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Abstract

The objective of this paper is to define the theoretical basis and clarify the fundamental concept of the Conceptual
Framework for Financial Reporting (CFFR). This is because the theoretical basis for CFFR has not been properly
defined, and the articulation of the fundamental concept in the document does not correspond to its actual meaning. In
clarifying, we will analyse these attributes from a critical perspective and propose an alternative articulation.

We apply a research method widely used in the USA based on semiotics, which construes accounting as a business
language and requires analysis of the key accounting concepts from three viewpoints: syntactic, semantic and
pragmatic. Two different theories form the theoretical basis for CFFR: the organisation theory and the residual equity
theory. We further propose that the articulation of the fundamental concept of “objective of financial reporting” is
self-contradictory, which is aggravated by the fact that the document deals with users of financial reporting and their
objectives.

We identify major drawbacks in both theories. The organisation theory requires specific financial reporting which

is incompatible with standardisation, and the residual equity theory is extremely difficult to understand and is not
completely satisfactory for any of its user groups. These drawbacks and inaccuracies occlude understanding of CFFR and
financial reporting.

As a result, we propose that it is advisable to do the following when developing the next version of CFFR:
o define the uniform theoretical basis in CFFR clearly;
» use the proprietary theory as the uniform theoretical basis;

o the definition of financial reporting oriented to informational needs of company owners should be the fundamental
concept of CFFR.

This will enable CFFR and financial reporting to be simpler understand and the primary needs of all user groups will be
satisfied.

Keywords: Conceptual Framework for Financial Reporting, objective of financial reporting, understandability of
financial reporting, financial reporting users, proprietary theory, organisation theory, residual equity theory
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Introduction

Conceptual Framework for Financial
Reporting: History and Purpose

In March 2018 the London International Account-

ing Standards Board (IASB) published the document
‘Conceptual Framework for Financial Reporting’
(translated into Russian as «KoH1enTyambHbBIE OCHOBBI
npepcrasieHus GpuHaHcoBbIX oT4eTOB»')[1] (hereinafter
“CFFR-2018”). It is the fourth edition of this document.
The first edition was developed in the USA by the Finan-
cial Accounting Standards Board (FASB). It was devel-
oped in stages, and published in six consecutive chapters
(SFAC1-SFAC6)? between 1978-1985. In 1989 the Lon-
don Board published the second edition of this document
(with minor modifications) titled the ‘Framework for the
Preparation and Presentation of Financial Statements’

[2]. The third edition, titled ‘Conceptual Framework for
Financial Reporting’ was issued in 2010 [3]. We apply the
latter title in this paper for all editions of this document
because it has been used three times and is the shortest. A
lot of research papers have studied issues related to CFFR,
for example those by S.A. Zeff [4] and T.N. Malafeeva [5].

CFFR was designated for development of a high quality
standards system based on a set of unified theoretical
points: First FASB described CFFR as a “constitution,

a coherent system of interrelated objectives and funda-
mentals that can lead to consistent standards and that
prescribes the nature, function, and limits of financial
accounting and financial statements” [6, p. 376].

Thus, CFFR is a theoretical framework for the standard-
isation process, and at the same time is an international
version of the financial accounting theory. The fact that
convergence of IFRS and GAAP started with the develop-
ment of a consolidating edition of CFFR is indicative of
this document’s importance. “A joint conceptual frame-
work project of IASB and FASB started in 2002 as a direct
result of the Norwalk Agreement, according to which

the Boards agreed to develop together the future general
standards... Obviously, the general conceptual foundation
is a prerequisite for such work” [7, p. 497-498].

The latest edition of CFFR received widespread criticism:
“The International Accounting Standards Board (IASB)
published the latest edition of its Conceptual Framework
in March 2018. The IASB would not claim that they are

at “the end of all our exploring” [6, c. 374]. “The latest
edition will not be the latest one. We can hear again: There
you go again!... The IASB developers are unlikely to wel-
come the idea of continuing their work. After all the time

and effort spent on CFFR they may feel “lightheaded” at
the idea that they have to start all over again” [6, p. 399].

However, the authors of CFFR-2018 (art. SP1.4) leave
open the possibility of working on a new edition: “The
Conceptual Framework may be revised from time to
time on the basis of the board’s experience of working
with it” Given the foregoing, we hope that this paper
will help to improve and add value to such an important
document.

Problem Defining

There is no doubt that the CFFR authors followed some
theory, or a combination of theoretical concepts which

we will refer to as the ‘theoretical basis. Unfortunately,
this basis is not described even once in the CFFR text.
However, the first article of this document defines the
fundamental concept and asserts that “other aspects of the
Conceptual Framework ... flow logically” [1, art. 1.1]. If
this is true, defining the theoretical basis is unnecessary,
as it may also be inferred from the fundamental concept.

However, an analysis of the fundamental concept raises
doubts that such a conclusion is justified. First, its formal
denomination - ‘the objective of financial reporting’ ap-
pears inappropriate. In fact, only subjects endowed with
intelligence and willpower may have objectives. Reporting
(financial or non-financial) may have contents, purposes,
and functions. Several famous authors [8, p. 151; 9, p. 9;
10, p. 11] have criticised the use of this phrase but it was
never changed. Second, the objective (of submitting) fi-
nancial reporting in all CFFR editions actually implied the
financial reporting of users, and their objectives. In other
words, both terms describing the fundamental notion, the
previous and the new one, fail to render its meaning.

The research objective and method. The objectives of the
paper are: a) to identify the theoretical basis which CFFR
authors followed and its inherent drawbacks; b) to analyse
the fundamental concept from a critical point of view; ¢)
to offer an alternative theoretical basis and an alternative
fundamental concept.

The paper applies the method adopted by US account-
ants® derived from semiotics (study of signs) and which
has been applied successfully in recent decades. This
method implies interpretation of accounting as a business
language, and requires analysis of the key accounting
concepts from three viewpoints: syntactic (for technical
correspondence to language rules), semantic (from the
point of view of meaning) and pragmatic (from the point
of view of practical consequences of the use of the pertni-
nent concept) [8, p. 97-98; 11, p. 19].

"' CFFR 2010 and 2018 have the same title: Conceptual Framework for Financial Reporting and are translated as «KonmenryanbHble OCHOBBI
¢unancooii oruerHocTiy. This is the translation of CFFR-2010, as given by the Russian Ministry of Finance in 2014. Despite efforts, the author
found it impossible to get an explanation (even from translators of this document) as to why the same title of CFFR 2018 had been translated in a

different way.

2 SFAC - statements of financial accounting concepts.

3 US accountants are acknowledged leaders of the philosophy of global accounting, and made arguably the greatest contribution to development of all

CFFR editions.
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The Main Research Findings

Two separate theories are used as the theoretical basis of
CFFR: the ‘organisation’ theory [12, p. 5] and the ‘residual
equity’ theory which is a compromise between the organ-
isation theory and the proprietary theory [11, p. 483]. The
organisation theory was used to define the fundamental
concept of CFFR, the residual equity theory - to identify
the elements of financial reporting.

The use of two theories may be explained, for example, by
the fact that the American version of CFFR was developed
in phases: in 1978 the first chapter (SFAC1) was pub-
lished, defining the fundamental concept - the objective
of financial reporting; in 1980 the third chapter (SFAC3)
was published, defining the financial reporting elements
[13, p. 142]. Subsequently, in 1985 SFAC3 was replaced
with SFACG6. There are reasons to believe that SFACI,
SFAC3 and SFAC6 were not just developed in different
time periods, but were also written by different specialists.
Issuers of the three international CFFR editions were wary
of addressing the initial theoretical foundations and only
clarified and developed derivative concepts [6, p. 375; 14,
p. 461; 15, p. 238]. In spite of its self-contradictoriness the
denomination of the fundamental concept - “the objec-
tive of financial reporting” was not reviewed either.

From the syntactic point of view the term “objectives

of financial reporting” fails to meet the requirements

of scientific language: as stated earlier, only subjects
endowed with intelligence and willpower may have ob-
jectives, whereas reporting (financial or non-financial)
may have contents, purposes, and functions. From the
semantic point of view, “objectives of financial reporting”
in CFFR are understood as financial reporting users and
their objectives. The latter point is an implication of the
organisation theory, which superseded the proprietary
theory in the USA in the 1970s, exactly at the period of
the final stage of SFAC1 development. According to the
organisation theory, financial reporting users are divided
into groups pursuing different objectives and having equal
rights to getting the reporting in the format which facil-
itates achievement of their objectives. Each user group
needs special financial reporting, with its forms and pro-
cedure for calculating the key indicators in accordance
with its underlying theoretical basis. As such, before we
deal with types of financial reporting it is necessary to
define the user group for which such a reporting style is
intended. This logic resulted in the fact that the objectives
of financial reporting users, labelled for whatever reason
(probably, for brevity) as the “objective of financial report-
ing” became the fundamental concept of CFFR.

It is, in principle, unacceptable to use two different theo-
ries for development of the same document. The authors
should base their work on one theory. It is impossible to
apply the organisation theory for this purpose, as it re-
quires making reporting of several types which is incom-
patible with standardisation. The residual equity theory
requires one type of reporting intended to satisfy, as far
as possible, the needs of all user groups. This theory is
compatible with standardisation but does not meet in full
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the interests of any of the user groups and is an intricate
prospect.

It is reasonable to define in the opening section of CFFR
the theoretical basis for the concepts of this document.
The proprietary theory is preferable as the theoretical
basis of CFFR. It is well-known (especially in the USA),
simple, and implies making the financial reporting in-
tended to satisfy the interests of company owners. Thus,
the proprietary theory fully meets the interests of the
main group of financial reporting users. Besides this, ac-
cording to many scientists (and in the opinion of this au-
thor) the theory which satisfies the needs of owners meets
the main interests of all other user groups. On the basis of
this reasoning the definition of financial reporting intend-
ed to meet owners’ interests should be the fundamental
concept of CFFR.

In the second section (after the introduction) two main
theories of US accountants are analysed (the proprietary
theory and the organisation theory), as well as the com-
promise theories based on them. In the third - to fifth
sections the fundamental concept of CFFR is analysed and
the main theoretical contradiction of the whole document
is identified. In the sixth section the author’s approach to
choosing the theoretical basis of CFFR is stated. The final
section briefly describes the conclusions and limitations
of the paper.

Theoretical Views
of US Accountants

Two competing theories, popular in the USA, greatly
influenced the development of CFFR and the choice of
its fundamental concepts: the proprietary theory and the
organisation theory.

The Proprietary Theory and the
Organisation Theory

In the 19" century, the main users of accounting reports
were company owners. Predictably, in the first accounting
theory developed in the American milieu in 1841, the
field was considered from the owners’ point of view. An
American accountant, T. Jones [16], was its author. The
theory was outlined rather vaguely, applying the terms of
accounting records. Following in his footsteps, B.E. Foster
[17] and Swiss accountants E. Hiigli [18] and J.E Schér [19]
offered a similar theory, using terms of accounting records
and formulating it in a slightly different way. This theory
was articulated in 1927 by applying terms of financial re-
porting in the USA by H. Hatfield [20], and in Russia - by
K. Tsygankov [21] at the beginning of the 21* century.

In English-speaking countries this theory is called the
proprietary theory. According to it, the principal users of
financial reporting are company owners [22, p. 196-197].
Reporting items are made from the point of view of own-
ers and are intended to measure and analyse their welfare
expressed in the following balance equation:

Assets — Liabilities = Equity (Net Assets or Property).
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Assets are considered as money and property at the own-
er’s disposal, and accounts payable are considered as the
owner’s liabilities to lenders. According to H. Hatfield
“accounts payable are negative assets while equity in the
initial accounting equation is the owner’s net welfare” [cit.
ex 11, p. 480]. When a company is founded, equity equals
the sum of the amount invested by the owner. Equity
subsequently changes due to profit and expenditure and
the owner’s transactions (additional equity infusions and
withdrawn dividends).

In accordance with the proprietary theory, profit is an-
ything increasing the owner’s welfare, and expenditure
is anything reducing it. We shall here point out that the
pertinent definitions describe owner’s welfare instead of
corporate equity. Dividends withdrawn by owners reduce
corporate equity but are not expenditures, because they
do not reduce owner’s welfare*. For the same reason, eq-
uity infusions which increase corporate equity (but not
owner’s welfare) are not considered to be profit [11, p.
480-481]. This theory was named so because it focused
on owner’s welfare instead of the company or its equity.

On the cusp of the 19" and 20™ centuries the organisation
theory was formulated in the US, which competed with
the proprietary theory. Defenders of the organisation
theory considered it inadmissible (and likely unethical) to
separate owners from other users of financial reporting,
e.g. lenders, business partners, employees, and govern-
ment [22, p. 201]. Moreover, whenever possible, they
understated the leading role of company owners. They
considered a company as an independent entity, and a
“business interested in its (own) survival. In order to
survive, a company should comply with legislation and
maintain good relations with providers of debt capital and
equity. Attracting capital providers, hence, gaining prof-
it, is necessary for survival but it is not the only corporate
objective” [ibidem]. Reporting items are considered in
this theory from the company point of view.

Corporate assets belong to the company, not its share-
holders; both debt capital and equity capital are corporate
liabilities. Consequently, the balance formula appears as
follows:

Assets = Liabilities. (2)

The place of profit in organisation theory is occupied by
added value, represented by the difference between the
market value of manufactured products and the cost of
off-loaded goods and services. Thus, all company employ-
ees, owners, creditors, and the government (through the
taxation system) are recipients of a part of the company’s
added value. “This added value is a “pie”, divided among
all participants who have contributed to its ‘making”

[11, p. 224]. All these groups are equal users of financial
reporting. For each group, its own financial reporting is

* In this case the owners take assets from one pocket and put into another.

rendered with regard to its set of items, its own proce-
dure for calculation, and hence, its own theory. So, before
dealing with financial reporting, its contents and theory,
it is necessary to define the users for which it is intended.
Consequently, the fundamental concept of CFER should
be defining of its users.

Compromise Theories

In the competition of two theories, the organisation the-
ory prevailed. R. Mattessich [23, p. 29-30] thinks that

it took place in the latter half of the 20™ century. C. Van
Mourik is of the same opinion: “The proprietary theory
was a popular topic in magazines from the 1930s to the
1960s... But since the 1970s the proprietary theory has
been collecting dust in accounting theory textbooks, or
dropped out of view from the majority of scientists” [22,
p- 193]. Issuers of CFFR-2010 pointed out the directly
preferability of the organisation theory: The boards®
decided that corporate financial reporting should be pre-
pared from the point of view of the company instead of
the point of view of its owners or a certain proprietary
class” [12, p. 5].

However, the proprietary theory lives on as a part of the
theories which are a compromise between the proprietary
theory and the organisation theory. At present, FASB
and TASB uphold the residual equity theory” [11, p. 486]
which is “a kind of compromise between the proprietary
theory and the organisation theory” [11, p. 483]°. Com-
promise theories imply making one type of reporting ori-
ented to the interests of several user groups.

One of the first compromise theories was offered by W.
Paton, who thought that reporting should be made for
two user groups: owners (shareholders) and bond hold-
ers. “The profit and loss statement should be drawn up

in a way that shows the “net profit” accrued by all capital
providers: shareholders as well as bond holders. Therefore,
interest payments referred to documents of indebtedness
should be indicated in the same way as dividends: as
distribution of profits, and not expenditure when profits
are gained. Interest is the lenders’ profit” [cit. ex: 4, p.
268-269]. S. Zeff made the following comment: “Today
everybody thinks that interest charges should be indicated
in the profit and loss statement as expenditure. Neverthe-
less, Paton’s position is justified if we define net profit as
investors’ revenue and equity securities and debt securi-
ties” [4, p. 269].

In the post-war years, the securities which combine func-
tions of equity and debt instruments were offered. The
reference cited at [11, p. 479] presents a table showing
the types and characteristics of such securities: preferred
share, convertible preferred share, convertible bond, war-
rant, share subject to right of return etc. In total, the table

® The development of CFFR-2010 was a joint project of the London IASB and the American Financial Accounting Standards Board (FASB).

¢ Unfortunately, the description of this most important theory takes only a page and a half in the huge monograph of the leading American theorists

[11, p. 483-484].
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represents 13 types of securities which differ in six param-
eters. It is possible that since the year of the publication

of the table (1992) new securities have been introduced.
This means that attempts to keep pace with the increasing
variety of securities types and interests of the users behind
them will complicate theories.

Let us show the complexity of the residual equity theory
through the following example. As per CFFR-2018 art. 4.63:
“Equity is a residual share in total corporate assets after
deducting all company liabilities™. In our opinion, this
definition is as self-contradictory as that of the “objective of
financial reporting” In fact, the result of deduction (includ-
ing the deduction of liabilities from assets) is difference, not
a share. Share is a relative index, while equity is an absolute
index. The term “residual share” is not used in any science.
Finally, the decisions taken by users are economic ones - eq-
uity is one of the most important economic concepts, while
the definition contains not a spark of economic content.

The colleagues with whom we consulted failed to explain
the meaning of this definition- everybody assumed that
it was a mistranslation. However, the translators of CFFR
into Russian asserted that the translation was correct. We
have no reason to doubt this, because the authenticity of
the translation was affirmed by IASB.

In the opinion of C. Van Mourik, the theoretical basis

of CFFR is not clear enough even to the authors of this
document: “The joint project of IASB and FASB aims at
the updating and convergence of the existing conceptu-

al frameworks of FASB and IASB. In their draft project
related to the objective of financial reporting, the boards
added the following comment: “The boards decided that
corporate financial reporting should be prepared from the
point of view of the company, instead of the point of view
of its owners or a certain proprietary class”. Comments of
concerned parties showed that the boards have no idea of
the differences between these two approaches and in the
final edition the reference to these theories will probably
be excluded. If even the setters of the standard makers had
no clear understanding of these theories it would be rea-
sonable to conduct a thorough analysis casting some light
on previous discussions” [22, p. 192].

Criticism of the Organisation Theory

At first sight, the organisation theory is very attractive. It
implements the idea of equality of all user groups: no sin-
gle group is preferred over others, and each group has its
own reporting which takes into consideration interests of
such group to the maximum extent.

In our opinion, the theory’s drawbacks are of no less im-
portance. First, it is incompatible with standardisation
which renders it inadmissible for CFFR makers. Second,
it significantly complicates the theory, terminology and
understanding of financial reporting. Let us turn our at-
tention to the latter.

7 The same definition is given in all previous CFFR editions.

Accounting in the USA is proudly called a business lan-
guage. At the same time, they acknowledge that the lan-
guage quality leaves room for improvement. “FASB is con-
stantly working upon elimination from the balance-sheet
of the items which have no clear meaning content. How-
ever, in spite of all FASB efforts many accounting concepts
still have no semantic content” [11, p. 483].

One such concept - “profit” according to SFAC 1 (par.
43) is the “fundamental concentration of financial report-
ing” [cit. ex: 11, p. 203]. However, CFFR editions offer no
definition of profit. One of the reasons is the organisation
theory, which originated five various concepts of profit:
added value, corporate net profit, investor’s net profit,
shareholders’ net profit, and ordinary shareholders’ net
profit [11, p. 227-228]. Each profit concept has its own
method of calculation, of indicating in reporting and
interpretation of this indicator. This impedes under-
standing of the essence of profit, even to professionals:
“The greatest difficulty in discussing alternative methods
of the accounting of profit is that the authors, as a rule,
fail to indicate the profit concept which they use” [11, p.
229-230].

A rhetorical question arises: if the meaning of the most
important reporting indicators is not clear enough even

to professionals, how it is possible for users to grasp such
meaning. Indeed, do users need a theory which compli-
cates understanding of financial information so much, and
hence, complicates taking a sound economic decisions?

In our opinion, the organisation theory just makes sem-
blance of equality presenting, for example, income of em-
ployees in the reporting, together with owners’ dividends.
At the same time, the amount of employees’ income and
their actual status will still differ from the income and
status of owners. On the other hand, understandability
of reporting for users (all users) in this case diminishes
significantly along with the quality of economic decisions
taken without understanding.

Another factor impeding understanding of CFFR is that
its fundamental concept, for unfathomable reasons?, is
called ‘defining the objective of financial reporting’ in-
stead of ‘defining users. This is shown below, in a detailed
analysis of this concept.

Syntactic Analysis of the
Fundamental Concept of CFFR 2018

1.1. “The objective of submitting financial reporting
forms a fundamental basis for the Conceptual Frame-
work. Other aspects of the Conceptual Framework ...
flow logically from the above objective” [1].

Note that the second word of the above definition, which
is crossed out, was added by the translator. This word is
not used in the original text and we are still discussing the
“objective of financial reporting”. We mentioned above

8 The identification of these causes requires a separate research study involving English speakers.
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that the translator also added the word “submitting” to the
document title as well. We shall not conjecture the cause
of this translator’s decision. Let us analyse the wording of
the original text of all CFFR editions since 1978.

Analysis. In the first paragraph of CFFR the following is
stated clearly: the concept of the “objective of financial
reporting” is the fundamental one, all other aspects of this
document flow logically from it. However, from our point
of view, the word combination “objective of financial re-
porting” does not meet the requirements of scientific or
even everyday language. Probably, it is an oxymoron such
as “vest sleeves”. The issue is that any reporting (as well as
any documents, instruments and other inanimate objects)
don’t and cannot have objectives. Subjects endowed with
intelligence and willpower may have objectives.

Russian scientists with whom the author shared this opin-
ion after some doubt agreed but presumed that it was a
translation error. However, an analysis of foreign sources
led the author to the conclusion that, most likely, the error
was made in the original text. This is confirmed by the
opinion of famous theorists, English speakers and sup-
porters of the English-American accounting school: “In
the strict sense financial reporting cannot have objectives;
only people who require making reports and using them
have objectives™ [8, p. 151]. D. Solomons'® emphatically
avoided the wording “objectives of financial reporting”
and replaced it with “functions of financial reporting” [9,
p- 9]. In 1988 according to S. Zeft [4, p. 302], Australian
authors G.P. Whittred and L.R. Zimmer declared the fol-
lowing: a) financial reporting has no objective: it has func-
tions” and b) “the function of financial reporting is agency
cost reduction” [10, p. 11].

So, reporting can have functions, contents and purpose.
While objectives pertain to reporting users. It is shown
below that the next CFFR articles implied users.

Semantic Analysis of the
Fundamental Goncept of CFFR-2018

The objective of submitting™ general purpose financial
reporting — to provide financial information about the
reporting entity that is useful to existing and potential
investors, lenders, and other creditors in making decisions
about providing resources to the entity”. Those deci-

sions involve:

(a) buying, selling, or holding equity and debt
instruments;
(b) providing or settling loans and other forms of credit;

(c) exercising rights to vote on management’s actions.

In fact, art. 1.2. describes reporting users and the deci-
sions taken by them on the basis of reporting. The users
are existing and prospective investors, lenders and other
creditors (for brevity we will call them “users”).

1.2. The decisions described in article 1.2 depend on
the returns that they expect from an investment in those
instruments; for example dividends, principal and interest
payments, or market price increases. Expectations about
their returns depend on their assessment of the amount,
timing of future net cash inflows to the entity and on

their assessment of how efficiently and effectively the en-
tity’s management and governing board have discharged
their responsibilities to use the entity’s resources. They need
information which allows them to make such an assess-
ment.

This article also describes users, more specifically, the
expectations of users regarding their investments. Share-
holders count upon dividends and increase of share
market price, and creditors count upon repayment of the
principal and payment of interest.

1.3. In order to perform the assessment described in
art. 1.3 users need the following information:

(a) the economic resources of the entity, claims against
the entity and changes in those resources and claims;
and

(b) how efficiently and effectively the entity’s
management and governing board have discharged
their responsibilities to use the entity’s economic
resources.

This article describes the contents of reporting generally
and uses uncommon terms. Only chapter 4 states that
economic resources of the entity are understood as its
assets, and claims concerning such resources - e.g. li-
abilities, and changes in those resources - e.g. income,
expenditures and other capital changes.

1.4. Many users cannot require reporting entities to
provide information directly to them and must rely on
general purpose financial reports. Consequently, they
are the primary users to whom general purpose financial
reports are directed.

This article describes users again. Everybody who cannot
require a company to furnish additional information and
can rely only on general purpose financial reports are
primary users. First of all, such users are represented by
small investors and creditors.

So, the semantic analysis of the first two CFFR paragraphs
shows that the “objective of financial reporting” is actually
understood to mean financial reporting users. This is an
implication of the organisation theory: each user group

° “According to M. Mathews and M.H.B. Perera, the accounting theory has been chosen by a cohort from the American Accounting Association as an
example of an internationally-oriented program of accounting study. The course program was made available to approximately five hundred colleges

and universities all over the world” [8, p. 11].

1 For around two decades, D. Solomons was a leading maker of CFFR in the USA and England, an author of SFAC2. D. Solomons is on S. Zeff’s
short list of professionals, called “the intellectual backbone of CFFR” by this historian [4, p. 313].

' The word we have crossed out was added by the translator and is not used in the original text of CFFR-2018 (in English).
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has its reporting, theory and terminology. It rules out the
possibility of standardisation of reporting. The solution to
this problem is defined in art. 1.8:

1.8. Individual primary users have different, and possibly
conflicting, information needs and desires. The Board,

in developing financial reporting standards, will seek to
provide the information set that will meet the needs of the
maximum number of primary users.

According to art. 1.8, one “information set” is made for all
users, in spite of their “different, and possibly conflicting,
information needs’, i.e. one type of reporting which meets
the needs of each user group as much as possible. It is a
solution to the standardisation problem and, at the same
time, negation of the organisation theory and interpreting
users as the fundamental basis of CFFR.

The Main Gontradiction of CFFR

Our above semantic analysis of the first few articles of
CFFR indicates that two different theories are used as the
theoretical basis of CFFR: the organisation theory [12, p.
5] and the residual equity theory [11, p. 483]. The organ-
isation theory is used to state the fundamental concept of
CFFR, and the residual equity theory is used to define the

elements of financial reporting in chapter 4 of CFFR-2018.

It is the main contradiction of CFFR.

Obviously, the conceptual framework of financial report-
ing should rest on a uniform theoretical basis. It is im-
possible to use the organisation theory for this purpose: it
requires several types of reporting, which is a process in-
compatible with standardisation. The residual equity theo-
ry is compatible with standardisation to the same extent as
the proprietary theory. Let us try to solve the problem of
choice between these two theories on a pragmatic basis.

Pragmatic Approach to Choosing
the Theoretical Basis of GFFR

In our opinion, in choosing the basic theory (and corre-
sponding reporting) we should be guided by two criteria:
1. Understandability of financial reporting and its theory
for users.

2. The orientation of reporting and theory, in the first
place, to the information needs of users which plays a
pivotal role in a company and bear the greatest risks in
case of bankruptcy.

Let us substantiate these criteria.

Understandability of Financial Reporting
as the Main Qualitative Characteristic

Let us ask the question: which qualitative characteristic

of financial reporting is of most importance? At various
times, this question has been answered differently. In the
opinion of the authors of CFFR-1989, the main qualitative
characteristic of reporting is its understandability for users.
“25. The main quality of information presented in finan-
cial reporting is its understandability for users”
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Note that the reporting should be comprehensible for us-
ers, not professionals. There is a corollary here: reporting
is made for users, not accountants, i.e. for the persons and
entities which take risk-related economic decisions on the
basis of reporting.

However, CFFR-2010 and CFFR-2018 state another point
of view. In these editions, all qualitative characteristics
are divided into two categories: a) fundamental and b)
enhancing. The fundamental characteristics are relevance
and faithful representation. Less important second-rate
characteristics which just make financial information
more useful are comparability, verifiability, timeliness and
understandability:

2.4. Financial information should be relevant and faith-
fully represented in order to be enhancing. Comparability,
verifiability, timeliness and understandability of financial
information makes it more enhancing.

As we can see, understandability in CFFR-2018 (as well
as in CFFR-2010) is defined as a second-rate qualitative
characteristic and is the last in the list. The main qualita-
tive characteristic of financial reporting is considered to
be its relevance, i.e.:

2.6. ... the capability to have a significant impact on the
decisions taken by users”

Based upon art. 2.4, even incomprehensible financial infor-
mation is useful if it is relevant and faithfully represented.
This does not seem right. In our opinion, information
which is incomprehensible to its recipient is akin to infor-
mation noise, not information; it impedes decisions instead
of helping to take them. An attempt to take decisions on the
basis of “incomprehensible information” may be a success
only incidentally. Therefore, the word “significant” we have
underlined in art. 2.6 should be replaced with “correct”. So,
the main qualitative characteristics of financial reporting
will be faithful representation and understandability.

The requirements to understandability of financial report-
ing are of special relevance because according to art 1.5
of CFFR 2018, their primary users are the persons and
entities which cannot require reporting entities to provide
information directly to them. They comprise individual
persons who have purchased at least several shares or
bonds, and who probably have no experience in business
activities or economic education. Financial reporting
should be comprehensible to such users as well.

Probably, the makers of CFFR 2010 and 2018 considered
this objective unattainable, but did not declare it. One way
or another, instead of trying to make financial reporting
more comprehensible, they downgraded understandabil-
ity. In CFFR-2010, among qualitative characteristics, un-
derstandability is transferred from the first position to the
last. CFFR-2018 made another step towards it: item “(f)
assist users of financial reporting in interpretation of the
information presented in financial reporting” which was
in CFFR-1989 and CFFR-2010 was withdrawn from the
‘Purpose and Status’ section.

As a result, CFFR-2018 (art. SP1.1) is intended only for
professionals: standard makers and persons who draw
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up reports, while users for whom financial reporting is
made are left to interpret the data at their own discretion.
However, users are recommended to resort to consultants
(art. 2.36). In such cases small investors and creditors will
be users of paid consulting services instead of financial
reporting. Besides this, it is possible that consultants will
also experience problems interpreting reporting data. This
can be seen by an example.

In 1999 the Accounting Standards Board (ASB) of Great
Britain published the first edition of its national CFFR,
titled ‘Statement of Principles for Financial Reporting’
The chairman of ASB, D. Tweedie explained the change of
the title as follows: “The title Conceptual Framework will
be confusing for many accountants who have not studied
the accounting theory” (cit. ex: 4, p. 307). Apparently, the
accounting theory as it is introduced in Great Britain is

so difficult to understand even for professionals, that the
words “theory” or “conceptual framework” perplex them.

In order to make reporting comprehensible for users, not
just professionals, it is necessary to introduce changes in
the theoretical basis. The case here is that makers of all
three CFFR international editions were under the strong
influence of their American predecessors and, as they
admitted, introduced only superficial changes: “The initial
FASB’s project for making CFFR was not planned prop-
erly, alternatives were not considered thoroughly enough,
and in reviews defects of the initial CFFR idea migrated to
new editions uncorrected” [6, p. 375].

In our opinion, it is necessary to go back to the 1989 state-
ments: a) CFFR, among other things, is intended to assist
users in interpretation of financial reporting data and b)
understandability is the main qualitative characteristic of
financial reporting. Although in CFFR-1989 these were
just declarations. Below we offer some actions to imple-
ment them.

Owners as the Principal Users of Financial
Reporting

According to our reckoning, company owners should

be considered the principal users of financial reporting.
Owners are participants of partnerships, ordinary share-
holders, (i.e. the persons who bear the greatest risks in
case of business failure) and who receive remuneration by
a leftover principle. Preference shareholders are not own-
ers because they bear less risks. Moreover, any bond hold-
ers and other creditors are not considered owners. Let us
articulate some arguments for this statement.,

First, owners play the most important role in corporate
activities. They establish a company, sign agreements with
managers and assign them the parameters of their job
duties. They are the main force of the national and global
capitalist economy.

Second, owners are one of the most numerous user groups
because the majority of entities are partnerships. In the
USA, out of 4.9 million entities, only 17 thousand traded
shares publicly (and could issue securities with functions
of both equity and debt instruments) [15, p. 231]. As for
other companies, their owners are mainly the ones who
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need their reporting. Ordinary shareholders of the com-
panies listed in the stock exchange are also owners.

Third, according to widespread opinion, reporting which
meets owners needs also meets the main needs of other
user groups. It is indicated, for example, in the report
made by the research group of M. Trueblood (1973)
which formed the basis for SFACI, that: “Information
needs of investors and creditors are almost identical. Both
groups are concerned with the company’s ability to gener-
ate cash flows [cit. ex: 4, p. 284].

A similar opinion is expressed in CFFR-1989 (art. 10):
“As long as investors are capital providers for a company,
furnishing the information which meets their needs will
also meet the majority of needs of other financial report-
ing users”. Therefore, investors are understood as subjects
contributing risk capital (art. 9 (a)), not suppliers and
other trade creditors. In 1999, the first edition of British
CFFR asserted the following: “Financial reports focused
on investors’ interests meet common interests of all users
related to financial indicators and financial status of a
company” [24, art. 1.11].

Let us substantiate this opinion. As noted above, owners
get remuneration by a leftover principle, i.e., they are the
last ones after all other reporting users entitled to it. Con-
sequently, what is good for owners is good for other users.
The owners’ remuneration comprises dividends paid if
profit has been generated and sufficient liquidity has been
achieved. Fulfillment of these two conditions guarantees
remuneration to all other users of reporting.

Proprietary Theory as the Theoretical Basis
of CFFR

The proprietary theory matches both criteria: it is direct-
ed to the principal users of financial reporting and is the
simplest to understand. An extended rationale of the latter
thesis may be subject to a separate detailed research. Here,
we will restrict ourselves to one argument. Historians are
of the unanimous opinion that accounting was created by
owners to meet their needs. Therefore the proprietary the-
ory is a natural accounting theory, while all other theories
are artificial and are essentially adaptations of accounting
to functions extrinsic to it.

Also noteworthy is the fact that recognising the propri-
etary theory as the theoretical basis of CFFR does not
require significant innovation, all it takes is going back to
a well-known theory.

Conclusions

There is a reason that the Conceptual Framework for
Financial Reporting is difficult to understand even for
professionals. Neither edition of CFER states the theoret-
ical basis on which the provisions of the documents rely.
Instead, readers are offered to base their understanding
upon the fundamental concept of CFFR defined in the
first paragraph. It is asserted that all other CFFR aspects
flow logically from this concept. However, the syntactic
analysis of the denomination of this concept, the “objec-
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tive of financial reporting’, revealed its self-contradicto-
riness. The semantic analysis showed that this denomi-
nation does not correspond to the concept meaning. So,
from the very beginning readers are misled and deprived
of the clues to a coherent study of the document.

In this paper, we attempt to define the theoretical basis
and actual fundamental concept of CFFR, and analyse
them from a critical point of view, and offer an alternative.

The research findings led to the conclusion that CFFR
makers relied on two different theories: the organisation
theory and the residual equity theory. The organisation
theory was used to define the fundamental concept of
CFFR, and the residual equity theory - to identify the
elements of financial reporting. This is the main contra-
diction of CFFR.

The identification of causes of such inconsistency requires a
separate research. Whatever be the causes, the current state
of things is unacceptable. We support the opinion of repre-
sentatives of the American Accounting Association (AAA)
who, in order to eliminate CFFR drawbacks, offer “.. to
start with constructing a most general accounting theory,
and then, on its basis, develop CFFR and individual stand-
ards” [15, p. 238]. We would like to add that it is reasonable
to state the basic theory in the first chapter of CFFR and
interpret it as a logical beginning of this document. Addi-
tionally, we presume that instead of making a new theory,
one should resort to the well-known proprietary theory.

The advantages of the proprietary theory are its simplicity,
its orientation to the interests of the main user group -
company owners, and its capability to meet information
needs of all other user groups. In this case, the fundamen-
tal concept of CFFR should be the definition of financial
reporting directed towards owners’ interests.

Implementation of the above propositions will significant-
ly enhance the understandability of CFFR, and the finan-
cial reporting and quality of economic decisions taken by
all user groups.

These propositions are open to discussion; and we will be
glad for commentary on them.

Limitations

This paper looks at the causes of use of the term “objec-
tives of financial reporting” in CFFR, and does not study
at all the reasons for the prevalence of the organisation
theory in the US. The main reason is the limited length of
this paper. In our opinion, a detailed analysis of each of
the above problems will require at least one large research
paper.

Other causes include the complexity of the above prob-
lems and the insufficient attention paid to them by
English-speaking authors. So, in the monograph by E.
Hendriksen and M. van Breda [11] consisting of almost
600 pages, the organisation theory and hybrid theories

are described on only one or two pages. An equally large
monograph by M. Mathews and M. Perera [8] does not
mention this theory at all.
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As for the term “objectives of financial reporting” S. Zeft
[4] paid the most attention to it, but he merely mentioned
the time of its first use, and the existence of criticism,
without stating the reasons for the controversial wording
and his own opinion. The majority of authors take no no-
tice of the self-contradictoriness of this term, or criticism
against it, or its inconsistency with the meaning of the
concepts which it describes.

The above reasons motivated our focus in this paper on
the critical analysis of historically-developed provisions of
CFFR.
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