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Abstract 

This paper addresses the approaches to accounting standard setting that have been the mantra of 
accounting. It begins by highlighting markets demand for reliable accounting information. 
Thereafter, approaches to accounting standard setting (for the production of reliable information) 
are analysed, highlighting the application, arguments, theories, examples and drawbacks of each 
approach. A conclusion is made.  
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The demand for accounting information has been on the increase. In fact, the global business 

community which rely on a capital market-based financial system directly depends on accurate and 

timely production and dissemination of quantitative and qualitative accounting information by 

companies. However, given the different information needs of market players, it is difficult to assess 

the “reliability” of the information produced by companies, which then calls for an investigation of 

approaches advocated to guarantee the suitability of the accounting information provided to users 

(Nobes, 1998). 

The second half of the 1970s is considered as the starting point of the debate within the accounting 

literature concerning the most effective approach to provide reliable information. This ensued the 

development of two adversative schools of thought, the Free-market approach and Regulatory 

approach. Howbeit, corporate accounting failures and global financial crises in the 2000s called for 

a deeper investigation of the approaches to standard setting and regulations in accounting. 

From the backdrop, this paper is a critical analysis of the approaches to standard setting in accounting 

with arguments, applications, theoretical foundations and examples supporting each approach, as 

well as a drawbacks and counter arguments.  
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Free-Market Approach to Standard Setting 

This approach relies on market interaction to produce accounting information. 

1.1 Assumptions, Arguments, and Applications 

The free market approach argues that the market and market mechanisms should determine the 

production of accounting information based on the needs of the market. Firms do not need regulations 

to produce information because market forces (supply and demand) will divulge the equilibrium 

optimal accounting information (being a public good) needed by market participants (Papadopoulos, 

2011). 

There are generally two arguments put forward in the literature to support the free market approach: 

the first argument is the private contracting perspective which argue that in the absence of regulation, 

the firm receives private incentives for providing credible information (Watts and Zimmerman, 1978; 

Smith and Warner, 1979; Smith and Watts, 1982). A natural conflict exists between managers and 

shareholders which can be mitigated through private contracting. This contractual agreement (in 

accounting number) to protect shareholder interest provides the incentives to produce credible 

accounting information, necessary for reducing operating cost and increasing firm value. Managers 

who do not disclose information often have shareholders and analysts turning their backs on the 

stocks of these companies. To avoid this mishap, managers voluntarily produce information without 

regulations (Akerlof, 1970; Spence, 1974; Skinner, 1994). 

The second argument is the market related incentive argument, divided into the market for managers 

and the market for corporate takeover argument. While market for managers’ argument assumes that 

even without contractual agreements, managers will adapt strategies to improve firm value through 

production of credible information, since doing so will increase their reputation and future 

remuneration; market for corporate takeover argument assumes that management will maximize firm 
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value, and produce credible financial information to avoid ‘underperformance label’, and subsequent 

replacement in the event of a takeover (Fama, 1980). 

1.2 Theoretical Foundations and Examples 

1.2.1 Agency theory 

Agency theory focuses on the nature of the incentive system and the contracting system that will 

produce behaviour by the agent consistent with the principal’s preferences. In any given company, 

the owners want their wealth maximized but managers want increase in remuneration or/and 

reputation. To solve the conflict of interest and to trim shareholders’ fear, an agreement is negotiated, 

which motivates managers to provide adequate and reliable information to owners on a voluntary 

basis, thereby reducing “monitoring costs”, which in turn increases managers’ remuneration and 

reputation (Ross, 1973; Holthausen & Leftwich, 1983).  

The production of voluntary accounting information and voluntary request for audit of accounting 

documents (arising from agency contract) will result in reduction of perceived risk, boosting public 

confidence and ensuring continued operation of the company in the market (Ross, 1979; Francis and 

Wilson, 1988).  

For example, in the 19th century, Australian and British companies voluntarily issued financial 

statements without regulations to do so. This disclosure lowered capital costs, and granted them 

access to gain capital funds in the Market (Carlson, 1997).  

1.2.2 Signalling theory 

Signalling theory focuses on behaviour of two parties having access to different information 

(information asymmetry). It holds that given information asymmetry in the market, managers are 

better than any regulatory agency in defining the quantity and quality of accounting information 

necessary to make external investors confident, at reduced costs. Companies can reduce the 
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uncertainty state of investors by voluntarily producing reliable accounting information to them, 

which act as enough signal for the market. This reduces costs of risk capital, and increases the value 

of the company (Spence, 1974; Sorrentino and Cossu, 2015).  

For example, companies in the United Kingdom and other countries give profit warnings (signals) to 

the public, as well as other insider information (cost of sales and gross margin) without any regulation 

to do so (Deegan and Unerman, 2008). 

1.2.3 Positive Accounting theory 

Positive accounting theory attempts to make predictions of real world events, with a view to 

translating them to accounting practices observable in firms. It is based on the assumption that all 

actions in the market are driven by the need to increase shareholders’ wealth using bonus plan 

hypothesis, debt equity hypothesis and political cost hypothesis. In application, by effectively 

improving current earnings (managing variables and accruals discretionally), debt/equity ratio and 

capitalization of operations in a timely manner, managers ultimately adopt an accounting system, that 

meets the needs of shareholders. This then then leads to an increase in the bonus of the manager (Watts and 

Zimmerman, 1978; Stigler, 1998). 

The efficiency and opportunistic perspectives of the theory advocates that managers know the 

accounting methods that best reflects their firms’ underlying economic performance, and so should 

be allowed to adopt methods that best reflects underlying performance, and so produce accurate and 

timely accounting information. An attempt to regulate them will lead to inefficiencies. 

1.3 Drawbacks and Counter arguments 

While proponents of the free-market approach applaud market efficiencies and interactions to 

produce reliable accounting information, this paper puts forward the following counter arguments: 
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First, the reliance on market mechanisms to produce optimal information is inefficient because the 

market will not always know what ‘bad information’ is withheld by managers. The cost of such 

dishonesty is evidence in the Enron, WorldCom and Parmalat failures. 

Again, there is incomparable information in the market as different managers produce information 

(the way it best suits them) to users. 

Finally, private contracting is not attainable practice because in practice, there are too many 

stakeholders that managers will have to negotiate contracts for the production of information, which 

is time and resource consuming. 

2 Regulatory Approach to Standard Setting 

This approach advocates that regulatory agencies control the production of information. 

2.1 Assumptions, Arguments and Applications 

The regulatory approach holds that regulation of accounting information production is necessary to 

fix market failures, whether explicit or implicit. While explicit failure results from the fact that the 

quantity and quality of information produced in an unregulated market deviates from social optimum, 

implicit failures occur because of defects in the market such as monopoly of information, naïve 

investors, lack of objectivity, misleading numbers (Cooper and Keim, 1983). 

With the presence of ‘free riders’ in the market, true demand is understated, because accounting 

information can be obtained by people who do not have to pay for them. This leads to 

underproduction of information as only a few people have the incentive to pay for the information, 

since they themselves can also act as free riders. Hence, underproduction of accounting information 

is solved through regulation, which increases community trust in capital market and ensure the 

efficient allocation of resources (Demski and Feltham, 1976). 
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Supporters of this approach also argue that regulations act as instruments to make social choices and 

guarantee the ‘level playing field’, a situation in which everybody in a market have the same 

opportunities, and access the same information (Deegan & Samkin, 2004). This approach proffers 

solution to the information asymmetry problem existing in the unregulated market – information 

asymmetry among different investors and information asymmetry between managers and investors.  

Sorrentino and Cossu (2015) point out that the information asymmetry among different investors 

often occur where the market has a small number of more informed investors and a large number of 

less informed ones. The more informed investors will engage in intense trading activities at the 

expense of the less informed investors. Information asymmetry between managers and investors 

occur when managers have access to a larger amount of information than third parties in the market. 

Such an unequal distribution of information may result in investors leaving the market as a defence 

mechanism (adverse selection), or inability of shareholders to check managers’ behaviour who take 

advantage of larger information about actual company performance to pursue their self-interest 

(moral hazard) (Lev, 1988; Scott, 2003; Meeks and Meeks, 2002; Hirshleifer, 1971). 

This approach bridges the information gap between market players, and improves market efficiency 

by reducing the unproductive cost associated with information search in an unregulated market 

arising from adverse selection and moral hazard of information asymmetry.  

2.2 Theoretical Foundations and Examples 

2.2.1 Public Interest theory 

The public interest theory simply focuses on protecting the interest of the public to improve the 

welfare of the state. It holds that regulations are formulated and supplied in response to the public’s 

demand to correct market distortions, inefficiencies, and inequitable distribution, which if left 

unchecked, may threaten public interest and cause the state welfare deterioration. Regulations 
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therefore bring about improvements in the welfare of the state, and create confidence in society that 

the capital market distributes resources efficiently (Posner, 1974).  

The Regulation approach in the broader sense of the public interest theory denotes governing the way 

in which public activities are decided upon and implemented for the benefit of the society. By 

regulating the production of information in the market, regulatory agencies that regulate standard 

behaviours backed up by the sanctions of the state, safeguard the interest of investors and the public, 

and protect them from all forms of market failures (Foster, 1980). 

Examples include the establishment of Security and Exchange Commission in the USA in the 1930s 

following the Wall street Crash in 1929, the establishment of the UK Accounting Standard Steering 

Committee in early 1970s following negative perceptions over large accounting firms failures in late 

1960s, establishment of Accounting Standard Board in the UK in 1990s following large scale 

accounting failures in late 1980s, as well as the enactment of tighter Accounting and Corporate 

governance regulations imposed globally as a result of the failures of Enron, WorldCom, Parmalat, 

amongst others, in early 2000s (Walker 1987; Posner, 1974). 

2.2.2 Capture theory 

In this theory, the regulated party tries to take charge of the regulator, and capture the standard setting 

process, so that post-capture regulations will be beneficial to them. While the initial reason for 

regulatory control of accounting information is to protect public interest, the standard setting process 

will be captured by certain regulated interest in the long run since the continuity of the regulatory 

body depends on satisfying the expectations of those regulated. A major component of the capture 

which has threatened the independence and objectivity of the standard setting process is the 

domination of the membership of regulatory bodies like IASB by professional accountants and 

finance directors of companies that these regulatory bodies are meant to regulate (Mitnick, 1980; 

Walker, 1987). 
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Examples exist where the Big 8 accounting firms effectively controlled the decisions of the FASB, 

either to pursue their own self-interests or on behalf of their clients (e.g., U.S. Congress, 1976). The 

capture of procedures, priorities, appointment and output of the Australian Accounting Standard 

Board by large Accounting firms in Australia is another example of the capture theory of Regulation. 

2.2.3 Economic Interest theory 

This theory holds that different groups with conflicting objectives will lobby regulatory authorities 

to set standards that are economically beneficial to them. The reason for lobbying is because each 

regulatory standard has a social and economic consequence on companies and people. Firms that are 

exposed to regulatory and political pressures are more likely to lobby for accounting rules than 

smaller firms that are not subject to such exposures (Gipper, Lombardi and Skinner, 2013). A group 

must be powerful to be able to lobby for regulations that might protect its interest. For example, in 

1980s a small number of aerospace companies argued that they be allowed to defer development 

expenditure. This was to help them charge the government higher contract prices, since their prices 

were based on percentage return on net assets (Posner, 1974; Peltzman, 1976; Hope and Gray, 1982).  

Accounting Regulatory bodies encourage various affected groups to make submissions on draft 

versions of proposed accounting standards, as part of a due process. This makes accounting regulation 

a political process which can be lobbied by most powerful groups, whose views can challenge the 

very existence of the regulatory body. An example is the confrontation between IASB and EU 

government over IASB refusal to compromise to the views of EU banks with regards to the standard 

on Accounting for Financial Instrument (IAS 39). Another example is the SEC’s decision to override 

SFAS-19 in the late 1970s when it passed a rule allowing oil and gas companies to use either the full 

cost or successful efforts methods of accounting for exploration and development costs when the 

FASB rule (SFAS 19) had outlawed full cost accounting (Gerboth, 1973). 
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2.3 Drawbacks and Counter arguments 

While greater consistency, cost savings for the economy and production of optimal level of disclosure 

have been argued in favour of the regulation approach, this section presents counter arguments: 

First, we cannot say there is regulation when the regulator is regulated by those it should regulate. 

Instances have been cited where larger companies lobby the standard rules to benefit them, like the 

general price level accounting that was lobbied in the USA by larger firms, to help them report 

reduced profits during inflation. This and other lobby scenarios question the ability of regulatory 

agencies to produce standards at level playing field.  

Since accounting standards (reports) are outcomes of political pressures and capture, there also exist 

reporting expectation gaps arising from objections to the neutrality and representational faithfulness 

of regulated financial reports.  

Finally, the problem of standard overload arising from the promulgation of various standards 

threatens the quality of financial reporting via enormous complexity and technical jargon, which has 

reduced non-expert users’ understandability of these statements.  

3 Conclusion 

At the end of this critical analysis, it is worth mentioning that both free-market and regulation 

approaches to standard setting in accounting leave many unanswered questions with regards 

‘optimal’ information production and dissemination in the market. While it may seem safe to assume 

that the drawbacks of the free-market may be overcome through regulations, the convenience of such 

regulatory framework should be carefully determined by means of an empirical cost-benefit analysis. 
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