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Lecture 3 The Measurement Approach to Decision Usefulness 
What is measurement? 
Measurement is the process of determining the monetary amounts at which the elements of the 

financial statements are to be recognised and carried in the Balance Sheet and Income Statement. 

This involves the selection of the particular basis of measurement 

(in simple words, it is the determining and assigning of a numerical value to the economic resources 

recognised) 

Importance of Accounting Measurement 
 The chosen approach to measurement  how assets and liabilities are measured & 

implications for income and expenses  the numbers presented on financial reports  

financial report numbers are used in various contracts that the organisation is involved in 

e.g.: 

 Debt contracts/borrowing agreements covenants: require maintaining a specified 

debt to asset ratio or reported profit covering interest expense by a specified 

number of times  

 Managerial compensation contract: bonuses tied to reported profits 

 Other contracts: e.g. government provides funding to the organisation based on 

some measure of efficiency such as ROA  

 

Choice of Measurement Methods 
(Given preparer choice, no fixed agreement, little guidance) 

 Measurement of PPE 



  

 

AASB 116 provides reporting entities with the choice to either adopt the cost or 

FV/revaluation model to measure PPE (after initial recognition) 

 Historical Cost Accounting/Cost Model 

• Original value of the transaction  

• Value = Price paid in the past – accumulated depreciation & accumulated 

impairment losses 

 Current Value Accounting/Revaluation model 

• Fair value (exit pricing): price that would be received through an orderly sale 

of an asset in a hypothetical transaction 

• Current Cost (entry pricing): what does it cost to replace asset in use 

• Value-in-use (NPV): expected future cash flows discounted by their 

associated risks to today’s term 

• Revaluation should be conducted regularly  The carrying amount doesn’t 

differ materially from the fair value to be determined at end of the period 

• Value= fair value at the date of the revaluation – subsequent accumulated 

depreciation & subsequent impairment losses 

Choice should depend on  

• Primary Objective of financial reports (i.e. valuation and efficient contracting 

objective) 

• Concept of profit  capital maintenance 

• Reliability of the measurement information required (note its trade-off with 

relevance) 

 

 Measurement of other accounts and their required measurement methods 

Account Measurement Method 



Inventories Lower of cost or net realizable value 

rule 

Property, Plant & Equip At cost or revalued amount based 

on fair value (and subject to 

impairment tests which may result 

in value-in-use) 

Investment properties Fair Value 

Goodwill At cost of acquisition (and subject 

to impairment tests). Internally 

generated goodwill is not to be 

recognized 

Research & Development Research is expensed as incurred. 

Development expenditure may be 

capitalized at Cost 

Biological assets At fair value less estimated point of 

sale costs 

Account Measurement Method 

Cash Face Value 

Accounts Receivable Face Value 

Equity Investments Fair Value 

Debenture/Bond Investments Fair Value ( or option for Amortized 

Costs if held to maturity) 

Trading financial instruments Fair Value 

Derivatives Fair Value 

Accounts Payable Face value 

Employee Benefits and Provisions Value-in-use (estimated current 

settlement cost to the entity) 

Loans  Amortized Cost (or option for Fair 

Value under certain conditions) 

 



 

Benefits and downsides of a Mixed Measurement System 
 Benefits 

 Provide flexibility for preparers of financial reports  allow management to choose 

the appropriate measurement methods  maximise the usefulness of financial 

reporting (that better reflect the company’s fundamental value) 

• If an active market exists (high frequency trading, intelligent traders  

market price is an unbiased indication of the fundamental value of the asset) 

 use fair value for PPE 

• If an active market is absent (e.g. specialised machinery)  use historical 

cost 

• When markets become unstable (e.g. in financial crisis)  investor 

confidence drop  price can drop regardless of fundamental underlying 

value  prices can be volatile & trading volume may be limited due to 

uncertainties  fair value not appropriate  

 Efficient contracting: Based on an efficiency consideration of managerial discretion    

 Costs 

 Undermine cross-firm comparability (different fundamental values, different 

measurement)  hard to distinguish between firms 

 Undermine cross-asset incomparability: some assets use historical cost, some use 

fair value, so their returns are not //comparable 

 Allow for managerial opportunism: e.g. timing the sale of an asset 

 

Choice of measurement methods – concept of capital maintenance 
Accounting is a measurement system of income (it is the income that belongs to the owners) how 

we account for assets and liabilities depends on how we define income  income represents 

difference in wealth between two points in time  the way we define income depends on the way 

we define wealth 

 Financial capital maintenance view 

 Profit (income) earned if monetary capital (nominal financial value of the firm in the 

book) at the end of the period > monetary capital at the start of the period 

 E.g. at start of period, have $100 cash in account; at end of period, have $120 cash in 

account  $100 capital is maintained and $20 income is created in the period 

accrued to the owners 

 Measurement basis: historical cost accounting (past price) (for illustration, see 

slide18-19) 

 Financial capital maintenance view may be problematic at times of rising cost of 

capital (e.g. inventory prices) due to insufficient cash surplus 

 

 Physical capital maintenance view 

 Profit (income) earned if operating capacity at end of the period > operating 

capacity at the start of the period 

o Rev- replacement cost  



 E.g. at start of period, can produce/maintain 100 units of inventory; at end of period, 

can produce/maintain 120 units of inventory  100 units capital is maintained and 

20 units of income is created in the period accrued to the owners 

 Measurement basis: current cost (entry price) as need to understand how much it 

will cost to maintain the current operating capacity (for illustration, see slide18-19) 

 

 Adaptive capital maintenance view 

 Profit (income) earned if exit price (how much cash can be received if selling the 

company) at end of period > exit price at start of the period 

o Recognised the income as long as there is an increase in the exit price  

 Profit = amount that can be distributed while maintaining the entity’s capacity to 

adapt to changing circumstances, which is based on current cash equivalents  

 Measurement basis: fair value (exit price): how much cash expected to be received if 

sold the company 

 

 

 

 

 

 


