for accountiegsurement. It has been
gaining influence in accounting standards since 1B80s, against the (then)
incumbent, historical cost. Fair value accountingasurement is defined by the
FASB as:

“The price that would be received for an assetpard to discharge a liability, in

a current transaction between marketplace partiogain the reference market
for an asset or liability”

118



(FASB, cited in King, 2006, p. 47)

The definition applies conditions of willingness time parties to transactions,
their knowledgeability, and that the transactioiceris not due to liquidation
(AIMR, 2007; Landsman, 2006; FASB, 2006b). Fairueals composed of three
basic levels (Elad, 2004):
1 Market quotes for identical assets or liabilities.
2 Estimates from a market for similar or related &sse liabilities, adjusted
for differences.
3 Model valuations with as many market inputs as ipbss(Landsman,
2006; FASB, 2006b; Hague, et al, 2006; IASB, 2006b)

Although fair value favours prices in deep andikigonarkets, it is not expressly a
market value or an exit value (Elad, 2004; Cair@8p6)> It recognizes
unrealized changes in the market price of assetdiahilities, distinguishing it
from the transaction (realization) basis for reabgn under historical cost (Bies,
2005). Regulators specify a preference for levet @aluations (Hitz, 2007).
Where these are not available, level two is pretemnd, finally, where model
valuations are the only available option, thesetatge used, employing as much
market-derived input as possible (Herz and MacDhr2008). The case is made
by Ryan (2008) that level two values are justifeatlhere they are, as described
in standards, estimates from (active) markets forila assets, adjusted for
differences. However, a second allowable clase\al ltwo is prices delivered by

inactive markets (Ryan, 200%).

Fair values are progressively more important ie thevelopment of
international accounting standards (Rutteman, 188&B, 2006; IASB, 2007c;

% Although, as noted by Hitz (2007), accounting s do not distinguish the level of depth or
liquidity of the referent market when allowing tléjective value of any market-informed fair
value.

% This is more of an ill-defined area of fair valiéo firm basis for assessing the liquidity or

depth of a market is provided and, at least ustient times, any market value has been preferred
to a non-market alternative, without referencenquality of the referent market’s formation.
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2007d). The intention of standard setters is that falues will produce
accounting standards and information that will émalsers toidentify what
cash flows are possible or realistiqKing, 2006; IASB, 2006b). Fair value
accounting is implicitly predicated on the view tthraarkets are substantially
efficient although, in contrast to certain argunsergositing a conceptual
challenge to fair value, value-relevance, | extémal predication of fair value to
allow that fair value accounting can exist in tlomtext of somewhat inefficient
markets. Fair value may be advanced as a normpto@osition; enhancing the
efficiency of markets (Miller, 1999Y. The principal argument for fair value is its
decision-usefulness/relevance (Bies, 2004; IASBO6B®). Standard empirical
analyses of accounting valuation relevance are dbase an assumption of
securities prices as reflections of value. Thisegehcircumstance would suggest
the fair value case for its own relevance is sirhlaircular to the case for
historical cost and its reliability, described poasly. Contra-Zimmerman and
Watts (1986), fair value advocacy does not pressgpibs own descriptive
characteristic. In this sense, fair value can allogeneral level of efficiency that
can be enhanced by fair value accounting, supmpfair value as a normative
proposition, whilst allowing that, at a conceptlealel, it has incremental value in

an informational role (Miller, 1999).

4.2.2 The case for Fair Value accounting

The principal case for fair value accounting iattih has greater relevance
for accounting information users (IASB, 2006b). Agngficant volume of
empirical evidence has amassed, establishing,himtost part, that fair value
financial accounts more accurately correspond wiginket prices of equities than
historical cost does. Such research supporting falue includes,nter alia,
Caroll, et al (2002) and Venkatachalam (1996). &elence is not universally
supportive of fair value relevance but, intuitively is not difficult to infer the
greater relevance of fair values (current valuesingared with historical,

transaction-date values. It is possible to makegthadification to the case for fair

%" This is a point | return to later in this chapperthe discussion of Hitz’' (2007) challenge to the
conceptual foundations of fair value.
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value that where it fails in reflecting market veduthere may be a case for certain
elements of re-specification. One such case mighlude a more extensive
internally generated intangible asset recognitizentis available under current
accounting rules (Aboody and Lev, 1988). Recognitaf revalued, formerly
impaired intangibles, up to the maximum level o€ thre-impairment level,
captures minimal recognition of internally genedatetangibles. The only in-
principle reason to object to such recognition Ireshe putative lack of reliable
measurement of internally generated intangibless Thliability objection is
inherently an historical cost conception as ithis tost, and the ability to separate
expensed cost from capitalized cost that cannobhdeesured reliably where such a
distinction would not impact a fair valuation oftamgibles. As with many
reliability arguments, the default position fromcentainty of measurement seems
to be non-recognition. Inferentially, the strongpospition that has arisen in

response to the ascendancy of fair value suppertslevance (Edwards, 1989).

The FASB has expressed the desire that the plascymderlying financial
accounting should be identified and emphasized &AX®05). It is held by the
standards’ setter that comparability feeds intewahce and reliabilityPrima
facie comparability favours fair value over historicalston a systemic sense,
where historical cost operates with temporally fegeneous values against the
temporal homogeneity (current value) of fair valugireats to fair value
comparability pertain principally to the specifiat of its subjective operation
on, especially, level three model valuations. Th&SB (2007a) concepts
statement No. Rualitative Characteristics of Accounting Infornatj specifies
comparability of accounting information, allowingnvestors to identify

similarities and differences between two sets ohemic events.

The FASB (2005) identify relevance as consistingpredictive value,
feedback value (accountability) and timeliness.idbdity entails verifiability,

neutrality and representational faithfulndSsrinancial accounting information

% Reliablity has now been subsumed by representitfaithfulness, with reliability relegated to
a secondary, or enhancing, characteristic.

121



should be useful to decision-makers in assessislg ftaws and it should provide
information on resources and claims on these (FAZEB5). The FASB (2006;
2006b) concluded that, in general agreement wito@ating information users,
the fair value option provides relevant informatiomhis would seem to
significantly undermine the argument of historicakt, conservatism proponents,
such as Holthausen and Watts (2001), that infoomabin equity valuation is a

minor concern for standard setters.

Fair value finds general support amongst the nmetmdards’ setters, the
IASB and FASB (Chorafas, 2006). Part of the ascecelaf fair value is in the
need to find a standard global accounting measureimese (Camfferman and
Zeff, 2007). If this has not established an indeleen impetus for fair value it has
created equality between it and the incumbent,ohcstl cost (European
Parliament, 2007). Evidence of the growing suppodtandards for fair value is
based largely on its closer proximity to econoneality, even allowing for
model-valuation errors, than the fiction of amatiost (Woods, 2004).

4.2.3 The purposive approach

The case has been made that there are limitedcatiolns for the value-
relevance accounting literature unless standard®rseinfer such relevance
(Holthausen and Watts, 2001). This argument isagKkdoor' challenge to the
central basis to empirical research involving datien analysis, that is, stock
price regressions on fair values, compared wittohtzal costs, as evidence for
fair value relevance. The real target here isvaluation. The argument is made
that such analyses assume the priority of the tovess GPFR user (Holthausen
and Watts, 2001). The relevance of value-relevaessearch is contrasted with
the FASB SFAC No. 1, paragraph 41, which states ttha direct valuation of
equity is not the only purpose of financial accaugmt Developments in FASB
(and IASB) standards, Discussion Papers, and obisertes generally do not
support the view of Holthausen and Watts (208TJhe inferred irrelevance of

value-relevance to standards’ setters is not arsecanclusion. The FASB

% This issue has been discussed at greater lenggopsly.
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position may be more accurately interpreted astt@m), “equity valuation is not

the exclusive relevance criterion for accountinfgrimation.”

The argument that the value-relevance researchida® no independent
support for fair valuations as an influence on d#&ds setters, strives to
undermine the central argument for fair value vatue-relevance, but it fails to
do this in two key regards. The case has been rtfatethe primacy of the
investor as GPFR user is an intentional objectina thajor standards setters have
been gravitating towards since the early 1970s. ré&/hdolthausen and Watts
(2001) argue that this assumption is unsubstadtigtee weight of evidence
supports it. Secondly, as Barth, Beaver, and Laads(8001) demonstrate in a
reply to the Holthausen and Watts (2001) view, gaklevance has been the
guiding intuition of US accounting standards siribe creation of the 1933
Securities Act. The heredity of US accounting ragah is briefly described by
Barth, et al (2001), revealing its development akrect response to the turmoil
pursuant to the 1929 stock market crash. Inferascgrawn to the standards
setters’ priority of objective equity market priginThey also note the number of
FASB research supplements that are adaptatiorfeofalue-relevance literature,
supporting the relevance of this literature. Furttigey observe that SFAC No. 5
states that value relevance is distinct from denisklevance. This operates to
qualify the targeted information required by stadda setters. Value
relevance/decision relevance is now, arguably,pdr@amount focus of both the
IASB and the FASB, with their progressive trend aogls fair value accounting
standards. To use one brief qualification to th@anance of value-relevance,
dating to 1978, as definitive evidence for the ibwulbf the enormous body of
empirical value-relevance research seems a despplay of academics who

simply do not like its fair value implication.

4.2.4 Industry support for fair value
A number of industry groups argue that fair valeecainting information
is useful to accounting information users. Assaerabf Investment Management

and Research (AIMR, 2004) believe that investoedrte know the current price
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of an asset, not its acquisition price. They argnether advantage of fair value
accounting is that it better reflects the growingatility of markets. | have

previously made the case that this increased libjais a structural feature of

modern (post-1980) financial markets, and thugng-term effect (Wray, 2007).

It is further argued that fair value entails entethcomparability over historical
cost (AIMR, 2004). This point is illustrated by thase of two companies, owning
similar pieces of land, with similar current marketiues, acquired at different
times. Under historical cost, provided only thagithrespective acquisition dates
entail a significant differential transaction pricthese will be recorded at
substantially different prices (Shortridge, et 2006). Against this, fair value
opponents contend managerial valuation may refeeth similarly valuable

assets, valued materially differently on the basigstensible differences. It is not
clear that this objection describes an inhererttifezof fair value. In general then,
the issue of cross sectional comparability favdansvalue. Fair value imposes a
need to misrepresent objective reality, establglarbasis for liability, whereas a
similar result can obtain under faithful historiceabst accounting. That is,
allowing that model-valuation assumptions are disetl, the reporting entity
must make an overt misstatement whereas histarasdlpermits that same entity
to simply not execute the transaction that woultivde the undesired outcome.
Rather, it seems to relate a caution regardingrextesaluation and valuation

liability.

The pro-fair value view is iterated by the Ceettfi Financial Analysts
Institute (CFA, 2007). They argue that fair valsghie only useful information for
decision-making. They cite their on-line surveytwb thousand investors which
found 79% of respondents preferred fair value astoas the basis for decision-
making (Herz and MacDonald, 2008). CFA rejects vhkie of historical cost
valuations, stating that they do not reflect thereenic effects of a company’s
operations. Furthermore, arbitrary depreciationedakes inherent to historical
cost accounting do not reliably describe realitifA4C2007). Assets may continue
to generate cash flows long after having been ewittown, such that managerial

compensation is calculated in the write-down perood excessively expensed
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accounting records and, upon full write-down, ondenmstatements of cost
pertinent to those periods. Through both periodg fkeancial ratios, such as
return on investment will be corrupted by the caprs depreciation schedules
used. This does not require managerial manipulaltmugh it may; it merely

requires an error in judgment where useful lifatipalarly of unique assets, can
only be estimated. This will be especially pertinehere realized depreciation is
substantially a function of use. It is argued #iafinancial decisions are based on
fair values and that this establishes their objectivorth as the accounting
measurement base (CFA, 2007).

Official support for fair value is reflected inehpreviously described
positions of the IASB and FASB and also, with sogualification, by the US
Federal Reserve (Federal Reserve, 2005). They gnanffair value accounting
information is relevant to users in the valuatidrassets and liabilities. However,
the Federal Reserve has articulated reservatiormitathe recognition of
unrealized changes in the fair value of all finah@ssets and liabilities. This
iIssue has been addressed previously with the madidn to the singular
comprehensive bottom line. Federal Reserve resahimits variability in the fair
value of bank loans and questions the reliabilitgubjective inputs into valuation
models. It notes that small changes in pricing rhasumptions can have
significant implications for fair valuations. | adds this problem later, following
Stephen Ryan’s (2008) position, indicating greateiclosure of these model-

valuation subjective inputs.

4.2.5 Academic/empirical support for fair value

A significant body of value-relevance literaturedaresearch has been
developed in support of fair value relevance. Earthe discussion addressed
whether value-relevance was a central concern afdsrds setters. Here the
discussion turns to consider the evidence for thleiesrelevance of fair value
accounting. Although there is contrary evidence, pheponderance of evidence
supports fair value relevance to investors. Muclthef value-relevance research

focuses on proofs of the correspondence of fainaswith market prices. The
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preponderance of this research is US based anddsan the financial sector
and, more particularly, financial assets. This legistical constraint, imposed by
the current application of fair value standards #redlevel of development of the

accounting academy in the US relative to othesglictions.

The evidence for fair value relevance, althoughegally supportive of the
proposition, is mixed. The 1995 study by Petrord &viahlen supports the value
relevance of fair values for listed securities lwihere market prices are
unavailable, fair values are too unreliable to dlevant. SFAS No. 107 has been
the subject of extensive research. Findings tyjyicébllow Petroni’'s and
Wahlen’s (1995) conclusion, that fair values focigéies with market prices are
value-relevant but for non-market securities theetation between share prices
and fair values is less clear (Nelson, 1996; EccRarmesh and Thiagarajan,
1996; Barth, et al, 1996). This evidence is, innfuequivocal. Arguably, it
indicates a positive value to detailing the valmatbasis employed in arriving at a
fair value for non-market assets and liabilitiesafén, Boatsman, and Herz,
2000)%° Alternatively, the case has been made that fireciigity of value is not
reflected in fair value (Eccher, et al, 1996). Gixan assumption of the inclusion
of the basis of fair value calculation in the adusy this interpretation is
abductively inferior to that proposed by Wahlen,aBman and Herz (2000).
This position is supported by Cotter and Richard&f®2), who find greater fair
value/security price correlation with external agpgpals of non-market assets. The
generally greater relevance of fair values is frtsupported by Barth and Clinch
(1998), who find that fair value revaluations afdncial, tangible and intangible

assets are reflected in stock prices.

This issue makes the research conducted by Abddalth and Kasnik
(2001) of particular interest to the valuation vallece debate. It is additive in
substantive terms where much of the value-relevéditerature generated in the

US is, at best, a modest empirical increment tosterg knowledge. It is

% This is similar to Ryan’s (2008) proposal and @ mas fair value is currently specified in
standards.
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distinguished by its contemplation of the impliocas of fair valuations in terms
of relevance and decision-usefulness as they affeetl assets. Secondly, it
supports the predictive value of fair value revabres of those fixed assets. A
significant positive relation between revaluatiook fixed assets and future
changes in cash-flows and operating incomes isdnote study of UK firms by
Aboody, et al (2001). They control for variatianstock prices that is unrelated
to fixed asset revaluation by regressing stockegrion the revaluation balance,
earnings and book value. Three years’ data froralu@tion are used to assess the
impact of revaluations. This research and its amichs are supportive of the
predictive value of fair valuations, making this @mgst the most significant of

the value relevance research.

The findings of Aboody, et al (2001) have been leimgled on the grounds
of research execution issues by Sloan (2001). Hpiesr that the research
methodology was flawed as it had to rely on obdaev&urrent values without
controlling for management errors and biases. Eurtihe case is made that the
Aoody, et al (2001) conclusion is overdeterminedoperating performance is
influenced by many factors. Amongst the researcéigdeflaws Sloan (2001)
observes is the use of only three years’ of cashsland operating income data
from the revaluation date. The impact of increadelt assumption on the basis
of asset revaluations, [maintaining a constant -tteletquity ratio], is not

considered.

The objections raised by Sloan (2001) are largedubstantial. It is not
obvious that three years’ cash flow and operatingfitpdata, post-fixed asset
revaluation is inadequate as Sloan contends. Ehédes to his observation that
many factors impact on operating performance aadtility to control for these
diminishes progressively with time from the oparatevent. It is unlikely that
Aboody, et al (2001) would advance the case thagvaluation of fixed assets
functionally guarantees the company’s outperforreaimcterms of its operating

and financial metric throughout its indefinite Bfean. If we accept this challenge
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of Sloan’s we have to allow that nothing else m#gch company performance,
however far such extraneous events are from theuation date.

The second substantive claim Sloan makes is @valuations allow the
company to assume more debt and thus facilitateeased cash flows and
operating earnings. In the first instance, thisuargnt assumes that all debt will
yield net positive returns. Clearly Sloan’s argumaasumes that investors in
fixed interest instruments are systematically foreg risk-adjusted returns.
Setting this concern aside, some incremental indtion value may exist in net
profit as one of the tested metrics but it is dawlhis speculative proposition of
Sloan’s is, in any event, well-conceived. The argatriturns on the lack of an
explicit control for total debt over the study meti An implicit assumption
underlying this observation is that the bankingustdy lends on the basis of
accounting numbers and that a loan would not benebed against an asset worth
a given amount if its historical cost was much I€Hsis seems to assume the
banking industry systematically eschews risk-a@digtrofit opportunities. This is
unlikely.

Another issue Sloan (2001) raises is that the Appetlal (2001) study
relies on observable current values, without cdinigpfor management errors in
these. This indicates some value to repeatingttigdy sin expanding the sample,
and, possibly, in assessing the veracity of managé®stimate history in relation
to the sample companies. The latter suggestioatifest, theoretical and, for
practical purposes, logistically too demanding &l uncertain of delivering a
sound conclusion. In any event, extending and tepethe research would seem
to offer a reasonable control against systematiopsa bias in the revaluing
companies. It is not clear that Sloan is arguirigriore here than that Aboody, et
al’'s (2001) probabilistic conclusion, is not centalf this is his argument it is

reasonable to grant his concern, without sharieg/téw of its substantive nature.
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4.2.6 A response to the manipulation risks of faivalue
Managerial manipulation is raised as an inheresk of fair value

measurement, principally due to third level failuegion methods (Beatty and
Weber, 2006; Flegm, 2004). The case is made thekimgato-model involves too
great a level of subjective judgment on the parimahagers. There is no doubt
that this has been a problem in the past. Agamstrisk Chorafas (2006) argues
that volitional manipulation of this kind may be ntmlled by increased
managerial accountability. He cites the risk of impnment, describing the case
of Daewoo Group in South Korea, owing more than Biiibon. The result of this
situation was a prison sentence for the former loéd@hewoo, Kim Woo-choong
(Chorafas, 2006). Further, Enron directors agrequhy $13 million personally to
settle claims against them involving accounting ipalation. Enron’s insurers
paid out $155 million in relation to this mattern@afas, 2006). The implication
Is that such personal accountability of managensemt boards may mitigate
valuation manipulation risk. Arguably, increasech@ées specified under the
Sarbanes-Oxley Act will further enhance this risénttol. What might be
suggested here is that the sufficiency of the mamaat risk is determinative of
the risk mitigation achieved. This argues for teenoval of arbitrary maximum
financial penalties and prison sentences, makiamtfunctions of the magnitude
of the manipulation and the losses caused. Increxhtnthis posited risk control,
the disintegration of Arthur Andersen might readsdpabe expected to

reconfigure the agency risk/reward equation.

The Sarbanes-Oxley Reform Act, passed by PresiBeish in 2002,
adjusted the risk-reward ratio for CEOs and CFGse TEO or CFO became
liable to certify filed financials and where theaee later found to be non-
compliant, a requirement was imposed that thefgerg officer refund any bonus
or equity-based compensation received in the yaellowiing the non-compliant
document (Squires, et al, 2003). Maximum penaltietuded fines of up to $5
million and up to twenty years imprisonment for itiohal non-compliance
(Squires, et al, 2003). The effectiveness of thasasures has been constrained

by practical difficulties establishing the “willingand knowing” in non-
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compliance, as a pre-condition for punitive measukéoreover, Sarbanes-Oxley
has had its efficacy in managerial manipulation st@ined as it relates to
publicly traded companies that are registered énUs. A number of recent high-
profile corporate collapses were of companies teged off-shore, including

World com, Qwest, and Global Crossing (Squires),e2003; Schuetze, 2006).

It is not clear that the issues raised in recegh-profile corporate
collapses relate principally to fair value accongti manipulation. The
opportunism inherent in unethical behavior may lwargenerally linked to the
speculative excesses generated by advanced phésas economic boom
(Minsky, 1986; Ryan, 2008). More particularly, letrecent context, competitive
pressures for returns in a low interest rate envirent may have aggravated the
incentive affect of opportunistic behavior (Schwai2008). Deregulation of the
telecommunications industry is argued for as a isogmt influence in the
aforementioned collapses (Stiglitz, 2003; Merin@02). Tax cuts are also held as
aggravating speculation (Stiglitz, 2003). WheregFRie (2004; 2005) ascribes
Enron’s collapse to fair value subjectivity, Sclage(2006) observes that the SEC
erred in failing to specify external appraisals foodel-based valuations. This,
then, looks more like an implementation issue mathan an inherent failing of
fair value. In addition, Flegm’s (2005) complaint declining ethics cannot
reasonably support the inference to causation byvidue. Independently, the
suggestion of a decline in business ethics ovepd#se thirty years, if accepted, at
least partially exculpates fair value of causalityecent corporate collapses. This
suggestion must be qualified by skepticism aboagi's evidence of declining
business ethics. He cites the increased priorityrdéd investors as the target of
GPFR by students after one year’s study as evidehee ethical collapse. This
position is incoherent as declining ethics, resgltin business collapses, harms

residual interests (equity holders).
Against Flegm’s (2004) view that fair value waspensible for the

collapse of Enron, Veron, Atret, and Galichon (20@6gue that fair value

accounting has reduced the tools available to neeagnings. Arthur Andersen,
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Enron’s auditors, were able to take the word of dbiw audit committee
regarding model valuations due to rules prevailihghe time (Scheutze, 2006).
These rules were not particular to fair value. MbtaFAS No. 98Sale and
Leasebacl(1988) aroused significant managerial resistance tduthe reduced
ability to use off balance sheet accounting treatsx¢Veron, et al, 2006). The
fact that the staff of Enron erupted into cheetsdf, 2005) upon revelation that
they could use fair values may be more instructofe the potential for
opportunism that inhered in its (then) too loosecsration and insufficient audit
practice. The case has been made that tighterfigadion of audit procedures has
a more central role in agency risk control than sneament bases do (Ronen,
2008; Turley, 2008).

4.26 The misspecification of reliability: Accountirg for intangibles
The historical cost presumption of reliability thgh verifiability by

reference to a past transaction seems to mis-gpebiective conditions for
reliability. This issue is brought into focus by dduly and Lev (1998) in their
consideration of the growing gap between accountadges and market values.
This, they argue, is due to the failure of existaogounting to measure the value
of intangible assets. They make the case that S¥AB6 introduced the option
of capitalizing research and development experalitind that, of a study of 163
firms taking this option from 1987 to 1995, stockturns were positively
associated with intangible capitalizatibnReliability concerns establish the basis
for an essentially historical cost basis to resggiitalizing intangibles. Arguably,
fair value has the mechanism available for suchsoremnent, in the form of
embedded value; the present value of discountedefwtash flows. Conversely,
historical cost inherently fails to acknowledge aue attributable to internally
generated intangibles. The central quality of telity claimed by historical cost
proponents seems to depend on removing the riskaking uncertain positive

statements by maintaining silences. In this senseatgument is less obviously

“L 1t is not clear whether the capitalization optemcouraged these firms to invest in R&D, and if
this is the reason for their relative outperformgnigowever, assuming it did not result in non-
accounting variable changes, this serves as indem¢revidence of the informational value of fair
value accounting for intangibles.
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for the reliability of accounting information thdar its irrelevance. This looks
more like ensuring accounts say nothing wrong lyynsglittle worthwhile at all
(Booth, 2003).

4.2.7 Problems for fair value accounting

The general basis to objections to fair value & this unreliable (Hitz,
2007; Wabhlen, et al, 2000). This consists in redardhe previously described
three levels of fair value specified in the staddaof the FASB and IASB. In
relation to level one, market values for identiaakets, the concern is that the
reference market is treated as delivering objectaleies regardless of its depth
and liquidity. This issue affects level two valweis as well, aggravated by the
lack of any strictly relevant referent market ar tsubjectivity inherent in
adjusting for differences between the particulaeasr liability and its ‘similar’
referent. The final level, level three model valoas, creates the greatest concern
(Hitz, 2007). Model valuations are highly sensitit@ minor differences in
assumptions, including asset utilization rates,coamtant cash flows, and the
discount rate (Bies, 2005). Each assumption isgratyy dependent on the
accuracy of the others. The reliability risks melil are valid and they do indicate
the need for careful standards’ specification (Wahkt al, 2000). Arguably, fair
valuations could be improved with more explicitdégnd contractual sanctions
than presently exist. Such liability would optinyadixtend to managers, directors,
valuers, preparers, and auditors. What is not atdat is that historical cost’s

paucity of useful information offers a superioeatiative.

A related area of concern is that of conservatrgmrent in the realization
basis of historical cost accounting measuremenhdtman, 2006). Where, in
traditional accounting, recognition only occurrdtearealization, in the case of
fair value recognition occurs in relation to unieadl changes in the (market)
value of assets. The absence of an arms-lengthairdon is held to undermine
the reliability of fair values. These issues intéate. The essential issue is that we
do not have certain knowledge that the values datbunder fair value will be

achieved. These concerns have some, if variablé. énat they do tend to do is
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reify the transaction point. There are reasongsest this implication of historical
cost accounting.

The evidence supporting fair value relevance heentchallenged on the
basis that the fair value/securities’ price comieladoes not provide evidence of
the causal relation. To the extent that fair valuerely reports market prices its
decision-usefulness is nullified. This propositignraised by Landsman (2006),
although more tentatively than by Hitz (2007) (Iissed later). What we can say
here is that evidence of market inefficiencies mes support for improved
market efficiency accruing to certain modes of pngation, disrupting the pure
information perspective. Such evidence is providieder alia) by Coronado,
Mitchell, Sharpe, and Nesbitt (2008). They findremental value relevance of
recognition over disclosures of pension liabilitifhe argument here is for a
normative pursuit of market efficiency, thus thenttadiction Hitz apprehends
does not arise. This contradiction is between p@siharket efficiency theory and
fair value. Axiomatically, a theory concerning thparticulars of regulation
presupposes some qualification to the efficientkaiahypothesis. Hitz (2007)
argues that, to the extent that fair value doeematly include incremental
information, at levels two and three of fair valitegonceptually violates its own
foundations and is compromised by the unreliabildf such information
(Landsman, 2006). This position too narrowly dedirenceptual fair value as
market-consensus value, discounting fair valueisceptual extension to values

that the market would grant but for insufficienfarmation.

In relation to fair values derived against pricdssecurities in deep and
liquid markets there does not appear to be anytantdge basis to the concern.
The absence of an arms-length transaction candxeepr by similar transactions
in the referent market between willing, unrelatedties. What opponents of fair
value (and more pointedly, banks) want to say etkat firm-specific valuation
is discounted by fair value. This is, assuming @&rfmanagerial rationality,
possibly marginally true. The price delivered bg tharket is one the firm does

not accept, admitting a managerial valuation ofabkset that isot less tharthe
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market pricé’? In this sense fair value provides a minimum vafi@ssets and

liabilities to the firm. If this is problematic fats excessive conservatism it is not
clear how historical cost improves the situatioresBmably, transaction prices
are not less than (for purchases) or not greaten {fior sales) the valuation

management places on an asset or liability atrémsaction date.

In terms of illiquid markets and second level fealuation, adjustments
are possible and they are regularly made. The taske these are uniquely
problematic overstates the difficulties involvetiwe allow that employee stock
options, subject to escrow of the securities unteyl those options or a
bonding/vesting period for the underlying secusitia strong-case of instruments
distinct from those traded on any potential referaarket is established, and we
deduce that these are valued at issue, then noatmses to frustrate valuation.
These derivatives are necessarily ascribed a valuley form part of
compensation. To argue that they are impossibleatae by both issuer and
employeereductio ad absurdunis to say the company is offering employees
some money and other stuff that is good. Thisrarstd. Both parties hold a firm
view of the value of the consideration.

In the case of illiquid markets, it is unclear waayange of value proxies
would not suffice, founded on disclosed assumptionderlying discount cash
flow valuations. Any suggestion that this is prob&ic presupposes a disruption
of the company’s going-concern basis. It essegtadiserts a liquidation basis to
accounting values similar to that proposed by Chambwithout first justifying
this liquidation assumption. The intuition herehsat representational faithfulness
is compromised where reliability is an assumed tioncof ‘worst case scenario’
anticipation. That is, the assumption that at angrgpoint, we need to know the

current value an (illiquid) market will offer is heecure. The problem is that the

2 Assuming the firm continues to hold an assetatility, against a given market price, the firm
can be assumed to value the asset or liabilitynahrmount not less than (or greater than) the
referent market price. It prefers to hold the asg#t information about this price known to it. It
may be that the market price, as opposed to thet asdiability, produces indifference on the part
of the holder, but this describes only the lowé@shfspecific valuation of an asset, that it might
continues to hold at higher prices, or a liabithgt it might only discharge at lower values.
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marginality of the illiquid market referent is exabated to the point where its

referent value relates only to forced sales.

The level three model-based valuations of faiugahre understandably
the most contentious of fair value bases. The stibjyy of appraisal and
estimates in model valuations is argued by hisébgost proponents to create the
basis for valuation manipulation. The model must as much market-based
information as possible. A range of alternative hods are allowed in mark-to-
model fair valuations. Minor changes in assumptionderpinning models may
have significant valuation implications. This comcds legitimate but it is
principally an issue of fair value operationalieatiand specification. The
problems at this level are not insuperable andr teelution links with the
extended disclosure and accountability functionicgrdated in relation to
prospective information. Fair valuations of the katwr-model kind inherently
contain prospective information. At each future iger from the modeled
valuation, that valuation will gain substantive pag or stand in need of revision.
If this, in tandem with bolstered liability for quable misstatement is insufficient
as a basis to assert the incremental informatidmevaf modeling value of firm-
specific, non-vendibles it is, at the minimum, wasl how amortised cost could
secure superior information for investors, espgcial light of fuller disclosure
surrounding model assumptions and a proposal totifygrimitive variables
(Ryan, 2008). The objection to fair value of thebjeativity of model-based
valuations loses its force provided that primitivariable quantification is
disclosed. This provision reduces preparer ability make unwarranted
assumptions, enabling scrutiny of those assumptiaangmented by comparison

between entities’ assumptions.

Another concern about (SFAS 159) is the relevaridair value consists
in the referent values (that is, market valuesyusetesting the valuation basis
(Wahlen, et al, 2000). This argument is essentialychallenge to market
efficiency (Kothari, 2001; Lee, 2001). This turm®and the idea that fair value

relevance assumes the objective character of maakets. The position takes the
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form that where fair values are stronger positiggelates of market values, it is
not certain that market values are descriptive rouaderlying objective value.
This argument is approximately that if market valaee just ‘fictions’ decision-
usefulness will not obtain from an accounting measient base that merely apes
(or even contributes to the formation of) those kaaprices. Fair value financial
reporting will do no more than tell the user whatlready known to the market

and what is ‘*known’ is uncertain as an objectiveniity.

Fair value referents have been further challersgeldeing relevant only to
traders, not (buy-and-hold) investors (Bush, 2008)is issue is one | have
discussed in the preceding chapter, in the coreider given to the question of
whether GPFR should focus on current or potentiareholders. In a slightly
different sense to the one advanced by Bush ibssiple to infer grounds for
some doubt about the relevance of fair values. idsudsed, Bush’s argument is
tenuous. Fair value may, however, be flawed inapdlating from the marginal
investor, including traders, to investors in gehefais is an implication drawn
from the potentially small fraction of a companygguity securities that are
regularly traded. In contrast to Bush | would n@nivto advance so tenuous an
argument as the view that fair values prioritisedérs as the target of GPFR.
However, the referent value objectivity of margiimalestors may be doubtful as
an input into investors’ decisions, at least to degree of precision implied by
market values. Against this, it is unclear how dristal cost obviates this
‘precision excess’ where it relies on values that @efinitionally marginalist in

that they are derived from completed transactions.

The related concern of no arms-length transactiorecognition without
realization seems to only exist as a problem wtibeze is reason to doubt
realizability. Possibly the issue that best illagts this concern is the fair
valuation of liabilities impaired on the basis btreporting entity’s increased
firm-specific risk, that is, risk of firm non-perimance or default risk. As fair
value currently stands, an objection is raisedh&asymmetric treatment it entails

in asset and liability valuation (Chorafas, 2008Jhere fair values are used for
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assets, cost amortised to impairment is used &dniliies. The asymmetry by-
passes the counter-intuitive balance sheet imprewmérthat obtains from, for
example, the reduced fair valuation of an entigusstanding liabilities, due to the

market’s estimation of the entity’s increased n$kiefault.

This ostensible asymmetry is less obviously prolaligc for fair value
than critics would suggest. The reason we mighstrggoblematization of this
issue, and still reject reporting financial stataemienprovements on the basis of
increased company default risk, is that the comgaas/ an ultimate liability to
repay the face value of its bonds. It can only dvpaying full value by its
bankruptcy or repurchase of its outstanding boAdgsuming the company was
situated to do the latter we would not expect tisealint to be substantial and,
even if it was, it would reduce significantly inetlevent that the company bid for
its outstanding bonds. There appears to be a messhlize any benefit recorded
in the limited case where the company’s ultimaaility is to the full nominal
value of its debt instruments. Conceptually, fafue as a measure of economic

substance survives this challenge.

On the asset side of the balance sheet blockagedmae parallels with the
corporate bond (liability) situation, although sdard setters specify that blockage
is not to be discounted. The distinction, and reaso hold the two situations
distinct, is that where a company must fundamentalier the supply/demand
equilibrium to realize a gain on its non-performarncsk-increased, discounted
debt instruments, unless the going-concern assamp$ disrupted, no such
necessity arises in relation to its assets. It oilgds to realize block holdings in
other companies, under normal conditions at a disicavhere its own viability is
doubtful. Conversely, realizing balance sheet gaimsts own discounted debt,
that are not due to a shift in the market intenede, without supporting
realization, would lead to the inference that th@mpany believes in the
possibility/probability of its own bankruptcy anelief from the obligation.
Rather than improving the balance sheet this wagklre little or no residual

(equity) value whatsoever. For these reasons ttemgsible asymmetry opponents
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of fair value protest of can be obviated by thec#mation of minimum

conditions of realizability. In the described cingstance the discount for
company-risk impaired debt or the value decrememicomitant with the
realization of block holdings in other companieshbmdicate realization as a
precondition for recognition of a price differertiarm, in the first case, nominal
(issue price) value, and in the second, marketevalss fair value targets
underlying economic reality, and that reality ideBned where realization would
alter the supply/demand dynamics of the marketingtincoherent obtains from
the ostensible asymmetrical treatment of assets liabdities that cannot be

reconciled by reference to the generative axionfaiolalue.

The major standard setters have by-passed thie iBg imposing the
pragmatic constraint on subjectivity implicit in espfying such instruments
(ESOs) be recorded at the value they would havenviiey vest (IASB, 2006e).
Simply, this eliminates any calculus for differen&milarly, with blockage, no
calculation is allowed to discount the holding a®lation to its size. IASB IAS-
39, paragraphs 48A, AG71, and AG 75 explicitly estidte fair value is of a single
instrument (IASB, 2006e). Where the standard setfeir value position on
blockage does nothing more demanding than assegdimg concern assumption,
the standard setters’ position on, for example, §$less clearly consistent with
economic substance. Plainly, the market would rediver the same price for
conditional and unconditional instruments. This icates that fair value
coherence as a reflection of the substantive ecancmaracter of the event (ESO
issue), supports accounting accrual of the ultinrgguments value, sensibly as a
probablistic inference to the instrument’s real@at and thus cost to the issuing

entity.

4.2.8 Empirical evidence rejecting fair value releance: bubbles and the
comprehensive income implication of fair value’s biance sheet approach to
income

Although the preponderance of value relevance resesaupports the view

that fair value is value-relevant, the evidenceas unequivocal. Comprehensive
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income, specified under SFAS 130, shows no strongeelation with returns
than net income (Dhaliwal, Subramyanyam, and TneizvE999). In general net
income is a better indicator of market value arghdéows. The only incremental
information value relates to the changing valuetlté marketable securities
component of accounting reports. This evidenceuppsrted by the findings of
Cahan, Courtenay, Gronewoller, and Upton (2000)egimessions of firms’ equity
values on reported fair values Landsman founddbatlation results were mixed
(O'Brien, 2005). The case has been made that tile between fixed asset
revaluations and future firm performance is oveztained (Sloan, 2001). Fair
value relates to comprehensive income in that ist&ntially extends the focus
on, and priority of, the balance sheet. The evidesictWang, Buijink and Eken
(2006) is more equivocal, finding some incrementalevance to asset
revaluations and currency translations. Arguablypddy, et al’'s (2001) research,
positively correlating fixed asset revaluationsstdsequent performance, further

supports the value relevance of comprehensive iscom

Intuitively, comprehensive income could be expddb have a variable
relation to value due to the variable qualitatihamcteristics of components of it.
Nonetheless, elements of comprehensive income easdessed for their quality,
importantly tied to recurrence, potentially elemgtithe value relevance of the
total information provided by comprehensive inco@®FR. What empirical
research of this issue generally does is take nodit and comprehensive income,
as presented, against each other. This reflectee@cqupation with individual
numbers, the bottom line, where, the assumptiomadest levels of aggregate
investor rationality offers conceptual support tbe view that investors will
distinguish between elements of a company’s peidoca they expect to be
repeated versus those which are one-off. For #asan, the repeated empirical
research findings of less, the same or variableemental relevance of
comprehensive income over net income, yields unreade results. The ‘noise’
of non-recurrent items will not have a standarduigrice. What may be indicated
here is empirical research based on an adjustmextento comprehensive

income, for the recurrence of its components. Undey circumstances
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comprehensive income affords more information faeralgsis. This value-
relevance challenge to fair value presupposes tovggnd analyst) analysis
based on bottom-line numbers. If such an assumjpsigafe this is a decisive
argument against fair value. In such a case GPBRlaton becomes a nullity.
Company management may just as well offer theiniopi about the company’s
fortunes as the singular content of financial répgr possibly augmented with a
number (bottom line, out of 100, for example) fandrous souls who take

confidence from numerical representations of opigio

The evidence of Dhaliwal, et al (1999) is of partér relevance to the fair
value issue because it bases its value relevarsgssaeent on comprehensive
income on available-for-sale securities (AFS), nesses associated with
minimum pension liability adjustments, and foreigrurrency translation
adjustments. What this research does is revealaliimns to comprehensive
income more than fair value (Cooper, 2007). Pendiabilities and foreign
currency translation need not importantly inforne tmarket of a company’'s
operating performance. The solution proposed te by the project manager
responsible for developing IAS 39, Paul Pacter, tie there should be three
bottom lines: net income, income including abnosnand comprehensive
income (Wood, 2004). It is important that the qiiedi of contributions to
reported accounting numbers (operating performabeeinown by their source.

Nothing inherent to fair value precludes multiptgtom lines.

Against the view of the pro-cyclicgliof fair value comprehensive
income the case has been made for multiple bottows,l to describe the
qualitative nature of particular components of ampany’s economic
performance (Pacter, cited in Wood, 2004). Thisvedl that earnings quality as a
function of recurrence can be isolated and is igmdrto investors. This response
addresses the concerns expressed by Mulford (20015.issue for fair value is
also tacitly challenged by the research conclusadridhaliwal, et al (1999). If we
accept their finding, that comprehensive income less relevance than net

income, we must also accept that fair value doet areate pro-cyclical
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aggravation of inflated or depressed market pri€¥s.a separate point Enria,
Cappiello, Dierick, Grittini, Haralambous, Maddaland Molitor (2004) make
the case that fair value provides earlier signafnancial fragility, countering its
affect of increasing market volatility and its prgelicality. This latter point is
one we need to qualify by the context provided byalval, et al's (1999)
research findings. We cannot have this one both sway fair value
comprehensive income has no, or only muted, prdeatdmplications, then its
stabilization of the cycle (countercyclical) im@teons must be similarly limited
(Jameson, 2005; Jameson, 2005b).

The view, then, that comprehensive iIneainder fair value is not relevant
in the sense of corresponding more closely withketavalues, may be allowed
without unseating the utility of fair value compegisive income (Skinner, 1999).
He makes the case that comprehensive income perfarmole in terms of

assessing contracting issues.

Where Dhaliwal, et al (1999) argue that net sigpd provide better
indications of future cash flows and income, Sknfi®99) holds that this result
is expected (or at least unremarkable). He quevlesit might be expected that
unrealized gains and losses on the measured \esiatight be expected to have
implications for stock prices. We can sharpen Skilsnpoint by expanding the
function of comprehensive income to stewardshipoto. It is worth noting that
nothing of this localized debate offers a challetm¢he use of fair values over
historical cost so much as it challenges the uboggi utility of the balance sheet
view of income that has been a concomitant of Value. As Pacter has argued,
the problem comes in the obsession with a singitoboline (Wood, 2004).
There is nothing inherent to fair value accountiogoreclude the three bottom

lines proposed by Pacter (Wood, 2004).
The issue of fair value as a balance sheet apprimachcome has raised

concerns that it supports market bubbles (Penm@d6;2Boyer, 2007; Bondi,

2005). This view holds that mixing present profithwnrealized gains and losses
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obscures the value creation process. In doing thisdds an accounting
accelerator to an existing, pro-cyclical financaicelerator, aggravating market
cyclicality (Boyer, 2007). Moreover, fair value ates the impression that a firm
is an aggregation of substitutable assets. Thidlicenwith modern theories of
the firm and its value creation which shows thathagers activities and the
strategic complementarities between firm-specifisets are the key to value
creation (Bondi, 2005). It has been argued thateptually fair value improves
service to investors but that implementation riekst. Moreover, market values

can be derived from historical cost accounts (Pen2a06).

A more rigorous investigation of procyclicality darvolatility than the
tentative, more general discussion of Boyer (20&7)hat of Plantin, Sapra and
Shin (1997). They find evidence that, in relatianlong-term, senior, illiquid
assets, such as comprise an important part of &asgdts, marking-to-market (fair
value) increases inefficiencies. The market forkdaans is small relative to total
loan books and is susceptible to supply shockdy siat prices fall sharply in
response to increased supply and only recover ghgdWWGBA, 1999). The
case is made that such volatility is artifictalBanks generally hold loans to
maturity and price fluctuations over the holdingipé are more indicative of
supply dynamics than risk pricing. Similarly, barde® better situated to extract
cash flows from assets, thus the market systenfigticadervalues such assets
relative to their entity-specific value. Naturallyy the context of the current
debate, challenges to fair value’s ability to captaconomic substance must be
established on the basis of historical cost’s sap#gy. It is not sufficient to prove
fair value’s imperfection. Managers’ incentivesicate the sale of long-term loan
assets to avoid recognition of short-term fair edlosses. The authors argue that

this creates endogenously elevated volatility astdiorizon managers sell pre-

43 Against the view of increased volatility in finaacreports Alkon (2006) finds little evidence
that fair value increases financial report volgtjlidue to countervalence (hedges). In terms of
realized (market price) volatility, the evidencesdoot support reported volatility’s translation in
market values. This view that fair value’'s propgndd aggravate volatility is exaggerated is
supported by Serafeim (2007). The view of Hoddeapkins and Wahlen (2006) is that increased
volatility is indicative of real volatility.
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emptorarily. The fair value assumption of frictiees markets is unsafe (ECB,

2004). A response to this concern is provided énfttlowing discussion.

4.2.9 The Decision-Usefulness of Fair Value Accoung: The challenge of
Hitz and response to this challenge

This thesis attempts to establish a conceptuas bhaginancial accounting.
The central importance of accounting valuation,nglowith the difficulty
standards setters have had in the inference fraem ttentified concepts to
measurement specification, supports the intuithoat this is the optimal testing
ground for a general theory of accounting. The wison will approach its
treatment of this issue by means of a reply to K@07). This is a clear and
comprehensive exposition of the counter-thesissimple terms, Hitz (2007)
makes the case that the proposition of fair valoeoanting is conceptually
challenged. | present the view that this conclussaumsafe and that Hitz relies on
extremist interpretations of fair value accountiag a concomitant of market
efficiency. If we only relax our assumptions abanarket efficiency, as any

normative theory of accounting inherently does,d@nguments are nullities.

Fair value accounting measurement has gained asicrg acceptance
amongst regulators to the point where it is nowdbeceptual preference of the
SEC, the FASB, and the IASB (Hitz, 2007). The mdoefair value has been
progressive since the mid-1980s. This transitidaitna shift from historical cost
accounting based on transactions to event-baseddhiation (Hitz, 2007). The
conceptual foundation for fair value accountingitss decision-usefulness and
relevance, inferred from an assumption of the effic market hypothesis.
Importantly, the majority of empirical research, igfh is supportive of the
conceptual confidence in fair value, relates tdlyidiquid markets, with a focus
on the financial sector (Hitz, 200%).The motivation for fair value rests on
decision-usefulness as opposed to stewardship amtacting objectives (Hitz,
2007).

44 This is the reason why Aboody, Barth, and Kas@i@0() used UK companies to assess the
implications of fair value revaluations of fixedsa$s. The standards and samples using such an
approach were unavailable in the US.
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“Fair value was introduced to provide informatioo investors to assess amounts
and timing of future cash flows from an investmana firm’s shares and debt
securities.”

(Hitz, 2007)

This position, as a basis to infer the utility ddirf value, generalizes the
assumption of market efficiency to all levels of fealue (Hitz, 2007). Fair value
has secured growing prominence in internationabaicting standards, with the
fair value option available for all securities, sauent to the 2003 revision of
IAS 39. IAS 16 introduced full fair value for actlly traded intangibles (Hitz,
2007).

The case is made that the position taken by stdnsietters “cannot be
unequivocally supported by theoretical reasonirditz, 2007, p.325). [It is not
obvious that any practical application could berapenalised so as to avoid at
least some conceptually purist reservations]. Qorecern raised by Hitz is that
fair value assumes an exit price in idealized mackeditions of voluntary action
of rational agents, operating with identical, coetplinformation. Entity-specific
competitive advantages, including private skillsl aralue-in-use, are excluded
(SFAS 157, paragraph C32; SFAC No. 7, paragraphJ@43, 2000, paragraph
4.5; IASB (2006), paragraphs 42-45; Hitz, 2007).e Tinree-level valuation
hierarchy, with preference for level one (marketuea in deep and liquid
markets), provides last resort recourse (levekthte model-valuations. These are
internally assessed on a present value approadddBf. 7; SFAS 157: IAS 36;
Hitz, 2007). Hitz argues the range of availablelrods and models that may be

used under the fair value standards precludesainerence of fair value.
The measurement perspective holds thatounting should measure and

report the...value of a firm...decision-useful inforimatis information on the

contribution of assets and liabilities to entergrigalue [indicating value-in-use]”
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(Hitz, 2007). In practice, value and income aréwell-defined and so they are
proxied by information aiding the determinationtbé present value of future
cash flows. The information perspective supportsoanting information that
improves decisions. It views accounting informatems one source in a broader
information set. The form of presentation does mdtuence its ability to
influence decisions, supporting a view of perfecteshrket efficiency.
Conceptually, the newness of information capable aftering investors’
expectations regarding the value of the firm is omg@nt or, less demandingly,
cost effective information aggregation establisadsasis to assert satisfaction of
the information perspective (Hitz, 2007). Absera thformation newness factor
the aggregation conduit assumes either, a), mafkietency imperfection or b),

that aggregation is not individual-investor coseetive.

Financial reporting is an institution created by ftikeficiencies of real-
world markets, including asymmetric information atrensaction costs (Hitz,
2007). The present value of future cash flows, ¥alue basis, assumes investor
indifference to the timing of those cash flows. M&in-use is the benchmark
measurement attribute yet fair value will, gengratlot correspond with value-in-
use (Hitz, 2007). Fair value ignores managemerit, ski firm-specific human
capital thus fair value systematically undervalube firm* Hitz's (2007)
presumption appears to be that all firms possegergwm management. By
definition (of superior), this is impossible. Fran information perspective, fair
value only aggregates market (publicly availablernmation) so it cannot revise
the expectations of market participants. It, thenef has no incremental
information content or value. Conceptually, thisetvation applies to synthetic,

model-based valuations as well (Hitz, 2007).

It is noted that model valuations fail in termsrefiability yet they may
contain incremental information, but only so far tagy stand outside of the

conceptual basis for fair value (Hitz, 2007). Byplioation, internally modeled

5 Fair value also ignores the sub-optimal utilizataf assets by the firm, where those assets have
uncertain external referents. This, at the leasises a question about the systematic
undervaluation inherent in fair value.
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valuations cannot be market-consensus expectatimrsthis reason investors
need to assess the trade-off between increasechmnele of private information
impounded into model valuations against the in@eassk of intentional bias in
those valuations. This disrupts the fair value @@matic information
aggregation assumption, impairing the decisionwisefss of model-based fair
values (Hitz, 2007).

In assessing financial statement fair value apfiina against decision-
usefulness from the information and measuremersppetives, Hitz finds limited
support for fair value. The information perspectofefair value balance sheets
isolates aggregation, discounting the mode of ptesen. Fair value does
eliminate hidden reserves, moving fair value clogemarket value than does
historical cost. It fails to account for internalggenerated goodwill. Fair value
income increases volatility, although volatility ynaot necessarily increase due
to off-setting changes on aggregation. It may disoargued that increased
volatility is actual and thus, should be reflectedinancial statements. From the
measurement perspective, empirical evidence suppwetcloser proximity of fair
value income to economic income (versus historicast) and its greater
predictive value, although Hitz describes econoimiome as ambiguous, stating

that over time fair value income will equal hista&i cost income.

In general terms Hitz (2007) finds the conceptuasi® for fair value
tenuous. He raises concerns that the income comasuts to be clarified. The
reliability of fair values is doubtful as it relies idealized market conditions yet
proxies such assumptions under real-world conditiamth sub-optimal market
values, where they are the applicable referencariasset or liability. He allows
that liquid market information is decision-usefuiltthat model valuations are less
strong. Conversely, the incremental information uealpossible in model
valuations depends on violating the conceptualshasfair value, by impounding
private information (VIU) into these models.
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4.3.0 The counter-argument: the conceptual case fdair value

Before considering fair value it is useful to calesi whether the case for
current value as an assumption or stipulation israméed. The assumption of
current values over historic values consists in t&otral elements. One is that
current value accounting reflects the most recefdrination on aggregated
market participant assumptions and expectationy. @&stounting measurement
system that does not form around a current valndtasis excludes the full range
of possible information. The case that current a@fun excludes historical
information appears to presuppose the investografe isolated from financial
information, makes investment decisions on thesbasisingle annual reports.
This assumption discounts the competitive market&mpany-specific financial
information that poses an imminent threat to actiogn Accounting as a
discipline cannot pretend the absence of such coiope Moreover, the ‘self-
containment’ proposition discounts previous anmegbrts. As this information
augmentation exists, these assumptions implicihéncase for historical cost are
rejected.

The second reason we might prefer current valseshat they are
(analytically) temporally homogeneous where histari cost values are
temporally determined by the time of their trangact Beyond relevance to
current decisions, it is reasonable to assumeféaitire supports comparability.
Against this position, historical cost proponentgug that such values can be
extracted from historical cost accounting inforroati In this sense it is redundant
to argue for current value superiority in termsrefievance or comparability as
these qualities are implicitly granted of currenalue by historical cost
proponents. What we do need to do is secure antuveduation base against
claims that it unduly compromises reliability. Thistorical cost position is only
slightly better than an argument for a more abstrascounting information
presentation such as arguing that this informagloould be written in code or that
hardcopies should only be produced in small, fgoléat. The argument appears
to tacitly accept that fair value is relevant bhatt agency risk entails that

management subjectivity outweighs management irdoon accessibility.
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Subject to certain specifications, | make the dasefair value formulated to
address this concern. The objective is to combirenagement’s superior

information access with constraints on managemiast b

The arguments Hitz (2007) raises contesting fduevdecision-usefulness
from measurement and information perspectives dipeon a certain
questionable characterization of fair value. Hisllgnge attends no decision-
usefulness increment in aggregation or confirmawbrpreceding market and
model valuations; an account function. He alsolehgkes fair value assumptions
of idealized market conditions, irrespective of théerent market valuation base,
while assuming market efficiency as a constraintlf@incremental information
value of fair value of level one valuations. Itogen to stipulate (on the basis of
sufficient empirical evidence) a degree of markedfficiency as an operating
assumption of normative accounting theory (financeporting regulation), as
Hitz does, that may be mitigated by instantiatiaig ¥alue standards. All we need
to do to validate this proposition is to establisé relative closeness of fair value
to economic concepts of income and value when puogad with historical cost.
The completion of this proposition is to establesh implied process-view of
accounting standards’ perfection, that is, fairues momentum justifies its
instantiation as an improvement on extant accognpractice. Finally, Hitz
argues that value-in-use is explicitly conceptugligcluded from fair value. In
contrast | argue that value-in-use is implicit airfvalue’s present value-basis
assessment of non-generic (where generic is leve) assets and liabilities, and
that it is in these lower level items that firm sibieity can be located. That is, by
deduction, where the firm’s present and future déshs support a differential
valuation to the aggregate value of level one iténesdifference must be firm-
specific and a particular relation between modéled assets and other economic
income generating factoontrolled by the entity. If human capital forms some
part of the future cash flow assumption then it meisher be controlled or
constructively controlled by the company, due ® tluman agent’s rational self-

interest. Any deficits in this proposition may b#deessed by Crowther’s (1992)
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view that single financial reports are not discred¢um in the real-world context,

but are better viewed as individual chapters iargdr text.

The case that market values are to be preferrgdowt reference to the
quality of the market formation appears to creaienes disjuncture between
conceptual fair value and fair value-as-implementéde motivational force
behind fair value, its conceptual claim to relevanenabling informed, rational
decisions, is predicated on its reflection of ecnimosubstance. The pragmatic
motivation of standard setters that | infer frome tinconsistency of their
treatments is that they are reluctant to step Iiiaok any kind of market price,
regardless of such a price’s separation from oaewbould be delivered in a deep
and liquid market, between willing and knowledgeaklconomic agents. The
inferred reason for this is that market depth agdidity become areas requiring
some quantification, that is, an absolute cut-aiinp is needed. This concern
importantly impacts the issues raised by Boyer {2@Ghd Plantin, et al (1997).
Economic substance is not going to be reflectenanket values driven by short-
term supply dynamics in an illiquid market for poaplerantly hold-to-maturity
entities (Plantin, et al, 1997; JWGBA, 1999). Wvat can say here is that market
values of long-term assets, held long-term, witmalestrable marginality and
minority of the (securitization) market, do not assarily describe the economic

(fair) value of the assets to the term holder.

It is not clear that this is problematic for faialue conceptually. The
valuation here that seems best indicated is ldwekt This only requires that we
qualify markets as fair value referents, relativesome predeterminate level of
depth and liquidity. This position is supported Ryan (2008) arguing that level
three valuations may be preferable to level twoenslthe level two valuations are
derived from illiquid markets. The greater disclesuof model valuation

assumptions may improve its information value twestors (Ryan, 20085.

6 Ryan (2008) also notes that neither SFAS-157 1@P 94-6Disclosure of Certain Risks and
Uncertaintiesrequires quantitative information about the priwgtivariables involved in modeling
calculus. In relation to the subprime crisis thathie focus of Ryan’s discussion, such variables

149



Where the market itself so far departs from thetldemd liquidity preferred of
level one fair valuations, its referent value isdenl. Loans have a nominal or
capital value and a (generally) specified intermgntash flow. The only relevant
variables incremental to these known factors ar@ngbs in the debtors risk
profile. Absent a suitable market referent, leveke fair valuation is indicated.
Because changing market values confound an assassirhis risk with short-

term supply dynamics, model valuations may be saper

Notwithstanding this tentative solution, many bé tobjections to market
values are specious. The suggestion of Plantiral €1997) that short-horizon
sellers, motivated by contracting concerns, woukdgmptively sell, argues only
for appropriate control of agency risks, potenyiaihdicating compensation
aligned with cash flows. It offers no independeargight into optimal accounting
measurement. Their argument, that fair value mayerdogenously volatility-
enhancing, presupposes fair value is ‘helicopt@pped’ on an environment
otherwise held constant. Plainly if, as Plantin,aét(1997) suggest, strategic
concerns would be elevated over fundamental (lengrt value creation)
concerns, recalibating incentives would be indidafehis does not constitute a
basis to reject fair value. Moreover, where shertaism indicated certain agents’
opportunistic ‘short-selling’, term benefits wouldccrue to rational capital
through discounted loan asset acquisition, supgoty long-term agent
incentivisation. The ‘pernicious’ action of fairluea would then, if anything at all,
make ‘stupid’ money, small money. This would ulttelg chase it out of the

market, thereby enhancing efficiency.

Arguably, the youth of credit-derivative markets the principal
determinant of market liquidity and concomitantfiimeency (JWGBA, 1999).
The assumption of frictionless markets under sumhditions is unsafe (ECB,
2004). We can allow that such circumstances mawpdaote artificial volatility

into long-term, illiquid assets. Conversely, mar#isicipline may be conducive to

include assumptions about house price depreciatiisopunt rates, expected future interest rates,
and mortgagor refinancing capability and timing.
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more rapid corrective action in relation to valoatirevisions under adverse
circumstances. The Savings and Loan crisis waseeated by historical cost
treatments that muted the deteriorating fundamemtiitompanies (ECB, 2004).
The Savings and Loan Companies, as with banksnergg borrowed (then, as
now), short-term and provided fixed long-term loaRsis resulted in ongoing net
losses when interest rates rose from 7% to 11%yeabie level of loan interest
rates. Under historical cost, the losses showeyl iarthe income statement going
forward, whereas fair value would have reflected than impairment in the
balance sheet. Nothing about this undermines léwale valuations for such
assets but the case may be made that, even ifam tipe market’s imperfection,
it is not an argument for historical cost. If thencerns raised by opponents of fair
value tell us anything substantial at all, theyns¢e make a case in favour of the
“willingness” of parties to a transaction, in th&®SB definition of fair value and
the “normal business conditions” of the FASB deion (Blanchard, 2007; Ryan,
2008). The problematisation of fair value by H{@007), Boyer (2007) and
Platin, et al (1997), relates to an assumption édilavalue preference for any
market, irrespective of how well formed it is, &sugh illiquid markets were the
next best proxy for deep and liquid markets, ofuhderlying economic value of
assets and liabilities. Where the FASB (IASB, 20Q¥&scribe fair value as:

“an estimate of the price an entity would have izad if it had sold an asset or
paid if it had been relieved of a liability on tlheporting date in an arm-length

exchange motivated by normal business considemation

The IASB (2007e) describes fair value as:

“the amount for which an asset could be exchangea Imbility settled between

knowledgeable, willing partiei;g an arms-length transaction/Blanchard, 2000).
What is not indicated is earte blancrejection of fair value. Conceptually fair

value maintains its robustness against the speecsés fashioned as charges

against it. Such arguments point to necessary derstions underlying the
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progressive operationalisation of fair value measwent. The case may be made
that standards need to specify depth and liqusiifficient to apply level one fair

values.

The distinction that is able to be drawn is betwe®rket values and fair
values. Where this has been the source of mudmeofdntention surrounding fair
value, it operates to secure fair value againsatlegations that it fails to reflect
the underlying economic substance of events. Thiatps made clear by the
testimony of Dorchester to the FASB (2004), in vihiwhile lauding initiatives
towards current values, he stated a preferencenéwket values over fair value
(FASB, 2004). Dorchester complained of the ambigwit fair value and the
uncertainty as to whom it was fair (FASB, 2004).isTkreates no particular
difficulties for the proposed theory. The owner g&holder) is the party in

singular contemplation here.

This brings us to the next explicit concern raibgdHitz (2007), that fair
value assumes market efficiency. The conceptuahatment to a purest view of
market efficiency is not inherent to fair value.idt in evidence in the view
expressed by Dorchester, outlined above. What&due implies is a reasonable
basis to infer we cannot systematically improve digective character of a
market-based valuation basis in relation to valdessved from deep and liquid
markets. This is a significantly more modest clamthe efficiency of markets
than Hitz (2007) supposes. What he seems to objectare particular
specifications prevalent in accounting standards &ne (pragmatically) reluctant
to step back from any market values. His basicraseethat market efficiency is
generalized to marketger se from deep and liquid markets, although somewhat
true, provides no conceptual challenge to fair @al®Only so long as the
implementation of fair value is consistent with tederlying economic reality it
describes, preferring market referents where thiereece market satisfies
minimum liquidity conditions, then it is conceptlyatoherent. For this reason,
this conceptual challenge by Hitz (2007) is rejdcte
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The view described above challenges Hitz’' objecto fair value on the
grounds that it assumes idealized market conditiamespective of market
formation. It also undermines Hitz's assumptiont tha incremental information
obtains from fair value financial reporting. We tmigpoint to cost-effective
information aggregation and confirmatory value @fir fvalue information.
Notably, this fits well with the described view decision-useful accounting
information, in which stewardship is an elemeningpally useful for assessing
the veracity of prospective information. Ultimatethe stewardship function is
not an essentially punitive operation. The ability seek redress is almost
invariably a minority component of the account fume. It is in the continued
employment of individual agents and an attendamtceom for a company’s

prospectivity that accountability is importantlypiicated.

It is not as certain as Hitz (2007) would havebetieve that fair value
functionally eliminates any recognition of valuetige. This, Hitz (2007) argues,
systematically undervalues the firm. This objectiorfair value is an interesting
contrast to Plantin, et al (1997) and Boyer’s (20&hcern that during expansive
economic conditions, fair value is procyclical. Orttinately, having rejected this
concern, it is not available to enlist it as a dewweight to Hitz's systematic
undervaluation problematisation of fair value. Saghapproach would, in any
event make the reliability and relevance of faiueasomething of a lottery. Firm-
specific value is reflected in elements of fairuel satisfying the information
perspective. It is only Hitz’'s assertion of a marlk®nsensus valuation as
conceptual fair value that precludes such firm-gpeegaluations under fair value.
This is the ideal fair value, not an axiomatic mdp of it. The net present value
of future cash flows necessarily incorporates el@mef firm-specific value. For
this reason it is only the sufficiently generic,rketable assets and liabilities that
conceptually presuppose market values as fair gsalnghis case the value-added
of fair value GPFR is cost-effective aggregatiom #&x post confirmation of

values, including model valuations.
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Other objections Hitz raises to fair value accoqhimeasurement include:
the fact that internal modeling cannot be marketsemsus expectations, it is
therefore unreliable, that, although it does elatenhidden reserves, it fails to
account for internally generated goodwill. In redatto reliability, as has been
drawn out in the preceding discussion, this is tia prioritized qualitative
characteristic of fair value. Fair value aims alevance, targeting decision-
usefulness, subject to minimum satisfaction ofatslity. This does presuppose
certain minimum conditions of reliability and, mothan the abnegation of
reliability as a qualitative characteristic, advas@ different set of mechanisms
for its achievement. Previously, the view was pnése that market-consensus
expectations are not a necessary condition ofvaiue must be qualified. In
relation to level one fair valuations, reliability definitionally inherent in the
consensus of the market. For levels two and threlggbility is aimed at by
disclosure of model valuation bases, by confirnma{and/or revision and bases
for this) in subsequent reports, supported by dutek view of the broader
information set that views a company financial re@s a datum, as a rational
investor necessarily must. It is envisaged thatomat capital will realign

managers’ incentives to longer, multiple-periodiams.

The failure of fair value to account for interyatjenerated goodwill under
IFRS 3 does not constitute a fundamental concepthallenge to it as an
accounting measurement base. One of the objectmriair value is that the
impairment basis operating under it captures soahgevattributable to internally
generated goodwill. Simply, goodwill impairmentsyrize reversed up to the full
pre-impairment value of the goodwill, reflectingns® of the value of internally
generated goodwill. In contrast, under historicatc goodwill is amortized on a
scheduler basis of (typically) up to twenty yeav#hout the option of reversal.
This is not, however, the central issue. More ingudty, the expensing of
internally generated goodwill is predicated onataility grounds. Conceptually,
fair value is not inconsistent with the recognitmiinternally generated goodwill.
To the extent that this goodwill is reflected inhanced cash flows, the

underlying economic reality of the goodwill, itsrfaalue, may be recognized as
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an asset in proportion to the value increment iaien Fair value has the
mechanism to measure goodwill, the present valuexpécted cash flows. It is
only the narrow, somewhat empirically establishetkrpretation of fair value,

which precludes such valuation. Contra-Hitz, |1 vebuhake the case that this
reflects the extent to which fair value deviatesnfrits conceptual basis, rather

than a basis to reject it conceptually.

4.3.1 Summary

The case made by Hitz (2007) for the conceptuaihierence of fair value
takes an excessively narrow view of the assumptiamgerlying fair value.
Market efficiency is not centrally implicated inifavalue as an accounting
measurement base. Level one fair valuations ghattdurrent market prices are
‘best guess’ proxies for value but historical cerstails the reification of realized,
historic, temporally heterogeneous fair values. dlgu fair valuation does not
preclude entity-specific valuations. Such values iaherent in the present value
assumptions in lower level fair valuations. HitzOQZ) takes fair value’s
articulation in standards as a complete, concegtaammitted expression of the
measurement basis. | make the case that standsedsd®ave been concerned to
overgeneralise market pricing for pragmatic reasorsuding the appearance of
a consistent, coherent and unqualified confidemcéheé objective character of
markets. If we allow that conceptually, fair valisewholly about reflecting the
underlying economic value of an entity and its immeogenerating capacity, the
substantive concerns of Hitz (2007), Plantin, et1@97), and Boyer (2007), are
addressed and nullified. Where aggregate fair galde not reflect the full
economic value of an entity’s cash flows nothingpwbexclusion from the
balance sheet of the entity indicates other thahttie entity doesot contol the

excess value-generating capacity.
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Chapter Five
5.0 Discussion and Conclusion

The preceding discussion has examined developmantand on
accounting theory as a basis for the consideratibrthe development of a
coherent theory of accounting. | have consideredctintribution of the academy
to accounting theory development. This has corgiste broad terms, in three
distinct periods. Until the mid-1950s accountingsvessentially an empirically-
based description of existing practice. Subseqterihis, from the mid-1950s
until approximately 1970, normative accounting tiyemse to the fore in the
accounting academy. From 1970 positive accountiregpryy has predominated.
This has been in substantial part, defined by ampliaily ethnographic,
prediction-predicated study of accountants and igamant choices. Only in the
intermediate period was the academy centrally aoreckwith the development of

a normative theory of accounting.

The generally limited (or negative) contributioh the academy to a
conceptual framework has been aggravated sincad66s (and 1970s) by the
fairly persistent flirtation of academia with sthlodéder theory, and latterly,
critical theory. These sub-paradigms have demaméeagnition, particularly in
relation to stakeholder theory, that has confourtiedability or inclination of the
academy to advance a general theory of accountinig. has occurred over the
period of positivism’s incumbency. The predomingraradigm definitionally
precludes its own engagement with the developmérat normative theory of
accounting. These factors have generally precladpdsitive contribution by the

academy to a general theory of accounting andogsationalisation.

Although not immune to trends in academic accaogptregulators have
made substantial progress in the development anaeptual framework. Work
on this project began in the depression era ofl889s as a direct response to the
social and economic turmoil aggravated by the pskaof asset markets. The
progress was at best sporadic between 1933 and Wa@B6ubstantial progress in

evidence only from 1966. This enervated, more aitiddevelopment in
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accounting regulation predicates was reflectednmraber of reports culminating
in the Wheat and Trueblood Committee reports. Whstgblished the FASB and
Trueblood identified the principles that were tonfiothe basis for the FASB’s
conceptual framework. From this period, accoun@uogceptual Frameworks and
regulation have developed in what | have descriéie@ ‘quiet’ move towards

coherence.

The nature of development of the conceptual fraomkwo the current
period has centred around its progressive focutherinvestor. Decision-useful
information, relevant to investors in their alldoat of risk capital is the general
achievement of major standard setters’ conceptuahdworks. To this end
current value variant, fair value, has surfacedhasprincipal measurement base

challenge to historical cost.

In developing a framework for a general theoryaotounting, chapter
three makes the case that current conceptual frankeware (a somewhat
qualified) success. The innovations proposed irs tthiscussion include the
elimination of equivocation over the centrality wivestor as GPFR user. In
particular, creditors are no more than marginahwats, otherwise protected by
contract and their priority over equity holders;ugng the intuition articulated by
standard setters that information sufficient fakrcapital providers will satisfy
creditor needs. Similar arguments apply to debtit@agroviders, with the
incidental advantage that this eliminates cohetbabry-frustrating arguments
from debt providers, motivated by their plural imgtéves as issuers and
managers. Defining the user is fundamental to amott normative theory of

accounting.

The determination of investor-as-user is generfxtgd an examination of
the elements of the broad socio-economic envirohmén consider the
development of the corporation in the (prevailing)xed economic system.

Beyond this | describe the broader evolution ofietgct is in the context of the
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existing elements of contemporary society that kenthe case for the singularity

of investor as user.

The theory operates from the achieved conclusfahe investor as user
to identify the optimal mix of objective functiorad qualitative characteristics
required to satisfy investor needs. The analysppsrtis the view that standard
setters have acted correctly in preferring decisisefulness and in the
subsumption of stewardship by it. A further elemeafit standard setters’
achievement of conceptual framework coherenceeigléilation of reliability as a
definitional entailment of transactions-based aatiog measurement. This is
reflected in the substitution of representationalthfulness as a primary
qualitative characteristic, of which reliability Bn element. Comparability has
also gained greater prominence. These conceptmalesits aggregate to favour a

current valuation basis to accounting measurement.

Auxiliary to the conceptual propositions, it isvesaged that fair value
implementation requires certain conditions to secufrom reliability risks. This
implicates fair value in a systematic elevationrisk of opportunistic agent
behavior. This does not undermine fair value onhthsis of execution risks. The
increased prospect of opportunistic behavior inhere fair value’s greater
prospectivity for relevance. Simply, historical t@Ecounting can be faithfully
applied, without satisfying representational faithEss, obviating the
manifestation of preparer opportunism. This issuwend on the perverse
implications historical cost’s recognition-basissh&imply by holding poorly-
performing assets, preparers avoid the need toemresignificant value
destruction or increase up to the point of saléhefrelevant assets. The position
adopted here is that certain phases of economie<wstablish predispositional
conditions for opportunism and, given the argued rigection of fair value’s
procyclicality, nothing inherent in fair value willo anything more than describe
the modes of opportunism. Incremental to historawadt, positive misstatements
are required under fair value to achieve the olzsfis readily available under

historical cost. The central concern is that adiability and accountability lack
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sufficient motivational force. This is the basig fwroposing fair value which is
supported by augmented liability and penaltiesemding to valuers/appraisers,
preparers, auditors and managers (including dirgcto

The theory assesses the current accounting vatudebate against the
implications of the proposed general theory of aotimg. | find the case for fair
value is supported by the theory. The inferenciitovalue from the theory does
not presuppose fair value-as-operationalised irsteg standards is perfected
current value. Independent of the outlined theocattiprecepts, fair value’'s
momentum recommends it over rival, potentially sigre current valuation
methodologies. In this sense pragmatism balangmsist theoretical position. It
is not envisaged that prevailing fair value is othlean progressive in the
evolution of accounting. Arguments thus, that aartafinements may enhance it
are granted but only with an intentional convictionrelation to a conceptually
coherent fair value. What we seem to experien@djesctions to the incoherence
of elements of implemented fair value which hasessarily had to evolve and

adapt to survive political pressures for compromise

The proposed theory implies fair value as a m@abetween current value
and its correspondence to underlying economic valbe theory does not operate
on the assumption of the current implementatioriaof value in the standards
developed by major standards setters. This is wonhaeptually based exposition
of fair value but it is confused, in itself, mixedtribute, accounting valuation
base. | explicitly reject the characterization @firfvalue as systematically
undervaluing firm-specific value. From the sameebid® case made by Hitz, that
fair value adds no information increment to otheevreadily available market
information, is rejected. In terms of reliabilitjre conceptual case for fair value is
strangely undemanding. In the first case, fair galiccents relevance and, thus,
indicates a minimum possession of reliability. Thiandard seems likely to be
satisfied by disclosure of assumptions central &uation models, and by
confirmation, or revision and explanation, of plastel two and three valuations.

For these reasons Hitz’'s challenge is rejected.
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Arguments challenging fair value on the basis thais inherently
procyclical are also rejected. This argument i&dthto the case that fair value
increases reported volatility and may increase vekltility. The view that GPFR
should reflect elevated market volatility seemdtifiadle. Moreover, evidence
exists that fears of the excessive reflection af velatility by fair value in GPFR
are challenged empirically byinter alia) Alkon (2006) and Dhaliwal, et al
(1999). The case is made that offsetting fair valpetentially increase financial
statement stability and, that markets discountagelements of income inherent
to fair value comprehensive income. Given the treheconomies and markets to
long-term growth, the procyclicality of fair value an argument for systematic
net market overvaluation. This entails that comnmgetobjections to fair value
accounting measurement are that, in terms of Hited Plantin, et al's (1997)
position, fair value systematically undervalues pamies and, in the case of
Boyer (2007), it systematically overvalues compardad markets. In both cases

the bases for challenging fair value are rejected.

Fair value, in the form preferred by this discassisatisfies the theoretical
criteria established here as the basis for a getieyary of accounting. It provides
information useful for investors to make rationabeomic decisions, concerning
whether they should buy, sell, or hold equitiesinbompany. The information is
incremental to market information but it is conegly sufficiently reliable to
underwrite its relevance to investors. Fair vali®rimation can increase market
efficiency in the allocation of scarce, economisa@wces by means of cost
effective aggregation, by confirmation, and by m@dg market inefficiencies.
Fair value does not require perfected market efficy. More pointedly, the fair
value prescription specifically targets efficienagnhancement. The more
persistent objections to fair value typically relé its specification rather than an
effective challenge to its conceptual foundatio@llectively, these reasons
secure fair value against conceptual, fundamerigdctions but indicate certain
overdue enforcement and accountability enhancemertisiding extending the

liability of agents for culpable errors or misstatmnts.
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5.1 Conclusion

Financial information markets have become incregginoompetitive with
the proliferation of myriad sources of such infotima, facilitated by the growth
in communications technology and financial assetketa. These factors have
created the means and motivation for a competitiagket. In this environment
accounting does not have any sacrosanct claimnonanegotiable share of this
market. It cannot simply hide behind its governmaéntandate. Accounting must
compete for its claim as a unique provider of us&hancial information. The
inference is available that accounting as an arpseedo-science has presumed
an ability to hide behind its mandated role. Tooasiderable extent the intuition
behind this assertion finds support in the debateroanding accounting
regulation. At its best a highly politicized debhawubject to a sub-optimal
trajectory by the partisan arguments of vestedraésts, accounting risks
marginalizing itself. Short-termism characterizbe tlebate. This is reflected in
arguments for ‘obcurantist’, ritualistic accountitrgatments such as historical
cost that frustrate clear insight into the undedyieconomic substance of a
company’s operations. The preparer community’sitgbib capture accounting
regulation risks making its capture a pyrrhic vigtdf this interpretation is
allowed, positive accounting theory’s study of againg choice will be nothing
more than a narrow aspect of accounting historyciyhas a consolation will
become all of accounting that is available to studys in this context that the

preceding normative accounting theory is proposed.
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Glossary

AAA American Accounting Association

AIA American Institute of Accountants

AICPA American Institute of Certified Public Accountants
APB Accounting Principles Board

ASOBAT A Statement of Basic Accounting Principles
CAP Committee on Accounting Principles

CFA Certified Financial Analysts

COCOA Continuously Contemporary Accounting

EMH Efficient Market Hypothesis

FASB Financial Accounting Standards Board

FEI Financial Executives International

GASB Governmental Accounting Standards Board
GPEAFR General Purpose External Accounting and Financ@ldring
GPFR General Purpose Financial Reporting

IASC International Accounting Standards Committee
IASB International Accounting Standards Board

IAS International Accounting Standards

ICAEW Institute of Chartered Accountants of England areles/
ICAS Institute of Chartered Accountants of Scotland

PAT Positive Accounting Theory

SFAC Statement of Financial Accounting Concepts

SFAS (FAS)Statement of Financial Accounting Standards

SEC Securities Exchange Commission
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Appendix One: A brief chronology of major developmats in conceptual
frameworks

1929 Economist Canning proposes the ‘True income appro&c accounting,
advancing an economic income concept of profitsTgroposal was informed by
the work of Professor Irving Fisher and is perhtpes earliest precursor to fair

value as it is presently conceived.

1933 Securities Act, Administered by the Federal tradem@ission (FTC) in
response to the general market breakdown beginmitigthe stockmarket crash
in 1929.

1934 Securities Exchange Act: establishes the Secuiiehange Commission
(SEC) as the United States Securities Markets’ Régu This body was
empowered with ultimate responsibility for contmler the quality of financial

reporting.

1936 The American Accounting Association (AAA) producés Tentative
Statement of Accounting Principles Underlying Cogbe Financial Statements.
This statement used a deductive approach to thelamwent of accounting

principles.

1940 WA Paton and WC Littleton produce a monograph afatiiay on the
AAA’s 1936 statement.

1949 AIA Committee on Accounting Procedures (CAP) pragsosa
comprehensive statement of generally accepted atingupractices (GAAP) but

later abandons the project as unfeasible.

1955 RJ Chambers “Blueprint for a Theory of Accountingyrhave been the
origin of decision-usefulness. Subsequent to thiarmbers expounded his theory

of optimal accounting valuation, Continuously Conp®rary Accounting
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(COCOA), which advanced the case for presentingwading reports based on

exit values.

1956-1960 A succession of proposals is made to establish pgbstulates
underlying accounting. In 1958 the CAP is superdetly the Accounting
Principles Board (APB). In 1958 a report to thermublof the AICPA argued that
the basic assumptions of accounting must be drawm fthe political and

economic environment. This view significantly infas the proposal herein.

1961 Accounting Research Study No. The Basic Postulates of Accounting.
AICPA. This study, authored by Maurice Moonitz, poged extending the use of
current values in accounting. It also establislaEs$érted) the need for a coherent

theory of accounting.

1962 Accounting research Study No. B, Tentative Set of Broad Accounting
principles for Business Enterprisesp-authored by Moonitz and RT Sprouse,
builds on the 1961 study. This study detailed el@me the general environment
that it held would have to be accommodated by aiggrtheory of accounting.

These included the private ownership of most prodeicesources, the primacy
of the market as a means of distributing goodssemdices, and the existence of

free labour.

1966 AAA monographA Statement of Basic Accounting The@ypublished.
(ASOBAT).

1970APB issues statement No. 4:
‘Basic Concepts and Accounting Principles Underdykinancial
Statements of Business Enterprises.”

This was the culmination of a five year study.
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1971 American Institute of Certified Public AccountaiildCPA) commissioned
two major studies. These were chaired respectivgliFrancis Wheat and Robert

Trueblood.

1972 The Wheat Commission recommended the establishofettite Financial
Accounting Standards Board (FASB) under the auspioé the Financial
Accounting Foundation (FAF), with technical guidanby FASAC (Financial
Accounting Standards Advisory Council). The proposmcluded a
recommendation for seven fulltime staff and a buidde$2.5-$3 million for the
FASB. The proposed FASB was a response to the igetcénadequacy of the
APB, patrticularly in relation to its failure to delep a conceptual framework.
Wheat also identified an underlying need for anosimpn of assumptions as

accounting theory postulates.

1973 The Trueblood Commission Report issu@bjectives of Financial

StatementsThe commission identified a preference for forwkroking financial

accounting information. This clearly favoured damsusefulness over
stewardship. Notably, the Commission had in contetigm a diverse range of
users. It also emphasized the economic substancevesits and proposed a
narrower focus on investors and creditors as keysud his possibly established
the basis for the ‘primary user’ device in standafelrther, the Trueblood Report
tacitly softens the qualitative characteristic, iafelity, by allowing that

information influenced by judgment naturally hasngobias. Trueblood takes the
view that the concern for accounting reports ig¢ thare is no systematic bias,

favouring any group over any other.

1973 AICPA declares that the FASB has replaced the AlBering the era of
professional standard setting. SEC (ASR No. 150)ades that the standards and
practices of the FASB have substantial authoriéasupport. The APB rejected
the 1961 and 1962 Moonitz and Sprouse and Moohitlies because they were
too far from GAAP. A primary motivation behind tlestablishment of the APB
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was that GAAP was widely perceived as unsatisfgctdhe timorous nature of
the APB is centrally implicated in its demise.

1973 The FASB commences a Conceptual framework progcReport by a
study group of the AICPA publishe®bjectives of Financial Statements,
highlighting the importance of the decision-useéds of GPFR.

1974-1985The FASB Conceptual Framework Project. In 1978 8eaview
Symposium (FASB) re-affirms the primacy of objettiv (reliability) over
predictive value (relevance). It was felt unrel@binformation should be

presented outside of financial statements.

1975The Corporate Report is produced in the UK (ICAEM¥)a response to the
Trueblood Report. It identifies GPFR users as thogh a reasonable right to
information (Macve, p. 66), but indicates that altgh there are many users, they
have similar information needs. This anticipate® thiew articulated in
subsequent standards that information satisfyingtydnvestors will meet the
needs of other users. The public’s right to infadiorais emphasized. The report
identifies numerous qualitative characteristicsnsof which it allows, may be

mutually exclusive.

Mid 1970s-early 1980Historical cost weathers an inflation ‘storm’, |&agl to
growing calls and research into a departure from tfaditional accounting
valuation basis. Globally, inflation recedes froboat 1983, and the pressure for
inflation-adjusted accounting declines. This hezdld growing interest in current

cost accounting, although the default status ofdtisal cost remained intact.
1976 The FASB issues a discussion memorandum as a sspoithe Trueblood
Report.

Conceptual framework for financial Accounting amghorting

1977AAA issuesStatement of Theory and Theory Acceptance
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This explicitly identified the importance of presesnd potential investors as
users of financial accounting information. It waes as a significant step towards

the development of a conceptual framework.

1978 SFAC 1, GPFR targets,investors and creditors and other userdly
inference from the explicit reference to investansl creditors, prioritizing them.
[para. 34. FASB. 1978]. However, it does identi# @ser groups. Further, the
statement refers to financial reporting’s aim td, rational investment, credit
and other similar decisions’Specifically, SFAC 1 targeted external uses without
the power to specify the information requiréds unclear what ‘similar’ decision
the Board has in contemplation. The inference @lable here that the FASB is
dissembling here and has no other decisions ineagpiaition. If we were to
assume ‘labour supply decisions’ or ‘goods/servicegpply decisions’, as
examples of similar decisions, it remains doubtifiait the cost of supplying such
greater specification of ‘similar decisions’ woutdve run foul of the pervasive

cost-benefit constraint.

1978-84FASB produce a Conceptual Framework, SFACs 1-5.t\Waro avoid
the appearance of an overreliance on pure thdmycdncepts statements drew on
many traditions, including: stewardship, capitalimenance, true and fair, and

prudence.

1980Stamp Report (who earlier co-authored the BritiSlorporate Report”) was
the Canadian (CICA) response to the Trueblood Refiariterated the view of
diverse GPFR users, including: shareholders, aegianalysts, employees, non-
executive directors, customers, suppliers, uniamdiistry groups, government,

public, regulators, other companies and standaetters.
1980 SFAC-2,Qualitative CharacteristicsThe FASB Conceptual Framework is

to serve the public interest by providing a struetto financial information that

enables the efficient allocation of resources. Daigelopment is important in that
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it relates the broadest possible stakeholder petispeto the narrowest possible

view of ‘users’-the investor.

1980 AAA (American Accounting Association) advance thew of verifiable,
perhaps the most intransigent aspect of reliabifiy values that are able to be
reproduced by experts working independently of eatifer. This tentatively
offers the basis for a departure from the transastibasis to reliability of

historical cost.

1988 MacMonnies Report for the Institute of Chartereccduntants of Scotland
(ICAS), Making Corporate Reports Valuabl@ccents decision-usefulness of

prospective information.

Late 1980s Fair value gained progressive support in the wdkbe Savings and
Loan crisis in the United States, as the deficesaf historic cost were exposed
by this event as companies ‘cherry picked’ assetsréalization to support a

positive view of their financial position and perftance.

1989 Solomons Report prioritises relevance. Minimum lev# the two primary

characteristics are required for other to existt ik, they are positive correlate.

1988-9 The International Accounting Standards Council @SConceptual

Framework.
1989 Framework for the Preparation and Presentationimdri€ial Statements.
Focus is decision-useful information. It descrilkagous users, who are typically

investors, suggesting support for fair value meamant.

1990s FASB pushed for full fair value standards, incl@lirBFAS 142

‘unverifiable fair value’.
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1994 AICPA Jenkins Commission report delivers a focus efficient capital
markets, accenting investors and creditors, prasgemformation and decision-
usefulness. This report continued trends in thectiion of financial reporting

prescription.

1998 Draft 1AS-39 the inclusion of a full fair value oph for financial
instruments.

2000 I0SCO recommends members allow member countriasséolASs. The
IASB JWG (Joint Working Group) proposes all finaldnstruments should be

valued at fair value regardless of the purpose #neyheld for.

2001The IASB is established, replacing the IASC. Itumg that information that

will meet the needs of investors will meet othezrgsneeds. (Framework F-9).

2002 IASB/FASB Norwalk Agreement commits the two key @uanting

standards’ setters to the development of compadiialedards.

2005 By this time standards requiring fair value incldd@ASB): IASs 11, 16,
17, 18, 18, 20, 26, 33, 36, 38, 39, 40, 41 and B-R3,3,5.

Standards that required fair value by referena@ntther standard:

IAS 2, 21, 27, 28, 31, 32. IFRS 4, 7.

IASB proposed replacing reliability with faithfugpresentation.

2005-2008An increasing emphasis on the priority of the inegson relevance,
and on fair value as a logical derivative of earlieends in conceptual
frameworks. It is notable that one area of sigaiiic divergence between the
IASB and FASB is in the more singular user defamtipreferred by the IASB

(that is, the investor).

2006The FASB and IASB formally agree to work togethertioe development of

accounting standards. IASB Qualitative Charactesshclude relevance, faithful
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representation, and comparability. Notably, vebifity is relegated to secondary
status as an enhancing characteristic and comfigraédnds to support fair value

due to the heterogeneous transaction dates ofikatoost accounting.

2006-2008Continuing work on operation of fair value, i.e. 8ttt applies to, the
3-level hierarchy of valuation options, which mdrtereference and whether fair

values should be based on entry/exit prices.

2007SFAC- 7;SFAS 157 Establishes a common definition of faluga
IASB conceptual framework discussion related tasigeconcerned with whether
consideration should be extended beyond currergsiovs to include potential

investors.

2008The range of financial instruments measured atvilire, including those in

less liquid markets requiring model-based valuatios expanded.

2008 The FASB are seeking an improved objective of faxnreporting. ED
proposes information useful to present and potemigstors, lenders and other
creditors. IASB have moved further, identifying theestor as GPFR user. This,
importantly, eliminates a significant source ofsgisiblage by banks, as they have
(inferentially) used their status as creditors tgua to a position that supports
their interests as issuers.

Verifiability is separated from faithful represetit and identified as an
enhancing characteristic rather than a primary agdtaristic. This continues a
trend with the earlier introduction of ‘faithful peesentation’ which added
‘completeness’ as an element of reliability, (iefaially) diluting the
‘verifiability’ element of reliability which is stingly related to the historical cost,

transaction-based conception of objectivity.

Sources: Zeff, SA. (1979). Chronology. SignificB@velopments in the Establishment of Accounting&ples in the US
1926-78 in TA. Lee and RH. Parker. The EvolutionGarporate Financial reporting. Melbourne: Thomazshin and
Sons, Ltd; Samuels, Rickwood and Piper, 1989; IAZB08; FASB, 2008; Landsman, 2006; Deloitte, 2008;
PriceWaterhouse Coopers, 2008; Smith, 1996; Bankfernational Settlements, 2008; Ramana and W\2QG3; Higson,
2003; AICPA, 2008; CFA 2001; Miller and Redding,889 Schroeder, Clark and McCullers, 1991; Hender8aerson
and Harris, 2004; Chorafas, 2006; White and McN&B06; Whittington, 2007; Macve; IASB, 2006; FASH®O05.
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Appendix Two

Developments in Accounting Theory, Regulation and lasurement

Broad trends in Accounting

Trends in user definition

Measurement Trends

Theory
Until 1956: Accounting theory

was

essentially  descriptive  of
practice
1956-1970: Prescriptive
theories

predominated, including those
of RJ
Chambers,
Sterling

Staubus, and

Post-1970:

Descriptive theories come to
the fore
again

Positive Accounting Theory

Agency Theory

This is the so-called 'new
empiricism’

Note: In describing prevalent
theoretical

trends this is not to say they
were
total. However, we might infer
to an

Pre-1920s:
shareholders/creditors
1920s-1960: Users extended
to share-

holders, investors, creditors &
analysts

1960s-1990s: User status is

extended
to shareholders, investors,
creditors &
employees, suppliers,

customers and

Governments

The rise of the malevolent
influence of
stakeholder theory,
an influence
progressively expanding the
GPFR user

definition.

exerted

This was reflected in:

1. Trueblood Report (1973)

2. Corporate Report (1975)
3. FASB SFAC1 (1978)

4. Stamp Report  (1980)

Until the mid-1970s:

Historical cost accounting
measurement

predominates, substantially
unchallenged. This
changes with  elevated
levels of inflation. Oil
price/supply shocks,
aggravated by loose
monetary policy created an

environment in which
traditional  historic  cost
accounting came to be
seen as increasingly
irrelevant

threatened by elevated
inflation as it

is seen as increasingly
irrelevant

Proposals for general price
level

adjustment accounting
arise

By mid-1980s inflation
subdued

The pressure for price-level
adjustment

subsides.
accounting
gains some support

Current  cost

Late-1980s:residual interest
in current

cost  accounting
momentum

gains
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environment in which
prescriptive theories
failed to gain traction in

predominantly

descriptive eras. In the period
to 1956

theory was the articulation of
practice.

Despite this efforts to create a
coherent

theory of accounting persisted
over the

entire period under
consideration. Efforts
included:

1. 1936 AAA A Tentative
Statement of

Principles

Corporate
Financial Statements

Underlying

Deductive approach
advanced

1949: CAP proposes a
comprehensive

statement of GAAP. This
project was

abandoned as unfeasible

1955: RJ Chambers Blueprint
for a
theory of accounting

1961: AICPA Study No. 1 The
Basic
Postulates of Accounting

Proposes deductive approach

1962: AICPA A Tentative Set
of Broad

accounting  Principles  for
Business
Enterprises
Proposes theory deduced
from broad
economic and political

1990s-: The user definition is
extended

to include society, in addition
to the

Previously expanded
definition
1994 Jenkins Report

(AICPA) shifts the

focus to Efficient capital mkts,
prioritis'g
investors &
decision-
usefulness.
accommodate
societal interest in GPFR by
citing the

advantage of efficient capital
allocation

This approach
incorporates

prevailing finance theory

creditors &

Std setters

also

2008: FASB: Users are
investors and
creditors; IASB users are

investors (the

debate surrounds whether the
focus

should be on
investors or if

it should be extended to
include

prospective investors

current

due to the Savings & Loan
crisis

1990s-: Progressive rise of
fair value
FASB, IASC, and latterly,
the IASB
push in favour of Fair value

1998: Draft I1AS 39
proposes full FV

option for financial
instruments

By 2005: An extensive

range of IASs/

IFRSs require FV Work
ongoing on
specifying/operationalising
FV up until

the present (2008)

In the current era the
debate around FV

at the FASB and IASB

largely surround

its details. Issues such as
working

through individual
applications by

each standard, to establish
a common

definition are now at the

FVvV
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environment.

1974-85: FASB works to

develop a CF
to operationalise a general
theory of accounting
(normative).

fore.
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Appendix Three
IAS 2 Inventories

IAS 3 Consolidated Financial Instruments

IAS 6 Accounting Responses to Changes in Prices

IAS 11 Construction Contracts

IAS 12Income Taxes

IAS 15Information Reflecting the Effects of Changing Bsic
IAS 16 Property, Plant and Equipment

IAS 18 Revenue Recognition

IAS 19 Employee Benefits

IAS 20 Accounting for Government Grants and Disclosur&ofernment
assistance

IAS 21 The Effects of Changes in foreign Exchange Rates
IAS 22 Accounting for Business Combinations

IAS 25 Accounting for Investments

IAS 26 Accounting and Reporting by Retirement Benefit £lan
IAS 27 Consolidated and Separate Financial Statements

IAS 28 Investments in Associates

IAS 31Financial Reporting of Interests in Joint Ventures

IAS 32Financial instruments: Disclosure and Presentation
IAS 36 Impairment of Assets

IAS 38Intangible Assets

IAS 39 Financial Instruments: Recognition and Measurement
IAS 40Investment Property

IAS 41 Agriculture

IFRS 1First-Time Adoption of IFRS

IFRS 2Share-based Payment

IFRS 3Business Combinations

IFRS 4Insurance Contracts
IFRS 5Non-current Assets Held for Sale and Discontinuper@tions

IFRS 7Financial Instruments: Disclosure
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