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ABSTRACT: This paper provides a critical review of the FASB's Statement on Objec-
tives and of its Exposure Draft on the elements of financial accounting. First, the FASB's
statements are compared with those of the previous authoritative bodies. Little that is
new and little that can be expected to aid in the resolution of accounting issues can be
found in the FASB’'s Statements. If the previous authoritative statements on objectives
(and conceputal framework) can be adjudged failures, there is reason to believe that the
present effort will have a similar future. Second, the reasons for such failure are con-
sidered and it is found that objectives of financial accounting do not have an unambig-
uous interpretation. Several explanations as to why accountants continue to seek an
authoritative definition of objectives (and conceptual framework) are offered and some
modest proposals for the “objectives of the FASB" are discussed at the end of the paper.

We thus have cause to feel grateful to the drafters of recommendations; and this review
should on no account be construed as an attack on them. Obviously, they have devoted much
time and care to their task, and have been prompted by a high sense of public service. If
harm should in the end come from their work, the blame should attach more to disciples who
have accepted their teaching too eagerly, and have invested it with an ex cathedra quality
that could not perhaps have been foreseen, [Baxter, 1962, pp. 419-20].

HE Financial Accounting Standards

Board (FASB) issued an exposure

draft of the proposed statement on
Objectives of Financial Reporting and
Elements of Financial Statements of
Business Enterprises on December 29,
1977. The first part of the Exposure
Draft, dealing with the objectives of
financial reporting, was issued in revised
form a year later as the Statement of
Financial Accounting Concepts No. 1
(SFAC 1) [FASB, 1978]. A final state-
ment on the elements of financial state-
ments has not yet been issued. In this
paper we review the FASB’s statement on
objectives (as contained in SFAC 1) and
on elements (as contained in the Exposure

Draft). Though many of our comments
could also be applied to other aspects of
the project on the conceptual framework

We have benefited from many helpful comments in
particular those by Professors Raymond J. Chambers,
William W. Cooper, Sidney Davidson, Rashad Abdel-
khalik, William R. Scott, Stephen A. Zeff, and the
anonymous reviewers.

Nicholas Dopuch is Professor of Ac-
counting and Shyam Sunder is Associate
Professor of Accounting and Coopers &
Lybrand Research Fellow, both at the
University of Chicago.

This article was commissioned by the Editor.

Manuscript received November, 1978.

Revision received April, 1979.
Accepted May, 1979.



2

undertaken by the FASB, we shall limit
our discussion to the two documents
mentioned above.!

Few general criteria, other than inter-
nal consistency, have been proposed for
evaluating conceptual frameworks. The
approach taken in the reviews by Little-
ton [1962; 1963] of the Moonitz [1961]
and the Sprouse and Moonitz [1962]
monographs; by ljiri [1971] of the APB
Statement No. 4 [AICPA, 1970]; by a
subcommittee of the American Account-
ing Association (AAA) to respond to the
FASB’s Discussion Memorandum of the
Conceptual Framework [AAA, 1977b];
by Sterling [1967] of the AAA’s A Staze-
ment of Basic Accounting Theory [1966];
by Vatter [1963], Hanson [1940], and
Kester [1940] of Paton and Littleton
[1940]; and by Deinzer [1964] of various
statements sponsored by the AAA [1936;
1941, 1948; 1957; 1964a; 1964b] seem
too diverse to provide common criteria
for evaluating a conceptual framework.
We decided, therefore, to use two cri-
teria in our review: (1) To what extent
do these statements differ from previous
attempts of this nature; and, regardless
of the answer to (1), (2) to what extent
will these statements, if adopted, yield
the benefits expected by the FASB?
Since we arrive at pessimistic answers to
both questions, we are led to consider
two further questions: (a) What are the
fundamental difficulties in developing a
set of objectives of financial accounting,
and (b) why do authoritative bodies per-
sist in trying to develop a conceptual
framework? The final section of the
paper contains the summary and con-
cluding remarks.

1. COMPARISON WITH PREVIOUS
ATTEMPTS TO DEVELOP A
FRAMEWORK

Objectives
The SFAC 1 is divided into two parts:
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Introduction and Background, followed
by Objectives of Financial Reporting.
The introductory section includes subsec-
tions on: (a) financial statements and
financial reporting, (b) the environmental
context of objectives, (c) the characteris-
tics and limitations of information pro-
vided, (d) potential users and their
interests, and (e) general-purpose exter-
nal financial reporting. Financial state-
ments are defined to be a subset of finan-
cial reporting, but no limits are provided
on the number of elements of financial
reporting that one may include in finan-
cial statements. The discussion of the
environmental context of accounting
bears a resemblance to the discussion by
Moonitz [1961, Chapter 2] and by the
Accounting Principles Board in State-
ment No. 4 (APBS 4) [AICPA, 1970,
Chapter 3]. A discussion of the major
characteristics of the U.S. economy in
the statement of objectives would be
justified if it were accompanied by a
theory which linked the characteristics of
various economies to alternative finan-
cial accounting systems. Since no such
theory is provided, it is not clear how a
vague description of the U.S. economy is
useful for determining or understanding
objectives.?

In the sections on potential users and
general-purpose financial reporting it is
stated that the specific objectives here
refer to the general-purpose financial
reports that serve the informational
needs of external users who lack the
authority to prescribe the financial infor-
mation they want from an enterprise, a

! These documents were preceded by two Discussion
Memoranda [FASB 1974; 1976a}]; the latter was ac-
companied by a statement of tentative conclusions on
objectives of financial statements [FASB, 1976b).

? For example, paragraph 13 refers to efficient afloca-
tions of resources within a market economy, but there
are several definitions of allocation efficiency which
might be employed. In the absence of an agreed-upon
definition, inefficiencies cannot be identified.
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statement very similar to Objective No. 2
of the Trueblood Report [AICPA, 1973].
The FASB relies considerably on the
Trueblood Report when it states that
financial reporting “should provide in-
formation to help present and potential
investors and creditors, and other users
in assessing the amounts, timing, and
uncertainty of prospective net cash re-
ceipts....” [FASB, 1978, para. 37].
The need for information on cash flows
leads to the need for information on “the
economic resources of an enterprise, the
claims to those resources (obligations of
the enterprise to transfer resources to
other entities and owners’ equity), and
the effects of transactions, events, and
circumstances that change resources and
claims to those resources” (para. 40).
After more discussion, the Board arrives
at the conclusion that the

primary focus of financial reporting is in-
formation about an enterprise’s performance
provided by measures of earnings and its com-
ponents. . . . Information about enterprise
earnings and its components measured by
accrual accounting generally provides a better
indication of enterprise performance than in-
formation about current cash receipts and
payments [FASB, 1978, para. 43-44].

This last statement is not an objective,
but a means to an objéctive.

Although these paragraphs encompass
many of the specific objectives of the
Trueblood Report, the emphasis and
order of presentation are different. Other
departures from the Report are an omis-
sion of any reference to providing finan-
cial forecasts and to non-profit and
social accounting (Objectives 10, 11, and
12, respectively, of the Trueblood Re-
port).

In wording and substance, little is new
or different in SFAC 1.-Had the FASB
pointed out the parts of the existing
reports,? such as APBS 4 and the True-
blood Report, that it agreed with and
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emphasized its disagreements, its contri-
bution would have been easier to discern.
Without such aid, we are hard-pressed to
discern the FASB's net contribution to
these earlier efforts. Given that previous
authoritative efforts to write objectives
are generally considered inadequate in
helping to resolve accounting issues, a
basic test of the FASB’s contribution is
the extent to which SFAC | may succeed
where others have failed. We shall apply
such a test after discussing the elements
of financial statements and characteristics
of financial information as provided in
the FASB’s Exposure Draft [FASB,
1977].

Elements of Financial Statements

The second major section of the Ex-
posure Draft [FASB, 1977], paragraphs
36 through 66, deals mainly with defini-
tions of the main categories of accounts

. appearing in financial statements: assets,

liabilities, owners’ equity, revenues, ex-
penses, gains, and losses. Supplementing
these definitions are subsections contain-
ing discussions of the bases for defini-
tions, the matching of efforts and ac-
complishments, and the need to provide
financial statements which articulate with
one another. The elements of financial
statements are integrated—revenues and
gains result in, or from, increases in
assets, decreases in liabilities or combina-
tions of the two; expenses and losses
result in, or from, decreases in assets,
increases in liabilities, ezc.

A noteworthy feature of the FASB’s
definitions is their dependence on un-

? Most and Winters [1977] analyzed the objectives
promulgated by the Trueblood Study Group, APBS 4,
several of the Big Eight firms, the AAA, the National
Association of Accountants, ete. They found that of the
ten main objectives issued by the Trueblood Study Group
(Objectives 3 on cash flows, and 11 on non-profit ac-
counting, were omitted), eight similar objectives could
be found in APBS 4. Similarly, Objectives 1,2.4,5,6,7,
and 8 in the Trueblood Report had antecedents in from
five to as many as cight other statements of objectives. -
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specified “‘accounting rules and conven-
tions” [FASB, 1977, p. 19], again in the
tradition of the definitions provided by
two previous authoritative bodies, the
American Institute of [Certified Public]
Accountants’ Committee on Terminol-
ogy and Accounting Principles Board.*
This qualification appears to be incon-
sistent with the claim that conceptual
frameworks can lead to the selection of
appropriate principles and rules of mea-
surement and recognition. How can a
conceptual framework guide choices
from among alternative principles and
rules if the elements of the framework are
defined in these very same terms?

The dependence of the FASB’s defini-
tions on unspecified rules and conven-
tions leaves little basis on which to
evaluate them, since a specific evaluation
of these definitions would be speculative
as long as we do not know what conven-
tions will be adopted by the FASB at the
subsequent stages of its project.

A second feature of the FASB’s defini-
tions is that they provide only the neces-
sary conditions for a resource or obliga-
tion to be included in the asset or liability
categories, respectively, rather than both
the necessary and sufficient conditions.
For example, a resource other than cash
needs to have three characteristics to
qualify as an asset:

(a) the resource must . . . contribute directly
or indirectly to future cash inflows (or to
obviating future cash outflows), (b) the enter-
prise must be able to obtain the benefit from
it, and (c) the transaction or event giving rise
to the enterprise’s right to or interest in the
benefit must already have occurred {FASB,
1977, para. 47).

Similarly, three characteristics are also
necessary for an obligation to qualify as
a liability:

(a) the obligation must involve future sacrifice

of resources—a future transfer (or a fore-
going of a future receipt) of cash, goods, or
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services, (b) it must be an obligation of the
enterprise, and (c) the transaction or event
giving rise to the enterprise's obligation must
already have occurred [FASB, 1977, para. 49].

Since these are only necessary character-
istics, their presence does not imply that
an obligation will qualify as a liability or
that a resource will qualify as an asset.
All of these conditions may be satisfied
and an obligation still may not qualify
as an asset or, alternatively, as a liability.
In the absence of sufficient conditions,
these definitions will be of limited use to
accountants.

The definitions of revenues and ex-
penses given by the FASB follow the
traditional practice of defining these as
increases and decreases in assets or
decreases and increases in liabilities,
respectively, provided that the changes
in assets and liabilities relate to the earn-
ing activities of the enterprise (broadly
defined). Gains and losses are defined as
increases and decreases in net assets,
other than revenues and expenses or
investments and withdrawals by owners.

The definitions of revenue and expense
in APB Statement No. 4 [AICPA, 1970]
are similar to the above except that the
definitions there do not explicitly dis-
tinguish between revenues and gains nor
between expenses and losses. A distinc-
tion between revenues and gains is also
made by Sprouse and Moonitz [1962, p-
50] and by Paton and Littleton [1940, p.

* Forexample, the Committee on Terminology defined
assets in Accounting Terminology Bulletin No. 1
{AICPA, 1953] as follows:

“*Something represented by a debit balance that is
or would be properly carried forward upon a closing
of books of account according to the rules or prin-
ciplesof accounting . . . on the basis that it represents
either a property right . .. or is properly applicable
to the future™ (para. 26, emphasis added).

The APB in its Statement No. 4 defined assets as:
*‘economic resources of an enterprise that are recognized
and measured in conformity with generally accepted
accounting principles. . . ." [AICPA, 1970, para. 132]
(emphasis added).
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60]. But while a distinction between
expense and loss is made by Sprouse and
Moonitz, Paton and Littleton do not do
so. Indeed, they do not even provide an
explicit definition of expense, which is
consistent with their emphasis on cost
rather than on the asset-expense distinc-
tion. It is not until their discussion of
income that Paton and Littleton stress a
distinction between costs matched
against revenues (expenses) and those
deferred to future periods (assets) [1940,
Ch. V1.

On the whole, the differences between
the FASB and the APB definitions are
small and seem unimportant. An explicit
discussion of the main sources of dis-
agreement would have been more fruitful
than a “new” set of definitions. Circular
as they are, the conflict on definitions
seems to us to be only a proxy debate
whose principal, to which we return later,
is the debate about the accounting rules
themselves.

Characteristics and Limitations of
Financial Information

A part of the last major section of the
Exposure Draft has been included in the
introductory section of SFAC 1. There
we find statements about: (a) the reliance
of accounting on mounetary transactions,
(b) the emphasis of financial reports on
individual enterprises and not on indi-
vidual consumers or on society as a
whole, (c) the role of estimation in
accounting, (d) the fact that much of
financial information reflects past events,
(e) the coexistence of other sources of
financial information, and (f) the costs of
financial reporting.

The more well-known desirable
“qualities” of accounting information,
such as relevance, freedom from bias,
comparability, consistency, understand-
ability, verifiability, etc., are also refer-
enced in the Exposure Draft, but are
excluded from SFAC 1. The FASB
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acknowledges that trade-offs among
these qualities are not easily accom-
plished in practice. The objectives and
definitions of the elements of financial
statements are expected to guide the
Board in future phases of the conceptual
framework project when these trade-off
issues arise in more concrete form.

The characteristics and desirable
“qualities” of accounting information
discussed in the Exposure Draft are
familiar to accountants and appear as
“qualitative” objectives in APB State-
ment No. 4 and as components of ac-
counting concepts or as postulates in
other conceptual frameworks.

The above review of SFAC 1 and of
certain parts of the Exposure Draft
reveals little that is new on the objectives
of financial reporting and definitions of
the elements of financial statements. Lack
of novelty, of course, does not imply
worthlessness. It is quite possible that the
FASB’s effort may yet have the potential
to yield some benefits. The FASB has
suggested that the following benefits may
manifest themselves as a result of achiev-
ing agreement on the conceptual frame-
work [1976¢, pp. 5-6]:

1. Guide the body responsible for
establishing standards, :

2. Provide a frame of reference for
resolving accounting questions in
the absence of a specific promul-
gated standard,

3. Determine bounds for judgment in
preparing financial statements,

4. Increase financial statement users’
understanding of and confidence in
financial statements, and

5. Enhance comparability.

In reviewing this early part of the con-
ceptual framework, it is probably fair to
ask how reasonable it is to expect that the
above-mentioned benefits will actually
be realized. Of course, this evaluation
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may have to be changed when all the
pieces of the conceptual project are in
place. However, the evaluation of this
part of the project, tentative as it 1S,
should not await completion of the
project.

In the following section we examine
the degree to which the first two benefits
stated by the FASB, viz., guidance for
establishing standards and resolution of
accounting questions in the absence of
standards, are likely to be attained on the
basis of the given objectives and defini-
tions. The effect of the project on users’
understanding of, and confidence in, the
financial statements is an empirical ques-
tion and is beyond the scope of this
review paper.® We are not sure what
precisely is meant by (3), determination
of the bounds of judgment in preparation
of financial statements and by (5), en-
hancement of comparability. Since the
empirical or analytical contents of these
benefits are not clear, it is difficult to
evaluate, beyond purely subjective opin-
ion, whether and to what extent these
benefits will be derived from the FASB'’s
objectives and definitions. We shall,
therefore, confine ourselves to an evalu-
ation of the first two benefits stated by
the FASB.

2. RESOLUTION OF THREE
ACCOUNTING ISSUES

As a means of evaluating the potential
benefits the FASB's objectives and defini-
tions may provide in resolving accounting
1ssues, we selected three which have been
debated for some time and which have
received much attention from accoun-
tants and others. The issues are: 0))
deferred credits, (2) treatment of costs of
exploration in the oil and gas industry,
and (3) reports on current values of
assets and liabilities.

Deferred Credits

The FASB defines liabilities as “finan-
cial representations of obligations of a
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particular enterprise to transfer economic
resources to other entities in the future
as a result of a past transaction or event
affecting the enterprise” [FASB, 1977,
para. 49]. No specific reference to de-
ferred credits appears in this section,
although reference is made to liabilities
arising from the collection of cash or
other resources before providing goods
or services, or from selling products sub-
ject to warranty. It is also stated that
“legal enforceability of a claim is not a
prerequisite to representing it as a lia-
bility” if future transfer is probable.

The APB, in Statement No. 4, is more
direct:

Liabilities—economic obligations of an en-
terprise that are recognized and measured in
conformity with generally accepted account-
ing principles. Liabilities also include certain
deferred credits thar are not obligations but
that are recognized and measured in con-
formity with generally accepted accounting
principles [AICPA, 1970, Para. 132, emphasis
added).

A footnote to the last sentence specifically
singles out deferred taxes as an example
of liabilities which are not obligations!

Neither Paton and Littleton [1940]
nor Sprouse and Moonitz [1962] refer
to deferred credits arising from differ-
ences between financial and tax report-
ing, with both concentrating on the obli-
gations of enterprises to convey assets or
to perform services in the future.

The FASB’s definition of liabilities is
so general that at this stage we cannot
predict the Board’s position on deferred
taxes. However, those who favor the
recognition of deferred taxes can adopt
a somewhat broad interpretation of the
FASB’s definition of liabilities to justify
the inclusion of deferred taxes as an ele-

* The FASB may wish to commission such a study
now, so that a preconceptual framework measure of
confidence and understandability can be taken before
this opportunity is lost.

The issue of deferred taxes did not appear in the ac-
counting literature until about 1942, See AICPA {1942].
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ment of financial statements, particularly
at the individual asset level. In-contrast,
those who do not could take the FASB'’s
statements literally and just as easily
argue against the inclusion of deferred
taxes. Hence, these broad definitions
will not help resolve the issue.

Accounting for Oil and Gas
Exploration Costs

Bitter controversy still surrounds the
issue of how to account for petroleum
exploration costs. The issue surfaced in
the petroleum industry some two decades
ago when the full-cost method was intro-
duced. But the essence of the issue has an
earlier precedent.

Hatfield [1927, Chap. 2] considers the
problem of whether the acquisition costs
of successful experiments should be
limited to the costs of the successful
experiments themselves or whether they
should also include the costs of unsuc-
cessful experiments. Hence, the full-cost
versus successful-efforts debate is part of
a more general issue of what constitutes
the costs of assets when the acquisition
process is risky.

The issue reflects a difference of opin-
jon regarding the level of aggregation at
which the historical acquisition cost
principle is applied to record assets for
subsequent amortization. But there is no
reference in the Exposure Draft to alter-
native levels of aggregation for asset
recognition and measurement. The only
explicit statement bearing on this prob-
lem is that *[i]Jnformation about enter-
prise earnings and its components mea-
sured by accrual accounting generally
provides a better indication of enterprise
performance than information about
current cash receipts and payments”
[FASB, 1978, para. 44]. However, both
full-cost and successful-efforts account-
ing are forms of accrual accounting, so
that proponents of the former (e.g., the
Federal Trade Commission) have the
same support for their position as do
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proponents of the latter (e.g., the FASB).
The fact that the framework supports two
opposing principles of accounting is
preliminary evidence that the framework
is unlikely to be a useful guide in resolving
this issue.

Selecting the Valuation Basis for
Assets and Liabilities

Alternative theories of valuation and
income were discussed in accounting
texts published 50 years ago. For ex-
ample, Hatfield [1927] states:

Having accepted the principle that the origi-
nal valuation of assets is normally their cost
price, and having noticed the practical and
theoretical difficulty in determining the exact
cost price, there remains the more important
question as to subsequent revaluations of
assets. . . . Shall the accountant base revalua-
tion on (1) the original cost. .. (2) on the
estimated present cost of acquiring a similar
asset ... or (3) on what the asset might be
expected to bring if thrown upon the market
in the process of liquidation [p. 731?

Similar discussions appear even earlier
in Paton [1922], in Hatfield [1909], and
in a much more detailed fashion in
Canning [1929].

Liquidation values were generally
ruled out in such discussions because
they seemed inconsistent with the going-
concern notion, and since discounted
values had not yet achieved popularity
then, the choice between alternative
valuation bases was usually limited to
historical or replacement costs.

With respect to these alternatives, it
might be informative to quote some
statements from Paton and Littleton
(1940], who, some accountants believe,
had no tolerance for valuation bases
other than historical cost accounting.
On pages 122-123, they state:

With the passing of time, however, the value

of the particular productive factor—as re-

flected in the current cost or market price of
like units—is subject to change in either direc-

tion. and when a change occurs it becomes
clear that the actual cost of the unit still in



service or still attaching to operating activity
is not fully acceptable as a measure of im-
mediate economic significance. -

Later, on page 123, they ask the question:

[Wlould accounting meet more adequately
the proper needs of the various parties con-
cerned if. in the process of separating the
charges to revenue from the unexpired bal-
ances, the estimated replacement costs or
other evidence of current values were regu-
larly substituted for recorded costs incurrred?
There seem to be no convincing reasons for
an affirmative answer, Recorded costs are ob-
jectively determined data: estimated current
values are largely matters of opinion and for
some types of cost factors are conspicuously
unreliable.

In the section on “Limitations of Esti-
mated Replacement Cost,” they com-
ment: “In the first place continuous
appraisals at the best are costly, and can
be used only if the benefits to be derived
clearly justify the additional cost in-
curred” (p. 132). They then suggest that
in periods of price stability and situa-
tions involving complex enterprises, such
benefits are unlikely to exceed the costs
of implementation. Finally,

The fair conclusion is that the cost standard of
plant accounting holds up well, as compared
with any alternative plan, when faced with
typical business needs and conditions. . . . At
the same time it would be going too far to hold
that under no circumstances can any useful
purpose be served by introducing into the
accounts and reports, by appropriate meth-
ods, data designed to supplement the figures
of actual cost [Paton and Littleton, p. 134].

The latter statement led them to recom-
mend that alternative valuations be
limited to supplementary schedules.

The above are practical, not theoreti-
cal, arguments and are probably repre-
sentative of the views of many accoun-
tants who have expressed a reluctance to
accept current costs in published finan-
cial statements. No conceptual frame-
work, however logically conceived, can
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counter practical issues regarding the
reliability of estimates of, say, replace-
ment costs. The “true’ replacement costs
of assets are not observed until those
assets are actually replaced (nor are
“true” exit prices observed unless the
assets are sold). So the issue is not
whether current costs are useful “in
making economic decisions”; rather, the
issue is what criteria may be used to
alternative estimates of unknown param-
eters. Unfortunately, neither SFAC 1 nor
the Exposure Draft addresses this prob-
lem of estimation.

On the basis of the above analysis, we
conclude that the results of the FASB’s
effort to write objectives and definitions
are hardly different from previous at-
tempts of this nature and, as such, are
unlikely to help resolve major accounting’
1ssues or to set standards of financial
reporting as the FASB had expected.
Pessimistic as our conclusions are, they
should not surprise those familiar with
the standard-setting process during the
past 30 years. The charge of the True-
blood Study Group was very similar to
the first two benefits expected by the
FASB:

The main purpose of the [Trueblood] study
is to refine the objectives of financial state-
ments. Refined objectives should facilitate
establishment of guidelines and criteria for
improving accounting and financial reporting
[AICPA, 1973, p. 67].

Both the supporters and the critics
expressed doubts that this purpose of the
study would be met. Bedford [1974, p.
16], while largely supporting the report,
said, “I refer to the extremely difficult
task of logically deriving accounting
standards from objectives—not that I
think it can be done but because I fear
some will think it is appropriate.” Miller
[1974, p. 20], a critic of the report, stated,
“The greatest short coming of the True-
blood Report is, it seems to me, that the
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accept/reject criteria are not sufficiently
precise. I wish Professor Sorter and his
associates had been less suble.” Sprouse
stated, ‘I have no illusions about the use
of such a document to prove that a par-
ticular accounting standard is ‘right’”
[1974, p. 28]. These doubts about the
accomplishments of the Trueblood Re-
port are very similar to our reservations
about the fruits of the FASB’s labors.

Since our conclusion about the poten-
tial value and effect of the FASB's
objectives and definitions is pessimistic,
we are led to inquire into the very nature
of objectives of financial accounting and
the fundamental difficulty of defining
them in a social setting. The inability of
different authoritative drafts of objec-
tives produced in the last decade to
achieve general acceptance on a con-
ceptual framework is hardly due to the
lack of diligence on the part of their
authors; it may stem from addressing the
wrong problem.

3. THE NATURE oF OBJECTIVES OF
FINANCIAL ACCOUNTING

An objective is something toward which
effort is directed, an aim or end of action, a
goal [FASB, 1974, p. 13].

Financial accounting is a social or
multiperson activity. Members of society
engage in financial accounting or in other
social activities when they are motivated
by their individual goals and objectives.
We shall assume that the meaning of the
terms ‘“goal” and *‘objective,” as they
apply to individuals or homogeneous
groups of individuals, is self-evident for
the purpose of the present discussion.
Given a clear definition of the objectives
that motivate each individual to engage
In an aspect of a social activity, what
f}lea_ning can we assign to the term
“objective” when it is applied not to
Individuals or groups, but to the activity
1tself? In what sense can a social activity

be said to have an objective?

We suggest three different interpreta-
tions of the meaning of the objectives of
a social activity: functional objectives,
common objectives, and dominant group
objectives. In this section we shall first
explain the meaning and implications of
each interpretation and then examine the
nature of the objectives of financial
accounting in light of these interpre-
tations.

Functional Objectives

The union of individual objectives
could be referred to as the objective of
the social activity in a functional sense.
A functional explanation of social phe-
nomena assumes that the consequences
of a social arrangement or behavior are
essential elements of the causes of that
behavior (see Stinchcombe [1968], esp.
pp. 80-100). Objectives that motivate
individuals to engage in an activity on a
continuing basis must also be the conse-
quences of the activity; otherwise the
individuals will not continue to engage
in it. Thus, the functional explanation
implies that the union of individual objec-
tives can be identified without probing
into the motivations of individuals by
simply observing the set of consequences
of the social activity. These consequences
themselves therefore can be regarded as
the objectives of the social activity. Since
the consequences are observable phe-
nomena, they can be objectively deter-
mined. However, the set of consequences
may be so large that a complex and
lengthy description may be the result.
Nevertheless, a statement of conse-
quences is one possible interpretation of
the objective of a social activity.

Common Objectives

A second possibility is to define the
intersection of individual objectives, i.e.,
the subset of objectives common to all
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individuals, as the objective of the social
activity. By definition, common objec-
tives are equal to or fewer in number
than the functional objectives. If all in-
dividuals are motivated by an identical
set of objectives, common objectives are
the same as the functional objectives; if
each individual is motivated by different
objectives, the intersection is null and
there are no common objectives.

Dominant Group Objectives

A third possible interpretation of the
objectives of a social activity is the objec-
tives of an individual or subset of all
individuals in the society who are able,
through whatever mechanism, to impose
their will on all others involved in the
activity. In the presence of such a domi-
nant group, the objectives of individuals
not included in the group become irrele-
vant, since the dominant group objec-
tives become the objectives of the social
activity. Obviously, this interpretation
cannot be used if the dominant group
does not have the power to impose its
will on the society.

Accounting as a Social Activity

Accounting is a social activity engaged
in by (1) corporate managers who per-
form in activities that are recorded by the
accounting system; (2) corporate ac-
countants who gather the data and com-
pile the reports; (3) auditors who scruti-
nize and attest to the fairmess of the
reports; (4) outside government and
private agencies, investors, employees,
customers, ezc., who read these reports;
and (5) college and university personnel
who train their students in accounting.
Each group of individuals engaged in
financial accounting possesses its own
private motives or objectives leading to
this involvement. In the light of the three
possible interpretations of the objectives
of a social activity discussed above, what
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meaning can we assign to the objectives
of financial accounting?

Functional Interpretation of
Accounting Objectives

Since all consequences of accounting
are included in the functional interpre-
tation of objectives, consider the follow-
ing sample of objectives that would
qualify under this interpretation:

1. Increase employment of accoun-
tants, auditors, and teachers of
accounting;

2. Help companies market their se-
curities to creditors and investors;

3. Help outsiders monitor the per-
formance of management;

4. Maximize the wealth of the present
owners of the company;

5. Minimize income tax burdens of

companies;

. Aid in controlling inflation;

. Disclose the impact of enterprise
operations on the quality of the
environment;

8. Help management avoid hostile

takeover attempts;

9. Systematically record, classify, and
report data on the business trans-
actions of the enterprise;

10. Aid in enforcing anti-trust laws.

~3 O\

Each of the objectives listed above
could be viewed as legitimate by one or
more sets of individuals involved in
financial accounting. Note that a com-
plete description of the consequences of
financial accounting will include not
only “facts” but what is regarded as
“fiction” by specific individuals. For
example, a manager may regard the
avoidance of hostile takeover attempts
as a valid objective of financial statements
while a shareholder may believe that the
effect of financial accounting practices
on avoidance of hostile takeovers is
non-existent. In order to be included in
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the set, it is sufficient that someone
involved in financial accounting believe
in that consequence or use it as a per-
sonal objective. Note also that this set
includes contradictory objectives and
consequences. For example, manage-
ment may believe that one accounting
method for inventory accounting will
help market the firm’s securities, whereas
shareholders may believe that an alterna-
tive inventory method is more revealing
of management’s competence. Similarly,
the objective of accountants to increase
the demand for their services may be in
conflict with the objective of corporate
managers to maximize their own or the
shareholders’ wealth.

Although probably not intended as
such, the objectives stated by the FASB
may be viewed as functional objectives.
For example, the first objective given by
the FASB is:

Financial reporting should provide informa-
tion that is useful to present and potential
investors and creditors and other users in
making rational investment, credit, and simi-
lar decisions. The information should be
comprehensible to those who have a reason-
able understanding of business and economic
activities and are willing to study the informa-
tion with reasonable diligence {FASB, 1978,
para. 34)].

If “should” is removed from each sen-
tence, this objective is reduced to a mere
statement of an empirically verified and a
widely accepted consequence of financial
accounting. Financial accounting does,
Indeed, provide information useful to
investors and creditors, and it is compre-
hensible to those willing to study the
reports with reasonable diligence. But,
Peing purely descriptive, functional ob-
Jectiyes themselves cannot serve as nor-
matve goals to guide policy making.
Nevertheless, if they are reasonably
complete, they can serve to improve the

undergaqding of the role of financial ac-
counting in society.

11

There is reason to believe that the
FASB did not intend to offer its state-
ment as one of functional objectives.
First, the statement is far from complete,
concentrating on a few facts and a few
unverified theories about the conse-
quences of financial accounting, without
any effort to present, for example, the
motivations behind the supply side of
financial accounting services. And the
normative tone of the statement pre-
cludes the possibility that the FASB has
attempted to provide a statement of the
union of individual objectives of all
persons involved in financial accounting.

Common-Objectives Interpretation of
Accounting Objectives

A second possible interpretation of the
objectives of accounting is the subset of
individual objectives which are common
to all individuals involved in accounting.
Cyert and Ijiri’s [1974] model of heter-
ogeneous interests can be modified to
apply to the objectives. Cyert and ljiri
use a Venn diagram to illustrate their
point. The elements of the sets considered
by them are pieces of information which
various interest groups—users, man-
agers, and auditors—may be willing to
use, provide, or attest, and the intersec-
tion of the three sets is the actual informa-
tion provided by the financial statements.
The choice problem posed by Cyert and
Ijiri could be moved to a higher level of
abstraction by considering the sets of
accounting principles that each group
would prefer to be used in the prepara-
tion of financial statements. A still higher
level of abstraction would involve specific
sets of objectives that each group would
seek to fulfill through its involvement in
financial accounting.

It is conceivable that the intersection
of the three sets will become progressively
smaller as we move to higher levels of
abstraction from pieces of information
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FIGURE |
ACCOUNTING INFORMATION, PRINCIPLES AND OBJECTIVES PREFERRED BY VARIOUS PARTIES

The Profession

(a) Sets of Information in
Financial Statements

to accounting principles to objectives, in
which case the Venn diagrams at the
three levels of abstraction might appear
asin Figure 1.

We do not know whether the intersec-
tion of the sets grows larger or smaller as
we move from items of information to
principles to objectives and vice versa.’
Generally, agreement on principles and
objectives will be easier to obtain if such
statements are sufficiently vague so as to
allow room for various interest groups to
adopt their own interpretations. But
vagueness, while necessary to obtain
initial agreement, will reduce the useful-
ness of a statement of objectives in
setting accounting standards. The propo-
sition is borne out by the statements of
objectives we have seen thus far. The
vagueness of statements of this nature is
consistent with the level of generality
at which agreement is sought. It allows
enough room for each interested party to
maneuver to protect its own interest
when actual accounting standards and
rules are written.

Some empirical evidence is available
on the non-overlapping nature of ac-
counting objectives. In 1976, when the
FASB carried out a survey to determine
how many people involved in various

The Pro(cssion

The Profession

Management

(b) Sets of Accounting
Principles

(c) Sets of Objectives

aspects of financial accounting agreed
with the Trueblood objectives, the Board
was surprised to learn that only 37 per-
cent of the respondents believed that
providing information useful for making
economic decisions was an objective of
financial accounting:

Let me point this up for you. In our first dis-
cussion memorandum on the conceptual
framework of accounting, . .. we sought an
expression of opinion from respondents on
the following as a basic objective of financial
statements; it is taken directly from the True-
blood Report:

The basic objective of financial state-
ments is to provide information useful
for making economic decisions.

Could there be disagreement with a statement
such as this? I am sure you will be astounded
to learn that only 37 percent of our respon-
dents were able to recommend the adoption
of this objective. Twenty-two percent recom-
mended that it be rejected out of hand; and 10
percent insisted that it needed further study.
It is difficult to believe that only 37 percent
can agree that the basic objective of financial
statements is to provide information useful
for making economic decisions. I think this

7 The question is subject to debate; see, for example,.
the analysis of responses of various parties to the FASB's
pronouncements by Coe and Sorter [1977-78]and Watts
and Zimmerman [1978].
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suggests the problem quite clearly [Arm-
strong, 1977, p. 77]. ‘

We are puzzled at the Board’s puzzle-
ment. Why should we believe all groups
of interested parties would adopt the
provision of information useful for
making economic decisions as their moti-
vation for being involved in the financial
reporting process? For example, we
should not be surprised if auditors, like
everyone else, seek to maximize their own
wealth through participation in the ac-
counting process. If the provision of
economically useful information implies
greater exposure to the risk of being sued
without corresponding benefits of higher
compensation, they will not see the pro-
vision of economically useful informa-
tion (however defined) as their objective
of the financial accounting process. Simi-
lar arguments could be made about any
other interested party who might have
been surveyed by the FASB. The mem-
bers of each group probably stated what
they believed were their objectives for
being involved in the process.

At present, we do not have data to
determine which, if any, objectives are
actually common to all participants in
accounting. Consequently we cannot yet
determine whether the common-objec-
tives approach is a feasible interpretation
of the objectives of accounting.

Dominant Group Interpretation of
Accounting Objectives

Unlike the Trueblood Study Group,
the FASB has not stated explicitly how it
selected its subset of objectives from a
much larger set of potential objectives.
But from the objectives which the FASB
did select, we can infer that it has followed
the ngblood Study Group in relying on
the nouon of user-primacy in financial
;ccopmmg_s This notion represents the

Omunant-group approach to defining
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the objective of a social activity that we
identified above.

Most of the discussion appearing in
the literature on the objectives of finan-
cial accounting during the past ten years
tends to rely on the notion of user-
primacy. Beaver and Demski [1974], for
example, concentrated their attention on
the problems generated by the hetero-
geneity of tastes among the users of
financial statements, on the assumption
that this group would be the primary
group whose interests would be refiected
in the objectives of financial statements
officially adopted by the authoritative
agencies: ‘

There seems to be a consensus that the pri-
mary purpose of financial reporting is to
provide information to financial statement
users. Yet, the basic, fundamental role of
objectives within this utilitarian, user-pri-
macy framework remains obscure—largely
we speculate because the problem of hetero-
geneous users has not been forcefully ad-
dressed. ... A basic purpose of this sum-
mary and synthesis, then, is to offer a view
of the nature and role of financial accounting
objectives that explicitly rests on hetero-
geneous users [p. 170].

Cyert and Ljiri [1974] considered the
heterogeneity of preferences for informa-
tion sets among three diverse groups
(assuming that the intragroup hetero-
geneity is unimportant) and analyzed the
problem of determining accounting stan-
dards under the assumption that the user
interest is primary. Referring to 1(a) of
our Figure 1, they stated:

This is a logical, if not a unique approach
since in many user-corporate relationships
the corporation is accountable to the users for

® “While mindful of the importance of the audit func-
tion, the Study Group has been primarily concerned
with the nature of information and not its attestability.”
[AICPA, 1973, p. 10.] The Trueblood Study Group left
the problem of attestation and the interests of the man-
agement to “implementation™ and did not consider
these interests worthy of consideration within the set of
objectives of financial reporting.
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its activities. If the users are in a position to

demand information from the corporation

based on a contractual or statutory relation-
ship between them, it makes sense to define
what Circle U is and then attempt to move

Circle C toward it. Furthermore, in the inter-

action of the three groups. the profession’s

purpose is to help keep a smooth flow of in-
formation from the corporation to the users.

Hence, Circle P is clearly subordinate to

Circles C and U. Thus, it is perhaps the most

practical way to state as objectives the need to

move Circles C and P toward the goal of a

newly defined Circle U [p. 32].

If the user group had the power to
enforce its preferences at no cost to itself,
the objectives of this group could be
called the objectives of financial ac-
counting. This would simplify the prob-
lem of setting objectives. Indeed, if the
user group were homogeneous, the prob-
lem would be trivial. However, there is
little evidence that the user group has the
power to impose its preferences on finan-
cial accounting.

A considerable amount of confusion
about the objectives of financial account-
ing has been generated by comparing
them to the objectives of the firm. For
example, Bedford [1974] notes, *“‘The
basic objective of financial statements is
to provide information useful for making
economic decisions.” This statement is as
direct as the statement that ‘the basic
objective of private enterprise is to make
a profit’ and it is equally operational™
[p. 15; emphasis is added]. Few would
dispute that, as stated, the profit-maxi-
mizing objective of the firm is merely a
shorthand way of stating the objectives
of the shareholders of the firm under the
assumption of homogeneous shareholder
preferences; it does not represent the
specific objectives of the managers, em-
ployees, creditors or of any other parties
inside or outside the firm. Besides, profit
is a net concept in the sense that it is the
difference between revenues and ex-
penses, and its use as an objective implies
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that additional revenue should not be
generated beyond the point at which the
additional cost exceeds it. Provision of
information for decision making, unlike
profit, is a gross concept and cannot
provide guidelines as to how far the firm
should go in providing information for
economic decisions.

The analogy to the theory of the firm
is more apparent than real. In that theory,
if the objective is to maximize the
owners’ wealth, production-investment
variables can be chosen in view of the
cost and revenue functions which serve
as the environmental variables. What is
the FASB (or any other agency entrusted
with the task of writing accounting
standards) supposed to maximize or
optimize? When the FASB recommends
that the objective of financial statements
15 to provide information useful for
making rational credit and investment
decisions, should we understand that the
provision of such information should be
maximized without regard to the cost and
other consequences of making such in-
formation available? What are the vari-
ables over which to optimize, and what is
the trade-off among these variables?
Unless these trade-offs are defined, a
statement of objectives that will be useful
in arriving at the most satisfying account-
ing standards cannot be said to have been
laid down, nor can there be a way of
determining if the recommended objec-
tives have been achieved by a given
accounting standard.

The extraordinary emphasis of the
recent pronouncements regarding objec-
tives of financial accounting on user
primacy can probably be traced to
inappropriate applications of single-per-
son decision theory in a multi-person
context. In single-person decision theory,'
the generation of information is regarded
as a more-or-less mechanical process,
which remains unaffected by its ultimate
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uses. The person making the choice of an
information system out of the.available
alternatives calculates the expected pres-
ent value of the benefits to be derived
from the use of information produced by
each system and makes the choice on the
basis of the excess of these benefits over
the respective costs. The same underlying
event-generating mechanism is assumed
to be common to all information systems,
and it remains unaffected by the choice
of information system made. This model,
developed by the physical scientists and
engineers for the control of mechanical
or inanimate systems, is inappropriate
for social systems, where the object of
control is not an unchanging chemical
process but a human being with learning
capabilities. In control systems where
human beings stand at both the sending
and receiving end of the information
channel, the flow of information affects
behavior at both ends. We cannot choose
an information system which is best
suited to the needs of persons at one end
of the information line on the assumption
of a constant behavior pattern of the
persons at the other end. Indeed, the
two-way effect of the information makes
the designation of one party as user and
the other as sender somewhat ambigu-
ous. A user-primacy notion in the selec-
tion of objectives of financial accounting
which ignores how firm managers are
likely to adjust their behavior to the
new information system (and how this
adjustment in management behavior will
affect the interests of the so-called users)
represents a very short-sighted view of
the.whole problem. As such, solutions
derived from this simplified approach
will not work. A similar argument could
be offered regarding the exclusion of the
audltor§ from the “primary” groups
whose interests must be explicitly con-

2dereq in any realistic set of objectives of
nancial accounting.
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To summarize, we have examined
three possible interpretations of objec-
tives of social activities in general and
financial accounting in particular. We
have concluded that the union of indi-
vidual objectives, being too diverse and
contradictory, cannot serve to guide
policy; intersection of individual objec-
tives may be null; the dominant-group
objectives, assuming user primacy, do
not reflect the economic reality of the
power of suppliers in the accounting
marketplace and are, therefore, unwork-
able. Fundamental to an understanding
of the nature of financial accounting as
they are, these difficulties in interpreting
the objectives of financial accounting
have received little attention in the liter-
ature. This lack of attention stands in
sharp contrast to the repeated efforts to
prepare a statement of objectives and
definitions and leads us to examine the
possible reasons that may stand behind
the efforts to prepare an authoritative
statement of objectives and definitions.

4. WHY SEARCH FOR A CONCEPTUAL
FRAMEWORK?

In the first section of the paper, we
compared the SFAC 1 and the Exposure
Draft to the previous attempts of this
nature and found little substantive differ-
ence. In the second section, we examined
whether the first two of the five benefits
claimed by the FASB may reasonably be
expected to flow from these statements
and reached a negative conclusion. Then
we probed the very. meaning of the term
“objectives” as applied to financial ac-
counting and found that term too ill-
defined. These conclusions led us to
inquire into reasons why authoritative
bodies have continued to search for
objectives and a conceptual framework
of accounting. We consider several of
these.

The first reason could be that our
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negative conclusions in section two re-
garding the usefulness of these statements
in resolving accounting issues and stan-
dard-setting problems are wrong. If so,
it should be easy for someone to illus-
trate, possibly using issues other than the
three we selected. that these objectives
and definitions will indeed help resolve
the accounting issues. We are not aware
of any such illustrations.

A second reason for the search for
conceptual frameworks could be pro-
vided in terms of the three potential
benefits claimed by the FASB and not
examined in this paper. It may turn out
that the issuance of the conceptual
framework increases the users’ confi-
dence in, and understanding of, financial
statements. Someone may also give work-
able definitions of “bounds for judg-
ment’”’ and comparability and show that
the issuance of conceptual frameworks
may have desirable consequences in these
respects. Again, neither the theoretical
arguments nor the empirical evidence
that bears on these issues is available.

Two further reasons are possible: One
lies in the form in which accounting
problems are brought to the authoritative
bodies, while the second lies in the at-
tempts of the accounting profession to
keep the rule-making power in its own
hands.

Repeated efforts of authoritative bod-
les to define the conceptual framework
of accounting in general and the elements
of financial statements in particular may
arise from the genuine belief that a
determination of precise definitions of
certain terms will somehow help resolve
accounting controversies.? Such belief is
reinforced each time an accounting con-
troversy surfaces and the proponents of
alternative methods present their argu-
ments in the established terminology of
accounting so as to convince the policy
makers that the weight of tradition, so
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highly prized in accounting, is on their
side. Given a strong motivation to have
an accounting standard accepted which
is favorable to one’s interests, it is not
difficult to devise an argument as to why
a given transaction should be recorded
in a certain way under the currently ac-
cepted definitions of accounting terms.!°
Since the views of various parties are
presented to the policy-making bodies
not in the form of conflicting private
interests, but in the form of conflicting
interpretations of accounting definitions,
it may appear that a clearer definition of
each accounting term will solve the
problem. A frank discussion of the
private interests of various contending
groups may be tactically disadvantageous
in open public discourse.!! Hence, the
overblown emphasis on authoritative
definitions. However, definitions, no mat-
ter how carefully worded, cannot bear
the burden of the struggle for economic
advantage between various interest
groups. Legal definitions survive in a
similar environment only because their
interpretations by the courts are backed
by the power of the state to enforce them,
a power not available to the FASB.

The conceptual framework-seeking be-
havior of the FASB and its predecessors
can also be explained in terms of a self-
interest perceived by the public account-
ing profession. The profession has long
argued that its interests are best served
if it can maintain control over prescrip-

® See Zefl (1978, pp. 57-58] for a typology of the
arguments offered in accounting controversies. '

'% See Kitchen [1954] for a stimulating discussion of
the problems of definition in accounting.

t! Since everybody is assumed to be serving the inter-
ests of the information user, proponents of all accounting
methods argue their case because it will benefit suchd
user. Recall that in the heyday of the LIFO controversy.
a major argument for LIFO was that it yields a better,
measure of income. Watts and Zimmerman (1979] have,
attempted to explain the existence of some normativg
theories in financial accounting, using a parallel argu
ment.
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tion of accounting standards. This is
revealed in its protests against any hint
that the control of the profession over the
standard-setting process may be weak-
ened. Fear of governmental intervention
has long been, and continues to be, the
major reason for calls for action in the
profession.!? Consider, for example, the
following:

If the practitioners, after sufficient time has
elapsed, have not come to some substantial
agreement as to what are or should be con-
sidered accepted accounting principles and
practices, we may well expect the Commis-
sion’s [SEC’s] staff accountants to prepare,
and the Commission to publish what it shall
demand in the way of such practices...
[Smith, 1935, p. 327}.

Appropriate as it is today, note that
the above statement appeared in an
article published almost 45 years ago.
Disagreements centering on diverse ac-
counting standards continue to attract
much of the criticism leveled at the
accounting profession and are the source
of the greatest threat to the profession’s
control over the standard-setting process.
The presence of diverse accounting prac-
tices hurts the credibility of the standard-
setting bodies in two ways. First, the
existence of alternative accounting meth-
ods is taken as prima facie evidence that
the accounting standard-setting body is
not doing its work properly and is simply
allowing firms to record transactions in
an arbitrary fashion. Second, whenever
the standard-setting body proscribes the
use of all but one of the alternative ac-
counting methods, the advocates of the
methods were no longer permitted to
cnticize the agency for being arbitrary
In not protecting their interests. No
matter what it does, a body like the FASB
can expect to find itself criticized by
Powerful interest groups. A good exam-
Ple s provided by the debate on account-
Ing for oil and gas exploration costs. The
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FASB was instructed to develop a uni-
form accounting standard for the oil
and gas industry or face the threat of
having such a standard written by a
government agency. When the FASB
chose the successful-efforts over the full-
cost method, it found, aligned against it,
a powerful industry group as well as some
government departments and agencies.
Being largely an offspring of the account-
ing profession, the FASB has (as did the
APB) little defense against the criticism
that it does not have legitimate authority
to make decisions which affect wealth
transfers among members of society.

Thus, a body like the FASB needs a
conceptual framework simply to boost
its public standing.!> A conceptual
framework provides the basis for arguing
that: (1) the objective of its activities is
to serve the users of the financial state-
ments (it is easier to use the public-
interest argument for the user group
than for any other group), and (2) it
selects among accounting alternatives on
the basis of broadly accepted objectives
and not because of pressures applied
by various interest groups seeking a
favorable ruling from the Board. The
ability, intelligence, ethical character,
and past services, efc., of the members of
the FASB are not sufficient to convince
the parties adversely affected by its
rulings that it makes social choices
through an impartial consideration of
conflicting interests in society. Rather, a
conceptual framework is needed to pro-
vide the rationalization for its choices.

If a more representative body were to
take over the function of setting account-

12 Of course, the auditors’ fear of government inter-
vention is asymmetric. Consistent with their self-inter-
ests, they do want the government to continue to require
an audit of certain business firms to ensure demand for
their services but want to keep the standard-setting
process {ree of government control.

13 A discussion of this public-interest argument ap-
pears in AAA[1977b).
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ing standards, perhaps there would be
less of a need for a conceptual framework.
Indeed, the demand to develop a con-
ceptual framework may be inversely
related to the power of enforcement
which the standard-setting agency can
command. For example, the Securities
and Exchange Commission, which has
the legal power to enforce its Accounting
Series Releases, has not been hampered
by the fact that it has not yet enunciated
a conceptual framework of accounting.

5. CONCLUDING REMARKS

There is little evidence that official
statements of objectives of financial
accounting have had any direct effect on
the determination of financial accounting
standards. Whenever the APB or the
FASB has had to consider a financial
accounting standard, various interest
groups presented arguments to support
the methods that each perceived to be in
its own best interests. The standards
issued had to be compromises among the
contending interests.!* Whether the stan-
dard-setting process stays in the private
sector or is transferred to some public
agency, this feature is unlikely to change.
What, then, will likely be the effect of
the FASB’s Conceptual Framework Proj-
ect on the development of financial
accounting standards in the future?

Our initial guess is that the objectives
selected by the Board will be ignored in
future rule-making activities, just as were
those from previous authoritative at-
tempts. Following the publication of
these objectives, the Board will probably
feel obliged to pay lip service to them in
its future pronouncements, but these
pronouncements will not be affected in
any substantive way by what is contained
in the present documents.

It might have been a more fruitful exer-
cise for the FASB to develop a set of
objectives for itself and not for the entire

The Accounting Review. January 1980

social activity called financial reporting.
A few examples of such objectives are
provided for consideration:

First, the Board could explicitly recog-
nize the nature of financial accounting as
a social activity which affects a varied
set of interests, both of those who actively
participate and those who do not.!® As
the interests of each group are affected
by the actions of the Board, it must expect
to hear arguments in support of, and
against, its decisions. The representations
made by these parties could be viewed
in the context of their own private
interests. In the past, accountants in
public practice (i.e., auditors) have tended
to be more vocal in their reactions to the
Board’s actions than have other parties.
But perhaps accountants in public prac-
tice should have less direct influence on
the rule-making process in the future. In
its statement of objectives, the Board
could define mechanisms for arriving at
a compromise ruling after a hearing has
been given to all affected groups in
society. The Board’s primary objective
would simply be to arrive at a compro-
mise ruling after considering various
points of view on each issue.

A second objective for the FASB might
be to limit the detail and specificity of its
accounting standards. The pressure to
write increasingly detailed and specific
accounting standards is great and, in
recent years, the resistance of the Board
to such pressures seems to be weakening.
In this connection, we might note that
one of the three conditions laid down by
the Council of the Institute of Chartered
Accountants in England and Wales for
approving recommendations on account-

' See, for example, Homgren (1973, p. 61], “My,
hypothesis is that the setting of accounting standards isas
much a product of political action as of flawless logic 0f;
empirical findings.” ‘4

'* An explicit objective along these lines was als0
proposed in AAA [1977b, pp. 10~11].
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ing principles to its members was simply
that the document be reasonably concise
in form (see Zeff (1972, p. 11]).1®
Judging from the length and detail of
some of its recent pronouncements (e.g.,
those dealing with leases and oil and gas
exploration costs), the FASB seems to
have abandoned an attempt to keep its
Statements of Financial Accounting
Standards concise.

A third objective of the Board could be
to abstain from issuing an accounting
standard unless the pronouncement
could command a substantial majority.
The recent move to lower the minimum
voting requirement for issuing an FASB
recommendation to a simple majority of
seven members will probably increase the
frequency of FASB pronouncements
which are widely opposed by large
segments of interested parties and there-
fore undermine the basis of its support.

In short, the FASB could assume that
various functions of financial statements
are well established and known generally
by those who produce, audit, and use
accounting information. Its task would
be essentially one of trying to appease
conflicting interests in the presence of
disagreements over accounting rules,
measurements, disclosures, etc. But once
this role were recognized, what would be
the advantages and disadvantages of
allowing a private board like the FASB
to make compromise decisions? Is this
not a function essentially similar to that
performed by the courts, and, if so, are
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we now back to the proposal for an ac-
counting court?!’

These questions appear to offer fruitful
areas of research, more so than trying to
deduce the objectives of financial ac-
counting. Perhaps we can achieve more
progress by developing and testing theor-
ies regarding why a major part of the
responsibility for standard setting con-
tinues to lie with a private agency, and
why members of the profession and
corporate managers contiue to contrib-
ute ime and money to the process of
developing a conceptual framework. It is
unlikely that a general fear of government
regulation alone can account for the lat-
ter. And, finally, to conclude with Baxter
(1962, p. 427]:

Recommmendations by authority on matters of
accounting theory may in the short run seem
unmixed blessings. In the end, however, they
will probably do harm. They are likely to
vield little fresh knowledge.. .They are
likely to weaken the education of accoun-
tants; the conversion of the subject into cut-
and-dried rules, approved by authority and
not to be lightly questioned, threatens to
reduce its value as a subject of liberal educa-
tion almost to nil. They are likely to narrow
the scope for individual thought and judg-
ment; and a group of men who resign their
hard problems to others must eventually give
up all claim to be a learned profession.

!¢ Of course, there is no government agency in the UK
which serves an enforcement role like that of the SEC
in this country. This factor may allow broader statements
in the UK.

'7 First proposed by Littleton [1935].
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