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Accounting Issues – How are the Financial Reports Affected by them?
Types of Financial Reports:

1. Statement of Financial Performance

2. Statement of Financial Position

3. Statement of Cash Flow

Financial Reports – For Whom?

· The users.

· Who are the users of the Financial Reports?

i. Owners/Shareholders

ii. Prospective Owners (Investors)
iii. Creditors – Banks and Suppliers

iv. Government Departments – ATO

v. Employees/Unions
Accounting Standards

· To ensure that the Financial Reports prepared by all Accountants are of the same standards.

· They have to follow the Accounting Standards as set out by the AASB – Australian Accounting Standards Board.

· AASB build a framework within which the standards would operate. This framework is called the ‘Statement of Accounting Concepts’ (SACs in short).
· In Summary the SACs provide the following:

· The accounting information provided by the reports must be valuable to the users so that they can make informed decisions based on the information provide. For the information to be valuable the reports shall have the following qualities – called the Qualitative Characteristics of Reports:

i. Relevance

ii. Reliability

iii. Materiality 

iv. Understandability
v.  Comparability

Qualitative Characteristics

Relevance 

For information to be relevant it must have importance to the intended users for making decisions based on the reports prepared. The types of decisions that are expected to be made are those relating to assessing the performance of the business and assessing the true worth of the business and its liquidity. The prepared reports must also be useful in predicting the future outcomes for the business. 

Example: If the owner wants to sell his/her business and wants to make a decision on the selling price of his/her business: If the reports are prepared using the historical cost of the assets than the owner does not have the relevant information. In this case the owner would need the ‘fair value’ of the assets to make an informed decision.
Reliability 

If the information presented in reports is to be useful the reports must reflect the true position of the business, i.e. the reports reflect what they say without bias or undue influence. The way in which this is normally achieved is to have reports prepared from verifiable evidence. However, in order to make reports relevant, estimations and judgments have to be made. An example that you will come across is the allowance that is made in each accounting period for the loss in value of some non-current assets. Depreciation, as it is called, is an estimate based on the available facts but it lacks the certainty suggested by reliability. 

Materiality

 It would be impossible to show in the reports everything that has occurred during a reporting period. The amount of information would in most cases be overwhelming and would hide the true meaning of the report being presented. The materiality principle says that only the information that is important for decision making should be included in reports and that the trivial details should be left out. This principle also relates to the way in which we record transactions. Trivial amounts of expenditure may create long lived assets such as a pencil sharpener but because of their limited importance in terms of decision making we write them off as expenses rather than carry them forward as assets. 

Understandability:

Presentation: When reports are prepared it is important that they are meaningful to their intended users. Reports must be understandable. That means that accountants and the like should be able to understand the meaning of the reports presented but people without accounting training would be expected to rely on experts to guide them. 
Comparability

If accounting reports are to be useful they must be comparable both over time and between different businesses. To achieve this, different accounting entities need to use similar accounting methods if we are to compare their results when making decisions. Also
Accounting Principles 

Accounting entity 

The business must be a separate accounting entity from its owner and important to identify for whom we are preparing accounting reports. The entity principle is seen in the way in which the business will have a separate Bank Account from the owner as an individual. 

Going Concern 

It is assumed that the businesses we are recording for will be ongoing, i.e. it will have an indefinite life. The purpose of this rule is so that a distinction can be made between assets, which will provide benefit to future accounting periods, and expenses that are totally consumed within one accounting period. 

Monetary unit 

In order for all of us to understand the meaning of the reported information it is necessary for us  to use a common unit of measurement. We use Australian dollars as this measure.

Historical Cost 

Reported information must be able to show what it is intended to show. For the most part what we record is the historical events and transactions of as they have occurred. In other words, the original cost usually supported by original documents.
Reporting period 
The ongoing life of business is broken into regular intervals of time for the preparation accounting  reports.
Conservatism 

It is recognised that profits will not be recognised until earned and expenses will be recognised as soon as they are likely to occur. This principle applies to the valuation of stock where the recoverable value of stock falls below its cost price. 

Matching Principle

Expenses may be matched to the revenue that is associated with the expense

Note: In exam

Do not talk about Accounting Principles if the question asks for Qualitative Characteristics.

Depreciation:

There are two methods available for use:

· Straight Line Method

· Reducing Balance Method

Example:
Purchase Price of equipment (1/1/01):
$16000

Estimated Useful Life:


4 years

Estimated Scrap Value:


$6400

(a) Find the Depreciation for the first year using Straight Line method of Depreciation.

(b) Find the Depreciation for the first year using Reducing Balance Method using a depreciation rate of 20.47%

(c) State one reason why depreciation calculation can not be reliable?

(d) What difference (in value) will there be in NET Profit if Straight Line method of depreciation was used instead of Reducing Balance Method.
a. Will the Net Profit figure be overstated or understated?

b. Will the Net Profit Figure be overstated or understated if reducing Balance method was used?

c. Explain the accounting principle used in determining the method to use.

(e) If in one year you used the SLM to depreciate the equipment and the next year you used the RBM to depreciate the same asset, what qualitative characteristic you would be contravening? Explain. What accounting principle would be contravened?
(f) What problem you would face if two companies using the similar model of equipment but using the different methods of depreciation?

(g) How can you ensure the depreciation is reliable?

(h) Using tables calculate the Depreciation, Accumulated Depreciation and Carrying Cost (Value) of the Equipment for the 4 years and then answer the following questions:

a. Compare the depreciation expense for both methods.

b. Compare the accumulated depreciation at the end of the fourth year for each?

c. Compare the Carrying Cost of the Equipment under each method at the end of the forth year.

Instead of using the reducing Balance method you used the straight line method. What problems would this pause to the Financial Reports? Will this affect the Statement of Cash Flow?
Asset Revaluation
Historical Cost vs Fair Value

· Historical cost is the original price paid. It is widely used because it is reliable in that it can be proven by way of documents at the time of purchase. It can be verified.

· Fair Value represents an estimate of what an asset will fetch if it was sold in the open market.

Example:

Land & Building was purchased on 1/1/1990 for a sum of $80000. The fair value of that asset as at 31/12/2002 is $200,000.
Questions

1. Prepare a General Journal entry for the upward revaluation of Land & Building.

	Date
	Particulars
	Debit
	Credit

	
	
	
	

	
	
	
	

	
	
	
	


2. Show how the Ledger Account and the Statement of Financial Position would be before and after the revaluation. Assume initial Capital of $80,000
Before
	Land & Building
	
	Owner’s Equity

	
	
	
	
	
	Capital
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


After Revaluation
	Land & Building
	
	Owner’s Equity

	
	
	
	
	
	Capital
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


3. What qualitative characteristics would be violated if no revaluation is undertaken?

4. How is ‘reliability’ affected after revaluation?
5. How can you ensure the revaluation is reliable?

6. What value should be taken for the purpose of calculating depreciation?

7. What effect would revaluation have on the Net Profit value? Explain
8. If the three valuers provide different valuations, which one of the three are you going to use? Explain.
Revenue Recognition

When to recognise revenue when the goods are sold on credit? Goods are deemed to be sold on credit when the customer (debtor)
Revenue may be recognised

· At the Point of Sales when goods are sold.
 (Accrual Accounting)
· At the point when the Cash is received.
(Cash Accounting)
Question 1
1/1/02
Received  sales order of $10,000.

3/2/02
Buyer paid $10,000  for the Goods

10/3/02 Good was delivered to the buyer.

On what date would you recognise revenue of $10,000? Explain.
Why you would not recognise revenue on the other two dates?

Question 2

20/4/02
Sold goods on credit worth $5000.


24/4/02 
Delivered the Goods to the customer.


30/4/02 
Sent the invoice to the customer.

15/6/02 
Received payment from the customer $5000.

i. On what date the sale was deemed to have happened?
ii. Under accrual accounting, when would you recognise the revenue?

iii. Under cash accounting, when would you recognise the revenue?

iv. Assume Balance Day is 30/6/02

Question 3
Telco Ltd sells mobile phone. As at 1/5/02 the business had a balance of $8000 in its sales account. The Balance day of the business is 30 June of every year. The following shows the recent sales by the business.
2/5/02

Sold goods on credit worth $5000.


20/5/02 
Delivered the Goods to the customer.


22/5/02 
Sent the invoice to the customer.


15/6/02 
Received payment from the customer $5000.

i. What would be the balance in the sales account as at 30/6/02 under accrual accounting?
ii. What would be the balance in the Sales Account as at 30/6/02 under cash accounting?
iii. What problem would arise if you changed the method of recognising revenue from year to year?

iv. If instead of using Accrual Accounting you used the cash method of recognising revenue, what difference/impact would this have on the Statement of Financial Performance? Would this affect the Statement of Financial Position.
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