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LECTURE 1: 
INTRODUCTION  
Financial 
accounting theory 

- “is an information system designed to reduce information 
asymmetry” 

- used to explain, predict and recommend accounting 
practices 

- used to explain and predict reactions to those accounting 
regulations and practices  

- explains when accounting information is decision useful  
 
Aim: 

- to provide a framework to critically evaluate and analyze 
financial accounting practices and issues in a market.  

 
Specific goals: 
1. how to measure wealth using accounting information? 
= measurement approach  
 
2. how to value a firm using accounting information? 
= valuation objective  
issue: how to reduce adverse selection  
 
3. how should accounting information be used in reducing moral 
hazard?  
- how to use it to better motivate and evaluate managers? 
= efficient contracting objective  
 

INFORMATION 
ASSYMETRY 

- the existing gaps in terms of knowledge/ information 
between two parties where one party would have an 
information advantage over the other party.  

- causes issues in matching of the investors and 
entrepreneurs in the market. 

- creates problem for investors in searching for best 
investment opportunities. 
 

2 types of information asymmetry: 
1. Before transacting: ADVERSE SELECTION 
2. After transacting: MORAL HAZARD 
 
Information asymmetry gives rise to 2 financial reporting: 
1. Valuation objective – to reduce adverse selection  

- disclosing information to the public in a COST-EFFECTIVE 
way.  
n must check whether disclosing the information would 

do more harm than good to the firm/ not. 
n it is not necessarily in the best interest of the firm  
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THUS, → Corporate financial reporting or Signaling  
* signaling = giving some information about the quality/ credibility 
that will be needed in valuing the shares. 
* corporate financial reporting = gives basic information for 
investors  
 
 
2. Efficient contracting – to reduce moral hazard.  
- through changing incentives of managers in the contract  
- to motivate and evaluate managers (to make decisions in the best 
interest of SHs) 
 
What does efficient mean? 
1. low cost  
2. enables the contracting parties (investors) to achieve their 
objectives  
 
THUS, → Investors controlling the funding, punishing managers 
or entrepreneurs by cutting down funding of ideas.  
 

Adverse selection  - inside/ hidden information  
- occurs before the contract is made or transaction takes 

place.  
- the information hidden from the investors – information 

crucial and relevant to the decision-making process of 
investors.  

- OR investors lack basic information about the market or 
industry they are in.  

 
1) i.e. managers and entrepreneurs knowing more than investors 
/ capital providers. 

- normal for managers to know more about the firm than the 
investors  

- BUT issue: when managers choose to exploit those their 
information advantages for their own best interest; they would 
defer or release information earlier to selected investors. 

- In the long term: when this issue is continued and more 
managers do the same → investors would become warier of 
investing in the public market so they will switch to private 
markets. The public market will collapse and  

- ANOTHER issue: when entrepreneurs can convince investors 
into funding in their bad ideas by putting it out as a good idea;  
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LECTURE 2: DECISION USEFULNESS 
 
Efficient market 
hypothesis  

- Definition: efficient securities market is a market where the 
prices of securities traded reflects all publicly known 
information. 
 

Criteria to efficiency: 
1. information instantly reflected into prices (no delays) 
2. captures information in an unbiased manner (no over-/under-
reaction/ valuation) 
 
If the market is efficient, no one can beat the market (i.e. earning 
abnormal returns) 

- e.g. if the investor buys the most promising shares = buying 
the shares that attracts every other investor. 

- if most investors invest in that share → that share won’t be 
promising for long.  

- many professionals want to find the same bargain  

- the rational investor would average/value all ideas equally 
if they anticipated the possibility of the existence of bad 
ideas.  

- In the long term: if this issue continues, entrepreneurs who 
have the good ideas will leave the market as they find the 
valuation of their good ideas unattractive; if all 
entrepreneurs with good ideas leave the market, only the 
bad ideas remain will cause the market to collapse.  

Moral Hazard 
problem  

- hidden action/ effort  
- issue that occurs after the transaction is made; AFTER the 

entrepreneurs receive the money/ funds. 
- actions or efforts of managers or entrepreneurs that cannot 

be easily/ directly monitored or evaluated by the investors.  
- May be detrimental to the returns received by the investors  

 
i.e. managers/ entrepreneurs fail to carry out their promised 
duties/ responsibilities after receiving the funding.  

- not performing their best as promised in the contract  
- managers shirking (idling around)  
- managers acting in their own best interest by spending less 

effort, taking vacations or working short hours.  
 
Difficult for investors to monitor the efforts of managers and 
entrepreneurs directly with limited information. 
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- Thus, no one can gain abnormal returns in the long run as 
the share value will change when more investors invest in that 
share.  

 
CAPM: measures the expected return of the market share  
E(Ri)= Rf + βi [E(RM) – Rf] 
 

Prices capturing 
info. in an 
unbiased 
manner  

Individual investors have a bias in choosing whether to buy/sell 
shares? YES. 
1. Liquidity trades (selling shares to meet sudden need for cash) 
2. Trade on noise (based on feeling lucky) 
 
Does this affect the efficiency in the market? NO. 

- individual’s decisions are independent from the market 
- in a liquid market, positive and negative biases will cancel 

out → thus on average market prices are unbiased 
- THUS, market prices fully reflect all publicly available 

information.  
 

Investors price 
protected  

- In an efficient market, any investors (esp. naïve ones) can 
survive if they hold a diversified portfolio.   
 

Efficient price: 
price driven by 
news  

- Efficient stock prices would change daily according to news.  
- News are unforecastable if the market is efficient → future 

movement of stock is unpredictable   
- i.e. stock prices will follow a random walk through time  
- unpredictable by everyone  

 
Implications: 
1. Technical analysis of stocks trends won’t work in predicting the 
future movements  
 

How to test 
efficiency of 
market:  

Eugene Fama’s “efficient market hypothesis”:  
- past price changes cannot be used to predict future price 

changes  
- new information is quickly incorporated/ reflected in prices – 

(no chance to use it in predicting & generating abnormal 
profits/ returns) 

 
= Using EVENT STUDIES to test the efficiency of the market 
 

Accounting 
information in 
pricing stock  

- investors price EXPECTED future CFs of firms using 
publicly available information (incl. acct info.) 

- ONLY accounting information that affects future CFs is 
priced.  
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Using NPV:  
 
 
 

- accounting policies that do not affect CFs do not affect stock 
prices. (e.g. depreciation) 

Benefits of 
financial 
reporting  

- Full disclosure enhances efficiency  
• all information will be used in pricing expected CFs of 

stocks 
• managers should only disclose as much as it is cost 

effective  
• more disclosure means less information asymmetry 

specifically adverse selection.  
 

- Limitations to full disclosure: (more like partial disclosure) 
• cost effectiveness – can only disclose information that would 

not do more harm than benefiting the firm.  
• Thus, there will always be a gap in information b/w 

managers and investors.  

 
 

• all investors (esp. naive ones) will be protected by the 
efficient market if they hold a diversified portfolio → thus, 
financial information does not have to be simple for 
everyone to understand.  

• accountants will always be in competition with other 
information providers e.g. media, financial institutions  

• financial information must be reliable, relevant, timely and 
cost effective.  
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Is the 
accounting 
information 
useful? 
*find 
association b/w 
EARNINGS 
and SHARE 
PRICE 

- If prices are efficient → market reaction is a good measure of 
whether financial information is useful. 

 
= Use EVENTS STUDIES to test for association between earnings 
and share prices. 
 
Assume:  
1. Earnings release = EVENT  
2. Consider whether there’s a change in stock price when earning is 
announced within an EVENT WINDOW. 
3. Unexpected Earnings = NEWS (NEW INFORMATION) 
  *efficient market will only respond to new information  
 
Step 1) Decide on an EVENT WINDOW 
Step 2) Measure Unexpected Earnings (UEi,t) 
Step 3) Measure Unexpected stock price change (Abnormal Returns, 
ARi,t) 
Step 4) Test for association between UE and AR 
 

Step 2) 
Measuring 
Unexpected 
Earnings  

• Unexpected Earnings (UE) = Actual Earnings – Expected 
Earnings 

 
Expected Earnings can be defined by:  
1. Last year’s earnings: 
UE = Actual Earnings – Last Year’s Earnings     
 
2. Analysts Forecasts  
UE = Actual Earnings – Analysts Forecasts 

Step 3) 
Abnormal 
Returns  

- Stock returns affected by 2 domains: 
1. Firm specific factors  
2. Market wide factors 
* Want to filter out the stock returns generated by overall 
market factors/ price movement. 
 

- want to get the remaining → firm’s earnings surprise 
 
Abnormal returns (AR) → measures the price response associated 
to unexpected earnings (over the event window)  
   
ARi = Realized Returni – Expected Returni 

- Expected return calculated using CAPM  
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Ball and Brown 
methodology  

1. For each firm – estimate their investors’ earnings expectations 
(UE) – using last year’s earnings 
 
“UE = Actual Earnings – Last Year’s Earnings”     
 
2. Classify each firm as ‘Good news” only if: (ACTUAL > 
EXPECTED) 
3. Classify each firm as “Bad news” if: (ACTUAL< EXPECTED) 
4. For “good news” and “bad news” firms, estimate abnormal share 
return for month 0 (using CAPM) 
* month 0 – month of earnings release date  
5. REPEAT for other months (e.g. -2,-1,-12,+1,+12,+2 etc...) 
6. PLOT the results (*remember what the graph looks like) 
 

 
 
7. CONCLUSION  
 
- stock market does react to the accounting information  
- BUT they anticipated GN and BN in earnings 12 months prior to 
the month of earnings release announcement.  
- historical cost accounting still decision – useful (market did not 
anticipate ALL earnings information) 
- prices still lead earnings (because earnings are not timely; MOST 
earnings information are incorporated in prices already) 
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Is the 
magnitude of 
unexpected 
earnings (UE) 
RELATED to 
the magnitude 
of market 
response? 

- Using the “Earnings Response Coefficient (ERC)”: 
• measures the extent of a stock’s abnormal return from the 

unexpected earnings.  
• ERC = a1  
•     AR  = a0  + a1 UE + e 
• The a1 in this regression measures the response of AR to 

one dollar of unexpected earnings 
• Factors affecting ERC: 

 a1 = ƒ (Firm Characteristics & Earnings Characteristics) 

Firm’s 
characteristics  

1. Risk (β): (Higher) CAPM β – (Lower) ERC 
2. Capital Structure: (Higher) !" – (Lower) ERC 
3. Growth Opportunities: (Higher) Growth opportunities – 
(Higher) ERC 

 
 

Earning’s 
characteristics  

 
Earnings persistence: (Higher) persistence – (Higher) ERC 
 
3 types of earnings persistence:  
a. Permanent – expected to persist indefinitely 
* ERC >1  
* e.g. changes in competition, new technology, successful patents, 
acquisitions, reorganizations, economies of scale) 
 
b. Transitory – affecting earnings in current year ONLY 
* ERC =1  
*e.g. disposal of assets  
 
c. Price irrelevant – persistence of ERC= 0 
* i.e. no effect on CFs of assets = e.g.  accounting policy choices, 
capitalizing R&D, staff training costs, advertising costs 
 

IMPORTANCE 
of ERC 

- tells what affects the information content of accounting 
earnings  

- to best design financial reports 
 
Thus, best to give full disclosure  

- display all components of earnings to enable permanent 
effects to be assessed.  
i.e. making all components of firm’s characteristics: risk, 
growth opportunities and capital structure explicit. 
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LECTURE 3: MEASUREMENT  
 
Decision 
usefulness  

End of week 12: 
- how to define decision usefulness in accounting? 
- how do we improve the usefulness of accounting 

information? 
 
Decision usefulness – how does it help investors?  
= It helps investors to understand the fundamental value of the 
firm. 
→ if accounting information provides information on future CF 
and associated risk → then accounting information is useful 
because it helps investors understand the fundamental value  
→ helps investors in better distinguishing between 
investments as well as better allocate scarce resources. 
→ helps reduce information asymmetry problem specifically 
adverse selection. 
 
If accounting information is useful in providing information 
on the agents’ or managers’ actions or effort → it is useful in 
mitigating the moral hazard problem.   

- to understand what the managers are doing to hold 
them responsible and accountable for their actions 

- also, to better evaluate and motivate their managers 
effort to maximize the shareholders’ value.   

 
The valuation objective and the efficient contracting objective 
serves to mitigate these two issues respectively. 
 
 

To better 
understand 
decision 
usefulness in 
accounting 
measurement 
system before 
choosing  

- understand the measurement methods available  
- the advantages and disadvantages of each 

measurements – need to know this before choosing 
- the conventions of historical cost measurement  
- understand that the measurement of profit depends on 

the concept of capital maintenance.  
 

Definition of 
Measurement  

- measurement is the process of determining the 
monetary amounts of the elements of financial 
statements i.e. those carried in BS and IS.  

- Need to have a measurement base to measure these item  
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Importance of 
Accounting 
measurement 
basis   

- it affects the outcome of the financial report (i.e. the 
amounts) 

- different measurement system would measure the 
elements differently. One may give a higher value than 
the other. → these amount of elements are important in 
contracting as it will appear there. (especially income and 
earnings) 

 
e.g. debt contract or borrowing agreements  
companies with growth opportunities, they would want to 
finance it by going to the capital market if they cant generate 
their own (e.g. equity market or debt market) 
 
debt financing is more popular than equity financing, → 
important in the capital market  
 
debt holders would want to protect their interest by monitoring 
the entity’s performance. So the borrower (the entity) needs to 
meet the requirements imposed on them. e.g. requirement to 
maintain D/E ratio or profit per share. Breaking requirement, 
may lead to immediate payment of principle and penalties but if 
they don’t have enough money to pay → may need to file for 
bankruptcy.  
 
So, borrowers are concerned about earnings. i.e. earnings per 
share. This also means that measurement system is important as 
different measurement system would give a different earnings 
number.  
 
e.g. managerial compensation contract- use contract to evaluate 
and motivate managers – holding managers responsible for 
something i.e. financial result e.g. earnings, or financial ratio.  
Their compensation or pay is tied to that number and different 
measurement leads to different results. 
 
e.g. contract with the government – government giving subsidies 
or funds or capital or financial support – a lot of companies that 
request so they need to screen who needs it most – using 
efficiency ratios e.g. internal assets, shows how much they make 
ROA not only the profitability. So, they want to know the 
measurement system used because it would affect the ROA and 
profitability of the firms.  
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Choices of 
measurement 
methods (2 
categories) 

1. historical cost accounting/ cost model  
= price paid in past – accumulated depreciation  
* depreciate because the asset will go through wear and tears/ 
other depreciable factors when generating the income.  
 
2. Current value accounting 
- current cost (i.e. the cost to replace the item/ entry price)  
- FV (the exit price/ price that would be received through 
orderly sale of item) 
- VIU (PV of future CFs and its associated risks) 
* the value of the asset based on the estimated CFs generated 
and risk 
 
= Revaluation model → PPE carried at FV shall be carried at 
a revalued amount (RA) = FV – subsequent accumulated 
depreciation – subsequent impairment losses.  

- Revaluations shall be made to ensure that the CA does 
not differ from the FV at the end of the period.   

 
Measurement 
choices in 
current 
accounting 
standard 
(AASB’s pov) 

- AASB 116 for PPE – giving the entity the choice to 
either adopt the cost/ historical cost model or fair value/ 
revaluation model. → i.e. measurement choice after 
initial recognition of the asset.  

- managers have a choice for the subsequent 
measurement for initial recognition.  

- mixed measurement in accounting  
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Tangible and 
intangible 
assets  

 
 
inventories – need to use historical cost in times of rising prices.  
 

 
 
 

	


