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Appendix 3.01.4 Paradigm and further assumptions 

Paradigm and further assumptions 
The major paradigm underlying capitalism has several behavioural assumptions: 

1) Consumers maximise their utility functions (from microeconomics).
2) Firms and organisations mainly operate so as to maximise profits (from

microeconomics, macroeconomics and industrial economics).
3) Examining the firm within capitalism, firms want to maximise the value of their

shareholder’s wealth (from finance).

Our major assumptions are: 
1) In the West and increasingly in the rest of the free or rapidly developing world, capital

markets remain the principal or a major source of investment and raising money.
2) The economy is not centrally planned.
3) There is state intervention but this coexists with free markets and some state ownership.

The amount of ‘state’ can vary quite substantially and still fall within the confines and
assumptions of this book.

This set of assumptions behind the capitalist paradigm is breaking down. One hears of 
responsible capitalism. More and more the concept of responsibility to a wider set of 
stakeholders in a firm is being mooted as well as to government agencies. When we first started 
talking to the FRC it s all about stakeholders. Now many of the FRC publications say 
stakeholders. No longer is the body of interest just the shareholders, or the current or future 
providers of finance. Increasingly wider social, including environmental, considerations, are 
advocated through integrated reporting (more of which later) to meet such social concerns.  

Although when announcing the new Governance code, Sir Winifred Bischoff, (FRC Chair) 
wrote to just three groups: company chairs, investors and proxy advisors1.  

Rod Sellers is not entirely in full agreement with the above. In particular it is not a major feature 
of capitalism that the capital market is the principal source of investment money. Colin Mayer2 
has established that the direction of the flow of funds in the stock exchange is from firms to 
investors and not the reverse. In our opinion, the fundamental feature of capitalism is that (in 
theory) firms are managed for the benefit of (mostly absent) investors. 

A theory goes that it is no good maximising profits if there is no future for our children. Wider 
long and short term social and environmental concerns are emerging; this leads to the 
traditional and conventional point that the main dialogue between shareholders and potential 
shareholders and the company is via annual report and accounts, and other formal interim 
announcements3.  

1 A proxy advisor provides services to shareholders and institutional. 
2 Firm Commitment: Why the Corporation is Failing Us and How to Restore Trust In it, 
Oxford University Press, 2012. 
3 Such as quarterly, half yearly reporting, pre close trading statements, profit warnings and 
similar. 
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Of course this has always been augmented by media statements, presentations to analysts who 
in turn will advise potential and current shareholders whether to buy or sell. That said there are 
signs this dialogue is widening to other stakeholders outside the investment community. 
 
 
The role of financial reporting and auditing in the modern semi-capitalist 
economy (that is a mixed private-public economy). 
This book assumes the continuance of capitalist society with some government intervention – 
the situation as of now. John Flower, in his two recent books as sole author, assumes that a 
different type of economic system will emerge4. In theory, a modern capitalist economy, the 
optimum result can be achieved only if the various parties are supplied with information that 
is reliable, relevant and free from bias. In this way, resources are allocated in the most efficient 
way, to the benefit of all members of society. The capitalist system depends on credit. Credit 
involves one person entrusting resources to a second person in the expectation of receiving a 
higher reward in the future. The essence of capitalism is that a person (the capitalist) entrusts 
resources (typically money) that are excess to his consumption plans, to a third party to be 
employed in productive activities. The capitalist is prepared to forgo immediate consumption 
in return for a higher future reward.  
 
This arrangement reflects the technological characteristics of the modern economy which 
requires substantial long-term investment in tangible assets, such as machines, and intangible 
assets, such as complex information systems. Short-term credit is also important. Almost all 
sales between firms (the great majority of transactions in the modern economy) are made on 
credit. The proper functioning of the credit system depends on trust – that the credit-receiver 
will honour his promise to repay the credit-giver. With advances in payment systems it may be 
that trade debtors and creditors become things of the past thus changing the landscape of credit 
provision using more intermediation. 
 
The need for reliable data to support the trust inherent in the credit system was made abundantly 
clear during the 2008 global financial crisis (GFC) when, at one point, the US economy was 
on the verge of collapse, since a lack of reliable information meant no one was prepared to trust 
the other party and therefore refused to offer credit. The credit system breaks down when trust 

                                                 
4 Flower, J, 2010, Accounting and Distributive Justice, Routledge, May 2010.  
Available at: 
https://www.routledge.com/Accounting-and-Distributive-
Justice/Flower/p/book/9780415645638 
Accessed August 2018. 
and 
Flower, J, 2017, The Social Function of Accounts, Routledge, June 2017.  
Available at: 
https://www.routledge.com/The-Social-Function-of-Accounts-Reforming-Accountancy-to-
Serve-Mankind/Flower/p/book/9781138645240 
Accessed August 2018. 
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disappears. For the system to function properly, both parties to a credit agreement must trust 
the other party to keep their promise and, in particular, to provide reliable information 
Measurement in Financial Reporting 
Professor Geoffrey Whittington5 takes this further examining the functioning of markets6. 
Much of the current thinking about measurement is based on an idealized view of markets as 
being complete, perfect and in competitive equilibrium. In such conditions, there is a unique 
market price based on full information for every asset and liability. This explains the 
enthusiasm for single ideal measurement methods based on market price, such as fair value, 
often defined in as a market selling price. 
 
In reality, markets are not perfect nor complete, so that ideal unique market prices is not 
available for all assets and liabilities. This is why fair value has to resort to a hierarchy, the 
lower levels of which require estimation of what a market price might be if one existed. The 
liquidity problems evident in the GFC have demonstrated the limitations of markets and the 
difficulty of estimating market prices, especially for financial instruments.  
 
Market imperfections can arise through 

a) information asymmetry, which means that not all market participants are equally well 
informed. The alleviation of information asymmetry through the exercise of 
accountability is the principal reason why accounts are needed. 

b) Measurement methods should be selected with the market context in mind. Having a 
single preselected measurement method may not best reflect market conditions or meet 
users’ needs. Accounting provides information as input to users’ own decision models, 
rather than providing a decisive valuation. 

 
However, the solution that Whittington comes to is equally obtuse. He proposes deprival value. 
Deprival value equals the lower of replacement cost and recoverable amount; and recoverable 
amount is the higher of net selling price and value in use. This still leaves us with enormous 
issues of how to measure value in use and the selling price. As we are not in perfect market 
and do not have perfect information of the assets and liabilities of a company are probably 
unique to a company, this moves us no further forward. But it does serve to illustrate that the 
theory is far divorced from everyday reality. We, in this book, are more firmly in everyday 
reality. So we will return to measurement issues later in the book.  
 

                                                 
5 John Flower’s successor at the University of Bristol and Krish’s old boss. Then Cambridge 
then full-time member of the IASB, a part-time member of the Monopolies and Mergers 
Commission (replaced by the CMA), the UK Accounting Standards Board, and then back to 
Cambridge.  
6 Whittington, G., ‘Measurement in Financial Reporting’, ABACUS, Vol. 46, No. 1, 2010. 
Available at: 
https://onlinelibrary.wiley.com/doi/pdf/10.1111/j.1467-6281.2010.00309.x 
Accessed July 2018. 
 
 


