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Week 1 – The Australian Accounting Environment 
General-purpose financial statements 

• Comply with the Conceptual Framework and accounting standards 

• Meet the information needs common to users who are unable to command the preparation 

of reports tailored to satisfy all their information needs 

Special-purpose financial statements 

• Designed to meet the needs of a specific group or to satisfy a specific purpose 

• Example: a bank demanding as part of a loan agreement that the borrowing entity provide 

information about projected cash flows 

Sources of financial reporting regulation 

Four main bodies: 

1. The Australian Securities and Investments Commission (ASIC) – A government organisation 

responsible for issuing guidelines and reviewing companies’ reports to check they’re in line 

with accounting standards. 

▪ The Corporations Act 2001 is enforced by ASIC 

▪ Requires preparation of ‘true and fair’ financial statements 

2. The Australian Accounting Standards Board (AASB) 

Functions of the AASB: 

▪ Developing a Conceptual Framework 

▪ Making accounting standards that have force of law under s334 of the Corps Act 

▪ Participating in and contributing to the development of a single set of accounting 

standards for worldwide use 

▪ Verifies international standards (IFRS) by reviewing them, ratifying them, and 

implementing them into the AASB 

▪ Responsible for making standards for not-for-profit organisation 

3. The Financial Reporting Council (FRC) – The AASB reports to eh FRC, which oversees their 

operations and checks whether they’re operating satisfactorily. 

The FRC: 

▪ Appoints members of the AASB 

▪ Approves and monitors the AASB’s priorities, business plan, budget and staffing 

▪ Gives the AASB directions, advice or feedback on matters of general policy 

4. The Australian Securities Exchange (ASX) – A nationally operated securities exchange. 

Failure to comply may lead to removal from the Board 

▪ ‘Continuous disclosure’: If an entity becomes aware of any information concerning it 

that a reasonable person would expect to have a material effect on the price or 

value of the entity’s securities, the entity must immediately disclose that 

information to the ASX 

Large proprietary companies 

A proprietary company is compered to be ‘large’ if it meets two of the following three tests: 

1. Its gross operating revenue is greater than $25 million 

2. Its gross assets are greater than $12.5 million 

3. It has more than 50 employees 



The Conceptual Framework 
Benefits of a Conceptual Framework 

• Accounting standards would be more consistent and logical because they’re developed from 

a clearly developed set of concepts – less confusion around concepts as it provides you with 

a solid foundation 

• Increased international comparability of financial information – sets a foundation for what 

future standards should be based on; the CF is looked at to form the standard. However, a 

lot of the standards were made before the CF or the CF has changed while the standard 

stays the same. The CF should drive the standard, but it doesn’t always happen 

• Boards (e.g. IASB, AASB) are more accountable for their standard-setting decisions. 

• Enhanced process of communication. 

• More economical accounting standard development. 

SAC 1 Definition of ‘Reporting Entity’ 

Para 8 ‘Dependent Users’ 

GPFRs should be prepared when there exists… users whose information needs have common 

elements, and those users cannot command the preparation of information to satisfy their individual 

information needs. 

Agency problems 
between 
shareholders and 
managers 

Conflicts Mitigated through remuneration 
design and accounting info Shareholders Managers 

Horizon: Managers 
and owners 
(shareholders) tend 
to have differing 
time horizons in 
relation to the entity 

▪ Long term 
horizon in 
entity 

▪ Interested in 
long term 
growth, future 
cash flows 

▪ Short term 
horizon 

▪ Interested in 
short term 
profit to show 
effective 
management 

▪ Give shares or options – gives 
managers a more long-term 
interest, as shares are based on 
future cash flows/performance 

▪ Link managerial pay to share price 
movements – as manager is closer 
to retirement, there is more 
incentive to do this because 
they’d have a shorter horizon 
focus 

Risk aversion: The 
amount of risk that 
managers and 
shareholders are 
willing to take 

▪ Prefer risks 
▪ Hold well 

diversified 
portfolio 

▪ Limited liability 

▪ Prefers less risk 
than 
shareholders 

▪ Human capital 
tied up in the 
firm 

▪ Salary as main 
income 

▪ Profit based measurement – if 
manager sees potential 
opportunity that increase profit, 
while it might be risky, it 
encourages them as they receive a 
bonus 

▪ Share based compensation – may 
be problematic: if the share price 
moves down then the manager 
receives less. If you give the 
manager shares, it increases their 
human capital tied up in the firm 

Dividend 
retention: The 
number of dividends 
managers and 
shareholders prefer 

▪ Prefer to 
receive 
dividends 

▪ Retain cash to 
expand 
business 

▪ Link bonuses to dividend payout 
ratio – the dividend is divided by 
net profits; dividend increases to 
give a higher payout ratio, thus 
more bonuses for the manager  



Role of accounting information in reducing agency problems 

Accounting info forms one of the major components of both manager remuneration and lending 

contracts. 

For managers, accounting information plays two roles in the contracting process: 

➢ To write the terms of managerial contracts 

➢ To determine performance against the terms of the contracts and consequently the amount 

of bonus and other pay components managers will receive 

➢ A contract will generally include clearly stipulated financial accounting measures to define 

the boundaries of an agent’s authority 

Theories/Statements Positive or Normative? 

The conceptual framework of accounting provides guidance on how 
assets, liabilities, expenses, income and equity should be defined, 
recognised and measured. 

N 

Agency theory predicts that managers have incentives to extract private 
rent in the world of information asymmetry. 

P 

According to the debt/equity hypothesis, the higher the firm’s 
debt/equity ratio, the more likely managers use accounting methods 
that increase income. 

P 

According to the ethical branch of stakeholder theory, all stakeholders 
ought to be treated equally. 

N 

 

Steps in Recognising Revenue 
1. Identify the contract(s) with the customer 

2. Identify the performance obligations in the contract 

▪ Distinct good or service 

▪ Sale of good or rendering of service 

3. Determine the transaction price 

▪ Contracted price 

▪ May not be total fair value of distinct good/service 

4. Allocate the transaction price to the performance obligation 

▪ When there are multiple distinct performance obligations 

▪ Pro rata basis according to fair value 

5. Recognise revenue when (or as) the entity satisfies a performance obligation 

▪ Recognised when control is transferred 

Step 1: Does a contract exist? 

Step 2: Identify Performance Obligations 

• A performance obligation is defined as a promise to the customer to transfer either: 

o A distinct good or service (or distinct bundle); or 

o A series of distinct goods or services that are substantially the same and that have 

the same pattern of transfer to the customer 

• Para 27 specifies two criteria that must both be met for a good or service to be distinct: 

o The customer can benefit from the good or service on its own or in conjunction with 

other readily available resources and 

o The entity’s promise to transfer the good or service to the customer is separately 

identifiable in the contract 



Step 3: Determine the Transaction Price 

• When a performance obligation is satisfied, an entity shall recognise the transaction as 

revenue at the transaction price 

• Transaction price: The amount of consideration to which the entity expects to be entitled in 

exchange for transferring promised goods or services to a customer, excluding amounts 

collected on behalf of third parties (e.g. GST) 

Step 4: Allocate the Transaction Price to the Performance Obligation 

• When multiple performance obligations are identified in a contract with a customer, the 

entity must allocate the transaction price to each performance obligation 

Step 5: Recognise Revenue when (or as) the Entity Satisfies a Performance Obligation 

• Revenue is recognised when control passes to the customer 

• Para 33 defines control as: The ability to direct the use of, and obtain substantially all of the 

remaining benefits from, the asset 

• Alternatively, control over the asset (the goods or services provided to the customer) may 

transfer to the customer over time 

• That is, the performance obligation is satisfied over time 

• Para 35 states that an entity transfers control of a good or service over time, and thus 

satisfies the performance obligation over time, if any one of the following tests are met: 

(a) The customer simultaneously receives and consumes the benefits provided as the 

entity performs; 

(b) The entity’s performance creates or enhances an asset (for example, work-in-

progress) that the customer controls as the asset is created or enhanced; or 

(c) The entity’s performance does not create an asset with an alternative use to the 

entity and the entity has an enforceable right to payment for performance 

completed to date 

• In most cases: 

 Sale of good Rendering service 

Simultaneously receives and consume X ✓  

If there is unfinished inventory, does 
the customer control it? 

Depends N/A 

No alternative use X ✓  

 

 

 

 

 

 

 

 

 



Recognition and Measurement of Financial Assets 
• Financial instruments are recognised in the statement of financial position at the point of 

time when the entity becomes party to the contractual provisions of the instrument 

• Generally at initial recognition financial instruments are measured at fair value 

• Fair value: “The price that would be received to sell an asset or paid to transfer a liability in 

an orderly transaction between market participants at the measurement date.” 

Initial measurement for financial asset: Fair value. 

Subsequent measurement: Fair value or amortised costs, depending on two tests: 

Accounting for Hedging Relationships 
AASB 9 requires three criteria to be met before a hedging relationship qualifies for hedging 

accounting: 

1. The relationship consists of only qualifying hedging instruments and qualifying hedged items 

2. At the inception of the relationship there is formal designation and documentation of the 

relationship and the entity’s risk management and strategy for undertaking the hedge 

3. The relationship meets hedge effectiveness guidelines 

The following hedge effectiveness requirements must be met for a hedge to be effective: 

1. There must be an economic relationship between the hedged item and the hedging 

instrument 

2. The effect of credit risk does not dominate the value change that result from the economic 

relationship 

3. The proposed hedge ratio is the same as the actual hedge ratio 

o Apply the same hedge ratio risk for management purposes 

o Hedge ratio: The relationship between the quantity of the hedging instrument and 

the quantity of the hedged item in terms of their relative weighting 

 


