
Week 1 - Rules and Principles of Accounting
Objectives:  

1. Difference between rule based accounting and principle based accounting
2. Demonstrate principles, conventions, assumptions that are consolidated in the 

Framework for the preparation of financial statements. 

Objective 1: Difference between rule based accounting and principle based 
accounting

What Is Rules-Based Accounting?

- Rules-Based Accounting: List of detailed rules that must be followed when preparing 
financial statements. 
- there is ‘one correct way’

What Is Principles-Based Accounting?

- Principle-Based Accounting: Regulators lay out key objectives of good reporting in the 
subject area, then provide guidance explaining the objective, and common examples. 
- no intent to make ‘one correct way’ for every given situation, accountant should be 

directed back to principles if in doubt;
- limited consistency: entities may account for a transaction in different ways;
- provides a ‘conceptual basis’ for accountants to follow versus a list of detailed rules;

- therefore relies on ethics and professional / good judgement. 

Which One Is Better?

Rules-Based Accounting Principles-Based Accounting

− presents opportunities for financial engineering: as 
soon as rule is created, boundary is created to work 
around. As long as you stay within rule, auditors 
cannot interfere.

- harder to work around a principle in comparison to 
a rule. 

- however, if manager determined to financially 
engineer, it would be easier without rules than with 
rules.

- grey area as to what falls within principle, manager 
may find financial engineering easier under 
principles based accounting. 

− promote more consistency. - are more open to interpretation (less consistency).

Example: US accounting standards issued by FASB. Example: International accounting standards (IFRS) 
are more principle based than US standards. 
- Australia falls here as Australia adopted 

international standards in 2005. 



- The true nature of accounting falls somewhere in between, where the question is:
- What is the appropriate level of guidance (rules) we should incorporate into a 

principles based accounting framework. 

Objective 2: Demonstrate principles, conventions, assumptions that are 
consolidated in the Framework for the preparation of financial statements. 

- In Australia, the underpinning objectives are laid down in the Conceptual Framework. 
- Recently been overhauled and amended, meaning some terms have changed. 

- The framework states:
- 1. the objective of general purpose financial reporting;
- 2. qualitative characteristics that determine usefulness of information in financial 

statements;
- 3. definition, recognition and measurements of these elements which financial 

statements are constructed (assets, liabilities, equity, expenses and revenue).

Framework Property 1: General Purpose of Financial Reporting

The objective of general purpose financial reporting is to:
- provide financial information about the reporting entity

- that is useful to 
- existing and potential investors,
- lenders,
- and other creditors 

- in making decisions about providing resources to the entity (Framework, OB2). 

What Amounts To Useful Information? 

- This is highly contextual, and depends on which party is concerned:
- investor: return on investment;
- lender/creditor: can pay back any monies owed;

- In general: assess the prospects for future net cash inflow to an entity (OB3). 

How Is This Useful Information Provided?

- Through: 
- balance sheet -> financial position of the entity at a given point in time;
- income statement  -> performance of entity over accounting period;
- cash flow statement -> cash inflows and outflows. 

What Are the Shortcomings of Financial Statements? 



- Financial reports cannot provide all the information that users need; 
- They do not show the value of the firm, but allow you to estimate it;
- Relies on estimates, judgements and models -> an imperfect model. 

Framework Property 2:  Qualitative Characteristics That Determine Usefulness

- Information would need to be:
- relevant; 
- faithfully represented. 

- It must also be: 
- comparable;
- verifiable;
- timely;
- understandable. 

- Our Final Objective: Keep the cost down. There is a cost v benefit tradeoff. 

Relevance: Information capable of making a difference in the decisions made by users. 
- Information is capable of making a difference if it has: 

- predictive value: can help users predict the future;
- confirmatory value: confirms something about the past. 

- Materiality: Information is material if omitting it or misstating it could influence decision 
that users make on the basis of financial statements.
- May be material in:

- nature;
- magnitude;
- context of entity. 

Faithful Representation: Financial reports must not only represent relevant phenomena, 
but must also faithfully represent that phenomena. 
- Information must be:

- complete;
- neutral;
- free from error (no error or omission).

Process

- Information must be both relevant and faithfully represented if it is to be useful. 
- To do this, we follow the process:

- 1. Identify the economic phenomenon that has the potential to be useful to users of 
the reporting entity’s financial information.  



- 2. Identify the type of information about that phenomena that would be most relevant 
if available and can be faithfully represented.

- 3. Determine if information is available and can be faithfully represented. 

If: Information is available —> Report.
If: Information is not available —> Start over with next information and repeat. 
Always bear in mind cost-constraints; cost v benefit tradeoff. 

Enhancing Qualitative Characteristics
 
- Comparability: Users decisions often involve choosing between alternatives. 

- Information is more useful if it can be compared across entities and time. 

- Verifiability: Should be verifiable as it helps assure users that it is faithfully represented. 

- Timely: If it is to have any practical benefit in assisting users make their decisions.

- Understandable: Necessary requirement to make statements useful; however, 
oversimplification may lead to omissions.

In practice, there is a tradeoff between characteristics, and finding the right balance within 
characteristics. 

Accounting Underlying Assumptions

- Going Concern: a company will continue to exist long enough to carry out its objectives 
and commitments, and will not liquidate in the foreseeable future. 
- Because: assets and liabilities are recorded and accounted for on basis that entity will 

be able to realise assets, discharge liabilities and obtain refinancing.  

- Accruals Concept: requires that income and expenses must be recognised in 
accounting period to which they relate, rather than a cash basis. 
- Exception to Rule: Cash flow statement. 

- Matching Principle: Expenses incurred by an organisation must be charged to the 
income statement in the period which the revenue relating to those expenses is earned. 

- Prudence / Conservatism: Requires that accountants exercise degree of caution in 
adoption of policies and in making estimates. 
- Care should be taken that assets and income not overstated;
- and liability and expenses not understated. 

- example: revaluation method; inventory write downs etc…


