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Appendix 3.02.2  The present role of financial reporting. 

The present role of financial reporting. 
In this section, I set out my views on the role financial reporting should play in the economy. I 
start by rejecting possible functions that were important in the past but which are no longer 
relevant in the present circumstances: 

1) Financial report and the allocation of scarce resources:
Resource allocation: The capital markets help to allocate scarce resources in a free
market economy. Especially how scare capital is used to finance the companies and
productive entities. The classical function of financial reporting was to channel funds
to the most productive business firms – for example to facilitate the financing of new
enterprises. This may have been the case in the nineteenth century but is no longer
relevant today. Almost all established businesses finance their capital expenditure out
of retained earnings and the only new entrants to the capital market are established
medium-sized firms that seek a quotation to enable their founders to realize some part
of their wealth.

2) Financial report and distribution function.
Disruption of profits: How the fruits of the productive entities (i.e. firms) are split
between different parties, stakeholders and investors. Usually this has meant mainly the
shareholders and management. But now being widened to other stakeholders. This was
a role taken on by financial reporting during the hey-day of neo-liberalism, notably by
the adoption of fair value accounting.  According to John Kay1, much of the profits
reported with fair value accounting were illusory and a major factor in the global
financial crisis.
Narrowly, according to this concept, the function of the annual report is to fulfil the
company’s responsibility of accountability towards its stakeholders. This is widening
to include a wider group of stakeholders such employees, suppliers and widening even
further to include the global society as a whole).

3) Financial reporting is of little social usefulness and is a non-productive activity.
This is less commonly used but is a more radical socio-political view. Financial
reporting is a non-productive activity and hence its social usefulness is less than
marginal. What may be more useful is a record of a set of transactions between parties
and a record of assets – e.g. how much cash does an entity own. Concentrating on facts
is more the function of the bookkeeping function rather than the accounting function.
But we will park this for the time being and return to this in later chapters.

If the role of financial reporting is not to aid the capitalist in making decisions about how much 
to invest in a business or how much to extract from a business, then what is its role? I believe 
that its role lies not in serving the capitalist but in serving the whole of society. Financial 
reporting can achieve this by concentrating on improving the accountability of the business 
firm. 

1 See John Kay, Other people’s money, pp. 130 ff 
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The accountability of the business firm 
See Appendix 3.02.1 Original purpose of financial reporting 
 
The Agent-Principal Conflict 
The age-old argument are presented here. This is another representation of these competing 
theories – the agent-principal conflict is defined as: 
The principal-agent problem occurs when a principal creates an environment in which an 
agent's incentives don't align with those of the principle. Generally, the onus is on the principal 
to create incentives for the agent to ensure they act as the principal wants. This includes 
everything from financial incentives to avoidance of information asymmetry2. This portrays 
the management executives and the shareholders in a conflict situation and a mismatch of their 
aims and objectives.  
 
The Economist relates this in terms of different desires of management and shareholders:3 

The simplest explanation for this lies in the agent-principal conflict between executives 
and investors.  
However, managers may want to issue shares to fund expansion of the company, 
allowing them to control more assets and demand a higher salary. Investors, meanwhile, 
may worry about the impact of expansion on long-term returns and dislike the dilution 
of their control. 
So what happens to a company's share price when new shares are issued?  
Mr [Clifford] Holderness4 performed a meta-analysis of more than 100 studies of stock 
reactions around the world. He found that, when shareholders approved issuance in 
advance, the price tended to rise by an average of 2%. But when managers issued stock 
without shareholder approval, the share price declined by an average of 2%. 

 
Making a 4% difference - when managers issue stock without shareholder approval, returns are 
negative and 4% lower. 
 
Let’s start with a flight of fancy in a post-scarcity world. Such an economic environment is of 
course an impossibility but stay with us for the moment. The question is in such a post scarcity 
world, is what is the value or function of financial reporting in such a world. Does it have any 
function or value?  

                                                 
2 Investopedia, Principal-Agent Problem, 23 January 2018, 
Available at: 
https://www.economist.com/business/2019/05/30/why-managers-should-listen-to-shareholders 
Accessed June 2019. 
3 Batleby, Why managers should listen to shareholders: Ash and you shall receive, The Economist,  30 May, 2019 
Available at: 
https://www.economist.com/business/2019/05/30/why-managers-should-listen-to-shareholders 
Accessed June 2019. 
Accessea 

4 Holderness, C., Equity issuances and agency costs: The telling story of shareholder approval around the world, 
journal of Financial Economics, Volume 129, Issue 3, September 2018, Pages 415-439. 
Available at: 
https://www.sciencedirect.com/science/article/pii/S0304405X18301545  
Accessed June 2019. 
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