
University of Southampton Research Repository

ePrints Soton

Copyright © and Moral Rights for this thesis are retained by the author and/or other 
copyright owners. A copy can be downloaded for personal non-commercial 
research or study, without prior permission or charge. This thesis cannot be 
reproduced or quoted extensively from without first obtaining permission in writing 
from the copyright holder/s. The content must not be changed in any way or sold 
commercially in any format or medium without the formal permission of the 
copyright holders.
  

 When referring to this work, full bibliographic details including the author, title, 
awarding institution and date of the thesis must be given e.g.

AUTHOR (year of submission) "Full thesis title", University of Southampton, name 
of the University School or Department, PhD Thesis, pagination

http://eprints.soton.ac.uk

http://eprints.soton.ac.uk/


UNIVERSITY OF SOUTHAMPTON 
 

FACULTY OF BUSINESS & LAW 

School of Management 

 

 

 

 

 
Analysing the impact of the transition from an historical cost to a fair value model of 

accounting for preparers, auditors and users of the financial statements of  
listed companies in Malta – An island state economy 

 

by 

 

Ivan Paul Grixti 

 

 

 

 

 

 

 

 

Thesis for the degree of Doctor of Philosophy 

 

December 2013 



 

ABSTRACT 
 

International Financial Reporting Standards (IFRSs) are moving away from being based on an 
historical cost model of accounting towards one based on fair values. Such changes have 
implications for the preparers, auditors and users of financial reports. While much attention has 
been focused on the technical aspects of the transition to fair value accounting, there has been 
almost no consideration of the impact of these changes on those who prepare, audit and use 
financial reports.  
 
International Accounting Standards and, subsequently, IFRSs have been incorporated into 
Maltese company law since 1995. More recently, as a Member State of the European Union, 
Malta has been required to incorporate IFRSs (as modified by the EU) into its national law. This 
thesis explores the impact of the transition towards fair value accounting on the preparers and 
auditors of the financial reports of Maltese listed companies.  
 
An exploratory, inductive approach is adopted which uses the grounded theory method (Glaser 
& Strauss 1967) to understand the effects on the patterns of behaviour of the preparers, auditors 
and users of financial reports arising from the transition to fair value accounting. Interviews were 
conducted with those responsible for the preparation of the financial reports of those companies 
listed on the Malta Stock Exchange that experienced such a transition as well as with the 
companies’ auditors.  
 
The main themes that emerge from the first analysis of the interview material relate to the 
perceived near absence of markets for assets in Malta, concerns about the understandability of 
fair value accounting for users of financial reports, and the perceived primacy of the income 
statement. These themes were identified after transcribing and analysing the interview data 
collected. However, themes as an output of analysis are insufficient, as grounded theory 
necessitates the conceptualisation of the data. Moreover, the research was driven by analysis 
that required further theoretical sampling and thus interviews were carried out with users; 
namely, stock-brokers and investors. Additionally the analysis required theoretical sampling from 
a country that has a similar set-up to Malta; thus, Trinidad & Tobago was selected for data 
comparison in this regard. 
 
This theory is developed through the iterative process of constant comparison and analysis of the 
interview material as well as online data and listed entities’ financial reports. The theory 
contended that there is a tension between the regulatory framework and the determination of 
the dividends being proposed by companies. Such a tension evolves from users’ lack of 
understandability of what fair value adjustments represent; for example, unrealised positive 
amounts being treated as available for distribution. The resolution of this tension is seen to be 
through a “meaning-making process”. 
 
This “meaning-making process” refers to the latent patterns of behaviour engaged into by 
preparers, auditors and stock-brokers throughout all six stages of the financial reporting process 
i.e. from the preparation and review of the financial statements right through to their approval 
by the shareholders gathered at the AGM. Thus, a process of funnelling, jargonising, pre-
empting, briefing, elaborating, explaining and clarifying is engaged in.  
 
The research contributes to interpretive accounting research by developing explanations of the 
effect of fair value accounting on significant actors in an island economy.  
 
Keywords: historical cost, fair value, grounded theory, meaning making
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Chapter One: Introduction 

 
 

Overview 
 
 
This thesis derives a theory that should assist policy makers in future deliberations 

regarding financial reporting regulatory frameworks both at an international as well 

as at a national level. This chapter sets out in what ways globalisation as a generic 

term triggered off a process of having one global set of accounting standards with 

events pushing IFRS to the verge of becoming the global financial language. 

Notwithstanding the on-going process of globalisation, the impact of IFRS adoption 

has to be identified and understood in various different settings – island state 

economies such as Malta, in particular.  The chapter also maps out what the 

remaining chapters of this thesis entail. 

 

 

1.1 – Accounting Change 

 

The study of accounting as a separate discipline within academic institutions is a 

fairly recent one (Fogarty, Markarian 2006). The quest to conceptualise accounting is 

an endeavour which commenced in 1978 in the United States with the promulgation 

of a series of concepts statements concluded in 1985. Such a quest continued in the 

United Kingdom in 1989 when the then Accounting Standards Committee (ASC) 

published its ‘Guidelines for Financial Reporting Standards’ authored by David 

Solomons. In the same year the then International Accounting Standards Committee 

(IASC) published its own framework for financial reporting.  More recently, the 

International Accounting Standards Board (IASB) took the decision to proceed 

further with the conceptual framework (CF) project that it had started in 2006 with 

its American counterpart, namely, the Financial Accounting Standards Board (FASB).  
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Throughout the past 35 years, accounting standards have existed but they have 

lacked coherence, and at times were published simply to address an urgent issue in 

fire-fighting manner after a corporate scandal surfaces (Porwal 2001, p.200). 

Historically, accounting was viewed as a mechanical process that identified a set of 

procedures which have to be followed as is, without any conceptual underpinnings.  

No one ever thought what specific objective financial reporting should fulfil – should 

it be stewardship or decision-making?  Instead, the appropriate measurement base 

should be adopted depending on the chosen objective (Hague 2007). 

 

Moreover, there was never any acknowledgment that different sets of users existed, 

each looking for some specific information in a complete set of financial statements.  

In terms of the elements of the financial statements, no conceptual definition of 

what constitutes an asset as well as a liability existed until various CFs, as described 

above, came into being. Although accounting standards did exist they simply codified 

professional practice rather than being the result of a thorough conceptual process. 

Proposed dividends, for example, were always treated as a current liability 

something which does not happen anymore simply because proposed dividends do 

not meet the definition of a liability.  

 

As Malta moved to International Accounting Standards (IASs) in 1995, the changing 

face of reporting financial performance could be seen also by local practitioners. The 

Maltese Companies Act, 1995 applied full IASs irrespective of whether the business 

entity was listed or not. Through such a requirement the local profession 

experienced the subtle change in the measurement paradigm as new IASs, such as 

IAS 39 – Financial Instruments and IAS 40 – Investment Properties, required the 

disclosure of fair values in the financial statements. 

 

All of the above supports the claim made by Glautier & Underdown (1974) in the 

preface to their book. Even though the text was written roughly 40 years ago, the 

authors have, indeed, prophesised that, 

“Accounting is in an age of rapid transition; its environment has undergone 
vast changes in the last two decades and an accelerating rate of change is in 
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prospect for the future. Much of what is accepted as accounting today 
would not have been recognized as such 50 years ago, and one may safely 
predict that in 50 years’ time the subject will bear little resemblance to what 
it is today” 

 
 
Major political changes have created a domino effect in terms of the way business is 

conducted, as well as how fresh capital is raised – occurrences which have 

necessitated further changes not only in the accounting model but also in the 

language used to communicate financial results. An interesting incident which is still 

quoted in the literature and which depicts very well the aforementioned changes is 

that of Daimler-Benz, the global car manufacturer now known as Daimler AG (see for 

example, Flower (1997), Haller (2002) and Ball(2006)). Daimler-Benz sought a listing 

on the New York Stock Exchange in 1993 wherein what appeared to be a reported 

profit of DM602 million under German rules turned out to be a loss of DM1,839 

million under American rules. Such an incident highlighted the need for having one 

global set of accounting standards which could be applied by all multi-nationals such 

as Daimler-Chrysler that had cross border listings. 

 

Having one global accounting language was just a concept 10 to 15 years ago; Flower 

and Ebbers (2002, p.221) claim that 

 
“…to presume that such a set can be developed might seem to be hopelessly 
optimistic given the need to gain agreement between so many different 
authorities each with its own private agenda”  

 

However, with the corporate collapses of Enron and Worldcom in 2001, things 

changed dramatically. Apart from a call for ‘renewed professionalism’ in accounting 

(Samuel, Covaleski et al. 2009, p.368) such debacles proved right the decision taken 

in 1995 by the European Union (EU) (later to be confirmed in its Regulation 

1606/2002) to endorse IFRSs as the norm for consolidated financial statements 

published by all listed companies (Dewing, Russell 2004). 

 

This as such did not have any material effect on Malta which had entrenched such 

standards into its company law since 1995. What is, however, pertinent is that IASs 
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in 1995 were not as voluminous as IFRSs in 20051. In 1999, the then International 

Accounting Standards Committee (IASC) published IAS39 as its first official 

pronouncement on financial instruments – a standard which is considered to 

constitute the advent of fair value measurement in financial reporting. It is 

noteworthy to point out, however, that fair value measurements had already been 

required for assessing whether leases constituted finance leases way back in 1982 

under IAS 17 (vide section 3.3, below). 

 
The EU’s political decision to adopt IFRSs as of 1st January, 2005 preoccupied other 

major economic blocs in that they might lose out on foreign investment if they did 

not follow suit (Márquez-Ramos 2008). What followed was a domino effect around 

the globe as other countries switched to IFRSs. Moreover, the major non-US capital 

markets, namely, London, Frankfurt, Tokyo and Paris now accept IFRS (Pratt 2011, 

p.26). In 2007, for the first time, the US regulator i.e. the Securities Exchange 

Commission (SEC) accepted IFRS-based financial statements from non-US filers by 

removing the reconciliation requirement as per SEC Form 20-F. In 2008, the SEC 

established a roadmap that anticipated mandatory reporting for US domestic filers 

under IFRS beginning in 2014, 2015 and 2016, depending on their size.  

 
In 2002 a convergence project between the IASB and FASB – the US standard setter –

was initiated through the Norwalk Agreement, so as to eliminate any differences 

between the two regimes. Such a convergence project necessitated the US moving 

away from a ‘rules-based’ approach towards a ‘principles-based approach’ to 

standard setting – implementing further the notion of fair value measurement in the 

process as well. Such a convergence project can be considered to reflect the fact that 

the US is still an influential player in accounting and financial reporting. In terms of 

adopting IFRS it seems, however, that the SEC is having second thoughts about 

                                                      

1
 On 1

st
 
 
April 2001, the newly constituted IASB took over the work of promulgating new accounting 

standards which would be referred to as IFRSs whilst adopting the then existing body of IASs, which 

were the product of the IASB’s predecessor, namely, the IASC. 



Chapter One – Introduction 
 

Page 17 
 

permitting IFRS for its domestic filers with the American Institute of Certified Public 

Accountants (AICPA) recently urging the SEC to consider allowing it as an option2. 

The current state of financial reporting is a multiplier effect of what is referred to as 

the globalisation of accounting standards. However, the globalisation of accounting 

is a sub-set of an even larger globalisation package; for example, one can refer to the 

globalisation of the economy, the globalisation of cultures as well as the 

globalisation of corporate governance (Godfrey, Chalmers 2007). Indeed, much has 

been written about the issues surrounding globalisation from distinct and conflicting 

points of view (Dicken 2011).  

 

It is necessary to identify what are the issues emanating from such a globalisation 

process of economies, financial markets and accounting standards on an island state 

economy such as Malta. 

 

 

1.2 – Globalisation of Accounting and Malta 

 

In terms of the Zurich-based KOF organisation3, apart from establishing an overall 

globalisation index it also identifies as separate components, economic, social and 

political globalisation indices. Table 1.1, below establishes Malta’s ranking during 

2012.  

Table 1.1 – Malta’s 2012 Globalisation Rankings 
 

INDEX Globalisation Economic Social Political 

RANKING 31st – 76.39 4th – 92.93 30th – 75.91 133rd – 55.06 

 

                                                      

2
http://www.aicpa.org/Press/PressReleases/2011/Pages/AICPARecommendsSECAllowOptionalAdopti

onofIFRSbyUSPublicCompanies.aspx 

3
 http://globalization.kof.ethz.ch/ 
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It can be inferred that in terms of economic globalisation, Malta fares very well being 

classified fourth after Singapore, Luxembourg and Ireland. From the above index, it 

seems that small open economies tend to be the most globalised; yet, Nobes and 

Parker (2008) contend that being characterised as small is not the only factor and 

suggest that national boundaries impinge on measures of globalisation as well.  

Nobes and Parker (2008) identify the possible triggers which not only can be 

attributed to the transfer of accounting technology from one country to another but 

are also intertwined with each other. The authors refer to, 

(i) significant issues in international politics such as the dominance of the 

USA and the establishment of the European Union as another economic 

bloc; 

(ii) the advent of global financial markets; 

(iii) powerful increases in international trade accompanied by foreign direct 

investment; 

(iv) economic policies favouring privatisation influencing share ownership; 

(v) changes in the international monetary system; and 

(vi) the evolution of multinational enterprises (MNEs) 

Each of these triggers merits close consideration, in order to identify how they can 

be related to the local scenario, if at all.  

 
 

1.2.1 – Accounting and world politics  
 
Following the end of the Second World War in 1945, British and continental 

European overseas empires were gradually dismantled. As described in section 2.3, 

below, Malta formed part of the British Empire and in the process of decolonisation, 

the British model of accounting was imported into the island state economy. 

However – as will be discussed later – it is doubtful whether such an imported 

‘Anglo-Saxon’ model was appropriate. Possibly, if the French rather than the English 

had continued to reign over Malta, ‘detailed government instructions…set out in 
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national accounting plans and commercial codes’ (Nobes, Parker 2008, p.6) might 

have been more appropriate.  

 

Such a British influence on the local accountancy profession can also explain why the 

local institute of accountants, the MIA, became a full member of the IASC in 1977, 12 

years after the institute was established. Indeed, the development of IASs ‘owe more 

to accountants from former member countries of the British empire than to any 

other source’ (Nobes, Parker 2008, p.6). 

 

Another major political event which may be attributable to the Daimler-Benz 

incident referred to earlier is the reunification of Germany, post the fall of the Berlin 

wall in the early 1990s. The German economy felt the pressure of such a 

reunification which prompted large German companies to raise fresh capital from 

other jurisdictions. Such a venture necessitated a process wherein these large 

German companies had to switch their financial statements in accordance with that 

particular jurisdiction’s financial reporting framework. 

 

The Enron debacle in the US, referred to earlier, not only wiped out one of the major 

accounting firms, Arthur Andersen, but also caused ripple effects around the globe in 

terms of increased regulation, such as the Sarbanes-Oxley Act. Most of the 

provisions of that Act found themselves into the EU’s Eight Directive. As a full 

member of the EU, Malta became bound to adhere to various directives such as this 

one; thereby, creating a level playing field for a single market to compete with the 

other major players around the globe.  

 

Such a process of globalisation gave rise to the establishment of international 

financial markets. 

 

1.2.2 – Globalisation of stock markets 
 
Capital markets have also become globalised simultaneously with the increases 

experienced in international trade and foreign direct investment (FDI). Apart from 
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financial deregulation, the momentous development in electronic technology has 

facilitated the possibility of cross-border listings by business organisations which 

had, previously hitherto, depended solely on national stock exchanges to raise 

capital.  

 

With regards to the Maltese scenario, as discussed further in section 2.7.1, below, 

the Malta Stock Exchange (MSE) was established in 1992 and to date has only 21 

equities listed on it. Not only is Malta small in terms of its size but it is also 

characterised by small business entities. Even the current set of listed entities would 

be categorised as small according to the established EU quantitative criteria. In 

contrast, Luxembourg, boasts of being a small country with not only domestic but 

also foreign large companies quoted on its stock exchange4. 

 

To date only four foreign parent companies have their Maltese subsidiaries quoted 

on the MSE with HSBC being the only multinational enterprise quoted on the local 

stock exchange. 

 

Nobes and Parker (Nobes, Parker 2008, p.10) mention ‘cross-border listings and the 

extent to which companies translate their annual reports into other languages for 

the benefit of foreign investors’ as two rough measures of the internationalisation of 

the world’s stock markets. As already discussed, above, Malta cannot be treated as 

having an internationalised stock exchange. Consequently, no translation of the 

annual report into other foreign languages is carried out. It is, however, noteworthy 

to point out that English is the second language in Malta and that all annual reports 

are published in English.  

 

The local stock exchange is a member of a number of international securities 

organisations such as the Federation of European Stock Exchanges (FESE) and 

                                                      

4
 https://www.bourse.lu/application?_flowId=PageStatiqueFlow&content=societe/Bourse.jsp 
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International Organisation of Securities Commission (IOSCO)5. Through such 

participation the local stock exchange can – alongside other members – play an 

important role in the globalisation process of accounting standards. 

 
 

1.2.3 – International trade and foreign direct investment  
 
International trade and FDI are considered to be the two most important aspects 

affecting financial reporting (Nobes, Parker 2008, p.7). In particular, Flower and 

Ebbers (2002, p.11) explain that such implications emanate from  

 
“…the need of investors to understand the accounts [emphasis added] of 
foreign enterprises and of enterprises to make their accounts 
comprehensible to foreign investors”. 

 
 

Prior to its accession to the EU, most of Malta’s trade was with existing EU member 

states. Not only has such trade increased given that there are no barriers to entry, 

but by joining the single currency, Malta has also experienced a significant increase 

in its share of foreign direct investment. According to the latest data published, 

 
“At the end of June 2011, foreign direct investment in Malta was estimated 
at €12.4 billion….This amounts to an increase of €518.8 million [emphasis 
added] over the corresponding month in 2010. Geographically, the EU is the 
largest contributor to Malta’s inward foreign direct investment, with 
Germany accounting for the lion’s share.” (National Statistics Office 2012) 

 
 

However, Malta has also managed to attract FDI from the rest of the world such as 

the US. Methode Electronics, for example, is incorporated in the US and quoted on 

the New York Stock Exchange (NYSE) as MEI. It is a global designer and manufacturer 

of electro-mechanical devices with manufacturing, design and testing facilities in the 

United States, Malta, Mexico, the United Kingdom, Germany, the Czech Republic, 

China, Singapore, the Philippines and India6.  In terms of its local operation, a locally 

registered company was setup; namely, Methode Electronics (Malta) Limited. 

                                                      

5
 http://www.borzamalta.com.mt/index.php?option=com_content&view=article&id=9&Itemid=39 

6
 http://www.methode.com/about/investor-relations.html  

http://www.methode.com/about/investor-relations.html
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According to Dunning and Lundan (2008), one condition why business enterprises 

engage in, or decide to increase, overseas operations is to possess or, alternatively, 

acquire privileged access to assets that provide them with a competitive advantage 

over local firms.  The high skilled workforce of the Maltese labour supply can be 

considered to be MEI’s competitive advantage. 

 

Under current circumstances, the local operation reports under IFRS whilst those 

same set of financial statements would eventually have to be translated into US 

Generally Accepted Accounting Practice (GAAP) before being filed with the SEC. 

Adoption of IFRS by the SEC for its domestic filers would certainly reduce the costs 

incurred in preparing and auditing them for a multinational such as MEI.  

 

1.2.4 – Patterns of share ownership  
 
The globalisation of stock markets does not, necessarily, mean that there is 

uniformity in investor behaviour around the world. Share ownership patterns and 

trends differ distinctively between one country and another. Consequently,  

 
“The nature of the investors in listed companies has implications for styles of 
financial reporting. The greater the split between the owners and managers 
of these companies, the greater the need for publicly available and 
independently audited financial statements” (Nobes, Parker 2008,p.11) 

 
 

As discussed below in section 2.7.2, individual share ownership in Malta tantamount 

to roughly 25 per cent of existing listed equities. This statistic is below the average of 

36 per cent identified by La Porta et al. (1999). Individual equity participation has 

also increased significantly through a process of privatisation not only globally but 

also in the Maltese context. Moreover, it ‘has opened companies up to foreign 

ownership, thus stimulating the growth of FDI, and facilitated their expansion into 

foreign markets’ (Nobes, Parker 2008, p.11). 
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1.2.5 – International monetary system 
 
Following the end of the Second World War, the Bretton Woods Agreement brought 

the International Monetary Fund (IMF) into being. The agreement was based on 

fixed exchange rates with periodic devaluations. After such a system collapsed in 

1971, member countries were free to choose their exchange arrangement. Malta is 

no exception and its exchange rate became linked to those currencies with which the 

island conducted major trade such as Germany, Italy and the UK. Exchange rate 

fluctuations impacted on financial disclosures and over the course of time, official 

pronouncements were published so as to identify the correct treatment of such 

exchange differences. With the introduction of complex hedging transactions 

standard-setters’ attention switched to the financial accounting implications of such 

instruments. 

 

In terms of the EU, the establishment of the single currency, namely, the EURO, 

permitted the elimination of exchange differences relating to intra-communitarian 

transactions. Following its accession to the EU, Malta joined the single currency 

which benefitted local operators in terms of eliminating exchange differences, 

though, it still has its negative effects in terms of incoming tourism originating from 

the UK, which to date, does not form part of the Euro area.   

 

1.2.6 – The growth of Multinational Enterprises (MNEs) 
 
As a consequence of both the globalisation of economies and financial markets, 

business organisations have either subsidiaries or representative offices in various 

countries around the globe depending also on the nature of their business. Nobes 

and Parker (Nobes, Parker 2008, p.12) define MNEs as ‘those business organisations 

that produce a good or deliver a service in two or more countries’. MNEs are 

considered to be the main exporters and importers of FDI as well as a major impetus 

in transforming the accountancy profession into a global one.   

 

Even though there are 21 listed companies on the Malta Stock Exchange, a few of 

them are either subsidiaries of an even larger group or the listed company is itself 
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the holding company of foreign registered business entities. HSBC plc refers itself to 

as the ‘world’s local bank’ which in itself as a brand name signifies this property of 

the globalisation of organisations. HSBC plc can be acknowledged as the only MNE 

listed on the local stock market. Malta’s strategic position in the midst of the 

Mediterranean as discussed in section 2.3, can be attributed as to why HSBC 

(Europe) took over a, previously, nationalised commercial bank as far back as in 

1999.  

 
 

1.3 – Economic Consequences of IFRS Adoption 
 
 

Any change in the accounting regulatory framework will most certainly have an 

economic consequence of some sort. The adoption of IFRS not only within the EU 

but also on a global context is in no way an exception. The extant accounting 

literature has identified the existence of a typology of such economic consequences. 

Empirical evidence has demonstrated that IFRS adoption has triggered off a 

distinction between intended and unintended consequences. For example, 

(Brüggemann, Hitz et al. 2013, p.9) label 

 

“economic consequences that relate to the stated objectives intended 
consequences, or main effects, whereas…the other category as unintended 
consequences, or side effects [emphasis added]. This dichotomy is 
consistent with regulators being able to anticipate side effects, but any 
regulation potentially having consequences other than those touted by the 
regulator”. 

 

The same authors mentioned above predict on page 3 that the ‘…under-researched 

unintended consequences are a fruitful area for future inquiry’. Moreover, they refer 

to the extant literature as excluding countries with few public firms, quoting  DeFond 

et al. (2011) and Landsman et al. (2012) as examples. Indeed, both studies 

mentioned exclude Malta from their analysis, leading the authors to recommend on 

page 22 that future studies should focus ‘on more specific settings (e.g. a single 

country [emphasis added] or trading segment)…’ 
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This thesis is intended to do just that. It is envisaged that the research will identify 

how the transition in the accounting model has affected Malta (a single country) 

characterised with only 21 listed companies. 

 
 

1.4 – Research Question 

 

In terms of the selected research method for this thesis, namely, Classic Grounded 

Theory (CGT), the real question becomes actually apparent during the conduct of the 

inquiry itself.  CGT focuses on people’s experiences and the actions they are taking to 

cope or to manage (Stern, Porr 2011, p.48); hence, the research question has 

evolved from the data gathered. On a generic level, this thesis attempts to identify 

how the transition from an historical cost to a fair value model of accounting has 

impacted on the preparers, auditors and users of financial statements of listed 

companies in Malta. The transition in the accounting model is the substantive area of 

this thesis. 

 

Although the EU has adopted IFRS for the presentation of consolidated financial 

statements, differences still exist within the bloc taking into consideration that most 

major developments in the theory and practice of financial reporting stem from 

Germany, France and Britain alongside the US and Japan (Flower, Ebbers 2002). 

 

Hence, in view of the globalisation process as described above coupled with existing 

differences in EU-wide accounting systems, academic research needs to increase its 

focus on evaluating the extent of the impact the transition in the accounting 

paradigm has on various jurisdictions (Barth 2008). As described in the Literature 

Review (Chapter 6), international accounting is not dead and there will always be 

differences emanating from cultural diversity as well as distinct legal and financing 

structures. Such differences are more evident where accounting models have been 

imported, as is the case in Malta – an island state economy. As discussed later such 

differences can contribute to the occurrence of unintended economic consequences 

referred to in section 1.3, above.   
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The present research makes its contribution to the field in that direction by applying 

the theoretical insights of international accounting to the local scenario.  

 

Through the application of CGT, this thesis pursues the construction of theory, 

inductively, initially through a set of interviews with CFOs and auditors. However, the 

research is driven by analysis entailing data gathering from whatever sources are 

deemed fit so as to identify what the real problem is in terms of the chosen 

substantive area.  

 
 

1.5 – Structure of the Thesis 

 

This thesis is split up in accordance with ‘agreed protocols and conventions 

concerning the structure of a research project’ (Baker, Foy 2008), namely, an 

introduction, literature review, research methodology, data analysis, conclusions and 

recommendations. However, since in terms of CGT, the literature review has to 

relate to the theoretical findings, the literature review chapter appears immediately 

after the theory and discussion chapter. Moreover, there are two additional 

chapters: one tracks the pros and cons of the distinct measurement models 

pertaining to this thesis whilst the other contextualises the reality of the island state 

economy under review – Malta. The structure of chapters and their content is as 

follows: 

 

Chapter Contents 

2 – Contextual Analysis : Malta Even though through the application of 
CGT, reference has been made to other 
jurisdictions, this chapter sets out the 
context of this thesis, namely, Malta. 

3 – The Substantive Area The substantive area chosen relates to the 
transition from a Historical Cost to a Fair 
Value model of accounting.  

4 – Research Methodology  Presents and reviews CGT as the chosen 
research method. Apart from describing 
how the author tussled with the method 
during the current research it also reviews 
other studies which have applied the 
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method to researching financial accounting 
issues. 

5 – Theory and Discussion Proposal of a Theory of Meaning Making 
which can assist policy makers as more 
jurisdictions move towards IFRS. 

6 – Literature Review An account of the literature review, 
structured along the theory discovered; 
primarily, the study of international 
accounting as devised by Nobes (1983), the 
impact of IFRS on the distribution of 
earnings and the changing perspectives on 
the qualitative characteristic of 
UNDERSTANDABILITY. 

7. Conclusions and 
Recommendations 

A summary of the thesis providing 
recommendations not only in terms of 
addressing the current problem but also in 
terms of possible future studies.  

    Appendices Various appendices appertaining to the 
research carried out such as the interview 
guide and tutor’s letter of confirmation   

 

 

1.6 – Summary  
 

This chapter considered a number of subjects. Primarily, it addressed the importance 

and relevance of the issue of globalisation delineating its impact on accounting, an 

impact which has not left Malta immune. It, therefore, established the need for this 

research to be carried out. 

 

Secondly, the chapter defined the objectives of the research. In terms of applying 

CGT to data analysis a generic research question can be ascertained at the initial 

stages of the study. As explained the real question will then be identified as the 

inquiry progresses.  

 

Finally, the chapter described the structure of the thesis which should operate as a 

roadmap to understand what the author aims to accomplish.
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Chapter Two: The Context of Malta 
 

 

Overview 
 
 
 This chapter sets out the context for this thesis, namely, Malta. Initially, the 

researcher poses the question why academia should be interested in Malta. 

The subsequent section provides a historical synopsis of Malta accompanied 

by an overview of the Maltese economy. Thereafter, a discussion about where 

Malta fits into the established legal and accounting systems is undertaken. 

Following that, the chapter reviews the accounting developments in Malta 

starting off with the influence the last foreign ruler had in this process. 

Moreover, the important legal and institutional changes as Malta prepared 

itself for full accession to the EU will be discussed as well. The chapter 

concludes by putting into perspective the current share ownership of Maltese 

listed companies. 

 

2.1 – Introduction 
 

Situated at the southernmost tip of the EU, Malta’s importance has 

historically been linked to its important strategic position, both for military 

and naval purposes given its geographical position as described in section 3.3, 

below.  In April 1942 it was awarded the George Cross for gallantry – a 

symbol still close to its heart, forming part of the nation’s flag.7 However, in 

recent times it has also been extremely important in evacuating more than 

16,000 different nationals as the Libyan conflict developed, and has been 

referred to as ‘an unsung hero’ by Lord Monroe Palmer of Childs Hill 

                                                      

7
 http://www.doi.gov.mt/en/state/symbols.asp 
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in the House of Lords.8 However, within the realm of financial accounting and 

the on-going globalisation of accounting standards, justification for exercising 

interest in Malta is called for; this is addressed in the following section.  

 
 
 

2.2 – Why Malta? 
 

It is appropriate to address why academia should be interested in an island state 

economy such as Malta. This question is addressed in two ways. Initially, the issue of 

size is tackled by borrowing criteria developed within the realm of economics and, 

secondly, reference is made to recent literature on international accounting. 

 
 

2.2.1 – What constitutes a ‘small’ state? 
 
This is a question which in the economic literature has been addressed time and time 

again for the past 60 years or so. Following the Second World War there was a 

process of decolonisation as well as the disintegration of large states like the Union 

of Soviet Socialist Republics, following the fall of the Berlin Wall. As a direct 

consequence of such a transition the number of states in the world increased from 

75 to over 200 by the end of the second millennium Taymaz (2009). In establishing 

what sort of criteria have been selected to identify what constitutes a ‘small’ 

country, the literature refers to three; namely, population size, land area and total 

income. Indeed, (Crowards 2002, p.143) observed that: 

 

“The most commonly applied criterion has been population size [emphasis 
added], on the basis that this provides an indication of the stock of human 
capital and a rough approximation of the size of the domestic market. This 
criterion has been supplemented at times by land area [emphasis added] 
and by total income [emphasis added] (measured as gross domestic product 
(GDP)).” 

 
 

                                                      

8
 http://www.independent.com.mt/news.asp?newsitemid=123287 
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The importance of addressing specific issues in relation to ‘small’ countries has 

continued apace over the years. In particular the Commonwealth Secretariat in 

conjunction with the World Bank established a Joint Task Force on Small States with 

a dedicated website.9 Figure 2.1, below, lists the countries which were invited to the 

2010 Small States Forum based on population and per capita income.  

 

 
Figure 2.1 – 2010 World Bank Small States Forum 

Malta was invited as a member of the European Union out of a total of 48 countries. 

Out of these 48, the author has identified which of these jurisdictions use IFRSs in 

                                                      

9
http://web.worldbank.org/WBSITE/EXTERNAL/PROJECTS/0,,contentMDK:22284556~pagePK:41367~

piPK:51533~theSitePK:40941,00.html 

http://web.worldbank.org/WBSITE/EXTERNAL/PROJECTS/0,,contentMDK:22284556~pagePK:41367~piPK:51533~theSitePK:40941,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/PROJECTS/0,,contentMDK:22284556~pagePK:41367~piPK:51533~theSitePK:40941,00.html


Chapter Two – The Context of Malta 
 

Page 32 
 

some way or another as part of their financial reporting framework by comparing 

them with the list drawn up by Deloitte 10. Indeed, 30 (or 60 per cent of those 

classified as small by the Small States Forum) have done so and are listed under 

Table 2.1, below.  

 

On comparing this figure of 30 ‘small’ countries with the fast approaching figure of 

120 countries adopting IFRSs around the globe, we find that such a ‘small’ group 

constitutes 25 per cent of the total. Undoubtedly, within the ongoing process of 

global convergence of financial reporting standards, standard setters should give 

weight and attention to specific issues that affect such jurisdictions and in particular, 

the transition to a fair value measurement model. 

 

Table 2.1 – Use of IFRSs by small states 

Africa 
Botswana 
Gabon 
Gambia, The 
Lesotho 
Mauritius 
Namibia 
Swaziland 
 

Latin America & Caribbean 
Antigua and Barbuda 
Bahamas, The 
Barbados 
Belize 
Dominica 
Grenada 
Guyana 
Jamaica 
St.Kitts and Nevis 
Suriname 
Trinidad and Tobago 
 

East Africa & Pacific 
Fiji 
Samoa 
Vanuatu 
 

South Asia 
Bhutan 
Maldives 

Middle East & North Africa 
Bahrain 
Qatar 
 

Europe 
Cyprus 
Estonia 
Iceland 
Malta 
Montenegro 
 

                                                      

10
 http://www.iasplus.com/en/jurisdictions 
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2.2.2 – Defining an ‘island state economy’ 

 
The previous section discussed the characteristics of small and identified how many 

small jurisdictions have moved to IFRS. Yet, it is necessary to explain the term ‘island 

state economy’. 

 

Up to 2004, Malta formed part of the Alliance of Small Island States, a lobby group 

within the UN. Post full accession to the EU in 2004, Malta ceased to be considered a 

developing country. However, it still has the characteristics of a small island state as 

discussed below. Such characteristics further complement the need for dedicating 

research to understand the impact of having one global accounting language as 

argued in section 2.2.3, below. 

 

Most small island states are vulnerable to various issues. In particular, 

(i) they are highly exposed to external economic shocks;  

(ii) due to their small economic size and high international transport costs, 

they face additional economic disadvantages; 

(iii) they are potentially vulnerable to natural disasters; 

(iv) archipelagos made up of dispersed islands experience restrictions in 

public administration which in turn are associated with a high cost of 

delivering public services. 

 
 

2.2.2.1 – Economic vulnerability  
 

It is noteworthy to point out that way back in 1994, the University of Malta through 

its Islands and Small States Institute played a key role at the Barbados meeting on 

Small Island Developing States.11 Through the Institute’s seminal paper on economic 

vulnerability (Briguglio 1995), a vulnerability index was developed which assists in 

measuring the extent to which countries are exposed to external shocks. In essence, 

                                                      

11
 http://www.unep.ch/regionalseas/partners/sids.htm 
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many such states are countries earning middle-income and are, therefore, 

widespread poverty does not feature amongst them. 

 

2.2.2.2 – Economic resilience 

 
A similar UN event was held in Mauritius in 200512. That meeting emphasised the 

need for Small Island Developing States to adopt good governance in order to 

withstand any external shocks that they might have to put up with.   One important 

outcome was the establishment of a resilience index (Briguglio, Cordina et al. 2009) 

which in conjunction with the vulnerability index assisted in profiling such 

economies.  

 
 
2.2.3 – Accounting literature 
 
Barth (2008) uses the term ‘pervasive’ when referring to the debate about whether 

or not historical cost or fair value should be the measurement basis (vide the 

following section for a discussion about the pros and cons of each). Also, ‘although 

this debate is active around the world, there are different dimensions to the debate 

and different aspects of it are important to different people’ (Barth 2008, p. 1173). 

Furthermore, on the same page, Barth suggests that  

 

“...such research can identify country-specific features that global standard-
setters need to consider when writing global standards [emphasis added]. 
Standard-setters typically think of economics as being the global equalizer. 
That is, they assume that if financial statements reflect the underlying 
economics of the circumstance, event, or transaction, then the objective of 
financial reporting will have been met. However, some are concerned that 
this might not be the case. If it is not the case, then it would be important 
to understand why [emphasis added].” 

 

From the above it can, therefore, be safely argued that in the on-going process of 

promulgating new IFRSs and improving existing ones, the IASB as the standard-

setting body can be better informed in its deliberations by rigorous research carried 
                                                      

12
 http://www.un.org/smallislands2005/ 
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out by academics around the globe; in particular with theories that evolve from the 

impact of the change in the accounting paradigm on small states such as Malta. 

Interestingly, Schipper (2005) speculated that ‘some European Union jurisdictions 

have fewer and less liquid markets for financial instruments and physical assets than 

does the USA’. Indeed, certain incidents in the initial data gathered for this research 

do actually substantiate such a scenario within Malta. 

 
 

2.3 – Geography and History 

 

Geographically, the Republic of Malta is an archipelago situated roughly at the centre 

of the Mediterranean. The islands lie 80 km south of Sicily and 355 km north of Libya, 

290 km east of Tunisia and 815 km west of Crete (Trump 2002, p.15). The Maltese 

archipelago is, therefore, referred to as being a port of call between Europe and 

North Africa, in between the Christian and the Muslim worlds. 

 

The island themselves are miniscule in size, as per Figure 2.2, below. Malta, the 

largest and southernmost island, covers an area of 95 square miles with a length of 

17 miles and a breadth of nine miles. Gozo – is only nine miles by five miles, with an 

area of 26 square miles. Finally, the little island of Comino, which lies in the channel 

between Malta and Gozo, has an area of one square mile. 

 

Given their geographical position, the islands have been considered to be of 

significant strategic importance throughout history. Indeed, Maltese history is 

considered to be very rich because of the various foreign rulers that reigned over 

Malta, each of them influencing Maltese language and culture in one way or 

another. Table 2.2, below depicts a chronological order of Malta’s historical 

milestones.  
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Figure 2.2 – The Maltese Archipelago (www.ezilon.com) 

 

During the 150 years of British rule, periodic changes in governmental structures 

occurred. In 1921, Malta became self-governing, yet power and responsibility was 

shared between Maltese and British ministers (Pirotta 2006, p.59-60). In 1936, Malta 

became a colonial regime earning its independence on the 21st September 1964. 

 

Table 2.2 – The Chronology of Maltese History 
 

Pre – history 5000 B.C. – 218 B.C. 

Romans 218 B.C. – 5
th

 Century A.D. 

Byzantine and Muslim Malta 5
th

 Century A.D. – 1090 
 

Medieval Malta 
Normans  

Hohenstaufens 
Angevins 

 
1090 – 1194 
1194 – 1266 
1266 – 1282 

Spanish 1282 – 1530 

Knights of Malta 1530 – 1798 

French 1798 – 1800 

Malta during the Napoleonic Wars 1800 – 1814 

British 1814 – 1964 

Independent Malta 1964 – present 

 

 

With a two-thirds parliamentary majority, Malta became a Republic in 1974 

following which British forces were totally phased out in 1979 when Malta declared 

itself to be a neutral country. Malta is nowadays a parliamentary democracy headed 

http://www.ezilon.com/
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by a prime minister accompanied by a ceremonial President. On 1st May, 2004 Malta 

became a full member of the European Union following a popular referendum held 

on 8th March, 2003.  

 

In terms of the accounting model, Britain, as the last foreign ruler had a major 

impact on the Island as is discussed in section 2.6, below. Malta’s eventual accession 

to the European Union also affected the country in terms of both legislative and 

institutional changes that occurred over the years; for example, the introduction of 

VAT and money laundering legislation as well as the setting up of a stock exchange 

and a financial services authority. 

 

 

2.4 – Legal Structures  
 

Academia recognises that distinct legislations within different jurisdictions are not 

written from scratch, but rather transplanted. According to Watson (1974) such a 

transplant can occur voluntarily or otherwise either from a few legal families or from 

established traditions. According to Porta et al. (1998, p.1115), 

 

“...commercial laws come from two broad traditions: common law 
[emphasis added], which is English in origin and civil law [emphasis added], 
which derives from Roman law. Within the civil tradition, there are only 
three major families that modern commercial laws originate from: French, 
German and Scandinavian”. 

 
 
Through a process of occupation or colonisation by one of the European powers, 

most countries around the globe have inherited their legal systems as a direct 

consequence of such a process. Countries in Latin America have adopted legal 

systems post-independence, yet are still clinging on to the legal frameworks of their 

previous colonisers (Porta, Lopez-De-Silanes et al. 1997, p.1131-1132).  

 

The term ‘common law’ is synonymous with the law of England and those which are 

modelled upon it. Common law is established by judges who are entrusted with 
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resolving specific disputes. In contrast to contributions by scholars, common law 

comes into existence through precedents emanating from judicial decisions (Porta, 

Lopez‐de‐Silanes et al. 1998, p.1119). Indeed, through a process of colonisation, 

Common Law has spread to the United States, Canada, Australia, India, and many 

other countries such as Malta. 

 

The civil, or Romano-Germanic, legal tradition is considered to be the oldest, the 

most influential, and the most widely dispersed around the world. As stated by 

(Merryman, Perez-Perdomo 2007, p.24), 

 

“...the accepted theory of sources of law in the civil law tradition recognizes 
only statutes, regulations and custom as sources of law. This listing is 
exclusive. It is also arranged in descending order of authority. A statute 
prevails over a contrary regulation. Both a statute and a regulation prevail 
over an inconsistent custom. This may all seem very technical and of 
dubious importance, but in fact it is basic to our understanding of the civil 
law tradition, since the function of judges within that tradition is to interpret 
and to apply “the law” as it is technically defined in their jurisdiction. Both 
state positivism and the dogma of separation of powers require that judges 
resort only to “the law” in deciding cases.” 

 
 
Napoleon Bonaparte was the originator of the French Commercial Code in 1807. His 

military power delivered the Code to Belgium, the Netherlands and part of Poland, 

Italy, and western regions of Germany. During the colonial era, France extended its 

legalistic authority to the Near East as well as Northern and sub-Saharan Africa, 

Indochina, Oceania, and the French Caribbean islands. The French have also 

influenced the legal systems of Luxembourg, Spain, Portugal and a few of the Swiss 

cantons (Glendon, Gordon et al. 1994). During the nineteenth century, the Spanish 

and Portuguese empires started to dissolve in Latin America, after which lawmakers 

of the newly established nations turned to the French Civil Code for insight.  

 

Following Bismarck’s unification of Germany in 1897, the German Commercial Code 

came into being. One reason attributed to the German code not being as widely 

applied as the French code is probably because it emerged several decades after. 

The countries which have had their legal theory and doctrine significantly influenced 
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by it are Austria, Greece, Hungary, Italy, Switzerland and, the forgone countries of 

Czechoslovakia and Yugoslavia as well as Japan and Korea. Laws in Taiwan are 

derived from China, which in turn borrowed extensively from the German code 

whilst in the process of modernisation (Porta, Lopez‐de‐Silanes et al. 1998). 

 

Scandinavian Law has evolved in much the same way as British ‘Common Law’, i.e. 

through the daily practice of the Law Courts where the ‘law of contracts’ and the 

‘law of torts’ are concerned.  In turn, Roman law has never been accepted as current 

law and consequently ‘it would be a fallacy to imagine the Scandinavian countries 

mere dominions of their powerful neighbour in the south. They are, legally as well as 

politically, entirely separate countries’ (Munch-Peterson 1927, p.366). According to 

Porta et al. (1997, p.1149) ‘these differences matter for financial markets’. The 

authors review how the different legal systems affect both shareholders and 

creditors.  Table 2.3, below, summarises their findings of such a review concentrating 

specifically on investors, given that the core category identified through the 

application of Classic Grounded Theory (CGT) in analysing  the interview and other 

data gathered, is the CULTURE OF DIVIDEND EXPECTATION.  

 

Table 2.3 – Distinct legal structures and their effect on investor rights and protection 
(adapted from Porta et al. (1998)) 

 

CIVIL LAW COMMON 
LAW 

 FRENCH GERMAN SCANDINAVIAN  

Investor 

Rights Weaker Stronger 

Investor 

Protection Weakest Fall in between Strongest 

Law 

Enforcement Lowest Highest 
Next 

Highest 
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The authors further their research into identifying how the countries with weak laws 

or enforcement address the problem.  Their main findings (Porta, Lopez‐de‐Silanes et 

al. 1998, p.1116), are 

 

1. Only French-civil-law countries provide for mandatory dividends [emphasis 

added]. 

2. German-civil-law countries are the most likely to have legal reserve 

requirements [emphasis added] of all the distinct legal families. 

3. Poor investor protection in French-civil-law countries is associated with 

extremely concentrated ownership.  

 

Recently, (Lindahl, Schadéwitz 2013) have raised sound criticism to the above 

seminal work by La Porta et al. Most financial accounting research that explores the 

quality of accounting in distinct jurisdictions rest on the core assumption that 

jurisdictions which are predominantly  common law  provide a firmer foundation for 

good accounting transparency than those jurisdictions that are predominantly civil 

law. In exploring the soundness of that claim the authors review the prominent 

differences between civil law and common law according to internationally 

respected legal scholars such as David and Brierley (1985) as well as Zweigert and 

Kotz (1998). In doing so, (Lindahl, Schadéwitz 2013, p.250) claim that  

 

“…the historical development of the two families is distinct. Changes in recent years – 
increasing importance of legislation, increasing use of precedent in civil law countries, 
and forces including harmonization – have made the historical law distinctions less 
relevant, especially within Europe”. 

 

As depicted in Table 2.3, above, La Porta et al. draw the legal system dichotomy in 

terms of investor and creditor protection. Lindahl and Schadèwitz (2013) highlight 

three issues as a counter claim for this distinction.   

 

Primarily, in the existence of differences it is erroneous to conclude that corporate 

stakeholders are treated differently. Critics such as David and Brierley (1985) argue 

that La Porta et al.’s work ‘is too limited in proposing that laws-on-the-books alone 
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capture the full extent of legal protection, that the statutes may interact, and that 

laws are multidimensional’ (Lindahl, Schadéwitz 2013, p. 252). 

 

Secondly, in terms of the accuracy, the authors refer to Braendle (2006) which has 

criticised the coding process of La Porta et al. In conducting a meticulous comparison 

of shareholder protection laws in the US (which according to La Porta et al. scored 5) 

versus those in Germany (where they scored 1), Braendle concludes that the scores 

do not reflect the extent of the difference, raising doubts whether German 

shareholders are at a disadvantage in the first place.  

 

Thirdly, further doubts are raised about legal origin is the index method applied by 

La Porta et al., based on which the scores attained relating to investor rights are 

deemed to be too narrow.  

 

Reflecting on the current Maltese legal framework, the distinct foreign rulers – most 

notably the French and the English as discussed in section 2.3, above – have left a 

somewhat mixed attribute. Roman law, Italian law and English law all form part of 

the Maltese legal framework, with the result that English law has found its way into 

public law whilst Continental law has influenced the country’s private law. In 

essence, Malta is a civil law jurisdiction with much of its law having been codified in 

accordance with the model established by Napoleon. As a matter of fact, Maltese 

company law can trace its origins to Ordinance XIII of 1857, which was ‘inspired by 

the French Commercial Code 1807 and were in no way influenced by the legislative 

developments that had taken place in England in previous years’ (Muscat 2007, p.7). 

 

Simultaneously, Common law influence is greatly observed, although, somewhat 

indirectly, in certain sectors of Maltese commercial practice and regulation. 

Company law and administration, insurance and banking as well as fiscal legislation 

have traditionally closely followed UK practice. Currently, in view of Malta’s 

accession to the European Union, EU laws have become the most important source 

for the promulgation of new laws and policies. Indeed, Muscat contends that 

Maltese company law has to be discussed, 
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“...in the context both of English company law (which has exerted 
considerable influence on Maltese company law for practically five decades) 
and of European Community law (which is today a key legal source that will 
inevitably determine much of the future evolution of Maltese company 
law)” (Muscat 2007, p.xi) 

 

2.5 – Economy 
 

Economically, Malta has also transformed itself over the past 25 years from being 

government controlled to being an open economy that actively encourages foreign 

investment. Malta’s accession to the EU necessitated that all forms of protectionism 

be withdrawn. Table 2.4, below, presents data relating to the Maltese GDP at basic 

prices in 2009, based on the contribution in terms of value added, of different 

economic sectors. It can be observed that GDP at basic prices for that year 

amounted to €4,972 million.  

 

Table 2.4 – Malta GDP contribution by sector (2009)  

Sector Value Added (€ million) Percentage 

Agriculture and fishing                         75.0  2 

Construction and quarrying                        128.4 3 

Manufacturing                       633.3 13 

Public sector                    1,122.3 22 

Market services                    3,013.2 60 

Total                    4,972.2 100 

                                                                                                                                                 Source: NSO news release 169/2010 

 

2.5.1 – Agriculture and fishing sector 
 
Agriculture and fishing represents the smallest sector within the Maltese economy 

within some 5,000 business units, mostly micro-enterprises, operating in the sector 

during 2009 (National Statistics Office 2010). Some 2,300 full-time (roughly two per 

cent of the total full-time registered employees) and 2,200 part-time (about four per 

cent of those registered as part-time) employees are engaged within this sector 

(National Statistics Office 2010). 
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In terms of fresh produce Malta is practically self-sufficient with a relatively large 

proportion of beef and fruit being imported. It is noteworthy to point out that Malta 

has niche export markets for some of its agricultural produce, namely, potatoes 

(Briguglio 2011, p.42). 

 

As with other sectors, Malta’s full accession to the EU has had both positive and 

negative consequences. The complete removal of all forms of protectionism to 

withstand importation has triggered off new forms of agricultural production. In 

most cases such ventures are EU – funded, thereby, enabling farmers to stand up to 

international competition.  

 

Given that the main commercial fishing species are migratory, this sector is 

somewhat seasonal. Also, the sector does not generate much income and 

employment even though the island is surrounded by sea. Such a negative situation 

is worsened further by the dwindling catches in the central Mediterranean and by EU 

– imposed fishing quotas. The domino effect of this was the significant increase in 

the development of aquaculture fish production, mostly, sea bream and sea brass.  

 

Notwithstanding the above, both agriculture and fishing have multiplier effects on 

the tourism sector – the former as a rural heritage attraction and the latter in 

promoting the island as a tourist destination (Briguglio 2011, p.43). 

 

2.5.2 – The Construction and quarrying sector 
 
Many Maltese nationals think of this sector as being the most important for the 

economy when in actual fact it only contributes about three per cent of GDP. 

However, construction and quarrying ‘have considerable inter-industry linkages, and 

therefore generate income and employment in other industries, possibly amounting 

to another four per cent of GDP’ (Briguglio 2011, p.43). 

 

Similar to the players in the agriculture and fishing sector, this sector is characterised 

by small enterprises, of which there were roughly 5,500 in 2009 (National Statistics 
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Office 2010). In terms of the National Statistics Office (2010) total employment in 

these economic activities amounted to 12,500 full-timers (about nine per cent of 

those engaged in full-time employment), and 1,400 part-timers (about three per cent 

of those engaged in part-time employment).  

 

2.5.3 – The Public sector  
 
It is evident that the Maltese economy has a predominantly large public sector 

contributing about 22 per cent of GDP in 2009.  Briguglio (2011, p.43) stated that ‘a 

large proportion of public sector output is generated through government ministries 

and departments, relating mostly to public administration, education, health and 

social security’. According to national statistics, roughly 41,000 personnel are 

engaged on a full-time basis, accounting for about 28 per cent of those registered in 

full-time employment (National Statistics Office 2010). 

 
 

2.5.4 – The Manufacturing sector 
 
The manufacturing sector consists of firms which produce a finished product either 

mechanically or manually, utilising raw materials, generally in a factory. Statistics on 

those registered as gainfully occupied demonstrate that 21,000 or 15 per cent are 

engaged on a full-time basis whilst 3,500 or seven per cent are engaged on a part-

time basis. The largest industry within this sector is that of electrical machinery, 

which in terms of value added, contributed about 24 per cent of the net output 

generated by manufacturing (National Statistics Office 2010). 

 

2.5.5 – The Market Services sector 
 
Although manufacturing contributed 13 per cent to GDP, market services was the 

most significant with a 60 per cent contribution in 2009. The latter sector comprises 

‘such services as wholesale and retail trades, transport and communications, 

insurance and financial intermediation and community and personal services’ 

(Briguglio 2011, p.16). This sector also represents the largest employment sector, 

amounting to about 50 per cent of total full-time employment and roughly 83 per 
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cent of part-time employment (National Statistics Office 2010). Table 2.5, below, 

itemises the contribution to GDP from each of the industries comprising this sector. 

 

As is to be expected, market services have a higher ratio of value added to gross 

output than manufacturing, with an average of 56 per cent when compared to the 

latter’s 31 per cent (National Statistics Office 2010). As explained by Briguglio (2011, 

p.38) this, generally, occurs because 

 

“...services do not require as much as raw materials as manufacturing and 
most of the gross output is the result of human effort. For this reason, as the 
economy becomes more services oriented, the import content of GDP is 
likely to decrease as well.” 

 

Since Malta gained independence in 1964, market services have been a very 

important sector within the local economy. Moreover, since the 1980s, the share of 

market services has tended to increase contrary to the situation in the 

manufacturing sector.  Also, over the past 20 years there has been a shift in 

emphasis in the provision of market services from localised to export-oriented. This 

has occurred as certain services, namely, financial intermediation, remote gaming 

and other ICT-related services increased their share of the sector. 

 
 

Table 2.5 – The Market Services sector (2009) 

Industry 
Value 
Added 

(€ 000s) 

per cent Share 
Services GDP 

Business activities, real estate 
and renting 

893,015 29.6 18.0 

Community and personal 
services including education and 
health 

702,006 23.3 14.1 

Financial intermediation 264,239 8.8 5.3 
Hotels and restaurants 216,812 7.2 4.4 
Transport, storage and 
communication 

413,289 13.7 8.3 

Wholesale and retail trade and 
repairs of motor vehicles 

523,807 17.4 10.5 

Total 3,013,167 100.0 60.6 

                                                                                                                                      Source: NSO news release 169/2010 
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Tourism can be considered to be an important sub-set of the market services sector. 

It is directly associated with hotels and catering establishments, but it has significant 

inter-industry associations with other services such as transport and financial 

intermediation, and is also connected with other sectors, including agriculture and 

manufacturing. In 2009, roughly 1.2 million stay-over tourists (National Statistics 

Office 2010) plus 0.4 million cruise-line passengers (National Statistics Office 2010) 

visited the island with the former spending some €917 million (National Statistics 

Office 2010). 

 

Seasonality is an intrinsic character of the Maltese tourism sector with roughly half 

of the total amount of incoming tourists, visiting Malta during the peak summer 

months. A large proportion originates from the United Kingdom, although this share 

is now on the decline (Briguglio 2011, p.39). It is well known that the Maltese people 

are highly friendly and hospitable – definitely an asset where tourism is considered.  

Moreover, as can be inferred from section 2.3, above, Malta is highly endowed with 

history and heritage; again, an important asset where tourism is concerned. As 

identified by Briguglio (2011, p.40), British retirees can be considered as quasi-

tourists given they spend part of the year in Malta. Also, Malta is growing in 

importance as the niche tourism segment of conferences and corporate travel 

increases as well.  

 

Notwithstanding the fact that money spent by tourists is considered as an export of 

services, it is somewhat difficult to determine the overall contribution of tourism to 

the Maltese economy (Briguglio 2011,p.39). Undoubtedly, though, it is important in 

terms of employment. In 2009, the number of full-time employees engaged in hotels 

and holiday complexes amounted to 9,710 (7 per cent of all those registered in full-

time employment), while, those engaged on a part-time basis amounted to 8,306 (17 

per cent of all those registered as part-time) (National Statistics Office 2010). 
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The previous Nationalist government’s 2015 vision13 placed the provision of financial 

services top of the list in its bid to establish Malta as a hub for financial services. The 

current Labour administration has pledged to further pursue this avenue. As 

explained by Brigulgio (2011, p.40) ‘this sector, includes banking, insurance, pension 

funds, investment services, trusts and other related services’. During the calendar 

year 2009, this sector contributed about 6 per cent of GDP (National Statistics Office 

2010) and in terms of those registered as gainfully employed, about 4 per cent were 

engaged within it (National Statistics Office 2010). 

 

Demographically, the Maltese islands have grown from a population of 114,499 in 

1842 to 404,962 in 2005, with females constituting 50.4 per cent of that total, 

possibly because of the higher life expectancy of women which, according to the 

2005 data, stands at an average of 82.2 years (Briguglio 2011). 

 
 
2.6 – Accounting in Malta 
 
From the chronology of Maltese history as per Table 2.2, above, it can be seen that 

the islands formed part of the British Empire, prior to gaining independence in 1964. 

The multiplier effect of such a prolonged presence was not only apparent in terms of 

the establishment of the local accountancy profession, as was the case with other 

states that – like Malta – formed part of the British Empire, Poullaos & Sian (2010), 

but also in terms of what to look for in a set of accounts. Indeed, ‘British accounts 

are, of course, centred on the income statement’ (Mumford, Peasnell 1993, p.xx). 

Such a notion has been transmitted into the mindset of the Maltese stakeholder 

society as evidenced by the data gathered for this study.  

 

Post gaining independence, a new Commercial Partnerships Ordinance was enacted 

in 1965. As emphasised by Muscat (2007) the legislation was heavily based on the 

                                                      

13
 https://opm.gov.mt/vizjoni-2015 
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1948 UK Companies Act especially the provisions dealing with limited liability 

companies.  

 

In May 1954, Government appointed the Commercial Partnerships Law Reform 

Commission ‘for the purpose of recommending legislative reform in the field of 

commercial partnerships’ (Muscat 2007, p.11).  Apart from drafting a modern bill the 

Commission was also requested to draw up a report on its main general features. In 

February 1956 the Commission submitted the draft bill together with the report. In 

all probability it is due to political developments in Malta that ‘more than five years 

elapsed before the proposed legislation was given any serious attention by the 

authorities’ (Muscat 2007, p.19). Also, notwithstanding the fact that the new 

legislation was promulgated in 1962, another three years would have to elapse 

before it came into force.  

 

In its report on the draft bill, the Commission, expressed that omission of provisions 

from the UK Act model was either because  

 

“…(i) that they were repugnant to Maltese law or as not being suitable for 
introduction into the Maltese legal system at that stage; or (ii) that they 
were not deemed to be necessary because they were already covered by the 
general principles of Maltese law or resulted manifestly or by inference from 
other provisions of the draft itself.”(Muscat 2007, p.13) 
 
 

The Commercial Partnerships Ordinance provided that financial statements of all 

registered companies give a true and fair view. Having appeared first in the UK 

Companies Act 1947, the true and fair principle was then consolidated in the 1948 

Act (Alexander, Nobes 1994, p.102). Consequently, Alexander and Micallef (2011, 

p.3) claim that  

 

“It is therefore most probable that the de jure requirement for a TFV was 
introduced in national law by reason of the UK Act having been used as the 
underlying model, perhaps due to the island’s earlier status as a British 
colony. This would be consistent with Parker’s notion (1989) that the TFV 
principle is a British export to the Commonwealth followed by the EC in the 
Fourth Directive”. 
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From the above it stands to reason that accounting was heavily influenced from its 

last foreign ruler, Britain; which, goes some way to and it suffices to explain, initially, 

what are the characteristics of this ‘imported’ model of accounting. Following, is a 

brief historical account of how the profession in Malta came into being as well as 

how accounting came to be regulated. 

 
  

2.6.1 – The major characteristics of the UK accounting system 
 
As inferred from the previous section, the UK accounting system has dominated 

Maltese accounting thought and practice. Nobes (1983) suggests that such a system 

forms part of the micro-fair-judgmental and commercially driven ‘class’. Through the 

passage of time changes were implemented so as to suit the needs of its native 

country. According to Francalanza (2005) the following came to represent the main 

characteristics of the UK accounting system.  

 

2.6.1.1 – Accounting Regulation 

 
In terms of the legal structures defined in section 2.4, above, the basic type of law 

existent in the UK is that referred to as ‘common law’. Its characteristics have 

already been identified in that same section. However, its influence on accounting 

regulation revolves around having reduced reliance for both company and 

commercial law in establishing and codifying detailed rules that govern accounting 

systems and financial reporting.  Consequently, rather than financial statements 

giving a ‘correct’ or legal view of an entity’s affairs, they have to present a ‘fair’ view. 

The notion of financial statements providing a ‘true and fair’ view has long existed in 

the UK and has also found itself into the EU regulatory framework through its 

inclusion into the EC Fourth Directive. Thus, in the UK, it is allowable to deviate from 

rules and standards if it is necessary to do so to present a ‘true and fair’ view. 

Indeed, 

 

“It is important to realise that this accounting idea of aiming to present a fair 
but approximate picture of a complicated economic and financial reality is 
not likely to be very attractive to the legal profession or to the legal 
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mind...This tension of economic substance against legal form, permeates 
much accounting debate” (Alexander, Nobes 1994, p.51) 

 

2.6.1.2 – Taxation and Accounting Rules 

 
This refers to the influence fiscal rules have on the financial statements and the 

reported income therein. In the UK, where published financial statements are 

primarily designed as performance indicators for investment decisions, there may 

be, and often are, significant differences between profits as per financial statements 

and profits chargeable to income tax. A major issue triggering such a difference is the 

provision for depreciation where the amount charged in the financial statements is 

based on the asset’s estimated useful life while that charged for taxation purposes is 

determined through the application of capital allowances as per income tax rules. 

Such a difference in treatment gives rise to deferred tax adjustments. Another 

example would be the provision for bad and doubtful debts which are totally 

unacceptable for income tax purposes. Therefore, in the UK, financial statements 

prepared for commercial entities have to be adjusted so as to conform to taxation 

provisions. 

 

2.6.1.3 – Financial Reporting 

 
The two most commonly available sources of finance available to business are equity 

capital and loan capital. In the UK, use of equity capital is availed of by the greater 

number of listed entities, with the number of individual shareholders running into 

millions. Whilst identifying seven distinct user groups, the 1999 Statement of 

Principles singles out investors as the main user. Indeed, according to paragraph 1.11 

of this official pronouncement, 

 

“...the rebuttable assumption is made that financial statements that focus 
on the interest that investors have in the reporting entity’s financial 
performance and financial position will, in effect, also be focusing on the 
common interest that all users have in that entity’s financial performance 
and financial position.” 
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Furthermore, paragraph 1.12(b) suggests that ‘information that is not needed by 

investors need not be given in the financial statements’. Consequently, emphasis on 

financial performance and the matching of revenues and expenses is synonymous 

with equity financing. Moreover, due to the fact that such equity financing lies in the 

hands of numerous small shareholders who are external to the listed entity, the 

need for published financial statements is greater, with increased emphasis of having 

those same financial statements duly audited. 

 

2.6.1.4 – Professional Development and Regulation 

 
There are various factors which impinge on the size and strength of the accountancy 

profession. These depend on the way businesses are financed, the legal system in 

operation and whether or not government has any influence on qualification, 

appointment and regulation of accountants and auditors. Such factors have an 

impact on the relative importance of the accountancy profession. When such factors 

are taken into consideration, evidently, the accountancy profession is more 

important in the UK than say, for example, in continental countries such as Germany 

and France.  According to Nobes and Parker (2008) France have 18,000 members 

and, Germany have 13,000 members while the UK and Ireland combined have 

343,000 members. Two reasons are put forward to explain such a discrepancy by the 

authors: 

 

“....the lack of a substantial body of private shareholders and public 
companies in some countries means that the need for auditors is much 
smaller than it is in the United Kingdom or the United States...there is still a 
very substantial residual difference which results from the much larger 
number of companies to be audited in the UK and the different process of 
forming a judgment on the ‘fair’ view”. (Nobes, Parker 2008, p.36-37) 

 
 

In terms of accountancy education, in the UK, the professional accountancy bodies 

are entrusted in training future accountants through a series of professional 

examinations, Moreover, the profession in the UK is self-regulated; i.e. the 

professional bodies are entrusted with the setting of accounting regulation.  
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2.6.1.5 – Other Characteristics 

 
Other characteristics of the UK system are derived from those already discussed 

above, and relate to the adoption of distinct valuation bases, the measure of 

conservatism and the degree of uniformity experienced in a set of financial 

statements. With respect to valuation bases, in the absence of detailed legal rules 

and divergence between tax and commercial accounting, there is more scope for 

flexibility and judgement in the accounting system and increased propensity to 

accept deviations from historical cost as a valuation basis.  

 

In fact, in the early 1980s, there was an attempt in the UK to introduce current cost 

accounting via Statement of Standard Accounting Practice (SSAP) 16. However, as 

inflation fell ‘there was increasing non-compliance with this standard...and [it] was 

eventually withdrawn in 1988’ (Alexander, Nobes 1994, p.229). Due also to the fact 

that in the UK the equity investor group represent the more important external user 

of financial information, conservatism in accounting measurement attracts less 

weighting than in ‘codified’ countries such as France and Germany. On the notion of 

uniformity allowed in the preparation of financial statements, no chart of accounting 

such as the French ‘Plan Comptable’ exists and it was only through the 1981 

Companies Act that the UK introduced rules detailing formats and presentations of 

financial statements.  

 

2.6.2 – The making of a profession within a British Colony 
 
Poullaos and Sian (2010, p.4) distinguish between two broad categories of former 

colonies. On one hand there is the ‘(white), ‘self-governing’, settler colonies’ such as 

Australia, Canada and South Africa whilst on the other hand there is ‘the 

racially/ethnically diverse (mainly non-settler) colonies’. The former are 

characterised by a process of professionalization by locally trained accountants that 

took place almost at the same time as their colleagues in Britain in the late 1800s 

and early 1900s. The former, such as Malta, had to survive to British colonial 



Chapter Two – The Context of Malta 
 

Page 53 
 

administration for much longer, gaining independence after a considerable number 

of years from after the end of World War II.  

 

Furthermore, Poulloas and Sian contend that in the second category accountants 

‘did not have an opportunity to organise themselves until decolonization’.  Although 

the Malta Institute of Accountants was established in 1942, 22 years prior to Malta 

gaining independence, such a contention has some bearing. At that time the 

Institute’s membership was mainly largely made up of foreigners, most probably 

those who were engaged with the only foreign auditing firm then operating in Malta 

– namely, Turquand, Youngs & Co. What is certain is that the brand name ‘Chartered 

Accountant’ was never imported into Malta emphasizing that such a designation was 

an exclusivity of the United Kingdom (Parker 2005, p.18). Nonetheless, there were 

Maltese citizens who travelled to the UK so as to qualify as Chartered Accountants. 

 

With such a misnomer, another local body of accountants under the name of – The 

Malta Corporation of Accountants – was established in 1954.  On the local political 

front, a call for either full integration with the UK or self-determination 

(independence) was being sought after. Patriotism was picking up, so it is no surprise 

that such an initiative to have a truly local accountancy profession was taken, given 

the coveted yet restricted membership of the Malta Institute of Accountants.  

Indeed, the major driver behind the establishment of the Corporation was the fear 

that, as the Institute was primarily made up of foreigners, once Malta gained 

Independence then the Accountancy Profession would suffer a natural death.  

As independence approached, it was necessary that certain legislation be put in 

place. One important piece of legislation was the Commercial Partnerships 

Ordinance, 1962. That legislation triggered off the process of the merging of the two 

professional bodies, in terms of recognition. Yet again, it was not until a few months 

after Malta gained formal independence that both societies decided to merge into 

one institute – the Malta Institute of Accountants (28th May 1965). Thus, Malta’s 

case proves right that ‘accountancy was not simply a tool of good governance and 

auditing of empire and imperial businesses but also a form of cultural imperialism 
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[emphasis added]’ (Poullaos, Sian 2010, p.xiii). Such ‘cultural imperialism’ is still felt 

till nowadays as depicted by Francalanza (2005, p.42), 

 
“As regards professional accountancy development, although the situation is 
slowly changing, a good number of those occupying the positions that 
matter in local accounting are British-trained [emphasis added] with the 
consequence that, in spite of the Institute’s diverse foreign affiliations, 
British accounting still constitutes the main source of information and 
inspiration for local accounting development.” 

 

As the British Empire began to fracture, influences from other parts of the world, 

(namely, the United States of America) found their way into various facets of 

business life including the designation of accountants (Miyoshi 1993). Such a 

phenomenon also manifested on the island when, in 1979, the Maltese profession 

became regulated by the state with the enactment of the Accountancy Profession 

Act. Such an Act entrenched the term ‘Certified Public Accountant’ and the granting 

of a warrant necessary to practice the profession.  

 

2.6.3 – The Maltese accounting environment 
 
 

Even though the origins of company law can be traced to Ordinance XIII of 1857 (vide 

section 2.4, above) the provision of accounting information first appeared when the 

Income Tax Act was first enacted in 1948 by the then first Labour government. 

Further updates were effected with the enactment of the Commercial Partnerships 

Ordinance, 1962 which also provided for an auditor to be appointed to carry out a 

review and express an opinion about those same financial statements.   

Similar to other legislation such as the Income Tax Act 1948 and the Commercial 

Code, the current Companies Act (Cap. 386) which was enacted in 1995, provides for 

companies to keep proper books of account. Moreover, section 167(2) of this Act 

requires that, 

 

“The individual accounts shall be drawn up clearly and in accordance with 
the provisions of the Act and with generally accepted accounting principles 
and practice”  
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In turn, Section 2(4) of the same Act prescribes that the meaning to be assigned to 

‘generally accepted accounting principles and practice’ shall be equivalent to that 

assigned in terms of the Accountancy Profession Act (Cap.281) or any other 

regulations issued thereof.  

 

Indeed, in terms of legal notice 19 of 2009, section 3(1) determines that compliance 

with ‘generally accepted accounting principles’ shall mean adhering to international 

accounting standards as adopted by the EU. This legal notice was issued by the local 

government in conformity with Article 3 of the Accounting Regulation 1606/2002. 

 

It is, however, noteworthy to point out that prior to Malta joining the EU on 1st May, 

2004 IASs were already entrenched into the Companies Act, 1995, giving such a 

financial reporting framework the force of law. In doing so, Malta, had set an 

example in the onward process of having one global accounting language as argued 

by Grixti (2006). 

 

 

2.7 – Malta’s Financial Institutions 
 
 

Following Malta’s independence in 1964, a healthy banking sector was created with 

the establishment of the Central Bank of Malta in 1968 coupled with implementation 

of the Banking Act, 1970. Nevertheless, the increase in importance of financial 

services for the Maltese economy came about with the establishment of the MSE in 

1992 followed by the Malta Financial Services Authority (MFSA), 10 years later in 

2002.  

 

 
2.7.1 – Malta Stock Exchange 
 
Indeed, the activity generated by the MSE falls within the sector designated as 

market services. The stock exchange was set up in terms of the Malta Stock 

Exchange Act (Cap.345 of the Laws of Malta) on 13th November 1990 with the main 

objective to develop the capital market in Malta ‘by facilitating the mobilisation of 
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savings into productive investment through the primary market as well as to 

facilitate trading of listed securities through the provision of a secondary market’14. 

Official trading on the exchange commenced in 1992 with four equities, increasing 

up to 21 in 2010 as depicted in Table 2.6, below. 

 

As already mentioned in terms of the 2015 vision, it is envisaged that Malta will 

repeat the success of Luxembourg in creating a Mediterranean hub for financial 

services. Acknowledging the limitations of an island state economy with roughly 

400,000 inhabitants it is a statement of fact that there exists plenty of money 

chasing too few investments in Malta (Guillaumier 2006) with many locals depositing 

their funds abroad. Since inception all appointed chairpersons of the MSE have 

strived to attract more listings by Maltese companies but this has proved to be no 

easy feat given that most businesses in Malta are family-owned firms. The chairman 

of the regulator, namely, the MFSA, has remarked that for the exchange to grow ‘it 

has to grow through international business’.  

 

Indeed, the recent listings such as RS2 Software plc and 6pm Holdings plc are local 

subsidiaries of UK parent companies. It is noteworthy to point out that, given the 

limitations of the local market, one of the current listed entities, namely, IHI, is in the 

process of seeking a flotation on the London Stock Exchange.  

 

Notwithstanding the above, in terms of market capitalisation, as at the end of 

December 2010 the total stood at roughly €3.2 billion (vide Figure 2.3, below).  

 

 
 
 
 
 
 
 
 

                                                      

14
 http://www.borzamalta.com.mt/index.php?option=com_content&view=article&id=11&Itemid=36 

http://www.borzamalta.com.mt/index.php?option=com_content&view=article&id=11&Itemid=36
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Table 2.6 – Equity listing history on the MSE 1992 through to 2010 

1992 2010 
Bank of Valletta Bank of Valletta plc 
Mid-Med Bank  

(taken over by HSBC plc in 1999) 
HSBC plc 

Lombard Bank (Malta) Lombard Bank plc 
Middlesea Insurance Middlesea Insurance plc 

 Simonds Farsons Cisk plc 
 Go plc 
 International Hotel Investments plc 
 Plaza Centres plc 
 Global Capital plc 
 First International Merchant Bank plc 
 Malta International Airport plc 
 San Tumas Share Holdings plc 
 Medserv plc 
 Grand Harbour Marina plc 
 6pm Holdings plc 
 Crimsonwing plc 
 Maltapost plc 
 RS2 Software plc 
 MIDI plc 
 Island Hotels Group Holdings plc 

                                                                                                                        Source: MSE annual reports 1992 & 2010 

 

Moreover as detailed in Table 2.7, below, the importance of the individual 

shareholder should not be underestimated. According to that table, roughly 25 per 

cent of equities are held by individuals – this represents a significant increase of 9 

per cent from the 16 per cent disclosed in the FESE Share Ownership Survey carried 

out in 200715.  

 

                                                      

15
 http://www.fese.be/en/?inc=art&id=8 
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Source: MSE Annual Report 2010 
 

Figure 2.3 – Market Capitalisation as at 31
st

 December 2010 

 

Such an importance should not be overlooked. Indeed, the importance of the 

individual shareholder was confirmed via the empirical data gathered for this thesis.  

Interviewees have reiterated time and time again that without such individuals’ 

capital, listed entities would be unable to carry out the business they are currently 

engaged in.  

 

Table 2.7 – Holders of MSE-Listed Equities by Market Capitalisation as at 31
st

 December 2010  

 Financial Entities Non-Financial Entities Government Individuals 

 Resident Non-Resident Resident Non-Resident Resident Non-Resident Resident Non-Resident 

Equities 8.78% 29.08% 22.47% 7.15% 7.55% 0.00% 23.65% 1.32% 

Source: MSE Annual Report 2010 

 

2.7.2 – Malta Financial Services Authority 

 
Ten years after the establishment of the MSE, the Government of Malta established 

the MFSA. On the 23rd July, 2002 the MFSA took over the supervisory functions 

which were previously entrusted to the Central Bank of Malta, the Malta Stock 
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Exchange and the Malta Financial Services Centre. The MFSA operates as an 

autonomous public institution and reports directly to parliament on an annual basis. 

 
 
The financial services sector incorporates all financial activity including that of: 

a. credit institutions; 

b. financial and electronic money institutions; 

c. securities and investment services companies; 

d. regulated markets; 

e. insurance companies; and 

f. pension schemes and trustees.  

 

The MFSA is also entrusted with managing the Registry of Companies and has been 

appointed as the Listing Authority. 

 

2.8 – Conclusion  

 

This chapter addressed the question as to why academia should be interested in 

Malta – an island state economy with its own peculiarities. Malta is not the only 

small state to have moved towards adopting IFRS; roughly 25 per cent of current 

IFRS adopters fall within the category of small countries. Geographical, historical and 

economic accounts were also given so as to setup the context of this thesis. Special 

emphasis was given to the financial services sector so as to highlight the current 

shareholding structure of Maltese listed entities. Currently, only 25 per cent of all 

shares in issue are owned by Maltese individual shareholders. Without their capital, 

listed entities would be unable to carry on their existing business; hence, due 

attention should be given as to how Malta’s IFRS adoption affected the category of 

individual shareholders. The UK was the last foreign ruler to reign over Malta; a 

direct consequence of this was that Malta ‘imported’ the UK system of accounting 

embedded within it the concept of true and fair. The chapter, thereby, highlighted 

the characteristics of the UK accounting  system. Such characteristics form the basis 
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for the eventual discussion about the influence of culture in accounting and the 

direct causes of differences in accounting around the globe - a discussion which is 

the subject matter of the literature review appearing in Chapter 6. It is, however, 

appropriate to discuss the substantive area; namely, the transition from Historical 

Cost Accounting (HCA) to Fair Value Measurement (FVM), the subject matter of the 

next chapter.
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Chapter Three: The transition from HCA to FVM 

 

 

Overview 

 

This chapter provides a discussion about the substantive area related to this thesis, 

namely, the transition from a historical cost to a fair value model of accounting. With 

historical cost and current value representing two extremes on the measurement 

scale, the chapter commences by highlighting the pros and cons of each. 

Subsequently, the historical process of such a paradigm shift in the UK – Malta’s last 

foreign ruler – is delved into. The chapter concludes by looking at the current official 

pronouncement dealing with FVM, i.e. IFRS 13; however, before doing so the 

evolutionary process of defining fair value in IFRS, is discussed. 

 

3.1 – The Crusade for Current Values 

 

Whatever set of financial statements are produced, attention has to be paid to 

ensure that they reflect the current economic climate. Indeed, a significant 

inflationary period has always shed a bad light on the figures based on the historical 

cost model. Hence, during an inflationary period, accounting thought has been 

directed towards abandoning the historical cost model and replacing it instead with 

some form of current value model. Each would have its own impact on the reported 

level of income in the income statement. Moving towards a current value model, 

however, places more emphasis on getting the balance sheet right, in which case 

income would not only incorporate realised gains and losses but also movements in 

values presented in the statement of financial position, i.e. unrealised gains and 

losses.  

Lee (1996) identifies historic and current values as the two extremes on the value 

spectrum. Indeed, Table 3.1, below, helps to better illustrate his thoughts.
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Table 3.1 – Historic vs Current values (Lee 1996) 

 

HISTORIC VALUES CURRENT VALUES 

Historic values of the resources underlying 
capital form the basis of the generally 
accepted traditional accounting income i.e. 
income involving measurements of past 
acquisitions costs and reflecting economic 
sacrifices at the relevant acquisition dates 
rather than at the subsequent dates of 
accounting and reporting.  Such costs are 
past values, but only coincidentally are they 
contemporary values. 

Current values, on the other hand, are resource 
values established at the time of accounting 
and reporting income, and therefore reflect 
present sacrifices.  They fall into two 
categories:  
(i) entry value or replacement cost 

describing the current cost of 
replacing an economic resource of the 
reporting entity; 

(ii) exit value or net realisable value 
representing 'opportunity cost' (the 
value of a resource in its next best 
alternative form). 

 
 

 

3.1.1 – The case for Historical Cost Accounting  
 
Over the years many accounting thinkers have dedicated their resources to codifying 

their thoughts on the traditional historical cost model. In the process they have 

established what the ‘pros’ of this model are. The following list of advantages, which 

by no means is exhaustive, is derived from the works of Littleton, Mautz and Ijiri. 

 

1. Historical cost is relevant in making economic decisions. Data on past 

transactions are necessary for managers to make future commitments. They 

must be able to review their past efforts, and the measure of these efforts is 

historical cost.  As argued by Littleton(1952, p.168), 

 

"Cost to management is an investment, a calculated risk; management dare 
not lose sight of that investment as a risk-cost; to do so will deprive them of 
the basis for judging, in retrospect, the wisdom of having entered upon that 
risk."  

 

On a similar note, Ijiri (1975, chapter 6) puts forward a set of three reasons as to why 

historically based data is relevant to decision making: - 

(a). It affects the evaluation and selection of decision rules. To determine which 

decision rules to use, managers need information about the quality of their past 
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decisions.  Historical cost is directly related to past decisions.  Also, in the 

decision-making process, a forecast of future prices must be made, and past 

prices (the historical costs) serve as a basis for such a forecast.  

(b). It provides input to the 'satisficing' notion. Some decision makers do not seek 

to optimise but to satisfice. The question for them is how much has already been 

earned rather than how much more they can earn.  Historical cost is an 

important input for such cases. 

(c) It is used because it is imposed on the decision-maker by his environment. The 

fact is that historical cost is employed in many different contexts, such as taxable 

income and cost-plus contracts, and this cannot be ignored. 

 

2. Historical cost is based on actual, not merely possible, transactions. Under 

historical cost accounting, a recording of the actual transactions is kept and 

therefore represents a supporting record of the figures on the financial 

statements. Historical cost provides the evidence for determining how effectively 

management has met its responsibilities. Records of the past transactions are 

necessary for accountability. Ijiri (1975) claims that as long as accountability is 

important, historical cost must be utilised. 

 

3. Historically based financial statements have been found to be useful. Mautz 

(1973) affirms that financial reports based on historical cost have stood the test 

of time. If those entrusted with making management and investment decisions 

had not found such reports to be useful, they would have certainly called for 

accounting to implement changes accordingly. 

 

Littleton (1952) argued that modern industrial and managerial accounting is the 

direct descendant of the years of trial and error by owner-operators to develop 

data that would be useful to them in running their businesses.  
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3.1.2 – The case against Historical Cost Accounting 
 
Over the years a number of academics have challenged the use of the historical cost-

based model of accounting for one reason or another. Two renowned economists, 

Edwards and Bell (1961), highlighted many of the deficiencies of conventional 

accounting at times of changing prices.  Their contributions stimulated other authors 

like Chambers (1966) and Baxter (1984) to follow suit and make their own thoughts 

known on the subject matter. On a lesser note Lee (1986) and Lee (1996) have also, 

through their respective publications, identified deficiencies in the usage of the 

historical cost model. 

 

1. Historically based accounting is incoherent. Intellectually, the most notable 

objection to the historically based financial statements is its lack of coherence. As 

identified by Lee (1986, p.130), 

 

"It is not really a system at all, but a compendium of practices slowly evolved 
by accountants over the past six or seven centuries and clearly formulated 
only within the last fifty years.  Those moderns who tried to make sense of 
them were faced with a series of faits accomplis - of usages adopted in order 
to deal with problems arising at various periods…" 

 

2. Historically based financial statements are irrelevant at times of changing 

prices.   At times of changing prices the data presented by a set of historically 

based financial statements becomes irrelevant and as a consequence they also 

become unreliable. Indeed, in such economic situations the whole concept of 

historical cost as a reliable basis for accounting is questioned heavily. Such was 

the case when in the early seventies the world experienced massive oil price 

increases caused by the Arab states.  In  the  preface to his textbook, William 

Baxter (1984) emphasises that, 

 

"Accounting grew up as a day-to-day record of business dealings.  Its figures 
are a series of snapshots, each a glimpse of some event as it happens.  They 
may be faithful history. But usually they are left as historical records; 
traditional accounting seldom revises them if conditions change at later 
times.  Thus it normally goes on measuring assets and inputs at their original 
cost, no matter how far their current values move. Particularly during 
inflation [emphasis added], the values are apt to move a long way." 
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3.  Managing Change. One might argue that even though historically based 

accounting has stood the test of time, it may not necessarily be the case that it is 

useful to the established list of users. It could possibly be that because the 

historical cost model has been imposed on to such users over the years, that 

there might have been restricted expressions of their dissatisfaction. Possibly 

some other alternative valuation model might satisfy these interested users. Lee 

(1996, p.59) refers to  

 

"…the fact that investors and others have become accustomed to using 
historic cost information is not, in itself sufficient reason for retaining it as a 
primary income model.  The fact that accountants record historic data does 
not mean they should ignore the process of valuation."  

 
 

3.1.3 – The case for the Current Value Model 
 
 

The fact that historic information is irrelevant at times of changing prices is a central 

argument that has often been put forward in favour of using current values (Schacht, 

McEnally et al. 2007). 

Many writers have remarked that users of financial statements should be more 

interested in assimilating the current state of an entity’s affairs. To do so the 

elements in the financial statements should be expressed in current terms. As 

expressed by Ross (1969, p.20), 

 

“…anyone who uses a statement would prefer to have the assets of the 

corporation stated at some relevant value.”  

 
 

It has been asserted time and again that information based on current values and, 

consequently, current value income, can lead to better decision-making solutions. 

There is the school of thought that such values are of more relevance to interested 

users, particularly, existing and potential investors. The following extract helps to 

illustrate the need for more relevant information: 

 

“Managements of large firms probably do not rely on those accounting 
measures as much as they once did because of their increased awareness of 
the inherent limitations and biases of these measures for decision-making 
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purposes and their access to better information.  Nevertheless, the present 
and prospective shareholders [emphasis added] of large firms, especially 
those who play little or no role in management policy making, still tend to 
rely heavily on these accounting measures in deciding whether to buy, sell, 
or hold shares in these firms.  The apparent reason is that these “outside” 
investors have little access to “hard” information about the firm’s present 
and future prospects other than these measures.” (Greenball 1968, p.24). 

 

One might safely attempt to assert that such “hard” information is contained in 

current value measures. Even though traditional historically based information has 

stood the test of time and has been useful in satisfying the stewardship function, 

information reflecting current prices, position and progress is most relevant for 

decision-making purposes; as argued, for example, by Sterling (1981). 

 

 
3.1.4 – The case against the Current Value Model 
 
Various counter-arguments have been put forward to mitigate the implementation 

of any current value model for accounting.  These may be summarised as follows: 

 

1. Accountants are not valuers. Accountants are in the first instance recorders 

and not experts in submitting valuations; indeed, 

 

“…the accountant’s first job is to record factual transactions in the value 
terms relevant to them at the time of transacting. Since this is so, the 
argument runs, these factual records will become ‘submerged’ in a variety of 
value adjustments, thereby concealing valuable stewardship information.” 

(Lee 1996, p.67) 
 

2. Current Value-based statements are not easily verifiable.  The elements 

appearing in a set of historically based financial statements are transaction 

based and as a consequence there would always be an invoice or receipt to 

back up the recognised amount.  Current value-based financial statements, 

 

“…are somehow less objective and verifiable…the feeling behind this 
proposition is that the process of valuation is subjective and so involves a 
great deal of personal judgement.” (Lee 1996,p.70). 
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3. Hedging onto the status quo. As discussed earlier on, financial statements 

based on historical costs have stood the test of time. Users have over the 

years been complacent about making any shift to a current value based 

accounting model so as to hold on to the status quo. Ross (1969, p.21) refers 

to this issue as follows, 

 

 “…there is the subtle but powerful interest in maintaining the status quo”   

 

4. Computational Issues. Technical aspects centring on the way current value 

income should be computed have often been cited as another counter 

argument. Such computational issues relate to the two main alternatives for 

measuring current value mentioned in the table on page 81, above.  For 

example, Lee (1996, p.70) states, 

 

“ (a) that the use of entry or replacement costs assumes that the resources 
concerned are going to be replaced, and that the form of replacement is 
known with some degree of certainty; or alternatively, 
    (b) that the use of exit or net realisable values assumes that the resources, 
or, indeed, the entity itself, are going to be liquidated.”  

 

Such debates over historical cost versus current value-based accounting will, 

undoubtedly, continue and will once again surface if inflation takes its toll within the 

world economy. Unfortunately, accounting is not a science – though, Sterling (1975) 

argues differently – and, hence, it does not benefit from any gravity laws. Indeed, it 

is an art and as such it is always open to interpretation. The following quote might 

shed light on what the ideal situation should look like, and tentatively the advent of 

fair value accounting might be a solution in the right direction. 

 

"It can probably be agreed that one of the objectives of accounting should 
be to record, accurately and fearlessly, the entire facts with respect to 
present financial conditions.  In so doing, may it not also be agreed that 
accountants should adopt a basis of valuation - if one can be found - which is 
theoretically consistent and logical, which is intelligible, reasonable, and 
easily understood by the ordinary person [emphasis added] which furnishes 
current and up to date information, and which permits objective 
verification...?" (Daines 1929, p.97). 
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Although, the above quote is roughly 80 years old, the author makes reference to 

the qualitative characteristic of UNDERSTANDABILITY. The review of the literature 

carried out in chapter 6, below, expounds upon such a qualitative characteristic of 

financial reporting. Without opting for any particular valuation basis, the quote 

makes reference that the accounting information submitted should be ‘easily 

understood by the ordinary person’.  

 

Through the rigorous application of CGT, this thesis demonstrates that 

UNDERSTANDABILITY by Maltese individual investors is the main concern of 

preparers and auditors: a main concern triggered through the change in the 

accounting paradigm – i.e, the shift from HCA to FVM or, rather, a ‘quiet revolution’ 

in financial reporting brought about by IFRSs (2002). Scholars such as Richard (2004) 

and Ball (2006) remark that the conceptual foundations of IFRSs have shifted 

accounting practice from well-known concepts of historical cost which support the 

accounting objective of stewardship towards a form of current values based on 

future cash flows and fair values that support an accounting objective of economic 

decision making. Such a quiet revolution has become evident within the Maltese 

scenario such as when the conflict between IFRSs and the culture of DIVIDEND 

EXPECTATION surfaced. The thesis has also demonstrated that the key concern is 

resolved through the MEANING MAKING process.  

 

3.2 – Historical development of FVM  
 

Although the term ‘fair value’ is thought of as being a recent revelation in the 

accounting domain, it’s source of evolution, that is, current or market value, can be 

traced back to the seventeenth century within statutory financial reporting in Europe 

(Walton 2007, p.8).  Indeed Richard(2004, p.99) emphasises that market value 

accounting has a long history in France, having being extensively applied to balance 

sheets in the nineteenth century. Georgiou and Jack (2011) consider this study to be 

one of the few historical studies on FVM, wherein, Richard identifies three distinct 

stages of development. The first is referred to as the ‘static’ stage from about 
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1800 to 1900, with market value being the dominant approach to balance sheet 

valuation. The second period is the ‘dynamic’ stage from about 1900 to 2000, a 

period characterised by historical cost coupled with the notion of going concern 

which permits the systematic write-off of assets and allowing more regular dividend 

payments. The third and final stage identified by the author is the ‘forward-looking’ 

stage beginning with the adoption of IFRS as of 2005 – a stage characterised by a 

blend of fair value and value-in-use, which assumes company valuations to be based 

on their capacity to generate future cash flows or super-profits.  

 

Across the Atlantic, the term ‘fair value’ has indeed been in use for over a century. 

King (2006, p.29), for example, claims that ‘for more than 100 years appraisers have 

used the term Fair Market Value’. Also, Lee (2008) identifies that mention of the 

term ‘fair value’ can be traced back to 1898 in a case (Smyth v. Ames) decided upon 

by the USA Supreme Court. The case concerned the setting of rates or prices by 

publicly regulated utilities such as railroad companies. The railroad company in this 

particular case claimed that it was unfair to use replacement costs as the basis to set 

prices at a time characterised by falling replacement costs, and that historical cost 

should be used instead. The Interstate Commerce Commission as regulator and the 

Supreme Court differed, advocating the use of replacement cost or entry value to be 

used as a fair valuation for the purpose of identifying applicable rates. In its decision, 

fair value ‘referred to many different valuation elements and was interpreted as the 

cost of reproducing the company’s assets’ (Georgiou, Jack 2011, p.315). Then, in 

1944, a similar court discarded the fair value doctrine in its judgement on the case 

Federal Power Commission v. Hope Natural Gas. The Supreme Court argued that fair 

value could not serve as a rate regulation basis if fair value was considered to be 

equivalent to market value. The Court held that an entity’s market value or of its 

common stock depended on its earnings, a figure which in turn depended on the 

rates the service provider was allowed to charge its customers (Brown 1944). 

 

As discussed in Chapter 2, above, Malta imported its financial reporting framework 

from the UK, given that the UK was the last foreign ruler. To be consistent with this 

notion the next section delves into the historical development of financial reporting 
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within the UK with particular reference as to how asset value measurement gained 

its importance over the years. More important, the section identifies how FVM 

evolved into the financial reporting framework. 

 

3.2.1 – Accounting prior to the Industrial Revolution in the UK 
 
Prior to the industrial revolution (1750-1850), accounting in the UK was more 

concerned with secular and religious estates. The principal objective was the control 

and accountability of stewards and agents. Such an objective was fulfilled through 

the establishment of a ‘charge and discharge’ system. The ‘charge’ was the balance, 

in the steward’s hands, at the beginning of the period plus any sums of money or 

other belongings which ought to have been received during the year; the ‘discharge’ 

was any sums correctly spent by the steward, belongings or other goods properly 

disposed of, plus the balance remaining at the end of the period. The sum of the 

charges tallying up with the sum of the discharges would then be subject to scrutiny 

by the owner or his agent. In essence, this form of stewardship accounting has 

significant resemblance with modern accounting,  

 
“…but accounts were kept more for the protection of the steward – to show 
that he had performed his tasks as required – than for the purposes of 
indicating changes in wealth [emphasis added]” (Freear 1977, p.3) 

 
 

Also, before the establishment of the joint stock company with limited liability, 

business enterprise commenced under the very rudimentary conditions of a sole 

trader. Within such a business model, the sole trader had direct control of the 

business and, being the owner/manager, management could be achieved without 

written records. The necessity of a more formal way of record keeping became 

evident once the sole trader began to buy and sell goods on credit.  

In upgrading the business from a sole trader level to a partnership one, a 

requirement then arose for the sole trader so as to identify what proportion of the 

business he owns, and what proportion is owned by his partners. Some form of 

record keeping became highly essential as the personal affairs of the partners had to 

be kept separate from the economic activity being carried out.  
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The emphasis in both of the business models briefly described above, has always 

been on controlling any movements in physical resources, stewards and managers 

and on relationships amongst co-owners. Whether a sole trader or a partnership, the 

information needs could very easily be met without employing the system of double-

entry book-keeping. As a record-keeping system, double-entry book-keeping is 

considered to be,  

 
“a very adaptable, versatile and flexible classifying system which does not 
determine the nature of the data with which it has to deal. In this sense it is 
neutral, and has little influence on profit calculations and asset valuation 
[emphasis added] other than to ensure that there is consistency between 
the two” (Freear 1977, p.8). 

 
 

3.2.2 – Accounting from the Industrial Revolution up to 1900 in the UK 
 

Double-entry book-keeping became a statutory requirement when the 1856 

Companies Act was enacted (Harris, Hazzard 1992, p.14) and the production of a 

balance sheet together with a profit and loss account was considered to be a by-

product rather than a central feature of double-entry book-keeping. The system 

necessitates that each and every business transaction is treated as having two equal 

amounts but with opposite effects; i.e. for every debit there should be an opposing 

credit entry. Given that the total of debits should be exactly equal to all the credits, 

such a mechanical system works perfectly for the purposes of control and accuracy. 

However, it was in this period, that, 

 

“the profit and loss account balance came to be regarded…both as an 
indicator of the organisation’s performance and as a limit to the amount of 
cash (dividend) which might be paid to owners; and the balance sheet came 
to be seen as a measure of the organisation’s worth” (Freear 1977, p.9). 
 

 
The quote above reflects the change in emphasis from record keeping to financial 

reporting, a change which Edwards (1989, p.19) describes as ‘a leap forward’: a 

transition which is described by the author as ‘financial capitalism’, characterised by 

the increasing importance of heavy industry such as railways and necessitating 
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substantial capital requirements by external investors through a capital market. Such 

an evolution required  

 
“financial data…on an unprecedented scale, to help ensure that the planned 
project was soundly conceived, to monitor costs during the construction 
stage, and to report results when the line became operational” (Edwards 
1989, p.13) 

 

Throughout the nineteenth century, the accounting focus revolved around the 

valuation of assets and the determination of income thereof. Two distinct systems 

were promulgated by The Regulation of Railways Act, 1868 and used subsequently in 

practice. On one hand, the ‘single account’, alternatively referred to as the 

‘inventory method’ and on the other hand, the ‘double-account’ method. The 

principle difference between the two related to ‘the method of setting out receipts 

and expenditure on capital account’ (Glynn 1984, p.113).  

 

The ‘single-method’ treated and priced fixed assets as if they were unsold items of 

stock. At the end of each accounting period, assets were re-valued with profit being 

determined as the change in value of net assets between two different points in 

time. The charging of depreciation by railway operators was an option and, given 

that under this method no distinction whatsoever was carried out between revenue 

and capital expenditure, Brief (1965) argues that such a practice was the foundation 

of ‘nineteenth century accounting error’.  

 

In contrast, the ‘double-account’ method required that separate statements be 

drawn up for capital and revenue expenditure and receipts. Income was, henceforth, 

defined as the difference between receipts and expenditure of a revenue nature. 

Under this method railway enterprises were required to present two reports, a 

capital expenditure account and a balance sheet. Primarily a capital expenditure 

account was prepared on a cash basis, showing on one side all monies subscribed by 

share and debenture holders, while showing on the other, how such sums were 

expended in the purchase of fixed assets. The balance of revenue receipts and 

expenditures was transferred to the general balance sheet. Under this method, 
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“There was no pretence that asset figures represented market value 
[emphasis added]; simply, a statement of the disbursement of capital 
receipts on capital expenditure. It was very much a stewardship orientated 
system…the assets charged to capital are not written down by reason of 
diminished value due to wear and tear or obsolescence, but where 
necessary, a depreciation fund is created by charging the revenue account 
with an annual sum and crediting the fund with a like amount” (Glynn 1984, 
p.113-114). 

 
 

From the above quote, it can be deduced that capital assets were recorded at cost 

indefinitely, something which Lawrence R. Dicksee disagreed with when publishing a 

manual of auditing in London in 1892. It was in this treatise that the notion of ‘going 

concern’ first appeared, arguing that ‘it being the primary object of most ordinary 

undertakings to continue to carry on operations, it is fair that the assets enumerated 

in a Balance Sheet be valued with that end in view’ (Storey 1959, p.233). Dicksee 

drew a distinction between floating (current) and permanent (fixed) assets. The 

element of immediate realisation should be attributable to the former with physical 

wasting and fluctuations in prices being applicable to the latter. Through the 

establishment of such a globally accepted accounting convention, Dicksee ‘helped 

shift the profession’s attention from the strictly historical view of valuation implied 

by conservatism to the view that asset values depend on future activities’ (Chatfield 

1977, p.235).  

 

The Joint Stock Companies Act, 1844 prescribed the balancing of the books on a 

regular basis alongside the production of a ‘full and fair’ balance sheet which 

eventually had to be signed by the directors and with one or more shareholders 

auditing it. Such shareholders had inside powers of inspection and inquiry with the 

possibility of employing ‘accountants’ as assistants in the process. The main 

emphasis of the audit entailed checking on the honesty of the directors on one hand 

and the solvency of the company on the other. Notwithstanding such provisions, 

 
“there was no guidance as to the basis of asset valuation [emphasis added] 
or as to the specific form in which the balance sheet was to be presented, or 
indeed as to how auditors were to decide whether or not the balance sheet 
was ‘full and fair’. No profit and loss statement was required” (Freear 1977, 
p.12). 
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Notwithstanding the fact that shareholders’ liability could be limited in terms of the 

1855 Act, it was still substantial. Consequently, the position of creditors weakened – 

in the event of a company failure, creditors could no longer move on to the personal 

fortune of the shareholders to seek redress for any sums due to them. Such redress 

for the satisfaction of their claims was limited to the contribution by the 

shareholders in the company. Faced with this new situation, a company’s capital ‘not 

to be eroded by excessive payments of dividends to shareholders, the 1862 Act ruled 

that dividends were not to be paid other than out of profits’ (Freear 1977, p.16). 

Both Acts of 1856 and 1862 went into some detail identifying which items were to be 

taken into consideration so as to arrive at a figure of ‘profit’. However, they fell short 

of laying down the basis of asset valuation, which has an important bearing on the 

figure of profit produced. A clear indication that assets were to be maintained at 

their recorded, historic transaction cost results from Article 71 of the 1856 Act; 

namely,  

 
“where any item of expenditure which may in fairness be distributed over 
several years has been incurred in any one year the whole amount of such 
items shall be stated, with the addition of the reasons why only a portion of 
such expenditure is charged against the income of the year”.  

 

During this period, the concept of ‘profit’ and the inter-related concept of asset 

valuation, increased in importance because of two reasons. Primarily, the owners of 

the limited liability company, i.e. shareholders, realised that their share of profits in 

the form of dividends were highly dependent on the level of reported profits. 

Secondly, creditors needed assurance that dividends were only paid out of reported 

profits; doing so out of a company’s capital, would shrink that capital and 

consequently reduce their security in being paid what they were due (Brief 1975). 

Since no clear guidelines as to how to arrive at a figure of profit and asset valuation 

existed, other than those applicable to dividends and the maintenance of capital, ‘it 

was perhaps natural for the growing profession of accountancy to believe that the 

historic transaction costs, which were already used, mechanically, by the double-

entry system to produce a set of accounts, were adequate for these purposes’ 

(Freear 1977, p.16). 
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Difficulties arose in the process, in particular as a result of splitting up a company’s 

life time into arbitrary periods of time, usually a year for the purposes of achieving 

accountability. Profits could easily be distorted if the total cost of an item which in 

essence is of a capital nature ended up being charged against profits in the year of 

purchase, when that same asset had the potential of generating revenue in future 

years. Profit distortion would also be evident if, for example, repairs to machinery 

were charged to profits in one financial year and then capitalised in another. Such 

lack of consistency would have had also negative consequences for comparative 

purposes. Costs and revenues were to be matched not only in the reporting year but 

also to previous ones. Consequently, income measurement moved away from a 

‘cash’ basis and more to what is currently referred to as an ‘accruals’ basis. 

Some degree of disagreement still exists among accounting historians as to the 

origins of the ‘conservatism’ doctrine in accounting (Brief 1965). In essence, the 

doctrine perceives the understatement of asset values and profits to be more 

beneficial than their overstatement, the reason being that any understatement can 

cause fewer negative consequences (such as shareholders receiving a lower dividend 

than otherwise) in contrast with overstatement (the risk of paying dividends out of 

capital).  

 

As the nineteenth century came to an end it appeared that profits were being 

calculated along modern lines to some extent. As already mentioned above, an 

accruals basis rather than a cash basis was adopted. Fixed assets were usually 

depreciated over their useful lives and attempts were made to distinguish between 

capital and revenue items. Stock-in-trade was valued at the lower of cost and market 

value, and anticipated losses but not anticipated gains were provided for. However, 

disclosure requirements then were less stringent than now and this, among other 

effects, enabled directors to build up ‘secret reserves’ to cover for any incidental 

unprofitable years through excessive depreciation policies, excessive provisions 

against losses and liabilities, and charging ‘capital’ items to ‘revenue’. Most of these 

practices could be said to derive from the statutory requirement of 1862 that 

dividends must not be paid out other than of profits.  
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Lee (1975) classifies the last thirty years of the nineteenth century as the Late 

Victorian Accounting period and emphasizes on pages 33-34, that during this period, 

 
“Upward revaluations of assets were tabu [emphasis added], however 
justified on economic grounds such as increases of land values in a city. 
Unpurchased goodwill must never be taken on to the books, since there was 
no transaction, in money or money's worth, from which it had clearly arisen. 
It is scarcely necessary to remark that no one dreamed of adjusting accounts 
for price-level changes, particular or general”. 

 

In the context of the data analysis carried out for this thesis, a conflict between IFRS 

and the culture of DIVIDEND DISTRIBUTION evolved; it seems that such financial 

reporting issues, as with history, repeat themselves. Brief (Brief 1975, p.285) 

emphasises that most of the rudimentary problems  

 
“considered by accountants now are also those which have perplexed the 
profession for nearly a century. Thus despite all the changes in the business 
environment, controversy within the accounting profession today has 
remarkable similarities to the discussion taking place decades ago” 

 

 
The author contends that any measure of profit contemplating "uncertainty about 

the future" is the main source of controversy in accounting.   

 
 

3.2.3 – Accounting from 1900 up to 1970 in the UK 
 

The beginning of the twentieth century was characterised by the introduction of a 

number of Companies Acts (1900, 1907 and 1908). All required a public company to 

file annual audited balance sheets with the regulator; namely, the Registrar of 

Companies. The Act provided for certain items to be disclosed in the balance sheet 

as well as requiring the auditor to delve deeper into ledger balances in carrying out 

the statutory audit of the annual accounts. The 1928 and 1929 Companies Acts 

added significant auditing and accounting requirements; for example, an income 

statement (or what, according to the UK jargon, is referred to as the profit & loss 

account), had to be submitted, for the first time ever, to shareholders. However, 

there was no requirement for auditors to express an opinion about it, nor was it 

necessary for it to be filed with the regulator. Within the balance sheet, assets had to 
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be categorised between fixed and current and, more important, clearly indicate the 

basis of valuation applied (Freear 1977).  

 

The statutory requirement that an audit had to be carried out by qualified auditors 

came into existence upon the enactment of the 1947 and 1948 Companies Acts. The 

1948 Act is considered to be a major piece of legislation in that it was the first real 

attempt to enforce comprehensive accounting disclosure. Lee (1986, p.65) claims 

that ‘statutory prescription of accounting disclosure requirements for companies 

tends always to follow and not to lead, the best current practice’.  

 

Indeed, the intervening period between the two sets of legislation is characterised 

by a process of systematic thinking and development about accounting. This process 

was forged in 1938 by two academics, namely, Ronald Edwards and Ronald Coase, 

through a series of provocative articles which appeared in The Accountant, clinching 

onto concepts borrowed from economics. Edwards for instance professed a concept 

of income resulting from an ‘increased net worth’ which in itself necessitates the 

identification of some form of current values in terms of assets. In terms of applying 

financial data to address decision-making issues, Coase promulgated the use of 

marginal costing (Miller 1998). 

 

Notwithstanding the improved disclosure provisions in the 1948 Act as well as the 

academic endeavours described in the previous paragraph, Georgiou and Jack (2011) 

contend that no valuation and measurement rules were detailed within the Act.  As 

an example, the authors refer to Article 2(1) of Schedule 1 which stated that 

 

“The method of arriving at the amount of any fixed asset shall, subject to the 
next following sub-paragraph, be to take the difference between- 

a. Its cost or, if it stands in the company’s books at a valuation, the 
amount of the valuation; and 

b. The aggregate amount provided or written off since the date of 
acquisition or valuation, as the case may be, for depreciation, or 
diminution in value” 

 

Increased disclosure requirements regarding fixed assets, share capital and directors’ 

interests and emoluments appeared when the 1967 Companies Act was enacted. 
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Apart from improved disclosure requirements in various Companies Acts, over the 

years there has been mention of current values in the form of market values or net 

realisable values. Yet, in terms of accounting measurement during this period under 

review, cost accounting prevailed. Double-entry book-keeping provides a sound 

arithmetical check on the postings affected and as mentioned, above, is ‘neutral’. 

However, experience has demonstrated that HCA easily falls outside of its remit (Lee 

1986, p.72) and as Sanders remarked in 1939 as quoted in Chambers (1995, p.657); 

 
“Accounting has been predominantly a record of historical costs and income, 
and…income determination has consisted of the allocation of these costs 
and incomes to the appropriate periods. The majority of practitioners have 
done this for generations without ever thinking about it…in theoretical 
terms…periodic revaluation [of all assets in terms of current prices] is in 
practice impossible”. 

 
 

One of the professional bodies in the UK, namely, the ICAEW, demonstrated to the 

outside world its robust and unequivocal support for HCA when in 1952, it declared 

through the Recommendation of Accounting Principle No. 15, that ‘historical cost 

should continue to be the basis on which annual accounts should be prepared and, in 

consequence, the basis on which profits shown by such accounts are computed’ 

(Noguchi, Edwards 2004). Such an official pronouncement is indicative that overall 

financial statements were being prepared on an historic cost basis despite the 

regulatory liberty and nineteenth- century practices described above. 

 

3.2.4 – Accounting from 1970 onwards in the UK 
 
Following that declaration, the UK profession had to address the negative public 

opinion brewed by the national press over a number of financial debacles which 

surfaced in the mid- to late 1960s, two of which are still quoted in the literature. In 

1964, Rolls Razor Limited collapsed just after publishing ‘clean’ accounts; then in 

1969, a number of accounting issues were identified post the takeover of Associated 

Electrical Industries Limited by General Electric Company. Such scandals ‘exposed 

serious deficiencies in accounting methods and left little choice but to tighten up 

regulation in a substantial way’ (Rutherford 2007,p.1). 

 



Chapter Three – The Transition from HCA to FVM 

Page 79 
 

Many a time, a renowned accounting scholar, Edward Stamp, questioned the 

foundations of financial accounting theory and practice upon which an auditor bases 

his opinion. In particular, he emphasised that, 

 

“Many…so-called ‘principles’ are not principles at all but merely descriptions 
of current or, even worse, past practice; rules which in many cases are 
drawn up on an ad hoc basis to deal with the expediencies of a passing 
moment. Accounting practices are riddled with inconsistencies and 
illogicalities, and there are so many alternative ‘generally accepted’ ways of 
dealing with most accounting problems that it is almost true to say that 
practically anything is ‘true and fair’ to some accountant…What 
masquerades under the title ‘generally accepted accounting principles’ is a 
state of chaos. Can any other words describe aptly the situation where, as 
Chambers pointed out in a recent article, there are over a million 
combinations of mutually exclusive rules each giving a true and fair view of a 
company’s state of affairs and its profits?” (Stamp 1969, p.33) 

 
 

Such an unfortunate situation put pressure on the UK profession to take action so as 

to improve public opinion. A similar situation had also evolved across the Atlantic 

with the divergent accounting policies being applied to treat deferred taxation. It 

was deemed necessary that professional bodies seriously address the issue so as to 

‘narrow the areas of difference and inconsistency in accounting practice and advance 

financial reporting in new problem areas’ (Hendriksen, Van Breda 1992, p.76). 

 

Narrowing the differences necessitated the promulgation of accounting standards 

through the establishment of a standard setting body. The year 1970 is considered to 

be the pivotal year after which such a major development in financial reporting 

occurred. The UK’s ICAEW formed the Accounting Standards Steering Committee 

(ASSC) in 1970 which was replaced by the ASC in 1976, engaging other accounting 

bodies so as to give the ASC’s recommendations more validity (Rutherford 2007, 

p.120). In the USA the AICPA, the body entrusted by the SEC to set accounting 

standards, replaced the Accounting Principles Board (APB) with the FASB ‘following 

the impact of the Wheat and Trueblood reports’ (Previts, Merino 1998, p.6).  The 

international body, namely, the International Accounting Standards Committee 

(IASC), was formed in 1973 through an agreement signed jointly by professional 

bodies from major economies including the UK and USA with its headquarters being 
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based in London. Apart from setting public- interest accounting standards the IASC 

worked generally ‘for the improvement and harmonisation of regulations, 

accounting standards and procedures relating to the presentation of financial 

statements’ (Roberts, Weetman et al. 2008, p.331).  

 

The aforementioned bodies have not only generated accounting standards, but have 

also taken on the burden of identifying the conceptual basis of accounting. Each 

body endeavoured to draw up a conceptual framework, a quest which Page (2005) 

debates whether it’s a search for a holy grail or hunting a snark. One contentious 

issue in the process of drawing up a conceptual framework is that of measurement, 

as argued by Zeff (1999).  

 

Issues of measurement become even more contentious when inflation hits an 

economy. With the oil crisis hitting the world economy in the early 1970s, historical 

cost- based financial statements came to be questioned for their reliability. In March 

1971, the UK experienced a rate of inflation to the tune of nine per cent. Such an 

economic data triggered off Sir Henry Benson, ICAEW 1966 President to write to his 

counterpart, Claude Croxton-Smith ICAEW President at the time recommending the 

Institute to ‘take the lead in the urgent consideration of the question of financial 

administration and accounting under inflationary conditions’ (Westwick, 1980), as 

quoted in Rutherford (2007, p.93).  

 

The lack of a conceptual framework meant that the promulgation of an official 

pronouncement on such a subject matter prolonged. Hope (1977,p.73) refers to the 

lack of a conceptual framework by highlighting that ED8 was issued at a time when 

the profession had not yet formulated its ideas as to what objective a general 

purpose set of financial statements, (whether or not incorporating the effects of 

changing prices), should seek to fulfil. On analysing the comment letters received in 

the process of developing ED8 ‘Accounting for Changes in the Purchasing Power of 

Money’, Tweedie and Whittington (1984, p.66) remark that, 

 

“Our own analysis convinced us of the difficulty of determining the view 
each respondent was attempting to communicate. Many responses were 
internally inconsistent [emphasis added]; several (especially from 
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committees or representative bodies)   attempted to reconcile differing 
viewpoints with the result that the reader was left confused and uncertain 
as to the respondents’ intentions.” 

 
 

In 1974, the UK Government decided to take action, and through the Secretary of 

State for Trade and Industry commissioned an Inflation Accounting Commission 

under the direction of Francis Sandilands with a clear terms of reference – that of 

probing further into the whole topic and identifying the best possible way in which 

company accounts could incorporate the effects of changing prices. The 

government’s announcement left the Accounting Standards Steering Committee 

(ASSC) in a somewhat serious dilemma and the ASSC was under pressure to publish 

an official pronouncement. Indeed, it issued provisionally SSAP7 – ‘Accounting for 

Changes in the Purchasing Power of Money’ – which required listed entities to 

produce Current Purchasing Power Accounting (CPPA) statements as a 

supplementary to the main historical cost accounts, utilising the consumer price 

index to do so (Rutherford 2007, p.103).  

 

The Sandilands Report, published in September 1975, rejected the solution offered 

by ED8; i.e. the updating of all historic cost data disclosed in a set of financial 

statements by means of a general price index. Instead, the Sandilands Report 

suggested a complete system of current value accounting, called Current Cost 

Accounting (CCA). Taking an entry value perspective, all assets, liabilities and equities 

were to be valued at their current value which in most cases was expected to equal 

replacement cost. With the provisional SSAP7 being withdrawn in 1978, the 

Sandilands Report can be considered to be a shift in attention away from CPPA. In 

contrast to HCA, it ‘represented the most radical departure…ever suggested by a 

non-academic body’ (Hope 1977, p.74). 

 

The introduction of SSAP16 – Current Cost Accounting surfaced following a decade-

long heated debate in which professional bodies, the ASC and the government had 

all participated. Following an initial success with 95 per cent of listed companies 

publishing CCA information in 1982, SSAP 16 generated fierce criticism, constraining 

the ASC to make it non-mandatory in 1985 followed by a complete withdrawal in 
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1988 (Rutherford 2007, p.224-247). The overall consequence of the SSAP 16 saga 

was the replacement of the ASC by the Accounting Standards Board (ASB) in 1990 as 

it became evident that the ASC lacked the ability and leadership to establish 

coherent policies in the face of pressure surmounted by its constituencies.  

 

In identifying the reasons why such a standard represented widespread opposition 

to change by preparers, Walton (2007, p.177) mentions that ‘the figures were too 

complicated, too costly to prepare, too subjective and neither understood nor used 

by the analyst community…’. Although UNDERSTANDABILITY is, here, being 

addressed to the analyst community, it can be inferred that CCA was not understood 

by the investor community. Considering, that there are parallels between CCA and 

FVM, which are discussed below, this thesis demonstrates that for both preparers 

and auditors of financial statements published by Maltese listed entities, 

UNDERSTANABILITY is indeed an issue in the context of individual investors. 

 

Post the demise of SSAP16, UK financial reporting is characterised by the greater use 

of current values resulting in what is commonly referred to as a ‘mixed attribute’; i.e. 

disclosures in financial statements being represented by a mix of historical and 

current valuations. It is noteworthy to point out that use of CCA continued to exist 

within the UK public sector, particularly where nationalised industries are concerned, 

in terms of their regulation. Within the context of regulation, Lapsley (1988, p.24) 

highlights that, 

 
“Perhaps the single most evident example of this is the role of nationalised 
industries in the (unresolved) inflation accounting debate in the 
UK…nationalised industries are organisations which are distinctive from 
private sector organisations (in terms of their origins, their operations and 
their wider, statutory objectives) and  that this may impinge upon decisions 
on accounting policies” 
 
 

MacArthur (1980) analysed the case for current values taking an entry perspective 

i.e. replacement cost- based accounting in nationalised industries, in terms of the 

predictability of the demand and the continuity of supply of their service. Authors 

such as Likierman (1983) and McInnes (1990) oppose this and instead and argue that 

accounting policy diversity amongst UK nationalised industries so as to present the 
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best possible rosy picture in their results represents the on-going search for 

consensus on the ideal way of accounting for inflation. The innovative study by 

Whittington (1985) draws upon agency theory to illuminate the issues surrounding 

inflation accounting in nationalised industries. It seems that through this drive for 

CCA within nationalised industries,  

 
“…piecemeal revaluation on a current value basis continued to be practised 
with increasing popularity, e.g. in the case of marking to market of 
commodity stocks” (Georgiou, Jack 2011, p.318). 

 

During this time period there was increased acknowledgment ‘of the limitations of 

financial reports and of public disclosure mechanisms’ (Holland 1998, p.256) 

irrespective of the fact that the UK concept of ‘true and fair’ found itself embedded 

into the European Fourth directive dealing with company accounts (Nobes, Parker 

2010, p.285).   

 

Consequently, various attempts by professional bodies started to surface with the 

sole aim of improving public mandatory as well as voluntary disclosures through 

changes in financial reporting.  For example in 1988, The Institute of Chartered 

Accountants of Scotland (ICAS) commissioned its Research Committee to analyse 

many of the problems of contemporary financial reporting in 'Making Corporate 

Reports Valuable'. With respect to the financial statement depicting financial 

position, McMonnies (1988) notes in paragraph 4.4, on page 35, that 

 
“The present balance sheet almost defies comprehension. Assets are shown 
at depreciated historical cost, at amounts representing current revaluation 
and at the results of revaluations of earlier periods (probably also 
depreciated); that is, there is no consistency whatsoever in valuation 
practice [emphasis added]. The sum total of the assets, therefore, is 
meaningless and combining it with the liabilities to show the entity’s 
financial position does not in practice achieve anything worthwhile”. 
 
 

Initially, the report recommends the drawing up of a conceptual framework as an 

overall objective to address issues in financial reporting but then suggests a short-

run and a long-run solution. In the short-run, the report recommended that ‘all fixed 

assets be revalued at least every five years’ (paragraph 5.6) and in the long-run, a 
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statement of assets and liabilities be drawn up annually on a value basis to disclose 

as fairly as possible the financial wealth of the entity at the end of each accounting 

period, with net realisable value being the preferred measurement basis (paragraph 

5.7). In the process of moving away from HCA towards FVM,  

 
“The report contributed to the development of the mentality that current 
values rather than costs were more important things for people to know and 
its authors argued for a uniform measurement basis for accounting, as a 
pragmatic solution to the problem of mixed measurement” (Georgiou, Jack 
2011, p.318)  

 

In 1989, the Research Board of the ICAEW published a paper headed Guidelines for 

Financial Reporting Standards and addressed it to the ASC. The guidelines authored 

by David Solomons, can be considered to be equivalent to a conceptual framework. 

In terms of measurement, the paper also suggests the application of ‘value to the 

business’ arguing that it satisfies the requirements for an improved model as 

discussed in the report itself. The author justifies its use because it clearly 

‘commands a considerable body of authoritative support’ (Solomons 1989, p.52).  In 

that same year the IASC published its own conceptual framework which the ASC 

ultimately accepted, thus prejudicing  Solomons’ attempt (Rutherford 2007, p.263).  

 

Although, the IASC framework had similarities to that published in 1985 by the FASB, 

such a move could be interpreted as the UK’s support for having one global set of 

high quality accounting standards which would eventually be accepted instead of 

national standards for listed entities having cross- border listings. Such an objective 

resulted from the agreement signed by the IASC and the International Organisation 

of Securities Commission (IOSCO) in 1995 (Alexander 2007, p.51). 

 

A year prior to signing that agreement with the IOSCO, the ASB adopted the value-

to-the-business concept, the underlying valuation basis of CCA, as the measurement 

basis when promulgating FRS 7 – Fair Values in Acquisition Accounting. The standard 

provides for the fair value measurement of all assets and liabilities acquired by the 

acquirer at the date of acquisition. However, in terms of non-monetary assets, the 

standard under paragraph (e) makes an exception in that ‘unless they can be 

measured at market value they will normally be based on replacement cost but 
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should not exceed their recoverable amount as at the date of acquisition.’16 

According to Georgiou and Jack (2011, p.319), such an approach,  

 
“introduced a mixed historical cost/current value [emphasis added] 
measurement system into British financial reporting practices, enhanced by 
FRS 15 Tangible Fixed Assets, which permits a choice as to whether tangible 
fixed assets are stated at cost or at a revalued amount”  

 

Applying the principle of ‘true and fair’, the ASB required the fair valuation of 

investment properties under SSAP 19, rather than recognising them at cost and 

depreciating them. If – as argued by Laux and Leuz (2009) – fair value can be applied 

to impairment testing, then the UK can be hailed as the first country to adopt an 

impairment standard. FRS 10 – Goodwill and Intangible Assets and FRS 11 – 

Impairment of Fixed Assets and Goodwill which took effect in respect of companies 

ending their financial years in December 1998, are definitive, although both require 

some form of impairment testing which is ‘measured by comparing the carrying 

value of an asset or group of assets with its recoverable amount, i.e. the higher of its 

value in use or immediate sale’ (Bloom 2008, p.105). In terms of accounting being 

affected by distinct legal structures (vide Table 2.3, above), it suffices to mention 

that the ASB’s insistence of the ‘true and fair’ override within these standards (in 

keeping with its common law tradition), did not impress Roman lawyers and Brussels 

bureaucrats (Alexander 2007). 

 

 
 

3.3 – The evolutionary process of defining fair value in IFRS 
 

The American Internal Revenue Service provides a definition of fair market value, a 

definition which has been applied for many years by valuation practitioners (King 

2006, p.29). It is defined as, 

 

                                                      

16
 http://www.frc.org.uk/Our-Work/Publications/ASB/FRS-7-Fair-Values-in-Acquisition-

Accounting/FRS-7-Fair-Values-in-Acquisition-Accounting.aspx 
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“…the price for which property would exchange between a willing buyer and 
a willing seller, each having reasonable knowledge of all relevant facts, 
neither under compulsion to buy or sell, and with equity to both.” 

 

 
Referring to the existing raft of accounting literature, defining fair value generates a 

number of debates (Georgiou, Jack 2011, p.312). As explained in this section, fair 

value is defined in different ways within the existing set of IFRSs. Walton (2007, p.11) 

claims that the then IASC was first to use the term ‘fair value’ in IAS 16 – Accounting 

for Property, Plant and Equipment in 1982, defining it as: 

 

“The amount for which an asset could be exchanged between a 
knowledgeable, willing buyer and a knowledgeable seller in an arm’s length 
transaction” 

 

The IASC used the same definition in IAS 17 – Accounting for Leases, IAS 18 – 

Revenue Recognition and IAS 20 – Accounting for Government Grants and Disclosure 

of Government Assistance. Within each standard, fair value was used in the context 

of measuring business transactions on their initial recognition in the financial 

statements.  

 

The IASC retained the same definition within the official pronouncements, IAS 22 – 

Accounting for Business Combinations and IAS 25 – Accounting for Investments which 

were published in 1983 and 1986, respectively.17 With respect to the former 

standard, fair value was also applied as a means of allocating the cost of acquisition 

to the acquired assets and liabilities; in other words, identifying the cost of the assets 

and liabilities to the acquirer. 

The IASC further retained the same definition when in 1987, IAS 26 – Accounting and 

Reporting by Retirement Benefit Plans, was published. Unlike previous standards, 

application of fair value was prescribed within this standard for subsequent 

measurement of retirement benefit plan investments at each balance sheet date.  

 

                                                      

17
 Both of these standards no longer exist. IFRS 3 – Business Combinations supersedes IAS 22 whilst 

IAS 25 was replaced by IAS 40 – Investment Properties.  



Chapter Three – The Transition from HCA to FVM 

Page 87 
 

When in 1991, the IASC published ED40 – Financial Instruments, the definition of fair 

value was extended also to liabilities and replaced the terms ‘seller’ and ‘buyer’ with 

the more standard term ‘parties’. As a consequence, ED 40 used the following 

definition of fair value: 

 

“The amount for which an asset could be exchanged or a liability settled, 
between knowledgeable, willing parties in an arm’s length transaction” 

 

The revised accounting standards dealing with revenue recognition (IAS 18) and 

business combinations (IAS 22) - and which were published in 1993 -, adopted the 

ED40 definition. The then revised version of IAS 16 also adopted the ED40 fair value 

definition and went on to require any optional revaluations of property, plant and 

equipment to be conducted at fair value as well. 

 

The shift in the accounting paradigm is synonymous with the IASC promulgating IAS 

39 – Financial Instruments: Recognition and Measurement, IAS 40 – Investment 

Properties and IAS 41 – Agriculture. These standards ‘extended significantly the 

required or optional use of fair values for the subsequent measurement of assets 

and liabilities’ (Walton 2007).  

 

When the IASB issued IFRS 2 – Share–based Payment, in 2004, the definition of fair 

value was broadened to cover also the incidence of a listed entity granting equity 

instruments. Therefore, IFRS 2 under Appendix A, provides the following definition: 

 
“The amount for which an asset could be exchanged, a liability settled or an 
equity instrument granted [emphasis added] could be exchanged, between 
knowledgeable, willing parties in an arm’s length transaction” 

 

When the IASB issued IFRS 3 – Business Combinations, IFRS 4 – Insurance Contracts, 

IFRS 5 – Non-current Assets Held for Sale and Discontinued Operations and IFRS 7 – 

Financial Instruments: Disclosure, the definition of fair value returned to the ED40 

version; i.e. leaving out the granting of equity instruments.  

 

The evolutionary process of defining fair value, as described above, demonstrates 

that apart from the replacement of ‘buyer’ and ‘seller’ with ‘parties’ coupled with 
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the extension to incorporate liabilities as well as equity instruments, in essence the 

definition of fair value in IFRS has remained unchanged since it first appeared in IAS 

16. Even when comparing the IRS definition, provided at the beginning of this section 

with that of ED40, the main difference might be that the latter incorporates liabilities 

as well, whereas the former refers to property only. However, what is an asset to 

one party may in theory be a liability to another.   

 

Nevertheless, Walton (2007,p.12) remarks that ‘…it is surprising that there is some 

uncertainty about its meaning and some confusion about what amounts are, and 

what are not, fair values’. It is within such a context that through the convergence 

project between the IASB and FASB that IFRS 13 – Fair Value Measurement was 

published in May 2011.  

 

Such a project constituted part of the work programme both boards identified as 

part of the convergence project in terms of the Norwalk Agreement signed in 2002. 

Creating a common set of high quality global standards is the ultimate aim of such a 

convergence project. However, the project has come to a complete standstill as the 

US retreats from its projected time line for a possible full IFRS adoption. The IASB has 

now switched its time and effort to cater for the needs of the 120 or so jurisdictions 

that have adopted IFRS. This is being affected through the Accounting Standards 

Advisory Forum (ASAF)18 in which the American standard setter, the FASB, takes an 

active part. 

 

Baltazar et al. (2012, p.994) argue that, prior to IFRS 13, ‘there was limited guidance 

on how to measure fair value and, in some cases, the guidance was conflicting’. 

However, in the process of setting out clear guidance on how preparers should 

measure and disclose fair value, the IASB/FASB took on the issue of definition as 

well, as explained in the next section. 

 

                                                      

18
 http://www.ifrs.org/The-organisation/Advisory-bodies/Pages/Accounting-Standards-Advisory-

Forum-(ASAF).aspx 

http://www.ifrs.org/The-organisation/Advisory-bodies/Pages/Accounting-Standards-Advisory-Forum-(ASAF).aspx
http://www.ifrs.org/The-organisation/Advisory-bodies/Pages/Accounting-Standards-Advisory-Forum-(ASAF).aspx
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3.4 – IFRS 13-Fair Value Measurement 
 

Although, the standard was the end product of an IASB/FASB joint project, its 

development began separately with the FASB first publishing SFAS 157 – Fair Value 

Measurements19 in 2006. Adopting SFAS 157, the IASB triggered off its initial 

discussion on the subject matter in that same year, eventually publishing an ED in 

2009. The general sentiment from the constituents that engaged in the due process 

was the need for achieving a common set of fair value measurement requirements 

within both IFRS and US GAAP. Consequently, the Boards began joint discussions in 

2010, with four main objectives (IASB 2010, p.4): 

 

(a) to establish a single set of requirements for all fair value measurements 

required or permitted by IFRSs to reduce complexity and improve consistency 

in their application, thereby enhancing the comparability of information 

reported in financial statements; 

(b) to clarify the definition of fair value and related guidance to communicate the 

measurement objective more clearly; 

(c) to enhance disclosures about fair value measurements that will help users of 

financial statements assess the valuation techniques and inputs used to 

develop fair value measurements; and 

(d) to increase the convergence of IFRSs and US GAAP.  

 

The IFRS 13 project was initiated prior to the financial crisis in 2008; yet, that crisis 

did emphasise the urgent need for a body of fair value measurement and disclosure 

requirements common to both IFRS and US GAAP. In particular, level 3 fair value 

classifications (vide Table 3.4, below) have been blamed for the exacerbation of such 

a crisis. Academics such as Laux and Leuz (2009) have taken on the challenge to 

make sense of the debate. IFRS 13 then became part of the IASB’s response to the 

G20 requests in relation to the financial crisis (IASB 2011, p.5). The disclosure 

                                                      

19
 SFAS 157 is now referred to as Topic 820 – Fair Value Measurement – as part of the FASB 

Accounting Standards Codification (ASC820) exercise 
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requirements prescribed by IFRS 13 are intended to help interested users of a set of 

financial statements in assessing the valuation techniques and the inputs utilised in 

measuring fair value.  

 

In terms of paragraph IN1, IFRS 13 primarily defines fair value; applying the notion of 

principles-based accounting standards it also provides guidance on how to measure 

fair value under IFRS as well as setting out the disclosure requirements about such 

fair value measurements. 

 

IFRS 13 does not provide guidance about which assets or liabilities to measure at fair 

value or when those measurements must be performed. A listed entity must look 

through the other standards in other to identify any such requirement. With a few 

limited exceptions, IFRS 13 applies to all fair value measurements, when fair value is 

required or permitted in IFRS. Paragraph IN2 of the standard also applies to 

measurements, such as fair value less costs to sell, that are based on fair value. 

However, in terms of paragraph 6(c), it does not apply to similar measurement 

bases, such as net realisable value in IAS 2 – Inventories, or value in use in IAS 36 – 

Impairment of Assets. 

 
“Fair value measurements recognised in the financial statements may 
change; the extent of this change will differ depending on the type of asset 
or liability being measured and the previous fair value measurement 
requirements to which they were subject. Similarly, the effect of IFRS 13 
may differ by industry. At a minimum, the adoption of IFRS 13 will require 
entities to reconsider their processes and procedures for measuring fair 
value and providing the required disclosures.” (Baltazar, Beyersdorff et al. 
2012, p.993) 

 

3.4.1 – Definition and framework 
 
In terms of paragraph 9 of IFRS 13, fair value is defined as, 
 

 
“The price that would be received to sell [emphasis added] an asset or paid 
[emphasis added] to transfer a liability in an orderly transaction between 
market participants at the measurement date” 
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Referring to Table 3.1, above, such a definition is simply ‘an exit price determined at 

the balance sheet from the perspective of the market participants’ (Wilson 2007, 

p.200). In essence this definition does not differ significantly from previous 

definitions as discussed in section 3.3, above.  In defining and measuring fair value, it 

should, however, be emphasised that, 

 

(1) an exit price perspective for an asset or liability is theoretically different from 

a transaction price (an entry price) perspective. Notwithstanding the fact that 

both perspectives may be similar in many situations, the entry price 

perspective is not presumed to represent the fair value of an asset or liability 

on its initial recognition as measured in accordance with IFRS13. Moreover, in 

terms of paragraphs BC39 and BC40, the exit price objective of a fair value 

measurement applies irrespective of whether or not the listed entity has any 

intention and/or ability to sell the asset or transfer the liability at the 

measurement date.  

 

(2) According to paragraph 16 of IFRS 13, fair value is the exit price in the 

principal market (or the most advantageous market) in which the listed entity 

would conduct business. Then, paragraph 25, prescribes that no adjustment 

for transaction costs should be made to the exit market price. In addition, 

paragraph BC31, emphasises that fair value is a market-based measurement, 

not an entity-specific measurement; consequently, it is determined based on 

the assumptions that market participants would use in pricing the asset or 

liability.  

 

(3) A FVM envisages the sale of an asset or transfer of a liability, not a 

transaction to offset the risks associated with that same asset or liability. 

 

(4) In terms of paragraph 15 of IFRS 13, the transaction to sell the asset or 

transfer the liability is a hypothetical one as of the measurement date and is 

assumed to be orderly, and considers an appropriate period of exposure to 

the market.  
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(5) Irrespective of the level of activity in the exit market or the valuation 

technique(s) applied, the objective of a FVM does not alter. Paragraph BC52, 

envisages that fair value remains a market-based exit price that considers the 

extant market conditions as at the measurement date, even in the situation 

that the listed entity experiences a significant decrease in the volume and 

level of activity for the asset or liability.  

 

Similar to other financial reporting standards, IFRS 13 has its own objective. In terms 

of paragraph B2, a fair value measurement is carried out so as  

 
“…to estimate the price at which an orderly transaction to sell the asset or 
to transfer the liability would take place between market participants at the 
measurement date under current market conditions” 

 
 

Consequentially from this objective, paragraph B2 also necessitates the 

determination of all of the following by any listed entity in measuring any fair value 

as determined by other IFRS: 

 

1. The particular asset or liability that is the subject of the measurement; 

2. In terms of a non-financial asset, the valuation premise that is appropriate for 

the measurement; 

3. The principal (or most advantageous) market for the asset or liability; and 

4. The valuation technique(s) appropriate for the measurement, considering the 

availability of data with which to develop inputs that represent the 

assumptions that market participants would use when pricing the asset or 

liability and the level of the fair value hierarchy within which the inputs are 

categorised.  

 
Figure 3.1 replicates the fair value measurement framework as presented by 

Baltazar, Beyersdorff et al. (2012) which graphically depicts the procedure listed 

above as per paragraph B2 of IFRS 13. 
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3.4.2 – The asset or liability 
 

It is crucial that the correct asset or liability be identified in respect of which a fair 

value has to be measured. In terms of paragraph 13, a FVM may be necessary in 

respect of either: 

 

(a) A stand-alone asset or liability such as an operating asset or a financial 

instrument; or 

(b) A group of assets, a group of liabilities, or a group of assets and liabilities such 

as, for example, a cash-generating unit or a business. 

 

Preparers of a set of financial statements will have to establish the unit of account in 

dealing with (a) or (b), above. Under paragraph 14, the standard provides that ‘the 

unit of account for the asset or liability shall be determined in accordance with the 

IFRS that requires or permits the fair value measurement, except as provided in this 

IFRS’. 

 
When conducting a FVM, IFRS 13 requires a listed entity to consider the 

characteristics of the asset or liability. For example, date of construction and 

occupancy rate are attributes to be considered in determining a fair value measure 

for a hotel. The characteristics identified in paragraph 11, could include the condition 

and location of an asset/liability as well as any restrictions, on the sale or use of an 

asset or transfer of a liability. 

 

Also, the same paragraph prescribes that the fair value of the asset or liability must 

take into account the characteristics if a market participant would take those 

characteristics into consideration when pricing the asset or liability at the 

measurement date. 

 

How a particular characteristic will affect the measurement is addressed in 

paragraph 12, which provides that it will depend on how that characteristic would be 

taken into account by market participants. Baltazar, Beyersdorff et al. (2012, p.1004) 

refer to the fair valuation of shares in an unlisted company; as an example,  
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“…market participants might consider factors such as the nature of the 
company’s operations and where it is located; its performance to date and 
forecast future performance; and how the business is funded, including 
whether it is highly leveraged.” 

 

In relation to this initial step of the FV framework, the accompanying basis for 

conclusions, paragraph BC 46, denotes that this is consistent with guidance in 

existing IFRSs. The paragraph quotes IASs 40 and 41 as examples. In terms of the 

data gathered for this thesis, IAS 40 – Investment Property is highly relevant. IAS 40 

 

 

Figure 3.1 – The Fair Value Measurement Framework 
(adapted from Baltazar, Beyersdorff et al. (2012), p.1003) 

 

 

provides that a listed entity should identify any differences between the investment 

property being measured at fair value and similar properties for which observable 
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market prices are available and make the appropriate adjustments for those 

differences accordingly. 

 

At the reporting date, a particular asset may not be in the condition or location that 

market participants in the principal (or most advantageous market) would require 

for its disposal at a market price. In terms of paragraph 26 of IFRS 13, the market 

price would need to be adjusted to the price a market participant would pay for the 

asset in its current condition and location. Such an exercise might entail the 

deduction of any transport costs to the market as well as any conversion or 

transformation costs. 

 

A similar problem may arise in determining the fair value of a non-financial asset. In 

such scenario, condition and location considerations may influence, or be dependent 

on, the highest and best use of an asset. However, in terms of paragraph BC71, 

 

“The IASB concluded that…it would be necessary for an entity to consider 
alternative uses of those assets only if there was evidence that the current 
use of the assets is not their highest and best use (ie an alternative use 
would maximise their fair value). Furthermore, after discussions with 
valuation professionals, the IASB concluded that in many cases it would be 
unlikely for an asset’s current use not to be its highest and best use after 
taking into account the costs to convert the asset to the alternative use”. 

 

3.4.3 – The principal (or most advantageous) market 
 

When measuring fair value, preparers have to assume, in terms of paragraph 16, that  

 

“the transaction to sell the asset or transfer the liability takes place either: 
(a) in the principal market for the asset or liability; or  

(b) in the absence of a principal market, in the most advantageous 
market for the asset or liability” 
 

 
The standard is quite precise in emphasising the importance of the principal market 

versus the most advantageous one. Paragraph 18, provides that the FVM shall 

represent the price in that market at the date of measurement irrespective of 

whether that price is directly observable or estimated using another valuation 

technique. Moreover, the price in the principal market must be used even if the price 
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in a different market is potentially more advantageous. The list of defined terms 

under Appendix A, in turn provide that the principal market is the one ‘with the 

greatest volume and level of activity for the asset or liability’. In determining the 

principal market, preparers of a set of financial statements have to refer to 

paragraphs 17, 19 and 20 for guidance.  

 

In the event of failure to identify the principal market, preparers will have to opt for 

the most advantageous market. Again, Appendix A provides a definition of what an 

advantageous market will entail. It is  

 

“…the market that maximises the amount that would be received to sell the 
asset or minimises the amount that would be paid to transfer the liability, 
after taking into account transaction costs and transport costs”. 

 

As is discussed in greater detail in Chapter 6 of this thesis, the issue of markets 

identification is problematic within the context of Malta. This is particularly relevant 

in terms of non-financial assets. Applying fair value measurement as prescribed by 

such an official pronouncement represents a series of challenges. William Sinett (as 

quoted in Cascini & DelFavero (2011, p.9)) considers that ‘…there will be challenges 

in determining the most advantageous market if there is no principal market 

[emphasis added] for assets…’. Indirectly, Baltazar, Beyersdorff et al. (2012, p.1007) 

also comment to such a problematic scenario thus; ‘in the light of this guidance, in 

practice, an entity would first consider the markets it can access [emphasis added]’. 

 

3.4.4 – Market participants 
 
In terms of the framework depicted in Figure 3.1, above, the next issue to be tackled 

is that of identifying the market participants. IFRS 13 deals with this issue under 

paragraphs 22-23. Initially, a reporting entity should use the assumptions that 

market participants would use when pricing the asset or liability, assuming that they 

act in their economic best interest. In developing those assumptions, an entity need 

not identify specific market participants; rather, it shall identify characteristics that 

distinguish market participants generally, considering factors specific to all the 

following: 



Chapter Three – The Transition from HCA to FVM 

Page 97 
 

 
(a) the asset or liability; 

(b) the principal (or most advantageous) market for the asset or liability; and 

(c) market participants with whom the entity would enter into a transaction in 

that market. 

 

As argued earlier on, the principal (or most advantageous) market is determined 

from the perspective of the reporting entity (or business units within a reporting 

entity). Baltazar, Beyersdorff et al. (2012, p.1009) remark that it could possibly be 

the case that ‘other entities within the same industry as the reporting entity will 

most likely be considered market participants’.  

 

A definition of market participants is provided for under Appendix A of IFRS 13. They 

are deemed to be ‘buyers and sellers in the principal (or most advantageous) market 

for the asset or liability’, having the following characteristics: 

 
(a) they are independent of each other; that is, they are not related parties  as 

prescribed in IAS24; 

(b) they are knowledgeable, having a reasonable understanding about the asset 

or liability using all available information, including usual and customary 

information acquired by application of due diligence efforts; 

(c) they are able to enter into a transaction for the asset or liability; and 

(d) they are willing to enter into a transaction for the asset or liability, i.e. they 

are motivated but not forced or otherwise compelled to do so. 

 

3.4.5 – Application to non-financial assets 
 
In terms of paragraph 27, a FVM of a non-financial asset considers a market 

participant’s ability to generate economic benefits by using the asset in its highest 

and best use or by selling it to another market participant who would use the asset 

in its highest and best use. In turn Appendix A, refers highest and best use to mean 

‘the use of a non-financial asset that would maximise the value of the asset or the 

group of assets and liabilities (e.g. a business) within which the asset would be used’. 
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Paragraph 28, then asserts that in establishing the highest and best use of the non-

financial asset due consideration has to be given to uses of the asset that are 

physically possible, legally permissible and financially feasible.  

 

Under paragraph 29, the standard prescribes that the highest and best use is 

determined from the viewpoint of market participants, even if the reporting entity 

contemplates a different use, e.g. an entity may intend to use assets acquired in a 

business combination for different purposes to other market participants. However, 

a reporting entity need not engage in an exhaustive search for other prospective 

uses if there is no evidence to suggest that the current use of a non-financial asset is 

not its highest and best use. Rather, preparers should exercise judgement in 

assessing those alternative uses that market participants would take into 

consideration when pricing the non-financial asset (paragraph 30). 

 

Once the highest and best use is established, the fair value of the non-financial asset 

will either be measured based on the value it would generate on a stand-alone basis 

or in combination with other assets or other assets and liabilities; in other words, the 

asset’s valuation premise. 

 

(a) In combination. Paragraph 31(a) establishes that if an asset would provide 

maximum value to market participants principally through its use in 

combination with other assets and liabilities as a group, the fair value of the 

asset would then be measured on the basis of the price that would be 

received in a current transaction to sell the asset on the assumption that, 

(i) the asset would be used with other assets and liabilities as a whole; 

and 

(ii) the complementary assets and liabilities would also be available to 

market participants. 

 

(b) Stand-alone. In relation to stand-alone assets, paragraph 31(B) provides that 

if an asset would principally provide maximum value to market participants, 

then its fair value is the price that would be received in a current transaction 
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to sell the asset to market participants who would use it on a stand-alone 

basis. 

 

Under both scenarios, paragraph 32 then establishes the assumption that the asset 

being sold is done individually, i.e. not as part of a group of assets or a business. In 

this context, Baltazar, Beyersdorff et al. (2012, p.1024) argue that, 

 

“Only when the unit of account of the item being measured at fair value is 
an asset group, can one consider the sale of an asset group. That is, the 
valuation premise for a non-financial asset does not override the unit of 
account as defined by applicable IFRS. However, this can be confusing in 
practice [emphasis added] as both concepts deal with determining the 
appropriate level of aggregation or disaggregation for assets and liabilities”. 

 
 

3.4.6 – Valuation techniques 
 

Baltazar, Beyersdorff et al. (2012, p.1041) point out two key distinctions between 

IFRS 13’s valuation approach and that present in existing IFRSs. Such distinctions 

should not change current practice once the new official pronouncement is adopted. 

Management would, however, need to reconsider their FVM methods utilised thus 

far. The two key distinctions are: 

 

(i) IFRS 13’s requirements in relation to valuation techniques apply to all 

methods of measuring fair value. References to valuation techniques in 

existing IFRSs have, to date, represented an absence of market-based 

information with which to value an asset or liability. The valuation 

techniques discussed in IFRS 13 are more extensive and place emphasis 

on more market-based approaches. 

 
(ii) IFRS 13 does not prioritise the use of one valuation technique over 

another. In contrast to existing international pronouncements, IFRS 13 

refrains from prioritising the use of one particular valuation technique 

over another; the only exception being the requirement to measure 

similar financial instruments that trade in active markets at price x 
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quantity. Instead, the standard establishes a hierarchy for the inputs used 

in those valuation techniques with paragraph 74, specifically requiring a 

reporting entity to maximise observable inputs and minimise the use of 

unobservable inputs (vide section 3.4.7, below). In general, there is 

consistency between IFRS 13 and the guidance provided by existing IFRSs: 

for example, the best indication of fair value is still a quoted price in an 

active market. Nonetheless, with the continued emphasis of principles-

based rather than rules-based standards, IFRS 13 provides for the use of 

multiple techniques when applicable, with the consequential effect that 

judgement needs to be exercised in selecting the technique (or 

techniques) that are appropriate in the circumstances. 

 

In terms of paragraph 61 of IFRS 13, preparers of a set of financial statements are 

required to use valuation techniques that are appropriate in the circumstances and 

for which sufficient data are available to measure fair value. In contrast to current 

practice, this provision may result in more frequent use of multiple valuation 

techniques.  Also, an entity is required to use valuation techniques that are 

consistent with one or more of the valuation approaches, mentioned in paragraph 

62, with the main aspects of each discussed in paragraphs B5-B11; the three 

approaches are: 

 

(a) Market approach. Valuations here are based on market transactions involving 

identical or similar assets or liabilities. 

(b) Income approach. Under this category, valuations are arrived at using DCF 

techniques, i.e. discounting future amounts (e.g. cash flows or income and 

expenses) to indicate values. 

(c) Cost approach. This approach applies the notion of current replacement cost 

which in essence refers to the amount required to replace the service 

capacity of an asset. 

 

Coupled with the requirement of exercising judgement in determining the most 

appropriate valuation technique, is the possession of sufficient knowledge about the 
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asset or liability. Moreover, FVM necessitates a certain degree of expertise regarding 

valuation techniques; a necessity not only for preparers but also for the auditors who 

are required to express an opinion on the truth and fairness in submitting their audit 

report (Martin, Rich et al. 2006). 

 

3.4.7 – The fair value hierarchy 
 

Under paragraph 72, IFRS 13 describes the intention of establishing the fair value 

hierarchy, specifically, to increase consistency and comparability in fair value 

measurements. In applying the hierarchy so as to carry out a FVM, the reporting 

entity is required to prioritise observable inputs over those that are unobservable. 

This emphasis is in intended to minimise the impact of uncertainty in the financial 

statements (Boyles 2008). Indeed, an ideal indication of fair value is a quoted price in 

an active market which Appendix  A of IFRS 13, defines as ‘a market in which 

transactions for the asset or liability take place with sufficient frequency and volume 

to provide pricing information on an on-going basis’. 

 

The fair value hierarchy is defined under Appendix  A of IFRS 13, classifying the 

inputs used to measure fair value into three levels, as depicted in Table 3.2, below. 

Fair value measurements classified as Level 1 reflect those assets and liabilities 

whose fair value can be determined with the highest degree of certainty. Certainty 

here refers to the existence of an active market wherein these instruments are 

traded with evidential objectivity that supports the market value of Level 1 items. 

Such a classification provides users of financial statements with a high degree of 

confidence that the amounts reflected on a listed entity’s balance sheet, faithfully 

represent their true value (Gartner, Cohen et al. 2011, p.17). 

 

Level 2 classifications represent assets and liabilities reported at fair value but with 

more uncertainty surrounding their true value due to the absence of an observable, 

active market for these instruments. Therefore, IFRS 13, under paragraph 82, 

provides that the FVM for such items would require inputs that are observable for 

similar assets or liabilities, either directly or indirectly. The same paragraph also 
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prescribes that if the asset or liability  has a specified term, such an input be 

observable for substantially the full term of the asset or liability. 

 

Table 3.2 – The Fair Value Hierarchy 
(as depicted in the IFRS 13 project summary, p.6) 

 
 

 

 

 

 

 

 

 

 

A level 3 classification represents the greatest uncertainty regarding an item’s true 

fair value which users of a set of financial statements could possibly be provided 

with. It is noteworthy to point out that the official pronouncement, under paragraph 

87, requires a reporting entity to minimise the use of such a classification. According 

to IFRS 13, they should only be used to the extent that relevant observable inputs 

are not available; for example in ‘situations in which there is little, if any, market 

activity for the asset or liability at the measurement date’. Also, according to IFRS 13, 

the required inputs for this classification should be those that reflect the reporting 

entity’s insights about the assumptions market participants would use in pricing the 

asset or liability (including those about risks) based on the best available data in the 

circumstances.  

 

Bates et al. (2009) as referred to in Gartner, Cohen et al. (2011, p.18) provide a 

synopsis of these classifications and which is being replicated in Table 3.3, below. 

 

 

 

 

Table 3.3 – ASC820 Descriptions of the Fair Value Hierarchy 

Level 1 
Quoted prices in active markets for identical 

assets or liabilities. Level 1 inputs must be used 
without adjustment whenever available. 

Level 2 
Inputs not included within Level 1 that are 
observable for the asset or liability, either 

directly or indirectly. 

Level 3 
Unobservable inputs, including the entity’s own 
data, which are adjusted if necessary to reflect 

market participants’ assumptions. 
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Classification Market Condition Example FAS157 Treatment Valuation 
Certainty 

Level 1 Readily 
observable 
market price  

Stocks or bonds 
traded on the 
New York Stock 
Exchange 

- Mark-to-market  
- Market value 

determined by 
observable prices at 
which willing buyers 
and sellers are 
exchanging the 
instrument  

High degree of 
certainty  
[emphasis 
added] 
 
 
 
 

Level 2 No readily 
observable 
market price, but 
does not have 
observable 
inputs based on 
market prices 

Derivative 
instrument 
whose value is 
based upon 
movements in 
the 10-year 
Treasury bond 

- Mark-to-model 
- Market value 

determined by 
pricing model 

Lower degree of 
certainty 
[emphasis 
added] 

Level 3 No readily 
observable 
market price, and 
no observable 
market price for 
one or more 
inputs 

Investment in a 
non-publicly 
traded company 
that does not 
publicly disclose 
financial 
statements  

- Mark-to-estimate 
- Market value 

determined by 
estimate by those 
involved in 
preparing the 
financial statements  

Very low degree 
of certainty  
[emphasis 
added] 

 

3.5 – Criticisms of FVM  
 
The ENRON financial debacle has been the subject matter of extensive academic 

research about the use and misuse of fair value accounting. Taking a chronologically 

ordered analysis of its activities and investments Benston (2006, p.1) believes that 

‘Enron’s use of fair-value accounting is substantially responsible for its demise’.  

 

It is a well-known fact that ENRON misused extensively Level 3 fair value 

measurements which entail reporting internally generated estimates. Indeed, 

Gwilliam and Jackson (2008, p.1) use ENRON as a case study in identifying the 

unreliability of such ‘valuation estimates provided by independent third parties’. 

 

Post the financial crisis of 2008, a dynamic debate about the pros and cons of FVM 

evolved further on both sides of the Atlantic.  



Chapter Three – The Transition from HCA to FVM 

Page 104 
 

It is thought that FVM exacerbated the financial crisis. In particular the banking 

industry in the United States in a letter sent to the SEC and dated 23rd September 

200820, claimed that  

 
“The problems that exist in today’s financial markets can be traced to many 
different factors. One factor that is recognized as having exacerbated these 
problems is fair-value accounting”. 

 

As a counter argument, those in favour of FVM claim that it merely reports economic 

phenomena as it happens and consider any attempts to ‘shoot the messenger’ as 

being counter-productive.21  

In response to such claims, Laux and Leuz (2009, p.1) argue that there are problems 

with both views. In particular, the authors claim that 

“FVA is neither responsible for the crisis nor is it merely a measurement 
system that reports asset values without having economic effects of its 
own”.  

 

All in all the underlying crux of the debate stems from the trade-off between the 

qualitative characteristics of relevance and reliability.  Indeed it has been somewhat 

conventional to consider historical cost based valuations as being more reliable but 

possibly irrelevant and current or market based valuations as being more relevant 

but possibly less reliable (Whittington 2007) The choice of accounting measurement 

i.e. HCA versus FVM depends on a crucial decision as to what purpose the production 

of a set of financial statements purports to fulfil (Hague 2007). If the purpose is that 

of stewardship than HCA would fulfil that role. If, on the other hand, financial 

reporting has to provide information suitable for economic decision making than 

some form of current values have to appear in a set of financial statements. 

                                                      

20
https://www.financialexecutives.org/eweb/upload/FEI/American%20Bankers%20Association%20Letter%20to%

20SEC%20on%20Fair%20Value%20and%20Other%20Accounting%20Standards_9.23.08.pdf 

21
 http://www.icaew.com/~/media/archive/files/about-icaew/what-we-do/policy/public-policy/fair-value-

accounting-and-the-financial-crisis.pdf 
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However, by utilising published historical figures of Coca-Cola, an established listed 

company, Penman (2007) demonstrates that HCA figures can be used to establish 

valuations. The author quite convincingly contends that FVM is a minus when a listed 

company arbitrages market prices. FVM makes sense when there is a one-to-one 

relationship between the shareholder and the asset in question, i.e. when value to 

the shareholder is determined solely by exposure to market price. 

Amongst all the arguments presented against FVM, Rayman (2006) argues that it is 

highly misleading and goes on to say on page 93 that, 

“The disclosure of fair values (in the balance sheet, for example) is a 
development to be welcomed; the objection is to reporting changes in fair 
value as gains or losses (whether through profit or loss, direct to equity or in 
any other way”  

 

 

3.6 – Conclusion  
 

This chapter has, primarily, set out the pros and cons of the two possible valuation 

models; namely, historical cost and current value. The discussion then proceeded to 

trace the historical path financial reporting travelled through and on towards placing 

some form of current values into a set of financial statements. Such a historical walk-

through related to the UK scenario given, (as argued in previous chapters) that, 

Malta imported its financial reporting model from its last foreign ruler, being Britain. 

The chapter then evolved into a discussion about fair value per se, looking initially at 

the evolutionary process of its definition and then moving on to discuss the fair value 

hierarchy which emanates from the provisions of the IASB’s official pronouncement, 

IFRS 13, which will be effective for accounting periods, beginning on 1st January, 

2013. The chapter concludes with a brief mention of the critical literature about 

FVM. The next chapter describes the philosophical foundations surrounding this 

thesis, namely, Classic Grounded Theory.  
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Chapter Four: Research Method and Methodology 
 
 
 
Overview 
 
 
It is imperative to initially distinguish between the terms ‘research method’ 

and ‘research methodology’ with the latter being the central focal point for 

the analysis of the data gathered via the former in an empirical study. 

Initially, the chapter undertakes a discussion of the philosophical foundations 

of research and examines how accounting research has developed over the 

years. Thereafter, a discussion as to the tenets of Glaserian (Classic) Grounded 

Theory is forwarded and its selection as the appropriate research 

methodology for this study is justified. Moreover, a review of the use of 

Grounded Theory in accounting is included due to its on-going choice of 

research methodology in understanding the social world around us. The 

rigorous approach of applying Classic Grounded Theory is presented to 

explain the theory write-up evolving from the work carried out manually using 

a word processing package. Finally, any other issues relating to the study 

including possible ethical ones are also considered. 

 

4.1 – Introduction 
 

This chapter explains the journey of discovery in addressing the generic research 

question mentioned in the introductory chapter of this thesis. As already identified 

in an earlier chapter, the research territory of how a change in accounting model 

affects island state economies like Malta, remains untapped. It is anticipated that 

this thesis will contribute to the knowledge in this area. In so doing it is necessary 

that the researcher establishes a detailed set of procedures for data collection and 

analysis, once the most appropriate research paradigm has been chosen. 

However, prior to discussing the possible research paradigms and highlighting the 

important issues of epistemology, ontology and axiology, it is imperative to define 

research and to distinguish between the terms ‘research method’ and ‘research 

methodology’. 
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Research is defined as ‘a process of intellectual discovery, which has the potential to 

transform our knowledge and understanding of the world around us’ (Ryan, Scapens 

et al. 2002, p.7). Moreover, Glautier and Underdown (1974) highlight the importance 

of research and refer to it as an activity which is concerned with critically examining 

what is already known and in doing so extending knowledge boundaries.  

 

Notwithstanding the time span of nearly 40 years, it is evident from the preceding 

paragraph that research and, in particular, accounting research is an on-going 

process. Taking into consideration the social and institutional changes that have 

occurred both nationally and globally (e.g. the on-going adoption of IFRS), 

accounting research is deemed timely. Hopwood (2007, p.1367) addresses the role 

of research in accounting, as being 

 
“...in part to make both accounting and our knowledge of it different – to 
move forward our understandings of accounting and, at times, the practice 
of accounting itself” 

 

Hence, accounting cannot be seen simply as a calculative practice; but it has to be 

seen in a wider perspective. Accounting research has to go beyond empirically 

testing how, for example, the absolute figures within a set of financial statements 

affect stock market prices. It could possibly be more crucial to observe how the shift 

in the accounting paradigm has influenced the meaning-making process by 

preparers, auditors and users. 

 

4.2 – Research Philosophy 
 

Smith (2003) emphasises the importance of distinguishing between research method 

and research methodology since the two are, regrettably, often confused or else 

used interchangeably. The technical issues associated with the actual conduct of the 

research are referred to as research methods. In contrast, research methodology 

relates to the underlying philosophies associated with the chosen research method. 

According to Llewellyn (1993) methodology reflects the ontological and 
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epistemological convictions of the researcher, while method concerns the explicit 

research practice. Justifiably, the question of whether Grounded Theory is a method 

or methodology arises. As is discussed in section 4.3, below, Glaser refrains from any 

discussions about the epistemological or ontological positions of Grounded Theory, 

instead favouring the paradigm definition established by Klee (1997). As an 

originator, Glaser refers to Grounded Theory, mostly as a method and not as a 

methodology; although, there is one instance where Glaser refers to Grounded 

Theory as, 

“...a general methodology [emphasis added] of analysis linked with data 
collection that uses a systematically applied set of methods to generate an 
inductive theory about a substantive area” (Glaser 1992, p.16). 

 

Gurd (2008) adopts the definition of Llewellyn (1993) and argues that Grounded 

Theory is a method and not a methodology, placing more emphasis on being 

consistent in its application. In their reply to Gurd, Joannidès & Berland (2008) 

contend, however, that ‘the variety of uses of grounded theory evidences that it is a 

methodology rather than a method’. 

 

Tan (2010, p.98) addresses the question of whether grounded theory is a 

methodology or a method but refrains from making any formal claim. Instead the 

author recommends a novice researcher, who is claiming to be conducting a 

grounded theory study, to: 

“...first, know what GT is and what it is not, second, straighten out the 
various debates in the literature in terms of their ontological and 
epistemological standpoints, and thirdly, state clearly his/her view of 
methodology and method [emphasis added], the version of GT he/she 
followed, and the terminologies used in the study.” 

 

Accepting Glaser’s argument that Grounded Theory is ‘possessed by no discipline or 

theoretical perspective’ (Glaser 2005, p.141) it stands to reason that Grounded 

Theory is more of a method rather than a methodology.  This research endeavour 

will, henceforth, adheres to Grounded Theory as a method and, as indicated in 
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previous chapters, utilises the acronym of CGT in order to distinguish it from other 

generations of the method (vide section 4.4.1, below). 

 

4.2.1 – Research continuum 
 

In any discussion about the different approaches to research, two distinct extremes 

can be established, each of which has its own distinct fundamental philosophical 

assumptions as to how knowledge is acquired about our environment (Clyde 1977, 

p.73). 

The first of these two extremes is referred to as positivism and is derived from the 

work of Auguste Comte (1798-1857). This French author, to whom the word 

sociology is attributed, ‘sought to create a science of society that could explain the 

laws of the social world just as natural science explained the functioning of the 

physical world’ (Giddens 1997, p.7). 

In establishing the epistemological underpinnings or better still, ‘what is knowledge?’ 

within the positivistic stance, ‘only phenomena that you can observe will lead to the 

production of credible data’ (Saunders, Lewis et al. 2009, p.103). Ontologically (or 

what is the nature of reality), positivism assumes that independently of how the 

observer gathers data about the social phenomenon under scrutiny, that same 

phenomenon constitutes a reality in its own right.  In studying judgements about 

value, more specifically, axiology, positivism is regarded as being value free and 

unbiased.  

The three issues briefly discussed above – namely, epistemology, ontology and 

axiology can be likened to a three-legged stool – eliminate one of them and the stool 

will not stand up! Hence, due care has to be given to each of these substantive 

issues.  

Taking a positivistic paradigm coupled with an experimental research methodology 

permits the construction of law-like generalisations. From the data collected 

analyses can be carried out from a set of variables and, using statistical procedures, 



Chapter Four – Research Method and Methodology 

Page 111 
 

relationships can be established amongst those same variables, the end result being 

that certain causal explanations can be expressed as findings.  

Such a paradigm is technically referred to as ‘hypothetic-deductive’ (Clyde 1977) 

and, as the name suggests, is similar to the work carried out by a police inspector 

trying to solve a crime. Primarily, a suspect is identified and the detective has to then 

collect enough evidence to prove that the mentioned suspect is, indeed, the culprit. 

If the detective is successful then that suspect would be prosecuted in a court of law 

and if not the detective would have to reinitiate the whole process. Hence, the 

process is cyclical, with the establishment of a hypothesis/hypotheses being the 

starting point, as depicted in Figure 4.1, below. 

The other extreme along the research continuum, is known as the 

‘phenomenological’ mode of research and appertains to the work carried out by 

Emmanuel Kant (1724-1804) – ‘assume that all knowledge is acquired through the 

operation of the mind on the observer’s sense-impressions’ (Clyde 1977, p.74). The 

three substantive issues of epistemology, ontology and axiology have already been 

defined in the previous section. However, within the ‘interpretive’ research 

paradigm, epistemologically the researcher interacts directly with what is being 

observed. In doing so, the researcher tends to interpret the phenomenon at hand ‘as 

falling into particular patterns, as wholes…to bring out the wider and deeper 

significance’ (Clyde 1977, p.74). Ontologically, the perceptions and consequent 

actions of the social actors under review construct the social phenomenon 

(Saunders, Lewis et al. 2009). Finally, in terms of axiology, the paradigm is value-

laden and biased. 

Contrary to the deductive process synonymous with the scientific approach, an 

inductive process is congruent with the phenomenological approach to research. 

Hence, it is more of an iterative rather than a linear process in that stages loop back 

to previous stages. Indeed ‘defining, designing, doing and describing overlap 

significantly…your data collection and data analysis strategies might only emerge 

once you have started doing research’ (Maylor, Blackmon 2005, p.148). 

 



Chapter Four – Research Method and Methodology 

Page 112 
 

 

Figure 4.1 - The paradigm of scientific method (adapted from Smith 2003, p. 26) 

Accounting research initiated through the application of the scientific method and 

has moved into the phenomenological arena in recent past. Considering that the 

conduct of this thesis is closely linked to the phenomenological or naturalistic 

approach it is necessary to briefly discuss the emergence of such an approach in the 

accounting literature. 

 

4.2.2 – Application of the naturalistic approach in accounting  

 

Accounting research in the late eighties and early nineties is characterised by 

suggestions to apply naturalistic methods as, for example, Chua (1986), Chua (1986), 

Covaleski and Dirsmith (1990) and Hopwood (1994). Rather than carrying out 

experimental research by, for example, observing stock market reaction to company 

announcements, naturalistic research suggests studies to be carried out within the 

‘everyday life’ context. In so doing, the broader social, economic and political 

environment, and the context of change contribute to enriching the understanding 

of accounting (Hines (1989); Hopwood (1994)). 

Theory 

Operationalisation 
of concepts 

Test theory  

through 

 observation 

Not falsified, so predict 
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Undoubtedly there is no single approach which is superior to others in 

understanding the empirical world (see Laughlin (1995) and Tomkins & Groves 

(1983)). Moreover, subjectivity is a characteristic which is impossible to get away 

from within all possible research approaches ‘because the researcher must make 

choices about what is to be researched, what data are to be collected and how they 

are to be analysed’ (Lye, Perera et al. 2006, p.132). Also, a researcher’s  

“insights are inevitably subjective because no knowledge is generated 
distinct from the observer whose reasoning and experiential powers are not 
uniform or determined” (Laughlin 1995, p.71). 

 
The relative importance of the epistemological, ontological and axiological 

assumptions of each research paradigm has already been underlined in section 4.1, 

above. Nevertheless, it is important at this point to mention the contribution of 

Burrell & Morgan (1979) within the realm of the distinct research approaches in the 

social sciences. They devised a matrix scheme to assist the classification and 

understanding of the existing sociological theories based on four major paradigms as 

depicted in Figure 4.2, below. The validity of such a contribution is acknowledged by 

Laughlin (1995, p.71) , 

“…it is a useful starting point…to create an abstracted set of key 
characteristics under which various social sciences approaches can be 
located”          

                                                            
Sociology of Radical Change 

 

 

Subjective                                                                                                         Objective 

 

 

 

Sociology of Regulation 

Figure 4.2 – Four paradigms for the analysis of social theory (Burrell and Morgan, p.22) 

 

RADICAL    RADICAL  
HUMANIST    STRUCTURALIST 

 

 

INTERPRETIVE  FUNCTIONALIST 
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The bottom left-hand quadrant – INTERPRETIVE SOCIOLOGY – has its roots in two 

intellectual traditions, namely: phenomenology and symbolic interactionism.  The 

former refers to the way in which humans interpret the world around them. In 

contrast, the latter, represents the continual process of interpreting the surrounding 

social world – in so doing the actions of others are interpreted in such a way that the 

researcher’s meanings and actions are adjusted.  

 

Such an approach to research is reflected in recent studies such as those of Tomkins 

and Groves (1983), Chua (1986) and Covaleski and Dirsmith (1990). It is noteworthy 

to point out that on page 549 of their study, Covaleski and Dirsmith, explained the 

disparity between the positivistic and interpretive research modes as follows: 

“In contrast with the traditional perspective in which reality is seen as 
objective, empirical and rational, and where attention is directed at better 
knowing and representing it, the emergent perspective sees reality as 
subjective, ill-structured, complex, anomaly-filled, fluid, socially 
constructed” 

 

It suffices to summarise the main features of the traditional positivist and more 

recent research approaches as outlined in Table 4.1, below. 

 

Table 4.1 – Traditional and Alternative Approaches to Accounting Research 
(Lye, Perera et al. 2006, p.134) 

 

 TRADITIONAL 
(scientific) 

ALTERNATIVE 
(Interpretive – Naturalistic) 

Reality Objective, structured Subjective, unstructured, and socially 
constructed 

Focus  Better knowing and representing 
reality. (Causal determination, 
prediction, generalisation) 

Understanding the meaning of 
individual’s actions and those around 
them. (Illustration, extrapolation) 

Research Approach  Reductionist – theory-driven Interpretive – holistic  

Research process Linear Non-linear 

Research purpose Theory testing Theory discovery 

Analysis Based on the face value of the data Based on the understanding gained by 
interpreting data 
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4.3 – Philosophical Perspectives of Classic Grounded Theory 
 

Before delving into the realm of CGT, the preferred method for this thesis, it suffices 

to explain at this stage that it is erroneous to equate CGT with symbolic 

interactionism (vide section 4.3.1, below) or as some form of Qualitative Data 

Analysis (QDA). One of the originators of the methodology, namely, Barney Glaser, 

continually stresses that CGT is a method in its own right and that likening it to 

symbolic interactionism is somewhat incorrect; he emphasises that CGT ‘is a general 

inductive method possessed by no discipline or theoretical perspective or data type’ 

(Glaser 2005, p.141). He also stresses that it is unnecessary to search for an 

ontological and epistemological justification for CGT. Indeed, 

“It will take these on from the type of data it uses for a particular research 
FOR THAT RESEARCH ONLY [emphasis added]. GT is simply an inductive 
model for research. It is a paradigm for discovery of what is going on in any 
particular arena…Whether GT takes on the mantle for the moment of pre-
positivist, positivist, post-positivist, postmodernism, naturalism, realism etc, 
will be dependent on its application to the type of data [emphasis added] in 
a specific research [emphasis added].” (Glaser 2005, p.145) 

 

As a result of the above, CGT is not only suitable to carrying out research in nursing, 

from where it originated (see section 4.5, below), but also ‘education, medicine, 

public health, management, organization, accounting [emphasis added], social work, 

business, finance, sociology and social psychology’ (Glaser 2005, p.146). 

 

To sum up, Glaser (2005) favours the paradigm notion suggested by Klee (1997, 

p.135); thus, 

“A paradigm is an achievement that defines practice for a community of 
researchers. It defines practice because the achievement constitutes a 
model to be imitated and further extended. Future research tries to fit itself 
to the same pattern as the original achievement. This definition of practice 
brings in its wake, the seeding of the fundamental principles of the domain, 
the subsequent possibility of extremely precise research, a pedagogical 
tradition that trains succeeding generations in the use of the paradigm, a 
collection of institutions designed to promote the paradigm (professional 
journals, professional associations), a worldview with metaphysical 
consequence.”  
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Hence, through the application of CGT as the chosen research method to analyse 

interview as well as other forms of data to be collected as a result of the research 

process, it is envisaged that a theory will emerge about the substantive area being 

the transition from a historical cost to a fair value model. Such a theory will explain 

how this transition has impacted upon preparers, auditors and users (stockbrokers 

and individual investors) of financial statements amongst public listed companies on 

the Malta Stock Exchange.  

 

4.3.1 – Grounded Theory, symbolic interactionism, ethnomethodology 

and ethnography 
 

Following the tenets of CGT as per Glaser and Strauss (1967) implies a set of 

distinctions when compared to symbolic interactionism, ethnomethodology and 

ethnography. Parker & Roffey (1997) contend that symbolic interactionist methods 

are incorporated into grounded theory; yet, while ‘interactionists regards 

(observation of) human interaction as their basic source of data’ (Denzin 1989, p.5), 

CGT is driven by analysis and may include other data such as interviews with the 

participants themselves, written documents such as annual reports and other 

material – even quantitative data – that relate to the research phenomenon. 

Glaser (2005) discusses at length the misconception that CGT is synonymous with 

symbolic interactionism, forgetting that CGT is a general inductive method, the 

output of which is a theory, that is earned and of emergent relevance. Glaser 

describes this as a ‘takeover’ of CGT by symbolic interactionism because it gives 

researchers an ontological and epistemological perspective which they can rely upon 

– an issue which is attributable to the training in symbolic interactionism that 

Glaser’s co-author Anselm Strauss received from the University of Chicago.  

Unfortunately, qualitative methodology literature is abounding with such an 

assertion. Schreiber and Stern (2001, p.188) conclude that; 

“To achieve this end the researcher necessarily engages in symbolic 
interaction within herself or himself and with the data, with participants and 
with the emerging theory. Thus it is our view that symbolic interactionism is 
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inherent in grounded theory research [emphasis added], whether the 
researcher is aware of it or not. If research is truly grounded theory it 
cannot occur in the absence of symbolic interactionism [emphasis added], 
which is intrinsic to the process. This does not imply that other theoretical 
perspectives – such as feminism, critical theory or hermeneutics – may not 
be incorporated as well, but these other perspectives are superimposed 
onto symbolic interactionism.”  

 

In focusing on the roots of grounded theory, Goulding (2002) discusses the nature of 

symbolic interactionism, claiming it to be the perspective influencing both 

originators of grounded theory.  

 
“Methodologically, the researcher is required to enter the worlds of those 
under study in order to observe the subject’s environment and the 
interactions and interpretations that occur. The researcher engaged in 
symbolic interactions is expected to interpret actions, transcend rich 

description and develop a theory...” (Goulding 2002, p.39). 
 
 

Ethnomethodology can be likened to CGT so far as they both can accommodate an 

understanding in a phenomenological sense as a goal. Rather than focusing on the 

ways in which research participants make sense of the world around them, CGT ‘is 

oriented towards identifying and articulating overarching concepts and their casual 

linkages as explanations of patterned behaviour’ (Parker, Roffey 1997, p. 217). 

Following  the distinction raised by Smith (2003) between methodology and method 

ethnography can be thought of as the research procedures necessary to conduct 

ethnomethodology.  

Ethnomethodology has been defined as ‘a scientific attempt to understand how 

persons construct their own definitions of a situation’ (Denzin 1989, p.55). Indeed, 

Holstein and Gubrium (2005, p.486) highlight that,  

 
“Contrary to the common sociological tendency to ironicize and criticize 
commonsense formulations from the standpoint of ostensibly correct 
sociological views, ethnomethodology [emphasis added] takes members’ 
practical reasoning for what it is – circumstantantially adequate ways of 
interpersonally orienting to and interpreting the world at hand.” 
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However, CGT differs distinctively from ethnomethodology.  Parker and Roffey 

(1997) contend that, CGT is able to incorporate the researcher’s understandings 

whilst attempting to develop explanatory frameworks rather than simply focusing 

extensively on describing participants’ sense-making activities and interactions. In so 

doing ‘the person who applies theory becomes in effect, a generator of theory, and 

in this instance the theory is clearly seen as process: an ever-developing entity’ 

(Glaser, Strauss 1967, p.242). 

 

4.4 – An Overview of Classic Grounded Theory 
 

CGT was developed by two sociologists, namely, Barney Glaser and Anselm Strauss in 

the 1960s. They first described it in their 1967 seminal work, The Discovery of 

Grounded Theory – strategies for qualitative research. The term ‘strategies for 

qualitative research’ is somewhat misleading since CGT is not only concerned with 

such data.  

Indeed, one of the cornerstones of the grounded theory method is the quantitative 

work carried out by Glaser (1964). In that exploratory study of the professional 

careers of organisational scientists, Glaser presented many of the principal tenets of 

the grounded theory method. The study’s objective was ‘to explore for and to 

develop generalised formulations on these careers’. Thus, the research was not 

about testing preconceived theoretical propositions but rather its purpose was to 

build up plausible relations between variables that could ‘guide sociologists of 

science — as well as of occupations, professions, and organisations’. 

CGT is not a method to interpret; but rather it ‘is a general method that can use any 

type of data and...searches for the latent patterns in any type of data about which 

to write a grounded theory [emphasis added]’ (Glaser 2005).  

In essence it is a general induction method which allows the researcher to identify 

the main concern of the participants under review and to explain their latent pattern 

of behaviours when resolving that main concern.  
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The theoretical understanding by the researcher is represented in what Glaser refers 

to as a ‘theoretical code’. A theoretical code implicitly conceptualizes ‘how the 

substantive codes will relate to each other as interrelated, multivariate hypotheses 

in accounting for resolving the main concern’ (Glaser 1998, p.163). Greater 

elaboration about CGT came about with Glaser’s 1978 book, Theoretical Sensitivity, 

in which a possible 18 different coding families are presented. Other possible 

theoretical codes are presented in Doing Grounded Theory in 1998 and The 

Grounded Theory Perspective III: Theoretical Coding in 2005. Glaser (2005, p.59) 

cautions the researcher that the emergence of a theoretical code is necessarily the 

required outcome, but that it would definitely help ‘integrate the substantive codes 

into a theory that has abstract meaning and structure’. 

In terms of Glaser (1998, p.3) ‘grounded theory is the systematic generation of 

theory from data acquired by a rigorous research method’. The application of such a 

rigorous method should culminate into an ‘integrated set of hypotheses which 

account for much of the behaviour seen in a substantive area’. Parker and Roffey 

(1997) describe grounded theory as research which is 

“...directed towards making sense of the data collected and giving them a 
structure, with a view to determining their meaning and significance for the 
actors, the researchers and readers.” 

 

Glaser (1978, p.2) defines Grounded Theory as a ‘systematic generating of theory 

from data, that itself is systematically obtained from social research’. As already 

identified above, unfortunately, various authors – for example, Charmaz (2006) –

have a preconception that Grounded Theory applies only to qualitative data. Indeed, 

Glaser (1978, p.6) emphasises that such a method ‘though uniquely suited to field 

work and qualitative data, can be easily used as a general method of analysis with 

any form of data collection: [emphasis added] survey, experiment, case study.’ This 

is probably due to the immense involvement of Lazarsfeld (1959), a staunch 

quantitative researcher. Referring to other researchers that have adopted Grounded 

Theory within their respective substantive areas, Glaser (1998, p.40) is adamant in 

clarifying that referring to such a method as qualitative is, indeed, incorrect; to him 

Grounded Theory  is ‘a general method to use on any kind of mix of data and is 
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particularly useful with qualitative data’. Glaser (1998, p.43) remarks that Grounded 

Theory ‘was not discovered to foster a qualitative ideology’. 

 

Glaser (1998, p.2) emphasises that within Grounded Theory there is never ‘the most 

important point’ but rather a constant shift of variables as theoretical codes change:  

 

“Fields with high impact dependent variables, variables that deal with 
learning, pain or profit, began looking for a methodology that gave them 
answers that fit, worked, were relevant and easily modifiable to constantly 
changing situations [emphasis added].” 

 

CGT involves the process of data collection, coding and analysing through memoing, 

theoretical sampling and sorting to writing, using what is commonly known as the 

constant comparative method.  The grounded theory process involves data 

collection and data analysis using the constant comparison process when open 

coding and selective coding, with further data collected as necessary (theoretical 

sampling). Memoing occurs throughout the process, which memos are sorted to 

emerge the theoretical code(s) and to facilitate writing up.  

Glaser (1998, p.13) relates the method to a package wherein the researcher starts 

‘from being a “know nothing” to becoming an expert who will later become a 

theorist with a publication and with a theory that accounts for most of the action in a 

substantive area’. Indeed, CGT’s ‘methodological emphasis is on allowing the actors’ 

own interpretations and meanings to emerge with minimal prompting or 

predisposition by the researcher’ (Parker, Roffey 1997, p.219). 

In CGT, the process of data collection, coding and memoing is an iterative process 

which if followed thoroughly, should result not in simple description but in theory. 

Indeed, such an iterative process ‘requires openness to modification of early coding 

as the researcher moves towards substantive theory generation’ (Parker, Roffey 

1997, p.230).  

Indeed, CGT process requires that ‘joint collection, coding and analysis of data...be 

done together as much as possible. They should blur and intertwine continually, 

from the beginning of an investigation to its end’ (Glaser, Strauss 1967, p.43). Such 
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an intertwining process ‘accommodates the interaction between researcher and 

research phenomenon in a manner that differs from positivist or behavioural 

research’ (Parker, Roffey 1997, p.219). For Glaser and Strauss, the end result should 

be that of providing a theory that ‘will fit and work’ (Glaser, Strauss 1967, p.3) after 

engaging in an initial systematic method of theory development from data.  

CGT necessitates the identification of a main concern and its resolution. This main 

concern ‘is something that must be discovered over the course of data collection and 

analysis’ (Cone, Artinian 2009, p.42). Through further comparative analysis of the 

code ‘Market Characteristics’ for both CFOs and Auditors, the main concern of ‘non-

understandability by individual investors’ evolved. However, this main concern 

necessitated conducting fresh interviews with stockbrokers and regulators, viewing 

both listed entities’ as well as stockbrokers’ websites as well as observing what goes 

on during a couple of AGMs. Gathering such fresh data assisted the researcher to 

visualise what goes on throughout the financial reporting process, from their 

preparation and review right through their eventual approval at an AGM by the 

individual investors. 

Glaser (1998, p.17) identifies four essential issues to justify the research outcome, 

namely: 

(i) Does the theory work to explain relevant behaviour in the substantive 

area of the research? 

(ii) Does it have relevance to the people in the substantive field? 

(iii) Does the theory fit the substantive area? 

(iv) Is it readily modifiable as new data emerge? 

 

If the theory holds up to these four criteria, and if the researcher has been 

sufficiently rigorous, then those, who might use the research results or feel 

conceptually empowered by the theory, will see that in the outcome of use, as their 

perceptions of a substantive area change. 

Whilst acknowledging that one of the originators considers recording interviews as a 

waste of time (Glaser 1998, p.26), there is the counter claim that trying to take notes 
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whilst the interview is underway may hinder concentration and focus (Ghauri, 

Gronhaug 2005). Within the current thesis, a full transcript has been drawn up for 

each interview carried out in the initial wave. Field notes were taken of subsequent 

interviews with stock-brokers, members of the press and individual investors. 

Grounded Theory is uniquely suited towards the task of discovering ‘the basic core 

category (which is usually, but not necessarily, a basic social process)’. Or better still 

‘the core category shows the continual multivariate processing of what is going on to 

relieve the participants’ main concern [emphasis added]’ (Glaser 1998, p.36). 

 

4.4.1 – Grounded Theory Generations 
 

Since 1967 there have been quite a plethora of new textbooks dealing with 

grounded theory which have meticulously documented the genesis of the method 

starting off from the original work of Barney Glaser and Anselm Strauss (e.g. Covan 

(2007) and Stern (2007)). Most, however, have diverged away from the Glaser’s 

methodological approach as developed over the 46 years since the 1967 text. Such a 

divergence triggered off a debate between the originators, leaving novice 

researchers, somewhat bewildered as to which methodological strand of Grounded 

Theory to adopt for their own research. The author of this thesis was also affected by 

this debate having, initially, read through Strauss and Corbin (1990) and then coming 

to learn about CGT through attending a number of seminars organised by the 

Grounded Theory Institute22.  

Through this vast array of literature there is an attempt to categorise Glaser and 

Strauss as the first generation of grounded theorists with Morse et al. (2009) being 

classified as the second generation of grounded theorists. According to Birks and 

Mills (2011, p.3) it is this 

“...second generation of grounded theorists who have written about their 
interpretations of Glaser and Strauss’s grounded theory methods and who 

                                                      

22
 http://www.groundedtheory.com/seminars.aspx 
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have in many cases used the original work as a launching pad for their own 
iterations.” 

 
Table 4.2, below, replicates the chronologically ordered list of seminal texts about 

grounded theory which, according to Birks and Mills (2011), stand out through their 

originality and eventual academic influence. Whilst acknowledging that such a list 

was arbitrarily drawn up, the authors utilised the citation rate of each of these works 

as an indication of scholarly opinion.    

Strauss and Corbin’s 1990 text, namely, Basics of qualitative research: Grounded 

theory procedures and techniques, triggered off a debate between the two 

originators of the methodology. Indeed, in 1992, Glaser published a response to that 

text emphasising that Strauss and Corbin’s version ‘cannot produce a grounded 

theory. It produces a forced, preconceived, full conceptual description, which is fine, 

but it is not grounded theory’ (Glaser 1992, p.3). Indeed, Glaser emphasises that ‘the 

whole of grounded theory is based on emergent patterns’ (Glaser 1992, p.85). 

In the previous section, mention was made of identifying a theoretical code which is 

‘the use of advanced abstractions to provide a framework for enhancing the 

explanatory power of a grounded theory’ (Birks, Mills 2011, p.176). Glaser stresses 

that such a theoretical code must be emergent and not forced. In fact, the bone of 

contention between CGT and the Strauss and Corbin version of the method relates 

to this issue of theoretical code.  

Table 4.2 – Seminal grounded theory texts (Birks and Mills 2011, p.3) 
 

Year Author Title 

1967 Glaser and Strauss The discovery of grounded theory 
1978 Glaser Theoretical Sensitivity 
1987 Strauss Qualitative analysis for social sciences 
1990 Strauss and Corbin Basics of qualitative research: Grounded theory procedures and 

techniques 
1992 Glaser Basics of grounded theory analysis 
1994 Strauss and Corbin ‘Grounded theory methodology: An Overview’ in Handbook of 

qualitative research (1
st

 Edition) 
1995 Charmaz ‘Grounded theory’ in Rethinking methods in psychology 
1998 Strauss and Corbin Basics of qualitative research: Grounded theory procedures and 

techniques (2
nd

 Edition) 
2000 Charmaz ‘Grounded theory: Objectivist and constructivist methods’ in 

Handbook of qualitative research (2
nd

 Edition) 
2005 Clarke Situational analysis: Grounded theory after the postmodern 

turn 
2006 Charmaz Constructing grounded theory:  A practical guide through 

qualitative analysis 
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Strauss and Corbin (1990, p.147) suggest ‘that the analysis of process is not just a 

simple description of phases or stages – it requires something more’. According to 

Strauss and Corbin this ‘something more’ is the ‘conditional matrix’ which deals 

partly with the conditions of change and context of change. Glaser stresses that the 

‘conditional matrix’ is just one possible theoretical code and that ‘earned relevance 

of an emergent TC has no chance against such command’ (Glaser 2005, p.89). 

Having opted for CGT as the preferred approach for this thesis, the author too 

experienced this issue of emergence rather than forcing. The conditional matrix is 

not the appropriate theoretical code to ‘weave the fractured story back together 

again’ (Glaser 1978, p.72) in this research. Rather, the strategy family is a more 

appropriate theoretical code since the identified latent patterns of behaviour within 

the financial reporting process do in fact demonstrate that those involved – i.e. 

preparers, auditors and stockbrokers – execute ‘a conscious act to manoeuvre 

people’ (Glaser 1978, p.76). Strategising for Meaning Making is the way preparers, 

auditors and stockbrokers manoeuvre individual Maltese investors as they struggle 

to comprehend the paradigm shift in accounting from historical cost to fair value 

measurement.  

Also, following CGT, ‘the researcher can allow the core code or central concept to 

emerge inferentially from the coding process – reflecting the key issue or problem as 

perceived by the people being observed in the study’ (Parker, Roffey 1997, p.223). 

Indeed, in analysing the transition from historical cost to fair value measurement 

within a Maltese context, the core category which has emerged is the CULTURE OF 

DIVIDEND EXPECTATION as a result of the tension which has evolved between the 

existing regulatory framework for accounting (IFRS) and dividend payouts. The 

resolution of such a conflict is, indeed, the process of MEANING MAKING. 

Apart from this principal litigious issue of emergence rather than forcing, other 

differences between the two methodological approaches have been identified by 

Parker and Roffey (1997) as described in Table 4.3, below.  
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Table 4.3 – A comparison of grounded theory methodology orientations: 
Glaser (1992) vs Strauss & Corbin (1990)   

 

Glaser Strauss and Corbin 

1. Two core questions: 

 what is the chief concern/problem 
people in the area under study? 

 what category does the concern 
indicate? 

1. The research question is a 
statement that identifies the 
phenomenon to be studied 

2. The problem emerges and should not be 
“forced” by the methodology. Categories 
and their properties “emerge” through 
constant comparison of incident to 
incident  

2. Researchers need help with the 
interpretation process: 
procedures and techniques need 
to be spelled out. Subcategories 
are linked to categories that 
denote a set of relationships (i.e. 
causal conditions, 
action/interaction strategies, and 
consequences) 

3. Can be difficult to operationalize  3. Easier to operationalize 
4. Generates concepts and their 

relationships to explain and/or interpret 
variations in behaviour in the substantive 
area under study 

 4. Generates an inductively derived 
theory about a phenomenon 
comprised of interrelated 
concepts 

5. Produces a theoretical formulation or set 
of conceptual hypotheses. Testing is left to 
other researchers interested in such work 

5. Undertakes continual verification 
and testing to determine likely 
validity of concepts and 
relationships between them 

 

Needless to say such an intellectual discussion between the originators of the 

methodology sparked a similar debate amongst Grounded Theory scholars – 

Boychuk, Duchscher and Morgan (2004) and Heath and Cowley (2004) – as to the 

relative merits of each; a debate which is still on-going today. It is noteworthy to 

mention that notwithstanding this intellectual rift between the originators of CGT, 

their personal and professional relationship lasted till Strauss’s death in 1996. 

Moreover, 

 
“grounded theory as a theory generating methodology will remain as a 
potentially important research focus for accounting researchers [emphasis 
added]” (Parker, Roffey 1997, p.223). 

  

More recently, Glaser published a book called Jargonizing GT which ironically enough 

is a grounded theory study of the SAGE Handbook of Grounded Theory (2007). In 

terms of the originator of CGT, the theory  

 
“...was generated by the constant comparative analysis of all 27 
chapters...The Handbook is a treasure trove of excellent data just waiting for 
constant comparative analysis...The analysis took about a year and the 
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emergent core category was “jargonizing GT” which solved the author’s 
main concern of providing a vocabulary for talking about descriptive 
qualitative data analysis (QDA)” (Glaser 2009, p.1). 

 
 
 

4.4.2 – What is and what is not Grounded Theory? 
 

Within this second generation of grounded theorists, there exists a group of 

authors who have contributed over the past 20 years in seeking to clarify 

what grounded theory entails. Becker (1993), for example, acknowledged five 

common pitfalls of grounded theory that a novice researcher should avoid: 

1. Many grounded theory studies are descriptive studies because they 

only answered ‘what is going on there’. In effect, a grounded theory 

study should address the question ‘what is going on there and how’ 

and aim to conceptualise the relationships among the concepts and 

categories generated. 

 

2. In grounded theory sampling is an ongoing process of data analysis 

and collection unlike selective sampling wherein the researcher knows 

beforehand who and where to collect data from.  Adherence to such a 

process ensures that an emergent theory will evolve rather than being 

predetermined as in scientific research.  

 

Such is the case scenario of the current thesis wherein the author, 

initially, interviewed CFOs and auditors. Apart from going back to the 

CFOs and auditors to carry out fresh interviews on the identified main 

concern, being driven by analysis the researcher subsequently 

inerviewed also individual investors and stockbrokers. Fresh data was 

collected from listed entities’ online websites. It was also deemed 

necessary to theoretically sample for another island state economy 

like Malta with similar characteristics; Trinidad & Tobago was selected 

for this comparison. 
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3. In grounded theory, it is useless attempting to define research 

problems at the very outset. Rather, they are progressively discovered 

and focused as the researcher exercises sensitivity and remains open 

to the emerging theory. 

 

Indeed, in the current study the problem of understandability 

amongst individual investors cropped up once the first-hand sorting of 

all theoretical memos was conducted following the analysis of the first 

wave of interview data collected from 11 CFOs and six auditors. In 

exercising sensitivity something more grand transpired than just 

understandability. 

 

4. In grounded theory, the researcher refrains from commencing 

analysis at the conclusion of data collection, but through the 

application of the constant comparative technique, analyses data 

concurrently as data collection progresses. 

 

In terms of this thesis, the interview guide changed as the data 

collection progressed (vide Appendices 1-3) to address the main 

concern of understandability and its resolution. Being driven by 

analysis produced what Glaser emphasises tremendously – 

emergence rather than forcing. Indeed, the core category of CULTURE 

of DIVDEND EXPECTATION emerged through further data collection 

and data analysis. 

 

5. Computer software is not sufficient to assist the researcher in 

identifying core categories and variables. Grounded theory 

necessitates the researcher becomes a creative instrument by 

questioning continuously and reasoning with the ultimate aim of 

making sense of the connections between the established categories. 

 

Throughout, the current thesis no computer software was made use 

of; rather it has been a manual process throughout. In terms of Glaser 
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(2001, p.226) ‘it is especially unfortunate when computer programs 

are used for sorting in place of the researcher doing it by hand with 

memos and memo bits’. 

 

Following Becker’s analysis, Wilson & Hutchinson (1996) typified six common 

methodological mistakes of grounded theory: 

1. A few studies claiming to have generated a grounded theory ended up 

‘muddling qualitative methods’ because the outcome is either a highly 

rich descriptive study with unanalysed data or a typology generated 

from qualitative data. 

 

2. The ‘generational erosion’ between Glaser and Strauss, unfortunately, 

undermines the original canons for doing grounded theory research. 

 

3. As a direct consequence of ‘premature closure’, a few researchers 

failed to raise to a further conceptual level the interviewees’ 

descriptive data, ending up with a purely descriptive study. 

 

4. Utilisation of the ‘overly generic’ term “discovered”, resulted in some 

studies that claimed to be grounded theory research to end up 

instead being very general rather than situational-specific. The theory 

generated, thus, is neither a formal one nor one that can be 

acknowledged as contributing theoretic knowledge within a 

substantive area. 

 

5. ‘Importing concepts’ or rather failure to shelve any preconceptions or 

previous readings impedes researchers from applying “theoretical 

sensitivity” which entails the ‘ability to conceptualize and organize, 

make abstract connections, visualize and think multivariately’ (Glaser, 

Holton 2004, p.11) 
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6. ‘Methodological transgression’ refers to when some researchers 

failed to follow any version of grounded theory yet they claimed to 

have undertaken a grounded theory study. Instead, taking a 

positivistic stance to research they employed a large survey 

questionnaire or an open-ended question, combined with a pre-

existing theoretical framework as a mode of analysis. 

 

More recently, Suddaby (2006) underscored seven misconceptions in 

grounded theory study on the following grounds, [author’s emphasis added]: 

 

1. Grounded theory is not an excuse to ignore the literature. In terms 

of the author it is misleading for the researcher to refrain from 

reading through existing empirical knowledge coupled with prior 

experience. 

 

7. Nevertheless, it is important to emphasise that in terms of CGT, a 

researcher attempting ‘to undertake an extensive review of literature 

before the emergence of a core category violates the basic premise of 

grounded theory – that being, the theory emerges from the data not 

from extant theory’ (Glaser, Holton 2004, p.12). However, ‘an open 

mind does not mean an empty head’ (Seidel, Kelle 1995, p.56). In the 

context of the current study, no literature review was conducted at 

the outset but given the extensive reading the researcher carried out 

about FVM, it did transpire that the researcher did not have an ‘empty 

head’. However, the researcher had to work hard to abstain from 

being an accountant and switch to being a researcher so as to identify 

the latent pattern of behaviour within the chosen substantive area: 

i.e. the shift in the accounting paradigm in Malta – an island state 

economy. 

 

2. Grounded theory is not presentation of raw data. Whilst retaining 

some sympathy with the tenets of phenomenology, researchers ‘using 
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grounded theory are less focused on subjective experiences of 

individual actors per se and are instead more attentive to how such 

subjective experiences can be abstracted into theoretical statements 

about causal relations between actors’. 

 

3. Grounded theory is not theory testing, content analysis or word 

counts. It is considered to be a wrongdoing by those researchers who 

use interpretive methods to analyse ‘realist’ assumptions and refer to 

such research as grounded theory. Content analysis is one possible 

avenue for data collection in the grounded theory process with word 

counting being a subset of it.  

 

Indeed, within this thesis the researcher engaged in carrying out a 

detailed content analysis of Maltese listed entities’ annual reports to 

gauge the extent to which FVM impacts the Maltese scenario (vide 

Appendix 4). 

 

4. Grounded theory is not simply routine application of formulaic 

technique to data. Grounded theory is an iterative process requiring 

the researcher to be creative and in so doing being prepared to the 

emergent.   

 

5. Grounded theory is not perfect. Methodological gaps exist between 

CGT and grounded theory practitioners. Researchers should be aware 

that ‘there ought to be a healthy tension between pure 

methodologists and practitioners’.  

 

6. Grounded theory is not easy. Unfortunately, there is a misconception 

that the method is easy, and, consequentially, many are encouraged 

to “have a go” without any previous experience or mentoring in the 

method. It is pertinent that researchers, primarily, account for their 

positions in the research process, and that they also acknowledge that 
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there are direct relationships ‘between the researcher and empirical 

site and the quality of the research produced’. 

 

7. Grounded theory is not an excuse for the absence of a methodology. 

It is imperative that the researcher describes the methodology 

employed transparently enough so as to bolster readers’ following 

whilst assessing reasonably how the data was used to generate the 

main concepts. 

 

4.5 – Grounded Theory and Accounting 
 

The two extremes on the research continuum mentioned in section 4.2.1, above are 

referred to by Laughlin (Laughlin 1995, p.85) in establishing key changes/continuities 

in both theoretical as well as methodological thought. In proposing “middle-range” 

thinking the article raises ‘the important point that undertaking any empirical study 

of accounting is adopting a perspective on theory, methodology and change’ 

(Laughlin 1995, p.85). Each of these is explained in terms of the framework 

established by Burrell and Morgan (1979).  

Although Laughlin’s contribution does not specifically mention grounded theory, the 

call for ‘critique of status quo and need for change’ (Laughlin 1995, p.68) provides a 

possible answer to the deficiencies associated with the hypothetico-deductivism 

approach to accounting research which is cut -off from ‘the lived experiences of the 

empirical realm’ (Chua 1986, p.584).  

Following Laughlin’s contribution there has since been a significant increase in the 

use of grounded theory ‘as the preferred qualitative approach in accounting field 

study environments’ (Smith 2003, p.139). Moreover, as argued by Parker and Roffey 

(1997), further use of grounded theory in accounting is considered indispensable in 

informing the methodological debate triggered off by Laughlin’s analysis and his 

proposed classification schema. 
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It can, however, be noted that as a consequence of the divergences that evolved 

between the originators of CGT, confusion has emerged over the meanings 

attributable to the terms involved and their implications for procedural acceptance. 

Even though most published papers claim to have used the Strauss and Corbin 

version, Gurd (2008) suggests that in applying grounded theory to accounting, 

procedural problems have arisen. Failure to follow the correct process has fuelled 

positivists into criticising grounded theory research, 

 

“...on the basis of a lack of external validity, a factor which has contributed 
to a restriction in the number of journal editors to whom grounded theory 
approaches are acceptable.” (Smith 2011, p.141). 

 

The paper by Covaleski and Dirsmith (1983) that suggests budgeting as a negotiation 

tool rather than a controlling means is thought to be the first accounting- related 

study to apply the CGT method. Taking into consideration that CGT originated in the 

nursing field (Artinian, Giske et al. 2009) it stands to reason that such a method is 

predominantly used in research papers dealing with this subject matter. It is 

noteworthy to point out, however, that such nursing papers started appearing post 

Glaser’s publication of Theoretical Sensitivity in 1978 coupled with the publication of 

clarifying articles by students of the originators of CGT, (Stern 1980). So, 

notwithstanding the fact that CGT has been used in sociology research for the past 

40 years ‘it is relatively new in accounting research’ (Kirk, van Staden 2001, p.175). 

Potentially, researchers attempting to use the method face a number of barriers; 

notably, the lack of mentors who are themselves conversant with the method, 

resistance to the method, or ‘perhaps misunderstanding of the opportunities and 

constraints involved’ (Kirk, van Staden 2001, p.177). 

 

Mathews and Perera (1996) consider that accounting shapes the environment as 

well as being shaped by it. Hopwood (1990, p.8) emphasises that, 

 

“...accounting is not an autonomous phenomenon; other social, political and 
economic factors are now being seen as being able to provide bases for 
accounting change, often playing a significant role in influencing the course 
of its transformation”.  
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Covaleski and Dirsmith (1986, p.200) also cite Hopwood (1990) in describing the 
roles of accounting: 
 
 

“The roles of accounting are still defined externally to the practices of the 
craft. Possibly, because of the distancing of inquiry from practice, only the 
reflective rather than the constitutive tendencies of accounting have been 
emphasised in the accounts that we now have of accounting change.” 

 

According to Parker and Roffey (1997) only four papers appear in the accounting 

literature which utilise some form of grounded theory; these are, namely, the works 

of Covaleski and Dirsmith (1983, 1986, 1990) and Czarniawska-Jorges (1988). It must 

be emphasised that all of these studies fall within the remit of management 

accounting rather than financial accounting. Such a claim, indeed, confirms that in 

the past there has been a ‘bias against grounded theory’ (Hopper, Powell 1985, 

p.455).  

Recently, Gurd (2008) produced a table of research articles which have used CGT or a 

re-modelled version of grounded theory. Yet again, most of the papers identified in 

that list address management accounting issues; indeed, out of the selected 24 

papers only five can be attributed to the realm of financial accounting; namely, these 

are Gibbins, Richardson et al. (1990), Barker (1998), Baxter and Birkett (1998), Hines, 

McBride et al. (2001) and Holland (2005). Using the same headings as Gurd (2008), 

Table 4.4 extracts the list of research articles which can be attributable to the realm 

of financial accounting. 

Reviewing the first column, it is easily evident that there seems to be a pattern 

whereby earlier studies referred to the seminal paper by Glaser and Strauss (1967) 

whereas recent studies are more based on Strauss and Corbin (1990) and authors 

classified as the second generation of grounded theory. As argued by Gurd (2008), 

‘the more functionalist approach of Strauss and Corbin (1990) probably fits more 

comfortably with accounting researchers’. That is, accounting researchers tend to 

feel more comfortable with a prescriptive approach.  The study by Holland (2005) 

represents a re-modelled version of CGT which claims that, 
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“American pragmatism and, in particular, sociology’s symbolic interactionist 
school of thought constitute the disciplinary traditions that helped to inform 
grounded theory. Symbolic interactionism can best be understood as a 
working through of the pragmatist world view” (Locke 2001, p.20) 

 

Table 4.4 – An analysis of a sample of grounded theory research in financial accounting 

 Grounded 
Theory 
Approach 

Explanation 
of coding and 
theory 
building 
process 

Iterative process 
of data collection 
and analysis 

Theoretical 
sampling 

Comparative 
analysis 

Gibbins, 

Richardson et al. 

(1990) 

Glaser and 

Strauss 

No No No No 

Barker (1998) Glaser and 

Strauss 

None Not stated Not stated Not stated 

Baxter and Birkett 

(1998) 

Strauss (1987) Yes No  No Not stated 

Hines, McBride et 

al. (2001) 

Strauss and 

Corbin 

Yes Not clear, 

although by 

inference no 

No  Yes 

Holland (2005) Locke Yes Yes Yes Yes 

 

Section 4.3.1, above, explains the counter-claim as to why symbolic interactionism is 

not equivalent to CGT. The next section will review each of the studies listed in Table 

4.4, above. 

 

4.5.1 – Grounded Theory and financial accounting 
 

The paper published by Gibbins, Richardson et al. (1990) attempts to explain and 

predict corporate financial disclosures using an empirically derived structure.  As 

depicted in Table 4.4, the authors claim to have based their research on CGT 

(specifically, Glaser (1967) and Glaser (1978)); yet, on page 122, they remark that, 

 
“An inductive theory is said to be “grounded” when it is developed based on 
field research explicitly designed to sample for the variability in a 
phenomenon”  
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It is questionable whether, under CGT, a researcher can actually explicitly design the 

field research. Using CGT entails an approach of remaining ‘open to the emergent’ 

and being prepared to be driven by analysis. Consequentially, a researcher can never 

design a sample prior to commencing the research but rather employ ‘theoretical 

sampling’ depending on where the analysis develops.  

In describing their method of grounded theory, the authors do claim that it is ‘a new 

approach’ (page 123). Furthermore, when describing their method of analysis, the 

authors do admit that the procedures employed ‘represent a mixture of analytical 

induction and grounded theory methods appropriate to the data and research 

question’.  Similar to deductive research, the authors also identify dependent and 

independent variables.  

While not attempting to test hypotheses using grounded theory, there is still an 

element of what Baker, Wuest et al. (1992) refer to ‘method slurring’, wherein, 

interpretive methods are used to analyse “realist” assumptions. According to 

Goulding (2002, p.163), 

 

“...this is when the researcher claims to have used grounded theory, but has, 
for example, conducted the research using a phenomenological framework. 
It also pertains to cases where the canons of quantitative method are 
modified and applied to interview or textual data, and where the outcome is 
a study described in positivist terms such as random sampling, reliability, 
validity statistics, and independent and dependent variables.” 

 

Such an unfortunate situation can be best explained because accounting researchers 

unlike their counterparts in the nursing field, have learnt grounded theory from a 

book or worse still a chapter in a book. Therefore, ‘...with no reference from which 

to work, (accounting researchers) decided to manipulate the data in any old way and 

name it grounded theory’ (Stern 1994, p.213). This explains why the word ‘NO’ 

appears in each of the columns defined by Gurd (2008) in Table 4.4, above.  

In a similar vein is the study by Barker (1998). The author engaged in addressing the 

question as to what benefit a company obtains from voluntary disclosure. A 

perceived major benefit is that greater disclosure implies a lower cost of capital, 
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particularly if the aim of the listed entity is to maximize its share price. The evidence 

gathered strongly supports this assumption. Methodologically, even though the 

author claims to have applied CGT, in essence it is not based of Glaser and Strauss 

(1967). 

Notwithstanding the fact that the Barker study used an inductive approach, the 

author entered the field with a pre-determined model and, using a ranking scale of 

items went out and interviewed fund managers and others. As emphasised by one of 

the originators of CGT, by doing so 

“...the researcher will become imbued with speculative, non-scientifically 
related interpretations and connections that find their way into the 
grounded theory, which are not relevant or work. Grounded theory provides 
its own emergent interpretations as part of it. There is no need of 
speculation.” (Glaser 1998, p.67). 

 

Several quantitative studies have attempted to test for a link between the level of 

disclosure and the cost of equity, using data from different countries. Most of these 

studies ‘find a negative relation between the cost of equity and the level of 

disclosure, but there are doubts about whether this evidence shows that more 

disclosure causes the equity to be lower’. Taking an interpretive approach to 

research, there is less evidence on whether investors or company executives 

consider that disclosure does in fact reduce the cost of equity.  

In stark contrast to the Barker paper, Holland (2005) demonstrates genuine 

engagement with the tenets of grounded theory. Taking the City of London financial 

centre as the substantive area of research, the author developed a grounded theory 

of disclosure, dealing mainly with large FTSE 100 companies. The study evolved into 

a model of corporate public, private and secrecy disclosure choices, wherein 

disclosure was via benchmarks and a corporate ‘story’, and companies continuously 

interacted with the markets. This led to cumulative corporate learning, which in turn 

changed disclosure policies and behaviour. The author discusses how a grounded 

theory approach was used to process the data gathered, generating a grounded 

theory of disclosure, thereafter. Indeed, the author, fully discusses the research 

method, purposeful sampling and processing of the data. Interviews were carried 
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out with managers in 25 UK companies engaged with the listed entity during the 

period August 2000 to November 2000.  

The paper by Baxter and Birkett (1998) addresses the question as to how individual 

accounting practitioners are casting aside the image of bean counter and responding 

to more onerous positional expectations such as that of ‘action hero’ (Tully 1995). In 

particular the authors’ research delves into how one such individual in a major 

Australian retailing organisation became its CFO. In defining the research 

methodology to address three pre-defined research questions the authors declare 

utilising ethnography as their research method. In addressing these three questions 

three accounts are developed, one for each question. 

Ethnography refers to studies that ‘are based on observational work in particular 

settings’ (Silverman 2005, p.49). However, as remarked by the authors, 

contextualising the organisational participants’ emic accounts is not the end of the 

story – the issue of analysis remains. Indeed, on page 7, they inform the reader that 

 

“To guide the process of analysis in this exploratory situation, a form of 
“grounded theory” has been used (Strauss, 1987). Grounded theory 
generates a number of connected concepts (a ‘theory’) that are induced 
from (or ‘grounded’ in) the field experiences. Strauss advocates the use of 
three levels of concepts in such an analysis, each involving increasing levels 
of abstraction and generality. They are “in vivo categories”; “sociological 
constructs” and “core concepts” (Strauss, 1987, ch.1). These are used in this 
research.” 

 

As explained in section 4.3.1, above, it is somewhat erroneous to equate 

ethnography with CGT. Rather than trusting in emergence, it seems that the core 

category was forced by the integration of the in vivo categories and the sociological 

constructs (Gurd 2008, p.129). 

The study carried out by Hines, McBride et al. (2001) dealt with an aspect of 

accounting regulation in the UK, namely, the Financial Reporting Review Panel 

(FRRP), a subsidiary of the Financial Reporting Council (FRC). The authors claim on 

page 54, that, 
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“Both the FRC and the FRRP itself have made strong public claims about its 
operations and their effort on the quality of UK financial reporting” 
 

Taking the FRRP as the substantive area, the objective of the study was to consider 

such claims so as to investigate how the panel achieves its aims in relation to 

individual cases. Rather than trying to identify whether a problem exists and viewing 

how that problem is resolved, the authors are somewhat pre-conceived in 

establishing that ‘the FRRP is an organisation operating in an environment where 

institutional theory provides insights’. Indeed, their literature review is oriented 

around institutional theory. Moreover, in the abstract the authors specifically 

mention that ‘the analysis draws out themes related to the investigation...’, while in 

the methods section they explicitly state that ‘...this method of taking the ideas of 

grounded theory as a structuring device was employed’.  

Use of thematic analysis is one possible way of analysing qualitative data. 

Unfortunately, this is a classic example of lumping CGT with other QDA methods, 

preventing CGT ‘from standing alone as a transcending general research 

methodology’ (Glaser, Holton 2004, p.5).  

 

4.6 – The Research Process  
 

In terms of the research continuum as discussed in 4.2.1, above, it was deemed 

appropriate to take a qualitative rather than a quantitative approach given the 

limited number of public listed companies on the MSE. It is evident from 

quantitative studies carried out such as Brüggemann, Hitz et al. (2013) and 

Jermakowicz and Gornik-Tomaszewski (2006) that small jurisdictions are excluded 

from their research. Such exclusion is understandable when one considers that in 

carrying out a quantitative study, the use of a survey questionnaire necessitates the 

estimation of a sample that scientifically represents the whole population. In the 

case scenario of an island state economy such as Malta, the whole population of 

listed entities amounts to 21 and, then, again only 11 have evidenced the transition 
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from an HCA to a FVM model. Hence, a phenomenological or naturalistic approach 

was deemed to be more appropriate for this research study. 

 

Having decided upon the philosophical stance to research, on the suggestion of the 

researcher’s tutor, Grounded Theory was chosen as the research method to be 

adopted for this study. The journey of discovery also entailed fathoming that the 

two originators of Grounded Theory had an intellectual rift with CGT becoming 

attributable to Barney Glaser whilst the other being referred to as Strauss and 

Corbin. The basic difference between the two lies in the former going for 

emergence rather than forcing. Indeed, the current study opted for CGT with the 

emerging theory being that of STRATEGISING FOR MEANING MAKING as will be 

explained in detail in the next chapter. 

 

4.6.1 – Why Classical Grounded Theory? 
 
Lye (1996, p.6-7) lists five possible scenarios to which grounded theory is particularly 

applicable, [author’s emphasis added], namely: 

1. Where there is comparatively little known about a phenomenon and reality 

is multi-faceted – Glaser (1978), Glaser and Strauss (1967), Strauss and 

Corbin (1990). Here the researcher must be open to discover what is going on 

through the perceptions of the participants in the world being investigated. 

2. Where there is no prior theory to explain what has happened or when 

existing theories fail to explain a particular set of circumstances – LoBiondo-

Wood & Haber (1994). 

3. Where the process of change is being investigated – Strauss & Corbin (1990)  

4. To understand basic social programmes behind a phenomenon about which 

little is known – Glaser (1978). In other words, the grounded theory method 

is a suitable approach where it is necessary to go behind the scenes to 

explain the development of the phenomenon. 

5. Grounded theory is a useful approach for understanding the impact of new 

ideologies – Chenitz (1986). 
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All of the above five scenarios have one thing in common – that of applying 

grounded theory to new and developing fields. Thus, analysing the impact of the 

transition from an historical cost to a fair value model within an island -state 

economy such as, Malta, is an area ideally suited to research using grounded theory.  

Fair value measurement is a new phenomenon and so applying  CGT as a research 

method can help discover the impact such a shift in the accounting paradigm has had 

on those involved in the financial reporting process. Hence, preparers of the financial 

statements, auditors who review those financial statements and users, namely, 

(stock-brokers), who provide advice to existing and potential investors;  with the 

latter group of users being asked to approve such financial statements and any 

proposed dividends at an AGM. 

 

4.6.2 – Tussling with CGT 
 
Notwithstanding the fact that no literature review was conducted at the outset it 

did transpire that the researcher did not have an ‘empty head’ given the extensive 

reading the researcher carried out about FVM. The direct consequence of this was 

that the initial set of questions posed to CFOs and Auditors were more biased 

towards the author’s reading, rather than attempting to identify what is of concern 

to the chosen participants with the paradigm shift. Such a situation was nothing less 

than ‘getting trapped by the concentration site’ (O’Reilly, Paper et al. 2012, p.257). 

Indeed, the researcher had to work hard to abstain from being an accountant and 

switch to being a researcher so as to identify the latent pattern of behaviour within 

the chosen substantive area: i.e. the shift in the accounting paradigm in Malta – an 

island state economy. Moreover, the frame of mind had not yet assimilated that the 

thrust of CGT is that the research is driven by analysis.  

Initially, a set of 17 interviews were conducted, 11 CFOs and 6 auditors. Whilst 

acknowledging that one of the originators considers recording interviews as a waste 

of time (Glaser 1998, p.26), there is the counter claim that trying to take notes whilst 

the interview is underway may hinder concentration and focus (Ghauri, Gronhaug 

2005). Within the current thesis, a full transcript has been drawn up for each 
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interview carried out in this initial wave. Field notes were taken of subsequent 

interviews with stock-brokers, members of the press and individual investors. 

CGT necessitates the identification of a main concern and its resolution. This main 

concern ‘is something that must be discovered over the course of data collection and 

analysis’ (Cone, Artinian 2009, p.42). The iterative process of constantly comparing 

incident to incident in the interview data generates a set of open codes. In the 

process three questions have to be addressed (Glaser 1978, p.57), namely,  

 

1. What is this data a study of? 

2. What category does this incident indicate? and 

3. What is actually happening in the data? 

 

The initial open coding process generated a set of codes which can be classified as 

being either technical or psychological. Through further comparative analysis of the 

code ‘Market Characteristics’ for both CFOs and Auditors (vide Chapter 5, below), the 

main concern of ‘non-understandability’ by individual investors’ evolved.  This main 

concern necessitated conducting fresh interviews with individual investors (through 

a set of focus groups), members of the press, stockbrokers and regulators, viewing 

both listed entities’ as well as stockbrokers’ websites as well as observing what goes 

on during a couple of AGMs. Gathering such fresh data assisted the researcher to 

visualise what goes on throughout the financial reporting process, from their 

preparation and review right through their eventual approval at an AGM by the 

individual investors. It is also noteworthy to point out that the interview guide 

changed as well as the data collection progressed (vide Appendices 1-3).  

 

Matters fell into place whilst attending AGMs. There the researcher realised that 

both CFOs and Auditors know what to expect at the end of the financial reporting 

process. Indeed, both of them are present at the AGM to answer any questions 

individual investors may put forward with regards to the disclosures in the financial 

statements prior to exercising their vote for approval or otherwise. 
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In exercising sensitivity something more grand transpired than just understandability. 

As data analysis progressed from all the sources identified above it became evident 

that it is possible to raise the data analysis to a further conceptual level. Being driven 

by analysis produced what Glaser emphasises tremendously – emergence rather than 

forcing. Indeed, the core category of CULTURE of DIVDEND EXPECTATION emerged 

through further data collection and data analysis. 

 

On the recommendation of the CGT mentors it was also deemed necessary to 

theoretically sample for another island state economy like Malta with similar 

characteristics. One possibility was to look at Cyprus given it is also geographically 

situated in the Mediterranean and was also a British colony. However, because of its 

unsettled political situation, the researcher opted to look at another archipelago of 

islands, namely, Trinidad & Tobago. Here data collection involved interviewing a 

senior partner engaged with Ernst & Young, one of the big four audit firms apart from 

relevant online sources.  

 

Throughout, the current thesis no computer software was made use of; rather it has 

been a manual process throughout. In terms of Glaser (2001, p.226) ‘it is especially 

unfortunate when computer programs are used for sorting in place of the researcher 

doing it by hand with memos and memo bits’. 

 

4.6.3 – Limitations  
 
As the research study draws to a conclusion, it is fitting to reflect on the work carried 

out as a whole. In doing so any improvements which could have been made were the 

project to be revisited, are identified. Such an exercise necessitates a researcher to 

be critical of the chosen research approach and the findings produced, thereof. As 

the study progressed through its different stages, a number of limiting factors came 

to light, many of which were beyond the control of the author. These limitations can 

be grouped under three headings: 
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(a) Data collection delay; 

(b) Dearth of academic literature; and 

(c) Time constraints. 
 

4.6.3.1 – Data collection delay  

 
The data collection for this study commenced three years after the initial registration 

had elapsed. As a part-time registered student, the author was unable to attend for 

the normal full semester research methods course. The circumstances dictated that 

the author had to wait for the University’s management school to organise a specific 

course for part-time students. Hence, data collection commenced after the author 

had successfully completed a six-week intensive research methods course. However, 

the real motivation to go out into the field and gather some data was triggered off 

through registering for a seminar organised by the Grounded Theory Institute, held 

in Manchester in November 2008. Originally registration was lodged as an observer 

but, eventually, one of the seminar’s organisers suggested upgrading registration to 

that of a troubleshootee. Such an upgrade entailed taking the plunge by gathering 

some data and taking that same data over to Manchester to be discussed at the 

seminar.  It was through that seminar that an important feature of CGT came to 

light; namely, to go out into the field as soon as possible to see what is going on in 

the chosen substantive area. Exponents of qualitative research methodology are 

currently emphasising that it is highly advisable to start data collection as early as 

possible, leaving ample time to analyse it (Silverman 2011). 

 

4.6.3.2 – Dearth of academic literature  

 
There was a dearth of academic literature addressing the change in the accounting 

paradigm amongst island state economies such as Malta.  

 

Extensive studies exist about the pros and cons of pursuing further fair value as a 

measurement base in financial statements, (e.g. Penman (2007) and Rayman (2006)) 

or about the pros and cons of IFRSs for investors (e.g. Ball (2006)). In recent years 

debates have been triggered about whether accounting and in particular FVM was 
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the cause of the 2008 financial crisis, (e.g. Laux and Leuz (2009) and Enria, Di Capiello 

et al. (2004)).  

 

This is not such a surprise since the original intention of IFRSs was for multinational 

companies having cross-border listings. However, as argued in Chapter 2, above, 

attention has to be given to the intricacies of small jurisdictions such as Malta which, 

as prophesised by Schipper (2005), have a lack of markets, unlike the US.  

Brüggemann, Hitz et al. (2013) note that the extant literature has excluded countries 

with only a few public firms, quoting DeFond, Hu et al. (2011) and Landsman, 

Maydew et al. (2012) as examples. Indeed, both these example studies mentioned 

exclude Malta from their analysis. 

 

This lack of prior research on how the shift in the accounting paradigm affected an 

island state economy meant that there was a restricted reference frame to support 

this study. 

 

4.6.3.3 – Time constraints 

 
Over and above the issues raised under 7.3.1, above, as a part-time doctoral student 

the author was constrained with juggling around with his lecturing commitments and 

fulfilling his role as a father to a family of four children. Moreover, being allowed to 

travel to the UK for only 21 nights a year deprived the author of this thesis the 

opportunity of interacting with the other PhD students at Southampton. Such a 

shortcoming deprived the author much of the overall PhD experience. 

 

Ethical considerations are considered onerous amongst researchers in the business 

discipline – something better left to medical research given that most atrocities 

where committed in the medical field during World War II. However, ‘such attitudes 

display an ignorance of the fundamental objectives of ethical guidelines and the 

benefits that they can convey to all concerned’ (Smith 2011, p.93). 

Considering that semi-structured interviews were utilised to gather data for this 

thesis, Kvale (1996, p.112) defines three ethical guidelines for human research, 
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namely; informed consent, clarifying confidentiality and identifying consequences, 

[emphasis added]. 

1. Informed consent entails delineating to prospective informants the purpose 

for undertaking the research, any risks and benefits associated with such 

participation as well as the use and possible publication of research results. 

Finally, informed consent also entails obtaining their agreement to 

participate. 

2. Confidentiality refers to the researcher refraining from attributing comments 

to interviewees in any documents or verbal examination. This is closely linked 

with anonymity which necessitates that participants’ identity is not disclosed 

outside the research boundaries. 

3. Consequences refer to any possible risks and benefits of interviewees taking 

part in the research project. 

Within the current thesis each and every person selected for an interview was 

presented with a letter of introduction duly signed by the first supervisor – a copy of 

this letter appears under Appendix 5.  Observer status participation at AGMs was 

granted following an exchange of emails with board members of the selected listed 

entities. Notwithstanding the fact that listed companies are in the public domain, 

confidentiality has been respected and nowhere throughout this thesis has any 

participant been specifically attributed to any particular quotation. 

 

 

4.7 – Conclusions 

 
This chapter presented the philosophical underpinnings surrounding this thesis 

emphasising the important issue of trusting in emergence rather than forcing. In 

doing so, the decision to use CGT as the preferred method in analysing all data 

gathered whether through semi-structured interviews or observation, underline that 

as a research method CGT stands in its own right. In essence, the research 

orientation tilted towards the interpretivist paradigm as opposed to statistical data 

analysis or, better still, the research took an inductive rather than a deductive 

approach. Using the discussion of what grounded theory is and is not as a 
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background, reflections about the current study were presented. Such a research 

transparency should ensure that the eventual theory presented ‘works, fit and is 

relevant’ (Glaser 1998, p.17). Having discussed methodological issues, this chapter 

now sets the stage for reporting the primary narrative of the research in Chapter 

Five.
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Chapter Five: Theory and Discussion 
 
 
 
Overview 
 
 
Through the rigorous application of Classical Grounded Theory as described in the 

previous chapter, the core category identified from the empirical research carried out 

is herein presented. The core category identified being the existence of a conflict 

between IFRS and the EXPECTATION OF DIVIDEND DISTRIBUTION culture. Moving 

away from the initial thematic analysis, further data collection and analysis helped to 

identify the study’s original contribution to the body of knowledge. Such a 

contribution refers to the identification of the MEANING MAKING PROCESS as a 

strategy to resolve the main concern of preparers and auditors, i.e. the 

UNDERSTANDABILITY by individual investors, as the shift in the accounting paradigm, 

from HCA to FVM, occurs.  

 

5.1 – The Initial Thematic Analysis  
 

The open coding process carried out on the initial set of interview data generated 

amongst CFOs and Auditors revealed a set of technical as well as psychological issues 

emanating from the paradigm shift in the accounting model. Table 5.1, below, 

presents a list of such codes which in themselves represent a thematic analysis. 

Corporate Governance, Losing Control and Managing Disclosures fall within the 

category of technical issues whilst Apprehension and Unease refer to the category of 

psychological issues. Each of these is elaborated upon in the next sub-sections.  

 

5.1.1 – Corporate governance 
 
The thematic issue of Corporate Governance represents the way in which auditors’ 

concern may be resolved, being the reliability of the fair value measurements 

depicted in the financial statements. Such a concern is at a high where such
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 measurement relate to the application of Level 3 measurements (vide section 3.4.7, 

above), which are more incidental in the local scenario since Malta is characterised 

by non-existent markets. 

Table 5.1 – List of open codes through first wave of interviews 

Open Codes – CFOs Open Codes – Auditors 

Apprehension Apprehension 

Balancing Expectations/ 
Balancing Interests 

Audit Procedure 

Changing Paradigms – Adjusting to Change Consistency 

Complacency  

Corporate Governance Corporate Governance 

Costing Costing 

Deficient Differentiating 

Doubting CPD 

Earnings Management Earnings Management 

FV Impact Politicising 

Globalisation/Globalisation of Accounting 
Standards/Globalisation of the Professions 

Globalisation/Globalisation of Accounting 
Standards/Globalisation of the Professions 

Going Concern One-to-One 

Justifying (FV) Justifying (FV) 

Justifying (HC) Justifying (HC) 

Controlling/Losing Control Controlling/Losing Control 

Managing Disclosures Managing Disclosures 

Managing Unpredictability Pressurising 

Manipulation Manipulation 

Market Characteristics Market Characteristics 

One-to-One Qualifying 

Regulation Regulation 

Specialising Specialising 

Stewardship Taxation 

Time consuming Subjectivity 

Unease Unease 

 
 
 
It is noteworthy to point out that there were incidents related to this code which 

appeared in the data gathered from interviews carried out with the preparers of 

financial statements. Indeed, if auditors have to express an opinion on the truth and 

fairness of the financial statements – the responsibility of which lies with the 

directors – they will have to ensure that any material estimates have been 

scrutinised by the audit committee which is an important element of any Corporate 

Governance structure.  

 

Notwithstanding the financial meltdown in 2008 which has raised concerns in the 

echelons of corporate governance structures, in the local context the ethical 
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behaviour of the members of the audit committee is of even more concern given the 

higher incidence of Level 3 measurements.  

From the data gathered, audit committees have attracted ‘a lot of debate’ when 

discussing the transition from HCA to FVM in the process of comprehending the 

change in paradigm.  Furthermore, ‘it is good that there is a formal way of evaluating 

that investment periodically’ points to the importance of having a robust Corporate 

Governance structure.   

Fair value measurements resulting from Level 3 entail increased subjectivity given 

that they are a result of preparers employing their own models. Level 3 

measurements entail discounting future cash flows to present values so the 

robustness of a listed company’s Corporate Governance structure will revolve 

around the estimated cash flows and the subsequent discount rate applied to those 

cash flows. Reviewing such structures and in particular the operation of the audit 

committee which should be ‘independent from management’ will assist in mitigating 

any potential Manipulation in the financial statements. 

 

5.1.2 – Losing control  
 
The thematic issue of Controlling or rather Losing Control was pinpointed as an IN-

VIVO code as it highlights Maltese CFOs’ concern as a direct consequence of the 

Change in Paradigm, i.e. moving away from an HCA to a FVM based model of 

accounting. It is a practical result of how the transition in accounting is affecting the 

results published by Maltese listed companies. 

Given that the income statement does not only include the arbitraging of prices but 

could possibly also include ‘a vortex of downward valuations’, CFOs only have control 

over the operational results of their relative listed company. However, it could 

possibly be the case that rather than a downturn there is an upward valuation and 

conversely, that upward valuation can be ‘camouflaging the true picture’ – true 

picture being that of an operational loss. 
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There appears to be a conflict on this aspect between CFOs and auditors. The former 

are sceptical of fair value because as described here they are losing control over the 

published results, particularly, if certain Level 1 measurements are recognised in the 

financial statements. In terms of the latter, given that markets in Malta are 

practically non-existent due to the small size of the country, there is a tendency of 

possibly Manipulating the financial results by moving down the fair value hierarchy 

and plugging in Level 3 measurements, i.e. entity based models. 

 

5.1.3 – Managing disclosures  
 
The Change in Paradigm – that is, moving away from an HCA-to a FVM-based model 

of accounting – has necessitated increased disclosures in the extant set of financial 

statements. Due to the fact that markets are non-existent in the context of Malta, an 

island state economy, a certain degree of Unease and Apprehension (vide sections 

5.1.4 and 5.1.5, below) surfaced due to the increased disclosures, particularly, where 

such fair value based measurements emanate from Level 3 within the fair value 

hierarchy. Given that there is significant room for judgement (vide section 3.4.2, 

above), preparers engage in Managing Disclosures after ‘a lot of internal discussion’ 

and eventually having ‘discussions with auditors whereby we (i.e. the preparers) 

agree or disagree on certain aspects of disclosures’. 

Also, given the size of Malta and the size of its stock exchange (vide Chapter 2, 

above), listed companies operating for the local market, argue that since ‘there is so 

much disclosure that probably there is no need for that disclosure’. It is noteworthy 

to point out that with the advent of new IFRSs, in particular IFRS 8 – Operating 

Segments, which per se falls outside the subject matter of this thesis, preparers feel 

that the disclosures that they are required to make available create competitive 

harm in that ‘some disclosures are really sensitive’. However, interestingly enough, 

this issue of competitive harm arose as well in the context of the possibility of 

breaching solvency requirements due to the fair value measurements disclosed in 

the financial statements. Hence, in this particular instance, the listed company in 

question was not ‘too keen to give out this information’. 
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Another argument raised is whether such disclosures reflect a Going Concern or not. 

It is thought that those same measurements are sending the wrong signal to the user 

who may interpret them that the business entity is on the brink of closing down 

rather than intending to continue in business.  

 
 

5.1.4 – Apprehension  
 

The transition from an HCA to a FVM model has turned out to be ‘difficult’ with the 

following properties,  

(i) Stressfulness of the adoption; 

(ii) Coping with the new model, e.g. the subjectivity of Level 3 

measurements; and 

(iii) Grasping the concept. 

Stressfulness of the adoption – prior to gathering the empirical data for this thesis 

there was an initial attempt to identify any possible similarities within the academic 

literature treating the psychology of change and transition, e.g. Nicholson (1990). 

Although, in the process of moving away from HCA to FVM there is similarity of 

giving up one mode of measurement and adopting another, such a body of literature 

treats life transitions such as moving from childhood to adulthood or from being a 

bachelor/spinster to being married. Hence, although for most Maltese preparers 

adopting such a new measurement model proved to be stressful it did not have the 

same effect on them as life cycle transitions would. 

When accepting that accounting is manmade rather than based on uniform 

relationships like the physical sciences (King 2006) it becomes acceptable to visualise 

why coping with the new model is difficult. Within the Maltese context there is a 

greater tendency of coping with the new measurement model given that markets 

are practically non-existent, given its size, and most fair value measurements in the 

financial statements are more Level 3-based; that is, there is increased subjectivity. 
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Moving on to grasping the concept, most of the current CFOs graduated when 

accounting placed more emphasis on the income statement. The change in thought 

of getting the balance sheet right so as to identify what is the net worth of a 

company triggers off the other property within apprehension – grasping. This issue 

of coping highlights the necessity of having a CPD programme to facilitate the better 

comprehension of such a change in paradigm.  

 
 

5.1.5 – Unease 
 

The code of Unease is closely related to that of Apprehension. As preparers had to 

cope, grasp, understand and interpret all the outcomes of the change in paradigm, 

i.e. moving away from an HCA to a FVM based model of accounting, ‘a lot of debates’ 

were triggered, initially, between preparers and audit committees, and subsequently 

between preparers and boards of directors (bearing in mind that board members 

have more business acumen rather than being experts in financial reporting issues) 

in explaining to them what such a change in paradigm entails. In certain instances, 

such debates were also ‘heated’ with fair value measurement disclosures proving to 

be a ‘shock until people get used to the new ideas.’ 

 

As external auditors have the responsibility of expressing an opinion on the truth and 

fairness of those same sets of financial statements, a ‘healthy tension’ is envisaged 

since they have to ensure that the disclosed figures are as far as possible reliable. It 

stands to reason that such ‘debates’ tend to increase as fair value measurements 

move away from observable market data to model-based data, thus increasing the 

possibility of Manipulation/Earnings Management. 

 

5.2 – Identifying the Main Concern 
 

However, presenting a thematic analysis is not equivalent to carrying out a grounded 

theory study. Doing so would relegate the research process to a QDA study. Indeed, 
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it was essential to start sorting out the first set of memos generated for each and 

every code depicted in Table 5.1, above. The process involves the researcher 

selecting a memo from the original pile of memos, constantly comparing it and the 

memo will eventually relate theoretically and substantively to other memos in the 

same pile (Glaser 1998). 

The aftermath of undergoing this process helped to answer the question of what the 

main concern is for both the preparers and auditors combined, rather than their 

individualistic concerns within the chosen substantive area, i.e. the shift in the 

accounting paradigm, namely, from HCA to FVM.  

The issue of Understandability among individual Maltese investors resulted to be the 

main concern for both the CFOs as preparers of a set of financial statements and the 

Auditors, who have to express an opinion on the truth and fairness of those same 

sets of financial statements. Section 2.7.1, above, demonstrates that roughly 25 per 

cent of quoted equities are held by Maltese individuals. Both CFOs and Auditors 

interact with the individual shareholders at the end of the financial reporting 

process, as will be discussed in section 5.3, below. However, it suffices to highlight 

here that in terms of behavioural patterns, both CFOs and Auditors are conscious 

from the initial stages of the financial reporting process, that such individual 

investors lack knowledge competence. 

In essence, CFOs and auditors are: 

(i) aware of the connectedness between profits and dividends for users 

being the Maltese individual investor who are after a ‘constant stream of 

income’; 

(ii) aware of the interdependence of profits and dividends, what users being 

the Maltese individual investor are after; and 

(iii) aware that Maltese individual investors lack knowledge competence in 

understanding what a set of IFRS-based financial statements portray. The 

transition from an HCA to a FVM model has not only highlighted this 

deficiency but has made things worse. 
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Figure 5.1 – Result of the initial memo sorting exercise 

 

Figure 5.1, above, represents diagrammatically the result of the initial memo hand 

sorting exercise. On a macro level, the on-going process of globalisation will, 

definitely, have an impact on an island state economy such as Malta which has its 

own particular market characteristics, hence, the micro level. The central issue is 

that of Understandability and the next section presents how such a main concern is 

resolved. However, the issue of Size in terms of Malta being characterised by non-

existent markets (as predicted by Schipper (2005)) is a specific issue which has 

emerged from the data analysis. Also, both CFOs and Auditors hold that Maltese 

individual shareholders still relate to Income Statement Primacy. On a technical level, 

giving primacy to the income statement means that HCA would suffice for the 

Maltese individual shareholders, who are after the maximum possible distribution of 

dividends. The change in accounting paradigm – i.e. FVM – gives primacy to the 

Statement of Financial Position (more commonly known as the Balance Sheet); the 

intention being that investors, whether individual or institutional identify what is the 

current worth of a listed entity by looking at its statement of financial position.  

 

Although chapters 1 and 2, above, have incorporated a degree of detail to discuss 

both the issues of globalisation and its effect on an island state economy such as 

ISSUES 

MICRO LEVEL 

MACRO LEVEL GOING GLOBAL 

MARKET 
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UNDERSTANDABILITY - 

Malta's stock market is 
characterised by 
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Malta, it suffices to reiterate here the outcomes from the interview data. The issue 

of globalisation has a tremendous effect as Malta makes its way onward not only as 

a full member of the EU but also in its endeavours to create itself as a financial hub 

in the midst of the Mediterranean.  

 
 

5.2.1 – Globalisation  
 
With the significant technological advancements it has become possible to conduct 

business transactions in real time via a personal computer or even a mobile phone. 

Hence, gone are the days when one had to travel on a long way to conclude some 

business deal. Hence, a significant volume of business transactions are carried out on 

a daily business between various countries around the globe. Nowadays, we do not 

speak solely of the national economy but also of the global economy. This on-going 

process has created various economic blocs around the globe such as the European 

Union (EU) and the Association of Southeast Asian Nations (ASEAN). As a full 

member of the European Union, Malta was bound to adhere to various directives so 

as to be on a level playing field with the other major players around the globe in 

creating a single market to compete with them. Such a process of globalisation gave 

rise to the establishment of international financial markets. 

 

Locally listed financial institutions invest excess funds which are not channelled to 

loans and overdraft facilities through these financial markets apart from the 

diversification of banking business into life insurance products. The conduct of such 

business has made such financial institutions prone to whatever happens on these 

financial markets. Indeed ‘...what happens out there does impact us’ 

notwithstanding the fact that Malta is an island state economy. In terms of the 2008 

financial meltdown, Maltese financial institutions where indirectly hit – none of the 

Maltese commercial banks engaged into any sub-prime loan business, but given that 

one particular commercial bank had direct holdings in Lehmann Brothers, immediate 

fair value write-offs had to be disclosed through the income statement. Moreover, 

Maltese private individual investors that have taken up units in individual funds 



Chapter Five – Theory and Discussion 
 

Page 156 
 

wherein they enjoy a ‘one-to-one’ relationship, have suffered from huge losses given 

the fair value write-downs in those same funds.  

 

Understandability is the identified main concern for both CFOs and Auditors, and has 

a general as well as a specific dimension. On a general level, CFOs are very much 

aware, and hold, that Maltese private individual investors lack knowledge 

competence. They refer to such individual shareholders as being ‘unsophisticated’ or 

‘uneducated’ in financial terms. Such is the case that they are unable to distinguish 

between taking up a share in a listed company, purchasing a bond or depositing 

money into a bank account23 – in all cases they refer to the return as ‘interest’ and 

there are serious doubts whether that will change. Indeed ‘...there is quite some way 

that we have to go regarding the education of the local shareholder’. Extrapolating 

this scenario to a more specific level it is doubtful whether Maltese individual 

investors are capable of understanding the technical jargon as per current set of 

IFRSs. Considering that there is an onward march in placing ever more fair value -

based measurements in the financial statements, it has been suggested that such 

disclosures can be ‘misleading’ when one is aware that ‘the level of understanding of 

what is being presented is not that good’. So unless there is a certain degree of 

assurance that the individual investor does have a certain degree of capability in 

reading a fair value-based set of financial statements, it is highly probable that 

‘...they would simply ignore them’ and the publication and presentation of an annual 

report would end up solely fulfilling a statutory requirement.  

 

As a consequence of both the globalisation of economies and financial markets, 

business organisations have either subsidiaries or representative offices in various 

countries around the globe depending also on the nature of their business.  Even 

though there are 21 listed companies on the Malta Stock Exchange, a few of them 

are either subsidiaries of an even larger group, e.g. HSBC (Malta ) plc, or the listed 

                                                      

23
 The author of this thesis has managed to confirm this whilst attending and observing AGMs as part 

of further data gathering and analysis as will be mentioned further on in this chapter.  
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company is itself the holding company of foreign registered business entities, e.g. IHI 

plc.  

 

It is also noteworthy to point out that the accountancy profession has evolved into 

having four big accountancy firms with representative offices around the globe 

forming part of a ‘global network’. Such a development is also present within an 

island state economy such as Malta. Indeed, Maltese listed companies are audited by 

four of the big six: namely, PWC, KPMG, Deloitte and Grant Thornton. The onward 

march by international standard setters for embedding FVM further has created the 

need for specialist advice in either assisting preparers arrive at a fair value or in 

assisting assurance teams fulfil their role in expressing an opinion on the truth and 

fairness of those same fair value measurements disclosed in a set of annual financial 

statements.  

 

5.2.2 – Market characteristics 
 
Market Characteristics was one of the codes identified in the initial data analysis. The 

incidents lodged under this code were then further categorised under three distinct 

headings – namely, Size, Understandability and Income Statement Primacy. 

 

Primarily, Malta is what it is in terms of size. This issue of Malta being small is not 

solely restricted to population and land size but also to the magnitude of its stock 

market. Hence, unlike Luxembourg which geographically would be considered to be 

small as well, Malta is also characterised by a limited stock market. The market is 

‘very thin’ so much so that ‘whether we are talking of 1,000 or 1,500 shareholders, 

there isn’t much liquidity...this is a small market, there is no liquidity, this market is 

stuck, very thin, no depth...’ Hence, it is unconceivable to compare the market forces 

evident in major stock markets with those in the local scenario. There have also been 

instances where a significant change in share price overnight was triggered off by a 

few deals in a day with the odd 1,000 or so shares changing hands. Such incidents 

raise serious doubts if one can consider these limited share exchanges as a ‘market’. 

It also points to the societal value of long-term gratification (vide section 6.4.1.1, 
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below),  whereby, the individual Maltese investor is not after making a capital gain 

but visualises the existing share capital holding as a long-term investment with the 

anticipation of receiving a constant stream of income. As a matter of fact, CFOs have 

identified that local shareholders are more interested in looking ‘at the bottom line’ 

(vide Income Statement Primacy below). 

 

One particular incident, indeed, points to the important issue that markets in Malta 

are practically non-existent – ‘because, fine, you can say market value but you 

cannot always pick up the market value’. So, in the process of attempting to disclose 

fair value measurements in the financial statements an initial setback is that markets 

are few and far between. As highlighted under the codes Managing Disclosure and 

Apprehension, given such a reality, most fair value measurements end up being 

based on entity-generated models: i.e. Level 3 inputs significantly increase auditors’ 

work in expressing an opinion on the truth and fairness of those same sets of 

financial statements. 

 

Matters become more complicated when one considers that, in certain aspects, 

current IFRSs permit different treatments; e.g. a revaluation exercise of owner-

occupied property under IAS16 will appear in the statement of other comprehensive 

income whereas changes in fair values on investment properties as per IAS40 appear 

directly through the income statement alongside operational results. So even though 

the income statement is a performance statement incorporating also changes in fair 

values between one year and the other, given the current understanding capabilities 

of the Maltese ‘investor community’ their perception would be that such gains are 

available for distribution when in actual fact they are unrealised!  

 

Closely related to the above is the significant importance Maltese investors place on 

the Income Statement. Indeed, according to CFOs, they are more interested in ‘the 

bottom line after the dividends...and that’s about it!’; or to hammer it home, 

‘shareholders do not appreciate what fair value measurement is about. What they 

are interested in is the dividends’. 
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Conceptually, there is a significant contradiction, here. The idea behind moving 

towards a fair value- based model of accounting is to get the statement of financial 

position right in such a way that any interested user, particularly existing 

shareholders, is to identify what is the net worth of the listed company under 

review. With such incidents not only is fair value, apparently, useless because the 

local ‘investor community’ is structured in such a way that they relate only to the 

‘bottom line’, hence, dividends; but also since most fair value changes end up 

through the income statement, Maltese shareholders are drawing up the wrong 

conclusion that those fair value gains are available for distribution and any fair value 

losses as operational losses, which is not the case. 

 

 

5.3 – Further Analysis 
 
 

Although Understandability is the main concern for both CFOs and Auditors as 

detailed above, the application of CGT necessitated the further collection and 

analysis of data. In the process of consulting mentors from the Grounded Theory 

Institute, as a researcher there was continuous mention that there might be a higher 

conceptual level to what had been observed thus far. On a CGT technical level this 

encapsulated that as a researcher further theoretically sampling is conducted not 

only amongst those involved within the financial reporting process (vide section 

5.3.1, below) but also in terms of other jurisdictions. The journey of discovery had to 

answer the question whether Understandability is a conceptual category on its own 

or whether it is a subset of an even higher conceptual level.  

 

At this point the notion of theoretical sampling had to be engaged; that is, within the 

iterative process of collecting, coding and analysing data, the researcher ‘decides 

what data to collect next and where to find them, in order to develop his theory as it 

emerges’ (Glaser, Strauss 1967, p.45). Application of theoretical sampling now 

entailed that fresh interviews had to be conducted with those involved in this 

process other than CFOs and Auditors.  
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5.3.1 – The financial reporting process 
 
With the extant Companies Act, 1995 coupled with the current set of listing rules 

issued by the local regulator, namely, the MFSA, a six-stage financial reporting 

process has been identified, as follows: 

 

 Stage 1 – Compilation of the financial statements according to IFRS as 

adopted by the EU, by the CFO on behalf of the Board of Directors. 

 Stage 2 – Audit engagement and review process on behalf of the 

shareholders. 

 Stage 3 – Company Announcement of the listed entity’s results for the 

previous reporting period, in terms of the Listing Rules to the market. 

 Stage 4 – Publication of financial statements plus other documentation on 

the listed entity’s website as part of the EU’s transparency directive. 

 Stage 5 – Presentation of financial results to intermediaries and the press. 

 Stage 6 – Submission of resolutions for the approval of the financial 

statements to the AGM. 

 

In terms of Stages 1 and 2, interviews had already been conducted with repeat 

interviews to delve deeper into the main concern raised. With regards to Stages 3 

and 5, interviews with a few stockbrokers, who were registered members of the MSE, 

had already been conducted as well. Eventually, individual shareholders selected at 

random and organised in focus groups were also interviewed to cover Stage 6. To 

support such data-gathering the author also attended for a number of AGMs to 

observe the behaviour of individual investors. Moreover, observations of the listed 

entities’ investor relations website were carried out in respect of Stage 4, because as 

Glaser (2001, p.145) reminds us, ‘all is data’.   

 

5.3.2 – Theoretical sampling within the local scenario  
 
Based on the above, it is clear that the research became driven by analysis, with the 

consequential effect of the researcher interviewing stock-brokers, members of the 

press, as well and individual investors apart from browsing through the investor 
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relations sub-section of the listed entities’ website. Since, there is always the 

possibility that Maltese individual investors seek advice from licenced stockbrokers 

due to their low knowledge competence; the licenced stockbrokers would definitely 

elucidate particular issues emerging from the latest published results. Although not 

delving into technical accounting issues, members of the press are also influential in 

what they present during the day’s news bulletin. Conceptualising further, then, 

CFOs and Auditors can be referred to as INFORMERS whilst stockbrokers and 

members of the press can be considered as INFLUENCERS within the financial 

reporting process with the set of Maltese individual investors being acknowledged as 

USERS, particularly, in the context of dividend declaration. This categorisation is 

depicted in the Figure 5.2, below. 

 

In terms of USERS, the initial data analysis established that Maltese individual 

investors are characterised with a property of low knowledge competence, and 

within that low level they take it for granted that an income statement contains 

solely the arbitraging of prices. The data suggests that they do not recognise let 

alone understand that there is a change in the accounting paradigm entailing 

changes in values being disclosed in an IFRS-generated income statement. 

 

5.3.2.1 – Stockbrokers/Press Members as INDUCERS 

 
As members of the Malta Stock Exchange, stockbrokers receive a set of the listed 

entity’s financial statements as approved by the board (vide section 5.4, below). A 

few of such members Sift through the accounts and publish over their own websites 

a synopsis of the listed entity’s results. A content analysis of such websites 

demonstrates that the analysts give Primacy to the Income Statement, thereby, 

giving greater emphasis to Dividends, as evidenced in Figure 5.2, below. It is 

necessary that the listed entity informs the market what its dividend policy is in its 

company announcement. Attempts at veiling bad news about dividends would not 

be well received by the stock market.  
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Figure 5.2 – INFORMERS/INDUCERS/USERS Categorisation 

     

Eventually, stockbrokers are also invited alongside members of the press for a 

briefing by the listed entity wherein stockbrokers can ask for further clarifications. 

Members of the press emphasised that such company announcements tend to get 

interesting when stockbrokers are present; given their high to average level of 

knowledge competence they tend to ask more thought-provoking questions. 

Stockbrokers as financial intermediaries are sought after by a few individual 

investors who are asking ‘a general question…is the company good? Is it good for me 

to invest?’ Through such a pattern of behaviour stockbrokers can be categorised as 

INDUCERS.  

 

Members of the press do also contend that ‘shareholders expect a dividend’. Press 

members interpret the low volumes of transactions occurring on the MSE as being 

an indication that Maltese individual investors are not after making a capital gain but 

rather opt for a constant stream of income in the form of a dividend. The Maltese 

individual investor is thought of more as being a typical ‘silent investor’ expecting a 

dividend. Indeed ‘dividends are a must’ according to press members. 
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5.3.2.2 – Individual Investors as USERS 

 
Through a couple of focus groups with investors from one of the listed entities, it 

became evident that most lack basic financial knowledge and take on investments 

blind folded, chasing the highest possible return. They would look at what the 

coupon rate is in the case of bonds even if that investment is ‘unsecured’ or 

‘subordinated’. 

 

In terms of holding shares, it is clear cut that their aim is to receive a constant stream 

of income through dividends, although there were incidents that indicate that such 

investors are unaware that the listed company is not obliged to pay out dividends. 

Moving on to other investment products depends on dividend levels. There is no 

intention of playing the market and shareholding is viewed as a long-term activity 

just in case ‘that rainy day crops up’. The Maltese individual investor goes for a long-

term strategy aiming to earn a constant stream of income in the form of dividends 

‘that make sense’: yet there is also a notion of looking at shareholding as a form of 

savings rather than any possibility of appreciation. This indicates that Maltese 

individual shareholders go for Income Statement Primacy.  

 

Interviewees were very clear in identifying in what way they would consider their 

investment aims being fulfilled through incidents such as ‘when you get a 

lot...money’; ‘when you get a better dividend every year’; ‘when there is a constant 

increase’. Yet again such incidents in the data also reaffirm that the Maltese 

individual investor perceives Income Statement Primacy in a set of financial 

statements, which in essence is in stark contrast to the current shift in the 

accounting paradigm which gives primacy to the statement of financial position. ‘I 

think people are not interested in how much assets, what loan portfolios the bank 

has…shareholders are interested in profits’ – undoubtedly, Income Statement 

Primacy. Even at AGMs, participants indicated that most questions which arise are 

addressed towards the board of directors with respect of dividends, drawing 

comparisons with other listed companies.  
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Figure 5.3 – SFC plc Investor Fact Sheet published by Rizzo Farrugia stockbrokers (June 2012) 
(http://rizzofarrugia.com/security-quotes/equities/c1500e/) 

 

In terms of the annual report they cast a quick glimpse over it, highlighting that they 

would be better off with a ‘simpler’ version that would be ‘more understandable’.  

As things stand, the annual report accommodates the knowledgeable few and is sent 

out just to fulfil a statutory obligation. Incidents such as ‘I do not understand’ refer 

to Understandability issues as well. All corroborate with the indicators in the 

interview data gathered from preparers and auditors; i.e. that of Maltese individual 

investors being characterised by low knowledge competence.  
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Other incidents pointed out to the possibility of publishing the annual report in 

Maltese which might increase their comprehension – use of Semantics. Overall, this 

highlights two factors: 

(i) That registering profits is important; 

(ii) Declaring dividends is even more important; and 

(iii) Anything that hampers registering of profits has to be treated seriously 

and looked into seriously.  

 

Therefore, any new financial reporting requirements having a direct impact on 

reported earnings necessitate further explanation. Such a need arises even more in 

the case of unrealised fair value adjustments. 

 

The annual report is hardly read. ‘I give it a glimpse’. The current annual report is 

deemed to be too long and a shorter version would be welcome. ‘Most of the things 

in that document are incomprehensible to me’, especially where a great deal of 

technical jargon crops up.  

 

Linked to members of the press being categorised as INDUCERS, individual investors 

are keen to observe the financial news reports on the television so as to gain 

knowledge of the current market share price. They are adamant that ‘profits 

regulate everything; the share price is dependent on the profits sustained’. Also, ‘If 

you think well about it, profits is the binding factor…if profits go up, then share 

prices ought to increase as well’. 

 

In his weekly contribution to THE TIMES of Malta, Edward Rizzo remarked on 

October 20th, 2011 that,   

 
“The importance of an attractive income has always been the local investor’s 
primary objective and companies need to understand that in order to attract 
increased attention and participation by the investing public, they have to 
adopt a generous dividend policy [emphasis added]”.  
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Referring in particular to one other listed entity, namely, IHI plc (which for the past 

12 years have never declared any dividends), the same author in a similar 

contribution dated 22nd November, 2012 remarks that ‘shareholders should be 

pleased to note that a cash dividend is expected to be declared’ post the completion 

of a significant financial transaction. 

 

Through such further data collection and analysis, the core category was identified: 

i.e. The Culture of Dividend Distribution. As listed entities have to put up with 

increased Regulation they will have to install new Earnings Distribution Strategies so 

as to conform to the provisions of such legislation. Indeed, such pressures have 

triggered off a conflict between the listed entities which have to follow the 

regulatory framework in maintaining capital and the individual Maltese investor, 

characterised by a low knowledge competence level, expecting a constant stream of 

income in the form of a dividend.  

 

It is envisaged that the situation could be further stumped once private pension 

schemes begin to operate in the local scenario. Currently, Malta operates a 

mandatory earning-related pension scheme to provide old-age pensions. The 

legislative framework for the introduction of complementary funded pension 

schemes has already been established but is not yet functioning. When they do, 

listed entities will have to adhere to IAS 19 – Employee Benefits, which will bring 

about recognition of actuarial gains and losses and other re-measurements of the 

net defined benefit obligation through the statement of other comprehensive 

income. 

 

Figure 5.4, below is a diagrammatical representation of this conflict. As can be noted, 

such a tension gives rise to the matter of explanation which is discussed further in 

section 5.4, below. Eventually, the resolution of such a conflict which shadows itself 

with that of increasing the level of understandability is resolved through the 

engagement of the Meaning Making Process as discussed in section 5.5, below. 
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TENSION 

 

MATTER FOR EXPLANATION 

Figure 5.4 – Tension between the Regulatory Framework and the Culture of Dividend Expectation 

 
 

5.3.3 – Theoretical Sampling within the international scenario  
 
In the process of reviewing other jurisdictions similar to Malta, the researcher’s 

choice fell on to Trinidad & Tobago as discussed in the previous chapter. The analysis 

of the data gathered from interviewing a partner engaged with Ernst & Young 

revealed that: 

 

(i) Trinidad & Tobago – like Malta – inherited the British model of 

accounting. Notwithstanding the move towards IFRS, there is still ‘more 

weight to the income statement’; 

(ii) Consequently, dividends are ‘very important’ for individual investors 

residing in this jurisdiction; and   

(iii) The culture of dividend expectation is evident ‘primarily for listed 

entities’. 
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In November 2003 during the CAIB conference held in Jamaica24, Alok Jain, on behalf 

of PWC, identified eight key questions for CEOs as part of a presentation on 

complying with the demands of IFRS. With respect to dividends, as depicted in Figure 

5.3, below, the PWC representative questions whether CEOs have considered how 

IFRS-based profits impact on dividend policy. It can be inferred that such a question 

means that like Malta, dividends are indeed important for an individual investor 

residing in Trinidad & Tobago. 

 

 

 
Figure 5.5 – Complying with the demands of IFRS (PWC November 2003) 

 

 

 

 

                                                      

24
 

http://www.adoptifrs.org/uploads/Trinidadpercent20andpercent20Tobago/Complyingpercent20withpercent20thepercent20D

emandspercent20ofpercent20IFRS.pdf 
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5.4 – Matter for Explanation 
 
 
The extraction of the core category coupled with the main concern of CFOs and 

Auditors from the previous section, behoves the existence of a Matter for 

Explanation with the following properties: 

(i) the current income statement (IS) contains not only the arbitraging of 

prices but also changes in asset/liability values; and 

(ii) such changes in values can be either realised or unrealised. 

 

 

Table 5.2 – Identifying the Matter for Explanation  

 REALISED UNREALISED 

FV GAIN 
 
 

would occur if asset is sold  
 
No problem here this would occur under 
an HCA model as well 

fair valuing investment properties can create 
substantial amounts appearing in the income 
statement giving the impression that there is 
‘a big cake’ to distribute dividends from, 
when in actual fact there is not. 
 
e.g. IHI plc registered an increase in the fair 
value of its investment properties to the tune 
of €12.064 million and €26.253 million in 
2009 & 2008, respectively. 

FV LOSS 
 
 

impairment testing on an asset e.g. 
investment in a susbsidiary company 
which is facing difficulties 
 
eg in 2009, GO plc had to write off €9 
million whilst  MSI plc had to write off 
€63 million. Both instances represented 
a FV (impairment) loss overshadowing 
positive results. 

fair valuing a listed entity’s trading book 
which could possibly give a bad impression 
about the overall results 
 
e.g. FIMBANK plc, post the 2008 financial 
meltdown they had to disclose a US$8.5 
million loss which was very significant 
compared to the operational results. 

 

 

Table 5.2, above, identifies under which circumstances the Matter for Explanation 

might arise whilst Table 5.3, below, establishes the Need for Explanation in each of 

the circumstances identified.  
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After reviewing the initial interview data gathered and conducting a repeat of 

interviews with seven CFOs and one auditor, identification of when and how this 

explanation process takes place was identified. Indeed, it transpired that there are 

patterns of behaviour that coincide with the financial reporting process which 

commence from when the CFOs engage in preparing a set of financial statements 

followed by the auditors who review them right through when they are presented at 

the AGM for approval by shareholders.  

 

 

Table 5.3 – Identifying the Need for Explanation 

 REALISED UNREALISED 

FV GAIN 
 
 

n/a EXPLANATION is necessary so that individual 
Maltese investors do not run off with the 
idea that such amounts are available for 
distribution 

FV LOSS 
 
 

EXPLANATION is needed especially if 
dividends are not recommended. 
 
GO plc still recommended a dividend 
notwithstanding the write-off of an 
investment in a Greek company which 
turned out to be sour. 
 
Middlesea plc could not distribute any 
dividends for 2009, 2010 and 2011 
since the Companies Act, 1995 does not 
permit any dividend distribution when 
the balance of retained earnings is in a 
negative position. Indeed during the 
2012 AGM, a resolution was put 
forward so as to absorb the retained 
losses by the listed entity’s issued share 
capital. 

EXPLANATION is needed so that users do not 
run into the wrong conclusion that this is a 
REALISED LOSS possibly meaning that there is 
something wrong with the listed entity due to 
the non-payment of dividends.  

 

 

5.5 – The Meaning Making Process  

 

From the previous sections, therefore, the change in the accounting paradigm within 

the Maltese scenario necessitates a Matter for Explanation, engaging a series of 

Meaning Making Mechanisms, so as to resolve the main concern of 

Understandability and in the process also ease the current tension between IFRS and 
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the Expectation of Dividend Distribution culture. Such mechanisms entail a strategy 

as discussed in section 5.6, below.  

 

5.5.1 – FUNNELLING 
 

Rather than having to engage in Explaining, a process of Funnelling away the Matter 

for Explanation is suggested by the CFOs/Auditors. In essence, this is what they 

would like to do, so as to forgo the need of engaging further in the Meaning Making 

Process as the financial reporting process itself progresses. However, given the 

extant regulatory framework, they cannot effectively do so. Moreover, their 

suggested Funnelling techniques reflect the constant awareness of both CFOs and 

Auditors as to what to expect at the very end of the financial reporting process; i.e. 

at the AGM. There the individual Maltese shareholders who lack 

UNDERSTANDABILITY will be present and will ask any form of question they deem fit 

– particularly, questions relating to the distribution of dividends.  

 

The Funnelling techniques suggested constitute technical solutions such as: 

1. Funnelling out all fair value adjustments from the face of the income 
statement and placing them straight into reserves; 

2. Putting more emphasis on the operational results so as to ‘counter-balance 
all the other problems that we are facing; below that line then we are 
showing those effects which have to do because of IFRS’; 

3. Preparing two sets of accounts, one set fair value-based as per IFRS as 
adopted by the EU and the other HC-based for local needs (which as things 
stand goes for Income Statement Primacy); and 

4. Submitting fair value information, solely, by way of disclosure within the 
directors’ report, thereby, relieving the auditors from having to express an 
opinion on a large volume of subjective figures as a result of Inexistent 
Markets and which in essence are unrealised. 
 
 

5.5.2 – SIFTING/JARGONISING 
 
The company announcement referred to in Stage 3 entails the electronic 

dissemination of a listed entity’s results to all members of the MSE, which currently 

amount to 12. A few stockbrokers engage in a process of Sifting through the results, 

building their own analysis, placing a lot of emphasis on the income statement and, 
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in particular, the declaration of dividends. Jargonising through the use of non-GAAP 

measures, such as EBITDA, appears here as well. It is envisaged that thereby, the 

Maltese individual investor will better understand the current financial results which 

may not just contain the arbitraging of prices but changes in fair values as well. 

 

 
5.5.3 – JARGONISING 
 
Any other official publication other than the statutory set of financial statements 

constitutes narrative reporting, which effectively is not bound by any official rules. 

Apart from the narrative reporting within the annual set of accounts, any form of 

company announcements appearing on the listed entity’s website can assist in 

getting the message across to Maltese individual investors. 

 

Indeed, listed entities engage in Jargonising by using such terminology as 

‘normalised operating profit’ or ‘normalised EBITDA’ or ‘the positive operating 

performance of the Group was negatively impacted by the Group’s share of the 

results of…’. 

 

Such a practice of using non-GAAP measures is frequently referred to as the 

application of ‘pro-forma’ numbers which are defined as ‘performance measures 

created and disclosed by managers, which are not calculated in accordance with 

GAAP…’ (Marques 2010, p.119). From the data analysis gathered for this thesis such 

behaviour is more predominant when a negative fair value measurement being 

reported triggers negative consequences for the level of dividends declared. Such a 

notion coincides with the results obtained by Walker and Louvari (2003) in their 

study about the voluntary disclosure determinants with respect to adjusted earnings 

per share by UK listed companies. The authors there conclude that the occurrence of 

GAAP losses induce firms to deflect investor attention by engaging in the practice of 

reporting a non-GAAP measure which is positive. 
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To date no form of empirical evidence similar to Elliott (2006) has been found as to 

what extent Maltese individual investors place reliance on such pro-forma measures. 

Notwithstanding such this lack of literature, it seems evident from the content 

analysis carried out for this thesis that more prominence is given to non-GAAP 

measures rather than to GAAP measures in press releases as well as in the data 

posted on the listed entity’s website. To date, no statutory requirement is in place to 

mitigate this practice such as the side-by-side reconciliation applicable in the US as 

per SEC pronouncements.  

 

In terms of narrative reporting, the Chairman’s Statement of SFC plc makes specific 

reference to the impact of FV measurement on the reporting of results in the 2012 

Annual Report. In the same paragraph, the practice of Jargonising is evident through 

the mention of non-GAAP measures. 

 

“I am pleased to report that during the year under review group turnover 
reached €70.9 million, a record figure for the group, and representing a 5 
per cent increase over last year. Group profit before tax increased by 25 per 
cent from €4.05 million to €5.08 million - also a record figure. This is a 
significant increase, and is mainly due to the absence in this year’s results 
of any fair value losses on investment property [emphasis added], Group 
operating profit for the year was at the same level of last year at €6.39 
million. Earnings before interest, tax, depreciation and amortisation 
[emphasis added] (EBITDA – and representing the cash generated by the 
group) increased from €11.16 million to €11.45 million - an increase of 3 per 
cent over the year.” 

 
 

With regards to company press releases and their eventual appearance on the listed 

company’s website, the following is a clear example of such a pattern of behaviour; 

namely, that of Jargonising.  
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Figure 5.6 - Extract from a press release of GO plc dated 26/03/2013 - A positive year for GO plc
25 

 

5.5.4 – PRE-EMPTING 
 
In certain instances, rather than awaiting questions from stockbrokers during 

company announcements, it is more advisable to pre-empt the stock-brokers so as 

to, immediately, explain the process of what happened and why. Such instances 

include: 

1. The FV adjustment is a material item; and 
2. There is something significantly different from the previous year and 

which stands out (a FV Unrealised Gain or a FV Unrealised Loss). 
 

Within this process of pre-empting, explaining comes to the fore.  

 
 

                                                      

25
 http://www.go.com.mt/Default.aspx?id=233&m=news&pid=210&newsid=968 

In 2012 GO delivered a strong pre-tax profit of €26.5 million which includes a profit of 
€15.1 million attributable to core trading operations.  
 
This is a very significant improvement on last year’s loss of €45.2 million which result 
had been impacted by a substantial charge reflecting write-downs in the value of GO’s 
investment in the Greek company Forthnet S.A.  
 

Cash generation remains healthy as the Group generated €40.0 million from its 
operating activities as against €35.1 million during the comparative year. As at the 
year end the Group enjoyed cash and cash equivalents of €21.9 million, a marked 
increase over the €7.3 million held a year before.  
 
In spite of a challenging economic environment and increased competition, the Group 
retains a strong presence in the local market serving almost 500,000 customer 
connections and experiencing only a marginal decrease in turnover from €131.6 
million in 2011 to €127.2 million in the year under review.  
 
The Group continues to address its cost base and as a result of on-going efforts total 
cost base excluding non-recurring items decreased from €108.8 million in 2011 to 
€104.6 in 2012.  
 
Normalised operating profit for 2012 amounted to €22.2 million as against €23.7 
million in 2011 whilst normalised EBITDA amounted to €51.3 million, as against €51.4 
of the previous year.  
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5.5.5 – BRIEFING 
 
Having pre-empted, a process of briefing can commence on the remainder of the 

results and stock-brokers-as-INDUCERS who are ‘knowledgeable’ have the 

opportunity to ask questions and receive feedback. During such presentations, the 

listed companies provide members of the financial community with an 

‘understanding of what is behind the numbers’. 

Alongside the financial community, the press will also be present and they too can 

help in the Meaning Making Process by ‘talking about something using a language 

that everybody can understand’. Use of Semantics can assist in such a way that 

Maltese individual unsophisticated users are able to fathom the current change in 

the accounting paradigm and its areas of possible misinterpretations. 

 
 

5.5.6 – ELABORATING 
 
The higher the increased complexity and risk inherent within the business conducted 

by the listed company the more the ‘extra duty of care’ to ‘keep the market 

informed and well explained.’ It is envisaged that one would need to go ‘that extra 

mile’ to ensure that stock-brokers are getting the right message. 

All along, preparers are aware that the Maltese individual investor lacks knowledge 

competence. Their interest ‘is in the bottom line’; they are after ‘dividends that 

make sense’ and, hence, it is of the utmost importance to explain any issues which 

might hinder ‘a constant stream of income’. 

Having ‘unbundled the figures’, stock-brokers can explain them to Maltese individual 

investors who lack Knowledge Competence and who seek their advice. Such 

interactions constitute a snowball effect which will help unsophisticated Maltese 

users disseminate a listed company’s results and, hopefully, help them better 

understand the current Accounting Change which permits unrealised gains and 

losses to appear in a set of financial statements. 
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5.5.7 – EXPLAINING/CLARIFYING 
 
During the AGM, shareholders expect the Chairman to Explain and Clarify any issues 

which ‘stand out’ in the financial year’s results. The Maltese unsophisticated user is 

more comfortable to hear explanations in his native tongue. Hence, even though 

there is no Maltese version for certain technical jargon, use of Semantics is 

important for improving the understandability situation of the Maltese individual 

shareholder. The opportunity to pose questions helps in Clarifying any issues which 

need to be further explained, particularly with respect as to why dividends have 

decreased or why none are being declared.  

 

Table 5.4 – Financial Statement Reporting Process 

 

Stage Description Substantive Codes 
1 
 

Compilation of the Financial 
Statements according to IFRS as 
adopted by the EU by the 
CFO/Management on behalf of the 
Board of Directors 

 
 
 
 

FUNNELLING 2 Audit engagement and review 
process on behalf of the 
shareholders 

3 Company Announcement of the 
listed entity’s results for the 
previous reporting period, in terms 
of the Listing Rules to the market 

 
 

SIFTING/JARGONISING 

4 Publication of financial statements 
plus other documentation on the 
listed entity’s website as part of the 
EU’s transparency directive under 
Investor Relations 

 
JARGONISING 

(‘normalised operating profit’) 

5 Presentation of financial results to 
intermediaries and the press 

PRE-EMPTING 
BRIEFING 

ELABORATING 
(‘going the extra mile’) 

6 Submission of resolutions for the 
approval of the financial 
statements to the Annual General 
Meeting for consideration and 
voting by the shareholders 

EXPLAINING 
CLARIFYING 

(use of semantics –  
translating to Maltese) 
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5.6 – Strategising for Meaning Making 
 

The realm of fair value measurement entails that any change in asset/liability values 

flows through the income statement or statement of comprehensive income. Taking 

into account that the individual Maltese investor is more habituated with historical 

cost data and is consequentially more income statement-oriented due to its 

contemporary history (vide section 2.6, above), there is the possibility that such fair 

value measurements might be misinterpreted. For example, a gain arising from the 

FVM of investment properties under IAS 40 might be interpreted as ‘that there is a 

big cake’ from which higher dividends can be distributed. Obviously, given that these 

amounts are unrealised, the Companies Act, 1995 prohibits such distributions. 

 

Although it is not absolutely necessary to identify a Theoretical Code (TC) that 

intertwines the substantive codes listed in Table 5.4, above, it surely helps integrate 

them ‘into a theory that has abstract meaning and structure however manifest or 

latent the TC may be’ (Glaser 2005, p.59). The change in the accounting paradigm 

has caused the issue of understandability by individual shareholders to become more 

explicit. As things progress through the financial reporting process, a theoretical 

code which bests describes the latent patterns of behaviour is that of Strategising for 

Meaning Making.  

 

Strategy is one of the theoretical code families identified by Glaser (1978) and he 

refers to it as having a lot of “grab” for both analysts and readers. Strategy can be 

described as ‘the process used to manage or deal with a situation’ (Cone, Artinian 

2009, p.167). From the analysis carried out on all the data gathered for this thesis, it 

can be concluded that the process of strategising for meaning making throughout 

the financial reporting process does, indeed, resolve the main concern: i.e. that 

Maltese individual shareholders do not draw the wrong conclusion from the set of 

financial statements being submitted for their approval.  
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The use of semantics in explaining further the IFRS figures disclosed occurs at the 

end of the financial reporting stage when the individual shareholders are gathered at 

the AGM. Unfortunately, individual Maltese investors lack knowledge competence as 

to what IFRS- based financial statements portray. Moreover, they are to some extent 

unaware from the intricacies within the world’s financial markets.  

 

Through the statement of comprehensive income, unrealised gains and losses now 

appear alongside the arbitraging of prices of any Maltese listed entity, perplexing 

Maltese individual investors as to what those disclosures represent. Moreover, the 

reporting of FV gains give the impression that ‘there is quite a big cake’ to distribute 

dividends from. Conversely, the reporting of FV losses create a problem of semantics 

as Maltese individual investors (having low knowledge competence) would find it 

difficult to assimilate that a loss can be unrealised. The Maltese equivalent of ‘loss’ – 

‘telf’ – will immediately imply that something negative occurred. Translating the 

word unrealised will just trigger off again the issue of Understandability as they 

become perplexed as to how can a loss be unrealised! This is where the Meaning 

Making Process comes into play. 

 
 

5.7 – Conclusion 
 

This chapter has presented the contribution to knowledge accomplished by this 

thesis. The main concern for both preparers of a set of financial statements and the 

appointed auditors to review those same sets of financial statements and express an 

opinion in the context of listed companies is the lack of Understandability by Maltese 

individual investors. This lack of Understandability has been exacerbated as the shift 

in the accounting paradigm – that is, the shift from HCA to FVM – occurs. However, 

through the rigorous application of Classical Grounded Theory entailing further data 

collection and analysis the core category was identified, as being the existence of a 

conflict between IFRS and the Expectation of Dividend Distribution culture. This 

thesis has identified that both preparers and auditors engage into a Meaning Making 

Process which, as an adopted strategy helps to resolve the main concern of both 
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preparers and auditors.  The next chapter will present the literature review which in 

accordance with the tenets of CGT should relate to the empirical results identified 

from the study. 
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Chapter Six: Literature Review  
 

Overview 

 

The main concern to emerge from the initial analysis of the interview data collected is 

that of UNDERSTANDABILITY. This chapter will, initially, treat this in terms of the 

currently available conceptual frameworks as well as other relevant literature. The 

extended research carried out which promulgated the meaning making process 

further exacerbated the conflict that exists between the adopted financial reporting 

framework, namely, IFRSs, and the core category being the culture of dividend 

distribution. The chapter reviews the literature in terms of the impact IFRS has had on 

dividend distribution. Taking on the notion of culture, the final section of the chapter 

puts Malta’s experience of adopting IFRS into perspective by reviewing the extant 

literature which has over the years tried to identify the possible causes of differences 

in financial reporting.  

 
 

6.1 – Introduction 

 

One of the tenets of Grounded Theory strongly recommends refraining from carrying 

out a literature review before executing the research itself. Indeed, ‘when the 

grounded theory is nearly completed during sorting and writing up, then the 

literature search in the substantive area can be accomplished and woven into the 

theory as more data for constant comparison’ (Glaser 1998, p.67). Such an approach 

gives the researcher more freedom to discover concepts and, thereon, generating 

theory rather than testing or replicating some already established theory. Thus, a 

literature review should commence only after the emerging theory has developed 

sufficiently in such a way that the researcher is ‘firm on his discovery and will not be 

forced or preconceived by pre-empting concepts’ (Glaser 1992, p.32). However, this 

strict dictum applies to related literature which – according to Glaser – will not go 

away. The dictum is relaxed for reading and use of literature in unrelated fields 

because it
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“keeps up the researcher’s continual theoretical sensitivity to 
conceptualization of data and to theoretical codes, which are replete in the 
literature” (Glaser 1992, p.35).  

 

Rather than attempting to identify a gap in the literature and then carry out a study 

to fill in that gap, the researcher enters into the field to determine what the core 

category is and then intertwine the relevant literature accordingly. The substantive 

area of this thesis is the transition from historical cost to fair value within the context 

of an island state economy; namely, Malta. The current thesis is the first attempt in 

identifying how this transition has affected preparers, auditors and users within the 

local context. So, instead of ‘trying to force the findings into a preconceived 

framework’ (Artinian, Giske et al. 2009, p.37), the researcher has to trust in the 

power of emergence. Through the rigorous application of the GT method what the 

researcher discovers is ‘the actual conundrum or challenge facing participants’ 

(Stern, Porr 2011, p.43) rather than what might have been originally intended or 

mentioned in the research proposal. 

 

Within this thesis, such power of emergence has revealed that beyond the technical 

and psychological effects of the transition, a process of meaning making is engaged 

into by preparers and auditors (INFLUENCERS) and stockbrokers (INDUCERS) to assist 

individual investors (USERS) assimilate better the change in paradigm. Through the 

iterative process of data collection and analysis, such a change has created a tension 

between the financial reporting framework and the distribution of earnings. 

Moreover, it has also emphasised that although in theory the on-going process of 

having one global accounting language is proving excellent, due care has to be 

applied to those jurisdictions where IFRS does not fit. Referring to the EU’s IFRS 

adoption, Groenveld (2003, p.268) claims it to be  

 
‘…as if everyone will soon be walking in Chairman Mao suits…but if the suit does not 
fit [emphasis added], it will have to be altered.’  

 

The remainder of this chapter, henceforth,  
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(i) refers to extant conceptual frameworks to review the meaning of 

UNDERSTANDABILITY in financial reporting and its changing perspectives 

in response to the shift in the accounting paradigm; 

(ii) in terms of the core category being the CULTURE OF DIVIDEND 

EXPECTATION, reviews the literature which discusses the impact IFRS 

adoption has had on dividend distribution; and 

(iii) reviews the literature pertaining to the differences in international 

accounting, highlighting through the Malta experience that 

INTERNATIONAL ACCOUNTING is, indeed, not dead. 

 

6.2 – UNDERSTANDABILITY in Financial Reporting 

 

The hand-sorting of memos generated from the data analysis carried out for this 

thesis highlighted that the main concern for both preparers and auditors 

(INFLUENCERS) of a set of financial statements is the lack of UNDERSTANDABILITY by 

the Maltese individual investor (USERS). In other words the Maltese individual 

investor lacks knowledge competence. UNDERSTANDABILITY is considered to be a 

qualitative characteristic of financial reporting, the importance of which has changed 

as the accounting paradigm moved from HCA to FVM. This section will review what 

various accounting thinkers have articulated with regards to this qualitative 

characteristic. Thoughts, which have in some way or another, woven themselves into 

every attempt by a number of privately established accounting standard setting 

bodies in establishing a conceptual framework for financial reporting over the years. 

Hence, in the process of doing so it is essential to review how each and every 

conceptual framework project treated the qualitative characteristic of 

UNDERSTANDABILITY. 

 

6.2.1 – The FASB framework 
 
In the United States of America, the FASB conceptual framework is considered to be 

the first ever attempt by accounting thinkers to identify who are the users of 
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accounting information, define the elements within a set of financial statements and 

discuss the notions of recognition and measurement. It was drawn up by the 

development of a number of Statements of Financial Accounting Concepts (SFACs) 

issued between 1978 and 1985. In May 1980, SFAC 2 was published detailing the 

qualitative characteristics of accounting information. In terms of achieving ‘decision 

usefulness’ the hierarchy depicts UNDERSTANDABILITY as being the key quality for 

accounting information, as per Figure 6.1, below.  

 

 

Figure 6.1 – A hierarchy of accounting qualities as per SFAC 2 

 

It can immediately be appreciated that the hierarchy distinguishes between user-

specific and decision-specific qualities. Information that is useful to one person may 

not be useful to another, even if they confront similar situations, because, for 

example, their capacity for understanding differs. Solomons (1986, p.87) uses the 

analogy of a foreign language to explain this issue further. 
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“Certain information in a given situation conveyed in a foreign language will 
be useful only to a person who understands the language. Knowledge of the 
language is a characteristic of the person receiving the information, not of 
the information itself. Thus, whether the information is understandable or 
not can be judged only by reference to a specific user. In this case, the 
person must understand the foreign language.” 

 

This explains why UNDERSTANDABILITY, without which information cannot be useful, 

is depicted as a user-specific quality in the hierarchy. 

 

The analogy used by Solomons, however, does not preclude the user from acquiring 

knowledge to understand a set of financial statements. On the same page, Solomons 

contends that relevance and reliability are the essential qualities that make financial 

information useful for decision making. While this is relevant to a certain extent, 

however, information will be wasted if it is submitted in a form which cannot be 

understood by the users for whom it was originally intended (Bonham, Curtis. et al. 

2010, p.95). Through paragraph 36, SFAC 1 elaborates on the relationship between 

useful information and UNDERSTANDABILITY as follows, 

 

“…Financial information is a tool and, like most tools, cannot be of much 
direct help to those who are unable or unwilling to use it or who misuse it. 
Its use can be learned [emphasis added], however, and financial reporting 
should provide information that can be used by all – non-professionals as 
well as professionals – who are willing to learn to use it properly. Efforts 
may be needed to increase the understandability of financial information 
[emphasis added]. Cost-benefit considerations may indicate that 
information understood or used by only a few should not be provided. 
Conversely, financial reporting should not exclude relevant information 
merely because it is difficult for some to understand or because some 
investors or creditors choose not to use it”. 

 
The MEANING – MAKING process identified through the data analysis carried out for 

this thesis may be considered as an effort to increase Maltese individual investors’ 

UNDERSTANDABILITY. 
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6.2.2 – The IASB framework 
 
The 1989 conceptual framework published by the IASB’s predecessor, namely, the 

IASC, also establishes UNDERSTANDABILITY as a fundamental qualitative 

characteristic. In terms of paragraph 25,  

 

“An essential quality of the information provided in financial statements is 
that it is readily understandable by users. For this purpose, users are 
assumed to have a reasonable knowledge of business and economic 
activities and accounting and a willingness to study the information with 
reasonable diligence. However, information about complex matters that 
should be included in the financial statements because of its relevance to 
the economic decision-making needs of users should not be excluded merely 
on the grounds that it may be too difficult for certain users to understand”.  

 

The IASB’s conceptual framework planted an essential quality in the above 

paragraph that the ‘information provided in financial statements…is readily 

understandable by users’; however, (Bonham, Curtis. et al. 2010, p.110) remarked 

that this was actually ‘significantly different from financial statements actually being 

understood’. The paragraph establishes the capabilities users of financial reporting 

are required to possess i.e. ‘a reasonable knowledge of business and economic 

activities and accounting and a willingness to study the information with reasonable 

diligence’. Bonham, Curtis et al. (2010) considers this assertion to avoid the problem 

of UNDERSTANDABILITY in two ways. 

 

Primarily, the phrase ‘reasonable knowledge…of accounting’ is very much fluid.  It is 

highly unlikely that this could possibly be interpreted to mean ‘a complete technical 

understanding of all the nuances involved with the intricacies of the many 

accounting rules and regulations’, for example. However, if that was the IASC’s 

intention, then, surely there remains a danger that some of the requirements of 

IFRSs will also be difficult for non-specialist accountants to fathom. 

 

Secondly, the necessary capabilities would probably reduce the ‘allowable’ users to 

an elite set of users such as professional analysts, CFOs, academics, and the odd 

accountancy graduate. There is a stark contrast of such a constituency with the many 
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types of individuals who actually own shares, collectively having their own distinct 

individual capabilities. Considering that the members of such a user group are 

referred to as ‘providers of risk capital’, it becomes apparent that the issue of 

UNDERSTANDABILITY remains considerably vague and cannot comfortably be 

defined away in the manner attempted.  

 
 

6.2.3 – Convergence and the IASB/FASB Conceptual Framework Project 
 

An important element of the on-going convergence process between the IASB and 

the FASB is that of developing an agreed conceptual framework. In September 2010, 

the IASB26 published the final chapters dealing with the objective of financial 

reporting and the qualitative characteristics which make financial information useful. 

In this process, UNDERSTANDABILITY, together with comparability, verifiability and 

timeliness has been relegated to an enhancing qualitative characteristic. In terms of 

paragraph QC30, the converged conceptual framework establishes that information 

is made understandable by classifying, characterising and presenting it clearly and 

concisely. 

 

Similar to previous conceptual frameworks, paragraph QC31 reiterates that some 

economic phenomena may be inherently complex and, thereby, cannot be simplified 

so that they can be better understood. The paragraph explicitly provides that 

 

“Excluding information about those phenomena from financial reports might 
make the information in those financial reports easier to understand. 
However, those reports would be incomplete and therefore potentially 
misleading.” 

 
 

Also, paragraph QC32 refers to financial reports that are prepared for users who 

enjoy a reasonable knowledge of business and economic activities and ‘who review 

and analyse the information diligently’. The change in the accounting paradigm is so 

complex that the same paragraph provides that, sometimes,  

 

                                                      

26
 http://eifrs.ifrs.org/eifrs/bnstandards/en/2012/framework.pdf 
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“…even well-informed and diligent users [emphasis added] may need to 
seek the aid of an adviser to understand information about complex 
economic phenomena”. 

 

The question that arises from the foregoing is whether UNDERSTANDABILITY should 

have any bearing on the change in the accounting paradigm. Hague (2007, p.34) 

contends that the issue of UNDERSTANDABILITY is not central to justifying the use of 

fair value in financial reporting. However,  

 

“A lack of familiarity with fair value techniques and the use of fair value also 
requires some re-education [emphasis added] of many who have not been 
trained previously to prepare and use [emphasis added] such information” 
(Hague 2007, p.44) 

 
 

Hague’s suggestion to re-educate users of fair value-based information is an 

interesting insight in terms of the local scenario. The MEANING – MAKING process 

identified in this thesis could be thought of as one possible way. 

 

In contributing to the debate about the possibility of identifying a single 

measurement objective for financial reporting, Whittington (2007, p.191) offers a 

somewhat different argument to that posed by Hague, above; that is   

 
“…having a single measurement objective which applies across all asset 
classes rests on the benefits of consistency, comparability and 
understandability [emphasis added] rather than upon the idea that a single 
‘correct’ measurement objective will yield a single ‘correct’ value of the 
business as a whole, or of its performance (as in an income statement)”  

 

 
Notwithstanding the above, misconceptions about what fair value gains and 

losses represent, still prevail.  

 

6.2.4 – Accounting thinkers and UNDERSTANDABILITY 
 
Solomons (1989) recommends that standard-setting bodies be guided by the 

qualitative characteristics which will give resonance to the reported information. 

Accordingly, such qualitative characteristics will distinguish ‘good accounting’ from 

‘bad accounting’. However, given that accounting is a man-made construct there 

exists the misfortune that, in choosing among alternative accounting policies, such 
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qualitative characteristics do not always clearly point in the same direction.  

Solomons (1989) identifies three reasons why this might be the case: namely,  

 

(i) not everyone attaches the same relative weight to each of the different 

qualities that information must have if it is to be useful; 

(ii) a gain in one desirable quality may sometimes be obtainable only at the 

expense of another with consequential disagreement as to whether that 

trade-off is worthwhile; and 

(iii) the cost that the change will incur for preparers and users of financial 

reports.  

 

Solomons (1989, p.29) remarks that ‘no question is more central to the task of 

accounting standard setting than the choice of accounting model to be used for 

general purpose financial reporting’. In terms of the shift in the accounting paradigm 

from HCA to FVM, such a remark may be considered prophetic in nature when taking 

into consideration as well item (ii), above (vide section 6.2.3, above).  

 

There seems to be a general consensus amongst the conceptual frameworks 

discussed above that financial reporting by listed entities should be clear to users 

who are reasonably knowledgeable about the form and content of financial 

reporting by such listed entities. Rosenfield (2006, p.86), however, considers it to be 

‘insufficient for users to believe they understand…information they don’t understand 

is double-talk and useless to them, regardless of whether it’s relevant to their 

financial decisions…’. Once again, the question which arises is whether individual 

investors with low knowledge competence can be educated or not so as to increase 

their understanding of a set of financial statements that is being submitted to them. 

Chambers (1966, p.171n) contends that the extant accounting literature is inundated 

with assertions that the public should be educated as to what accounting terms and 

statements mean. He is, however, sceptical that  

 
“…even if the attempt were made, it is improbable that common sense 
usages and understandings could be unsettled…conventional accounting 
contemplates a privileged class of people who know what the accounts 
mean, and under-privileged class of people who, by virtue of common usage 
and understanding, believe them to be something else; yet it is the latter 
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class – investors and other financial supporters – which the published 
accounts are intended to inform”  

 
 
Rosenfield (2006, p.94) tends to agree with this assertion that any attempt to 

educate the general investor public is ‘unsuccessful, because financial statements as 

currently presented are in concept not understandable except as to the procedures 

used to derive them’. Embedding fair value measurement further into a set of 

financial statements has added the degree of complexity, thereby, reducing their 

UNDERSTANDABILITY. 

 

Rutherford (2000) argues that if users cannot perceive the significance of 

information they will not be able to use it appropriately, and he affirms that 

UNDERSTANDABILITY can be distinguished from relevance. If a person is hungry but 

his diet dictates that he can only consume certain food, although he will be unable to 

understand a menu in a foreign language, it remains relevant because of its intrinsic 

qualities: the person in question can use it by, for example, calling in an expert (a 

translator) to assist him in taking decisions. As a qualitative characteristic 

UNDERSTANDABILITY is dependent on two variables; on one hand there are the 

characteristics of the information itself i.e. the way items are aggregated, classified 

and presented and on the other hand, it is dependent on the capabilities of the 

users.  

 

The level of accounting aptitude which should be implicit among users of a set of 

financial statements is considered to be a crucial one when designing those same 

statements. SFAC 1 of the FASB’s conceptual framework establishes that ‘financial 

reporting should provide information that is useful to present and potential investors 

and creditors and other users…’ On a similar wavelength the then IASC’s 1989 

framework refers to a set of external users that would be interested in a set of 

general purpose financial statements. That list of external users identifies existing 

and potential investors as the first group of users. Rutherford (2000, p.47) refers to 

such users as having, 

 

“…a wide range of abilities, varying from the very limited skills of rank 
amateurs, with a small sum to invest and little time to carry out their 
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investigations, to sophisticated investors and trained and experienced 
financial analysts, professionally employed to provide investment advice to 
institutions and wealthy individuals.” 

 
 

At one extreme of the continuum, the ‘amateur’ or those having a low knowledge 

competence, will perhaps be unable to cope with the degree of complexity and 

large-scale disclosures such as that generated by FVM, which users at the other end 

might be interested in receiving. The individual investors which possess low 

knowledge competence may find fair value-based financial statements unhelpful 

because ‘they simply cannot find their way round the reports, confused as they are 

by the volume of information, the complexity of its structure, the difficulty of the 

language needed to describe the disclosures…’(Rutherford 2000, p.47) 

 

Rutherford (2000) suggests that a possible way of overcoming this problem is to 

structure financial statements in such a way as to communicate the ‘basic’ or 

historical cost information that can be understood by low knowledge competence 

users separately from other, more sophisticated material: indeed, a separate report 

might be issued for such users. In terms of the meaning-making process, the initial 

pattern of behaviour is, indeed, that of funnelling away all forms of FVM which 

represent the MATTER for EXPLANATION from within a set of financial statements. 

Such a solution might overcome the problem of potential confusion and ‘information 

overload’ for users who have a low knowledge competence, but could, perhaps 

generate a second, more serious, problem where capital markets are strong. The 

low-knowledge competence users would be trading in the same market as more 

sophisticated investors with the former having less information on which to base 

their decisions. Under these circumstances they would arguably be at a disadvantage 

and would find themselves always receiving the worst part of the deal. One possible 

solution to this problem would be to issue only that information which those with 

low-knowledge competence can understand. However, Rutherford (2000, p.48) 

argues that by so doing, two other problems are likely to emerge:  

 

(i) users having a high knowledge competency are being denied information 

they need, so that share prices are being set on the basis of information that  
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is being withheld from that which the market as a whole can handle and are 

thus, arguably, incorrect; and  

(ii) the sorts of disclosures that can be required within the kind of framework 

that can be understood by low–knowledge competence users will themselves 

be restricted, so that preparers may be able to hide information that would 

otherwise be useful to all users. 

 

Effectively, where financing is heavily dependent on capital markets, the solution is 

not that clear cut. Investors having low knowledge competence ‘should perhaps, be 

warned that they may need to rely on expert advice or find other forms of 

investment’ (Rutherford 2000, p.48).  

 
 

6.3 – The Distribution of Profits  
 
 

The apparent conflict between IFRS as the prescribed financial reporting framework 

in Malta and the CULTURE OF DIVIDEND EXPECTATION (vide Chapter 5, above) 

further exacerbates the issue of UNDERSTANDABILITY as discussed above. The extant 

literature incorporates research on the impact of IFRS over the distribution of profits 

both prior to implementation as well as post implementation. Such literature relates 

to the economic consequences of adopting IFRS (Brüggemann, Hitz et al. 2013). 

 

The core category – being the CULTURE OF DIVIDEND EXPECTATION – confirms that 

Maltese individual investors expect to reap regular monetary benefits in the form of 

dividends from any profitable listed entity. It is established business practice that a 

listed entity may need to retain some or most of its earnings to enable future 

investments. In practice, board directors strive to achieve the right balance by 

applying the earnings for a particular year in such a way as to ensure the continuing 

success of the listed entity while at the same time rewarding the members for their 

investment in that same listed entity (Muscat 2007, p.749). 
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Although, dividend pay-outs are at the sole discretion of the board of directors, yet 

‘there is a substantial body of law that controls when boards may (sometimes must) 

declare dividends’ (Easterbrook 1984, p.650). Such body of law is discussed in section 

6.3.2, below. The initial discussion will, however, review finance theory. 

 

6.3.1 – Dividend distribution within Finance Theory 
 

Dividend distribution and the importance of financial accounting data in its 

determination are well acknowledged in scholarship. The theory developed by 

Jensen and Meckling (1976, p.306) helps explain, amongst other issues, ‘why 

accounting reports would be provided voluntarily to creditors and stockholders, and 

why independent auditors would be engaged by management to testify to the 

accuracy and correctness of such reports’ whilst Watts (1977, p.72) endeavours to 

outline a basic structure of a theory of financial statements, thereby, highlighting 

that their content is ‘…the equilibrium outcome of individuals maximizing their own 

self-interests’.  

 

The formal association between reported earnings and dividends is espoused in the 

seminal work of Lintner (1956). Carrying out a detailed investigation on 28 selected 

well–known listed companies out of 600, Lintner identified a partial adjustment 

model. Considering the year when this seminal work was initiated, that is when 

financial reporting was more HCA–inclined, it is interesting to note that the author 

affirms management to be conservative and making every effort to avoid erratic 

changes in dividend rates. Such efforts gave rise to the development of reasonably 

consistent behavioural patterns in terms of dividend decisions.  

 

“This policy of progressive, continuing “partial adaptation” tends to stabilize 
dividend distributions and provides a consistency in the pattern of dividend 
action which helps to minimize adverse stockholder reactions. At the same 
time it enables management to live more comfortably with its unavoidable 
uncertainties regarding future developments – and this is generally true 
even during at least a considerable part of most cyclical declines, since the 
failure of dividends to reflect increasing earnings fully and promptly during 
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the preceding upswing leaves more cushion in the cash flow position as 
earnings start to decline” (Lintner 1956, p.100) 

 
 

The empirical dividend literature is summarised by DeAngelo, DeAngelo et al. (2009); 

they document that listed entities have a potent preference for avoiding dividend 

cuts, and are consequently, hesitant to pay out dividends from earnings components 

which are considered to be temporary. Instead, listed entities considered to be 

dividend-paying report more tenacious earnings (Skinner, Soltes 2011), and dividend 

increases are found to be repetitive in the future (Nissim, Ziv 2001) and a 

consistently higher cash flow level (Guay, Harford 2000).  

 

The theoretical foundation relating to dividend pay outs is still a matter of an on-

going debate. According to the other seminal finance paper, that by Modigliani and 

Miller (1958), dividends are considered to be irrelevant in an ‘ideal’ world – ideal 

meaning that investors act on the basis of rational behaviour. However, agency 

theory claims that value can be lost when funds are allowed in the hands of 

managers or shareholders have a controlling interest. Jensen (1986), for example, 

suggests that free cash flow – that is; cash flow in excess of that required to fund all 

projects that have positive net present values when discounted at the relevant cost 

of capital – involve agency costs.  

 

“Conflicts of interest between shareholders and managers over payout 
policies are especially severe when the organization generates substantial 
free cash flow. The problem is how to motivate managers to disgorge the 
cash rather than investing it at below the cost of capital or wasting it on 
organization inefficiencies”. (Jensen 1986, p.323) 

 

 
Returning free cash flow to shareholders by way of dividends is considered to be a 

way of mitigating agency costs. There is support for this argument; for example, 

DeAngelo, DeAngelo and Stulz (2006) by looking at US non-financial and non-utility 

listed companies over the period 1973 -2002, indicate that profitable ones with 

higher retained earnings face large agency issues, whilst also demonstrating that 

such firms disburse more cash.  
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In terms of the corporate governance literature, the role of dividends has been 

studied as a possible way of extenuating agency costs in the context of distinct legal 

structures (vide section 2.4, above) by looking at the impact of the level of investor 

protection on dividend policy. La Porta, Lopez-de-Silanes  et al. (2000) discover that 

higher dividends are paid out by listed entities operating in countries offering better 

protection for minority shareholders. Pinkowitz, Stulz et al. (2006) find that the 

relationship between the value assigned to a listed entity’s cash holdings is weaker in 

low investor protection countries, whereas the relationship between the listed entity 

value and dividends is stronger. This implies that investors in low protection 

countries value less cash in the hands of corporate insiders, and dividends more 

(Goncharov, Van Triest 2012). 

 

Overall, Fama and French (2001) find that listed entities with low-profit/high-growth 

characteristics tend to retain profits while listed entities that demonstrate current 

high-profitability and low-growth characteristics tend to pay dividends.  

 
 

6.3.2 – Dividend distribution under Maltese company law 
 

Any legal discussion about the distribution of dividends brings to the fore the rules 

applicable on capital maintenance. The Maltese Companies Act, 1995 is modelled on 

the UK Companies Act, 1985 and, consequently, the same capital maintenance rules 

apply here as well. Essentially there are four fundamental rules in the Companies Act 

which constitute the capital maintenance doctrine, (Muscat 2007, p.701): 

 

(i) that a company may not purchase its own shares or redeem its 

preference shares except under the strict conditions laid down by law; 

(ii) that a company may not give any kind of financial assistance for the 

acquisition of its own shares except in the particular circumstances set 

out in the law; 

(iii) that dividends may only be paid from the distributable profits of the 

company [emphasis added]; and 
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(iv) that, as a rule, a reduction of share capital can only be effected subject to 

certain strict conditions.  

 

Item (iii), above, is central to the core category identified within this thesis. The 

question which logically arises is what, therefore, constitutes distributable profits? 

Profits available for distribution are defined in terms of section 192(3), as a listed 

entity’s 

 

“…accumulated, realised profits [emphasis added], so far as not previously 
utilised by distribution or capitalisation, less its accumulated, realised losses, 
so far as not previously written off in a reduction or reorganisation of issued 
share capital duly made”. 

 

 
Section 207(3) furthermore defines that such profits and losses comprise both 

revenue and capital profits and losses. The net result of these rules is that, subject to 

the qualification defined in respect of listed entities, as detailed below, a company’s 

distributable profits are based on its total accumulated earnings less its total 

accumulated losses, plus or minus the net balance of its accumulated profits and 

losses on the disposal of its fixed assets. 

 

Only realised profits and losses can be taken into account when calculating profits 

available for distribution. The Companies Act gives no precise definition of realised 

and unrealised profits and losses. The financial reporting framework applicable in 

Malta has already been discussed in section 2.6.3, above. It, however, suffices to 

reiterate here that a listed entity’s financial statements must give a true and fair view 

of the company’s assets, liabilities, financial position and profit or loss and that the 

accounts must comply with “generally accepted accounting principles and practice”.  

 

The rule that restricts profits available for distribution to the balance of realised 

profits and losses does not only mean that unrealised profits cannot be distributed, 

but also that they cannot be used to write off realised losses and so augment the 

balance of realised profits. Unlike private companies, listed entities should take into 

account any unrealised losses in computing realised profits (Muscat 2007, p.751). 
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Apart from the restrictions imposed on all companies in relation to distributions, 

section 193(1)(a) subjects a listed entity to further restrictions in that it must not 

make a distribution if, after the distribution, the amount of its net assets becomes 

less than the summation of its called-up issued share capital and its undistributable 

reserves. This measure of solvency was imposed as a result of the European 

Economic Community (EEC) Second Directive, which the UK had to adopt as a full 

member in 1980. This measure of solvency, eventually, also found itself into Maltese 

Company law as described earlier on.  

 

Section 193 (3) prescribes what constitutes undistributable reserves, namely: 

 

(a) the share premium account; 

(b) the capital redemption reserve; 

(c) the excess of the company’s accumulated unrealised profits (so far as not 

already capitalised) over the company’s accumulated unrealised losses (so far 

as not previously written off by a reduction or reorganisation of capital);and 

(d) any other reserve which the company is prohibited from distributing by any 

legislation or by its memorandum or articles of association. 

 

6.3.3 – Dividend distribution and IFRS 
 

Unlike the UK which conducted a major review and consolidation exercise that led to 

the enactment of the UK Companies Act 2006, with implementation taking place 

during 2007 and 2008 (Muscat 2007, p.7), no such exercise has been carried out in 

the local context since 1995. Since then, FVM has found itself embedded into the 

official pronouncements published by the IASB as well as by its predecessor, the 

IASC. Considering that fair value profits comprise not only realised profits but also 

unrealised changes in values of assets and liabilities (Rayman 2006, pp.68-69), 

anomalies may arise as to what may be considered distributable or not; not just from 

a legal point of view but also from a user perspective as is the case scenario in Malta. 

Chan, S.S et al. (2001, p.3589) argue that,  
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“The convergence to IFRS by countries may have an impact on the payment 
of dividend and thus, it may be necessary for the countries that have 
converged or planned to converge to the IFRS to revise their respective 
dividend rule” 

 
 

The notion that a set of financial statements must comply with ‘generally accepted 

accounting principles and practice’ is derived from paragraph 90 of the Eighth 

Schedule to the EC Fourth Directive on company accounts27. At the time of 

enactment, the approved standards did not recognise revaluation gains as part of 

income. The standards have since changed with FVM becoming more significant in 

financial reporting. In terms of the UK adopting IFRS as of 1st January, 2005 it became 

apparent that some standards recognise ‘the appreciation in the fair value of a 

company’s assets as ‘realised profits’ and thus, technically, these gains may be 

distributable to the shareholders’ (Chan, S.S. et al. 2001, p.3591). 

 

Jermakowicz and Gornik-Tomaszewski (2006) carried out research about  IFRS 

conversion in large public companies located in Western Europe explicitly 

mentioning  that such research does not include the then 10 new EU member states 

or candidate countries ‘because of economics and the profession being in transition 

in these countries’. Hence, such research presumably excludes Malta because of its 

small economy. Through their quantitative research the authors discovered that 

most respondents disagreed with the proposition that they would have to change 

their dividend policy as an effect of IFRS adoption. The authors attribute this result to 

the fact that dividend policies are based on individual accounts not consolidated 

ones, with only 33 per cent of their respondents preparing such individual accounts 

on IFRS. In terms of the local scenario, local Maltese companies use IFRS as well for 

the preparation of the individual financial statements.  

 

Chan, S.S et al. (2001, p.3593) argue that as more jurisdictions converge their 

national standards to IFRS ‘which are shifting to a fair value based regime, not 

amending the dividend rule will encourage distribution of unrealised profits which is 

                                                      

27
 http://europa.eu/legislation_summaries/internal_market/businesses/company_law/l26009_en.htm 
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detrimental to the company’s creditors’.  The authors review some IFRSs which may 

have an impact on divisible profits such as IAS40 – Investment Properties. Such a 

financial reporting standard is highly relevant to the local scenario as identified 

through the research data gathered for this thesis. In terms of paragraph 35, ‘a gain 

or loss arising from a change in the fair value of investment property shall be 

recognised in profit or loss for the period in which it arises’. Consequently, 

 
“If the term ‘profit’ for the purpose of dividend is not defined in the statutes, 
reference may be made to the applicable accounting standards as the 
standards dictate what goes into the income statement and what can be 
recorded as the company’s profit or loss. The accounting standards hence 
impact the divisible profits [emphasis added]” (Chan, S.S. et al. 2001, 
p.3595) 

 

Regulatory bodies have raised concern about the possibility of listed entities 

distributing unrealised fair value gains. In terms of profits generated by banks, Enria, 

Cappiello et al. (2004), for example, expressed concerns that positive fair value 

adjustments would be reflected in such profits. They speculated that ‘bank 

management could face pressure from shareholders to distribute dividends, 

including unrealised gains on assets remaining in the bank portfolio’.  

 

Looking at the insurance industry, Post, Gründl et al. (2007, pp.16-17) contend that 

management should have no incentive to change an optimal dividend policy 

following the implementation of the IFRS regime; even though under Phase II of IFRS 

4 – Insurance Contracts, profits will be recognised earlier than under the traditional 

deferral-and-matching system of accounting. They do, however, remark that  

 
“…management will have to expend some effort in explaining [emphasis 
added] to investors the different character of profits under IFRS accounting”  
 
 

The discrepancy between reported profits as per IFRS and the legal provisions in 

terms of capital maintenance is an issue which the EU has been looking into. In 2008, 

the European Commission Directorate General for Internal Market and Services 
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commissioned a report by KPMG28. Although the report recommends the 

introduction of an additional solvency test which might permit the distribution of 

unrealised fair value gains, no such measure has yet been adopted. The DG Internal 

Market and Services considers the current provisions of the Second Company Law 

Directive to be sufficient, hence, on page 2 it is emphasised that ‘no follow-up 

measures or changes to the Second Company Law Directive are foreseen in the 

immediate future’. Taking into perspective the going concern principle in a 

depressed market situation, Lolli (2009) argues that some additional solvency test is 

highly necessary. Such measures can safeguard a listed entity’s going concern, in the 

eventuality of any dividend distribution based on IFRS figures which, according to the 

author, can endanger its continuity.  

 

The European Federation of Accountants, namely, the FEE also tackled the matter by 

publishing a Discussion Paper, entitled ‘Alternatives to Capital Maintenance Regimes’ 

in September 200729. In essence, the Federation suggested the use of a “snapshot” 

balance sheet or “net asset” type of test that would also entail a forward-looking 

exercise (going concern) based on sufficiently accurate projections over at least a 

year. The ICAEW jointly with ICAS has dedicated time and resources to publish Tech 

09/0130. This technical release provides practitioners with guidance on the 

determination of realised profits and losses in the context of distributions under the 

UK Companies Act, 2006. A separate section treats fair value accounting dealing with 

particular items such as investment properties. Paragraph 4.13, for example, 

specifies that  

 

“None of an increase in fair value of investment property is readily 
convertible to cash and is not therefore treated as a realised profit. This is 
because a period of marketing and/or negotiation would be required to 

                                                      

28
 http://ec.europa.eu/internal_market/company/docs/capital/feasbility/study_en.pdf 

29
 http://www.fee.be/publications/default.asp?library_ref=4&content_ref=702 

30
 http://www.icaew.com/en/technical/legal-and-regulatory/~/media/Files/Technical/technical-

releases/legal-and-regulatory/TECH-01-09-Guidance-Realised-and-Distributed-Profits-under-the-

Companies-Act-2006.ashx 
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dispose of such an investment and therefore it could not be converted to 
cash at the date of determination. This is not intended to preclude a profit 
being regarded as realised at the date of determination in those cases when 
the process of marketing and/or negotiation is complete at that date and 
legal completion occurs shortly after the date of determination” 

 
 

6.4 – International Accounting Issues and Malta  
 

The main concern of UNDERSTANDABILITY by individual Maltese investors is resolved 

through the MEANING MAKING process. Nonetheless, in furthering the analysis to a 

higher conceptual level, the core category of DIVDEND DISTRIBUTION and its 

inherent conflict with IFRS was discovered. Such an analysis delves deep into the 

question of whether or not the chosen financial reporting regime is the right one for 

an island state economy such as Malta. 

 

In trying to understand why IFRS adoption might not fit in a particular jurisdiction it is 

necessary to review what causes the differences in international accounting 

practices to exist. Schweikart (1985) coined the ‘contingent’ theory of accounting 

wherein each country’s financial reporting has been moulded by its environment, 

that is by the economy and the society in which it developed. Hopwood (1991, p.17) 

reaffirms that, 

 

“…rather than being a…technical phenomenon, accounting is now 
recognized as being something shaped by culture [emphasis added], 
institutional configurations [emphasis added] and the socio-historical 
context [emphasis added] of the specific societies in which it emerged”. 

 

 
Flower and Ebbers (2002, p.29) portray the interplay of the environment, institutions 

and culture through a diagram which is an adaptation of a similar figure in Gray 

(1988) and which is being replicated below as Figure 6.2. 
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Figure 6.2 – The interplay of the environment, institutions and culture 

 

In terms of the diagram, the financial reporting of business entities is determined by 

a country’s accounting rules and by the practice of accountants in applying and 

interpreting those same rules. A country’s political set-up and legal framework set up 

the rules, alongside the accountancy profession which will bring into play its 

influence from accounting practice. These same institutions will in turn become 

influenced by the national ‘culture’ and the environment. Accounting practice is 

influenced by accounting rules and by the accounting ‘subculture’, the latter being 

influenced by the ‘national culture’.  
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The factors referred to in Figure 6.2, may be aligned to the three categories 

mentioned by Hopwood in the quote, above, namely – Environment, Institutions and 

Culture.  The next question which various scholars have addressed is what factors 

shape a particular country’s financial reporting taking such broad categories into 

consideration.  

 

Researchers such as Nobes and Parker (2010, chapter 2), Choi and Meek (2008, 

chapter 2), Roberts, Weetman and Gordon (2008, chapter 6) and Radebaugh, Gray 

and Black (2006, chapter 3) have identified an extensive list of possible causes as 

detailed in Table 6.1.  A few of these scholars used their estimates of such causes in 

an attempt to construct a classification of countries based on their accounting 

systems. Other researchers such as Frank (1979) and Doupnik and Salter (1995) have 

investigated whether the perceived differences in accounting practices have any 

association with the perceived causal factors. 

 

One possible way of viewing the accounting environment is to ascertain those 

factors which have a direct potential influence on the accounting model such as the 

possible distinct legal systems, the predominant financing structures and taxation 

typologies amongst others. As already identified above, it may also be useful to 

include the effects of imperialism – Malta being a case in point (vide section 2.6 

above). Taken collectively, ‘these interact with culture in a complex way, and they 

seem to affect the style of financial reporting and accountancy profession that a 

country has’ (Nobes, Parker 2010, p.31). 

 

Although culture is common to all lists in Table 6.1, it is rather different from the 

other factors. Notwithstanding the fact that ‘the analysis of culture has so far not led 

to any very clear conclusions’ (Flower, Ebbers 2002, p.52), culture has an important 

bearing when analysing countries such as Malta that have imported a model of 

accounting. Nobes (1998, p.175) considers culture to be useful in discriminating 

between countries that are culturally self-sufficient and culturally dominated. Nobes 

expects culturally dominated countries such as Malta to adopt practices from other 

countries. It is in this context that ‘culture might indeed overwhelm other factors for 

certain countries’. In turn Hove (1986) contends that culturally dominated countries 
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are not only likely to be using an accounting system synonymous to that of the 

influential country but it might also be the case that such a system is inappropriate 

to the adopting country’s commercial needs.  

 

Table 6.1 – The factors influencing financial reporting according to four leading textbooks 

Comparative 
International 
Accounting by 
Nobes and Parker 
 

International 
Accounting by 
Choi and Meek 

International 
Corporate Reporting 
by Roberts, Weetman 
and Gordon 

International 
Accounting and 
Multinational 
Enterprises by 
Radebaugh, Gray and 
Black 

Culture Sources of finance Political and Economic 
system 

Enterprise ownership 

Legal systems Legal system Legal system Enterprise activities 
Providers of finance Taxation Taxation system Finance and capital 

markets 
Taxation Political and Economic 

Ties 
Corporate financing 
system 

Taxation 

Colonialism Inflation Accounting profession Accounting profession 
Economic or Political 
events 

Level of economic 
development 

Religion Accounting education and 
research 

Adoption of 
/Convergence with IFRS 

Educational Level Accidents of history Political system 

Level of inflation Culture Exporting/Imposition of 
accounting 

Social climate 

Accounting theory  Importing of accounting Economic growth and 
development 

   Inflation 
   Legal system 
   Accounting regulation 
   Culture 
   International factors 

 
 
 

6.4.1 – The influence of culture on accounting  
 

The environment has a direct impact on accounting – not least the prevailing culture 

of the country where accounting effectively operates. In terms of the historical 

summary (vide section 2.3, above) of the Islands, a good number of distinct foreign 

powers dominated Malta throughout its history, ranging from the Arabs to the 

multinational Order of St.John to the French and the British. Such varied influence, 

together with the physical factors of Malta being a small island state, have all helped 

mould a unique Maltese mix of cultural characteristics. Culture has been defined by 

Inglehart (1980, p.21-23) as  
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“a system of attitudes, values and knowledge that is widely shared within a 
society and transmitted from generation to generation. Culture is learned 
and may vary from country to country…culture patterns persist long after 
the factors that originally gave rise to them have ceased to operate. Thus 
they can influence economic life as well as being shaped by it” 

 

The most important value system for Europe as a whole and, by extension, for each 

individual European country, is the traditional and post-traditional value orientation 

(Harding, Philips et al. 1986, p.19-24). According to Abela (1991, p.251) Britain forms 

part of the post-traditional countries in such a classification of European countries. 

Malta stands at the extreme end of traditionalism whilst no evidence exists to 

support the hypothesis that a cultural shift from traditional to post-traditional values 

occurred in Malta (Abela 1991, p.255-256). Hofstede (1980) argues that, much as a 

computer operating system (e.g., WINDOWS 7) contains a set of rules that act as a 

reference point and set of constraints to higher-level programs (e.g., EXCEL 

spreadsheet), so culture includes a set of societal values that drive institutional form 

and practice. Applying such a notion to the accounting discipline, Gray (1988, p.5) 

points out that, 

 
“…societal values are determined by ecological influences and modified by 
external factors such as international trade and investment, conquest, and 
the forces of nature. In turn, societal values have institutional consequences 
in the form of the legal system, political system, nature of capital markets, 
patterns of corporate ownership and so on.”  
 

 
As is to be expected any country’s culture should contain the most basic values that 

any of its inhabitants may hold. Such basic values will determine the way in which 

that country’s society will be moulded and how its inhabitants interact with its 

substructure elements, such as accounting. Gray (1988, p.5) further explains, 

 
“…the value systems or attitudes of accountants may be expected to be 
related to and derived from societal values with special reference to work-
related values. Accounting ‘values’ will, in turn, impact on accounting 
systems.” 
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According to Violet (1983), the postulates of a culture determine a systematic choice 

by a society for explaining and rationalising social phenomena, and accounting, as a 

symbolic language, is also formulated and evolved on such postulates.  

 
Conducting extensive cultural surveys followed by a rigorous statistical analysis, 

Hofstede outlines four constructs or dimensions of common social preference that 

can be used to measure the base values of individual societies. Hofstede's constructs 

were described as follows (1983, p.83-84), 

 

1. Individualism versus Collectivism:  

Individualism stands for a preference for a loosely knit social framework in society 
wherein individuals are supposed to take care of themselves and their immediate 
families only. Its opposite, Collectivism, stands for a preference for a tightly knit 
social framework in which individuals can expect their relatives, clan, or other in-
group to look after them in exchange for unquestioning loyalty (it will be clear that 
the word ‘collectivism’ is not used here to describe any particular political 
system).The fundamental issue addressed by this dimension is the degree of 
interdependence a society maintains among individuals. It relates to people’s self-
concept: ‘I’ or ‘we’. 
 

2. Large versus Small Power Distance:  

Power distance is the extent to which the members of a society accept that power in 
institutions and organizations is distributed unequally. This affects the behaviour of 
the less powerful as well as of the more powerful members of society. People in 
Large Power Distance societies accept a hierarchical order in which everybody has a 
place which needs no further justification. People in Small Power Distance societies 
strive for power equalization and demand justification for power inequalities. The 
fundamental issue addressed by this dimension is how society handles inequalities 
among people when they occur. This has obvious consequence for the way people 
build their institutions and organisations. 

 

3. Strong versus Weak Uncertainty Avoidance:  

Uncertainty Avoidance is the degree to which the members of a society feel 
uncomfortable with uncertainty and ambiguity. This feeling leads them to beliefs 
promising certainty and to maintaining institutions protecting conformity. Strong 
Uncertainty Avoidance societies maintain rigid codes of belief and behaviour and are 
intolerant towards deviant persons and ideas. Weak Uncertainty Avoidance societies 
maintain a more relaxed atmosphere in which practice counts more than principles 
and deviance is more easily tolerated. The fundamental issue addressed by this 
dimension is how a society reacts on the fact that time only runs one way and that 
the future is unknown: whether it tries to control the future or to let it happen. Like 
Power Distance, Uncertainty Avoidance has consequences for the way people build 
their institutions and organisations. 
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4. Masculinity versus Femininity 

Masculinity stands for a preference in society for achievement, heroism, 
assertiveness, and material success. Its opposite, Femininity, stands for a preference 
for relationships, modesty, caring for the weak, and the quality of life. The 
fundamental issue addressed by this dimension is the way in which a society 
allocates social (as opposed to biological) roles to the sexes. 

 

Gray (1988, p.8) questions whether it is possible to apply the above societal values at 

the level of the accounting subculture. Gray offers the following ‘accounting’ values, 

compiled from a review of accounting literature and practice with the first two 

relating to authority and enforcement whilst the latter two relating to measurement 

and discipline.  

 

1. Professionalism versus Statutory Control–  
 
A preference for the exercise of individual professional judgement and the 
maintenance of professional self-regulation as opposed to compliance with 
prescriptive legal requirements and statutory control. 
 

2. Uniformity versus Flexibility – 
 
A preference for the enforcement of uniform accounting practices between 
companies and for the consistent use of such practices over time as opposed to 
flexibility in accordance with the perceived circumstances of individual companies. 
 

3. Conservatism versus Optimism – 
 
A preference for a cautious approach to measurement so as to cope with the 
uncertainty of future events as opposed to a more optimistic, laissez-faire, risk-
taking approach. 

 
 

4. Secrecy versus Transparency – 
 

A preference for confidentiality and the restriction of disclosure of information 
about the business only to those who are closely involved with its management and 
financing as opposed to a more transparent, open and publicly accountable 
approach. 

 
 

For each one of the above ‘accounting’ values, Gray suggests a hypothesis. In terms 

of income measurement, for example, Gray (1988, p.10) hypothesises that, a country 
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with high uncertainty avoidance, low individualism and masculinity will be more 

likely to exhibit a conservative measurement of income.  Overall, the author 

manages to draw a clear contrast between the ‘Anglo’ culture area versus the Asian 

areas as well as the Latin and Germanic cultures. The association between Hofstede’s 

societal values and Gray’s accounting sub-culture are summarised in Table 6.2, 

below. 

 

Also, Hofstede (1980) found that countries in the ‘Anglo’ cluster generally have 

(i) a low to medium score on the power distance index,  

(ii) a low to medium score on the uncertainty avoidance index; and 

(iii) a high score on the individualism and masculinity indices. 

 

The characteristics of the British accounting system have already been outlined in 

section 2.6.1, above. Their compatibility is evident when they are compared with 

these cultural characteristics. The four societal values listed above favour an 

accounting environment with a predisposition for professionalism.  Also, they do not 

fit in with uniformity, conservatism and secrecy. The emphasis on the ‘true and fair 

view’ concept, the importance of equity capital and the acceptance of aberrations 

from historical cost as a valuation basis are all in harmony with the cultural 

characteristics of individualism and weak uncertainty avoidance. In the process of 

streamlining its financial reporting framework, the ASB has recently decided to adopt 

the IFRS for SMEs reinstating, however, the ‘various well-established UK accounting 

treatments…such as revaluation of land and buildings’ (Perrin 2012, p.14). Moreover, 

the cultural values of masculinity and small power distance respectively favour a tilt 

towards shareholder and investor information and a self-regulated profession. 

 

 

 

 

 

 

 



Chapter Six – Literature Review  
 

Page 209 
 

Table 6.2 – The relationship between accounting values and accounting systems 
(adapted from Radebaugh et al. (2006) p.50) 

 

       
 
 

 
 

6.4.1.1 – Hofstede’s Cultural Paradigm and Malta 

 

According to Francalanza (2005) no formal survey has ever been carried out to 

understand how Hofstede’s cultural paradigm depicts on Malta, though, Hofstede 

(2004) mentions Malta in his societal “maps” of the world. In this recent study 

Hofstede adds a fifth dimension to his original framework of societal values; namely, 

the gratification of needs i.e. the immediate or deferred expectation of a payback for 

an effort conducted. Utilising this cultural world map study alongside other local 

studies, a rough estimation of where Malta sits with respect to the four cultural 

values identified by Hofstede can be ascertained. Felice (1984) for example, 

concluded that, due to the influence of the Catholic religion and the long history of 

foreign dominance of Maltese affairs, Malta scores high on the power distance 

factor, although the emphasis diminishes where younger generations are concerned 

– a case in point is the result of the referendum held in May 2011 with regards to the 

introduction of divorce legislation in Malta. Abela (1994) shows that a large 

percentage of parents (88 per cent) expect their children to treat them with respect 
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and that conformity as well as good manners rank high in parents’ nurturing 

standards.  

 

Different conclusions can be inferred as regards uncertainty avoidance. According to 

Hofstede (2004, p.33) Malta is classified as being strong in terms of uncertainty 

avoidance. Such is the case when viewing the turnouts at the general elections, for 

example. According to Baldacchino (2011, p.213), roughly 94 per cent of those 

eligible to vote, exercised such a right at the polls in 2008. This may be an indication 

of how strong the Maltese democracy is, but it may also refer to the level of 

resentment, and consequently injecting a high level of uncertainty avoidance, within 

Maltese society. A different conclusion is arrived at, however, when one considers 

that only 28 per cent of those gainfully occupied are engaged with the public sector 

(vide section 2.5.3, above) – a sector which is synonymous with greater security in 

employment at the expense of relatively lower wages. It is a state of fact that a 

significant proportion of locally registered companies relies heavily on bank finance. 

Moreover, the Maltese population place more emphasis on a high level of personal 

liquidity. Such characteristics point to the large measure of uncertainty avoidance 

present within Maltese society. 

 

Hofstede (2004, p.34) classifies Malta as being individualist and feminine, affirming 

Malta to be ‘above average in individualism and more feminine than masculine’. 

According to Felice (1984) Malta would seem to score very low on the individualism 

scale with this value scattering around the whole spectrum of Maltese society. Such 

seems to be more the case when one takes into consideration the psychical size of 

Malta and the compactness with which Maltese society is characterised. According 

to Francalanza (2005, p.48), Maltese society can be described as being a ‘…closely 

knit fabric which continues in adult life, very often determining political and social 

affiliations, most of the people that matter in many spheres of activity are on a first 

name relationship’.  

 

Hofstede classifies Malta as being more feminine than masculine. It seems that such 

a conclusion has been drawn on the basis of how much money a country spends on 
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welfare. On the basis of this criterion, Malta spends roughly on average 30.3 per cent 

of its annually generated wealth on sustaining its highly developed welfare state, 

notwithstanding the absence of natural resources (Briguglio 2011, p.107). One 

should not exclude the cultural value of collectivism rather than individualism for 

Malta having a significant welfare state.  

 

There are, however, other issues which in reality indicate a stronger dominance of 

masculinity in Maltese society. Brigulgio (2011, p.61) points out that ‘a characteristic 

of the Maltese labour force is that the activity rate of women…is low when 

compared to other EU countries’.  Also, the preference of masculine-inclined 

societies for secrecy can be assessed in the case of Malta by the very high preference 

for the private exempt form of corporation. In terms of section 183(2) of the 

Companies Act, 1995, where a company qualifies to draw up abridged accounts, the 

directors of the company are entitled to do so with the Registrar of Companies. In 

essence this is a feature of the legislation which does little to increase the level of 

financial disclosure to outsiders. 

 

No mention of Hofstede’s fifth dimension arises in the extant accounting literature. 

Hofstede (2004, p.36) makes use of financial jargon to explain what he means about 

long-term versus short-term orientation. The former is related to savings rates with 

people residing in such oriented countries tending to save much more, while people 

residing in short-term oriented countries tend to buy on credit.  Maltese nationals 

have a high propensity to save; for example, Bank of Valletta registered an increase 

in its amounts owed to customers for the financial year ending 30th September, 2013 

of roughly €410 million31.  Also, from the interview data gathered for this thesis, 

Maltese individual investors are long-term oriented; they prefer holding onto their 

existing shareholdings in such a way that they earn a constant stream of income in 

the form of dividends rather than attempting to make a capital gain through the 

arbitraging of share prices. Moreover, Maltese individual shareholders prefer 

                                                      

31
 https://www.bov.com/filebank/documents/CoAnn245.pdf 

https://www.bov.com/filebank/documents/CoAnn245.pdf
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investing in bonds rather than becoming equity shareholders, with the former 

providing a fixed rate of annual income in the form of interest. In terms of shares, 

directors have no obligation to declare any dividend (vide section 6.2.2, above). 

 

6.4.1.2 – Usefulness of Hofstede’s paradigm 
 

Gray’s paper is, undoubtedly, seminal. Also, when one considers the courses and 

textbooks dealing with international accounting that heavily rely on the framework 

presented in that paper, e.g. Mathews & Perera (1996), it can also be considered as 

highly influential. However, similar to other seminal papers, further investigations 

could possibly discover shortcomings that prompt new scholars to be aware of in any 

new attempts to research. 

 

One particular paper that proposes a critique of Gray’s seminal paper is that by 

Heidhues and Patel (2011). Whilst pinpointing the limitations of Gray’s framework 

they also highlight the issues related with the framework’s largely naive adoption in 

international accounting literature. The authors argue on page 274, that  

 
“…international accounting research can be further enhanced by 
emphasising the importance of contextual factors such as political, legal, 
social and historical environments of countries.” 

 

Indeed, using Germany as a case study the authors provide fresh insights into the 

factors that differentiate German accounting. Moreover, they demonstrate how 

German financial disclosure differentiates itself from other accounting models and 

practices.  

 

Also, Nobes and Parker (2010), do not consider the ‘accounting’ values devised by 

Gray (1988) as being useful for financial reporting. Measures of cultural attributes 

are considered to be vague and indirect in contrast to the measurement of directly 

relevant elements of the external environment of accounting, such as legal systems 

or equity markets. Also, the cultural data utilised by Hofstede (1980) may not be 

reliable in an accounting context; for example, West African countries are classified 

together but all have different legal and accounting systems. Nobes and Parker also 
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find a problem in coping with Hofstede’s choice of employees in a large 

multinational company, since it is highly possible that employees in London, New 

York and Singapore originate from other countries. Baskerville (2003, p.1) questions 

‘the assumption of equating nation with culture and the difficulty, and limitations on 

an understanding of culture by means of numeric indices and matrices’. In replying 

to such criticisms, Hofstede (2003) claims that different paradigms exist in the social 

sciences to explain the meaning of ‘culture’ which can lead to different research 

approaches. 

 

A few studies have been carried out to test Gray’s hypothesis. Based on data from 29 

countries, Salter and Niswander (1995) conclude that while the model provides 

significant explanatory power statistically it is best in explaining actual financial 

reporting practices. It is, however, weak in explaining extant professional and 

regulatory structures from a cultural base.  Nobes and Parker (2010) contend that 

Salter and Niswander encountered extensive difficulty in measuring several of Gray’s 

‘accounting values’, having to fall back on indirect measures to carry out the study. 

Nobes and Parker mention the degree of uniformity as an example highlighting that 

the authors discriminated as to whether a country has common law or code law to 

do so, ‘but this is not really a test of differences in accounting practices but a test of 

a possible cause of them’. 

 

Taking India and New Zealand as the context, Chanchani and Willett (2004) sampled 

the accounting values of preparers and users of financial statements through a 

survey questionnaire. Subjecting the data collected to a multivariate analysis the 

authors conclude that, 

 
“the results provide some support for the usefulness of Gray’s accounting 
values as empirically based classificatory constructs, although they may 
require some adaptation and reinterpretation.” 

 

However, like Malta both of these countries formed part of the British Empire, so 

taking on Nobes and Parker’s arguments in terms of Salter and Niswander, could 

colonialism be the cause for such a result? Such a notion is referred to by Willett, 

Nishimura et al. (1997) who had previously carried out a subjective assessment of 
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Gray’s accounting values so as to analyse the nature of accounting practices in the 

Asia-Pacific region. The authors conclude that although the Hofstede/Gray paradigm 

is consistent with the facts gathered, a simpler explanation of the situation could be 

provided in terms of colonialism and the institutional needs of users.  

 

With more jurisdictions moving towards IFRS as an off shoot of the globalisation 

process (vide section 1.1, above) academic research has been also directed to 

evaluate how conflicts between imported accounting standards and a nation’s 

cultural values affect the implementation of such new standards; e.g. Dahawy and 

Conover (2007) and Askary, Pounder et al. (2008). Such academic research has been 

carried out in response to the criticism levelled at the then IASC for favouring the 

individualistic Anglo-American accounting model as the basis for developing its 

standards, Chitty (1998). 

 
 

6.5 – Conclusion 
 

This chapter has reviewed the literature relevant to the issues emerging from the 

rigorous application of the grounded theory method as discussed in Chapter 4. The 

apparent conflict between IFRS and dividend distribution highlights that fair value 

accounting has a direct impact on how much Maltese individual shareholders receive 

by way of dividends. Individual investors’ misunderstandings of what fair value gains 

and losses represent can be referred to as the ‘unintended consequences’ of the 

change in the accounting paradigm. This chapter reviewed the qualitative 

characteristic of UNDERSTANDABILITY, a characteristic which has been relegated to 

an enhancing rather than a fundamental qualitative characteristic so as to 

accommodate the change in the accounting paradigm. Next, a review was carried 

out of both the legal provisions as well as the literature in terms of what can be 

distributed or not. Given the change in the accounting paradigm, professional bodies 

in the UK have published technical releases which assist preparers in identifying what 

constitutes realised and unrealised profits. Taking into consideration that the 

Maltese Companies Act, 1995 is modelled on its UK counterpart, to date no similar 
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pronouncements have been published by either the Maltese Accountancy Board or 

the local professional body, i.e. the MIA – exacerbating further the discrepancies 

between IFRS and Maltese Company Law.  The chapter concludes by framing the 

overall discussion into the literature concerning differences in international 

accounting. Looking initially at culture as a major difference in financial reporting, 

there is good reason to believe that the ‘imported’ UK model does not fit into the 

cultural setup of Maltese individuals as suggested by Hofstede (1980) and then 

applied to accounting by Gray (1988).  The next chapter will now draw up a set of 

conclusions and recommendations considered to be appropriate from the empirical 

analysis carried out. 
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Chapter Seven: Conclusions and Recommendations 
 
 
 
Overview 
 
 
This chapter concludes the research. This thesis has demonstrated the development 

of a Grounded Theory which is based on an extensive collection of primary data, 

amplified by secondary data from the literature where available. The data analysis 

has been meticulous and was conducted in accordance with the canons of CGT. The 

resulting explanation theory labelled as the MEANING MAKING PROCESS is 

thoroughly grounded in empirical data. This final chapter summarises the 

contributions to knowledge made by this thesis; it debates whether the suggested 

theory has fit, relevance, workability and modifiability. It also makes 

recommendations to address and rectify the current situation in the field and 

identifies possible avenues for further research. 

7.1 – Introduction  

 

Having established the characteristics of Malta as an island state economy in Chapter 

2, this thesis contributes to knowledge through the possibility of establishing a grand 

theory, as similar studies are replicated in other jurisdictions similar to Malta. 

Applying a CGT approach to the research, Chapter 5 identifies a strategy in terms of 

the MEANING MAKING PROCESS not only to resolve the conflict that exists between 

IFRS and the Culture of Dividend Expectation but also to address the lack of 

UNDERSTANDABILITY among the individual investors, being the main concern of 

both preparers and auditors. The importance of such a theoretical contribution is 

assessed in section 7.2. In terms of CGT the criteria applied for judging a grounded 

theory are fit, workability, relevance and modifiability.  Section 7.3 discusses each of 

these as a way of analysing the ‘relevance and validity’ (Phillips, Pugh 2000, p.61) of 

the theory.
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7.2 – Importance of the Theoretical Contribution 
 

The significance of this thesis’s theoretical contribution can be assessed on a number 

of levels. 

 

Primarily, the research brings to the fore that the Anglo-Saxon model of accounting 

with the ‘true and fair’ concept embedded in it does not fit into the Maltese culture 

as discussed in Chapter 6, above. Most probably the French Plan Comptable General 

would have been more applicable. As discussed, Malta imported its accounting 

model from its last foreign ruler, namely, Britain. Although, there is no turning back 

now, with the presence of a conflict between IFRS and the Culture of Dividend 

Expectation, the local accountancy profession should seriously think of implementing 

some form of an accounting framework more adaptable to the local scenario. The 

French Accounting Standard Authority has recently put forward suggestions to 

simplify accounting obligations for ‘small listed companies’ in Europe.32 Although 

representing an initial step forward, it falls short by only suggesting the simplification 

of the disclosure notes. Indeed, more often than not, new and revised IFRS focuses 

on the structures adopted by only the largest entities – a case in point is IFRS 10 

which deals with the preparation of consolidated financial statements. Cairns (2011), 

however,  suggests that ‘what we need is a 500-page version of IFRS for those listed 

entities that enter into straightforward transactions – and a 300-page version of IFRS 

for banks that limit their activities to taking deposits and making loans and 

advances’. Maltese listed commercial banks fall into this latter category as a matter 

of fact. 

 

Secondly, the identified main concern for both preparers and auditors, namely, the 

lack of UNDERSTANDABILITY by individual investors, highlights the need for 

embarking onto some form of educational programme for investors. The lack of 

knowledge competence by the individual investors necessitates that educational 

initiatives be engaged upon by both the profession and the regulator. Such 

                                                      

32
 http://www.anc.gouv.fr/sections/nos_publications/nos_publications_fic/small_listed_compani/view 
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educational initiatives have to go beyond the rudimentary skills of identifying what 

the different terminology relate to. They have to deliver the much needed skills that 

assist individual investors in grasping what a set of financial statements portrays; 

that today’s financial reporting process goes beyond the arbitraging of prices but 

contains also changes in values. The need for investor education has recently been 

spelt out by the same stockbroker mentioned in Chapter 5, namely, Edward Rizzo. In 

his weekly contribution to the TIMES BUSINESS, Thursday 31st January, 2013 issue, 

he remarked that, 

 
“Investor education remains a key objective in my contributions. Likewise, 
public companies and other industry stakeholders [emphasis added] should 
continue to do their utmost to educate retail investors in the interest of the 
continued development of the local financial services industry”.   

 
 

Thirdly and closely linked to the above mentioned aspect is the perennial issue of 

FVM. As argued by Penman (2007), FVM can be considered to be a plus when value 

to the shareholders is determined solely by exposure to market price. In other 

words, FVM makes sense where shareholder value has a one-to-one relationship 

with market prices. Hatherly (2013, p.13) makes it quite clear that in the process of 

measuring and disclosing fair values within a listed entity’s published financial 

statements, 

 

“Markets are far from perfect and if mark to market is used for financial 
assets then users of accounts [emphasis added] must recognise the 
speculative nature of the market price unless it is supported by fundamental 
analysis.” 

 
 
 

7.3 – Criteria: Fit, Relevance, Workability and Modifiability 
 
Glaser establishes what sort of criteria can be applied to prove that a grounded 

theory stands up to what it purports to deliver. The outcome itself is viewed as 

proof. Glaser (1998, p.17) proposes the following set of questions to assist in the 

assessment, 
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1. Does the theory work to explain relevant behaviour in the substantive area of 

the research? 

2. Does it have relevance to the people in the substantive field? 

3. Does the theory fit the substantive area? 

4. Is it readily modifiable as new data emerge? 

Subject to the theory adhering to the above mentioned criteria as well as the 

researcher being sufficiently rigorous, then ‘those, who might use the research 

results or feel conceptually empowered by the theory, will see that in the outcome 

of use as their perceptions of a substantive area change.’ Each of the highlighted 

terms is subsequently defined by Glaser. The author has applied reflexivity on each 

one of them as they apply to the theory identified in this thesis. According to Glaser 

(1998, p.18), 

 

“Fit is another word for validity. Does the concept adequately express the 
pattern in the data which it purports to conceptualise? Fit is continually 
sharpened by constant comparisons.” 

 
 

Fit is attained in a gradual manner. The researcher experiments with a particular 

label and uses it until a better one emerges. As things stand the concepts identified 

represent the best fit, although, as the writing progresses the theory is continually 

refined. For example, the patterns of behaviour identified in the first stage of the 

financial reporting process have been labelled as FUNNELLING. There, the 

participants in the substantive area attempt to funnel away the MATTER FOR 

EXPLANATION. It is envisaged that such a concept adequately expresses the data; it 

could, however, be improved. Hence, it is this author’s judgement that this 

Grounded Theory has been meticulously induced from the substantive area. 

 

“Workability means do the concepts and the way they are related into 
hypotheses sufficiently account for how the main concern of participants in 
a substantive area is continually resolved?” (Glaser 1998, p.18) 
 

 
It is the author’s judgement that they actually do. The MEANING MAKING PROCESS 

with the identified concepts at each stage of the financial reporting process 

represents how the participants in the substantive area resolve the identified main 

concern of UNDERSTANDABILITY. Certainly, the concepts chosen by the author are 
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not exhaustive and it could possibly be the case that another researcher identifies 

different concepts.  

 

“Relevance makes the research important because it deals with the main 
concerns of the participants involved. To study something that interests no 
one really or just a few academics or funders is probably to focus on non-
relevance or even trivia for the participants. Relevance, like good concepts, 
evoke instant grab.” (Glaser 1998, p.18) 

 
 

This research has emphasised that beyond the technical aspects of measuring and 

reporting fair value, there are indeed certain unintended consequences such as 

dividend distributions (Brüggemann, Hitz et al. 2013). Indeed, the main concern of 

UNDERSTANDABILITY poses an added problem where dividend distributions are 

concerned. Hence, the MEANING MAKING process helps to process this problem. 

The application of CGT to analyse the interview data gathered for this thesis dealing 

with a financial reporting issue has already been welcomed by established academics 

when the initial findings were presented at the 2011 BAFA conference in Bristol. 

Indeed, the author was commended for having managed to use CGT to address a 

financial accounting issue. It is also highly valuable for practitioners and the 

profession in general as the issue of UNDERSTANDABILITY has to be addressed in 

some way or another to make individual investors more conversant with the current 

financial reporting framework. Moreover, it is relevant given that other studies 

conducted have specifically eliminated small jurisdictions from their analysis. It has, 

therefore, indeed evoked ‘grab’.   

 
“Modifiability is very significant. The theory is not being verified as in 
verification studies, and thus never right or wrong….it just gets modified by 
new data to compare it to…. New data never provides a disproof, just an 
analytic challenge.” (Glaser 1998, p.18) 

 
 
At this point, because of funding and time constraints, this research has ceased. Still, 

the author believes that it is sufficiently workable and relevant to be useful, 

particularly in the context of how the change in the accounting paradigm affects 

island state economies. Certainly, there could be more theoretical sampling, other 

than Trinidad & Tobago. The study could be extended by interviewing individual 
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shareholders immediately after an AGM comes to an end, for example, rather than 

inviting them to attend a focus group as the author did. Hence, the study is left at a 

point at which acknowledgement has to be made of any possible modifications. 

 

It is a well-known fact that academia has in the past influenced accounting practice. 

In terms of capital markets research this is rigorously argued by Kothari (2001). 

Nevertheless, what is even more important is to investigate the natural setting in 

which financial accounting operates as argued by Hopwood (1994). As detailed in 

section 4.5.1, above, the application of CGT to financial accounting issues is still at 

the lower end of the continuum. It is hoped that this thesis will not only contribute 

to filling in that gap but that it will also instigate the necessary practical action by the 

local profession as well as regulator to address the main concern of 

UNDERSTANDABILITY. This in turn will also ease the tension between the current 

regulatory framework and the culture of DIVIDEND EXPECTATION. 

 

It is, therefore, propitious to refer to the stylish statement put forward by Checkland 

(1986, p.xii) in deliberating about the lack of conclusiveness attributable to any 

researcher’s understanding patterns of behaviour of any social setting, 

 

“Obviously the work is not finished, and can never be finished. There are no 
absolute positions to be reached in the attempt by men to understand the 
world in which they find themselves: new experiences may in the future 
refute present conjectures. So the work itself must be regarded as an on-
going system of a particular kind: a learning system which will continue to 
develop ideas, to test them out in practice, and to learn from the experience 
gained”. 
 
 

 

7.4 – Avenues for Further Research  
 
 

This thesis has taken a small step towards addressing the paucity of research looking 

at how the shift in the accounting paradigm from HCA to FVM affects island state 

economies such as Malta. It can be referred to as a substantive theory given that the 

study was conducted within the Maltese jurisdiction. Similar studies could be 

replicated in the other jurisdictions classified as small and adhering to IFRS as 
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identified in Table 2.1, above. In so doing and in terms of CGT, an eventual formal 

grand theory about such a paradigm shift can be established. Glaser and Strauss 

(1965, p.276) explain that, 

 

“…in turn, substantive theory may help in formulating formal theory. It may 
also contribute to the formulation of new formal theory grounded on careful 
comparative research [emphasis added]…Consequently, if one wishes to 
develop a systematic formal (or general) theory of awareness contexts, he 
must analyse data from many substantive areas”  

 

 
A qualitative approach has been adopted in this thesis using CGT to analyse the 

data collected. On the basis of having only 21 listed companies in Malta of which 

only 11 actually experienced such a paradigm shift, a qualitative stance would 

prove to be a more adaptable approach to the research as discussed in section 

4.6, above. However, another possible stance to research would be to undertake 

a quantitative study utilising a survey questionnaire to gather data from amongst 

a sample of individual investors. Such a study would identify a number of 

hypotheses which would eventually be tested using a statistical package such as 

SPSS and a number of conclusions drawn thereof. 

 
 

7.5 – Concluding Remarks 
 
This study was conducted over the five years 2008-2013. Taking into 

consideration the previous three years as well, the knowledge and thinking on 

both research methodology and FVM developed significantly. The PhD journey 

has provided the author with a springboard to immerse himself in, and reflect 

further on, not only on the change in the accounting paradigm but also on current 

IFRS developments; much more so as the accountancy profession approaches the 

event of becoming truly a global profession. Moreover, it has triggered off an 

ardent interest in research methodology literature. Attendance at seminars 

organised by the Grounded Theory Institute have, in particular, aroused a special 

interest in CGT, the chosen method for this thesis. Moreover, being given the 

opportunity to participate in the annual research event organised by the Institute 
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of Chartered Accountants in Scotland (ICAS) in March 2011 and, eventually, 

participating in the Financial Reporting & Business Communication Conference 

organised by the British Accounting & Finance Association (BAFA) in Bristol in July 

2011 served to instil in the author what the world of academia represents. Also, 

the notion that all is data has kept the author on the alert for any new empirical 

evidence which could re-affirm the theory established within the project during 

the process of writing up.  

 

 
The debate about measurement in financial reporting is a never ending one and will 

surely, continue in the years to come as the IASB sets on its own steam to finalise the 

conceptual framework, possibly by 201533.  Although King (2006, p.xiii) affirms that it 

will only be ‘a matter of time until we have to go to history books to read about 

historical cost accounting’, the current chairman of the IASB, Hans Hoogervorst has 

recently dispelled what he refers to as the fair value myth, emphasising that it is 

highly probable that financial reporting based on IFRSs will continue to have a 

somewhat mixed attribute.34 

 

Whatever the future developments may entail, the issue of Maltese individual 

investors possessing low knowledge competence has to be addressed. In the 

meantime, the findings presented in this thesis have identified how this main 

concern is processed. However, it is envisaged that further research will fulfil the role 

of extending this study’s findings and theory. The findings presented are grounded in 

empirical evidence and given the research confirmations strategies, it can be 

concluded that the study’s theory has fit, relevance, workability and is readily 

modifiable (Glaser 1978, pp.4-5) as discussed in section 7.4, above.  

 

                                                      

33
 http://www.ifrs.org/Alerts/Conference/Documents/HH-LSE-November-2012.pdf 

34
 http://www.ifrs.org/Alerts/PressRelease/Documents/2012/Dispelling-myths-about-IFRS-Hans-

Hoogervorst-2012.pdf 
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Nevertheless, the research should not end here but be a continuous process running 

in tandem with developments in financial reporting. Quite a few avenues for further 

investigation are useful to further enhance the understanding of the shift in the 

accounting paradigm within other small jurisdictions. Hence, this thesis can be 

considered as providing an impetus for further empirical investigation. 
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Appendix 1 – Interview Guide for Preparers 
 

 

1. From your experience in preparing a set of financial statements do you recognise 
that there is a transition in accounting, namely, from an HC model to a FV model? 
How has this affected your duties as CFO? 

 

2. Do you feel that the educational curriculum you underwent prior to qualifying 
was sufficient for such an accounting model? 

 

3. Given that the organisation you represent is a listed company and in accordance 
with current statutory requirements you have to follow full IFRSs, do you still 
think that fair value based information is relevant to the local scenario? 

 

4. Putting into perspective the current sub-prime loan crisis, many have blamed FV 
accounting for the write-downs involved. Do you agree with this? [Within the 
context of commercial banks] - Did the sub-prime loan crisis affect your 
organisation in any way? If yes, in what way? 

 

5. As you are aware certain FV based measurements like IAS40 - Investment 
Properties, go through the profit and loss account but cannot be distributed. 
What are your perceptions regarding FV measurement and capital maintenance? 

 

6. What changes or improvements had to be implemented so as to facilitate FV 
measurement when preparing the set of financial statements? 

 

7. Within the current debate as to whether financial reporting should fulfil the 
stewardship or valuation objective, do you feel that this should be settled prior 
to moving on identifying the appropriate measurement model? 

 

 

 

 

 



 

Page 250 
 

Appendix 2 – Interview Guide for Auditors 
 

 

1. From your experience in auditing a set of financial statements do you recognise 
that there is a transition in accounting, namely, from an HC model to a FV model? 
How has this affected your duties as an auditor? 

 

2. Do you feel that the educational curriculum you underwent prior to qualifying 
was sufficient for such an accounting model? 

 

3. Many FV critics claim that FV based measurements are relevant but unreliable. 
From your experience as an auditor do you accept such a claim?  

 

4. So far have you ever encountered a situation where you thought of placing 'an 
emphasis of matter' into an audit report due to a FV based measurement falling 
within Level 3 of the FV hierarchy? 

 

5. Putting into perspective the current sub-prime loan crisis, many have blamed FV 
accounting for the write-downs involved. Do you agree with this?  

 

6. As you are aware certain FV based measurements like IAS40 - Investment 
Properties, go through the profit and loss account but cannot be distributed. 
What are your perceptions regarding FV measurement and capital maintenance? 
Have ever had some sort of debate with any of the listed companies audited by 
your firm regarding capital maintenance? 

 

7. Within the current debate as to whether financial reporting should fulfil the 
stewardship or valuation objective, do you feel that this should be settled prior 
to moving on identifying the appropriate measurement model? 
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Appendix 3 – Interview Guide for Users (stock-brokers) 

 
1. From your experience as a stock-broker, entrusted with providing advice to 

existing and potential investors, do you recognise that there is a transition in 
accounting, namely, from an HC model to a FV model? How has this effected 
your duties as a stock-broker? 

 

2. Do you possess any accounting knowledge? [If a University Graduate] From the 
modules covered in your under-graduate study have you ever had any exposure 
on FV accounting? 

 

3. Many FV critics claim that FV based measurements are relevant but unreliable. 
From your experience as a stock-broker do you accept such a claim?  

 

4. Given that all listed companies have to follow full IFRSs statutorily, do you still 
think that fair value based information is relevant to the local scenario? 

 

5. As you are aware certain FV based measurements like IAS40 - Investment 
Properties, go through the profit and loss account but cannot be distributed. 
What are your perceptions regarding FV measurement and capital maintenance? 
Have you ever had any discussions with clients asking what is distributable or 
not? 

 

6. Within the current debate as to whether financial reporting should fulfil the 
stewardship or valuation objective, do you feel that this should be settled prior 
to moving on identifying the appropriate measurement model? 

 

7. In providing advice to existing and potential investors, what consideration do you 
give to fair value based measurements of assets and liabilities in the published 
financial statements? 
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Appendix 4 – The incidence of FVM within Maltese 
Listed Entities 
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