
1 
 

Lecture 1: The Function of Accounting 

Topic Overview 

 What accounting is 

 Functions of accounting 

o Decision making 

o Financial contracting 

o Stewardship 

 Accounting regulation 

o Why we have regulation 

o Who the regulators are 

o The conceptual framework 

o Political aspects of regulation 

o International standards 

What Accounting is 

 Accounting is simply a type of record keeping 

 Why keep records? 

o Increasing social complexity 

o Accountability 

Functions of Accounting: 1- Decision Making 

 Became increasingly more important with industrialisation 

 Decisions relate to the allocation of scarce resources, especially capital 

 The regulators see this use as preeminent: 

o “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. Those decisions involve buying, selling or holding 

equity and debt instruments, and providing or settling loans and other forms 

of credit.” 

 

 Who uses this information? 

o Primary users: existing and potential investors, lenders and other creditors 

o Secondary users: Employees, suppliers, customers, government, the public 

 Allocation decisions? 

o Investors: Buy or sell shares 

o Lenders: Lend to a company and if so with what conditions? 

Decision Making: Continued 

 How does accounting information help? 

o What do users want? 

o What information does accounting provide? 
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Function 2: Contracting 

 What is a contract? 

o “A contract is a binding agreement which governs the relationship between 

two or more people or companies, setting out what they must and mustn’t do.” 

 What is a company? 

o One view is that a company is a nexus of contracts (Jensen and Meckling 

1976) 

 We are interested in two: 

o Management- Company 

o Lender- Company 

 

 Accounting numbers (i.e. profits, assets, liabilities) are used in various accounting 

contracts 

 The question is why? 

 One answer is goal misalignment 

o Those who provide the capital (principals) may have different goals to those 

who are in charge of that capital (agents) 

o Agency problem 

 Assumptions: 

o People act in their own self interest 

o Delegation of decision making 

o Information asymmetry 

Contracting: Continued 

 There are costs to the principals from delegating decision making 

o Poor decision making 
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 Mechanisms to generate alignment 

o Bonding 

o Monitoring  

 Equity investors: 

o Principals expect to see a return through a dividend stream and/or capital 

growth 

o Therefore, profitability and share prices are important 

 Accounting numbers:  

o Directly: e.g. profit targets for bonuses 

o Indirectly: e.g. options/shares as part of pay package 

 

 Lenders: 

o Principals expect to see a return through interest payments and also the 

repayment of the loan 

 Accounting numbers: 

o Included in clauses of contract to ensure management do (or don’t do) certain 

things. E.g. leverage ratios, dividend payout ratios 

Function 3: Stewardship 

 Primary concern is for the agent to demonstrate compliance with the delegated 

authority: 

o i.e. Stewards reporting to Lords in medieval times 

o i.e. Banks demonstrating capital requirements to the Government 

Accounting Regulation 
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Why We Have Regulation 

 Earnings management is a problem; it’s not just earnings that get managed 

 Users are making decisions based on this information. Therefore poor information= 

poor decisions 

 

 

 

 

 

How to Deal with Earnings Management 

 Do nothing 

o Accounting information is a good like any other 

o Management are best placed to decide what to report 

o Companies will volunteer to tell you both good and bad information 

  Regulation 

o Accounting information is a public good 

o Whilst markets may be efficient on average, exceptions occur 

What does Accounting Regulation do? 

 Limits accounting policy choices available to management, ie. Inventory cost 

methods 

 Provides more certainty as to how the accounting numbers are generated 

 Still allows management some decisions 

Who the Regulators Are 

 Generate accounting standards 

o International Accounting Standards Board 

o Australian Accounting Standards Board 

 Enforce accounting standards 

o Australian Securities and Investments Commission 

 Enforce accounting standards and own rules 

o Australian Stock Exchange 

The Conceptual Framework 

 The conceptual framework is a “a set of interrelated concepts that define the nature, 

purpose and broad content of general purpose financial reporting” 

 Benefits: 

o Makes regulation more consistent and logical 

o Increased comparability, accountability and Understandability 

o Makes standard setting more economical 
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 Consists of: 

o SAC 1: Definition of the Reporting Entity 

o AASB Framework: Framework for the Preparation and Presentation of 

Financial Statements 

AASB Framework: Framework for the Preparation and Presentation of Financial Statements 

 …sets out the concepts that underlie the preparation and presentation of financial 

statements for external users.” 

 Deals with: 

o Objective of financial statements; 

o Qualitative characteristics of useful financial information; 

o Definition, recognition and measurement of financial reporting elements;  

o Concepts of capital and capital maintenance 

 However, even with a conceptual framework, a consistent and logical outcome is not 

guaranteed 

 Conservatism is not mentioned once, yet conservatism has survived in accounting for 

many centuries and appears to have increased in the last 30 years 

Legal Requirement 

 

 Corporations Act 2001 

 s292 discusses who has to prepare 

 s296 (1): The financial report for a financial year must comply with the accounting 

standards. 

 s334(1): The AASB may, by legislative instrument, make accounting standards for 

the purposes of this Act 

Political Aspects 

 Regulation is a highly political process 

 Farber et al. (2007) Examined the lobbying efforts by industry to block the FASB 

standard requiring expensing of stock options at fair value 

 Those congressional members who supported the Act (i.e. to block the 

FASB standard), were more likely to be: 

 

e through their PAC: had larger stock 

expenses 

International Standards 

 International harmonisation: the move to have all countries in the world using the 

same reporting standards 

 Why? 

o Lower costs for investors to compare 

o Lower costs for companies to list in another country 

 Why not? 

o Economic differences 
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o Political differences 

o Cultural differences 

o Implementation and enforcement 

Current International Standards 

 Currently over 120 countries require or permit IFRS reporting, includes Australia, EU, 

Singapore, South Africa 

 Over 85 countries require IFRS for all domestically listed companies 

Future International Standards 

 US: does not allow, but the Boards (FASB and IASB) are working together on 

convergence; 

 China: does not allow, but convergence is occurring; 

 Japan: voluntary adoption, but moving towards adoption; and 

 India: does not allow, but convergence is occurring 
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Lecture 2: Revenue 

 Framework definitions of income and expenses 

 Information content of earnings 

 Incentives to “adjust” earnings 

 The role of regulation 

 Regulation 

o Policy selection 

o Revenue 

o Construction contracts 

Framework Definitions of Income and Expenses 

  “Income is increases in economic benefits during the accounting period in the form 

of inflows or enhancements of assets or decreases in liabilities that result in 

increases inequity, other than those relating to contributions from equity participants.” 

 AASB Framework, paragraph 70 

 Does not distinguish between revenues and gains 

 

 Revenue arises in the course of the ordinary activities of an entity 

o AASB Framework, paragraph 74 

 Gains represent other items that meet the definition of income and may, or may not, 

arise in the course of the ordinary activities of an entity. 

o AASB Framework, paragraph 75 

 

 Expenses are decreases in economic benefits during the accounting period in the 

form of outflows or depletions of assets or incurrences of liabilities that result in 

decreases in equity, other than those relating to distributions to equity participants 

o AASB Framework, paragraph 70 

 Does not distinguish between expenses and losses 

 The definition of expenses encompasses losses as well as those expenses that arise 

in the course of the ordinary activities of an entity- AASB Framework, paragraph 78 

Information Content of Earnings 

Profit= Revenues – Expenses 

 Is Profit useful? 

o Yes- Media attention on the bottom line 

o There is an association between profit and stock market returns. Therefore 

profit does have information content (value relevant) 

 No- What is set out as a measure of profit can never supposed to be a 

fact in any sense at all except it is a figure that results when the 

accountant has finished applying the procedures which he adopts. 
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 Impact of unexpected earnings on stock returns (Ball and Brown 1968) 

o Firms with good earnings surprises have positive returns (and vice versa) 

o Most of this occurs prior to the release of the annual report 

3. Incentives to Adjust Earnings 

 To meet or beat analyst earnings forecasts 

 Issuing new equity 

 Management compensation contracts 

 To avoid breaching debt contract clauses 

o Research from Healy (1985) suggests that the existence of a bonus plan 

meant that executives manipulated profit, the extent of which was dependent 

on the profit level and the target level. 

Incentives to Adjust Earnings Continued 

 Not just adjusting accounting earnings 

 The increasing use of “non-GAAP” earnings 

o Underlying profit 

o Operating earnings 

o Cash earnings 

The Role of Regulation 

 Company reporting can be either: 

o Efficient 

o Opportunistic 

 The purpose of accounting regulation is to limit accounting policy choice 

4. Regulation- AASB 118 Revenue 
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Regulation- Revenue- When? 

 Goods: 

o Significant risks and rewards of ownership have been transferred; 

o Control is passed; 

o Can reliably measure revenue and associated costs 

o Economic inflows are probable 

o AASB 118.14 

 Services: 

o Can reliably measure the stage of completion; 

o Can reliably measure revenue and associated costs; and 

o Economic inflows are probable. 

o AASB 118.20 

Regulation- Revenue- How Much? 

 Revenue shall be measured at the fair value of the consideration received or 

receivable- AASB 118.9 

 Fair Value is 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 

 AASB 118.7- Also see AASB 13 Fair Value Measurement 

 Uncertainty over stage of completion? 

o When the outcome of the transaction involving the rendering of services 

cannot be estimated reliably, revenue shall be recognised only to the extent 

of the expenses recognised that are recoverable 

o AASB 118.26 

 For more examples, please refer to the Appendix in AASB 118 

 Sale of goods: paragraphs 1 – 9 

 Rendering of services: paragraphs 10 – 19 

Regulation- Revenue- Disclosure 

The entity needs to disclose: 

 The accounting policies adopted 

o Including methods adopted to determine stage of completion 

 Amount of each significant category of revenue 

o i.e. sale of goods, services, interest, etc. 

o AASB 118 35 

Regulation- AASB 111 Construction Contracts 

 The primary issue in accounting for construction contracts is the allocation of contract 

revenue and contract costs to the reporting periods in which construction work is 

performed. 
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Regulation- Construction Contracts- Definitions 

 Revenues: 

o Initial amount agreed plus any variations; and 

o Measured at fair value of consideration received or receivable 

o AASB 111.11-15 

 Costs: 

o Costs that relate directly to the contract; 

o General costs that can be allocated to the contract; and 

o Other costs chargeable to the customer. 

o AASB 111.16-21 

Regulation- Construction Contracts- Reliable Outcome 

 When the outcome can be estimated reliably, contract revenue and contract costs 

shall be recognised as revenues and expenses respectively by reference to the stage 

of completion at the end of the reporting period. 

o AASB 111.22 

Regulation- Construction Contracts- No Reliable Outcome 

 When the outcome of a construction contract cannot be estimated reliably: 

o Revenue shall be recognised only to the extent of contract costs incurred that 

it is probable will be recoverable; and 

o Construction costs shall be recognised as an expense in the period in which 

they are incurred. 

o AASB 111.32 

Regulation- Construction Contracts- Determine Reliability 

 Depends on the contract type 

o Fixed price, or 

o Cost plus 

 AASB 111.3 

 Fixed price 

o Revenue measured reliably; 

o Probable benefits will flow to the entity; and 

o  Both costs to complete and stage of completion can be measured reliably 

 AASB 111.23 

Regulation- Construction Contracts- Stage of Completion 

 Can be done in a variety of ways, including: 

o Cost; 

o Surveys of work performed; and 

o Completion of a physical proportion. 

 Importantly: payments from customers do not indicate stage of completion 

o AASB 111.30 

o Further discussion: AASB 111.25-29; 31 

 

 



11 
 

Regulation- Construction Contracts- Losses 

 When it is probable that total contract costs will exceed total contract revenue, the 

expected loss shall be recognised as an expense immediately. 

o AASB 111.36 

 Good example of conservatism built into the accounting standards 

Summary 

 Earnings are useful 

 Management have incentives to “manipulate” profit 

 Accounting regulation limits accounting policy choice 

 The primary issue in relation to revenue is when to recognise: 

o Goods: risks/rewards and control passed; 

o Services: percentage complete; and 

o Construction contracts: percentage complete. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


