
Financial Accounting Theory 
 

INTRODUCTION AND OVERVIEW 

 

A Theory is a ‘coherent set of hypothetical, conceptual and pragmatic principles forming the 

general framework of reference for a field of inquiry’. It is a set of hypothesis, concepts and 

principles that form a framework for a particular field of inquiry (e.g. the conceptual 

framework: guides accountants as to how to practice accounting). It is a set of ideas used to 

explain or understand real world observations.  

e.g real world observation: global temperatures are increasing. The theory is greenhouse gas 

emissions. The global temperatures are increasing because there are increased greenhouse 

gas emissions. Theory is important because it means that when things change it helps us to 

predict the likely outcome, e.g. if greenhouse gas emissions continue to increase, so will 

global temperatures. 

Financial Accounting Theory is used to explain, predict and prescribe accounting practice 

and reactions to accounting regulations and practices. e.g. ANZ class action over bank fees, 

liable to pay $57 million in fees in February. Market reaction to bad news earnings 

announcement was a decrease in share price in month of February. Theory predicts this. 

It explains when financial accounting information will be decision-useful. 

Accounting information is used to relieve information asymmetry in financial markets. 

 

INFORMATION ASYMMETRY 

The purpose of financial accounting is to relieve information asymmetry in economies.  

Information asymmetry occurs when 2 parties to a transaction don’t have the same 

information set (one has more and the other has less). This means that one party is at an 

information advantage and the other is at an information disadvantage.  

There are 2 types of information asymmetry: 

1. Adverse selection: pre-transaction – it is a potential transaction where one party is at an 

information advantage. The party at an information disadvantage bears the adverse 

selection risk. 

An example of this is when buying a product on ebay. The seller is at an information 

advantage because they know everything about the product they’re selling and the buyer 

is at an information disadvantage because they have limited information about the product 

they’re purchasing. Ebay mediates this by forcing sellers to post up pictures and include 

descriptions of the product and also has a feedback rating system so the buyer knows that 

they can trust the seller which also bridges the information asymmetry gap. 

To mitigate the adverse selection risk that investors face when deciding to invest in a 

company (managers know more about the current condition and future prospects of the 

firm than outside investors), the company produces financial statements (which are 

audited), there are disclosure requirements, the CEO must make announcements about 

significant changes to the company and there are heavy penalties for not doing so etc. to 

bridge the information asymmetry gap between the investor and the company. 

Another example is the hiring process. The employer is at a huge information 

disadvantage when it comes to prospective applicants. To mitigate the risk of hiring the 

wrong applicant, they review resumes and conduct interviews and tests to reduce the 

information asymmetry between themselves and the prospective employee. 

INSIDER TRADING. 



 

2. Moral hazard: post-transaction – this type of information asymmetry is present after the 

transaction has occurred (e.g. after the candidate is hired). It is present when and 

because one party cannot observe the other parties actions in fulfilment of the 

transaction/contract (creating information asymmetry). 

For example, agency theory (agency relationships occur when the principal (SH) hires the 

agent (CEO) to perform a service on the principals' behalf - principals commonly delegate 

decision-making authority to the agents). For example, if a new CEO is hired, it is 

impossible for shareholders to observe directly the extent and quality of the CEO’s effort 

on their behalf. He knows more about the company than SH and may decide to shirk on 

effort, blaming any deterioration of firm performance on factors beyond his control or 

biasing reported earnings to cover up. To mitigate this risk, it could be a condition of the 

contract that the CEO have shares in the company, or is remunerated with a combination 

of cash and shares so that he has an incentive to act in the best interests of the company.  

Another example: when a salesperson is paid a flat salary with no commissions for his or 

her sales, there is a danger that the salesperson may not try very hard to sell the business 

owner's goods because the wage stays the same regardless of how much or how little the 

owner benefits from the salesperson's work.  

Moral hazard can be somewhat reduced by the placing of responsibilities on both parties 

of a contract. In the example of the salesperson, the manager may decide to pay a wage 

comprised of both salary and commissions. 

Another example: in terms of an employee who was hired but might decide to shirk, to 

mitigate moral hazard the employee could be placed on a probationary period and 

monitored closely, and evaluated on KPIs and other internal measures which assess 

whether they’re working hard consistently. 

 

The role of information in a market economy: 

- To reduce adverse selection risk 

This improves operation of capital markets because investors will be willing to invest and 

thus companies will find it easy to raise capital and continue their operations. 

Providing decision-useful information is the way to reduce AS risk (decision-useful 

information is any information that changes a person’s prior beliefs about a company and 

allows them to now make a more informed analysis/decision). 

- To reduce moral hazard risk 

This improves the operation of managerial labour markets (the managerial labour market 

constantly evaluates manager performance. A manager’s reputation determines the value 

that the market places on that particular manager. A manager who discloses false or 

misleading information will suffer damage to his/her reputation. Therefore, the 

managerial labour market provides incentive for reliable information production.) 

Using net income as a managerial performance measure will help reduce MH risk. 

 

The fundamental problem of financial accounting theory 

HOWEVER, the best measure of net income to control adverse selection (better inform 

investors) is not the same as the best measure to motivate manager performance (control 

moral hazard) which implies the interests of investors and managers conflict. 

Investors might prefer fair value accounting because it is more relevant and decision-useful, 

however managers might prefer historical cost accounting and find that conservatism better 

reflects the manager’s effort (if management’s intention is not to sell a particular asset, then 



they won’t want to mark-to-market, especially if market conditions are bad, however users of 

financial reports would prefer to know the asset’s market value). However, current values are 

very volatile in their impact on reported earnings, and unless markets are readily available, 

current values may be more subject to managerial bias and manipulation than historical cost 

accounting. 

Standard-setting is viewed as a means of mediating these conflicting interests and a 

mechanism to regulate the provision of accounting information. 

 

Conservative accounting 

Basu defines conservatism as ‘the requiring of a higher standard of verification to record 

gains than to record losses, resulting in a persistent understatement of assets, earnings, and 

shareholders’ equity relative to their current values’. Thus, unrealised losses from declines 

in value are recognised when they take place, but gains from increases in values are not 

recognised until they are realised – for example, capital assets are generally valued on the 

basis of historical cost and if the value falls below the cost they are written down to that 

value, but if it increases this gain is not recognised. 

 

Ethical behaviour 
Refers to ‘doing that right thing’. 

Market meltdowns have raised questions about how to restore and maintain public 

confidence in financial reporting. One response is increases regulation (new accounting 

standards) however ethical behaviour by accountants and auditors is also required. This 

means that accountants must behave with integrity and independence in putting the public 

interest ahead of the employer’s and client’s interests, should these conflict. Thomas Hobbes 

argued that rules, regulations, and the courts were not enough to restore cooperative 

behaviour, since no set of rules could possibly anticipate all human interaction or behaviour. 

According to him, what is needed is that people must recognise that it is in their joint 

interests to  cooperate. Increased regulation will not suffice to prevent a repetition of these 

reporting disasters, what is also needed is the practice of ethical behaviour.  

 

Rules-based vs Principles-based accounting standards 
Rules-based: rules-based standards attempt to lay down detailed rules for how to account. 

Principles-based: principles-based standards lay down general principles only, and rely on 

auditor professional judgement to ensure that application of the standards is not misleading. 

Detailed rules do not seem to work, and as Ball points out, they seem to have been widely 

ignored so it seems the world is moving towards principles-based standards. 

 

The complexity of information in financial accounting and reporting 

The reason for the complexity of information is the absence of perfect or true accounting 

concepts and standards, and as a result, individuals will not be unanimous in their reaction to 

even the same information.  

For example: 

A sophisticated investor may prefer certain assets and liabilities be valued at value-in-use on 

grounds that this will help to predict future firm performance. 

Other investors may prefer fair value accounting on grounds that this better reflects manager 

stewardship (an ethic that embodies the responsible planning and management of resources). 

Other may dislike the unreliability of current value accounting and prefer historical cost 

accounting. 



Therefore, managers who have to report current values might react quite strongly against it. 

Management typically objects to inclusion of unrealised gains and losses resulting from 

changes in asset and liability values in net income, arguing that these items introduce 

excessive volatility into earnings, do not reflect their performance, and should not be 

included when evaluating the results of their efforts. As a result, accountants get caught up in 

whether reported net income should fulfil the primary role of reporting useful information to 

investors or reporting on management’s stewardship of the firm’s resources. 

 

THE BENCHMARK ACCOUNTING SYSTEM: IDEAL CONDITIONS 

 

Ideal conditions refers to an economy where firms’ future cash flows and their probabilities 

are known. It means that the economy has perfect and complete markets and as such 

information asymmetry is completely eliminated. This would mean that asset and liability 

valuation is on the basis of expected present value future cash flows (value-in-use). 

Although this is not achievable in reality, it provides a useful benchmark against which more 

realistic accounting conditions can be compared (evaluate how similar current accounting 

practice is to this ideal system of accounting and strive to improve current accounting 

practice).  

 

What exactly does ‘ideal’ mean? 

1. All information is RELEVENT. Future economic prospects are disclosed fully (cash 

flows, dividends, profit) such that they are capable of making a difference in the decisions 

made by investors. 

2. All information is RELIABLE. Information is complete (nothing that could affect the 

decisions of investors is left out), precise (no measurement error) and free from bias (no 

managerial manipulation). 

 

 

The Present Value Model of Accounting 

(ideal conditions under certainty) 

 

What do we mean by ‘certainty’? 

1. Future cash flows of the firm are known with certainty by everyone in the economy 

(publicly observable). 

2. The firm’s cost of capital is known with certainty by everyone in the economy. 

 

In the BALANCE SHEET 

- Assets and liabilities must be valued using PV (present values) – VALUE-IN-USE, which 

means we must discount all of the future cash flows using the given interest rate (cost of 

capital) to bring them back into present value terms (better for investors). 

 

In the INCOME STATEMENT 

- Only have one item, ‘accretion of discount’ – this equal to the net income for the year and 

is equal to the opening value of shareholder’s equity (which is also equal to the opening 

present value of assets if year 0), and it is equal to the opening shareholder’s equity if year 

1 and beyond. 

 

 



FINANCIAL ASSETS 

Cash  

- Dividends 

LIABILITIES 

Bonds 

CAPITAL ASSETS 

Asset 
SHAREHOLDER’S EQUITY 

Opening value 

+ Net income (Op. val X int. rate) 

- Dividends 

 

 What we conclude is that under ideal conditions the Income Statement is redundant as it 

does not provide any extra information above that of the balance sheet. We also conclude 

that the Balance Sheet is 100% relevant (all future CFs are fully disclosed with certainty) 

and reliable (any BS figure manipulation would be detected because future CFs are certain). 

 

The MV of an asset is equal to the PV of its future CFs because of ARBITRAGE – 2 assets 

with the same risk and same expected return (CFs) must be priced exactly the same. 

This means that the market value of the firm is equal to the value of its net financial assets 

plus the value of its capital assets (less any other liabilities). 

 

The Present Value Model of Accounting 

(ideal conditions under UNcertainty) 

 

What do we mean by ‘uncertainty’? 

1. Given, fixed interest rate at which the firm’s future cash flows are discounted. 

2. A complete and publicly known set of states of nature where future CFs are dependent on 

whichever state occurs and where whatever state does occur MUST be an element of the 

set. 

- State 1: economy is good      CFs = $200 

- State 2: economy is bad        CFs = $100 

3. State probabilities are objective and publicly known 

- State 1: economy is good   Pr(state 1) = 0.6 

- State 2: economy is bad     Pr(state 2) = 0.4 

4. State realizations are independent (state realisation in year does not affect the 

probabilities of state realisation in year 2) and publicly observable (everyone knows 

which state has occurred). 

 

Ideal conditions of uncertainty are essentially the same as ideal conditions of certainty 

EXCEPT that future cash flows are known conditionally on the states of nature (e.g. if state 1 

happens, then CFs will be $200 and if state 2 happens, then CFs will be $100). 

 

In the BALANCE SHEET 

- Assets and liabilities must be valued using PV (present values) – VALUE-IN-USE, which 

means we must discount all of the future cash flows using the given interest rate (cost of 

capital) to bring them back into present value terms (better for investors). 

 

In the INCOME STATEMENT 

- Only have one item, ‘accretion of discount’ – this equal to the net income for the year and 

is equal to the opening value of shareholder’s equity (which is also equal to the opening 



present value of assets if year 0), and it is equal to the opening shareholder’s equity if year 

1 and beyond. 

 

END OF YEAR BALANCE SHEET 

FINANCIAL ASSETS 

Cash (dependent on state outcome) 

- Dividends 

LIABILITIES 

Bonds 

CAPITAL ASSETS 

Asset 

PV of all FUTURE CFs to be generated by 

the asset (as at END of current year, so don’t 

include CFs from this period’s state 

realisation because they’ve already occurred 

and been recorded in ‘cash’)  

=
      )     ))       )     )))

   
 + 

…… 

SHAREHOLDER’S EQUITY 

Opening value  (PV of FUTURE CFs as at 

END of last year,   includes 1 extra CF which 

hadn’t been realised last year but has been 

realised now –PV of future CFs from start of 

asset’s life 

= Pr(S1)
     )

   
 + Pr(S2)

     )

   
 

+ Pr(S1)
     )

    ) 
 + Pr(S2)

     )

    ) 
 + …… 

 

+ Net income (from income statement) 

- Dividends 

 

INCOME STATEMENT 

Accretion of discount                                        r   opening SH equity 

Less Abnormal Returns 

        Expected cash flows this period               Pr(S1)CF(S1) + Pr(S2)CF(S2) 

        less Actual cash flows this period            CF(whichever state was realised) 

 

Realised net gain/loss                                      xxx 

 

Once again, we conclude that the Income Statement offers no information beyond the 

Balance Sheet. 

We also conclude that the MV of firm = E(PV) of future CFs = E(PV) of future dividends 

because of dividend irrelevancy. 

 

As long as investors can invest any dividends they receive at the same rate of return as the 

firm earns on CFs not paid in dividends (under ideal conditions, there is only 1 interest rate 

in the economy) and thus the PV of an investor’s overall interest in the firm is independent of 

the timing of dividends. Thus, the PV to the investor is the same regardless of whether 

dividends are distributed or not. Under dividend irrelevancy, CFs are just as relevant as 

dividends, because CFs establish the firm’s dividend-paying ability. 

 

Under both conditions (certainty and uncertainty) we can still say that the balance sheet is 

perfectly relevant and reliable. 
  


