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DUTIES OF THE COMMITIEE

Section B.(1) of the Public Accounts Committee Act 1951 reads ss

follows:

8.(1) Subject to sub-section (2}, the duties of the Committee

eres

(a)

(aa)

(ab)

(b)

(e)

(d)

to examine the accounts of the receipts and
expenditure of the Commonwealth including the
finencial statements transmitted to the Auditor-
General under sub-section (4) of section 50 of the
Audit Act 19013

to examine the financial affairs of euthorities of
the Commonwealth to which this Act applies and of
intergovernmental bodies to which this Act applies;

to examine all reports of the Auditor-Ceneral
(including reports of the results of efficiency
audits) copies of which have been laid before the
Houses of the Parliasment;

to report to both Houses of the Parliament, with such
comment as it thinks fit, any items or mstters in
those accounts, statements and reports, ar any
circumstances connected with them, to which the
Committee is of the opinion that the attention of the
Perliament should be directed;

to report to both Houses of the Parliament any
alteration which the Committee thinks desirable in
the form of the public accounts or in the method of
keeping them, or in the mode of receipt, control,
issue or payment of public moneys; and

to inquire into any question in connexion with the
public accounts which is referred to it by either
House of the Parliament, and to report to that House
upon that question,

and include such other duties as are assigned to the Committee by
Joint Standing Orders approved by both Houses of the Parliament.
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PREFACE

The Joint Parliementary Committee of Public Accounts
has over the last two years been increasingly involved in
promoting improvement in the form and quality of financial
disclosures by Commonwealth agencies. Members of this
Committee have addressed the issue in Parliament and at many
seminars held by interested groups, particularly the
professional accounting bodies.

The enthusiasm shown by all sections of the
accounting community .~ Commonweaslth, State and Local
Governments and the private sector - to participate in these
discussions has impressed the Committee. We are conacious
that e strong effort from all professional accounting
interests is required if eubstantial progress is to be made in
improving financial reporting in the public sector. However,
there are special features and problems associated with public
sector accounting which need to be drawn to the attention of
those involved with the formation of standards.

The Committee belfeves that, because of the emphasis
from some quarters on the adoption of private sector
accounting standards by government statutory authorities, a
discussion paper which contrasts the environments of public
sector and private gector reporting is useful at this time.
In evaluating the standard eetting process in the private
sector the Committee is concerned only with its relevance to
the public sector. It makes no judgements on the adequacy of
the process or standerds for the private sector itself.

In the longer term it may be poesible to draw a
closer link between privete sector and public sector
reporting. In the meantime, the Committee observes that
differences, including the noticeable tendency of the
community to identify operations of statutory bodies with the
appropriate Minister rather than with management, are becoming
more pronounced. If the control of these bodies is seen as a
function of the Westminster system of government then
accounting principles based on the separation of ownership snd
control may need modification. A distinct and rigorous
philosophy of accounting f{n the public sector may need to be
formulated.

This discussion paper provides an appreciation of
significant issues in public sector reporting. In its
prepaeration the Committee's aims were tos

. to open discussion on important questions concerning

the development of accounting standards for public
sector bodies;
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. to review current literature from local and overseas
sources which might be relevant for the above
purpose;

. to present recommendations and conclusions of the
Committee which reflect the Committee's experience in
evaluating situations in public accountability; and

. to encourage research into difficult areas which at
present are subject to inadequate knowledge, and the
uncertainty in relation to the adoption of
traditional accounting procedures.

If these aims are met then the standard of financial
information and reporting in the public sector will improve
significantly. The Committee would welcome Ffurther
contributions or comments from interested individuals or
organisations on any aspect of this discussion paper.

The Committee wishes to express its appreclation to
its senior advisor on accounting Dr M.E. Aiken, and also to
thank Mr D.A. Shand, Dr 1.D. Ball and many others for their
considerable assistance and advice in the preperation of this
paper. The Committee also wishes to place on record its
appreciation for the work of the Sectional Committee under the
Chairmenship of Senator J.0.W. Watson. " Other members of the
Sectional Committee responsible for the preparation of this
paper were Senator G. Georges, Mr J.M., Bradfield and Mr D.M.
Connolly, MP.

For and on behalf of the Committee,

David M. Connolly, MP
Chairman

M.J. Talberg

Secretary

Public Accounts Committee
Parliament House

CANBERRA ACT 2600

16 September 1982
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LIST OF RECOMMENDATIONS

Committee recommends thats

A genuine reseasrch effort should be mounted employing
resources from both within the accounting profession and
outside of it, to systematically construct a relevant
theoretical framework for financial reporting by public
sector authoritiea. Such an approach should involves

(8) determining user needs;

(b) an exaomination of the concept of certainty in
relatfon to the needs for budgetery dinsclosure and
commitment accounting in the public sector;

(c) discussion between private and public sector
accountants on the strengthe and weaknesses of
conventional financial reporting to identify the
likely esconomic cansequences and effects on consumers
of the edoption of various financial accountability
measurement aystems. (para 2.41)

Any adoption of private sector accounting standards should
be seen as a short term solutlion. (para 2.41)

The process of standerd setting in the public sector
should be cognisant of the following features of financial
accountabilitys

a) legal, contractual and fiduciary constraints;

b) budgeting and prediction for rosources allocation and
control in authorities and programsj

c) determination of full costs of services and programs
and formulation of efficiency coriteria for
performance evaluationg

d) equitable calculation of the burden of financing
resources for governmental operations; and

e) the relevance of concepts of capital to be meinteined
under full costs calculations and ‘user to pay!'
policies. {para 3.32)

Reports on efficiency and effectiveneas should be

published and, where criteria are available, be audited.

(para 3.32)

Financial Repo}ta of government authorities should reveal:

a) resources available to the authority;

b) obligations;
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10.

11.

c) changes in resources and obligations;

d) resource flows;

e) liquidity;

f) budget forecasts of operations;y and

g) commitments and contractual arrangements. (para 4.690)

Cash based accounting should be eliminated as the primary
focus for financial reporting by authorities except for
extremely small agency situations and accrual accounting
should be adopted.” (pare 4.60)

For non-business undertakings, to avoid unfairness to
management but to also show full costs relating to the
organisation, & modified form of the aectivity statement
proposed by the Joint Working Party should be developed,
distinguishing between those items which are controllable
by menagement and those which are not. Complementary full
accrual financial statements for the responcible
department would also show those casts relating to the
undertaking for which the department assumes
responsibility. (para 4.60)

The velidity of the concept of deprecistion to government
owned infrastructures should be carefully caonsidered in
relation to both government policies for cosat
determination and aversion and the economic and physical
nature of the resourcea. (para 4.60)

Funds Statements of Commonwealth authorities are to adopt
a total resources rather than working capital or cash
basis of funds and are to hbe published as part of the
formal financial statements. The proposed Statement of
Accounting Standards -~ Statement of Sources and
Application of Funds should be adopted by all governmental
business institutions, (pars 4.60)

The Statements of Activity suggested by the Joint Working
Party for agencieas with 1less than full autonomy and
management accountablility in the commercial sense should
be eveluated for early implementation in place of cash
based financial reporting. (para 5.31)

The Joint Working Party should join with accounting and
other interested groups to further evaluate the nature of
financial reporting by public sector bodies. Government
finencial support at Commonwealth and Stste levels should
be sought by e suitably organised proposal from the
accounting profession. {para 5.31)

(xii)
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13.

14,

15.

16

17

18

19

20

21

Measurement of the investment base on which a fair rate of
return is expected should be a major objective of research
in public sectar accounting under the ‘'user to pay'
philosophy. (para 6.38)

The presentation of unit costs of different goods and
services into a multiple period compasrative statement
shauld be an {ntegral feature of all financial reporting
requirements for governmental bodies. Such reported
information ehould be subject to audit. (pars 6.38)

Budgeted and actual performance should be shown where
possible in published financial reports of governmental
aythorities. (pare 6.38)

Where problems exist in determining evaluation criteria
the matter should be addressed in the organisation's
Annual Report. (para 6.38)

Annusl Reports should provide non fipancial information
about key performance indicators and adequate explanations
of what these predict for the future operations of the
asuthority. (para 6.38)

P}ogrem statements should be prepared by all Government
undertakings except where such a statement would disclose
necessarily confidentiel information. (para 6.38)

Commitment. accounting should be implemented with respect
to
(a) large scale contracts in respect of operations,
and related revenues, and
{b) capital expenditure control. (para 6.38)

The audited financial statements of ull government
organisations should be presented to Parliament within asix
months of the close of the financial year to which they
relate. (para 7.25)

An Accounting Standarde Review Committee should be
eatablished to examine government accounting end reporting
standarda, and to make recommendations far improvement.
This Committee should consist of representatives from the
Parliament, the Public Service and the Accounting
Profession, (para 7.25)

Federal and State Governments should provide financial
support for necessary research to develop a comprehensive
set ?f accounting standards for the public sector. (pars
7.25
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22. Discussions should be held between relevant Commonwealth
and State goverpment ministers and officials on the
desirability of introducing a uniform set of accounting
standards and procedures for public sector suthorities at
all levels of government throughout Australias. An
appropriste mechanism for this 4issue to be considered
would be for a working party to be established by the
Premiers Conference. (para 7.25)

23, The upe of donated and other ‘free' assets by public
bodies should be brought to saccount in the financial
stetements et a realistic valuation. An inventory of
items of national importance owned by departments or
authorities should also be included in annual reports.
(para 7.25)

(xiv)

CHAPTER ONE
INTRODUCTION

A brief evalustion of financisl accountebility
in the public sectorj some unique features of
government organisations which msy affect the
desired form and content of their Financial
statements; an outline of the beckground to
this discussion paper.

1.1 The role of financial reporting In the public sector
has become the subject of increased ewareness by the community
and the Perliasment, especinlly over the past few years. One
reagon has been the growing sophistication, complexity and
size of governmental activities, functions and operations.
This has led to 8 greater devolution of gpowers and
responsibilities, and therefore more autonomy, for public
officisls and statutory commissioners and managers.

1.2 Such a transfer of duties and tesks does not lessen
the responsibility of governments and parliementarians nor
interfere with their established roles of safeguarding and
promoting the interests of the electorate end society as a
whole.

1.3 Stetutory authorities do not follow the genersl rules
of' ministerial departments where the Minister is responsible
for the conduct of public administration by his department.
Hlawever, both &statutery authorities and  ministerial
departments are forms of executive power snd, as such, both
are accountable to Parliement for their activities, In
respect of statutory organisations the Parliament has exerted
its autbority through the Committee system, particularly by
the Reports of the Senate Stending Committee an Finance and
Government Operations.

1.4 The creation of statutory authorities by Parliament
occurred because of the desire to free certain public
activitiea from the everyday political pressures of ordinary
departments. Parliement has intended that this freedom should
remain granted only if certain responsibilities are met.
Chief among them is the expectation that statutory asuthorities
should inform Parliament of their opereting conditions and
performance. Parliament has been urged to define carefully
what it means when it invokes the words 'accountability' and
'responsibility'! in relation to statutory authorities. The
Committes considers that this discussion paper gives a
concrete demonstration of Parliament's intentions end shows
the type of information required.

1.5 Parliament has & duty to oversee the general
operation of all forms of executive power. Among the control
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mechanisma ovailable to Parliament in relation to statutory
authorities {8 the ability to direct the form in which
accounts are kept. The Public Accounts Committee, in Section
8(1) of its Act, is charged with the specific responsibility
to report to the Parliament on the form of the Public
Accounts. The ultimete mechanism available to Parliament is
use of its legislative powers to amend or even abolish the
functions of an authority, The general principle f{s thst
Parlioment must remain well informed sbout the functions and
performance of all of its executive agencies. If Parliement
is prevented from obtaining full and accurate information, its
ability to review the use of executive power is greatly
impaired and Parliament's own duty to represent the interests
of the whole society may be undermined.

1.6 The Public Accounts Committee is also mindful of its
charter under the Act which requires the informed examination
and relevant reporting of matters connected with the finsncial
ond operating ectivities of departments and euthorities.
Effective execution of this task can be greatly sssisted by
financial reporting which comprehensively portrays activities
and performence and which is also timely, meaningful and
reliable.

1.7 It is stressed at this early stage in the discussion
that few governmental operations sre autonomous to the extent
that applies in meny private sector organisations. That is,
private sector firms face direct competition for their
services and their Board of Directors are not subject to
direction by outsiders equivalent to s Minister. This is not
the situation for even large scale authorities. However,
where a public sector commercial operation faces competition
for its services there is a cese that can be made for it to be
treated similarly to a public company and the remarks mede in
this paper should be modified accordingly.

1.8 Despite the existence of the reserve powers of
Ministers provided in ensbling legislation, the link between
management and ministerial authority is often rather tenuous.
Certainly it is much wesker than the relation between
departments and their Ministers which is & fundamental plank
of the Westminster system of government.

1.9 These statutory authorities are subject to scrutiny
through financial and auditing provisions of appropriate
legislation including the efficiency auditing provisions of
the Audit Aet 1901, Such controls enable the Joint
Parliasmentary Committee of Public Accounts and other
interested parliamentarians to examine various financial and
technological aspects of an authority's performance. However,
given the existence of more than 300 Commonwealth authorities
and the diverse range of services which they provide, it is
clear that the Perliamentary resources for their evaluation
are at present under considerable pressure. Thus the adequacy
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and comprehensiveness of public reporting by the bodies
themeelves are matters of prime importance to the community
which often provides funds for their operations through
taxation or charges and levies for their services.

1.10 The medium for the communication of the results of
performance is generally en annual report containing financial
statements for the year. For most authorities this Report
will also include a statement by the management which explains
the finaencial statements and material achievements and
problems which have affected them during the yesar. In line
with accepted modern techniques of business this statement by
management often emphesises key non-financial and industry
performance criteria. These can assist in judging the present
stete of performence and in assessing the potential of the
organisation to provide needed goods and services in an
efficient manner. This information when linked to financial
estimates and historlical and current data, should enable costs
of operations to be determined and the relevance and future
viability of the authority to be assessed.

1,11 This Report stresaes the importance of adequete
financial statements prepared by statutory authorities in
terms of uniformity, consistency, quality, timeliness and
usefulnesas. The Report will also address the need for
complementary information of & policy or technical nature to
be included with the financial statements.

1.12 Widespread and intensive use by orguniantlon.s of an
annual report rather than simply the publication of financial
statements, indicates that a concept of total informetion
provision is now accepted as the standard instrument of
performence communication. The role of the Austrelian
Ingtitute of Management's Annual Report Awards Scheme for both
the public and private sectors is acknowledged to have been
influential in generating a greater awareness of the need for
excellence in organisational reporting to the public.

1.13 The annuel reports and financial statements of many
statutory and other authorities in both federal and state
gavernment sectors have been subjected to criticism regarding
the adequacy of the information provided and its relevance to

users. The absence of standards governing such reports has
led ta a lack of comparability between the financial
statements of different public sector organisations. The

following liast illustrates amome of the criticisms which hove
been made by various writers and users of public sector
financial statements. These cover some but by no means all of
the problems addressed in this Report.

Financial Aspects

. use of only cash flow accounting by some
organisations, meaning that no information on cost of

3



operations is disclosed and
and liabilities is presented; no statement of ssssts

. no breakdown of costs or reve
program or activity basis; nues on & functional,

. non-standard treatment of some accountin
issues not

covered by Australian Accountings St dg
liability for long service 1eave? endards such as

. no explanatory notes on the accountin
g principles
:b:urved in prepering the statements sndp no
An ication of the extent to which Australian
sg::ur;(;i;;gé St!.etnhd"ds have been observed, coupled in
w non-observanc
business undertakings; © of the standerds by

. the disclosure in the balance sheets
: of
“funds" with no indication of their pur";‘;:sns):a 8:1‘?“::::
restrictions they represent on the use of aasets
€.g. are they committed or available funds?, ’

. lack of information on financial commitments;

. no statement of source. and a
. pplication of funds
é:gtiaitsmtgl change; in the financlal structure of the
ation and policies on fi '
agsets, debt redemption, etej nancing capital

. a confusing "capital" section of the balan
" ce sheet
under which the nature of past long term financing of
the organisation is not clearly disclosed..

Other Aspects

. lack of information on objectives of
A of the organisat
and the extent of their achievement (effecgiven:sé?g

and

. lack of information to Jud
ge the effi
operations of the organisation. clency of

1.14 However the issues
go. much deeper tha th .
ir‘;zigdeindveotlavi:ed que;ttl‘un: of measurement a;r)\d discl%aur:nwehigr?
! 4 substantial departure from t
private asector accounting model as discuasedmlatheer.tudi“on“

1.15 In an attempt to im

prove financial satatements by
:iizl;liazfi_ngora”aceit lof‘ ?tande::a or guidelines a Joint BWO:kin;

, als from e Commonwealth De t
Finance and the Auditor-General's off blisned. In
‘ ~ ice, was established.

Juge 1980 the Joint Working Party isaued’fon public d;s:uaalgz
and comment an abridged report and exposure draft on proposed.
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guidelines for the form and standard of financial statements
of Commonwealth undertakings.

1.16 The Joint Working Party designed these guidelipes to
provide a visble set of prsctical standards for use by
suditors and ministeriasl sdvisors in their routine examination
of government undertakings. The guidelines are structured on
a two tiered approach, which proposes the estsblishment of a
general quality standard governing informetion disclosure and
form for all organisstions, as well as defining input and
processing standards for specific agency categories. A copy
of the Joint Working Party'"s Report and exposure draft is at
Appendix A.

1.17 There is a pressing need for the development of
public sector sccounting measurement and reporting stesndeards
to provide uniformity, consistency snd relevance in the
presentation of financial data about organisstional
performance. The Public Accounts Committee believes that the
development of standards should involve an explicit
considerstion of the needs of users of financial statements
such a&s Parliament, taxpayers, recipients, grentors and
employees, rather then concentrating solely on the
modificaetion. of private sector accounting stendards. The
Committee considers a fundamental principle should be that
accounting standards should be tailored to user needs, and is
concerned that there has been a paucity of research into the
actual requirements of the users of government financial
statements in Austraelia. Consequently research should be
underteken as a matter of urgency.

Particular Features of Public Sector Organisations

1.18 The following festures may affect user needs and thus
the desired form and content of financial statements of public
ssctor organisations.

1. Public sector instrumentalities are financed largely
by public moneys rather than by voluntary
subscriptions of capital. In a situation where the
user pays for the services provided by the public
gector authority, there is a prima facie case that
such capital advences made to the organisation should
be meintained in real terms and that current interest
rates. be charged to cover opportunities foregone by
government ..

2. Large private sector corporations have qualities of
autonomy over and above separate legel status which
indicate that they are entities in their own right.
Statutory aeuthorities, because of reaserve powers of
Ministers provided in enabling legislation are to a
substantial extent agencies of government which means
that different concepts of financial accountability

5



might reasonably be applied in accounting measurement
and reporting processes, In the private sector
similar problems are associated with reporting for
subsidiary companies.

3. The use of private sector cost definitions geared to
operstions in competitive markets may in a government
monopoly situation lead to economically undesirable
pricing and output decisions in government buainess
instrumentslities. Moreover, their relevance is
doubtful in non-busines instrument- alities.

4. The need for information to be withheld from
competitors is s festure of the private gector world
of commerce. Some care is required to observe
constraints on informetion provision in the public
sector. However, the Committee envisages this
sanction to have a reasonably limited application for
public authorities. Therefore, key performance
indicotors, budget information and accounting far
large scale commitments, which are not disclosed in
private sector reports, might be introduced into the
reporting framework for public sector bodies.

1.19 In illustreting possible differences which might
occur between accounting models for the private and public
soctors it is convenient to turn to measyrement of the full
cost of operations. This is an important issue which has been
causing concern to parliamentarians, public officiala and the
managers of statutory organisations. In the private secter,
measurement of full ?oats s associated with a matching
process, whereby costs' are matched to the revenues for the
period. When these costs are covered by revenues, then
capital has been meintained in either nominal terms (historic
cost accounting) or in terms of financial capacity to replace
capitsl mssets in market places (current cost aceounting) as
they wear out or become obsolete. After capital has been
meinteined surplus revenues are profits available faor
dividends or other purposes of the organisation.

1.20 This general framework is applicable to the public
sector, especially when additional criteria necessary for
efficiency measurement in the public sector ars taken into.
account. However special problems arise in the public sector
environment. The depreciation concept seems to be adaptable
to the public sector where capita) agsels are of & kind which
can be bought and sold in the market, but less clear for those

1 These costs include a chaige for depreciation or wear and
tear and obsolescence related to the capital assets being
used in operations.

tal assets which cannot be. Situations arise where large
;gggrn;ental agencies construct networks or infrestructures
for the delivery of services. These are often maintained
indefinitely, or at least for long periods of time. It may be
argued that private sector concepts of asset valuation such as
selling price or replacement cost have little relevance to
large public sector infrastructure assets such as dams or
pipes in the ground.

1.21 The. Committee wishes to point oust thast other methods
are available for determining full costs. For example the
maintenance in real terms of sdvances from government Fo builg
capital infrastructure and the payment of current interga

rates on the adjusted amounts covers the full cost of fundxn?
such ventures. This seems toc be a more appropriate method o

calculating full cost than depreciating long term sssets oc
the basis of their original cost or & more recent manﬂgemen‘
valuation of the infrastructure. Under a ‘'user to payt
ruling, pricing to consumers would need to cover interes

payments together with obligations to repay government loans
and advances over a reasonsble period of time. This is
further discussed in Chapter 4.

Canclusion

. hig Committee believes that the Joint Working
%efgy‘s ;epurt is an appropriate starting point for thﬁ
development of improved accounting standards for Commnnwe:}t
undertakings. However further research into accounting
standards in both the public and the private sectors is
necessary, before the finencial statements of organisstions
will fully satiafy user requirements.



CHAPTER TWO
PROBLEMS OF THE PRIVAIE SECTOR FINANCIAL REPORTING MODEL

An examination is undertaken of the standard
setting process in the private sector and of
inadequacies of the traditional financial
reporting framework. A preliminary
examination of the cash versus asaccrual
accounting debate is made. The undesirability
of linking policy and theory to produce an
acceptable policy result rather than a
portrayal of relevant economic facts 1is
analysed. The overemphasis on certainty
rather thean relevance of financial information
in setting these standerds in the private
sector is discussed. A conclusion is reached
that private sector standards, while having a
necessary role in the development of public
sector accounting standards are not in
themselves a sound and complete basis for the
construction of public sector financiel
reporting standards. A major research effort
is required to establish a relevant framework

for financial reporting by public sector
authorities.

Accounting Standsrds end Financial Disclosure

2.1 qu many years it has been am article of faith held

by accounting prectitioners and their representative bodies

a;ound' the world that excellence in external reporting of
financial information is inextricably tied to the development

gfdieffect1ve pronouncements and satandards issyed by those
o es.

2.2 In undertaking the task of exemining the need for
promotion of adequate standards of financial disclosure by
public sector institutions, this Report examines both the
strengths and weaknesses of the standards setting process in
the private sector. It also identifies points of deviation
which may affect the transition of private sector concepts and
procedures to the public sector.

2.3 . The Committee feels that such an examination is
justified because there is evidence to indicate that
reservations relating to the adoption of private sector
standards in Government Authorities are not held by
accountants in private practice. The Committee realises that
1t‘is teking a somewhat controversial stand at least ss far as
private sector firms would view it, in querying the
appl?cibility of all Australian Accounting Standardes to the
public sector. However it has reached this view after careful

cunsgderatinn and trusts that its arguments will be closely
examined.

2.4 Arguments about the adoption of privete sector
standards in the public sector ususlly centre on the relevance
of accrusl accounting, modified accrual accounting or cash
receipts and payments as the preferred basis for finencial
reporting and measurement in public enterprises. These terms
can be defined as:

Accrual besis of Accounting ~ The method of
sccounting whereby revenues sand expenses are
identified within specific periods of time, such as a
month or yesr, and are recorded as incurred along
with acquired assets, without regard to the date of
receipts or payment of cash.

Accrusl depreciastion - The total depreciation
suffered by an asset or asset group, besed on rates
fairly determined, or estimstes of useful life. This
is now generally referred to as accumulated
depreciation.

To illustrate this common point of view G.G. Macmillan states:

Accrual accounting is the generally accepted basis of
accounting. Unless adopted, the true cost of
providing goods and services or of capital
expenditures for the reporting period will not be
shown. Difficulties in getting accrual accaunting
adopted universally are implementation problems, not
metters of principle.!

2.5 It has become apparent to the Committee since the
release of the Joint Working Party's Exposure Draft on
finencial Statements of Commonwealth Undertskings, and the
subsequent tightening of the approval of the Mipister for
Finance for cash based financial statements, that matters of
principle sre involved. While the exposure draft stresses the
need for accrual accounting, some comments sre in order.

2,6 firstly, the concept of accrual accounting is already
widely adopted by the lerge treding entities of the
Commonwealth and disclosure by these authorities, while not
meeting this Committee’s ideal for effective financial
reporting, are certainly more detailed and effective than the
minimum required under compsnies legislatian and private
sector accounting standards.

2.7 Secondly, governments have historically operated on
an annual cash basis because this is fundamental to democratic
constitutional safeguards which have been evolving since the

days of King Charles I in England. The basic safeguard is

1. G.G. Macmillan, 'So Whet's Different About Government
Accounting', The Austreliapn Accountant, August 1981, page
461.
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thet no monies shall be collected or spent except in ways and
amounts approved by the Parliement through Budget
apprapriations. Thus, protestations against the use of
accrual eccounting for determining the wealth and increase in
wealth for & period have been a reaction to the inconsistency
of accrual accounting with this doctrine. From an information
provision viewpoint this inconsistency does not exist, as
accrual statements can be prepsred in conjunction with the
cash based system and thus satisfy e greater range of user
needs.,

2.8 Additionally, Table 6 in Budget Paper No. 10 clearly
indicates linkages between statutory authorities and the
cash-baged finance system for parliamentary management and
control of the economy. Thus there is no requirement to ahow
this information in caesh based financial statements by
statutory authorities.

2.9 However full accrusl accounting, by showing
depreciation expenses in the income statement and the fixed
assets in the balance sheet or statement of financial
position, may imply menagerial control over these items when
such control in fact doss not exist. Management may have no
authority over the composition and amount of assets or even
their ultimate replacement. Such statements may be unfair to
management and thus misleading where responsibility and
accountability for the full costs of operations have not been
transferred from parent departments.

2.10 Full accrual accounting may also involve rather
arbitrary or subjective asset valuation or cost allocation
procedures. In certain situations therefore full accrual

accounting may be seen to vinlate a requirement of absolute
certsinty with respect to the control of public monies or
assets.

2.11 It is evident to this Committee that the application
of a general system of accrual accounting to public authority
reporting is desirsble. However the extent of accrual
accounting in particular situations may need to be related to
the authority devolving from government or the level of
control exercised over particular costs and assets. This is
further discussed in Chapter 4.

2.12 Unsophisticated or irrelevant accounting techniques
have the capacity to cause subsidisation or taxstion of
consumers of the services of statutory authorities through
inappropriate accounting based pricing and expenditure
determination, As this subsidigsation or taxation may lead to
transfers between the budget and non budget sub-sectors, the

2 Australia Perliament, Budget Paper No. 10 1980/81, The
Notionsl Accounting Estimates of Receipts and Outlays of
Commonwealth Government Authorities, Table [3 -
'Consolidation of Commonwealth Government Budget and
Non-Budget Sub-sectors', AGPS 1980, Parliamentary Paper
No. 147/81.
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accounting techniques can materially influence government
economic strategy. This is the primary reason why claims for
preparation of financial statements based on private sector
concepts of the full cost of operations should be carefully
evaluated.

2.13 Other assertions made by the private sector that its
accounting standerds should be fully applied in the public
sector have been based on the view that finesncial statements
of both public and private sector undertskings should meet
user needs, be prepared on a consistent basis, etc. While
these basic principles underlying financial statements msy be
the same, it does not follow that the desired accounting
standards would be the seme, if, for example, different user
needs are identified for public sector financiel statements.

2.14 Ideally there must be full disclosure within the
constraints of cost effectiveness of information and its
relevance to community needs. If the need for commercial

restraints on the provision of information which apply in the
private sector are spparent for ap authority, then there is a
prima facie case for reorganisation of the suthority on a
public company basis. This is a policy decision for
Government. In the vast majority of cases authorities are
either large monopolistic trading, research or educationsl
institutions supported by government guarantees, or are
specific industry or service functions whose competition, if
it exists at all, may be in some indirect form of alternstive
service.

2.15 These abservations are not intended to create doubts
about the need to determine full relevant costs of operations.
They are a convenient lead to a discussion of the possib}e
utility of privete sector stendard setting processes in
government.

Accounting Standard Setting in The Private Sector - An Qutline

2.16 The private sector environment places limitations on
full accounting disclesure through the need to restrict
privileged informatian for competitive reasons. The follawing
matters are also relevant: the extent to which disclosure is
specified by statute; perspectives of disclosure held by
private sector associations including the professional
accounting bodies; the Association of Australian Stock
Exchanges and The Institute of Directors; and the reality that
capital is voluntarily subscribed rather than appropriated by
taxation.

2.17 Given these factors the accounting profession when
formulating standards should be encouraged to expand upan
legal requirements for disclosure. Mr John Coleman, Deputy
Chairman of the National Companies and Securities Commission
(NESC), has recently commented on the efforts of the
profession:~
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Whatever developments occur in company reporting
requirements, the Commission‘s concern is that the
development of accounting standards should proceed in
a vigorous and systemstic manner and will be
continuous. Impressive work has already .been
completed by the Australian sccounting profession -
probably more, and at greater cost to the profession,
than the business community 8s a whole reslizes.
There is much further work to be completed -
staendards for funds statements, Joint venture
reporting, investments and industrial property rights
are examples at random., The difficulty of forming a
conceptual framework for such standards hss been
amply demonstrated in the United Kingdom. The
Commission is anxious thq} this should not be the
Australian experience too.

2.18 The Committee is also anxious that an adequate
conceptual framework for the standard setting process in the
public sector be developed at an early date. However, this
requires research at s higher level than refinement of
existing standards and gep filling. The recently published
treatise on the abjectives and basic concepts of acgounting by
Professor A.D. Barton should be carefully studied. However,
the difficulties which surround higher level research on the
purposes and structure of finaencial reporting need to be
considered. Perhaps the greatest difficulty is the attitudes
of businessmen in the private sector who prefer a pragmatic
and flexible rather than a conceptual approach to accounting
standards development. This approach is illustrated by the
;ullowing statement by Mr Terry McCrann, Business Editor, The
ge:

Accountants should temper their desire to be
aggressive pioneers (the rush to current cost
accounting did neither the profession nor relations
with companies much good) and instead promote the
service aspects of accounting. This is not
to suggest that the Australian Accounting Research
Foundation and other bodies should not expand the
horizons of accounting which essentially just means
improving the service, bu that damaging
confrontations should be avoided.

3 J.A. Coleman, 'Company Reporting : Some Questions', The
Australjen Accountasnt, September 1981, page 536. -

4 A.D. Barton, Objectives and Baesic Concepts of Accounting,
Ihe Australian Accounting Research Foundation, Melbourne,

5 Terry McCrenn, 'Developments in Australian Company
Repo;;éng', The Australian Accountant, September 1981,
pp. -3,
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2.19 We may see from these two statements about financial
reporting that the Australian Accounting Research Foundation
and the profession itself are in an invidious position. On
the one hsnd the Deputy Commissioner of the NCSC wants
rigorous and systematic development of accounting standards
within en effective conceptusl structure for research. On the
other hand, businessmen would seem to be largely unconcerned
about the need for other then a pragmatic approasch which
avoids confrontation between accountants and compenies. They
congider that deficiencies in the accounting process can be
heandled by the use of narrative statements in the annual
report.

2.20 Given the present limited resources of the Australian
Accounting Research Foundation, this Committee is uncertain
about the Foundation‘s role in the public sector. While
supporting its efforts, it is apparent that the Foundation's
problems, particuvlarly at the policy level, are very different
from those associsted with control and evaluation of the
spending of public monies.

2.21 However, this Committee is confident of the ability
of the accounting profession as 8 whole to accept the
chaellenge of standard setting in the public sector
realistically. This means that advocacy and dogma will be
replaced by a genuine concern to discover the environmentsl
cheracteristics facing government accounting as a whole and
skilled accountants from both the public snd private sectors
will cooperate strongly in the resolution of material issues.

2,22 An examination of the conflicts which exist between
the research and practitioner functions in accounting may help
to resoclve the question as to whether private sector
accounting standards provide a sound basis for the development
of financial reporting criteria for government entities.

The Certainty Criterion and Functional Objectives in Private
Sector Standard Setting

2.23 There has also been a further breakthrough in recent
times by accounting researchers.

2.24 In & recent article commissioned by the editor of The
Accounting Review, Dopuch and Sunder® examine the search. by
practitioner bodies and academics for the objectives of
financial statements in the private sector. Their conclusions
point to the reasons why both abstract research and the search
for relevance by attempting te apecify objectives have so
often proved to be futile:

6 N. Dopuch and S. Sunder, 'F.A.5.B. Statements on
Objectives and Elements of Financial Accounting: A
Review', The Accounting Review, January 1980, pp. 1-21.
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No conceptual framework, however logically conceived,
can counter practical {ssues regarding the
reliability of estimates of, say, replacement costs.
The 'true' replacement costs of assets are not

observed until those assets are actually replaced

(nor are ‘'true' exit prices observed unless the
assets sare sold). So. the iesue is not whether
current costs are wuseful 'in maeking economic
decisions’; rather the issue is what r;,rit:eria may be
used to produce slternastive estimates.

2.25 These resesrchers argue that the major criterion of
accounting information at present is certainty, not relevance,
to financial decisions. The objectives of financial
statements if they are not decision oriented are probably
functionsl objectives such as increasing the employment and
security gf‘ accountants, asuditors, and teachers of
accounting.

2.26 Elimination of such pragmetic functional objectives
points to the need for definite policy decisions about what
accounting and financial reporting should achlieve as well as
the formation of rigorous theories to allow implementation of

the goals selected. The present intermingling of policy and

theory in the standard setting process will not, in the
Committee's view, provide adequate standerds for public sector
financiel reporting.

2.27 The Committee agaein reinforces the point that it
views the setting of standards for finspcial reporting by
authorities as being firmly linked to user needs for reliable
and relevant information. However, it recognises that users
of financial statements are not an homogenous group with
common interests and that there has been Iittle evidence of
any user group being able to impose its needs for specific
information on financial accounts and reports. However, given
definite policies for financial statement preparation and
adequate theories and concepts to support these, users might
well be better served in the public sector than elsewhere.

2.28 A problem of over-reliance on certainty in private
sector standard setting relates to the publication of forecast
information. This is an integral feature of public sector
reporting and is seen by the Committee as a fundamental
requirement for control of statutory authorities' performance.
Although not accepted in the private sector, the need for such
forecasts has at least been considered by members of the
profession. Mr John Coleman, Deputy Chairman of the National
Companies and Securities Commission, recently made the
following comment:

7 Dopuch and Sunder, op. cit., page 8,
8 Dopuch and Sunder, op, cit., page 10.
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But the investor may only be interested in past
information to the extent to which it can be used

to predict the future. If this is correct, and
recent. evidence concerning the importance of
Cheirmen's reports may be consistent with this view,
then the systematic publication by & company of
forecasts concerning future trading - what it intends
to do ~ might be more useful to the inveetor than
statements recording pest events - what it hes
already done.?

Concepts or Rules as_the Basis for Financial Reporting

2.29 The Committee has referred to linkages between
statutory authorities and the finance system of the
Commonwealth which is a primary component of the information
system for strategic economic planning and control of the
country's affairs. If the accounting and financial reporting
systems of these authorities do not reflect the realities of
economic events, then deleterious effects on economic
management and the life styles of citizens can occur without
the knowledge of parliamentarians and their economic advisers.

2.30 As previously outlined, if disclosed accounting
profit or surplus is a major determinant of pricing policies
under a user pays concept of public sector service, then
determination of such profit or surplus must be fair. To the
Committee this means that it must be factual in current
economic terma rather than hypothetical or the product of
traditional and sometimes irrelevant accounting techniques.

2,31 It may be assumed that in most private sector
transactions efficiency and value for money are geared to
market places in which the supply and demand far geods and
services interasct to determine a reasonable price structure.
Alsoc, management may move out of unprofitable areas at its
discretien while seeking an overall favourable mix of services
which must ultimately be linked to profitebility. In this
context the after-the-event stewardship reporting function
using historical cost concepts which generally show a more
favourable profit/essets employed ratio may be sppropriate in
the eyes of businessmen and the community. It is usually only
attacked when a slow reporting response to poor performance
becomes evident at times of financial  «crisis for
organissations.

2.32 for these reasons similarities between competitive
business firms and statutory authorities funded by public
monies or guaranteed by the government are rather tenuous.
While comperability with the private sector is desirable, it
should not be at the expense of soundly based finencial
reporting criteria geared specifically to the accountability

9 John Coleman, op. cit., page 536.
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problems faced by public enterprises and the peed for
compliance with the precepts of economic theory which guide
governmental decision making processes.

2.33 A credible underlying theory of eccounting linked to
economic reasoning, rather than simply a bargeining process to

achieve some pre~determined objective is needed if the
financial performance of statutory suthorities directly linked

to government is to be attempted in a manner which complies
with the requirements for sccuracy. Solomons sayss

The criterion by which rules are judged is not the
effect which they may or may not have on business
behaviour. It is the accuracy with which they reflect
the facts of the situation.’

2.34 Fairness in policy meking is mendatory and rigorous
reasoning in theory formation and consistency with accepted
concepts from other disciplines such as economics is
essentisl. Professor R.J. Chambers pointed out some years
ago that a scientific approach is needed:

If the study of the subject proceeds in this way it
should be possible to avoid what Roger Bacon
described as 'four stumbling blocks which hinder
well-nigh every scholar; the example of frail and
unworth authority, long established custom, the sgnse
of the ignorant crowd and the pretense of wisdom.''

2.35 The implications of adopting non scientific policy
laden standards for use by government instrumentalities are
very severe in terms of the adequate operation of the system
of public sector financial accountability and control.
Priiate sector constraints of competition largely may not
apply.

Failings of Exiating Accounting Standards

2.36 The three major fajlings of conventional financial
statements prepared under the management veluation/historical
cost traditional conventions are:

1) failure to determine full cost by ignoring the
existence of inflatiaong

2) failure to provide a framework for communicating
management's expectations and estimates (a material

10 David Solomons, 'The Politicisation of Accounting', The
Journal of Accounting, November 1978, p. 72. -

11 R.,J, Chembers, 'A Scientific Pattern for Accounting
Theory', The Augtrelian Accountant, October 1955, p. 434.
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deviation from adequate accountebility and control in
the public sector); and

3) failure to specify the nature and effect of large
scale contracts and commitments.

2.37 These three deficiencies were stressed in a Statement
of Basic Accounting Theory of the American Accounting
Association in 1966.' However, the history of ignoring major
defects in conventional accounting theory is much Llenger,
running back almost to the turn of the century.

2.38 The profession has taken a substantial step in the
last decade towards attempting to identify weaknesses through
the use of a conceptual structure which emppasises formulation
of the objectives of financial reporting.'s® This Committee
believes that identification of user needs for financial
reporting by statutory authorities is fundemental to. improved
communication and fairness to both preparers and users of
financisl stetements.

Conglusiops .
2.39 This Chapter has heen concerned with evaluating

attempts by the accounting profession to produce standards
which sre acceptable as basic criteria for the preparstion of
financial reports and statements by public sector authorities.
The Committee is of the view that such standards have not yet
been developed, and although a holding operation using
existing standards or modifications thereof may be necessary
for a short period, this is wunsatisfactory. The
non-scientific nature of standard setting in the private
sector has been noted aend some inadequacies of existing
standarde discussed. A major research effort should be
mounted using all available sources of expertise. This would
develop fair policies for adequate disclosure together with
necessary concepts and theories permitting consistent
implementation and application of the principles involved.

2.40 The Committee notes that the recent report of the
Australian Accounting Research Foundation on the Objectives
and Besic Concepts of Accounting deals with policy issues
relating to the provision of informetion and provide guidance

12 American Accounting Association, A Statement of Basic
Accounting Theory, 1966.

13 American Inatitute of Certified Public Accountants,
Objectives of Financial Statements, New York, 1973;
Financial Accounting Standards Board, Conceptual
Framework for Accounting, Accounting and Reporting,

1974 and 19763 and
Financial Accounting Standards Board, Reporting
and Elements of Financial Statements, 1976.
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for the use of avajlable conceptual structures. It should
algo indicate areas where research efforts would be valuable.

While supporting this initistive the Committee agsin stresses

that adoption of private sector accounting standards for use
by government authorities does not necessarily provide
effective criteria for external reporting where public monies
are involved, although as a short term expedient modified
private sector standards may have to be adopted. The
financial system of public accountability and control is tao
important an element of economic management to be influenced
by the unsophisticated remedy of simple adoption of private
sector stendards.

Recommendations
2.41 The Committee recommends that:

1. A genuine research effort should be mounted employing
resocurces from both within the accounting profession
and outside of it, to systematically construct a
relevant theoretical framework for financial
reporting by public sector authorities. Such an
approach should involve:

(a) determining user needs;

(b) an examination of the concept of certainty in
relation to the needs for budgetery disclosure
and commitment accounting in the public sector;
and

(c) discussion between private and public sector
accountants on the strengths and weaknesses of
conventional financial reporting to identify the
likely economic consequences and effects on
consumers of the adoption of various financial
accountability measurement systems.

2. Any adoption of privete sector accounting standards
should be seen as s short term solution.
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CHAPTER THREE

CONTEMPORARY VIEWS OF FINANCIAL REPORTING BY PUBLIC SECTOR
BODIES

A survey is undertaken of the literature of
financial standard setting for the public
sector and for non-business organisations.
The notion of identifying environmental
factors peculiar to public sector enterprises
as emphasised by the United States General
Accounting Office is supported. Identifying
the objectives of financial statements of
government bodies is discussed. Attempts to
fit public sector financisl reporting within
constreints given by traditional financial
compliance reporting models are rejected. The
Committee approves the extension of the
reporting framework to include audited reports
on efficiency and effectiveness where the
neceasary criteria for evaluation have been
established.

Extending the Traditiongl Reporting Framework

3.1 The role of statutory authorities in society has
become pervasive given the size and number of such
institutions and the importance of the services which they
provide. While they sare given substantial autonomy their
activities must be seen as an extension of policies and
programs sanctioned or initiated by the Government of the day.
Thus concepts of efficiency and program effectiveness which
are now most importent in the evaluation of the operations of
departments in the Commonwealth arena should be extended to
all major espects of the bureaucracy, whether or not
particular services of the Commonwealth are performed outside
the departmental structure. In the privete sector the
sccounting system provides information on efficiency and
effectiveness through profit measurement and the reporting of
unit costs in a cost accounting system. In the public sector
such measurements cannot be fully incorporated within the
accounting system.

3.2 In his review of The Report of the Royal Commission
on Financial Management and Accountability (Canada), Douglas
G. Hartle points to the Commission’s emphasis away from the
past audit of financial management and towards evaluation of
the ultimste impact of policies and programs.

The real issue is not probity and prudence. It is
the quantity and quality of programs - assuming if
you will that they can be administered with probity
end prudence - that is the heart of the matter.

1 Douglas G. Hartle, Canasdian Public Policy, V.3, Summer
1979, p. 380.
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3.3 However, to formalise information needs for
evaluating the efficiency of operations and the effectiveness

of government sponsored policies and programs of statutory
authorities requires recognition of the combative nature of
the Parliementary process which needs to be taken into account
if adequate disclosure and control over public sector bodies
is required.

3.4 The Committee believes that knowledge of pressures
facing those concerned with the operations of statutory
suthorities should not be implicitly eccepted as & reason for
accepting financial statements based only on traditional
fiscal compliance concepts of stewardship (probity and
prudence) and associated accounting standards from the private
sector. This form of reporting may be accepted when
appropriately modified, becsuse of its relevance and merit.
It should not be accepted, however, simply because it provides
less pressure on Parlismenterians and officers of statutory
authorities than do alternative reporting frameworks.

3.5 Identification of the nsture of Parliamentary
processes which may affect government decision-making is
importent. Pressures do exist which may cause administrators
to believe that formal disclosure of budgets, key performance
indicetors &and other relevant information about statutory
authorities is wunwise. This view should not be used to
militate aqgesinst effective stendardisation and disclosure.
Such an approach might harm both Parliementarians and officers
of the statutory bodies elike.

Identifying Objectives of Finapcisl Reporting by Governmental
Bodies

3.6 An important chenge relating to the perspective for
standard setting in the private sector was made clear by the
Accounting Standards Committee of the United Kingdom in 1978.
Michael Bromwich points out:

They coined a distinction between those users'’
objectives which are legally oriented, in which...
certainty is the main aim and those needs which are
oriented more towards economic factors inzwhich
Jjudgment may be more important than certainty.

3.7 Such & change in thinking would obviously mitigate
criticisma of private sector standard setting mede in Chapter
Two. It is evident that identification of objectives for
reporting by public sector bodies, as revealed in recent
research studies, already embodies the need to distinguish
between 'certainty' and economic relevance as besic criteria
which are needed for different purposes.

2 Michael Bromwich, 'The Setting of Accounting Standards :
The Contribution of Research', Essays in British
Accounting Research (eds. Bromwich and Hopwood) 1981, p.
41,
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3.8 A notable achievement in this regard is the recent
Nationsl Council on Government Accounting Resesrch Report.
An abridged Summery of Objectives contained in the report is
as follows:

Overall Goal

The oversll goal of accounting and financisl reporting for
governmentsal units is to provide:

1. financial informetion useful for meking economic,
political and social decisions and demonstrating
accountability and stewardship; and

2., information useful for evaluating menagerial and
organisational performancs.

Basic Dbjectives

The objectives of accounting and financial reporting
for governmental units are:

1. to provide finencial information useful for determining
and predicting the flows, balances and requirements of
shfrt-term finencial resources of the governmental
unit.

2. to provide financial informetion useful for determining
and predicting the economiec <condition of the
governmental unit and changes therein;

3. to provide financial information useful for monitoring
performance under terms of legal, contractual and
fiduciary requirements;

4. to provide infaormation wuseful for planning and
budgeting, and for predicting the impact of the
acquisition and allocation of resources on the
achievement of operational objectives; and

5. to provide information useful for evalusting managerial
and organisetional performance:

(a) far determining the costs of programs, functions and
activities in a manner which facilitates analysis and
valid comparisons with established criteria, among
time periods, and with other governmental units;

(b) for evaluating the efficiency and economy of
operations of organisational wunits, programs,
activities, and functions;

3 A«R. Drebin, J.L. Chan and L.C. Ferquson, Objectives of
Accounting and Financial Reporting for Governmental Unitst
A_Research Study, N.C.G.A., Volume One.
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(c) for evaluating the results of programs, activities,
and functions and their effectiveness in achieving
their goals and objectives; and

(d) for evsluating the equity with which the burden of
providing resources for governmental operations is
imposed.

3.9 The Committee will discuss the last mentioned
objective of the equity of resources financing at length in
Chapter four.

3.10 These objectives move outside the realm of strictly
financial reparting except to the extent that budgets,
established criteria for evaluating the efficiency and
effectiveness of operastions, and questions of equity can be
portreyed in finenciel terms. Doubts must be expressed about
the ability of the conventional financial reporting framework
to absorb this needed information in & meaningful way.
Certain legal and financial compliance aspects of
accountability are covered by the traditional form of
statements. However publication of weslth and income
statements alone falls far short of meeting the major
information needs of users concerned with the efficiency aad
effectiveness of these governmentel units. It would seem
cleer that to meet these informetion needs for efficiency and
effectiveness (5b and 5c above) some form of performsnce
reporting in documents separate fraom, but related to, the
financial statements is needed.

3.11 The difficulties in using reported profit figures in
a government business organisetion as & measure of efficiency
will be discussed later. If the financiel. dealings of
statutory orgenisations eare guaranteed by the Commonwealth,
and the authorities do not operaste in conventional markets so
that profit may be taken as an indication of efficiency, then
the major thrust of their reporting would not appear to be
served by the conventional financial reporting framework. It
would appesr that progrem statements are also needed. This
aspect will be discussed further in Chapter Six.

3.12 Thus efforts should be made to produce a& reporting
framework which has the capacity to deal with matters of
efficiency and effectiveness. As the Auditor-General has the
power to conduct efficiency sudits of statutory authorities it
would seem reasonable to assume that these bodies should make

availeble statements of their efficiency which could be

subject to audit. It would also seem reasonable that
statutory seuthorities report meessures of effectiveness to
enable their activities to be better reviewed.

3.13 The exposure draft of the United States General

Accounting Office on the Objectives of Accounting and
Financial Reporting in the Federal Government considers that:
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The primery objective of accounting and financial
reporting in the Federal Government is to provide
useful information for assessing management's
performance and stewardship. Assessing this
besically involves determining what an entity has
achieved and what it can achieve in the future. In
assessing past performance, information must provide
indications on:

- financial viaebility (the ability of the entity to
to provide the same level of resources);

~ program activity (the degree of sctivity under
various programs including costs of inputs send
value of outputs);

- fiscal compliance {whether financisl and related
laws and regulstions were followed);

Informstion, which indicetes how efficient and
effective management operates, helps users assess
stewardship and performance.®

3.14 The statement makes the point that in order to
provide information useful for determining resource
allocations based upon financial viebility and future levels
of service, finsncial reports should reflect an entity's
current position, past performence and future expectations’s

Planned program activity refers to anticipated
distribution of resources based upon aenticipated
levels of costs. By its very nature planned activity
deta is goal and attsinment oriented. Information on
the cost of resources, distribution of resources, and
planned program activity is necegsary for users to
assess management's stewardship and performence, both
past and expectedb.

3.15 These views are much stronger than those of most
writers in the area of non-busineas reporting generally. They
stress the added accountability of managers in government
agencies. Thus the scope of reports extends beyond legal and
financial compliance, short-term liguidity determination,
long~-term maintenance of capital and the costs of rendering
the services provided. The dimensions of adequate planning
and forecasting together with the evaluation of efficiency and
effectiveness of operations are subsumed into a formal
reporting framework.

4 United States General Accounting Office, Exposure Draft,
Objectives of Accounting and Financiel Reporting in the
Federal Goverpnment, februery 1980, pP. 24,

5 ibid., pp. 28-29,

6 ibid.
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3.16 William Holder’ dissgrees with the views of those who
advocate a form of budgetary disclosure for governmental
uvnits. However, he notes the present mandatory requirements
of the Nationsl Council on Governmental Accountants (NCGA
Statement No. 1):

(1} An annual budget should be adopted by every
governmental unit,

(2) The accounting system should provide the basis for
appropriate budgetary control.

(3) Budgetary comparisons should be included in the
appropriate financial stetements and schedules for
governmental funds for which an annual budget has
been adopted.

3.17 This Committee notes the view of Holder and others
that the prepsration of financial statements which compsre
actusl with budgeted figures may mislead users. Arguments
that extra costs would be involved are not compelling because
most organisations use budgets for internal management
purposes. While disagreement on the issue exists, the
comparison of actual with budgeted information is the
fundemental pivot of financial control in public sector
affairs. The Committee's view is that this procedure should
be extended to the external reporting function of statutory
authorities.

Efficiepcy and Effectiveness Measurements

3.18 William J. Vatter has examined the issue of how to
achieve efficiency and effectiveness of government
organisations. He states:

The major difficulty lies in motivation: the business firm
is motivated by the hope of augmenting its capital to
produce growth from profits; the typical non-business firm
has no such motivation, because its capital (indeed,
practically all of its inflows except service charges) is
supplied by asking for it, or having a legislature
appropriate it. The bessic point (usually presented) is
that there is no other way to provide motivation for
governmental cost reduction except to limit the supply of
resources. Perhaps there is 8 way to control motivations
in non-business orgenisations.®

7 William W. Holder, A Study of Selected Concepts for
Government Financiel Accounting and Reporting, National
Council on Governmental Accounting, Chicago, I[llinois,
1980, pp. 22-23.

8 William J. Vatter, 'State of the Art - Non-Business
Accounting', The Accounting Review, July 1979, p. 575.
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3.19 However, this Committee believes that a formal
framework for public reporting of efficiency and effectiveness
could provide such motivetion. As previously mentioned the
traditional frameworks based upon receipts/payments;
surplus/deficiencys profit/loss; and weaelth determination may
not be adequate unless operations sre performed in competitive
market pleces, The traditional framework is restricted to
concepts of legal and financial complisnce although, with
necessary eccrual procedures, it may disclose full costs of
services (historical) and financiel viability. Both of these
measurements are useful.

3.20 The Committee believes that the usefulness and value
of conventional type finencial reporting is reduced if it is
made to stand as a surrogate for more dynamic processes such
as efficiency end effectiveness reporting. Furthermore, if no
need exists for statutory authorities to identify efficiency
end effectiveness criterie for external reporting purposes,
then managements might not feel pressured to develop critical
criteris, stenderds and norms of efficiency and effectiveness
for internal management purposes. For efficiency measurement
this might be left in abeyance until the Auditor-General
comments unfavourably an such deficiencies during his
efficiency auditing inspections. This process is clearly
illustrated by Mr Steele Craik:

Although in many areas of performance auditing the
criteria are implicit and ill-defined, it is often
possible for the auditor and management to reach agreement
on the nature and specification of criteria (of
efficiency). Also, it may be possible for the auditor to
synthesise criteria on the basis of accepted theory and
practice, or perhaps on observations of similar operations
elsewhere, Where this is so, audits may be undertaken of
economic, administrative, finencial and technisal
decision-making effecting the efficiency of operations.

3.21 Additionally Committees of the Parliament could
directly evaluate efficiency on a regular basis where formal
efficiency auditing reports are regularly published by
management and audited by the Auditor-General against
established criteria of efficiency. This Committee made the
point in the discussion_ paper, Internal Audit in the
Australian Public Service,'? that internal auditors should
report on progress made by management through the use of

9 D.R. Steele Craik, A Perapective of Government Auditing -
Past, Present and Future, 1980 Research Lecture of the
Australisn Society of Accountants (Victorian Division) and
the University of Melbourne, Octobier 1980.

10 Joint Parliamentary Committee of Public Accounts, Internal
Audit in the Australisn_Public Service - A Discussion
Paper, A.G.P.S5., March 1981, Parliamentary Paper No.
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operations research and other technical facilities, of
developing criteris for the evaluation of efficiency in
operating and administrative areas.

3.22 The Auditor-General is not empowered to carry out
effectiveness audits. Reviews of effectiveness are carried
out by the Department of the Prime Minister and Cabinet but
sre not mede public. MHowever in some oversess countries the
scope of external audit does extend to effectiveness reviews
(eg the USA Comptroller-General) and standards and criteria
for effectiveness measurment have been developed. The
Committee sees the publicetion of such effectiveness
information as forming the basis for improved external review
by Parliementsry Committees and others.

User Decisions and Environmental Factors

3.23 The Financial Accounting Standards Board (FASB) of
the United States of America has published o statement of
asccounting concepts in which the objectives of financisl
reporting by non-business organisations are developed. The
statement Iidentifies the following user groups of financial
statementsa:

(a) Resource providers who may or may not be directly
compensated, eg. lenders, suppliers, employers and
taxpayers.

(b) Constituents who use and benefit from the services
provided.

(¢) Governing and oversighting bodies who set policies
and evaluate performance.

(d) Managers who direct and carry out the policy mendates
of the governing bodies.

3.24 However the FASB view that the objectives of
financial statements overrule the requirements of users in
decision making roles points to the weaknesses of conventional
financial reporting for public sector purposes. If thoase
objectives of financial statements become embodied in the
conventional reporting framework then the objectives will
relate to fiscal compliance, financial viability and perhaps
full historical costs of services provided. While important
these do not necessarily reflect efficiency in non-competitive
market places.

3.25 Thus interpretations of a surplus or deficit in a

government orgenisation may be little more than knee-jerk
reactions by eveluators who are familiar with the profit/loss
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criterion of the private sector. This possibility is referred
to by the United States Ceneral Accounting offices'!

Perhaps the most important environmental fector affecting
the objectives is the way the federsl Government is
regulated. In the private sector built-in controls in the
form of the free market system necessitate the need to
operate economically. Without alternative controls there
are no objective assurances that Government will operate
efficiently, effectively and economically since there
often exists:

1. the absence of the need to operate profitebly;

2. the lack of an open market teat of the value of the
organisation's output;

3. the remote and indirect relstionship, if any, between
the resources contributor end the goods or services
recipient; and

4. the ability to force resource contribution via
taxation.

3.26 Operations in the Federal Government are consequently
subject to considerable legal and regulatory controls over
organisational structures, personnel policies and procedures,
and sources and uses of resourcea. Ffurther, reported profit
figures in government business entities are affected by both
financial advantages and disadvantages compered with private
sector companies which epply to such entities because of
government policies or directives.

3.27 An obvious response to these environmentel factors
has been to leave policy laden institutions on & cash basis
and to require trading type operations to prepare business
type accrual accounts and then to enforce a profitability or
‘user pays'! dictum. Unfortunaetely, however, in the sbsence of
much relevant and needed information and competition in
markets this caen lead to gross subsidisation of some consumers
on the one hand, and victimisetion or unjust specific consumer
taxation on the other under the conventional private sector
reporting framework. Parliamentarians simply do not have the
information to enable rational determination of these issues
to be made.

11 United States General Accounting Office, Exposure Draft,
Objectives of Accounting and Financial Reporting in the
Federal Government, February 1980, pp. 11-12.

12 D.A. Shend, The Financial Structure and Objectives of
Commonwealth Trading Organisations - A Review. Augtralian
Journal of Public Administration, March 1982.
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3.28 Thus, while it may be true as the FASS statement
indicates ‘'that information indicating that an fnefficient
entity is efficient is not likely to meet the broader
objectives of financial reporting', anawers to the problem are
not likely to be forthcoming from the use of either cash based
or accrual accounts within the conventional reporting
framework.

3.29 Whilst the objectives of financisl reporting in the
public sector will not be schieved by showing an inefficient
operation es efficient, they will not be accomplished either
by showing an efficient producer to be inefficient. This
could occur for example if a reported poor profit performance
was used without considering the limitations of its relevance
and other factors needed to consider efficiency in
non~competitive organisations. Relevant reports supplementing
the financial statements based upon efficiency criteria must
be provided to avoid this probliem. E£ven in the private sector
profit 4s & blunt measure of efficiency end traditional
accounting practices often provide only a rough guide of the
financial viebility of large companies. This explains why so
much attention is given by analysts to the additional
information provided by the Cheirman’s Report over and above
that given in the finsncial setatements of private sector
firms.

Conclusions

3.30 The Committee is not convinced that meaningful
progress in providing adequate disclosure and control over
statutory authorities of the Commonwealth can be achieved by
fitting objectives of financial statements into a relatively
conventionel framework of financial reporting adopted from the
private sector. This has been tried for a considerable number
of years end found to be deficient in many respects.
Additional information in the form of statements based on
criteria for administrative and opersting efficiency are
required, as are planned program activity reports shawing
expgcted costs and distribution of resources. For trading
authorities these may take the form of budgets and forecasts
prepared in accordance with the financial statements to be
produced.

3.31 The Committee considers that most statements of
accounting objectives sponsored by accounting bodies are
deficient when applied in the public sector. In their efforts
to promote full accrual or business accounting they do not
comprehend that the aurplus/deficit or profit/loss
determination for operations of the period will be interpreted
widely ss if the fiqure occurred in the private sector. Thus
traditional accounting procedures rather than sound economic
asnalysis may determine a government's pricing policies for
widespread community service needs and be used to evaluate
efficiency.

28

3,32 This Committee does not deny that financial
statements should be prepared which ensble assessments to be
mede of legal aend financial complisnce, financisl visbility
and the costs of services provided. These metters will be
dealt with thoroughly in later discussion. The provision of
statements to show these chsracteristics of performance will
ipveriably lead to private sector type evaluations which may
or may not be correct in assessing the quality of performsnce.

Recommendations
3.33 The Committee recommends thats
3. The process of standard setting in the public sector
should be cognisant of the following features of
financial accountebilitys
a) legal, contractual and fiduciary copstraints;

b) budgeting and prediction for resources allocation
end control in authorities and programs;

¢) determination of ful) costs of services and
programs and formulaetion of efficiency criteria
for performance evaluation;

d) equitable celculstion of the burden of financing
resources for governmental operations;
e) the relevance of concepts of capital to be

mainteined under full cost calculetions and fuser
to pay' policies.

4. Reports on efficiency and effectiveness should be

published and, where criteris are aveilable, be
audited.
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CHAPTER FOUR

FINANCIAL REPDRYING FOR FISCAL COMPLIANCE, FINANCIAL VIABILITY
AND COST OF SERVICES

An identification is undertaken of material
issues which can confuse users of traditional
form finencial statements or make the
stotements inasdequate or misleading. Matters
examined include accountability end the use of
cash accounting, modified accruasl accounting
and full accrual sccaunting. Traditionsal
concepts relating to the metching principle
and especially the use of depreciation of
non-salesble infrastructures in times of
inflation and technological change are
chalienged. The accounting profession is
asked to research the ares of capital
maintenance to determine & suitable concept
for messuring financial viability and full
costs of services provided in the public
sector. A total resources as distinct From &
working capital concept of funds is supported
as the basis of funds statements in the public
sector.

4.1 The primary objective of financial reporting as
stated by the United States General Accounting Office streeses
both management's performence and stewardship.! This reguires
assessment of fiscal compliance, progrsm sectivity and
financial viability.

4.2 fiscel complience in the public sector is the extent
to which an organisation complies with the financial and
related lawa and regulations or even policy directions
established by government. Adherence to budget limits is one
aspect of fiscal compliance. This compliance may in some
cases require organisations to provide services at charges
which do not cover operating costs, and which would not be
financielly viasble or efficient in a normal commercisl sense.

Government decisions, for exemple, require Australie Post to

deliver a standard letter anywhere in Australie for 27 cents.
In remote areas the cost of delivery can often exceed $2.00.

4.3 Program activity information provides sn indication
of the efficiency and effectiveness of aspecific programs
adminiatered by an undertaking, including the costs of inputs
end the value of outputs. Program statements, which will be
discussed later in this Report, are a means of providing this
infarmation to manaegers.

4.4 The concept of financial viability is the capacity of
an orgenisstion to provide the same level of resources as in
the past or as is expected to be provided in the future.
Criteria for evaluating financial viability are:

resources available to management
obligations

chsnges in resources sand obligations
resource flows

liquidity

4.5 On the basis of informetion given about fiscal
compliance, financial viability, operating and administrative
efficiency including the costs of services provided and the
effectiveness of programs, resource allocation decisions by
governing bodies may be made in an informed menner. There may
be many social and political elements of a resources
allocation decision. This in no way diminishes the importance
of economic and technical measures of performance provided in
financial statements.

Cash_vs. Accrual Accounting

4.6 In attempting this appraisal it is necessary to
discuss basic concepts of accounting and the nature of diverse
governmental bodies in conjunction with the accountebility of
their managements. An evaluation of Governmental Accounting

and financial reporting principles of the NCGA (1979)2 isg
useful for this purpose.

4.7 In its discussion of basic accounting the NCGA looks
at the cash and accrual beses:

The accrual basis is the superior method of accounting for
the economic resources of any organisation. It results in
eecounting measurements based on the substance of
transactions and events, rather than merely when cash is
received and disbursed, and thus enhances their relevance,
neutra!ity, timeliness, completeness and comparability.
Accordingly, the Council recommends use of the accrual
baesis to the fullest extent practicable in the government
environment. +++ The cash baais of accounting is not
appropriate.3

1 U.S. General Accounting Office, Objectives of Accounting
and Financial Reporting in the Federa)l Government,
op. cit., p. 22.
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2 The Nationel Council on Governmental Accounting,

Bovernmental Accounting_and Financial Reporting
Principles, Chicago, Illinois, March 1979,

3 National Council on Governmental Accounts op.cit.,page 1l.
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4.8 Under the accruel system items are recorded as they
occur when goods or services are supplied or received. There
is no delay waiting for cash to be received or disbursed and
thus financial statements are more timely and also more
representative of the results of operations and the state of
affairs of the organisation. MHowever, accrual accounting and
even modified accrual accounting heve inherent properties
which impose certain responsibilities upon management. In
extreme egency situstions, where suthorities are little more
thaen the agent of a parent department rather than autonomous
entities, the cash basis of reporting may more fairly reflect
the operations under management’s control. Cash accounting
may thus provide a superior basis for evaluation of
performance of menagers in terms of relevant accountability
even though the statements themselves provide inferior
measures of performance and stewardship in terms of government
programs.

4,9 Arguments against use of accrual accounting and
favouring the cash basis are usually based on claims that
additional expenditures are required and that accrual
accounting is not cost effective. These arguments can be
largely discounted as the correct extent of accrual accounting
will ususlly be determined by the financial information needed
for effectively maneging the organisation. The real argument
relates to the collection of information for full costs of
services, much of which may lie within responsibility areas of
departments rsther than the particular organisation under
review. Thus collection of such information geems to lack
cost effectiveness in the eyes of management.

4.10 The cash based system of the Commonwealth with its
basis of appropriations end constitutional and parliementary
checks and belances is designed to protect the rights of

taxpayers and citizens generally. This is recognised as

fiscal compliance. Many authorities are set up to increase
administrative efficiency and the effectiveness of services
provided in discrete areas., Nevertheless, they see themselves
as extensions of departments of state and thus conceive a cash
basis of financial reporting to be legitimate in view of the
structure of the financial system for the Commonweelth as &
whole. This notion is miscanceived.

4.11 The financisl syatem of the Commonwealth is based for
reasons mentioned above on legal and financial or fiscal
compliance. This is a legally oriented financial concept. It
relates to the collection, halding and disbursement of public
monies in a stetutory current environment which is the result
of pest planning. Atteined performance by the government in
the form of & cash surplus or deficit for the financial year
reflects governmental policies and the state of international
and domestic affaira. It is the reflection of a gavernment's
response to a whole variety of economic and social criteria as
Indicators of events.
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4,12 However, given the electoral system and a history of
rationality, in the mix of cash surplus/ deficit budget
resuylts, it is more useful to view the financial system as a
constitutional control which produces accurate periodic
results of the effects of a government's fipancisl policies.
Cash based accounting provides essentially an immediste and
very short~term portrayal of operations in financial terms.
These results may be used as inputs in financial planning for
future viability. The cash based system of accounting is not
in itself an 4indicator of future viability, but immediate
viability. A funds statement which embodies & modified
acerual epproach, provides an indication of short to medium
term viebility, full accrual sccounting was designed to
provide an indication of longer term viasbility and, when used
in conjunction with merket forces, of economic efficiency.

4.13 The arguments for cash bessed financisl stotements put
forward by authorities are really arguments against assigning
reporting responsibilities which are not compatible and qo
beyond fair representation of the accountability of
management. This transgresses the first cardinal precept of
fairness in financial reporting.

4.14 Furthermore, it creates anxieties for management who
might be asked to report on & full or substantial accrual
basis knowing full well that aspects of operations reflected
by the amounts to be incorporated in the financial statements
lie outside, and sometimes far outside, the assigned levels of
authority and powers of management.

4.15 for example, suppose monagement of a national
cultural institution is responsible for the orderly running of
tours, centeen and cleaning. It may hsve no powers of

decision relating to the treasures diasplayed, the maintenance
and upgreding of major facilities ar setting ataff ceilings
and selection of permanent staff. In these circumstances the
edoption of accrual accounting must be carefully investigated.
1t could be that the amounts involved under the accountability
of manegement could be quite large and the temptation arises
for the Department of Finance to require & form of financial
state- ments which ettempts to determine full costs of
services (with or without depreciation of long lived assets)
on the eccrual basis. This could be regarded as unfair to
management and misleading to the public.

4.16 However a problem with not wusing full accrual
accounting is thet the full costs relating to the particular
orgenisetion (but not necessarily controllable by its
management) would not be shown. Such information may be
needed to assess the overall efficiency and effectiveness of
the organisation and to decide whether it should continue
operations, as opposed to reviewing the performance of
management based on those items management is responsible for.
This raises a common accounting problem - whether to report
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costs controllable by management or whether to report all
costs relsting to or caused by a psrticular organisation.

4,17 The Committee supports an epproach under which full
costs are shown but unfairness to menagement is avoided by
clearly distinguishing between those items which are
contrellable by mansgement end those which are not. This
might be done by footnote disclosure, but appropriaste
arrangement of the items in the financial statements would be
a better approach. In this respect the Committee supports the
concept of an activity statement suggested by the Joint
Working Party for non~business units. This involves the
separating of provisions and unfunded items most of which
would be non-controllsble by management from those expenses
which require funds. Examples of provisions sand unfunded
items would include deprecistion of exhaustible asaets and
provision for long service leave. The suggested activity
statements may require a8 little modification to meet the
purposes suggested by the Committee and this should be further
examined by the Joint Working Party.

4,18 Under this sapproasch complementery financial
statements would also be prepared by the parent department in
its annual report where sppropriate. These statements would
deal with full costas of services including veluation of the
treasures, maintenance s8and depreciation charges (if
appropriate) of long 1lived facilities. and items such as
pravision for long service leave, in these cases where they
are the responsibility of the parent department. The
permanent head thus essumes full responsibility for cost
control rather than merely cash management. These financial
statements would incorporate the necessery informetion on
operations obtained from the financial statements prepared by
the organisation's operating mansgement end both sets of
financial statements would carry notastions to thia effect for
adequate disclosure to the public.

Accountgbility of Non-business Units and the Form of Financial

Statements

4.19 The Committee has sccepted arguments sgainst the use
of cash based accounting for statutory euthorities unless it
can be shown that accrual accounting lacks cost effectiveness
in terms of time taken to produce accrusl bssed statements and
thet the difference between using cash and accrual accounting
would not be material. The argument thst accrual accounting
is not cost effective is seen to be weak as the accountability
of management may in many cases indicate accruals only to a
very limited extent, e.g. for wages, debtors, creditors and
miscellansous expenses {(i.e. modified accrual). This
information is already needed for effective .management
control.
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4.20 We are thus left with two bases for the preparation
of finsncisl statements for stotutory suthorities. These are
full accrual or business type financial statements and
modified accrual statements which reflect a source and
disposition of funds approach rather than a full cost
measurement approach. Both are geared to assessment of future
financiel wviebility, with the business type accounts
incorporsting provision for deprecistion having the longer-
term connotations. Modified accrual sccounting incorporates
future contrectusl smounts for long service leave snd other
similar commitments but does not show depreciation.

4.21 The Committee considers that activity statements as
suggested by the Joint Working Perty can be appropriately
modified. to show full cost information, but avoid unfairness
to management by distinguishing those costs controllable by
management from those which are not. At the ssme time the
principal, i.e. the psrent department, should provide full
ecerual accounting for the full costs of all non-business
agencies (statutory suthorities) under its control, i.e. those
items for which the department is responsible.

Accountability of Business Undertekings and the Form of
Financias) Statements

4.22 The financial statements prepared for business
undertakings of the Commonwealth should have many of the
features of statements prepared by commercisl institutions in
the private sector. It is necessary, however, to note
dissimilarities as well as common features in order to reach
conclusions sbout the form and content of financial statements
for public sector business enterprises.

4.23 For reasons of policy & government msy decide to
provide services on a business basis to consumers, or
determine that o large organisation may be 8 more efficient
unit if it is forced to account as a fully sutonomous entity
by cherging for its services. Another reason for full accrusl
accounting may be to isolate a menufacturing or trading entity
within a department for cost determinaetion of goods and
services made available by the entity to the department or to
other governmental units.

4.24 The reasons for insisting on full mccrusl accounting
for profit/loss or surplus/deficit determination are usually
asgociated with the promotion of administrative and opersting
efficiency and the determination of full costs of services
provided. The private sector accounting and reporting model,
modified as necessary, is therefore seen to be appropriate.

4.25 On the full eccrusl basis revenues will be recognised

in the accounting period in which they are earned and become
measurable, and expenses are recognized in the period when
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incurred. These include the expiration of original cost
(depreciation), allowing for wear and obsolescence of
long-lived essets during the period. The National Council an
Governmental Accounting quotes the conventional wisdom when
referring to proprietary funds or funds recefiving user
charges:

Revenues earned and expenses incurred are recognized in a
government's proprietary funds in essentially the same
manner as in commercial accounting. Only minor
adaptations ere involved in applying the revenue
realisstion and expense recognition principles in the
government environment.4

4.26 While this thought might have epplication in the
United Stetes where private sector financiel reporting is
heavily regulated through the Securities and Exchange
Commission, its acceptance in Australie must be carefully
watched. It may have a severe impact on consumers and may
allow such bodies to operate in a manner not compatible with a
government's economic sand social policies. This is so,
notwithstanding that many statutory authorities have reported
to the Parliament for many years using the principles and
standards of the private sector.

4.27 Problems caused by the application of the private
sector eccounting/reporting model in the public sector are not
new phencnema. Writing nearly thirty years ago Sir Alexender
Fitzgerald, one of the most respected accountants of his day,
made the following comment about Australian Government trading
organisations' financial stetements:

»»¢in the great majority of instances, it appears that
whether deprecistion is eccounted for, snd if so to what
extent and in what way, is made to depend upan the ease or
difficulty with which depreciation charges, along with
other costs, can be recovered from users of public
services ~ which is surely a negation of the accounting
concept of depreciation.’

4.28 Thus he suggests that such costs may be used as the
basis for determining revenue, through a cost based pricing
system. N

Public_Sector Matching of Ful)l Costs and Pricing Policies

4.29 During the three decades since Fitzgerald's comment
the private sector financial accounting model has been under

4 Naf%nnal Council on Governmental Accounting, op. cit.,
p.l2.

5 A.A. Fitzgerald: Accounting and the Public Accounts,
Proceedings of the Australian Society of Accountants
Convention on Accounting, Adelaide, 1954.
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continuous and increasing assault by unprecedented inflation
and, perhaps more importantly, technological change end
development which is proceeding unabated. In this environment
the temptstion to set prices based on costs derived under a
variety of accepted practices of questionable relevance is
almost irresistable when a 'user pays' policy is enforced.

4.30 This practice is the opposite of teiloring costs to
allow for an acceptable rate of profita after cslculating
expected revenues in competitive market places. Revenues, of
course, are determinsed by price fixing directions, not market
places, for many community goods and services. provided by
statutory authorities. While price fixing of this type also
occurs in the privete sector, the essential nature of public
schemes and difficulties of substitution are important issues
requiring serious study, particularly as receipts become
public monies.

4.31 The breakdown of the traditional financisl sccounting
model, statutory requirements for full accrual sccounting, and
supervision and enforcement of modified private sector
accounting standards by the Auditor~General have all
contributed to reporting by statutory trading authorities
whiech satisfies superficially the principles and
recommendaetions for external financiel reporting. The
questions which must be asked are - at what price to the
consumer; and at what cost in terms of deviation from
financial and economic policies of government?

4.32 The wuse of such principles for determining
accountability for the supply of needed community services and
for contrelling public monies may be quite ineffective without
additional stringent requlations and standards. For example,
by following these principles in a non-competitive
environment, en authority may generate profits svailable for
distribution and large cash flows with little restraint from
the economic environment. This practice may fuel inflation by
raising prices to cover “costs" end alsc by providing funds
for expansionary activities even when government policies are
directed towards restraint.

4.33 It is not certain that surveillance by the Department
of Finance and the Treasury would be effective. Under the
‘user pays' dictum officials would be concerned that
authorities cover their costs. However the determinastion of
‘coasts' may be left as a matter for accauntants within the
authorities. It is uncertain as to whether such accountants
and their managers and commissioners are themselves aware of
the effects of using profit determination as a basis for
revenue determination under conventional accounting practices.
The Committee is not saying that authorities use full accrual
accounting to generate small or politically acceptable profits
and large cash flows. It is saying that there is a weakness
in the private sector financial accounting model which might
be exploited in the public sector.
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4.34 Neither is the Committee necessarily advocating the
use of price change accounting for the public sector. The
further one moves from historical cost in times of inflatien
the more pronounced become the problems of consumers. Thus
the present current cost veluation models -are likely to cause
greater inequities in using the model than strict adherence to
historical cost. Current cost accounting is likely to
aggravate the situation more than the current historical cost
model. This is because of the doubtful velidity of cepitsl
maintenance concepts adapted from the private sector. in
times of inflation costs of asset expiration (depreciation
charges) will be larger under current cost than under
historiecal cost. If the concept of depreciation used is in
error, especinlly in regard to a large scale infrastructure
and specialised assets, then the distortion under current cost
accounting will be the greater.6

4,35 The Committee is aware that these remarks challenge
the very basis of conventional financial reporting by public
sector business orgapisations. Yet there is a requirement to
provide evidence of financisl viab{lity and full relevant
costs of operations in a relstively conventional framework.
It is therefore necesssry to provide information about
financial viability and full relevaent costs in a form which
the community understands, or thinks it understands. However,
use of the framework should be properly restrained so as not
to damage society.

4.36 The incidence of inflation and the pace of
technological change has caused profound damage to the
credibility of the financial sccounting model. In the United
Stetes and the European Economic Community inflaetion
accounting and strengthened regulations are being used to
counter the problem. This is especially so in England, the
original home of the ‘'true and fair' "view of financial
reporting. The accounting profession in Australia is working
to follow International Accounting Standerds end to produce
more effective stendards to reflect local conditions. It is
also producing new atandards to cover past omissions.

4.37 However, when compared to other developed countries
the profession is seen to be at a point of indecision, walting

to see the nature and extent of change in North Americs and

the EEC and knowing that management in Australia might not

6 M.E. Aiken, 'The Relevance of Current Cost Accounting to
Commonwealth Government Accounting Australien Society of

Accountants Bulletin No. 1979, end

M.C. Wells, ‘Current Cost Accounting and Public Sector
Bodies The Australian Accountant, Vol 51, No 7, August
1981, pp. 511-15.
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take kindly to restrictions on present reporting flexibility.
This Committee seces the role of the recently estsblished
Notional Compnnies and Securities Commission as being
influential in these matters.

4.38 In the meantime, the Committee believes that urgent
research and remedial nction should be directed to financisl
reporting by public sector bodies. This research must include
study of the correct besis of expressing financinl targets for
government business undertskings ond determining their pricing
policies and on the approprinte mensurement of costs.

Deprecintion and Capital Mnintenance in Commonwealth Business
Entities

4.39 The adoption of accounting procedures for
Commonwealth Government seuthorities has in many waoys
paralleled the ad hoc thinking and haphazard planning which
originally characterised the formation and retentfon of many
of these bodies.” A lack of clority in specification of the
financial ehjectives of many bodies and failure to determine
effective principles and theories for governmentsl accounting
has led to a wide variety of practices, particularly with
regard to the treatment of depreciation. Professor Louis
Goldberg observed this before the period of growth in the
number of statutory authorities.

Such diveraity of treatments suggests Lhat the queation of
depreciation in relatfon to goverpment-owned assets has
not been considered consistently with reference to any
underlylng philosaephy of government.8

4.40 Depreciation charqges adopted by most slatutary
authorfties cen affect consolidated revenue by diminishing or
incressing profits or surplus aveilable for "dividendg". Few,
if any, Commonwealth authorities are completely divorced from
the Budget because of the mechanism for transfers of funds
between the budget and non~budget sub-gectors as illustrated
by Budget Paper No. 10.

4,41 Criticisms of public financial reporting such ass that
by Sir Alexander Fitzgerald when noting that accounting for
depreciation was very entangled with legal requirements for
debt redemption, may not be so much & criticism of government
accountants as an indication that the purposes of perfaormance
measurement in the public sector ore different, or should be
different. As Levy says:

7 Gerald E£. Caiden, The Commonweslth Bureaucraey, Melbourne
University Press, 1967, Chapter 4.

8 Louis Goldberg, Concepts of Depreciation, Sydney, Law Book
Co., 1960, p. 79.
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+ee it {8 clear that the depreciastion of fixed assets in
the context of governmental accounting should not be an
enaslogy with, or direct adoption from, that aepplied in
relation to ordinary business enterprises, since the role
and purpose of much of government accounting differs
radically from that of the private sector.?

4,42 0f course the enforcement of private sector
accounting standards by the Commonwealth Auditor-General, as
appropriate, has had the effect through AAS 4, Depreciation of
Non-Current Assets, of bringing depreciation accounting in
Commonwealth business institutions in line with private sector
practices, particularly in the lest ten years.

4.43 In order to determine whether or nat this has been of
benefit to the community it is necessary to first examine the
uge of depreciation in private sector accounting and then
relate areas of usefulness and incompatability to governmental
business units. At this stage it is convenient to state that
the Committee's concern about business depreciation concepts
spplies primarily to the large infrastructure asseta of
government business entities rather than to resources which
are available, in terms of management’s decisions, for
purchase or sale in market places.

4. 44 Government always has the option in terms of its
policies of buying or selling business institutions including
their infrastructure either lock, stock and barrel or in major
segments. However prices in such sftuations would depend upon
social needs policies and economic analysis relating to
expected returns, rather than upon accounting entries. We
shall not, therefore, dwell further on the possibility of sale
or purchase of the enterprise as a whole by government.

4.45 Before the substantial weskening of the effectiveness
of the traeditional private sector financiel accounting model
through the incidence of inflation and technological change
the purpose of depreciation seemed clear. Funds were to be
kept in the business to maintain capital intact in the face of
expiration of asset values through wear and tear in productive
or service processes and/or obsolescence. If replacement was
considered then & sapecisl sinking fund could be established
for that specific purpose. Depreciation expense was included
with other expenses to be matched against revenues in the
determination of periodic profit. Its purpose is maintenance
of capital to continue operations at present levels, not to
provide funds for expansion.

4.46 The conventional theory is stated in AAS 4, Statement
of Accounting Standards - Depreciation of Non Current Assets:

9 V.M. Levy, Public Financial Administretion, (2nd Edit.),
Sydney, The Law Book Co., 1981, pp. 143-146.
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. Depreciation charges should be made consistently from
period to period, depending neither op the profit or
loss for any one period, nor on the amount that may
be claimed as an allowable deduction when computing
texable income for any one period, and irrespective
of whether any of the ssssts have beep revalued.

B The basis and methods for ceplculating depreciation
charges should be appropriaste to the neture of the
respective assets and their oxpected use in the
operations of the business entity.

. Depreciation rates should be reviewed annually, and,
if necessary, adjusted so that they will reflect the
most recent estimetes of the useful lives of the
respective assets.

. When a depreciable asset has been revalued, with o
corresponding adjustment of the emount at which the
asaet ias earned in the accounting records,
depreciation charges subsequent to the date of
revaluation should he related to the adjuated amount.

4,47 The Committee queations whether these private sector
standards are applicable to the public sector. hile
providing constraints on iInconsistancy in the application of
methods, they permit management subjectivity in ihe form of
non-market and non-cost based asset reveluations to determine
in a materisl way the profits of the organisation, and thus
amounts svailable for distribution to sharghelders. This is
done without any objective clarificetion of the nature of
capital to be maintained for finapcisl vieshility through the
use of depreciation accounting.

4.48 In a non-competitive market pricing situation it is
not difficult to comprehend a management rovalustion of sssets
leading to price increases in services provided. Depreciation
charges rise and revenues are simply matched ngsinst costs.
However the concept of capitel maintensnce applicable to
publlic sesctor business institutions is aenother question.

Depreciation and the Infrastructure of Government Business

heb9 The Committee will not exemine in depth the question
of depreciation procedures to be used with respect to fixed
assets which can be bought and sold aon the market. Management
has, to a lerge extent, discretionary power to buy, sell,
hald, operate and replace or substitute such serviceas and
operating capacity. It is noted, however, that the selection
of a valuation basis to improve the effectivenssa of the
financial accounting concept of capitsl maintenance continues
te be a subject of much controversy and anxiety in the private
sectors of most developed countries. When agreement isa
reached on methadas of price change accounting in the privste
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sector, its applicebility to public business enterprises
should be closely researched.

4.50 The position may be quite different as regards the

specialised infrastructure or network of services provided by
government wtilities. Procedures to be adopted for
measurement purposes depend heavily on the philosophy of
government business institutions and policies of governments
themselves. The nature of the procedures is directly related
to the question of setting prices of government services
under a 'user payers' concept.

4.51 Those who would argue ageinst depreciating long-lived

non-solesble assets of public utilities generally regerd such

structures as community or governmentsl assets even though for
legel and administrative purposes they are assigned to s
utility. Management's only power of decision over such
networks once asaembled relates to use or non~use and the
extent of maintensnce to be applied. From the point of view
of realization of value through sale (except as an operating
unit aa a whole) they are 'sunk costs'.

4.52 Under this philosophy, menagement is accountable in
the private sector as lessee of assets with the government as
lessor. Thus the entity receives a loan, as distinct from an
asset in the usual leasing situation and uses its skills to
create the assset. Accountability is diescharged by paying the
rate of interest on the loan appropriate to the government'a
cost of capital (possibly the interest rate on semi-government
securities) and ensuring that a zero balance on the asset
account is achieved by the time the loan is redeemed. The
loan repayment could be achieved by appropriating moneys to a
loan redemption reserve fund eccording to the legal
requirements for repayment. No depreciation charge isa
necessary or appropriate under this concept.

4.53 If the loan redemption was based on reasonable
assessments of consumers' capacity to pay, then the effect of
the philosophy and accounting procedures was to match user
payments with the services they actually received i.e. 'user
pay' was achieved through needing to cover loen rademption

payments. Other accounting treatments can result in users

paying for benefits received by past generations (historical
depreciation over many yesrs of asset life) or users paying
for expansion end benefits to be used by future generations
(depreciation based on current costs or management valuations
over shorter periods). If pricing policies on a 'user pays’
basis are determined by matching revenues with total costs {as
distinct from matching costs to expected revenues in
competitive privete sector market places) this traditional
concept of loan redemption is an exercise in relevant
accaunting. Hawever, because of inflationary effects there
would need to be some modification. Interest rates should
reflect.current opportunities for investment and the vealue of
loans for redemption would need to be indexed. An equitable
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solution would ensure that neither the Commonwealth nor
present consumers are disadvantaged. The Government, as
principal, has the funds ndvanced to the agency malntained in
real terms.!0

4,54 Those who support depreciation in the conventional
sonse of business financial reporting as embodied in AAS 4
Statement of Accounting Standards-Depreciation of Non-Current
Assets, do so on the grounds that depreciation expense is an
integral element of the 'full cost' of services provided. The
limitaetions of this concept are well known ond hove been
publicly acknowledged by the accounting profession. Statement
of Accounting Practice D1.1, Presentation of Balance Sheet,
first issued in 1963, states:

(4) A true and fair view also implies the consistent
application of generally asccepted principles. Assets are
normelly shown st cost less amounts charged against
revenues to amortize expenditure over the effective lives
of the asseta or to provide for diminutions in their
vaiue. A balance sheet is therefore an historical
document which does not purport to show the realissble
value of assets such as goodwill, land ond buildings,
plant and machinery; nor does it normally purport to show
the realiseble value of assets such as stock-in-trade.
Thus a balance sheet is not a statement of the net worth
of the undertaking and this is normally so even when there
has been & revaluation of ssasets and the balonce sheet
amounts are based on the revaluation instead of cost.

4,55 This stetement remeins representative of the nature
of the private sector balance sheet at the present time. The
concept of capital meintenance which it depicte is unknown.
It is certainly not historical financial capacity nor current
financial capacity. Depreciation accounting is now an area
of managerial policy incorporating variations in nsset velues
and changes to estimstes of umeful asset Life. The Committeoe
believea that necessary restraints over and above that of
showing a8 true or fair view in terms of conventional
accounting as contained in Statement of Accounting Practice
Dl.l are required if the deprecistion concept is to have
acceptance as an element of financial reporting by government
bodies with respect to lang lived infrastructure assets.

Funds Stetements

4.56. The structure of funds stetements which are required
by listing requirements for public companies in the private
sector and which are usually provided by public utilities
using accrual based accounting has led to much confusion. The

10 M.E. Aiken, op.cits p. 58.
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Australian Accounting Research Foundation is attempting to

rectify the matter by the issue of an exposure draft of a

proposed statement of accounting standards.!' This Committee
is impressed with the suggested emphasis on the 'total
resources' concept of funds rather than the purely 'working
capital’ concept.

4.57 It is generally agreed that financial statements of
public sector bodies are required to provide information on
resource flows. This information is relevant to both fiscal
compliance and financial viebility. In addressing this
preblem for accounting prectices as a whole, McMahon and
Mitchell make the following point:

In a broad sense, there are three types of externsl
transactions in which a firm can engages

(1) Those in which the components of working capital are
affected, but the net amount of the working cspital
is unaffected (for example, the purchase’ of stock
with cash);

(2) Those in which the net emount of working capital is
changed and also one or more of the non-working
capital accounts is affected (for example, the
purchase of fixed assets with cash) and;

(3) Those in which no working capital accounts are
affected (for example, the acquisition of a
subsidiary through a share exchange).!2

4,58 The Proposed Statement of Accounting Stendards

envigsages an audited statement of sources and applications of
funds as an integral part of the financial statements, and
thet it is prepared on the accrual besis for the same period
as is covered by the profit and loss statement and balance
sheet . The point is made that the cesh and working cepital
bages are narrow concepts of funds which can only provide
information about specific aspects of the entity. The
proposed standard on form and content is:

36. The statement of sources and applications of funds
should be presented in a form whereby gross inflows and
gross outflows are shown to be equal. Funds: from
operations (showing separately gross operating fund

11 Australien Accounting Research Foundation, Exposure Draft

- Proposed Statement of Accounting Standards Statement of

Sources and Applications of Funds, Melbaurne, August 1980.

12 R. McHahon and G. Mitchell, 'funds Statements - The
Relationship between the Total Resources and Working
Capital Approuchesﬁ The Australisn Accountant, November
1981, p. 702.
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inflows and gross operating fund outflows) and the gross
inflows and gross outflows of funds relating to other
items should be separately disclosed. If changes in
individual working capital items (that is, those working
capital items disclosed separately in the balance sheet or
notes thereto) are not shown in the body of the funds
statement they should be shown in supplementary
informetion.

39. Additional Disclosures

Gross inflows and outflows of funds should also be
disclosed in the statement of sources and spplications of
funds for the following items:

(1) any funds flows resulting from transactions or events
vwhich give rise to extraordinary items in the profit and
loss statement;

(4) ...the acquisition of non-current assets - by class of
assetss

(5) the disposal of non-current assets - by class of
assets;

(6) interim dividends and final dividends proposed;

(7) the proceeds of any share issue or call;

(8) the amount of any debt refinancing; and

(9) the amount of any increase or decrease in long term
liabilities,?3

4.59 This statement of proposed accounting standards when
modified to reflect governmental sources of financing is
appropriate to incressed Parliamentary control over autonomous
bodies, particularly business undertakings. The total
resources format incorporates the effects of all external
financing transactions whether or not working capital is
involved. Ffurthermore, the separation of gross inflows end
outflows relating to operations from those with respect to
other items, particularly longer term items is important. So
are the additional disclosures and meaningful classifications.
Such funds stetements would reflect significent financial
policy issues such as the source of funds for acquisition of
fixed assets, debt redemption end the utilisation of funds
generated by profit in the operations. The Committee
recommends that the Proposed Statement of Accounting Standsrds
- Statement of Sources and Applicstions of Funda be adopted by
all governmental business institutions.

13 Australian Accounting Research Foundation, ibid.
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Recommendetiopns

4.60
5.

The Committee recommends that:

Financial reports of government authorities should
reveal:

a) resources availeble to the authority
b) obligations

c) changes in resources and obligations
d) resource flows

e) liquidity

f) budget forecasts of operations

9) commitments and contractual arrangements

Cash besed accounting should be eliminated as the
primsry focus for financial reporting by authorities
except for extremely small agency situations.
Acecrual sccounting should be adopted.

For non-business underteakings, to avoid unfairness to
management but to also show full costs relating to
the orgenisation, 8 modified form of the activity
statement proposed by the Joint Working Party should
be developed, distipguiashing between those items
which are controllable by management and those which
are not. Complementary full accrual financial
statements for the responsible department would also
show those costs relating to the undertaking for
which the department assumes responsibility.

The validity of the concept of depreciation to
government owned infrastructures should be carefully
considered in relation to both government policies
for cost determination and aversion and the economic
and physical nature of the resources.

Funds Statements of Commonwealth authorities are to
adapt a total resources rather than a working capital
or cash basis of funds and are to be published as
part of the formal financial statements. The
proposed Statement of Accounting Standards -
Statement of Sources and Application of Funda should
be adopted by ell governmental business institutions.
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CHAPTER FIVE
EVALUATION OF THE REPORT OF THE JOINT

WORKING PARTY ON FINANCIAL STATEMENTS_ OF

COMMONWEALTH UNDERTAKINGS

A critical appraisasl is presented of the
Exposure Draft by the Joint Working Party of
the Department of Finance and Office of the
Commonweslth Auditor-Beneral on the 'Form and
Standard of Financial Statements of
Commonwealth Undertakings'. Strengths of the
philosophy and content of the document as
perceived by this Committee ore discussed.
The Committee recognises the professionalism
of the document but is concerned to a greater
extent with the economic consequences of the
roecommendations of the Joint Working Party.
The determination of the Joint Working Party
to resist claims for the retention of cash
based statements on pragmetic grounds is
supported. Apswers by the Joint Working Party
to reasponses relating to the Exposure Draft
and provided in a Progress Report (December,
1981) are reviewed, and matters needing
further research are identified. Finally,
anawers to a questionnaire circulsted by the
Joint Committee of Public Accounts to
interested accountants are provided in an
appendix to this Report.

5.1 In June 1980 o Joint Working Party of the Department
of Finance and Office of the Commonwealith Auditor-General
produced an Exposure Droft suggesting guidelines for the 'Form
and Stendard of Financial Statements of Commonwealth
Undertakings' in the following terms:

The broad aim of the working party wes to develop s visble
set of practical guidelines for financlal statements of
statutory authorities end departmental business
undertakings and to permit Audit and Finance to employ a
common approach to financial reporting consistent with
contemporary accounting practices.!

5.2 The strength of the document lies in its structure
and objectivity in the context of modifying private sector
standards for public sector use initiating new proposals where
neceasary. Further, it aims to provide guidelines for

1 Department of Finance and Auditor-General's Office =
Exposure Draft on_the Form and Staendard of Financial
Statements of Commonwealth Undertsakings, June 1980, p. 9.
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faciliteting required formal finencisl and auditing
arrangements.

5.3 This Committee acknowledges the need for guidelines
which will enhance the effectiveness of the appraisal process
for the form end content of financial ststements by the
Department of Finance and of the audit function. It also
supports the Joint Working Party's search for formal criteris
for a relevant, logicael, consistent and verifiable reporting

model which addresses observable features of public
operations.

5.4 A statement by Maurice Moonitz is used by the Joint
Working Party as it begins its advocacy of full conventional
accrusl accounting for public sector bodies as a significant
although not completely general sim:

The function of sccounting is (1) to messure the resources
beld by specific entities; (2) to reflect the claims
sgeinst end the interests in those entities; (3) to
measure the changes in those resources, claims and
interests; (4) to assign the changes to specifiable
periods of time; and (5) to express the foregoing in terms
of money as a common depominator,?

5.5 This stetement is representative of financial
sccounting measurement in privete sector morket places where
features of voluntary cspital subscription, competition and
the going concern convention apply. After two decades of
significent inflation money is now usually defined as the
medium of exchesnge rather than a store of value or & common
denominator but the statement has merit for privete sector
purposes.

5.6 The Report uses this definition as a basis for the
following statement:

By concentreting on the resources entrusted to
undertakings, on the costs incurred and the flow of
financial resources Parliament would be informed and in o
position to safeguard, to encourage efficiency and to
clarify value criteria necessary to estsblish priorities
and policies.3?

While this goal 1is highly desirable the ability of
conventional style statements to satisfy its needs as

2 Maurice Moontiz, The Basjic Postuletes of Accounting:
fééic'P.A' Accounting Research Study No. 1. New York,
3 Department of Finance and Auditor-Generel's Office -
op., cit. p. 17.
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expresgsed above must be questioned. Historical costs do not
provide full costs in the sense of current operstions. They
praovide financisl control but are not reliable indicators of
efficiency. The conventional structure is based upon
efficiency generated by competitive market places. Where
operations are not consatrained in this way and revenues may be
matched with costs to achieve a desired result then the
policies and priorities which may determine vslue criteria may
not be evident.4 Furthermore, efficiency might not be capable
of evaluation in such situations and additional ststements to
be proposed by this Committee may be needed.

5.7 The Report of the Joint Working Party makes the
following observations:

The working party considers that the most practical way to
define ‘'costs' is to consider esch undertaking as if it
were an independent corporstion functioning in the private
sector. The Commonwealth would then be regarded in the
same way as an equity holder in a company. 'Costs'
reported would extend to all those directly associable
with the principal activities of that underteking but
would exclude those which might reasonably be deemed to be
incurred by the Commonwealth in its role as equity holder
or a8 central govermment.5

5.8 The strength of the statement is that the working
party realises that because government managers may be subject
to varying degrees of Hinisterial end other control totsl
accountability does not pass entirely to the mansgement of a
government orqganisation as it does to company directors.
Also, there is an acknowledgement that the degree of
accountability passing from government departments may vary as
between different undertakings, which will affect the extent
of costs to be accrued smong different authorities. This most
persuasive assumption mekes the document more meaningful than
most competing recent overseas pronouncements on the
objectives, form and content of public sector financial
statements and is strongly supported by this Committee.

5.9 Identification of government as capital aubscriber
defines the role of the Commonwealth in too narrow a sense in
relation to statutory authorities. This is common to most
literature. and therefore is not intended as & criticism of the
document. The Commonwealth may be seen in both the roles of
equity holder and policy maker through the powers reserved for
Ministers. However, it should also be seen to have powers and
duties commonly associated with creditors and lessora where
such assumptions are relevant.

4 See also Chapter 4, pp. 39-41 for further discussion.
5 Department of Finance and Auditor-General's Office,
op.cit, p. 20.
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5.10 The notion of all advences from the Commonwealth
being of an equity capitael nature is inadequate as a besis for
relevant accounting, given the complexity of operations of
authorities and the neture and accountability constraints
associated with the infrastructure of public sector services.
Moreover, political considerations and policy issues are often
at variance with ususl privete sector ideas of
entrepreneurship, maximisation of profits and espitsl
maintenance.

5.11 This Committee has argued that the construction of
long-lived assets for specialised community services should
often be seen as a series of projects for which those
consumers who gain most benefits pay. For example, a
generation of citizens should not be subsidised by future
generations and one locality should not subsidise another
except as a metter of consensus governmental policy. Consumer
equity will not be achieved by simply emphasising the
entrepreneurial role of government through statutory
authorities operating in highly imperfect market pleces, quite
apart from the fact thet Covernment policy may in some cases
require such 'cross subsidisation®

5.12 Cost determinations. under full accrual accounting
have the capacity to influence prices. It is essential
therefore to ensure that cost meximisation without proper bons
fides is not used in conjunction with pricing to consumers in
order to screen inefficiencies, generate heavy cash flows and
predetermine ‘'community ecceptable' profits available for
dividends through management valuations and subsequent
depreciation calculations. This 1issue is not adequately
addressed by the Joint Working Party Report.

5.13 Questions concerning the '‘ownership' of the
infrastructure and matching its 'deterioration' under vague
concepts of capital maintenance are particularly at issue.
Problems of efficiency and the equitable pricing of needed

government services are too important to be left to cost
determination processes based upon manageriel disgretion or

historical costs. Also, the amounts involved may be
sufficiently larqe to affect bgsic governmental policies for
future economic_management. Prices of government services
invariably find their way into 'baskets of commodities' used
for establishing changes in price indices.

Effects of the Proposed Guidelines

5.14 The Joint Working Party haes exhibited a considerable

degree of s8kill in identifying existing practicea and
recommendations from both the public end private sectors and

in constructing the reporting model in a cohesive way. A
difficulty is that the model embodies conventional modes of

thought as well es initiatives and pragmatic considerations

for facilitating sccounting and auditing procedures. The
economic end social consequences of the procedures advocated
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appear to be considered by the Joint Working Party as a
secondary purpose of the document.

1.8. Principal effects of the guidelines would be to
require:

(8) use of full accrual accounting by all undertekings
except where reporting objectives could ressonably be
deemed to be achieved by ‘cash’' based statements;

(b) prepsration of a Statement of Changes in finoancial
Position ('funds statement') by all undertsakings;

(c) modification of Income and Expenditure Statements
prepared by non-trading bodies to a 'Statement of
Activity' which more clearly distinguishes between funded

and unfunded liabilities (depreciation and long service
leave);

(d) improved segmental reporting by trading bodies; and
(e) improved disclosure of leasing arrangements.6

5.15 Except for item (&), which emphasises conventional
accrual accounting to measure the 'full cost' of services, the
effects of the Joint Working Party Proposals are very
desirable. This might also be the case with full accrual
accounting but the Joint Working Party should be supported by
research from the profession on this issue.

Joint Working Party Proqresawﬁggurt ~ December 1981

5.16 The Joint Working Party from the Department of
Finance and Office of the Auditor-General has responded to a
variety of comments an the Exposure Draft issued in June 1980,
Furthermore, its Progress Report notes assertions of a number
of committees made since the original presentation.

5.17 Overall the Joint Working Party maintains its
position of presenting a modification of private sector
stendards in a professional manner. A concession to the

variability of managerial authority in the public sector is
given in the form of an activity statement which modifies the
full accrual concept but captures important events which may
materially effect an organisestion's viability, for example,

Erovlsion for superannuation and provision for long service
eave.

5.18 Reporta of inquiries examined by the Joint Working
Party comprises

6 Department of Finance and Auditor-General's Office,
op.cit., p. 7.
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. Victorian Public Bodies Review Committee 'Report on a
Study of the Audit and Reporting responsibilities of
Public Bodies in Victoria'.

. Victoriaen Public Accounts and Expenditure
Review Committee Discussion Paper, ‘'Review of the
Audit Act’'.

. The ‘Jamieson’ Commission of Inquiry 4into the

Efficiency and Administration of Hospitals.

. The 'Dix' Committee of Review of the Australian
Broadcasting Commission.

. The Senate Standing Committee on Finance and
Government Operations Inquiry into the Australian
Dairy Corporation and its Asian Subsidiaries.

5.19 The last mentioned inquiry is importent im that it
clearly identifies the need for adequate standards of
disclosure where statutory bodies or their sgents enter into
Joint ventures. The Joint Working Party gives credit for
initiatives made by the above bodies and the development of
useful idess where these are apparent. However, where
dogmatic. claims for adopting private sector practices are
evident the Joint Working Party criticises such arguments.

5.20 Many respondents to the Exposure Draft attempted to
dismiss calls for full accrual accounting on pragmatic grounds
of the additional costs involved. This Committee supports the
Joint Working Party in rejecting this ergument. 0Disclosure of
the use of public resources cannot generally be attained using
a cash basis of accounting.

5.21 The problem for this Committee in fully supporting
the Joint Working Party is not related to the use of cash
based systems by government authorities. It is the Joint
Working Party's lack of emphasis on examination of
environmental factors specific to governmental operations. An
events approach which captures all material aspects of
periodic operations as they occur is very much needed.
However, whether or not such an approach can be reconciled in
a meaningful way with conventional accrual accounting from the
private sector is a matter for research.

5.22 The Joint Working Party feels that the proposed

guidelines should not have any material impact on the pricing
of goods and services because the authorities concerned are
already using commercial type accrual accounting. This
misinterprets the thrust of this Committee's concern. We are
worried about the effects of such full cost entity type
valuations as practiced at present on pricing to consumers.
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If there are inequities the proposed guidr ines will entrench
these under professional standardisation.

5.23 A second point made by the Joint Working Party is
that product césting is somehow not directly linked to the
content and quality of disclosure in external financial
statements, The Committee understands that user to pay
pricing policies are addressed at the macro level of
accountability, i.e. for the organisation as a whole which is
ultimately revealed by surplus/deficit, profit/loss
determinations in the financial statementa. Costing at the
product or individual service or micro level will be
intimately influenced by the need for scceptable performance
inlgeima of overall financial accountability under user to pay
policies.

5.24 Again the Committee wishes to point out that
differences in views between itself and the Joint Working
Party sre not concerned with any support for cash based as
against comprehensive accrual accounting systems. They are
concerned with underlying doubts of the Committee about the
velidity of private sector financial reporting ohjectives when
applied in the public sector. This: matter is seen as
deserving sdequate research before conventional financisl
models are accepted as an article of faith and enshrined by
standardisation.

Conplusions

5.25 The Report of the Joint Working Party has provided a
highly professionsl initietive and frame of reference for
further work in the area. The provision of guidelines for
public sector financial reporting is a matter of the utmost
importance and urgency.

5.26 Areas of -debate which need in%ensive research and
which have not been addressed by the Joint Working Party
Report include:

. the inclusion and reporting of large scale financial
commi tments. ’

. determination of the relevence of historicel cost and
price change accounting models for full cost
determination in the public sector (The Comptroller
General of the United States has attacked historical
cost as irrelevant).

. analysis of the extent to which geparate entities,
the subject of accounting models based on entry
prices (historical or replacement), as distinct from
agencies exist in the public sector given reserve
powers of Ministers.
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. identificetion of other methode not generslly used or

proposed in the private socctor for measuring full
costs in government agencies rather than treating
each authority as a separste entity for this purpose.

. determination of the effect of using entity based
accounting models or pricing policies in the public
sector where the objective may be to maintain the
finanecial amounts of government funding in real terms
and cover opportunity costs of such funding te en
agency, rather then to maintain an entity’s 'wealth’'.

. identification of a set of objectives for public
sector reporting which ere relevent in terms of
economic planning; accountability and stewardship
realities; full cost determinetion as s legitimate
economic concept; and the needs of governing bodies
to evaluate managerial budgets, commitments, economy,
efficiency and program effectiveness.

5.27 The Publiec Accounts Committee, whilst supporting the
general thrust of the Report and Exposure Draft considers
that, prior to implementation, the matter should receive wide
circulation, informed discussion and general sacceptance
throughout the Commonwealth. To this end, the Committee in
association with the Australian Society of Accountants has
conducted seminars in all State Capitals to evaluate the Joint
Working Party's Report. These seminars. were well attended,
which indicated that there was a high level of interest in the
subject by government accountanta. A questionnaire, written
by the Public Accounts Committee, was distributed and answered
by interested contributors from the accounting profession.

5.28 The Committee notes that almost sll respondents to
the questionnaire accepted the need for improved disclosure
and eccountability standards for public sector authoritiee at
all levels of government. In particular, the Committee notes
that respondents supported the principles outlined in the
Exposure Draft and believed that if they were adopted the
standards of public sector accountability and reporting would
equal or surpass those currently used in the private sector.
Respondents in general agreed with the approach adopted by the
Joint Working Party in drawing upon the Ninth Schedule of the
Companies Act, but considered that public sector organisations
should provide a funds statement with their annual financial
reports.

5.29 There was also general support for the use of full
accrual accounting in government organisations, including the
requirement that the value of resources provided free of
charge should be disclosed in the financial reports. Most
respondents did not consider that there were any inherent
problems in producing a general standard specifically for

54

government eccounting in the Australian Public Service. An
anslysis of the responses to the questionnaire together with
selected comments are presented at Appendix B.

5.30 The Committee supports the aim of the Joint Working
Party from the Department of Finance and Office of the
Auditor-Genersl to develop a viasble set of prscticsl
guidelines for financial statements, but in a broader
fremework, discounting emphasis on contemporary commercial
accounting practice.

Recommendations
5.31 The Committee recommends thets B

10. The Statements of Activity suggested by the Joint
Working Party for agencies with less than full
autonomy and management accountability in the
commercial sense should be evaluated for esarly
implementation in place of cash based financial
reporting.

11. The Joint Working Party should join with accounting
and other interested groups to further evaluate the
nature of financisl reporting by public sector
bodies. Government financial support at Commonwealth
and State 1levela should be sought by a suitably
organised propossl from the accounting profession.
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CHAPTER S1X

ADDITIONAL DISCLOSURE REQUIREMENTS

FOR_PUBLIC SECTOR REPORTING

An overview and re-emphasis of issues
addressed esrlier in the Discussion Paper
relating to monopoly pricing and consumer
equity; efficiency reporting by government
authorities within the financial reporting
framework; budgetary control and disclosures
and the elements of accounting for financial
commitments,

Economic Efficiency and Consumer fquity

6.1 Hany statutory authorities hold s monopolistic
position in relation to the provision of needed goods and
services to the public. Monopolies generally exist where
large scale production leads to decreasing costs over a wide
renge of output. Monopolists generally face two constraints
in relation to profit determination. Firstly, every product
has some substitutes if its price becomes unacceptably high.
Secondly, the larger the profits made, the greater is the
chance of a competitor entering the industry despite very high
costs and risks.

6.2 Where an authority has a public frenchise then
substitution is the major cause of concern. Thus public
resfstance to the postage service when prices of stamps rose
by over 60% and to short-haul domestic air flights when
pricing was adjusted to emphasise 'flag fell' indicate that
franchised authorities are to an extent constrained by
economic forces.

6.3 The difference between these two examples is that the
first relates to a monopoly situation and the second to
duopoly. Research has not proved conclusively that duopoly is
effective in causing privileged utilities to reduce costs and
introduce technical lmprovewenta when compered to the relative
performance of monopolists.

6.4 For the monopolist, as a price maker, thers will be
an economic goal to produce to a point where marginal revenue
is equal to merginal cost. However, as distinct from
producers in many competitive markets the monopolist may be a

1 W.J. Primaux, 'A Recommendation of the Monecpoly Market
Structure for Electrical Utilities' in A. Phillips, eda.
Promoting Competition in Requlated Markets, Washington,
The Brookings Institutian, 1975.
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utility which provides the same price to mest consumers. Thus
if price is lowered to sell more services then it is lowered
to most customers.

6.5 The natural tendency of monopoly is to provide too
few services at too great s price.

6.6 An answer to this problem when grester output is
required from a public body is to subsidise the utilfty for
profits lost when output exceeds that indiceted by equating
marginal revenue and marginal cost. However, such a4 proposal
would no doubt meet with community resentment. The practical
answer usually edopted is to ask the utility to meet public
demand 8s far as possible and to charge the lowest price
providing a 'fair return on investment'.

6.7 Four major concerns are aessociated with this
widespread solution to the problem:

+ How should the return on investment be calculated?

. Whet is a fair return on investment?

+ How is investment to be measured?

« How are efficiencies introduced so that costs are
minimised without the stimulus offered by
competition?

6.8 These questions are fundamental to the efficiency of
resources allocation end, thus, to the effectiveness of
accounting and financial reporting which attempt to provide
informetion on the subject.

6.9 Issues on the calculation of the return on investment
have been discussed earlier in Chapter 4. The determination
of 8 fair rate of return could canceivably be the subject of
disputation and arbitrary judgement. However, if one looks
for a guide to the cost of capital of government, the going
market rate for semi government securities provides one
possible answer. Of more importance than precise estimstion
of a fair rate of return on investment is measurement of the
investment itself. This question has been addressed by
Professor George L. Bach of Stanford University:

sesthe investment figure varies greatly during
inflation; depending on whether we use the original
cost of the investment less depreciation or the
higher replacement cost (because of the inflation).
Most economists consider replacement cost the more
meaningful and flexible figure, but many commissions
drag their feet because replacement cos implies
higher rates in inflationary times like now .

2 George L. Bach, Economics - An Introduction to Analysis
and Policy, Prentice-Hall, New Jersey 1980, p. 346.
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The reason why many economists would be advocating current
cost depreciation is thet they see as do most accountants, the
government in e purely entrepreneuriael role as equity holder.
Under this concept there is a need to meintain invested entity
capital in current terms, including cepital directed towards
the construction of non-saleable long-lived assets and infra-
structure, This Committee has maintained throughout that
pricing policies must not be tied to manageriasl discretion
relating to revaluation of the infrastructure and subsequent
depreciation calculations £f equity to consumers is a goal
under the notion of ‘'yser pays'. The qovernment's
contribution to long-lived projects can be maintained in real
terms by adjusting advances for inflation and paying current
interest rates thereon. This procedure is more objectively
relevant, and fair in application given the absence of market
forces for price determination.

6.10 The government is thus seen as a creditor or lessor
who provides the infrastructure under the control of the
authority and retains residual ownership once the terms of the
lease agreement have been met. The assets have no merket
price as such even though in use. The operating costs of the
agency include the costs of maintenance. The amount to be
repaid to the government (excluding interest) is a capital
redemption and advances are indexed so that Government as the

principal mainteins its funds advanced to the agency in real
terms.

6.11 Professor Bach himself points out the danger if
Government is seen es solely an equity holder and profit taker

with respect to the long-lived non-saleable asset systems of
public utjlities.

veoinefficiency is one of the greatest dangers for
regulated monopolies. The danger is compounded by
the fact that by increasing its scale of investment
wagtefully, a regulated utility can increase the size
of the ‘rate base' on which its 'fair return' is
calculated, 1if the regulators don't catch on to what
it is doing®.

6.12 This Committee's concern is that full accrual
accounting from the private sector provides an instrument for
implementing such inequitable conduct. We suspect that the
practice is widespread in Australian Government businesses
even if mecountants end managers are not conversant with the
implicstions. They probably feel that they are simply meeting
the requirements of modern accounting practice es required by
the Department of Finance and the Commonwealth Auditor-
General. They also realige that bigger cesh flows are better
than small cash flows and that such systems are good for them,
at least under present conventions ang doctrines. In the

3 George L. Bach, ibid.
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absence of any meaningful concept of capital maintensnce or
expense rela{ing t; the infrastructure, the use of
depreciation accounting can move prices either up or down fﬁr
consumers ~ past, present or future, depending upon %he
situation and the aerbitrsry calculations involved. e
Committee hes proposed a method for promoting equity em?ng
different generations of consumers. However, the evaluattgn
of efficiency leading to effective resource allocation in e
absence of market dominated pressures is also a problem to be
addressed by finencial statements.

Efficiency Regorting‘

6.1 Where one wishes to meximise monopoly profits, as has
beei stated, it is possible to compare total cost and to:al
revenue at each different level of output to find where ge
variation is largest. This can be more eesily calculated ty
equating marginal cost and marginel revenue, thet is, g
produce to a point where revenue from selling an edditio:g
unit remains greater than the marginal cost of producing ie
unit. This is the point of greatest economic efficiency in
the sense of profit maximisation.

: t the
6.14 However this does not necessarily imply the
goods or service has bsen produced at the lowest possible unit
cost for that level of output. Waste or inefficient methods
and procedures may be present, particularly in the absence of
competition.

6.15 If an authority is franchlsediafd aykeg f:‘ﬁgffug?
o ut at. the lowest price giving 'a fa

g:?:iﬁe%n :zsestment' then a statement of unit costs may b:
helpful in evaluating efficiency. It is accepted that
policies relating to community needs will not accep

production at the paint of greatest economic efficiency or
profit meximisation. Although many aspects of the efficiency
of an authority must be subfected to project type arficiﬁnzy
audits and be the focus of a special ad hoc report in their
own right, there are general efficiency indicators which may
be modified for inclusion in financial statements. If Ehe
major products and services are identified and a comparat v:
statement of the unit cost, or cost per standard parcel g

unitas (eg 100,000 units) for, say, the last five years ie
prepared, then information on efficiency not cunteineg ?
conventional statements is available. These are unit costs o

outputs, and may be regarded as akin to productivity measures.

4 See also p. 24.
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6.16 This may be done according to relevant
classifications of types of products produced or services
provided on appropriate geographical and other bases of social
and community need. If properly audited such information can
be accepted as reliable and mey be used by Parliamenterians to
pinpoint aress of efficiency and, also, costs asssociated with
the fulfilment of socisl needs. For instance, overall profits
might be declining but unit coste in areas unaffected by
politicel decisions might slso be declining or at least
growing more slowly than costs generally in similar areas.

6.17 Ihis Committee believes that presentation of
appropriestely classified comparstive statements of unit costs
of products and services should be s msndatory element of
financia)l reporting by public sector orgenisations. This
requires the development of adequate and meaningful measures
of output which reflect the goods and services provided by
each organisation.

6.18 It is recognised that efficiency auditing extends
beyond possible modifications and extensions of financial
statements. This is supported by the nature and content of
efficiency auditing reports of the Auditor-General, a number
of which have already been tabled in the Parliament. This
Committee noted in Chapter One that much attention in the
private sector is now being given to the 'Chairman's Report',
which wusually comments upon key performance indicators and
contains information additfonal to that supplied by financial
statements.

6,19 There would appear to be a role faor Commissioners to
report on the efficiency of operstions, and this is already
occcurring in many Annual Reports of statutory authorities.
Indeed, one would expect organisations to develop such
measures for their own internal evaluation purposes. This
Committee proposes that consideration be given by the
Auditor-General to applying his efficiency auditing powers to
an evaluation of such management statements. He would report
on the adequacy, (in the sense of adequacy as a messure of the
organisation's activity) validity and accuracy of the reported
performance measurea. Rhetaric and advocacy by Commissioners
would be balanced against a critical audit appraisal of major
effectiveness and efficiency indicators of the issues
involved.

Program Statements and Effectiveness Reporting

6.20 However, achievement of financial objectives is only
part of the issue. Most organisations, particularly those of
a non-trading nature have service objectives in the sense of
providing goods or services to achieve a particular objective.
Evaluating the extent to which these cbjectives are achieved
is generally described as evaluating effectiveness. This is a
different concept from efficiency which relates to unit costs
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of goods or services. Effectiveness relates to the
appropriateness of the resources used to achieve the
organisation's objectives.

6.21 The budgets 8nd finsncial statements of all
departments and most suthorities are prepered on an inputs
basis ~ i.e. the accounts summerise expenses on salaries,
overtime, office expenses et cetera for the whole
organisation. No information is however provided on the full
cost of individual programs. A progrem is best regarded ass an
sctivity or & series of activities related to a particular
objective of the organisation. The purpose of a program
statement is to provide this informetion on progrem costs
vhich can then be used in effectiveness and efficiency
reviews.

6.22 In 1979 the House of Representatives Standing
Committee on Expenditure considered that a program stetement
has four main features.

. it identifies specific government policy objectives;
. it specifies the activities that contribute to the
objectives;

. it identifies the resources and costs required to
achieve the objectives; and
. it contains measurements or assessments of outputs.
6.23 Thus, program stetements would form the basis for
essessing the orgenisations effectiveness. The House of

Representatives Expenditure Committee recommended that the
government should encourage the development of program
statements by all Departments, and that these should be
published soon after the Budget is presented to the
Parliament. The Government in response has decided that work
is to be commenced on the development of Program Statements,
and. that as a first step the Department of Finance will
prepare guidelines for departments with a view to maintaining
consistency and comparsbility of presentation. The Government
has commented, however, that significant costs can be involved
in producing progrem statements. The Department of Finance is
also currently preparing a paper on the advantages of changing
the appropriation bills to a program format.

6.24 In the light of this response, this Conmmittee
considers that the managements of statutory authorities and
other government undertakings should also prepare program
statements, except where the costs of doing so would be
substantial, eor where a2 statement would, of necessity,
disclose necessarily confidential commercial information.
However the Committee would envisage such instances to be
comparatively rare, as program information should already be
extensively used by internal management for expenditure
control and pricing policies, so the costs of public
disclosure would be relatively low, and the commercial-
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in-confidence criteris should only apply to isoleted sections
of the larger trading authorities.

6.25 The Committee considers that there should be a
cyclical review of all government undertakings to determine
their effectiveness and efficiency and need for continued
existence. It 1is considered that these reviews can be
accommodated within the framework of the current Parlismentary
Committee system. The Committee sees the development of
program statemente and efficiency and effectiveness criteris
for all government organisations as a more effective srea of
effort than sunset legisletion under which organisations
sutomatically cease to exist after a specific time unless
Parlisment acts to continue it.

Budgetery Control and Disclosure

6.26 It hss 1long been symptomatic of & lack of
accountability in various aspects of public sector activities
that 1little effort is made to establish clearly defined
objectives against which management performance can be
measured. Of course estimates and budgets relating to cash
receipts end outlays provide for a limited scope evaluation,
based on legel and financial compliance for the governmental
financial system as a whole. One method of assessing
management's capacity to meet clearly defined objectives is
enforcement of disclosure of the organisation's fipancial
goals, as these are formulated for internal purposes by the
organisation's budgeting system.

§.27 Most statutory authorities currently operate on the
basis of clearly established goals and forecasts in the public
sector. Also it may be assumed that such budgets are flexible
8o that varistions in demand flowing from changes in seconomic
conditions and alterations of government policy are
accommodated as they occur. The Committee believes that
accountability is closely related to these procedures in the
public sector.

6.28 Budgets and operating standards provide criteria
against which the actual performance of the entity can be
assessed. For any authorities who are not fully meeting their
responsibilities for edequate planning, the disclosure of
budgets with related criteria for performence asseasment would
provide discipline in progressive management. The publication
of key elements of the budgetary process and related
performance criteria by those authorities whose planning and
forecasting capabilities are already great, would not seem to
impose any unnecessary hardship or unfair restraint upon
managements unless perfarmances are materially affected by
market forces and competition.
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Apnual Reports and Notese to_the Accounts

6.29 It is now widely accepted practice for the management
of government organisations to provide significant non-
financial informstion in annual reports to the Parliament.
The Committee welcomes this development. Such information
provides usere with additional details on the objects and
achievements of the organisation over the previeus year. In
1979' the Senate Standing Committee on Finance and Government
Cperations recommended that the following basic non-finencial
information should be inciuded in all Annusl Reports.

. the Minister through which the authority reports to
the Parliament;

. the members of the authority and the terms of their
appointments

. the executive officers of the authority;
. the statutory powers (including the power of

direction) which the Minister has over the authority
and details of the exercise of any such powersj;

. the statutory functions and purposes of the
authorityj

. a description of the principal activities of the
authority;

. e description of major problems which have arisen in

the authority's aectivities, including details of
requisite Governmental action to overcome such
problems (e.g. the amendment of the enabling Act);

. the plans of the authority for major future
activities;
. a list of any documents prepared by the authority

which are of public interest; and

. a description (including the results) of research by
the authority, in the context of other research being
undertaken elsewhere on the same subject.

6.30 It also recommended the passing of an Annusl Reports
Act to ensure compliance.

6.31 The Public Accounts Committee while supporting the
above recommendations considers that the information provided
in annual reports should be complete but concise, and
presented in a style which should not confuse readers. As the
annual report is the primary inastrument for the organisation
to communicate with both the Parliament end the community,
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detailed consideration should be given by management to its
preparation. Parliament, in turn, should also more clearly

express its requirements. Annual reports should not be viewed

simply as a public relations document, nor should they merely
be 8 repetition of the previous years report, with the figures
updated.

6.32 Notea to the financial statements contained in annual
reports should be used where appropriate to clarify individual
items or to meet the appropriste disclosure standerds. In
cases where the orgsnisstion has changed any aspect of its
accounting procedures during the preceding year an explanatory
footnote should be used.

6.33 On 16 September 1982 the Senate Standing Committee on
Finance and Government Operations tabled its Fifth Report on
Statutory Authorities of the Commonwealth. This Report
contains a categorisation of authorities, which can be used as
a basis for determining the functions, independence and
financial accountability of particular organisations. In
terms of financial accountability the Senate Committee
generally concurs with the Joint Working Party's proposals,
and considers that the proposals should form the regulations
under an annual Reports Act. Additionally the Report examined
in detail the relationship between Ministers and statutory
authorities, particularly with regard to the concept of
ministerial responsibility. The economic impact and financial
behaviour of statutory authorities is also considered. The
Public Accounts Committee supports the work of the Senate
Standing Committee on Finance and Government Operations and
considers that its six Reports on statutory authorities have
been significant in improving the the accountability of many
government orgenisations.

Commitment Accounting

6.34 Under the guise of certainty and the resulting
‘realisation principle', conventional accounting disregards
many major contractual arrangements and commitments which may
vary an organisation's financial capacity in a material and
significant manner. Commitment accounting is essentially
important in two ways. Firstly, a commitment may exist in
terms of operations end related revenues which ensures,
usually through contractual arrangements, that a new market
will certainly open up or an existing market will be expanded
Under the realisation principle such opportunities are usually
regarded as ‘'uncertain' until the actual point of sale and
thus no benefits are recorded or necessarily disclosed. of
course if conditions occur which meke contractual obligations
unfavourable, then a 'contingent! liebility will be raised.

6.35 This is 2 mejor defect of financial reporting in both
the public and private sectors and can lead to much confusjon
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about an orgenisation’'s true economic poaition. It is
possibly more important than failures of the conventional
reporting framework to desl with either inflationary effects
or forecasting needs of economic decision makers who use
financial statements.

6.36 The Committee's view of this matter is that as a
minimum, significent arrangements which will have & material
bearing on aen authority’s operations should be incorporated
into forecasts and be the subject of an announcement in the
Commissioner's {or Chairman's) Report.

6.37 The second area where additional disclosure
requirements for accountability exist is in the area of
capital expenditure. Constraints on the availsbility of
capital for general use occasioned by existing contracts for
large scale capital expenditure projects are not always made
clear by financial statements and their accompanying notes.
Parliamentary scrutiny of the progress of large scale ventures
and projects of this kind is essential. This requires a
progress statement of contractual costs, costs incurred to
date and variations from original estimates and obligations,
and a forecast of costs to completion end likely variations
from original estimates. Parliamentary scrutiny of
performance requires financial budgets and gosta to be
incorporated in such ststements of capital expenditure.

Recommendations
6.38 The Committee recommends that:

12. Measurement of the investment base on which a fair
rate of return is expected should be a major
objective of resesrch in public sector accounting
under the 'user to pay' philosaphy.

13. The presentation of unit costs of different goods and
services into a multiple period comparative statement
should be an integral feature of all financial
reporting requirements for governmentsl bodies. Such
reported information should be subject to audit.

14. Budgeted and actusl performance should be shown where
possible in published finencial reports of
governmental authorities.

15. Where problems exist in determining evaluation
criteria the matter should be addressed in the
organisation's Annual Report.

16. Annual Reports should provide non-financial
information about key performance indicators and
adequate explanations of what these predict for the
future operations of the authority.
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17.

18.

Program statements should be prepared by all
Government undertskings except where such a statement
would disclose necesssrily confidentiel information.

Commitment accounting should be implemented with
respect to:

(a) large scale contracts in respect of operations,
and related revenues, and

(b) capital expenditure control.
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CHAPTER 7
OTHER ISSUES

Delays in the Submission of Financial Reports to Parlisment

7.1 for some years the Parliement and the Auditor-General
have expressed concern over the length of time it takes for
some government suthorities to prepare their financial
statements and submit them for audit and presentation to the
Parliament.

7.2 The Companies Acts provide severe penalties for
private sector firms which do not produce their financial
statements to shareholders within 6 months of the close of the
financial year to which they relate., The Committee believes
that similar requirements should apply to the managers of
public sector authorities. In this regard the Committee
concurs with the recommendations of the Senate Standing
Committee on Finance and Government Operations which ssys in
effect, that the audited financial statements of all public
sector asuthorities should be presented to Parliement as soon
es prscticable, snd certeinly no later than 6 months after the
close of the financial year.

Accountability to Parliament

7.3 The growth in the number and size of organisations
established by and reporting teo the Commonwealth Parliament
has resulted in & considerable increase in the amount of
information. Consequently, the time that the Parliament and
its Committees can devote to considering the annual reports of
individual organisations, including their financiel statements
is extremely limited. This means that if Parliamentarians are
effectively to fulfil their responsibility to the community
and ensure that public monies are spent efficiently, then the
financiel reports presented for scrutiny must be intelligible
to a reader who has 1little or no knowledge of the
organisation's functions.

T To ensure full accountability to the Parliament, the
financial statements must show relevant resource costs and
also explain sources and disposition of funds. This envisages
the depsrtmental head as a cost manager as well as a cash
manager. A Commissioners' Report is also required to develop
a reader's understanding of how events (past, present and
future) have shaped the authorities present condition.

Government Accounting Research

7.5 Paragraph 4.4 of the Progress Report of the Joint
Working Party on Financial Statements of Commonwealth
Undertakings draws attention to the paucity of the Australian
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research into government accounting. This discussion paper
slso identifies a number of government accounting matters
needing further detailed research (see Chapter 5). In 1981
the Australian Accounting Research Foundation decided to
commence investigating the issue of accounting standards for
government . In December 1980, the United States Financial
Accounting Standards Boerd released conceptual statements on
government accounting.

7.6 In the privete sector, the Netional Companies and
Securities Commission has recommended that an Accounting
Standards Review Board consisting of both business and
professional representatives, be established. The major
functions of this board would be to approve priopities
proposed by accounting bodies for the formulation and review
of satandards, and to organise the authorisation and
implementation of accepted proposals.

7.7 The Committee recommends that Governments provide
support for necessary research which will lead to the
development of a comprehensive set of accounting standards for
the public sector.

7.8 In this regard the Committee further recommends that
an Accounting Standards Review Committee be established, with
its secretarist being located within the Department of
Fipance. This Committee's membership could be drawn Ffram
representatives of the following organisations.

« the Department of Finance

« the Auditor-General's 0ffice

» the Public Service Board

. the Finance Committees of Parliament

+ the Australian Accounting Research Foundation

+ the Australien Society of Accountants

+ the Institute of Chartered Accountants in Australis

7.9 The role of the Review Committee would be to examine
government accounting and reporting steandards and to make
recommendations for improvements in the light of current
research and experience. An. independent Chairman for the

Accounting Stendards Review Committee should be appointed by
the Minister for Finance.

7.10 The establishment of an Accounting Standards Review
Committee should help to refine standards and provide a
powerful incentive for the managements of all government

undertekings to improve and standardise their financial
reports.

Professignal Status of Government Accountants

7.11 The Public Accounts Committee has for many years been
concerned that the number of qualified accountants employed in
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the public sector is very low. For example in 1980/681, there
were less than 2,000 qualified accountants employed by aill
public gervice departments throughout Australis.
Additionally, the Committee has been concerned that the status
of quelified accountants within the public sector is not
sufficiently defined or recognised.

7.12 The Committee therefore supports the founding of
Government Accountants Groups within Branches of the
Australian Society of Accountants in all States. These groups
have been eective in promoting seminars and discussions on all
aspects of public sector accountebility and menagement issues.
The work of these groups has, in part, contributed to the
current debate on the adequacy of government accounting
standards. It is also noted that the Public Service Board has
been associated with government accountants on internal audit
and ADP issues. The Committee hopes that this trend will
continue, and believes that the use of appropriately qualified
accountants at senior levels of the Public Service should
improve the quality of the fipancial administration generally.

Private Sector Invelvement

7.13 Private sector involvement in the formulation and
review of government accounting standards can relate to the
provision of internal and external audit services to
departments and authorities.

7.14 The Auditor-Genersl should be the external suditor
for all Government organisations. Should it be necessary to
employ private sector firms because of insufficient resources
in the Auditor-Ceneral's Office, such firms should be employed
by and be responsible to the Auditor-General. The
Auditor-General would remain responsible for such audit work.
This approach retains the advantage of Psrliament having one
national Auditor to work with. It should also help maintain
consistency of auditing standerds while still significantly
enhancing staff development and training through the
interchange of ideas and procedures used in both sectors.

7.15 In Canada, private firms are assisting the
Auditor~General to scrutinise government departments. The
Canadian Auditor-General is personally involved in the
selection of private sector firms for government audit work.
The Committee also notes that the Northern Territory
Government has instituted a similar scheme for contracting
external audits from July 1 1982,

7.16 The Joint Implementation Committee on Internal Audit
(JIC) considered that in some circumstances the use of
properly controlled and organised resources from outside an
organisation's own establishment could help to make internal
audit more efficient and effective. A copy of the JIC's
conclusions are at Appendix C.
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7.17 The Public Accounts Committee supports the JIC's
recommendations. There may also be the need for private
sector management consultancy services to be provided in
specialised instances.

Comparability of Federal and State Accounting snd Budgeting
Systems

7.18 In 1939 the Commonwealth Grants Commission
recommended that a move be made towards wniformity in systems
of public accounting. This view was again reaffirmed in 1981,
A common set of standards for accounting snd budgeting systems
of government would enable amounts reised and spent to be
compered as between the various levels of government.

7.19 A further matter of concern is the inability of
avditors to cross state or federal boundaries in order to
trace the disposition of funds. This becomes a question of
sovereignty of government versus effective control and
verification of public monies. The matter can only be
resolved by discussion at the highest levels of government.
Adequate and comprehensive audit trails are necessary for
finencial control, especially wusing modern computer
technology.

7.20 The Committee believes that discusaions should be
held between relevant Commonwealth and State government
ministers and officials on the desirability of introducing a
uniform set of accounting standards and procedures for public
sector authorities at all levels of government throughout
Australia. An appropriate mechanism for this f{ssue to be
considered would be for a working party to be established by
the Premiers Conference.

Use of Free Assets and National Treasures

7.21 The Committee has noted & growing incidence of the
use of donated end other 'free' asgsets by public bodies. It
is considered appropriate for these resources to be brought to
account at a valuation reflecting economic realities and
transactions.

7.22 The Committee previously recommended in this Report
thet responsible Departments 1list materials and objects of
national importance in their consolidated accrusl based
fipancial statements. The euthorities themselves should list
items of significant value such as the national art collection
in a footnote or in the Commissioner's Report. Such
references should ideally indicate original costs of
acquisition and current costs of replacement, if possible.
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Conclusions

7.23 Much has been said about the commonality of
standardisation requirements in the public and private
sectors. Less has been said about the differences which are
substantial. Of particular importance is the tendency of the
community to assign responsibility for financial and operating
conditions to the appropriaste Minister. The position of
management in. such a situation is more restricted than in the
private sector where directors sre fully accountable for all
operations of their organisationm.

7.24 The diversity of financial accountebility in
government needs. to be considered as a basic freme of
reference for the development of the reporting framework and
accounting standards. Progress will be limited until
accounting standards recognise that unlike situations demand
special reporting consideration. These will emphesise the
purposes of management in. essentially different stewardship
and cost determination situstions.

Recommendations

7.25 The Committee recommends thats

19. The audited financiel statements of all government
organisations should be presented to Parliament
within six months of the close of the financial year
to which they relate.

20, An Accounting Standards Review Committee should be
established to examine government accounting and
reporting standards, and to make recommendations for
improvement. This Committee should consist of
representatives from the Parliament, the Public
Service and the Accounting Profession.

2l. Federal and State Governments should provide
financial support for necessary research to develop a
comprehenasive set of accounting standards for the
public sector.

22, Discussions should be held between relevant
Commonwealth and State government ministers end
officials on the desirability of introducing a
uniform set of accounting standards and procedures
for public sector authorities at all levels of
government throughout Australia. An appropriate
mechanism for this issue to be considered would be
for a working party to be established by the Premiers
Conference.

23. The use of donated and other 'free' assets by public
bodies should be brought to account in the financial
gtatements at a realistic valuation. An inventory of
items of national importance owned by departments or
authorities should also be included in annual
reports.
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APPENDIX A

REPORT OF THE JOINT WORKING
PARTY ON FINANCIAL STATEMENTS
OF COMMONWEALTH UNDERTAKINGS

(Abridged Edition)

Department of Auditor~Generals
Finance Office

JUNE 1980
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OUTLINE

This condensed edition of the Joint Working Party's report is
intended for use with the Exposure Draft on Guidelines for the Form
and Standard of Financial Sta ts of 1th Undertakings.

The report endeavours to:

(a) set out basic obJaotives (or functions) to be served by
financial stat of C 1th statutory
authorities;

(b) establish a General Accounting Standard, dealing with
minimum. disclosure requirements and basic techniques
which would be applicable to all such bodies;

(a) identify specific pronouncements of professional
accounting bodies which could be associated with
particular categories of authorities either as
mandatory standards or as persuasive guides to accepted
accounting practice.

In doing 20 a number of accounting issues of particular concern to
Commonwealth undertakings are discussed. These include fund
accounting, tax effect accounting and problems experienced when
using conventional acorual based reports in non trading bodies.
Broad implications for the adoption of the Guidelines contained in
the Exposure Draft are also examined.
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EXHIBITS: CHAPTER 1 « SUMMARY AND RECOMMENDATIONS

tial User Groups 14 1.1 The working party was set up to develop a viable set of
21 g:z::ie:lof the Gengral Classification prlotiall suidelinas for the form and standard of financial
) Model 3 of ( 1th statutory authorities and
Classification Model 33 deparimental. business undertakings which would have the
2:? g::::allhde;,:or !‘h‘micipll Activities 49 . backing of both the Auditor-General's Office and the
6.2 Principal Statements Required for Department of Finance.
Category 6 50 A .
7. Example of Income and Expenditure 1.2 The task was undertaken by:
59
7.2 Ei:::::u;:‘ Statement of Activity 59 (a) identifying the general information needs of users of
8.1 Overview of Changes Resulting from 6 such. financial statements;
2
8.2 uﬁ::::ﬁ?:;, Required to Change from (b) formulating a set of basic objectives for such
Cash to Accrual 63 statements;
ting Asseta/
83 U‘L‘g::ﬁﬁzg: ;;;::ucri"gn in Addition (c) developing a General Accounting Standard applicable to
to Receipts and Payments 63 all bodies;

(d) categorising all known reporting bodies into six broad
groups; and

(e) identifying specific professional accounting standards
and' other authoritative pronouncements which could be
associated with each group.

1.3 The study did not extend to the evaluation of novel or
polemical issues in contemporary accounting such as Current
Cost Accounting or the Value Added Statement. Instead it has
concentrated on identifying a body of orthodox practices which
would enable statements to be prepared to the highest
conventional standards.

1.4  The working party recommends (3.34) that as a matter of
general policy the published financial statements of
Commonwealth undertakings should indicate to readers the:

(a) cost to the taxpayer of operations of the undertaking
over the reporting period and preceding periocds;

(b) net resources currently devoted to the undertaking's
activities;

(o) solvency of' the undertaking;
(d) change in the level of net resources held since

previous reporting date and the manner in which that
change came about.
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The working party recommends the adoption of accounting
standards and pronouncements of the professional accounting
bodies where they can reasonably be considered to assist in
achieving the above objectives (4,13, 4,14).

The working party recommends endorsement of the enclosed
#Recommended Guidelines”. These comprise:

{a) a General Accounting Standard applicable to all
undertakings; and

(b) specific standards and "Guides to Accepted Accounting
Practice” applicable to particular categories of
undertakings.

The General Accounting Standard is drawn largely from
companies legislation and deals principally with valuation
practices and disclosure requirements presently applicable to
the bulk of profit and non=-profit bodies in the private
sector, Specific standards are taken from Australian
Accounting Standards and International Accounting Standards.
The Guidelines alsoc refer to a aeparate group of
pronouncements of US origin which deal with specialised areas
of accounting {eg museums, broadcasting). The working party
recommends that these be recognized as persuasive "Guides to
Accepted Accounting Practice™.

Principal effects of the Guidelines would be to require:

(a) use of full acerual accounting by all undertakings
except where reporting objectives could reasonably be
deemed to be achieved by "cash" based statements;

(b) preparation of a Statement of Changes in Financial
Position ("funds statement") by all undertakings;

(e) modification of Income and Expenditure Statements
prepared by non-trading bodies to a "Statement of
Activity" which more clearly distinguishes between
funded and unfunded liabilities (eg depreciation and
long service leave);

(d) improved segmental reporting by trading bodies; and
(e) improved disclosure of leasing arrangements.

Stemming from consideration of particular accounting ilssues
the working party also recommends that:

(a) if the accounting profession is unable to produce a
standard relating to the translation of foreign
currency, action be undertaken to develop a consistent
interim standard for C 1th undertakings (6.11);
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1.10

1.12

{b) the form and nature of ths Canberra Municipal Accounts
be reviewad in terms of their ability to service basic
reporting objectives and that pending such a review
cash based statements complying with the disclosure
requirements of the General Accounting Standard, be
prepared (6.85);

{a) the implications of the uge of tax-effect accounting by
business undertakings merits further study in terms of
consistency with basic reporting objeotives. (7.9-7.16);

{d) further study be undertaken into the required
characteristics of the Statement of Changes in
Financial Position with a view to serviecing both the
general reader's information needs and the preparation
of the national accounts (3.28),

Introduction of a Statement of Changes in Financial Position
aside, implementation of the Guidelines would involve changes
to the statements of more than half the undertakinga covered
(8.4). These would ocour mainly in connection with
depreciation charges and the Statement of Activity. However
soze nine bodies would be required to convart totally rom
cash based to accrual acsounting. Only a handful of
undertakings presently prepare a Statement of Changes in
Financial Positions (however described)., In no case is the
form approved by the responsible Minister, Data needed for
preparing a Statement of Changes in Financial Position is
readily available where acorual based statemants are
prepared. Conssquently tha new requirement for such
statements 13 not considered onarous,

To permit the ongoing development of a corpus of accounting
atandards and pronouncements applicabls to Commonwealth
undertakings the working party recommends (8.10) that the
present Steering Committee should continue in the capacity of
a comuittee of review:

(a) allocating new undertakings to appropriate categories
and amending the classification of existing bodies as
functions alter;

(b) examining and endorsing the applicability to
Commonwealth bodies of standards promulgated by the
ageounting profession;

(e) commiasioning appropriate research into matters not
adequately covered by professicnal accounting
standards; and,

(d) eoordinating Audit/Finance. partioipation in the
developmant activities of the Australian Accounting
Research Foundation, particularly in the area of
Exposure Drafts,

Finally the working party recommends that, consistent with the
proposed GQuidelines, simplified accounting formats should be
approved where financial statements of undertakings are
Presently grossly in arrears. This would enabls technical
resources to be concentrated on the production of full
accounts for the most recent ascounting pericd (8.13).
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CHAPTER 2 - AIMS AND APPROACH.

2.1 The Joint Working Party on Financial Statements of
Commonwealth Undertakings was established to respond to an
inoressingly evident need for consistent reporting and
financial disclosure practices by Commonwealth undertakings
operating or identifimble as discrete entities apart from
normal departmental activities.

2.2  The broad aim of the working party was to develop a viable set
of practical guidelines for financial statements of
Commonwealth statutory authorities and departmental business
undertakings. and to permit Audit and Finance to employ a
commion approach to financial reporting consistent with
contemporary accounting practice.

2.3 Specific terma of reference were to:
(a) Establish basic objestives for finanoial statements
(particularly those required to be approved by the
Minister for Finance).

(b} Develop a practical categorisation of undertakings and
broad formats for finanaial statements for each

category,

(o) Examine present ting standards and pr ts
of professional accounting bodies with the aim of
identifying;

(1) those standards suitable for adoption, and
(11)  areas requiring further development.

(d) Make recommendations for the adoption of accounting
standards and means for overcoming identified
deficiencies,

2.4  The study sntalled consideration of:

{a) express and implied users' needs (particularly those of
Parliament);

(b) the number and diversity of reporting bodies and the
manner in which their statements were approved;

(o) the "state of the art" of accounting with reapest to
the very wide range of bodies concerned; and

(d) potential categorisation models whioh would permit

acceptable acoounting standards to be associated with
particular groups of undertakings.
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2,6

Resources available to the working party (from the Management
Accounting Section, Department of Finance and the Audit
Research Section, Auditor~General’s Office) were very
limited, The relatively short period of some two months, in
which the bulk of research and report writing has been
udertaken precluded the usual solicitation of views from
potentially interested parties, the r dations
put forward by the working party are not considered to depart
from orthodox accounting practice, nor by cosparison with
reporting practices elsewhere are they considered to impose an
undue administrative burden on undertakings.

Although the terms of reference of the working party refer
specifically to atatements approved by the Minister for
Finance an effort has been made to establish the broadest
possible base for the development of a consistent body of
accounting standards applicable to all Commonwealth
undertakings(other than Departaents of State).
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CHAPTER 3 - OBJECTIVES FOR FINANCIAL STATEMENTS

3.1

3.2

Rational development of a framework of standards for financial
statements entails first a decision as to what such doouments
are to achieve. The term "objective™ has been favoured by
accounting researchers to describe such goals., The dictionary
wmeaning is:

"something towards which effort is directed, an aim or
end of action".

The definition seems doubly apposite in the accounting
context, connoting both the immediate aim of producing
information and the ultimate one of influencing the actions of
readers of financial statements.,

This chapter examines the objectives to be achieved by
financlal statements in the light of the expreas and implied
information needs of prospective users. It begins by
considering certain underlying assumptions about the nature of
accounting and closes with a recommended set of practical
objectives. These provide a basis for the prescription in a
later chapter of the types of report that should be expected
from particular suthoritisa,

THE PURPOSE OF ACCOUNTING

3.3

3.4

3.5

To develop a framework of objectives for financial statements
it 1s of advantage first to put issues into perspective by
asking what is commonly expected of the accounting process and
what priorities ought to apply to it?

In the simplest terms accounting could be said to consist of a
record keeping function and an information-communication or
reporting function., Accountants in the governmemt seotor seem
often to emphasise the former and view financial statements
(particularly those for public consumption) as merely a
by~product of the accounting process,

A contrary point of view is one expressed by the American
Accounting Association and the professional accounting bodles
generally viz that:

"the primary function of accounting is to accumulate and
communicate information essen%ial to an understanding of the
activities of an enterprise.”

Cf the GAO requirement that "Federal agency accounting systems
shall be designed to enable the prompt preparation of all
needed financial reports. Financial reports should be
prepared to clearly disclose significant financial facts about
agency operations and activities" (52).
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3.6

The working party favours the latter view and considers that
the starting point both for this study and any subsequent
implementation of guidelines is to affirm the primaoy of the
reporting function in the accounting process. Unless
reporting bodies accept that the primary output of their
acoounting systems ought to be the financial statements,
fajlure to disclose material information or to observe
standards will invariably be excused on the grounds of
administrative expediency (- "inadequate records",
"insufficient resources" etc).

RELEVANCE AND FACTUALITY-KEY CONSIDERATIONS

3.7

3.8

3.9

Acoepting that the main purpose of accounting is to provide
essential information about undertakings it 1y appropriate to
establish what sort of information, for whom? Indeed it is
well to go the whole way and ask what is information?
Information is commonly taken to consist of a communication of
faocts relevant to the deoisions of an intended user. If a
communication consista of suppositions, expectations or of
faots not relevant to the users needs it cannot reasonably be
described as information, More likely it will interfere with
the transmission of “essential information" in the same way as
"static" distorts and interrupts a wireless broadeast.

While this discussion may at first aight appear academic it
does point to areas that are quite oritical if practical
reporting standards are to be achieved, Without a olear
conception of the need for relevance, statements (particularly
appended notes) could well be expected to grow at an
exponential rate until essential information becomes buried in
superfluous detail. Similarly unless statements are aonceived
as faotual doouments dealing with present and past situations,
neutral to the interests of various user groups their value to
the. the community as a whole could be expected to disappear as
they become part of the propaganda apparatus of particular
interest. group.

To develop objectives for financial statements furthenr
elaboration of the concept of relevance is needed. It is
possible to distinguish between information which is relevant
{or useful) to the needs of particular users of reports and
that which is relevant to all potential users of a report.
Clearly, published financial stat ts are not intended to
satisfy all the financial information needs of all interest
groups. Rather they are supposed to meet. the common needs of
the bulk of interested parties. As indicated earlier if
information is provided which is relevant only to a specific
user it could, to the detriment of other users, obscure
information which is of general relevance. The premise that
information contained in financial statements ought to be
"generally relevant" is a vital one if statements are to be
balanced and of enduring effectiveness, Whether such a
eriterion can ba acted upon depends on consideration of the
needs of present and prospective users of statements.
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USER GROUPS

3.10

3.1

3.02.

3.13

Ressarch seems to indicate that the variety of actual and
potential users of published financial statesents both in the
private and putlic ssctors has grown significantly in recent
years, With regard to the private sector the NSW Government's
Accounting Standards Review Committee (38) acknowledges that
although the Companies Acts’ disclosure provisions were
initially designed to protect investors and creditors,
financial statewents published in accordance with the
legislation are used by many other interest. groups (eg trade
unions and government departments). In the public sector the
intended audience for published reports has perhaps been less
explioitly defined. It does however sesa apparent from

parili t t that atat ts produced by Commonwealth
!()odin u)w expeated to service the community at all levels

of 3.19).

As Exhibit 3.1 shows, similarities in interest groups are
apparent when potential users of financial statements in the
public and private sectors are compared. It might be noted
that two other external users who have interests in each
type of body have been omitted from Exhibit 3,1, These are
the auditors and the media (reprssenting that rather vaguely
defined group the "general public"),

The similarity in interest groups for bodies having widely
differing purposes is hardly surprising when the nature of
financial information and the character of organisations
generally is taken into account. Whatever the objeots of
thelr common. endeavour, groups of peopls working together
within a legally defined association, are usually involved
from a financial viewpoint in the same kinds of activity,
They obtain working and fixed capital, enter into credit
arrangements, deal with employeas, consumers and governments,
The financial transactions involved are esaentially the same.
Whether or not it is' a matter of soliciting subscriptions,
appropristions and grants or selling services and goods, if an
organisation is to continue to exist it must gnsure that
revenues eventually at. least match expenses,/ that. capital is
waintained intacts

By utilising the notion of generally relevant information the
working party considers that a basis exists for establishing a
oommon set of reporting objectives for all varieties of
Commonwealth undertakings which can be deemed to have a
discrete existence apart from the aotivitiss of central
government, That basis is to be found in the definition put
forward by Moonitz in AICPA Accounting Research Study No. 1
(36) viz that:

"The function of accounting is (1) to measure the resources
held by specific entities; (2) %o reflect the claims against
and. the interests in those entities; (3) to measure the
changes in those resources, claims and interests; (4) to
assign the changes to specifiable periods of time; and (5) to
express the foregoing in terms of money as a common
denominator”.
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EXHIBIT 3.1 POTENTIAL EXTERWAL USER GROUPS

Companies Private Local Commonwealth
Non- Goverrment Authorities
Profit
Bodies
INVESTORS
Shareholders X
Electorate (incl
Parliament) X
Subscribers X
Ratepayers X
CREDITORS
Banks. X X X X
Other lenders X X X X
Suppliers X X X X
EMPLOYEES
Trade Unions X X X X
Superannuation
Funds X X X X
CONSUMERS
Buyers X
Taxpayers X X
GOVERNMENT
Taxation
Authorities X
Regulatory
bodies X X X
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3,14

The working party sought to validate this prescription by
reference to the express statements of users of financial

stat ts and porary investigations and inguiries by
governments and professional bodies in Australia and overaseas.

USER NEEDS

3.15

3.16

Both direct and indirect means were used to galin an insight
into the information needs of potential users of financial
statemsents. The former included:

(a) examination of Australian parliamentary comment over
the last three years; and

{b) a survey of the une of published statements by
officials of the Auditor«General's Office and the
Department of Finance.

Indirect means employed involved the appraisal of reports
prepared by official inquiries elsswhere and of developments
within the accounting profession in Australia and overseas.

PARLIAMENTARY INFORMATION MEEDS

3.17

3.18

Apart from the Reports of the Senata S4anding Committes nn
Finance and Government Operations on "Statutory Authorities of
the Commonwealth™ (20) there appears to have been relatively
little in the last three years by the way of parliamentary
comment relating to the role of historical financial data in
the scrutiny of undertakings.

A certain amount of discuasion of parliamentary information
needs has occurred in the context of the ostimates examination
process., For example the Senate Estimates Committees'
"Guidelines for Explanatory Notes" mention the need for an
annual report and comparative details of actual expenditure
(and revenus) in the previous period. This theme was taken up
in the recent report of the Joint Committees on Publications
which envisaged the inclusion in reports of

"a statement of the budget allocation of funds (if

appropriate) together with a note on actual expenditure
for the period." (14)
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3.19

3.20

3.21

3.22

There would hovever seem reasonable evidenoe to suppose that
parliamentarians view themselves in the role of the
"shareholders® (taxpayer's) representative, dealing with
ComtonwWealth undertakings as though they were private
corporations, Their attitude towards the accounting
responsibilities of atatutory corporations and undertakings
could be described as follows:

"It is not good for any governmental corporation to hide
behind its legal position, its position of power as a
governmental corporation to avold mesting the requirements
that an ordinary corporation would have to meet" (19).

In the case of "business undertakings" there seems to be a
common expectation that such bodies observe at least the
minimum disclosure standards of the companies legislation.¥
Although many are probably not fully aware of the degree of
non~compliance with Australian Accounting Standards that in
faot ooccurs in the private sector (as indicated by the Reports
of the various Corporate Affairs Commissioners (39)).

The reporting obligations imposed on private corporations {by
the various Companies Acts and Asscciations Incorporation
legislation) broadly entail the preparation of a atatement
indicating the results of operations during the reporting
period and one indicating financial position at reporting
date, (It should be noted that private corporations inoclude
many non=-profit organisations and are not all "busineas"
entities). Many private bodies (particularly those subject to
stook-exchange regulations) also produce statements indlcating
the sources and use of finance. Support for the general use
of each of these reports is apparent in Parliamentary debates
and reports.

In reporting to the Parliament on its. inquiries into Northern
Territory forestry programmes the House of Representatives
Standing Committee on Expenditure (hereafter the “Expenditure
Committee") did make a significant point regarding information
needs when the Chairman atated:

E,

ic and ting praotices which do not record
aoccurately the total cost of such programmes or which
do not allow the total gost to be readily available, do
not enable proper evaluation and decisions based on
adequate econcmic oriteria to be made by the
Parliament." (18)

The. Auditor-General's Office and the Department of Finance
have, of course, since January 1977 agreed that such standarda
should apply.
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3.23

3.24

3.25

This point was echoed by the Senate Standing Committes on
Finance and Government Opsrations in- its report on. the Capital
Territory Health Commission when it expressed dissay that full
costs of services (inoluding depreciation and interest) were
not disclosed, This concern led the Committes to undertake an
examination of the merits of acorual vs cash accounting
leading to the endorsement that:

".o.prima facie acorusl accounting is superior to cash
accounting from & Parliasentary viewpoint because
acorual acoounting provides the greatsr disolosure of
the financial affairs of an authority®, (16)

While such. comments olearly support the use of an operating
statement and statement of financial position, support for a
statement indicating the source and use of funds has been
expressed by the Joint Committee on Publications (14).

The working party has been unable to looate any direct
Government comment regarding the financial information needs
of Parliament, other than concern expressed at delays in the
production of reports, The Covernment would seem, however,
unlikely to disagres with the Expsnditure Committees®
statement that:

fthe broad objectives of financial sorutiny ars to
safeguard expenditure of the taxpayer's money, to
promote and encourage efficiency in administration and
to influence priorities and policies. The end purpose
of this work of scrutiny is "influence" not direct
powsr; advise, not command, eriticismm not obstruction
+os and publicity not secrecy". (17)

Interpreted in the light of these objectives, the direat
comments of parliamentarians on types of statement, accrual
accounting etc would seem to lend support to the Moonitz
description of the funotion of accounting referred to earlier
(3.13). By concentrating on the resources. entrusted to
undertakings, on the costs incurred and the flow of financial
resources. Parliament would be informed and in a position to
safeguard, to encourage efficiency and to olarify value
criteria necessary to establish priorities and policies.

OFFICIALS ' INFORMATION NEEDS

3.27

In addition to parliamentary scrutiny Commonwealth

undertakings are generally subjeqt to a lavel of monitoring by

departmental officials. To establish information needs a.
survey was conducted of senior Third Division officers in the
Department of Finanoe and the Auditor-General's Office.
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3.28

3.29

Generslly responses appesrsed to reflect a prevailing
oconventimnal wisdom. Information on financial position. and
operating results was geerally oonaidersi useful for
"husiness undertakings®, but not quite so useful for
"non-trading® bodies, However a marked degree of interest was
shown in the possible use of funds statements whioh in the
working party’s view could well be followed up.

There seems to be a general lack of awareness of the possible
uses of financial information for non-trading bodies.
Government, it may be contended is concerned that these bodies
resmain solvent; it 1is conocerned that they do not acorue
extraordinary unfunded lisbilities; that they do not absord
excessive capital resources; and that they are mansged in a
financially prudent manner. Ascordingly the working party
conalders financial statements for non-trading bodies ought to
provide information on such matters for the use of officials.

FPINDINGS OF OTHER INQUIRIES

3.30

3.31
(a)

(p)

(a).

(d)

()

()

In examining issues related to the aims of this study the
working party considered the findings of NSW, US, Canadian and
British inquiries and also standards and norms set by the
accounting profession overseas, It also considered work. in
the accounting standards field undertaken by the UN (51), OECD
(40) and the EEC (24),

Reports and' publications of partiocular relevance were:

"Oovernaent Acoounting and Financial Reporting Principles"
(GAAFR) issued by the US National Council on Governmental
Aacounting (37). .

"Statements of Position' and various "Industry Audit Guides"
dealing with the accounts of non-busineas organisations issued
by the American Institute of Certified Public Accountants
(ALCPA) (3) to (11).

"The Reports and Accounts of Nationalised Industries” produced
by the UK Civil Service College (32).

"Accounting. Principles and Standards for Federal Agencies”
issued by the Comptroller-General of the United States (52).

"Company Accounting Standards", the report of the NSW
Government Accounting Standards Review Committee (38).

Australian Institute of Management Annual Report awards
suggested oriteria for entries in Division B (Public
Administration and Public Authorities).

Although these documents do not all explicitly deal with broad
socounting objeatives the approach adopted to financial
statenents ir each care in conaistent with “hat proposed in
para 3.13 of this report.
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RECOMMENDED OBJECTIVES FOR INCLUSION IN GUIDELINES

3.33

3.34

3.36

3.37

Tho working party considers that there is sufficient evidence
both from the expressed needs of parliamentarians and the
approach to financial reporting for statutory bodies adopted
by overseas authorities to support the prescription of
objectives for statements in a manner similar to Moonitz's
definition of the accounting function (3.13).

It is proposed that the following statement of objectives be
adopted for financial statements of all Commonwealth
undertakings:

"Finanoial statements should provide information that.
is useful or relevant to the needs of users in general,
and should permit the reader to establish as a matter
of fact the:

(a) cost to the taxpayer of the operations of the
undertaking over the reporting period and
praceding periods;

(b) net resources currently devoted to its
activities;

(e) golvenoy of the undertaking; and,

(d) the change in the level of net rescurges held
since the previous reporting date and the manner
in which that change came about,"

The need to prescribe a "cost" reporting objective (3.34(a))
is apparent both analytically and empirically, From a purely
theoretical stance few would deny that one of the primary
concerns of readers of the financial reports of government
undertakinga is with the extent of cash outlays and
obligations incurred, Such an assumption is amply borne out
by the actual comments of report users,

However it is scarcely sufficient for purposes of calculation
simply to atate that an objective of financial statements ls
to report "costs of operations", "total costs incurred" etc.
The term M™cost" has several connotations which differ
significantly from one another, Unless the particular usage
of the term is carafully defined author and reader of the
Guidelines may readily place different interpretations on what
it is that is to be reported.

For example, when parliamentarians speak of Mcosts" it is
often in the sense of overall obligations and expenditures
inourred in achieving a particular government program. In
operational terms this differs markedly from the use of the
word when, say, the management of an undertaking talks of the
costs of operating a particular facility. Interpreted in the
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3.38

3.39

former manner we could assume that the "costs of operating" an
wndertaking should inolwde expenses incurred by co-~ordinating
departments such as Finance in administrative and financial
oversight. Yet if we adopted the second approach to Mcosts"
the figure finally arrived at would relate only to
expenditures made by the undertaking (excluding expenses
directly associated with the operations of that body such as
maintenance and depreciation). Neithar concept of "cost?
would seem entirely suitable for establishing reporting
objectives,

The working party considers that the most practical way to
define "costs” is to consider each undertaking as if it were
an independent corporation functioning in the private sestor.
The Commonwealth could then be regarded in the same way as an
equity holder in a company (ef 3.19), "Costs" reported would
extend to all those directly associable with the principal
activities of that undertaking but would exolude those which
might reasonably be deemed to be incurred by the Commonwealth
in its role as equity holder or as central government. The
statement of objectives contained in the Recommended
Guidelines has been. qualified accordingly (mee AS).

Whereas. the "cost" objective deals with "flows" of resources
consumed the second "resources" objective (3.34(b)) deals with
"stocka" held by an undertaking at a point in time. The need
for such information is again apparent from the comments of
parliamentarians, Indeed it may be argued that such
information is necessary if "costs" referred to earlier are to
properly be placed in context, Again in identifying resource
fstocks" associable with an undertaking's activities the
working party recommends that the "independent private
corporation™ approach discussed in 3.38 be used,

Leas readily apparent from publio comment is the need for
statements to indicate the solvency of an undertaking. (It
could be claimed that such conalderations are secondary since
the Commonweath is morally (1f not legally) committed to
bailing out a failing statutory body.) The working party,
however, considers that solvency is a primary concern for
financial statements on the following grounda:

(a) Financial statements are able not only to indicate the
wealth of an entity and the increase or decrease
resulting from its operations but also the quality of
finanoial management.

(b) The quality of financial management of government

undertakings is no leas a ooncern of the taxpayer than
the quality of operational management.
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3.4

(o) If an undertaking is experiencing liquidity or working
capital probleams statements should indicate that
situation before disaster ocours so that remedial
action can be taken.

The fourth. objective proposed (3.34(d}) 1s necessary if

statements are to present a complets picture of what has
occcurred with the overall resources of an undertaking,
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CHAPTER 4 ~ ACCOUNTING STANDARDS GENERALLY

4.1

The term "objectives” has been used to describe the functions
to be served by finanoial statements in providing information
of use to potential readers generally, Accounting procedures
are concerned with means of obtaining information. Linking
the two are accounting standards which are concerned with the
quality of information generated by those procedures. This
ohnpter exni.nes tm nlture, sources and sufficiency of

tandards preparatory to exploring in
subuquant chaptera a general codification of standards for
Commonwealth undertakings.

WHAT ARE STANDARDS?

4,2

4.3

4.4

4.5

Perhaps the best astarting point is to define what accounting
standards are not. Early writers on the subject have made the
point that:

7,..standards should deal more with fundamental
aonceptions and general approaches to the presentation
of accounting facts than with questions of precise
captions ... Although accounting standards are not in
themselves procedures they point towards accounting
procedures, that is, towards rules which cover details
of specific situations," (41)

Standards also differ from. "objectivea" since they are more
concerned with means to achieve given ends than in the
legitimacy of those ends. Nevertheless they are intimately
linked to "objectives", For example if an objective of
financial statements is to indicate the solvency of an entity
an essential qualitative aspect of that information 1s that it
glve a balanced view of the situation by not omitting facts
pertinent to the readers appreciation of matters.

The rather enigmatic relationship of standards to objectives
is pomewhat clarified by distinguishing between "product
quality" standarda for statements as a whole and input and’
processing standards.® The distinotion between the two types
of standards is best outlined by an analogy to engineering
standards.

Standards Assoolations of Australia standards presoribve
uniform minimum properties for certain engineering assemblies
(eg electrical motors), These standards do not determine the
deaigner's objectives but do set a product quality level for
basic features of an asseumbly to which he may refer. In turn

ts of that bly may be subject to input or
procesaing standards relating, for example, to the ductility of

This distinotion is drawn in the NSW Acocounting Standards
Review Committee Report. (38).
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4.6

vire used, the hardness of castings etc. Again these
input/processing standards do not prescribe objectives but
define acceptable quality characteristics of material used for
certain purposes.

Financial statements may be considered the product of a
corporation just as much as the goods and services it
provides. A general product quality standard can be set in
relation to financial statements which stipulates what is
expected of information contained in those statementa.
Input/processing standards may be determined ragarding the
quality of procedures that in aggregate, produce the
information contained in financial statements.

PRODUCT QUALITY STANDARDS

U7

4.8

b9

The fundamental quality requirement for financial statements
is that they provide a "true and fair view" of what they
purport to be about. Section 162 of the various Companies
Acts requires published accounts to give "a true and fair view
of the profit or loss of the company® for the preceding
financial year and a balance sheet "giving a true and fair
view of the state of affairs of the company as at the end of
the financial year®.

The NSW Accounting Standards Reviey Committee makes the point
that:

"The references (of the Companies Act) to the profit op
loss and the state of affairs of a company can only be
taken as referring to some real features of the
company. They cannot have reference merely to some
features of the accounting records such as the balances
remaining in the accounts at the end of a year",

Hence "true and fair" cannot simply be taken to apply to the
correctnass of data proceased to produce statements or to the
volume of information disclosed btut rather 1t must be a
Judgement on the serviceability of the final product to thy
reader,

In the context of the proposed objectives for the statements
of Commonwealth undertakings (3.3Y4) the concern is whether
they give a "true and fair view" of the cost to the taxpayer,
the solvency of the reporting entity ste, Correct figurea nay
readily be processed to give a false view of the level of
resources used, and those processsd figures evan whan "true?
may be arranged to present an wunfair picture of what has
happened. The touchst of whether a veport is "true and
fair" is ultimately the probability of that report misleading
the reader.
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4,10

ko1

4.12

This raises once mors the crucial role of the notion that
statements sust be relevant to users, Reports can be
considered unfair and potentially misleading if they either do
not provide all information that is relevant to users in
general or they become cluttered with so much generally
irrelevant datail as to prevent the reader from "seeing the
wood for the trees”.

Australian Accounting Standard AAS6 seemingly takes note of
those posaibilities by requiring statements to be timely,
oonaistent, comparable, materisl, prepared with prudence and
take notice of financial realities. These characteristics. are
part and parcel of the broader notion of relevance.
Stateaents cannot be relevant if they are not timely,
consistent, and realistic.

The foregoing matters are considered by the working party to
constitute a basis for a general quality standard to apply to
all financial statements of Commonwealth wundertakings.
Input/processing standards are more closely related to
particular characteristics of various types of authority.

INPUT AND PROCESSING STANDARDS

4.13

41y

While it is the prerogative of the consumer to speoify
objectives and quality standards for a product, the question
of input and processing standards is one which of necessity
belongs to the profeasional bodies, Strong practical
argunents exist for the adoption of existing professional
accounting standards wherever appropriate:

(a) the effort required to develop a comprehensive range of
input/processing standards ia beyond resourcea
ourrently available;

() lead times would be extensive;

(o) the final outocome would be unlikely to diverge greatly
from what exists;

(d) the effort would better be directed towards filling
gaps in existing standards; and

(e) a "oredibility gap" could emergs if standards developed
diverged markedly from those used in the private sector,

This is not to suggest that professional ascounting standards
should rsceive unoritical acceptance. The majority of extant
standards in Australia and overseas have been specifically
developed for "business" enterprises. Many ooncepts used may
be validly tranaferred to the public sector others are
questionable (eg is it appropriate for an authority to employ
tax-effeot accounting to retain funds which otherwise would go
to the Commonwealth as dividends on the grounds that the
wdertaking has a deferred. tax liability?)
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4,15 Adoption of existing professional standards does not solve the

problem of input/processing standards entirsly, 7Two important
EADS remsin:

(a) Standards relating to btusinesses are incomplete;

(v) No standards specifically for non-business undertakings
exist in Australls.

STANDARDS FOR BUSINESS ENTERPRISES

4,16 Gaps in Australian Accounting Standards for business

4.7

enterprises exist inter alia in the following important areas:

(a) foreign currency translation;

(b) leasing;

(o) Jjoint ventures and consolidations; and
(d) ssgaental reporting,

Such gaps have a major effect on the overall consistency of
acocounting practices in the Commonweaith sphere. Three major
authorities involved in major overseas purchases have three
entirely different accounting policiea for dealing with the
translation of foreign currency, yet basically, are supposed
to be relating the same type of information. to. readers of
their reports., Lack of professional standards would seem
insufficient reason for permitting such diveraity and there
would seem good cause for the adoption of some interim
poaition on important accounting practices if the process of
endorsing standards. 1s not to become one of aimply
"double-bolting the front door while leaving the back open".

Interim standards could readily be developed by reference to
the prevailing practice within an industry, or to standards
existing overseas. The US Pinancial Accounting Standards
Board (FASB) has some 36 standards compared to the 9 endorsed
by the Australian professional bodies, whilat the
International Acoounting Standards Committes has 13.

Given the acknowledgement by the Australian profession. of the
latter body's role*, it would seem appropriate to utilise
International Accounting Standards (IAS) verbatim in the
"business" context until such time as specifio Australian
standards are developed. Those which pressntly cover areas
not touched by Australian Accounting Standarda are:

. IAS3  Consolidated Finsnoial Statements ( and Bquity
Accounting)
B IAST  Statements of Changes in Financial Poaition

See ASA and ICAA statement APS3" Compatibility of Australian
Racounting Standards and International Acoounting Standarda®.
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. IAS9. Accounting for Research and Development
Activities

. IAS11 Accounting for Construction Contracts

. IAS33 Presentation of Curreat Assets and Current
Liabiiities.

4,19 YASB standards while frequently directed to peculiarly
American situations and esploying American technical
terminology neverthelass may be deemed to provide compelling
evidencs of what itutes good ing practice in many
instances, Togsther with empirical evidence of industry
practice they would seem to provide a sound basis. for
determining appropriate accounting practice in'a number of
oritical aress.

4,20 An essentlal featurs of interim standards would be their
effect in countering "oreative accounting” directed towarda
oxploiting gaps in present. Australian standards. It would no
longer be posaible for undertakings to olaim that a practice
1s "accepted” or used by the btusiness comaunity, it would be
necessary to demonstrate that the technique reflects
prevailing practice. A atmilar situation would. apply to
non-trading bodies..

STANDARDS FOR NON-BUSINESS UNDERTAKINGS

4,21 Whers non-trading bodies are concerned it would seem
appropriate to take note of the large body of de=facto
standards existing partiocularly in the United States.. While
they do not bear the title "standard” they do have the
endorseaent of authoritative bodies ¢ and are considered
gaides. to good practice. Inoluded in this category are:

N various "Statements of Position" and "Industry Audit
Guides® promulgated by the AICPA;

. pronouncements of the National Counoil on Coverrmental
Acgounting;

. regulations of the US Cowptroller-Geeral {ie the

General Accounting Office).

4,22 If anything these pronouncenmmts tend to be more explicit in
their requirements than Australian Accounting Standards and
would provide a ready basis for interis standards after
appropriate "tranalation®. Areas partioularly well served by

them inolude:
. Hospitals and Health inatitutions;
B Universities and Educational bodies;
. Museums , Libranies snd Art Gallsries;
. Cultural and Peforming Arts bodlies;
3 t of P ial A ing Standard 32 issued by the FASB

recognises the AICPA Induatry Audit Guides and Statements of
Position discussed in this report as osneu.ni.n; "preferable
accounting prineiples®. 9



OTHER SOURCES OF ACCOUNTING STANDARDS IN AUSTRALIA

4,23

4,25

4,26

In addition to standards jointly promulgated by the Institute
of Chartered Accountants in Australia and the Australian
Society of Accountants there are three other important sources
of input/processing standarda:

(a) The Companies and Securities legislation;

{b) Australlan Aasociated Stock Exchanges (AASE) Official
List requirements;

(e) Spec%alised legislation (eg Banking Acts, Insurance
Aots).

These standards deal principally with matteras of disclosure.
The Ninth Schedule to the Companies Acts, for example, lists
an extensive number of items that are required to be included
in & company's annual accounts, The required disclosures are
of interest to all potential readers of those statements and
are readily transferable to the context of public undertakings.

Given the common objectives for stat ts of all C 1lth
undertakings it could be conaidered that certain Ninth
Schedule requirements could, with appropriate editing (to
exclude requirements solely of application to businesa
corporations) aerve as a general disclosure standard for all
such statements. Businesses, as a specific oategory of
undertaking would be required to conform to those requirements
in full and be subject to specialised legislation (eg Banking
Acts) as appropriate, It is of interest to note that a
similar approach has been taken in the Canadian Crowm
Corporations Bill, introduced to the Canadian Parliament in
December 1979.

The general disclosure standard proposed by the working party
appears in paragraphs A15 to A30 (inclusive) of the
Recommended. Guidelinos.

RECOMMENDED APPROACH TO STANDARDS

4,27

The working party recommends that:

. The general disclosure standard. described above apply
to all undertakings.

. Companies Acts’and nominated AASE requirements apply to
31l business type undertakings in addition to all
existing mandatory standards issued by the Auatralian
accounting profeasion.
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. Appropriate overseas standards and pr ts be
adopted as interim measures until such times as
Australian Acoounting Standards are issued.

. Such overseas publications be styled "Guides to
Acoepted Accounting Practice” and that they be highly
persuesive in establishing appropriate accounting
methods.

Arrangements for updating the Guidelines and associated
tandards are di d in Chapt .
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CHAPTER 5 CATEGORISATION OF UNDERTAKINGS

CATEGORISATION - A MEANS OF REDUCING DIVERSITY

5.1

5.2

5.3

BASES
5.4

5.5

The problem of achieving consistency in. reporting is
highlighted by the diverse nature of statutory bodies; it is
a multifaceted problem b it is Yy to identify the
basis or bases on which consistenoy may or may not exist or on
which it should be eatablished.

Ultimately it may be possible to develop a single,
coordinated, consistent, conceptual framework for general
purpose financial statements for all types of organisations.
At the macro level all financial statements should be relevant
to the usera' needs, understandable, verifiable, neutral,
timely, comparable, complete and reliable, Clearly, the
acorual basis of accounting is essential if the statements are
to achieve proposed reporting objectives (3.34).

At the more datailed levels of the conceptual. model,
variations in application may be necessary to recognise
special needs tut “convergence” rather than 'divergence’
should be the underlying theme. In the immediate future
oonsistency is conceived « and more likely to be achieved - as
applying within subsets of entities with common features.

FOR CATEGORISING UNDERTAKINGS

The Senate Standing Committee on Finance and Government
Operations (20), canvassed several bases for categorisation
and eventually selected a functional olassification which in
broad terms makes the distinotion between "business® and
"non-business" undertakings. The five categories used by the
Senate Committee are:

. Business Authorities

. Primary Industry Authorities

. Administrative, Advisory and Adjudicative Authorities
. International Organisations; and

. Non "Statutory Authorities.

Likewise, a measure of an entity's size may reflect important
differences which might lead to the adoption of differing
acoounting standards/principles or their application. 4An
approach along these lines was mooted in a UK "Green Paper" on
company accounting and disclosure (49) which to a large extent
l(i;;) inspired by the EEC Fourth Directive on company accounts
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5.6

5.7

5.8

5.9

5.10

The "Green Paper" proposed a "three tier" disclosure structure
which it was hoped would provide an appropriate framework
within which the lavw relating to company accounts could be
developed, Different sccounting and disclosure requirements
are proposed for large, medium and small companiea.

Briefly the criteria for each category are:
A1l companies listed on the atock

exchange and all other companies which
exceed two of the following criteria:

. Top Tier ~

(a) turnover 5 million pounds

{b)  balance shest total 2.5 million
pounds

(o)  average number of employees, 250

. Middle Tier - All public companies not in the top tier
and all private companies which do not
fall within either the top or bottom
tiers, N

. Bottom Tier - Small private companies which do not
exceed two of the following criteria:

(a) turnover 1,3 million pounds

(b) balance sheet total 0,65 million
pounds

(o) average number of employees, 50

A third type of commonality is linked to the source of the
entity's financial resources - FASB Research Report, Financial
Accounting in Non Business Organisations, R.N. Anthony (12).
This concept is based on a bifurcation between those entities
which are "self funding" and those funded from the budget.

This was an attempt to identify and treat those accounting
problems unique to entities funded by gifts, taxes ete
recognising the fact that the amount of "goods and services”
produced by these entities during a period cannot be
measured. In general terms the two categories are defined
thus:
TYPE 1 - an organisation whose financial rescurces are
obtained mainly from the sale of goods and
services (or levies). Although the initial
acquisition of fixed assets may have been
financed by debt or equity capital this is
viewed as an advance to be recovered by
subsequent productive use of the asset,

TYPE 2 - an organisation where a significant amount of
the financial resources is provided from the
Budget

Clearly, most of the accounting problems that are particular
to statutory authorities arise in Type 2 organisations.
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5.11

5,12

Other bages for categorisation ie profit/non-profit and fund
sccounting were considered inappropriate.
business/non-business concept is rejected as the sole basis
for categorisation - it does not provide that general element
of commonality need to reflect important differences which
might lead to the adoption of different accounting standards
or to differences in their application. As always we are
drawn back to the fundamental question ~ why draw the
conceptual distinction between the two?

The classification model developed for this report initially
draws the distinction between companies (incorporated under
State legislation/Territory Ordinances), banking and lending
institutions and statutory authorities. Statutory bodies are
then subdivided depending on the source of their financial

resourcas, An overview of the model is presented below
(Exhibit 5.1),

EXHIBIT 5.1

COMPANIES

BANKING | \ STATUTORY AUTHORITIES

LENDING

\ Statutory Corporations ie legal
\ entities established by Parliament by
specific statute charged with the
\ duty of carrying out a specific
government function and Departmental

N2

\ undertakings - Section 41D,
|

Financed predominantly

Financed predominantly
{rom operations l

from the Budget

Financed predominantly
from levies |

i
BUSINESS |

NON BUSINESS

5.13

In broad terms some distinotion oan be made between
business/non-buainess (illustrated above), however the model
developed here tries to recognise the spacial needs of
particular sub-sets of government bodies. The modsl also has
regard to materiality considerations - the use of a oash basis
may be Justified in some ¢ 3 on grounds of materiality
rather than on conceptual grounds.

Clearly, some problems may arise with a model based on sources
of operating funds because authorities are dynamic entities
and there may be a shift in categories. A body funded
predominantly from the budget may gradually obtain reveaue
from the sale of goods and services (eg the ABC) and this may
require an upgrading of disclosure depending on materiality.
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5,14 Alternatively it could be argued that no authority is really
"self funding” as deficits, if any, are funded by government
advances. However the model developed by the working party is
based on the concept of financial resources provided from the
revenue generated by the sale of goods and services.

THE CLASSIFICATION MODEL FOR GOVERNMENT UNDERTAKINGS

5.15 The model favoured by the working party has the following
broad categories:

Category 1 = Statutory bodies that are predominantly self
financing ie financial resources derived from
operations or levies.

Category 2 - Statutory bodies (other than included in
Categories 3, 5 and 6) that are predominantly
financed from the Budget.

Category 3 - Statutory bodles engaged in research/advisory
activities financed from the budget or levies.

Category 4§ - Companies incorporated under State legislation
or Territory Ordinances.

Category 5 -~ Banking and lending institutions.
Category 6 = Municipal activities.

5.16 Subsets of categories 1 and 2 are ldentified and categorised
in the following manner:

CATEGORY 1
(PREDOMINANTLY SELF FINANCING)

1.1 Finanoial Resources from operations
1.2 Finanoial Resources from levies

Commodity Boards (1) Marketing
(11) Advisory/Research

CATEGORY 2
(PREDOMINANTLY FINANCED FROM THE BUDGET)

2.1 Eduoation = Academic Bodies
2,2 Libraries, Museums, Galleries
2.3 Health/Hospitals

2,4 Cultural Organisations

2,5 Public Broadcaating

2.6 Support Funotions

2.7 Miscellaneous
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5.17 These categories and their relationships are represented in CHAPTER 6 SPECIPIC ACCOUNTING STANDARDS POR CATEGORIES OF AUTHORITIES
Exhibit 5.2 below. Lists of undertakings belonging to each

category appear in Attachment A2 to the Recommended Guidelines.

6.1 Following on froa the discussion of input/processing standards
EXHIBIT 5.2 in 4,13-4,26, this chapter disousses specific standards
appliocable to the particular categories of C 1th
/ W 5 ™ undertakings previously identified.

COMPANIES AND UNDERTAKINGS PREDOMINANTLY FINANCED FPROM OPERATIONS

COMPANIES INCORPORATED: BANKING/LENDING STATUTORY CORPORATION )
UNDER STATE LEGISLATION ' 6.2 Theas comprise Categories 1.1 and 4 in the model set out in

r L Exhibit 5.2, and may loosely be described as "business

.41, 5 enterprises”, Such bodies are normally required by
] legislation to conform to "accounting principles generally

Predominantly Self- Predoninantly Financed applied in commercial praotice®., In accordance with the joint
Financing from the Budget polioy of the Auditor-General's Office and the Department of
- Finance that requirement is interpreted to mean the principles
1 1 2 inherent in the requirements of the Companies Acts and

Ordinances and the practices prescribed by that legislation,
Financial Rasources iFinlneial Resources and the Australian Accounting Standards.

' from Operntions from Levies
6.3 The Companies Acts and Australian Accounting Standards however
do not represent the totality of requirements to which most
I OOWODI“ BOARDS l public. companies are required to conform. The Australian
Associated Stook Exchange Official List requirements also
prescribe additional disclosures and the provision of a
§, & i Statement of Changes in Pinancial Position. These
requirementa are, in turn, given the tacit backing of the
m@ ADVISORY lWNICUALI Sscurities Industries Acts. There would seem no reason why
gl;.?:EARCH i "business undertakings” in the Commonwealth sector should not

| super pump |

! meet pertinent sections of these requirements, in particular
! Seations 3C(2), 3¢(3)(a), (b) and (¢) and 3C(L).
2.1 2.2 2,3 2.4 2.5 2.6 6.4 These sections of the Official List Requirements entail, inter

1 alia, disclosure of:
EDUCATION HEALTH PUBLIC
HOSPITALS BROADCASTING

(a) whether the. company is taxed as a private company;
ACADEMIC pany P pany;

. BODIES (b) the maximum contingent liability of the company and its

subsidiaries (or other undertakings) for termination
benefits under service agreements with directors and
LIBRARIES CULTURAL SUPPORT

persons who take part in the L of the ¥
MUSEUM ORGANISATIONS FUNCTION (or undertaking);
GALLERIES

(o) turnover;

27 (d)  particulars of material contracts involving directors®
interests either still subsisting at the end of the

MISCELLANEQUS financial year or, if not then subsisting, entered into
L since the end of the previous financial year; and

/ (e) the increase or decrease in profits, losses and the
amount of assets and revenues resulting from the
adoption of equity accounting.
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6.5

6.6

6.7

6.8

6.9

As mentioned in 4,16 significant gaps exist in Australian
Accounting Standards at present, Considerable effort is being
devoted to that problem by the Australian Accounting Research
Foundaticn. However, issue of standards to cover important
areas cannot be expected for some years, Unlike the USA there
is no written body of pronouncements similar to the AICPA
"GAAP Guide" (34) which can serve as an indication of
recognised accounting practices until necessary standards are
established. To fill that gap the working party recommends
the adoption of certain International Accownting Standards and
Standards of the US Financial Accounting Standards Board until
swh time as Australian standards are promulgated. The
standards selscted are considered to reflect orthodox
accounting practices and to be consistent with Australian
conditions.

It is proposed, as a matter of general policy, that
International Accounting Standards which are not manifestly
contrary to Australian practices should be considered
mandatory for undertakings in this group until they are
replaced by an Australian Accounting Standard dealing with the
same subject.

Supporting mandatory standards (comprising Ninth Scheduls,
AASE requirements and Australian and International Accounting
Standards) it is recommended that there be a recognised body
of preferred accounting techniques composed of appropriate
FASB standards and styled as "Guides to Accepted Accounting
Practice",

International Accounting Standards required to supplement
Australian Standards with respect to ™business" categories of’
Commonwealth undertakings are as foliows:

. Internaticnal Accounting Standard (IAS) 3 - dealing
with Consolidated Financial Statements and the equity
method of accounting.

. IAST dealing with Statements of Changes in Financial
Position.

. IAS9 dealing with Research and Development activities.

. IAS11 dealing with accou;zting for Construction
Contracts,

. I1AS13 dealing with the presentation of Current Assets

and Liabilities.
The following Statements of Financial Accounting Standards

issued by the US FASB are recommended as persuasive "Guides to
Accepted Accounting Practice”:
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6.11

6.12

SFAS5 - Accounting for Contingencies

SPAST « Aacounting for Development Stage Enterprises
SFAS13 « Accounting, for Leases

SPAS1Y -~ Segmental Reporting

SFA330 ~ Major Customers

SFAS34 « Capitalization of Interest Cost

e s a e s e .

The main impact of these requirements will be to introduce:

. equity accounting,

. 2 new statement (the Statement of Changes in Financial
Poaition),

. valuable disclosures concerning lease commitments,

The working party declines to recommend an interim standard
for foreign currency translation in view of the stated
intention of AARF to issue an Australian Accounting Standard
on this subject in April 1980, Should that standard be
delayed the working party recommends that a thorough

investigation of contemporary Australian practice be

undertaken in order to compile an interim standard,

Where non-tusiness undertakings operate auxiliary trading
activities (eg student residences in universities and
golleges) the working party recommends that they be required
o _produce statements in respect of those operations which
gonform to endorsed "business" standards, This requirement is
subject to considerations of materiality. Materiality will
depend on whether or not statements prepared on an alternative
(eg "oash" basis) could be considered to effectively achieve a
similar level of disclosure. Such cases will be confined to
relatively amall scale auxiliary operations,

COMMODITY MARKETING BOARDS.

6.13

6.14

Commodity boards are established for the benefit of particular
rural industries and are financed mainly from levies, These
authorities lend themselves. to a natural bifurcation bstween
marketing type entities and research/advisory type entities;
this division is reflected in the olassification model
disoussed in ohapter 5 of the Report.

Commodity marketing boards, listed in Category 1.2 of Exhibit
5.2, in terms of regulatory powers and trading powers vary one
from another, however their financial provisions (outlined in
the relevant enabling legislation) are similar to those
applying to business type authorities. This category includes
three authorities which have wholly owned or a controlling
interest in companies incorporated in Australia and overseas.

Currently all authorities in this category use (or are
required to use) accrual accounting and keep their accounts
and records in aocordance with the accounting principles
generally applied in commercial practice. In. broad terms the
working party considers that this group ahould continue to.
provide normal commercial accounts and supplementary accounts
of pooling operations.
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Commercial Accounts

6.16

6.17

These accounts relate to recording and reporting the normal
administrative functions and responsibilities of the entity
under the relevant act. ts may be ed (where
?ppropriate or where required by legislation) into separate
unds.,

The appropriate statements for the "commercial accounts® are:

. Statement of Income and Expenditure;

. Balance Sheet (consolidated);

. Notes to and forming part of the accounts; and

. Statement of Changes in Financial Position (where the

balance sheet is consolldated).

Pool Accounts

6.18

6.19

6.20

6.21

Pool Accounts relate to the recording and reporting of levies
collected from producers, expenses and proceeds relating to
the disposal of a product and advances made to growers.
Enabling legislation usually provides for an authority to
conduct pooling operations therefore the requirement to
produce "Pool Accounts" is on a "where applicable" basis.

Pool accounting would normally be based on a "producticn
period" and until such time as all the product for a certain
perlod was sold, its pocl would remaln open until a final
return was declsred and paid to the industry. In the event
that there 1s a deficiency in the pool this is usually
underwritten by the Commonwealth,

The working party considers that Pool Accounts should provide:

(&} Statement of Aiccount for the year at balance date; and
(2) Statement of Assets and liabilities at balance date.

As a general principle the financial statements of commodity
marketing boards should be prepared on a similar basis to
trading bodies. The working party recommends that Accounting
Standards and "Guides to Accounting Practice® discussed in
para 6.3 to 6.9 should apply to this category of undertakings.

EDUCATIONAL INSTITUTIONS

6.22

These are bodies comprising Category 2.1 in Exhibit 5.2.. With
one or two exceptions they presently report in a conaistent
pattern using statements based partially on fund accounting
concepta., Many have auxiliary trading activities. (eg student
residences) which are dealt with in supplementary statements,
Generally the level of disclosure achieved by such statements
is high. The principal role of standards in this context is
to provide guidance in areas of accounting technique.
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6.23

6.24

6.25

6.26

6.27

6.28

There are no Australian A ting Standards or pr ts
dealing with the subject of educational institutions and none
are likely to issue in the next five years. The working party
understands that a part-time study group within the Victorian
Division of the Australian Society of Accountants is
considering the matter of uniform practice for tertiary level
bodles. Time and lack of resources have prevented the working
party establishing contact with that group.

The chief publication available dealing with accounting
methods and techniques in this area i3 the AICPA Industry
Audit Guide "Audits of Colleges and Universities". In common
with other AICPA pronouncements applicable to non-profit
bodies the Guide leans rather heavily on fund accounting.
This approach, consistently applied by the AICPA to
non~business undertakings, has drawn critlcism from US
commentators on the grounds of complexity and the difficulty
readers have in comprehending such stat ts.

In the context of Commonwealth undertakings it would also seem
inappropriate to advocate the adoption of fund accounting on
the lines of the Industry Audit Guide, particularly as we are
dealing with government funded bodies rather than bodies
drawing their principal income from a variety of state and
private sources. For this reason the working party recommends
that fund accounting be confined to "restricted® and “"trust
and agency" funda®, according to the same broad format
presently used by most Commonwealth tertiary institutions.

However the working party considers that the Industry Audit
Guide should be recognised as a "Guide to Accepted Accounting
Practice" in respect of accounting techniques.

To satisfactorily achieve the "cost" measurement objJectives
set out in paragraph 3.34 the working party considers that
educational institutions should record depreciation charges in
their statements in accordance with Australian Accounting
Standard AASH, This requirement would be subject to the
proviso that depreciation charges should not be recorded in

respeot of non-exhaustible assets such as works of art,
historical artifacts eto.

In addition the working party considers that the following
Accounting Standards dealing with matters of general concern
should apply to educational institutions:

This matter is discussed further in 7.2-7.8.
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6.29

AASS « Materiality in Financial Statements

AAS6 - Accounting Policies, Determination, Application and
Disclosure

AAS8 - Events Ocourring After Balance Date

AAS9 - Expenditure Carried Forward to Subsequent Accounting
Periods

IAST - Statements of Changes in Financial Position

Adoption of these proposals would result in the following
changes to the status quo:

. Preparation of a Statement of Changes in Financial
Position.

. Inclusion of depreciation in the statements {as opposed
£o notes).

. Redesign of the Statement of Income of Expenditure to

"Statement of Activity" (see discussion 7.26).

MUSEUMS, LIBRARIES AND GALLERIES

6.30

6.31

6.32

These couprise Category 2.2 in Exhibit 5.2. Presently both
"modified accrual™ and "cash® based statements are used. Each
institution in this category uses substantial fixed assets,
has major investments in irreplaceable assets and performs a
ouratorial function.

No Australian standards have been specifically developed for
such bodies and it is unlikely that any will be 1ssued in the
foreseeable future, However, as with educational bodies the
working party sees no reason why they should not be subject to
Australian Accounting Standards listed in 6,28 above and
reccomends accordingly..

Guidance as to spacific accounting techniques applicable to
these institutions may be obtained from two sources:

. AICPA "Statement of Position 78~10 - Accounting
Prinoiples and Reporting Practices for Certain
Non~profit Organisations® and

. "Museum Accounting Guidelines" promulgated by the
American Association of Museums and the Asscciation of
Soience=Teohnology Centers.

Subject to the caveata regarding fund acecounting made earlier

225) the working party recommends that these two statements
be regarded as authoritative "Guides to Accepted Accounting
Practice®.

6.33 Arguments regarding the need for deprecistion to be inciuded

6.34

in statements 1f they are to fully disclose costs apply with
equal foroe in the Museums, Libraries and Galleries context.
Howsver the working party concurs with the case made out in
SOPT8-10 and the "Museus Accounting Guidelines® that
depreoiation should apply to exhaustible assets only (e
excluding Collections). Consequently it is recomsended that

AASH spply to thess bodies with respect to exhaustible assets
on !u

Isplementation of these standards will require major changes
(from a cash to acorual basis) for certain bodies in this
category.

HOSPITALS AND HEALTH INSTITUTIONS

6.35

6.36

6.37

6.38

Although thers is presently only one body inciuded in Category
2.3 creation of a separate category is warranted both because
of the intrinsic nature of the body concerned and the
p:uibiucy of future expansion of reporting requirements in
this area.

Presently the Capital Territory Health Commission adopts a
oash accounting basis of reporting, but at the behest of the
Senate Standing Cosmittee on Pinance and. Government Operations
is intending to prepare accounts on an accrual basis,

The working party considers that such accounts should
endeavour to meet the objectives set out in 3.34 for financisl
statements generally. To do s0 it will be necessary for the
accounts to disclose:

. all fixed assets (whother donated or purchased)
. associated depreciation
. sources and application of funds.

To that end it is recommended that AASY. and IAS7 apply to this
category of undertakings. Similarly there would seem no

reason to exclude this categorny from the provisions of AASS,
ASb, AASH and AASO.

No pronouncements by the Australian accounting profession
exist for undertskings of this type. However an AICPA
Industry Audit Guide, the "Hospital Audit Guide” provides
rules for the treatment of certain accounting issues
particularly related to hospitals (eg Patient Service
Revenues). These rules reflect. orthodox accounting practice
and are consonant, at a theorstical plane, with thoss
recommended for other categories. Consequently the working
arty recommends that the Hospital Audit Guide be recognised

as an authoritative "Guide to Accepted Acocounting Practice®.
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CULTURAL ORGAMISATIONS

6.39

These are Category 2.4 in Exhibit 5,2, Statements presently
used vary from those based on "modified~accrual” concepts to
those of a purely cash nature. Sowme bodies are heavily

dep t on C 1th Departaents for administrative
support, others are quite independent. Certain own key assets
in their own right, others have the use of key asssts (eg
buildings) yet ownership remains with the Commonwealth. The
diversity of administrative and proprietorial arrangements
encountered poses serious difficulties for achieving the basic
objectives for financial statements sst out in 3.34.

d

Where a body utilises assets owned by the Commonwealth, it is
desirable, in order to indicate resources used by it, to
disclose the amount of sssets used but not cwned in the
financial statements of that body. To do so0, however, could
distort the picture given of the solvenoy of the body
concerned since solvency reflects a relationship between legal
ownership and legal indebtedness,

Similarly where a body draws significant operational support
from departments (without a oharge being made by the supplier)
it would be appropriate to include amounts representing direot
outlays by the supplier on such support in the statements,
Nevertheless reporting bodies could be. reluctant to include
such. data since:

. legally the outlays involved are not theirs, and

. often they have litle control over the extent and
quality of departmental baokup (whether or not the
department supplying services is effioient i{s beyond
the control of the undertaking).

To partially remedy these situations the working party
recommends that, where they meet criteria set out in 7.20
resources provided to an undertaking free of charge be
disclosed in notes to the ts on suppl tary statements.

No Australian Accounting Standard or proncuncements exist for
bodies of this type in either the public or private sector.
Subjeot to the reservations regarding fund accounting
contained in 6,25 and 7.2-7.8 the working party does consider
that AICPA Statement of Position 7810 provides a good guide
to orthodox aceounting practice and recommends that it be used
as an authoritative reference. In line with SOP78-10 and the
discussion in 6.33 the workin rty also considers that
atatements ought to disolose depreciation in respect of
axhaustible asssts, using AASH as a basis,

T

cAciay

6,44

6.45

3imilarly the working party recomsends that Australian
Accounting Standards AASS, Msa‘, AASE_and AAS9' and:
Internstional Acgounting Standard IAS7 should apply to these
bodies.

The effects of these recommendations would range from, in the
case of bodies presently using cash based statements, a
wholesale revamping of accounts; to, in the case of larger
bodies presently employing accrual techniques, the:

. preparation of a Statement of Changes in Financial
Position;

. inolusion of depraciation gharges;

. disolosure of support provided free of charge;

. redesign of the Statement of Income and Expenditure to

"Statement of Aotivity" (ef 7.26).

PUBLIC BROADCASTING

6.46

6.47

6.48

These oconsist. of undertakings listed in Category 2.5.
Reporting bases presently used range from pure cash to full
acorual. The largest, the ABC, having extensive aaseta (and
liabilities) reporta only on a oash basis. A feature of
certain undertakings are material trading "side-lines" (eg ABC
receipts from publications sales to the private asector exceeds
those of AGPS by more than a million dollars).

In line with the approach adopted for all other significant
undertakings in order to achieve reporting objeotives
established earlier the working party considers it essential
that bodies in this category produce statements based on full
acorual concepta. To this extent AASW, AAS5, AAS6, AASE, AASQ
and TAST should apply.

In dealing with accounting problems peculiar to the
broadoasting industry (eg movie rights) the working party
considers that the following pronouncements isasued by the
American Institute of Certified Publio Accountants, may, after
making due allowanoe for Australian conditions, serve as

authoritative "Guides to Accepted Accounting Practice®:
. SO0P75-5

Accounting Practices in the Broadcasting
Industry

. SO0P78-10 Accounting Principles and Reporting
Practices for Certain Non-profit
Organisations

. S0PY6~1 Acoounting Practices in the Record/Music
Industry

. S0P 79-4 Acoounting for Motion Picture Films.
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6.49

6.50

Similarly it is considered that in with the ts of
other undertakings on an accrual basis the following
Statements of Financial Accounting Standards should serve as
references to accepted accounting practice:

. SFASS Accounting for Contingencies

. SFAST Development Stage Enterprises

, 8PAS13 Accounting for Leases

. SFAS3Y Capitalization of Interest Costs

Where an entity has significant auxiliary trading activities
it is recommended that they be required to prepare

supl y trading stat ts indicating both the
contribution made to the finances of the entity and the
rescurces devoted to that activity., In general such
statements should comply with standards applicable to accounts
of bodies in category 1.1 (ie "commercial” requirements).

ADMINISTRATIVE, PLANNING AND SUPPORT FUNCTIONS

6.51

6.52

6.53

The undertakings listed in Category 2.6 are broadly concerned
with planning and administration, They report mainly on a
cash basis. Of all categories they may be considered the
closest to purely departmental activities and it may be
argued, by analogy, that they should report in a manner
similar to departments of government.

The working party takes an alternative view. As legal
entities distinoct from the Commonwealth, not subject to
central government controls and somewhat less under immediate
ministerial direction than government departments, such bodies
ought to provide statements which account for the totality of
resources invested in them., There would seem no reason why
these bodies should not be expected to meet reporting
objectives listed in 3.34, to do so it would be neceasary for
statements to be prepared on an acorual basis. Such
requirements are imposed on similar governmental agencies in
the USA (Cf GAO "Accounting Principles and Standards for
Federal Agencies®) and would not seem out of place in the
Australian context.

An appropriate guide to accounting procedurea for such bodies
would seem to be provided by AICPA Statement of Position 78«10.

MISCELLANEQUS BODIES PREDOMINANTLY FINANCED FROM THE BUDGET

6.54

A3 can be expected to coour with most categorization schemas a
residue of bodies which do not conveniently fit any of the
particular ocategories set up will remain. Thess comprise
bodies listed in Category 2.7 of Exhibit 5.2,
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6.55

6.56

The working party recomsends that a flexible approach be
adopted to the choice of standards/guides for these bodies,
but- that they be subject to reporting objectives set out in
3.34 and associated provistons regarding the use of acerual
accounting.

In these circumstances AASY, AASS, AAS6, AASS, AAS9, TAS7 and
IAS13 should apply, Guidance as to acceptable practices could
be expected to be drawn largely from Statement of Position
78-10.

COMMODITY BOARDS (ADVISORY/RESEARCH)

6.57

6.58

6.59

OTHER
6.60

6.61

These comprise bodies listed in Category 3.1 of Exhibit 5.2.
In addition to the three bodies shown there as publishing
financial statements there are numerous 8624 trust accounts
(financed by levies) which support primary industry research.
These trust accounts have not been included in this review.

Two of the three bodies included in this category presently
report on an accrual basis, the other on a cash basis., Assets
and transactions of all bodies are relatively small.
Nevertheless the working party sees no reason why these bodies
should report on any basis other than full acerual - the
general reporting objectives set out in 3.3% would not in
these ocases by achieved by other methods of reporting.

In line with the approach adopted for other authorities it is
pecomsended that these bodies be subject to the provisions of
AASH, AASS, AAS6, AASB, AAS9, TAST, IAS9 and IAS13. Guidance
as_to acoeptable acoounting practices may also, if required be

obtained from SFASS5 (Contingencies) and SFAS34 (Capitalization
of Interest Cost).

ADVISORY/RESEARCH BODIES

These comprise bodies listed in Category 3.2 of Exhibit 5.2.
Included in this group are several very large organisations
which report solely on a cash basis, certain which utilize a
hybrid of cash and acorual accounting and others on a modified
accrual basis, None would seem sufficiently minor that cash
based statements could reasonably be considered to achieve
reporting objectives set down in 3.34,

By comparison with local and overseas counterparts the quality
of financial reporting in this group is rather poor. The
United Kingdom Atomic Energy Authority and the Standards
Assoclation of Australia, to mention but two examples, both
produce financlal statements on a full acorual basis. There
would sesm to be no evidence to suggest that the public needs
to know less about the financlal position and transactions of
semi-autonomous Commonwealth bodies engaged in research type
activities than it does about other undertakings. To the
contrary where large amounts of public funds are handled at
arms length to the central government there would seem to be
added reason to require that the quality of financial
management exercised by such bodies be made apparent.
Estimates and cash based historical reports do not do that.
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6,62 Accordingly the working party recomiends that these bodies

BANKING AND LENDING INSTITUTIONS

6.63

6.6

6.65

6.66

6.67

should report on a full acorusl buis! observing the
requirements of AASH, AASS, AASD, AASS, AASG, IAST, TAS9 and
IAS13. Guidance on scceptable accounting practices may be
obtained from SFASS, SFAS3YW and Statement of Position 78-10.

Banks

The central issue in the financial reporting of banks is
whether they should fall outside normal accounting
conventions, and to what degree they should be treated
differently from other entities.

The form of Australian trading and savings banks‘' published
financial statements is prescribed in the Banking Aot 1959.
In complying with legislative requirements in. relation to
published financial statements (ie Banking Aot 1959 and
Commonwealth Banks Act 1959), banks are exempt from the
relevant Companies Act provisions,

The prescribed forms for reporting are currently being
reviewed; this review appears to be proceeding on the basis
that the banking institutions will not be required to disclose
publioly the levels of, and appropriations to, provisions for
bad and doubtful debts. The banking industry feels that this
disclosure would be undesirable because of what they perceive
as probable implications for the stability of the banking,
systew.

‘The working party cannot support the practice of each bank.
making an undisclosed provision for bad and doubtful debta
befors striking its operating profit. The working party
considers that it is important that as well as disclosing the
basis on which provision for loan losses is made, statements
ought to diaclose movements in. the provision and the amount of
the provision at the balance sheet date. These measures are
necessary te give a proper understanding of the impact which
loan losses can have on the results of a bank and its
financial position.

The banking industry have traditionally resisted disolosure in
two other areas:

(a) interest paid; and
(b) provislons for long service leave. 1
i

The industry argues that Companies Act's requirements are not
tailored to banking companies. Howaver although interest paid
is a major item of banka"emenditure. the same can be said for
other financial intermediaries who are required to disclose

this information. There is ample overseas precedent where
"interest paid" is disclosed by banks in UK, USA and Canada.
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6,68

6,70

6.7

6.72

6.73

Disclosure could aid efficiency in. financing; and it would
make banks' profit and loss statements more meaningful, Banks
in the UK, US and Canada disclose this information in their
accounta, which generally contain more detail regarding income
and expenditure than do local banks,

As a general principle the preferred disclosure by banks
Bhould be on the same basis as other Companies required to
prepare accounts under the provisions of the Companies Act,
including information relating to bad and doubtful debts.
Disclosure by the banks on the same basia as other companies
Should be regarded as desirable in principle, and departures
from it should be permitted to occur only when there is an
overwhelning case for doing so.

One such case is the Ycurrent: non-current® distinction for
assets and liabilities. The working party believes that this
lack of segregation is appropriate in view of the nature of a
bank's assets and liabilities. Except for bank premiaes and
equipment, the assets and liabilities are generally not
susceptible to the "current: nonecurrent” classification. It
is the working party's view that assets and liabilitles should
be listed in their approximate order of liquidity.

The "general principle® developed in 6.69 has been a pervasive
consideration in determining the atandards for banks. As well
as complying with the proposed General Accounting Standard the
following standards and recommended accounting practices are
seen to be applicable to banks:

(a) Ninth Schedule of the Companies Acts

(b) Australian Accounting Standards ie AAS1, AASH - AAS6,
AAS8 and AAS9.

(e) Recommended "Guides to Accepted Accounting Practices',

(1) SFAS 5, T, 13, 14, 34
(ii)  AICPA Industry Guide: ™"Audit of Banks"

The financial statements considered appropriate for banks are:

. Balance Sheet
. Profit and Loss
. Changes in Financial Pomition

Borrowing Corporations

The acoounts of borrowing corporations (and guarantor
gorporations) incorporated in a State or Territory must comply
with the general requirements of the Companies Aot (including
the Ninth Schadule). The balance sheet, by way of additional
disclosure, must. inolude a schedule setting out separately
estimates of the amounts payable by, and the dsbts payable to,
the company:
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(1) not later than 2 years;
(44) later than 2 years tut not later than 5 years; and
(111) 1later than 5 years, after the end of the financial year.

6.7% A borrowing corpdration that haa issued debenturss must
prepare half yearly accounts and lodge thes with the
Commission and the trustee for dsbenture holders. The
half-yearly sccounts should comply with the general
requirements of the Act but they need not be audited
provided that written consent is obtained from the trustee.

6.75 The Act does not make specific reference to the content of the
half-yearly accounts but the NSW Commiasioner for Corporate
Affairs has indicated that the most appropriate comparative
frigures would be:

(1)  in the halfeyearly balance shest - the balance at the
end of the corresponding half year in the preceding
financial year; and

(14} in the half year Profit and Loss Stateent - the
results of the corresponding 6 months in the preceding
financial year,

6.76 The working party believes that borrowing corporations, in
addition to the legal requirements detailed above, ahould
conform to the standards and recommended aocounting practices
for Catsgory 4. (Ses 5,5-5.9), The AICPA Industry Audit
Guides "Audits of Finance Companies” is. oited as a "Guide to
Accepted Accounting Practice”.

MINICIPAL ACTIVITIES
6,77 These comprise bodies listed in Category 6 of Exhibit 5.2.

6,78 Canberra's municipal accounts were intended to portray
expenditure and revenue associated with the provision of
munioipal services, water supply and sewerage services,
Amounts shown in the accounts are derived from financial
records of those Commcnwealth Departments and the National
Capital Development Commission which provide munioipal
services,

6.79 Problems of a practical and conceptual nature beset the
present accounts. These stem mainly from the lack of a
clearly defined legal or cperational entity, Canberra is, of
course, not legally a municipality, although the accounts are
drawn up as though it 13 in order to obtain some comparison
with other bodies. Several Commonwealth agencies are involved
in providing "municipal services”, however esch of these s
significant other activities of a non-municipal type. This
gives rise to particularly difficult problems of cost
colleotion and cost apportionment, Much of data contained in
the accounts i3 necessarily subjective giving rise to a
general oriticim of the current arrangements that they are
unable to produce "true" acarual based data that will allow
the determination of total organisational expenses or costs by
functions or activity.
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While differing environmental factors prevent the United
States accounting methods to be readily transposed to the
Australian context, some themes developed in the AICPA
Industry Guide can provide the basis of an interim. standard.
The working party prefers the concept of an interim standard
because this is one area where more work should be done than
was possible in the present exercise.

The working party developed a basic model for Canberra's
Munioipal Activities (Exhibit 6.1).

EXHIBIT 6.1

[AUSTRALIAN CAPITAL. TERRITORY

Included in Included Elsewhere

Category 6 eg ACT Eleotricity
Authority Canberra
Theatre )

6.1 6.2
Munieipal Accounta Other Self Contained
Municipal Entities

!
I 1

] 1 [
Municipa Water Seweragel |Canberraj | |Showground| [ACT Sohools
Services Supply Services| !Cemetery | |Trust Authority
Truat '

ACT Transport ‘
Trust

I—-{G.s Municipal Bodies Other than Ac‘l‘l

The model was derived from the fund concept of municipal
accounting used in the United ‘States. It must be stressed
however that the working party is not advccating fund
accounting as such (see paras 7.2-7.8) but rather aligning ACT
municipal activities with the funotions of the various funds
with the aim of adopting (where possible) relevant standards
applicable to each fund. 119



6.82

6.83

6.85

6.86

Entities shown above in the "Included Elsewhere” sub-category
are similar to those activities grouped under the AICPA's,
"Enterprise Fund®, ie self-supporting activities of a
municipality which render services on a user~charge basls,
These entities would normally appear in category 1.1 of the
General Classification Model and be subject to. full acorual
accounting.

Activities in Category 6 are similar to those activities
grouped under the AICPA's "General Fund", "Special Revenue
Fund" and "Special Assessment Fund". The distinguishing
characteristic of entries classified under the Special Revenue
Fund is that most of the revenue involved in the operatiom
comes from rates as opposed to the Enterprise Fund where
revenues are derived from direct charges.

The following relationships have been developed:
(a)  Munloipal Accounts

(1) Municipal Services « General Fund
- Special Assessaent Fund

(11) Water Supply - Special Revenue Fund
(1ii) Sewerage Services =~ Special Revenue Fund

(v) Other Self-Contained Activities

This sub-category comprises separate discernible entities that
provide specific municipal services. Some activities may
charge users for services. provided but a significant part of
their revenue comes from the Budget.

Accounting Basis

As an interim measure the working party considers that
sub-category 6.1 should adopt a cash accounting convention.
The working party feels that the present notional accounts do
not mest the criteria of relevance and factuality., Clearly,
meaningful acerual based accounts are impractical at this
stage and in any event, the AICPA Guide only recommends a
modified acorual system for this category together with the
optional disclosure of assets other than buildings (including
depreciation thereon).

As a general principle sub-category 6,2 should adopt a full
accrual basis as there are identifiable entities from which
relevant and factual data can be produced. Prinoipal
financial statements required for adequate reporting of
overall mmicipal finances are shown in Exhibit 6.2.
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EXHIBIT 6.2

RECEIPTS/ INCOME/ BALANCE FUNDS. STATEMENT
PAYMENTS EXPENDITURE SHEET  STATEMENT OF CAPITAL

EXPENDITURE
Category 6.1
(1) Mumicipal X X
(11) Water X X
(1i1) Sewerage X X
Category 6.2 X ) ¢ X
Category 6.3 X

_/

)

6.87

Accounting Standards

The working party considers the following standards should
apply to Category 6.

(a)

(v)

(c)

Sub~Category 6.1

(1) The disclosure requirements of the General
Standard

(44) The Australian Accounting Standards: AASS,
AAS6, AASS

Sub-Category 6.2
(1) The General Accounting Standard

(i1)  Australian Aocounting Standards: AAS2, AASS,
AASG, AASS, AASY.

(111) International Accounting Standards: IAS7
(iv) Recommended Guides (US Standards) SFASS, SFAS34

Sub~category 6.3 - As for 6.1
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CHAPTER 7 - SPECIAL ISSUES IN ACCOUNTING FOR COMMONWEALTH

7.1

UNDERTAKINGS

In dealing with reporting .requirements for various categories
of undertakings a number of issues, common to ssveral types of
entity, were ldentified where customary practices seemed
deficient., These concerned:

. Fund accounting.

. Tax effect accounting.

. Accounting for pesources supplied/owned by other
parties,

. Annual reporting by bodies predominantly financed from
the Budget.

This chapter examines each problem area and possible
solutions, providing recommendations which are consistent with
reporting objectives established in Chapter 3.

FUND ACCOUNTING

7.2

7.3

7.4

7.5

The United States National Council on Governmental Accounting
{NCGA) Statement 1 asserts that:

"Governmental accounting systems should be organized
and operated on a fund basis"

A similar approach is endorsed in the various AICPA statements
for non~business entities.

The NCGA defines a fund as:

"a fiscal and accounting entity with a self balancing
aet of accounts recording costs and other financial
resources, together with all related liabilities and
residual equities or balances, and changes therein,
which are segregated for the purpose of carrying on
specific activities or attaining certain objectives in
accordance with special regulations, restrictions or
limitations."

Typically a fund is an accounting abstraction rather than a
legal entity (although funds, of course, may be established as
such). Fund accounting reports focus on discrate aspects of
an organization's affairs rather than on the totality of
operations., Concepts of revenue and expense tend to differ
from that usually encountered in so called "commeroial?
accounting. Flows to and from funds are frequently matters of
management discretion rather than legal nacessity.

Both NCGA and AICPA pronouncements endorss the use of multiple
funds in the accounts of non-profit and Government entities.
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7.6

7.7

7.8

These are reported in financial statesents in a colusnar
format which permits aggregation to show overall effects.
With the exception of Trust and Agency Funds (which reflect
legal obligaticns) nons of the eight types of funds espoused
by the NCGA seems appropriate for use in. Commonwealth
undertakings. However where fund accounting is necessitated
by legal requirsments the working party considers that the
"restricted/unrestricted” categories provided as an
alternative in SOP78-10 should be used.

The working party's principal objection to multiple fund
accounting can be summed up in the words of an American
conmentator:

"A person familiar only with commercial accounting may
find fund accounting a bewildering experience. Instead
of one set of financial reports covering the entire
entity, there are separate reports for each fund...
The rationale for segregating funds in this manner is
to assure that specific sources of funds will be used
to finance specific governmental activities. This may
be well suited for internal control and accountability
on a custodial basis; however, it does not provide an
overall view of fund flows. Fund accounting is so
fragmented that it di ages comprehension by
external users of financial reports." (46)

If statements are to consist of relevant, faotual data it is
imperative that they be restricted to essentials (so that the
reader may readily grasp what they report) and that they not
mislead by inducing the reader to think of managerial
appropriations as expenses in the conventional sense.
Multicolumnar fund reports commit both errors and are not
considered suitable for use in C 1th undertakings.

Where funds exiat by legal requirement the working party
recommends that they be reported as follows:

. Funds vesting in the reporting body which are subject
to restrictions on use should appear separately in the
balance sheet ldentified as "Restriocted Funds". A
supplementary statement setting out transactions in
"Reatrioted Funds" during the reporting period should
also be provided.

. Funds held on a trustee and/or agenoy basis should be
reported in a supplementary statement to the accounts
as "trust and agency funds", except where. conditions of
trust. deeds or commercial. privacy prohibit it.
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TAX-EFFECT ACCOUNTING

7.9

7.10

7.12

AfS3 requires the use of the "liability method of tax-effect
accounting” by businesses. The method assumes that a
liability for future income taxes arises whenaver tax rules
allow deductions at a faster rate than the business charges in
calculating pre-tax accounting profit or when those rules
bring in revenues at a later date than when the. business
credits them to the profit and loss acoount.

The efficacy of this technique as applied to the accounts of
companies in the private sector has been repudiated by the NSW
Government's Accounting Standards Review Committee on the
following grounds:

B The "deferred tax - liability" computed is not noneys
owed to anyons, henoce cannot be considered a liability.

. It is not necesasarily recoverabls at a future date.
(If the business fails to make profits in future
periods or tax laws are changed).

. At best "dsferrad-tax" is a contingent liability, other
contingent liabllities are shown in notes not on the
face of the statements,

. The method is contrary to basic "acerual conoepts®,
Companies having no taxable income pay no tax for the
year in question, yet they have to pay other expenses
that "accrue",

. Income tax cannot be "matched" with particular revenues
as AAS3 assumes since it is calculated on taxable
income in aggregate, Deferral of expense racognition
(or the converse) is then invalid.

. Deferred~-tax liability included in accounta distorta
relationships by showing a non-existent 1llability.

In the context of CommonWwealth undertakinga the use of
tax-effect acoounting poses further problems. Where the
taxing authority and owner are, for practical. purposes, one
and the same, can tax-effect accounting be considered a valid
means for achieving basic reporting objectives? Will the
technique permit the caloulation of resources available to an
etity, its solvenoy and "costs" of operations in a true and
fair manner? Do figures so derivad provide a satisfactory
basis for decisions about the reduction on supplementation of
national resources invested in the reporting body?

Even if no doubt exists as to the likelihood of deferred-tax
liability being paid, the Commonwealth is in the speolal
position as a "shareholder" of allowing its undertakings to
retain funds on the supposition that they will later pay thea
as taxes. While it could be claimed that trading bodies
should have acoess to funds on a basis similar to their
private sector counterparts and be permitted to use tax-effect
accounting, a strong case exists to the contrary,
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7.13

7.4

7.15

7.16

7.17

If the assumptions of a body recording a deferred-tax
1liability work out in practice it will have the use of funds
for an indefinite period while that liability is gradually
extinguished by the payment of tax. If, as American evidence
suggests, those assusptions are unlikely to be realised, the
body will have succeeded in creating a substantial reserve.
Under either condition a situation could arise where bodies
are accused of oconcealing the real nature of financing
arrangestents or even that consumers are being called on to pay
unnecessarily high prices while the undertaking supplying them
fuaxes fat".

When the matter of Future Tax Benefits is considered the
probles takes on a more curious aspect. If reported profits
are inoreased by the amount of tax benefit expected in future
periods the undertaking is, effectively, anticipating revenues
from the Commonwealth. A result of this is that the
Commonwealth is likely to seek a greater dividend at the
present time. Should that future benefit not be realised the
Commonwealth will not (knowingly) make good the apparent
shortfall in finances.

In consequence tax-effect accounting, in certain circumstances
oould act to the detriment of some Commonwealth undertalkings
and to the advantage of others. Funds could be withdrawn from
an undercapitalised body or allowed to remain with an
overcapitalised body, to the taxpayer's disadvantage in both.
cases. The likelihood of such ocourrences can be gauged to a
limited extent from research undertaken by one of the "Big
Eight" accounting firms.

A study by Price Waterhouse & Co of tax-effeot accounting in
the USA concluded that:

"The only realistic justification for reducing income
by charges for hypothetical income taxes is the
statistical probability that there will be a payback."
(43)

Covering 1954-1965, a period of general economic growth
interrupted by three minor recessions, the study established
that of 100 major corporations surveysd, 98% of charges made
agalnst income for "deferred tax" did not have to be paid out
in cash.

In the light of these conalderations the working party
undertook an exploratory study of tax-effect accounting in the
Commonwealth sphere. This siowed that only six of the major
authorities and C 1lth owned ies ilable to pay
income tax were, in fact, using tax-effeot accounting. During
the past five years total future tax benefits claimed by these
bodies have tended to be balanced by total deferred tax
liabilities. 1In 1979 however aggregate deferred tax
1labilities did exceed aggregate future tax benefits by $48.7
million.
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7.18

The magnitude of sums involved and the possibility of the
emergence of an upward trend lead the working party to

pecommend that a detailed appraisal of the particulsr
implications of the use of tax-effect accounting by

Commonwealth bodies be undertaken.

RESOURCES USED BUT NOT OWNED

7.19

7.21

7.22

Reference to situations where reporting entities utilise but
do not own. or finance significant resources has already been
nade in paragraphs 6.40-6./i2 in relation to cultural bodies.
The problem is not restricted to that category alone, but
exists elsewhere, notably in the municipal sphere®,

Where significant resources are provided free of charge by
ovher Commonwealth agencies to an entity the general reporting
objectives set down in paragraph 3.34 require that they be
disclosed to indicate the overall cost of operations of that
body and its real resource base. In order to indicate
solvency and to indicate that part of the operations/capital
base of an entity for which its management is legally
responsible it is necessary to clearly distinguish between
information relating to each of these objectives.

The working partly considers that this may most conveniently
be achieved by use of footnotes or supplementary statements
indioating the level of support provided free of charge. It
is recommended that such notes or statements indicate

Separately assets provided in support and expenditures made on
behalf of the reporting entity where material,

Ihe following oriteria for judging materiality are suggested.

Assets or expenditures should be disclosed where:

{a) the current value of assets provided squals, or,
exceads 5% of the written down value of the assets
actually owned by the reporting body or $100,000,
whichever is the less; or,

(b) the amount of expenditure undertaken in direct support
of an entity equals or exceeds 5% of the total expenses
inocurred by the entity in ita own right, or, $10,000
whichever is the greater.

Equipment supplied by the armed services to Department of
Productivity faotories 13 an example from the "commercial™
arena,

126

7.23

Thess criteria are based on consideration of the relevance of
information provided and the tolerance for error inherent in
caloulations. To avoid possible attespts at circumventing
these requirements by paying nominal charges to suppliers 1t
is recommended that the following provision apply:

"Assets will be deemed to be provided "free of charge'
when. subject to "peppercorn rentals® or to other
charges not reflecting the substantial economic value
of support. received”.

ACCRUAL REPORTING BY BODIES PREDOMINANTLY PINANCED FROM THE BUDGET

T4

7.26

7.27

Where an undertaking is financed primarily from tha Budget
preparation of financial statements which simply mimic
commercial practice may be potentially misleading. both in
relation to the cost of operations of an entity and the
taxpayer's capital investment,

Prudent management of Commonwealth funds entails minimizing
cash balances held by authorities and they are intended to
receive in a reporting period only what they will actually pay
out, Accrual accounting howsver measures expenses on the
basis of the obligations inourred during that period, making '
provisions for depreciation, long service leave and other
expenses incurred but not pald and also recognizing goods and
services received but not paild for. Matching of expenses with
revenues automatically leads to the ocaloulation of a deficit.

Although that deficit actually represents the unfunded portion
of the taxpayerdoverall liability, it may readily be confuse
the lay reader of the financial statements by signalling an
apparent failure on the part of an undertaking's management to
live within its means. This possibility is enhanced by using
private sector terms to describe atatements prepared. Many
olubs and asscciations prepare income and expenditure
statements, when thess statements show deficits members have
legitimate grounds for concern; the same conoern ia not
usually justified in the case of Commonwealth. bodies largely
funded from the Budget.

To avoid potential, although unintended, deception. two options
ars available:

. to discard accrual accounting altogether for this group
of bodies; or

. to give reports relating to the transactions of this
group a diastinotive title and format,

The first option would involve discarding the basic objectives
of reporting setdown in paragraph 3.34 and ia conaidered
wnacceptable. The working party recommends that the second
approach be taken,
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7.28

7.29

7.30

7.31

This will involve retitling accrualu/bued transactions
statements for this group (where presently in use theae are
generally called "Income and Expenditure’'Statements") as a
"Statement of Activity™, It would also involve rearpangenent
of the format of that statement so that major "non-cash®
expenses are separated from these for which funds have been
provided, The title "Statement of Activity" is one among
several suggested by the AICPA for the accounts of non-profit
bodies® and is not, to our knowledge, in use in Australia. As
such it seenma eminently suitable for our purposes,

Exhibits 7.1 and 7.2 provide a. simple {llustration of what is
entailed in the changeover for the statements of a
hypothetioal body. Exhibit 7.1 indicates what is typical
under present arrangements whereby such bodies prepare an
income and expenditure statement (excluding deprasciation
charges). Exhibit 7.2 indicates disclosures achieved by
Statement. of Activity.

It should be noted that whers the cost of aignificant goods
and services has been acorued as an expense which is intended
to be met from funda to be appropriated for the following year
8 separate provision has been shown. This would not normally
be done for run of the mill, end~of-year aceruals but could be
necessary whers, for instance, a major back dated pay-rise has
been granted.

Both Exhibit 7.1 and Exhibit 7.2 make reference to a Statement
of Capital Accumulation. These are presently used by a number
of non~trading bodies to facilitate the preparation of a
balance sheet and to disoclose the substantive nature of
changes in capital structure. The residual equity item
(entitled "Capital Accumulation Account") contained in the
balance sheet 1s usually cross referenced to a footnots or
supplementary statement which sets out:

. the balance of the mccount brought forward;

. the olasses of fixed assets on which capital funds
appropriated for that year have bsen spent;

Other titles suggested by the AICPA tend to be rather prolix
eg "Statement of Support, Revenue, Expense, Capital Additions
and Changes in Fund Balances" (10),
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( EXHIBIT 7.1 T
RARE CBJECTS RESTORATION TRUST
INCOME AND EXPENDITURE STATEMENT FOR Y/E 30.6.79
INOOME $ $
Parliamentary Appropriations 5,000,000
less transfers to Capital Accumulation 3,400,000 1,600,000
Donations & Misc Income 80,000
Total Income 1,680,000
EXPENDITURE
Salaries 650,000
Travel & Subsistence 80,000
Provision for Long Service Leave 928'838
Other Expenses (listed) N
Total EZxpenditure 1,720,000
Deficit transferred to Capital Accumulation. 40,000
Note: In accordance with accounting practices for
non-profit bodies depreciation charges have _)
\_ not been included in this statement.
7/ EXRIBIT 7.2 ™
RARE OBJECTS RESTORATION TRUST
STATEMENT OF ACTIVITY FOR Y/E 30.6.79
REVENUE
Parliamentary Appropriation 5,000, 000
less tranafera to Capital Accumulation 3,400,000 1,6!;(()),(0323
Donations & Misc Income.
Total Operating Revenue 1 ,350,000
EXPENSES $ $
Salaries 628,832
Travel & Subsistence B
Other Expenses (listed) 948,000 1,678,000
Excess of Revenues over Current Expenses 2,000
Provialons and Other Unfunded Charges
Depreciation of Exhaustible assets 20,000
Provision for Long Service Leave 30,000
Other Unfunded Acoruals 12,000 62,000
Unfunded Liability transferred to Capital
Acoumulation 60,000
\_ -/
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. other capital acoretions (gifts, transfers etc);
. the surplus/deficit transferred from operations;
. the closing balance of the account.

7.32 The Capital Accumulation Statement is particularly helpful in

discloaing capital spending. The account readily indicates
whether or not funds intended for acquisition. of capital
assets purposes have been so used. However much if not all of
the information contained in this statement oould be disclosed
in a Statement of Changes in Financial Position of appropriate
design. As a result the working party recommends that
non-trading bodies bu required: to prepare a balance sheet and
tatement of Capital Accumulation (whether as a footnote or
Suppleamentary statement) except where identiocal or superior

disclosure is achieved by the Statement of Changes in
Financial Positions.
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CHAPTER 8 IMPLEMENTATION OF THE GUIDELINES - SOME IMPLYCATIONS

8.1 To quote E,L. Normanton® "A concluding chapter is a hazard
for both reader and writer. For the reader because he may be
sorely tempted to read this chapter alone, in the hope that it
will tell him everything of importance that has gone before
.e» for the writer because, foreseeing the temptation to which
his reader will be exposed, he may produce a final chapter
which summarises the rest of his book, and might at a pinch
serve as a substitute for 1t."

8.2 This chapter provides neither substitute nor summary but deals
with a number of matters which, although only marginally
within the terma of reference of the working party, are
essential to a balanced appraisal of the proposals advanced.
In particular these concern the practlcalities of
implementation and the mechanics of maintaining a set of
guidelines. which continuously reflect contemporary accounting
standards,

EXTENT OF CHANGES PROPOSED

8,3 In assessing the viability of the recommended guidelines the
principal concern is with the nature and extent of change
proposed. Changes resulting from the implementation of the
guidelines may broadly be oategorised in terms of undertakings
affected and technical complexity as follows:

(a) introduction of a Statement of Changes in Financial
Position affecting all but the smallest entities (where
cash based statemenhs meet reporting objectives);

{b) major changes to accountlng practices ranging from
conversion from cash to accrual accounting, to the
introduction of depreciation charges in accounts
presently prepared on a "modified - accrual" basis;

(a) minor changes involving simply rearrangements of
financial statements (eg introducing the Statement of
Aotivity approach) and tecinical changes to accounting
methods in order to conform to standards and "Guides to
Accepted Accounting Practice".

8,4 Exhibit 8.1 gives a capsule summary of the changes required
following the adoption of the Guidelines. The introduction of
a Statement of Changes in Financlal Posfition will affect
nearly all undertakings - where entities are preparing
accounts on an accrual basis it 1s assumed that sufficlent
data will be available to prepare this statement with minimum
additional effort. For those undertakings not using accrual
accounting, the preparation of a Statement of Changes in
Financial Position becomes an issue secondary to the general
requirements that statements be prepared on a full acerual
basis.

:ggghe Accountability and Audit of Govertnments", Manchester, MUP,
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EXHIBIT 8.1

OVERVIEW OF CHANGES RESULTING FAOM GUIDELINES

EXHIBIT 8.2

UNDERTAKINGS, PRIMA FACIE, REQUIRED TO CONVERT PROM CASH TO ACCRUAL
Aboriginal Land Fund Commission

ACT 3chools Authority

Albury=-Wodonga Development Corporation

ABC

Capital Territory Health Comaission

C3IRO

National Library

Repatriation Comaission
Services Canteens Trust Fund

CATEGORY [+3] OTHER CHANGES APPROXIMATE
PINANCIAL NO CHANGE MAJOR CHANGE NUMBER IN
POSITION  MINOR CHANGE CATEGORY

1.1 x x 39

1.2 x x 1

2.1 x x (a) ]

2.2 x x(b) 3

2.3 x x(c) 1

2.4 x x(d) 6

2.5 x x 4

2.6 x x 5

2.7 x x(e) 13

3.1 x x 3

3.2 x x 1"

L] x x 24

5 x x(f) 1"

6.1 x 1

6.2 x x. 5

6.3 X 3

(a) deprecistion;

(b)  full acorual accounting plus depreciation on exhaustible
assets;

() full accrual accounting, disclose all fixed assets and
depreciation thereon;

(d) full acorual accounting; depreciation on exhaustible assets
plus disclosurs, by way of note, for services provided free of
charge;

(e) case by case basis;

{f) banks - comply with the Ninth Soheduls.

8.5 Undertakings not presently preparing full acorual accounts

range from those totally cash based (see Exhibit 8.2) to those
which prepare acorual type statements but exclwde depreciation
changes. In between. i5 a spectrum of bodies that provide a
Statement of Receipts and Payments plus varying degrees of
information relating to assets and liabilities (see

Exhibit 8,3).

8,6 Clearly, adoption of tne guidelines will require extensive
changes for entities listed in Exhibit 8.2; this affects some
very large undertakinga. Whether or not those bodies have
accounting systems (and records) to service acerual based
statements 1s not inown. In any event, implementation of the
guidelines may require & gradual approach where the upgrading
of data collection systems is phased in over a number of years.

8.7 Leas extensive changes would be required in respeat of the 2%
bodies listed in Exhibit 8,3. Thess presently disclose a
variety of information relating to assets and liabilities and
seeningly have records which could be upgraded to service
acorual based statements. At least two bodies are actively
moving towards the produstion of full acerual atatemants.
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EXHIBIT 8.3

UNDERTAKINGS PRESENTING ASSETS/LIABILITIES INFORMATION IN ADDITION
TO RECEIPTS AND PAYMERTS

{¥indicates presently moving towarda full acorual)

Albury~Wodonga Development Corporation
Anglo-Australian Telescope Board

Australian Apple and Pear Corporation. (non-trading activities)
Auatralian Atomic Energy Commiasion®
Australian Film Comolasion (speclal aotivities)
Australian Heritage Commission

Australisn Institute of Aboriginal Studies
Australian Institute of Multicultural Affairs
Australian Institute of Criminology
Auatralian Institute of Marine Science
Australian Tourist Commission®

Australian War Memorial Fund

Crininology Research Council

Defence Forces Retirement Benefits Board
National Parks and Wildlife Service

Great Barrier Reef Marine Park Authority

Law Reform Commission

Legialative Drafting Institute

National Capital Development Commisaion
Parliament House Construction Authority
Snovy Mountaina Hydre Eleatric Authority
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8.8 Major changes affecting the remaining 28 bodies shown in the
fourth column of Exhibit 8.1 relate mainly to depreciation and
the disclosure of services/reacurces provided free of charge.
Neither would sesz to pose particular problems in terss of'
data collection and processing.

CONTINUOUS UPDATING OF GUIDELINES

8.9 Extensive ressarch i{s presently being undertaken under the
sponscrahip of the professional accounting bodies which oan be
expacted to result in the iasus of numerous acoounting
standards in ooming years. Not all of those standards will be
equally appliosbls to all Coamonwealth undertakings,
conssquently there i3 a need, if a consistent framework of
accounting practices is to be maintained, to devise a
mechanism whereby Guidelines may be oontinously updated.

8.10 The working party considers that the most appropriats means of
doing this 13 for the presmt Audit/Finance Steering Committee
to continue in existence with a mandate to review
professionally issued standards in terms of' their ability to
achleve, in the Commonwealth context, the raporting objectives.
established in 3.34 and to modify Guidelines accordingly.

8,11 The funotions of the continuing Stesring Committee could
include:

{a) allocating new undertakings to appropriate categories
within Exhibit 5.2 and amending the olassifioation of
bodies as conditions changed;

(v) examining and endorsing the applioability to
Commonwealth entities of professional accounting
standards;

(o) commissioning research into significant aspects of
accounting practice not adequately covered by AARF
programs; and

(d) co=ordination of Audit/Finance participation in the
development activities of ARF, particularly in the
area of Exposure Drafts,

THE PREPARATION OF GROSSLY QUT OF DATE FINANCIAL STATEMENTS

8.12 The Third Report of the Senate Standing Coamittes on Finance
and Government Operations Inquiry into Statutory Authorities
of the Commonwealth. (page 61) 1ists a number of wdertakings
that have encountered dslays in presenting reports to
Parliament. Informaticn that is not tizmely has limited use in
making economic decisions and, at worst, may have only
historical value to information evalustors (of 4.11).
Clearly, financial stataments prepared 2 or 3 years after the
close of the reporting period deprive Parlianet and the
public of infortation needed to evaluate an. entity's
performance, in addition suwoh statements fail to mest the
relevance requirement for objeotives developed in 3.34.
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8.13

As a general prinoipie the working party considers that the
mafor effort should be devoted to preparing the ourrent year's
financial statements (the most relevant) and those grossly
delinquent statements should be prepared in the most expedient
nanner,

Adoption of this principle may require the Minister for
Finance to approve a modified foram of statements for
delinquent statements and' comparative figures would not be
available for the current year's statements. A further
oconstraint is the probability of an adverse report from the
Auditor-General. However, on balance the working party
believes that statementa too far removed from the period they
report on are of limited use and not worth the resources
needed to produce them. The Third Report of the Senate
Committee on Finance and Government Operations addresses the
problem regarding the value of out of date information and
puts forward the concept of an interim report with draft
finanoial statements ~ the danger here is that the final
statements may not bear an isomorphic relationship to the
draft set, thus further impeding the information evaluators
efforts,

CONCLUSTON

8.15

The working party believes that the guidelines developed as a

result of this study are both practical and viable, Clearly,

in the limited time allocated to this project some issues were
raised but no rigorous examination was poasible - those areas

are racommended for further study.
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Al Specific Objectives For Financial Statements
A9 Accounting Standards Generally

A10  Quality Bequirements For All Financial Statements
PROPOSED GUIDELINES FOR THE FORM AND STANDARD OF FINANCIAL A4 A General Accounting Standard
STATEMENTS OF COMMONWEALTH UNDERTAKINGS

A5 Nature and Content of Finanoial Statements
This draft is issued for consideration by Commonwealth statutory
authorities and other interested persons. It has been prepared by a 1lities
Joint working party drawn from the Department of Finance and A24  Valuation and Presentation of Liab
Auditor-General’s Office and should be read in conjunction with the

working party'a report.

A21  Valuation of Assets

A26  Reserves and Provisions
The draft Guidelines provide a recommended poliocy statement i 429 Resources Provided Free of Charge
regarding objectives of financial statements and associated

accounting practices. Comments are invited on the proposals and

A31  Accounting Standards For Special Categories
should be addressed to:

ATTACHMENT
The Chairman Al General Accounting Standard - Items to be Disclosed Separately
Jg}"ﬁ. workins'l::radg:f} ?::2181 Statenents A2 Categorisation of Commonwealth Authorities and Undertakings
Room A301 takings
D:P:Mie""’ of Finance i A3-1 Mandatory Standards Applicable to Categories of Undertaking
CANBERRA  ACT 2600

and Types of Statements to be Produced
Comments should be forwarded so as to arrive no later than

I Dec A3-2 "Guides to Accepted Accounting Practice” for Categories of
1980, Undertakings
Practice
To facilitate evaluation of the proposed requirements, the A3-3 Guides to Accepted Acoounting
Guidelines are cross referenced by marginal notations to:
(a)

paragraphs in the joint working party's report (eg 4.20);
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(a)

provisions of Section 3C of the Offioial List Requirements of
the Australian Assoclated Stock Exchange (AASE).
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Al,

A2,

BASIC
A3,

These guidelines set out broad norms for published financial
tat ts of C 1th statutory authorities and certain
Departmental undertakings. They deal with the underlying
precepts, basic objectives and quality standards considered
necessary to meet the information needs of Parliament and
other users. They are intended to provide common objectives
for financial statements and to identify a body of sound
accounting practices which may be drawn upon for the
development of the financial statements of particular bodies
rather than enforce uniform accounting,

In designing financial statements and accounting systems which
service them it. is essential that the accountant have a clear
idea of the particular ends to be achieved by those statements
and the priorities to be served, Specific objectives for the
design of financial statements (hence of accounting systems)
are founded on broad precepts regarding the value and role

of financial reports. The information contained in reports

is subject to standards designed to facilitate the
achievement of those objectives. These guldelines

proceed by first establishing those precepts and

objectives, then setting out a General Acoounting Standard
applicable to all undertakings. Finally undertakings

are divided into broad categories which may be associated

with specific ing standards and pr t

to merve as a practical basis for the design of financial
statements and the choice of accounting techniques,

PRECEPTS

The following precepts are considered to underpin specific 3.4
objectives for financial statements. 3.6

(a) The primary function of acecounting systems is to
acoumulate and communicate information relevant to
the understanding of the aotivities of an entity.

(b) Potential users of financial statements of
Commonwealth undertakings include both the Parliament,
management and the public at large. Accounting
systems should maintain a balanoce in terms of their
ability to meet the needs of internal and external
users of reports,

(e) The interests of an undertaking's management should
not take priority over those of external user groups
where financial reports are concerned. Undertakings
are obliged to provide statements that adequately
service essential information needs of external
groups,
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SPECIPIC OBJECTIVES FOR FINANCIAL STATEMENTS

Ab,

A5,

A6,

AT,

A8,

Deriving from the basic principles listed above are specific
objectives for financial statements. In providing essential
financial information that is useful or relevant to the
needs of users in general, statements should permit the
reader to establish as & matter of fact the:

(a) cost to the taxpayer of operations of an
undertaking over the reporting period and preceding
periods;

(b) net resources currently devoted to 1its activities;
(e) solvency of the undertaking; and

(d) change in the level of net resources since the
previous reporting date and the manner in which
that change came about.

These objectives are elaborated below.

"Cost to the taxpayer® implies that the community is
regarded as. an equity holder in the reporting undertaking
and that the net effect of operations on the finanocial
position of that. undertaking should be reported on a basis
sipilar to that used for corporations in the private sector.

In reporting the level of resources used by an undertaking
the concern is to obtain a measurement of the taxpayer's
ourrent investment. This involves disclosing the extent
of property owned by the undertaking (assets) and all
amounts owing by it to othera (liabilities). It further
requires disclosure of the amount of resources in the
possession of and used by the entity but which are not
legally owned by it.

To give a "fair view" of the financial soundness of an
undertaking assets and liabilities should be categorised
in terms of their effeocts on solvency. In the case of
assats this implies categorisation acsording to relative
ease of conversion into cash (ie liquidity) or in the
case of liabilitiea according to the proximity of
repayments,

Reporting the extent and nature of changea in the level of
resources implies the disolosure of all significant
sources of finance and the use to which those funds were
put.
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ACCOUNTING STANDARDS GENERALLY

A9, Standards relate both to the quality and serviceability of 4,1-
statements generally and to inputs and processes used to 4.1
compile them. Qualities expected of all financial statements
(whatever the objective they serve), are identified below and
have been used as the basis for a General Accounting Standard
(see A14). More specific standards, of liuited application,

dealing with particular pr and ing inputs have
been Ldentified for a series of broad categories of undertakings
(see A31).

QUALITY REQUIREMENTS FOR ALL FINANCIAL STATEMENTS

A10, The fundamental quality requirement for financial statements 3.7~
is that they provide a ‘true and fair® view of the 3.9
situation or events they purport to describe. This entails
two principles, viz that they be factual and relevant,

A11. Factuality implies that: 3.8
(a) financial statements are historical records;

(b) separate observers. could agree with the
desoription of an entity contained in its
financial statements; and

(e) statements are not biased towards the interests
of particular user groups,

A12. Relevance requires that statements should contain 3.9
information essential to understanding the matter being
reported upon; information which is relevant to the needs
of users in general. Statements should neither be
cluttered with detail (of use to a few readers) nor so
brief as to leave the individual reader uninformed of
natters considered relevant to all interested. parties.

A13. Relevance implies that statements conform to other oriteria
set out in Australian Accounting Standard AAS 6 viz that

they are:
(a) Material - being concerned with information which is I,10
sufficiently significant to affect economic 4.1

evaluations or decisions (oriteria are contained
in AASS);

(b) Consistent - so that accounting policies followed are
consistent from one period to another;
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(e) Prudent - recognising the uncertainties surrounding
measurements involved in the accounting
process; and

(d) Concerned with Substance Over Form - representing
financial reality.

A GENERAL ACCOUNTING STANDARD

A4,

Financial Statements which are intended for inclusion in
annual reports of Commonwealth undertakings or which are
determined under Section 41D of the Audit Act 1901 should
conform to the General Accounting Standard comprising
paragraphs A15-A30 of these Guidelines. In addition they
should observe the requirements of specific accounting
standards. applicable to the particular category of
undertaking concerned as set out in paragraphs A31-A33
and Attachment A3.

NATURE AND CONTENT OF FINANCIAL STATEMENTS

A5,

A16.

AT,

Except where it may be demonstrated that financial
statements prepared on a cash basis are not materially
different in terms of information conveyed to readers,
statements for all undertakings shall be prepared on an
acerual basis,

In the case of companies, undertakings financed largely from
operations and banking and lending institutions atatements
shall include:

(a) A Balance Sheet;

(b) A Profit and Loss statement;

{e) A Statement of Changes in Finanoial Position;

(d) Notes to the accounts.

The statements of other bodies shall include:

(a) A Statement of Activity;

(b) A Statement of Assets and Liabilities;

(e) A Statement of Capital Accumulation (as appropriate);
(d) A Statement of Changes in Financial Position; and,
(e) Supplementary statements as required to disclose

material auxiliary activities, and resources
provided free of charge.
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A18. There shall be included in the statements (whether by way of
note or otherwise) amounts and descriptions, arranged in
classes under appropriate headings, in respect of each of
the items appearing in Attachment A1 to these guidelines.
Where the total assets of an undertaking exceed ten
million dollars amounts shown in the financial statements
may be rounded off to the nearest 1060 dollars; provided
that where an amount as a result of the round off is reduced
to zero, that amount shall be shown to the nearest dollar
by way of a note.

A19. Statements generally shall comply with the following
Australian Accounting Standards:-

(a) AASS5 Materiality in Financial Statements

(b) AAS6 Accounting Policies: Determination, Application
and Disclosure

(e) AASS Events Oceurring After Balance Date

(d) AAS9 Expenditure Carried Forward to Subsequent
Accounting Periods.

A20, 1In addition the following statements issued by the US
Finaneial Acoounting Standards Board are regarded
as authoritative "Guides to Accepted Accounting Practice";
these statements have general application.
(a) SFAS 5 "Accounting for Contingencies®
(b) SFAS 7 "Accounting for Development Stage Enterprises
{e) SFAS 13 "Accounting for Leases" (as amended)
{d) SFAS 34 "Capitalisation of Interest Cost".

VALUATION OF ASSETS

A21, Before financial statements are prepared reasonable steps
shall be taken to:

(a) cause all known bad debts to be written off and
adequate provision made for doubtful debts;

(b) ascertaln whether any current assets
(other than debtors) are unlikely to realise in the
ordinary course of operaticns their value as shown
in the accounting records and, if so, to cause:-
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4,13~
4,15

UcA
S.162
(7)(a)

Uca
S.162
(7 (v)

(1)  those assets to be written down to an amount
which they might be expected to realise; or

(i1) adeguate provision to be made for the difference

between the amount of the value as so shown and
the amount that they might be expected so to
realise; and

{e) ascertain whether any non-current asset is shown in
the bocks of the undertaking at an amount which having
regard to its value to the undertaking as a going
concern, exceeds the amount which it would have been
reasonable to spend to acquire that asset as at the
end of the financial year and (when adequate
provision for writing down that asset is not made) to
cause to be included in the accounts such information
and explanations as will prevent the financial
statement from being misleading by reason of the
overstatement of the amount of that asset.

A22. Wnere investments are quoted on any stock exchange, in
Australia or elsewhere, a separate total shall be shown
for each class of quoted investments. There shall also
be shown in respect of each such class the aggregate
quoted market values, caloulated on the officially quoted
market "buyer' price net of the prevailing transfer
costs or comuissions as at the end of the financial year.

A23. The basis of valuation of each class of non-monetary
asset shall be disclosed. Separate class totals shall
be shown for each valuation method.

VALUATION AND PRESENTATION OF LIABILITIES

A24, The amounts of liabilities shown in the financial
statements shall be the nominal amount of all liabllities
inclusive of interest acorued but unpaid as at the end
of the financial year.

A25, In respeot of each liability or contingent liability shown
in the financlal statements being a liability the payment
of which is seaured by a charge on assets of the undertaking
whether registered or unregistered, thare shall be shown
a statement that it is secured and the extent to which it
is secured, and each suoh liability or contingent liability
shall be distinguished from any other liabilities or
contingent liabilities the payment of which is not
30 seoured.
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RESERVES AND PROVISIONS

A26,

A27.

A28,

The term "Reserve" shall not be used to describe any amount
written off or retained by way of providing for depreciation,
renewal or diminution in value of assets or rstained by way
of providing. for any known liability, or any amount set aside
to counter the effect of undue fluctuations in charges for
taxation,

Where "provisions® are made for the amortisation,
depreciation or diminution in value of an asset there
shall be shown separately, by way of note or otherwise,
the gross amount of the asset, the accumulated amount of
the provision and the written down (net) amount of the
asset.

Recording of provisions shall be subject to conditions
set out in Statement of Financial Accounting Standards 5
"Accounting for Contingencies” issued by the US Financial
Accounting Standards Board,

RESQOURCES PROVIDED FREE' OF CHARGE

A29,

A30.

Subject to paragraph A30, where significant resources are
provided free of charge by other Commonwealth agencies, the
level of that support shall be disclosed in the accounts

of the recipient, either by way of note or in the form of a
supplementary statement, setting out actual amounts

(or where that is not possible estimated amounts) of
expenditure undertaken for the direct benefit of the entity
and the written down value of assets provided. in support.

The requirements. of paragraph A29 ahall apply where:

(a) the (estimated) current value of assets provided free of
charge equals or exceeds 5% of the written down value. of

assets actually cwned by the reporting entity or $100,000

whichever is the less; or

9th
Schedule
11)(a)

9th
Schedule
7(2)

T.21

{b) the (estimated) amount of expenditure undertaken in direct

support of an entity equals or exceeds 5% of the total

expenses incurred by the entity in its own right or $10,000

whichever is the greater,
Assets will be deemed to be provided "free of charge" when

subject to "peppercorn rentals® or other charges not reflecting
the substantial economic value of support received,
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ACCOUNTING STANDARDS FOR SPECIFIC CATEGORIES

A31, In addition to the General Accounting Standard financial
sta of C 1th undertakings are required to
confors to specific standards established by the accounting
profession and others which are applicable to particular
activities and types of institution. For this purpose
Commonwealth undertakings have been divided into six
broad categories:

(1) Statutory bodies predominantly financed from
operations (other than 4 and 5 below)

(2) Statutory bodies predominantly financed from the
Budget (other than 3 and 6 below)

(3) Advisory/Research bodies

) Companies.

(5)  Banks and lending inatitutions

(6)  Municipal activities

Categories and assooiated sub-categories are shown in
Attachment A2.

A32, Standards applicable to each category and, in certain cases,
pronouncements regarded as providing an authoritative guide to
accounting practice in related areas, are listed in
Attachment A3. All undertakings are subjest to the
requirements of the General Accounting Standard previously
set out in paragraphs A15-A30,

A33. Accounting standards. shall be interpreted with regard
to the obJjeotives for financial statements set out in
paragraph Al. Where there is conflict between the
requirements of specific standards referred to in
Attachments A3-1 and A3-2 and those of the General
Accounting Standard set out in these Guidelines, the
General Accounting Standard shall prevail.
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ATTACHMENT A1

GENERAL ACCOUNTING STANDARD - ITEMS TO BE DISCLOSED SEPARATELY

REVENUES

Appropriations, grants and subsidies received from the
Commonwealth.

Sales Turnover - being the groas amount of income generated
as a result of the sale by an entity of its products or the
provision by an entity of its services, less returns and
trade allowances and less duties and taxes charged separately
on sales invoices (or equivalent documents) on behalf of
third parties and accountable to third parties.

Dividends received, or due and receivable.

Interest received or due and receivable on debentures,
deposits, loans or advances.

Gains from sale of assets (other than trading stock).

Income from other sources.

EXPENSES

Operating expenses appropriately classified by function
or object (le salaries, stationery ete).

Interest paid or due and payable on debentures, deposits,
loans or advances,

Loss from sale of assets (other than trading stoock).
Depreciation and like charges.

Any amounts set aside for renewal or replacement of fixed
assets.

Bad debts written off in respect of each class of debtors
shown separately.

Any amounts set aside to a Provision for Doubtful Debts.
Amount set aside for income tax attributable to the financial

year,
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AASE

9th
Schedule
2(1)(a)

2(1)(b)

2(1)(e)
2(1)(q)

2(1)(e)

201)(5)
2(1)(n)
9th
Schedule
2(1:(4)

2(1)(9)

2(1)(k)
2(2)

. Amount set aside to any provision for income tax attributable
to a period other than the financial year.

. Any other provision.

. Amounts received or due and receivable by extermal auditor's

for auditing services.

. Emoluments received or due and receivable by full-time
directors, or commissioners.

. Emoluments received or due and receivable by other directors
or comuissioners,

TRANSFERS AND ADJUSTMENTS

. Each transfer or proposed transfer to or from a reserve.

. Opening and closing balances of each reserve and equity
account.,

ASSETS

. Cash at bank and in hand inclusive of interest acorued but

unpaid at the end of the financial year on interest
bearing bank deposits.

. Trade debtors and bills receivable (less provision. for
doubtful debts) being the sum of the amounts which, in
the light of information available on due inquiry, are
expected at the end of the financial year to be recoverable,
provided that the amount of any debt payable with interest
in instalments shall not be greater than would be accepted
in full settlement of the debt at the end of the financial
year.

. Loans. to employees.
. Other debtors.
o Government, muniocipal and other public debentures, stocks

and bonds quoted on prescribed stock exchanges in Auatralia
or elsewhere.

. Other Government, municipal and other public debenture stocks
and bonds.

. Shares. in public companies quoted on prescribed stock
exchanges.

. Shares in other companies.

. Debenture stock, bonds, notes and other securities quoted on

prescribed stock exchanges,
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. Other debenture stock, bonds, notes and securities.

. Stock on hand.

. Other inventories appropriately categorised.
. Land.
. Buildings (showing gross value, accumulated depreciation

and written down value).

. Plant (showing gross value, accumulated depreciation and
written down value).

. Furniture and Pittings (showing gross value, accumulated
depreciation and written down. value),

. Motor Vehicles (showing gross value, accumulsted
depreciation and written down value).

. Other fixed assets appropriately categorised.

. Patents and trademarks.

LIABILITIES

. Bank loans.

. Bank overdraft.

. Deber}ture stock etc constituting a charge over asseta.
. Unaee;xred debentures.

. Trade oreditors and bills payable.

. Provision for current tax liability,

. Provision for future income tax liahili!.;y.
. Provision for doubtful debts

. Other liabilities.

OTHER ITEMS BY WAY OF NOTE

. The aggregate amount, or estimated aggregate amount, and

particulars of capital expenditure contracted for, so far as

the amount has not otherwise been provided for..
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5(8)(1)
5(4)(b)
9th

Schedule
5(1)

5(4)(3)

5(2)(a)
5(2)(b)
5(2) (o)
5(2)(e)
5(2)(q)
5¢1)(1)
5(1)(1)
5¢1)(1)
5(2)(g)

9th
Schedule
5(2)(f)

The maximum amcunt, or an estimate of the maximum amount, for
which the entity could become liable in respect of other
contingent 1iabilities with appropriate particulars of these
1iabilities,

COMPARATIVE FIGURES

Except in the case of initial financial statements there shall
be shown for each item appearing in the statements the
corresponding amount for the preceding period or balance
date. If financial statements do not contain an item
ocorresponding to an item in the stat t for the pr ding
period or balance date the previous item and the amount
thereof shall be shown.
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ATTACHMENT' A2

CATEGORISATION OF COMMONWEALTH AUTHORITIES AND UNDERTAKINGS

CATEGORY 1 -~ FINANCIAL RESOURCES FROM OPERATIONS

1.1 STATUTORY AUTHORITIES AND DEPARTMENTAL UNDERTAKINGS

Australian Capital Territory
Electricity Authority

Australian Capital Territory
Forestry Trust Account

Australian Capital Territory
Rental Housing

Australian National Airlines
Commission

Australian National Railways
Commission

Australian Military Forces
Relief Trust Fund

Australian Postal Commission

Australian Services Canteens
Organisation Board of Management

Australian Telecommunications
Commission

Australian Overseas Projects
Corporation

Canberra Commercial Development
Authority

Commonwealth Serum Laboratories
Comnission

Defence Force (Papua New Guinea)
Retirement Benefits Board

Export Finance and Insurance
Corporation

Health Insurance Commission

Housing Loans Insurance
Corporation

Milk Authority of the Australian
Capital Territory

Overseas Telecommunications
Comnission (Australia) .

Pipeline Authority

Productivity - Department of -
Various undertakings -

Alrcraft Engineering, Workshop,
Pooraka

Ammunition Factory, Footscray
Australian Government Clothing
Factory, Coburg

Explosives Factory, Albion
Explosives Factory, Maribyrnong
Explosives Pactory, Mulwala

Government Aircraft Factories
Fishermens Bend and Avalon
Munitions Filling Factory

3t Marys Ordnance Factory,
Bendigo

Ordnance Factory, Maribyrnong
Small Arms Factory, Lithgow

Royal Australian Alr Force
Veterans' Residences Trust Fund

Royal Australian Air Force Welfare
Trust Fund

Royal Australian Navy Relief Trust
Fund

Services Canteens Trust Fund

Snowy Mountains Engineering
Corporation

Stevedoring Industry Finance
Committee
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CATEGORY 1.2 COMMODITY BOARDS (MARKETING)

Australian Apple and Pear
Corporation

Australian Egg Board

Australian Honey Board
- Apple and Pear Stabilisation
Pund (S62A Trust Account) Australian Meat & Livestock

Corporation

Australian Canned Fruit Sales

Promotion Committee Australian Wheat Board

Australian Canned Fruits Australian Wine Board

Corporation

= Australian Fine Wines Ltd
(the issued capital is
wholly owned by the Board)

Australian Dairy Corporation

- Asia Dairy Industries
(Hong Kong) Ltd
(the issued capital is
wholly ocwned by the -

Australian Wool Corporation

Australian Wool Testing

Corporation) Authority

- PT Australia Indonesian - Wool Certification Ltd
Milk Industries (wholly owned by the
(the Corporation owns a 50% Corporation)

interest together with a
controlling share)

Australian Dried Fruits

Corporation

CATEGORY 2 STATUTORY BODIES THAT ARE PREDOMINANTLY FINANCED FROM THE
BUDGET

CATEGORY 2.1 = EDUCATION

Australian Film & Television School Australian Trade Union Training

Australian Maritime College Canberra College of Advanced

Education
Australian National Univeraity
CATEGORY 2.2 - LIBRARIES, MUSEUM AND GALLERIES
Australian National Gallery National Library of Australia
Australian War Memorial Museum
CATEGORY 2.3 ~ HEALTH/HOSPITALS

Capital Territory Health Commission
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CATEGORY 2.4 ~ CULTURAL ORGANISATIONS

Australia Council

Australian Heritage Commission
Australian Institute of
Multicultural Affairs

CATEGORY 2.5 - PUBLIC BROADCASTING

Australian Broadeasting
Commission

Australian Broadcasting Tribunal

CATEGORY 2.6 - SUPPORT FUNCTIONS:
Aboriginal Land Fund Commission

Albury-Wod

Corporation

Devel t

Law Reform Commission

CATEGORY 2.7 - MISCELLANEOUS
Australian Tourist Commission

Director of National Parks and
Wildlife

Parliament House Construction
Authority

CATEGORY 3 ~ (ADVISORY/RESEARCH)
3.1 COMMODITY BOARDS

Australian Tobacgo Board

Fruit Industry Sugar C fon

Australia-Japan Foundation

Canberra Theatre Trust

Australian Film Commission
Special Broadcasting Service

ADMINISTRATION AND PLANNING
Legal Aid Commission (ACT)

National Capital Development
Commission

National Standards Commission
River Murray Commission

Snowy Mountains Hydro-eleotric
Authority

Australian Wine Research
Institute (wholly owned by the
Australian Wine Board being

Committee

a pany limited by guarantee
and not having a share capital)

160

3.2 OTHER

Anglo-Australian Telescope
Board

Commonwealth Scientific &
Industrial Research
Organisation

Australian Atomic Energy
Commission

Curriculum Development Centre

Australian Institute of Aboriginal
Studies

Great Barrier Reef Marine Park
Authority

Australian Institute of
Criminology

Legislative Drafting Institute

Australian Institute of Marine
Soience

Joint Coal Board

CATEGORY 4 - COMPANIES INCORPORATED UNDER STATE LEGISLATION/TERRITORY ORDINANCE

Aboriginal Arts and Crafts Coal Mines Insurance Pty Ltd

Aboriginal Hostels Pty Ltd C 1th A dation and
Catering Services Ltd

Applied Ecology Pty Ltd

Fast-Aust Pipeline Corporation
Ltd (wholly owned by the
Pipeline Authority)

AIDC Securities Limited
Southern Alloys Venture Pty Ltd
ANL Cargo Operations Pty Ltd Great Keppel Holdinga Pty Ltd

Australian National Line (UK)
Limited

Great Keppel Island Pty Ltd
Great Barrier Reef Hotel Pty Ltd

Australian Art Exhibitions
Corporation Ltd

Interscan Australia Pty Ltd

(the three companies are 100%
owned by the Australian Industry
Bingil Bay Cruises Pty Ltd' Developient. Corporation)
(the six companies are 100%
owned by the Australian
National Airlines Commission)

Keppel Investments Pty Ltd

Medibank Properties Pty Ltd
Charybdis Trust
(48% owned by the Australian Qantas Airways Ltd
National Airlines Commission. = GH Tours Limited

The trustee company is ~  Qantas Wentworth Holdings Ltd
Wanderers Paradise Pty Ltd). =  Qantair Limited
-  Wentworth Hotel Limited
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The Fawnmac Group

- Fawns and McAllan Pty Ltd

- Rotary Tableting Corporation
Pty Ltd

- Croydon Investments Pty Ltd

- Barker House Pty Ltd

Australian Bi-Centennial Authority

COMPANIES INCORPORATED UNDER STATE LA
INCLUDED IN CATEGORY 4:

CTB Nominees Limited
Travelstrength Limited
Travelstrength Services Pty Limited

(These companies are 100% owned
by the Commonwealth Banking
Corporation).

COMPANIES INCORPORATED UNDER STATE OR
CATEGORY 1.2

Asia Dairy Industries

(Hong Kong) Ltd

(the issued capital is wholly
owned by the Corporation)

PT Australia Indonesian
Milk Industries

CATEGORY 5 ~ BANKING AND LENDING
Aboriginal Loans Commission

Australian Industry Development
Corporation

Commonwealth Banking Corporation

Commonwealth Development Bank
Commonwealth Savings Bank
Commonwealth Trading Bank

CTB Nominees Limited
Travelstrength Limited
Travelstrength Services Pty Ltd
Corporation Properties Limited
CBFC Limited

- CBFC Leasing Pty Limited.
{These companies are 100% owned by
the Corporation)

Wanders Paradise Pty Ltd
{58% owned by the Australian
National Airlines Commission)

W BUT

Corporation Properties Limited
CBFC Limited
CBFC Leasing Pty Limited

OVERSEAS LAW BUT INCLUDED IN

Australian Fine Wines Ltd

Australian Wine Research
Institute

Wool Certification Ltd

Defence Services Homes Corporation

Reserve Bank of Australia
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CATEGORY 6 - MUNICIPAL ACTIVITES
Sub~category 6.1

Canberra Municipal Accounts
Sub~category 6.2

Canberra Public Cemeteries Trustees

Australian Capital Territory
Schools Authority

Sub~category 6.3
Christmas Island'

Cocos Community Fund.
(final statement)

Canberra Showground Trust

Australian Capital Territory
Transport Trust Account

Norfolk Island
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ATTACHMENT A3-3

GUIDES TO ACCEPTED: ACCOUNTING PRACTICE

Issued by the American Institute of Certified Public Accountants

Accounting Standards Division
1211 Avenue of the Americas
New York NY 10036

"Statement of Position 74-8: Accounting and. Reporting by
Colleges and Universities August 1974

"Statement of Position. 75~5: Accounting Practices in the
Broadeasting Industry” Decenber 1975

fStatement of Position 78-10: Accounting Principles and
Reporting Practices for Certain Non-profit Organizations®

WStatement of Position 79-4: Accounting for Motion Picture
films

"Industry Audit Guide: Audits of Colleges and Universities®
"Industry Audit Guide: Audits of Finance Companies"

1975
"Industry Audit Guide: Hospital Audit Guide™ 1978

#Industry Audit Guide: Audits of Voluntary Health and Welfare
Organisations™

Issued by the Finanoial Accounting Standards Board

High Ridge Park
Stanford Connectiocut 06905 USA

SFASS Accounting for Contingencies

SFAST Accounting and Reporting by Development Stage Enterprises
SFAS13 Accounting for Leases.

SFAS1Y4 Financial Reporting for Segments of a Businesas
Enterprise

SFAS30 Disclosure of Information about Major Customers

SFAS34 Capitalisatlion of Interest Cost

AMERICAN ASSOCIATION OF MUSEUMS
1055 Thomas Jefferson Street, NW
Washington DC 20007 USA

"Museum Accounting Guidelines™ (issued by the Association of
Solence-Technology Centers 1976) contained in "Museum
Acoounting Handbook" May 1978.
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APPENDIX 8

RESULTS OF THE PUBLIC ACCOUNTS COMMITTEE
QUESTIONNAIRE ON THE PROPOSED GUIDELINES
FOR THE FORM AND STANDARD OF FINANCIAL
STATEMENTS OF COMMONWEALTH UNDERTAKINGS

Introduction

During 1981-82 the Publfc Accounts
Committee, in association with the
Australian Society of Accountants
conducted seminars in sall State capitel
cities to discuss and evaluate the Joint
Working Party's Report. These seminars
were well attended, which indicates that
there is 8 high degree of interest in the
Report by government accountants
throughout Australia.

At these semipare the Committee
distributed &8 questionnaire to all
participants. The purpose of this was to
allow government accountants, many of
whom would be required to implement the
proposed guidelines to express their
views. on the issues addressed by the
Joint Working Party's Report and Exposure
Draft.

The Committee received many
responses to the questionnaire. An
analysis of these responses, together
with. selected comments to individual
questions are contained in the following
pages. It was pleasing to note that most
gavernment accountants accepted the need
for improved disclosure and account-
ability standards for public sector
authorities at all levels of government.

The Committee wishes to teke this
opportunity to thank all those who
responded to the questionnaire for their
cantribution to the ingquiry ints this
important area of government administra-
tion.



Questionnaire Responses

1. As a professional accountant do you support the need for
Accounting Standards for Government Financial Statements?

YES: 100% NO: « OTHER: -

Comments

It is importent that the financial statements of various
Government entities be prepared in a consistent manner so that
informed decisjons can be made by those who have to allocate
scarce resources between competing needs.

Accounting stendards are intended to modernise accounting
methods and bring them up to date with intermational
standards. The standards. will apply uniformly to all
organisations and guide the accountants in the right
direction.

An sccounting stendard will crystellise the requirements from
bodies and could well protect these bodies from the individual
whims and demands of audit officers who change each year.

They are essential and provide some protection for accounting
people who can suffer pressure from unscrupulous
administrators.

Many government departments, statutory authorities and
instrumentalities are devoid of any reporting standards or
requirements. Accounts format and reporting standards are
generally a product of internal decision and convenience.

Provided the standards have the suthoritative backing of the
professional acceunting bodies. Standards separate from
central administration could give rise to divergent practices
particularly in statutory authorities operating as normal
commercial enterprises.

2. As a professional accountant do you support the general
principles outlined in The Exposure Draft?

YES: 96% NO: - OTHER: 4%

Comments

I support the general principles but 1 copsider that detailed
procedures will have to be framed by each organisation to work
within the principles according to its own needs. It will be
advisable to issue some regulation to supplement the
principles.

A good starting point - we need to develop standards for
government authorities.
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The guidelines do not set out ‘basic principles!, they list
precepts which are in fact objectives. I find paragrephs Al
ta A3 most confusing.

The standards should be drawn up to meet the requirements of
Goverment and the general public - individual requirements
should not be included just because they exist in the private
sector.

There ie need for some further refinement to edjust for the
special information needs of the public - particularly because
of the lesser importance of the profit motive and the absence
of equity capital.

However we would be adverse to any ‘interim’ standards being
developed - concern relates to possible changes from interim
to final with need to redesign accounting systems.

Especially adoption of accrusl accounting.

Pragmatic, but a working besis.

3. Do you consider that the objectives of The Exposure Draft,
in particular relating to the degree of disclosure, equal or
surpass that reguired in the private sector?

YES: 65% NO: 33% OTHER: 2%

Comments

Would like to see more emphesis on the non-monetary espect of
the annual report.

Right now it appears to me that they surpass private sector
but that opinion may change when Nationel Coampanies
Legislation comes into effect.

In many respects the private sector gets off lightly. They
don't have question and enswer time in Parliament, the
Auditor-General and the Public Accounts Committee, or the
discipline of questians from any news media representatives at
any time.

I believe the boon in reporting for government undertakings is
that there is less fear in giving away ‘trade' secrets, which
is often a dominating influence in private sector reporting.
They provide et a minimum the essentials of good
accountability for any financial undertaking.

I have long held the view that the requirements of the
Companies Acts are an absolute minimum.

Equal to - but the motives of the two sectors are different,

and there should be differences in the need for
accountability.
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While compsrsble to the private sector, the requirements of
disclosure in government accounting can be quite different to
the private sector.

The degree of disclosure required in government accounts
ahogld‘be considerably less then in the private sector, 8s the
Auditor-General inspects the books.

Only certain standards are selected but in Statement AAS 1
dealing with conformity with accounting standards the Soclety
and Institute 'requires' compliance with all standards (para

4) and suggests 'inquiries inte apparent failures ... to
observe' in para 13.

fuil disclosure is desirable and necessary. Both sectors
(Public and Private) need to work together towards a common
standard of disclosure.

4. Should existing public sector standards of disclosure be
maintained?

YES: 72% NO: 24% OTHER: 4%

Comments

They should be improved.

What are these stendards beyond legal and financial
compliance?

If this question means that the present practice which follows
all private sector requirements no matter how irrelevant,
should be maintained - then definitely no.

Joint Parliamentary Accounts
independent consultants to
relevant bodies.

Committees
prepare annual

should employ
critiques of

Many authorities presently provide tedious and meaningless
detail.
Where they are relevent to the activities and financiel

structure of the authority.

Should be increased not with the introduction of one general
::g?dard, but with individual standards as released by the

Disclosure will depend upon policy. However there is a need
for general enhancement of information involved in financial
statements.

They are insufficient and inadequate.
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5. As an Accountant who would ba involved in applying the
concepts in The Exposure Draft do you envisage any practlical

difficultics. If so, please identify main arcas of concern?
YESs 48% NO:  46% OTHERs 6%
Comments

Suitably qualified steff to operate syotem.

Installation and maintenance of suitable back-up systems.
Additional ADP Resources.

Training and educating staff - all areas on input/output.
Management acceptance and support,

Management treining and educetion on output.

Auxiliary activities and resources provided free of charge.

There may be some complicated reconciliation for cash flow
accounting of cash budget systems which include capital
expenditures as 8 cost of the period in which they sare
incurred.

Professional bodies should get hehind the application and
observance of standsrds in the Government sector.

pDisclosure if non-current essets are less than real value but
no requirement to report by note eny significant upward
movement .

Resistance to adopting a publicly visble accrual system.
The cost of accrusl accounting is not always warranted.

The degree of difficulty would depend on the force of the
legislation. If the draft had the power of legislstion the
only difficulties would be that of interpretation. 1f the
draft had less than this power, opposition against wholesale
acceptance of all requirements might be expected where it
involved major changes to the present acccunt presentation
format.

Classification of operating expenditure needs further
clarification -~ depends on the particular authority.

Simply from a technical viewpoint, many definitions require
interpretation. Restructuring of financial accounting may
require an adaptation for loss of information previously
reported.

In moving from a cash based syastem to an accrual system
extensive effort is needed. Manpower and existance data (e.g.
on fixed assets) are put under pressure.

The true cost to the taxpayer would be difficult if not
imposaible to determine in cases where services provided by

171



co~ordinating authorities e.g. Public Service Board are not
costed.

The treatment of very long lived assets could present some
problems. and may not reflect the full costs of the years
operations through depreciation.

Political veto of sensitive decisions.

I would see a need for a campaign of public relations designed
to commit managements to the accountability concepts and to
employ the necessary accounting and other expertise needed to
implement and maintain systems.

Checks supplied by the Commonwealth on State Governments.

Expect perhaps from senior operationsl management, and perhaps
the desire for uniformity by Treesury and AGditor-General,

No operational difficulties. May be some problems
implementing - e.g. calculating values of fixed assets but
these are the same problems which private enterprise faces.

6. What do you see as the maln purpose of the Published
Accounts of a Statutory Authority -~ legal and financial
compliance, sSolvency, full cost of operations, management
?ffeijgveness and efficlency in flnancial terms, or any other
ran

Of the 33 respondents who ranked the purposes:

Purpose Legal & Solvency Full Cost Management Other

Renking Financiel of Effectiveness
Compliance Operations & Efficiency

1st

ranking 15 0 9 8 1
2nd

ranking 3 4 5 17 4
3rd

ranking 7 9 9 2 3
4th

ranking [3 13 5 3 2
5th

ranking 0 3 1 0 10

Other Purposes of Published Accounts
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Extent of public funds involved - public accountabflity.

To convey relevent information to the government (and
toxpayers) to enable them to make informed decisions on the
allocation of scerce resources.

Fulfilment of a need of the community. Advancement in terms
of national and internstionsl standards.

To give a true and fair view of the operations of the
authority.

Comparison with other suthorities or private enterprise.

The public sector should neturslly aim to serve the public
interest and therefore a wide and diverse report is required.

Short and long term budget forecasting.

Reporting to the members contributing funds to the
organisation, as distinct from Parlisment.

Program Budgeting Statements showing full costs of operations.

7. Do you bellieve accrual accounting will improve disclosure
and accountability?

YES: 96% ND: 4% OTHER: =
Comments

There may be little or no benefit in respect of service type
authorities.

1 have reservations about charging depreciation on the assets
of non-trading entitites. It would in my opinion be
preferable for the entity to go beck to the Parliement if it
wents to replace a capital asset.

This is a debatable issue. It should be borne in mind that
the modern trend is towaerd cash flow management.

Long Service Leave, Holiday Pay, Superannuation, Depreciation
are among many significant costs, which are not adequately
revealed until accrual accounting is adopted.

As materiality and relevance have different meanings in the
cese of non-profit orientated bodies, & full accrual appraoch
would lead to shortcomings in the financiel reports.

More of a 'going concern nature' is promoted as recognition is

given in the present period to past and future effective
expenditure.
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The degree of improvement is related to the degree of
government funding.

There are too many possible variations that can affect the
result in cash accounting and not truly reflect what has
actually happened.

If provisions for eccrusl liabilities are funded.

8, Do you agrea with the approach used in The Exposure Draft
in drawing upon the 9th Schedule of the Companios Act?

YES: 92% NO: 4% OTHER: 4%

Comments

Adaption of 9th Schedule has also meant the adoption of
certain anomalies e.g. 'class' is not defined in peras A22 and
A23. ‘Extent' is not defined in para A25. Similarly does
Government funding represent 'capital' or debt financing.?

I do not believe that we should be mesmerised by the 9th
Schedule.

Providing the differences of financing public sector
operations are recognised.

Particularly for commercial undertakings where comparison with
the private sector may be required.

More stringent rules are required for public utilities and
statutory bodies.

Might be situations where the publication of al)l investmenta
would be a very big job e.g. Government Retirements Benefit
Authority.

Although it should not automatically be assumed that private
sector standards are appropriate to public sector
organisations, they are a good starting point.

If it is necessary for the private sector it is also necessary
for the public sector.

At present acceptable, but why not draw up a seperate schedule
for government authorities.

In so far as income statements and balance sheets provide
Parliament and the public with the information they require.

Commercial principles where appropriate should also apply to
the public sector.
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9. Are there any inconsistencies between tho objectives of
the Exposure Draft and thosc of the 9th Schedule? (Specify)

YES: 11% NO: 61X OTHER: 28%

Comments

9th schedule is more concerned with ‘bottom line' than with
individual cost factors.

There could be but I do not put that probasbility into the
problem srea.

Objectives of the two ssctors are different. With full
accrual accounting a non-trading Government body could be
operating at meximum effectiveness and efficliency and yet
convey an impression in its reports of insolvency which would
not only liquidate a private mector entity but also result in
charges being brought against it.

Perhaps it 1is unreal to regard the taxpayer as an equity
holder because he does not have the powers of e stockholder
(sack directors for example) but the 9th schedule is a useful
tool.

Company reporting with a pure profit motive should have
different reporting objectives to an orgenisation accountable
for objectives other than profit. It ie considered that the
objectives of the draft are not all embracing in
accountability terms.

Maybe some need to be more specific on non-current asset
valuation.

l10. Do you see any relevant standard or practice in private
sector reports which could, with advantage, be included In the
draft?

YESs 33% NO: 59% OTHER: 8%

Comments

Source and application of funda atatement.

All standards.

Events occurring after balance sheet date.

That Statutory Heads saign similar certificates to that by
privaete sector directors re material factors affecting
accounts, contingent liabilities.

Details on capital market operations.
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Information to

assess efficiency e.g.
performed.

number of services

Except that the stendards used by the Australian Institute of
Managernent in its Annual Report awards should be recommended
to Aﬂfnoritles in the preparstion and presentotion of their
reports.

The undertaking will determine its needs and should apply the
most meaningful type of practices. In light of thia the
Department of Finance should monitor the applicetion of
stendards.

11l. Is the Exposure Draft sufficiently speciflic in relation to
deprecliation of non-current assets?

YES: 55% NO:  43% OTHER: 2%

Provided thet Commonweaslth Audit monitor to ensure full and
proper compliance and consistency. v

This is largely a matter for management determination -

disclosure of leases is the vital point.

Specific authorities could experience some problems with some
agsets peculiar to the authority,

No justification is given for the application of AAS 4. In
the private sector capitel has to be maintained but with

Government entities that requirement does not necessarily
apply.
The possibility of adopting AAS 4 in toto should be

considered.

Some difficulty with A 21l(c) - Does this mean that all
non-current assets must be written down to current market
value e.g. land held for development even though there are no
prospects for loss at book value?

There needs to be settled which generation should pay for
major public sector capital works - whether depreciation
should be just cost recovery over the life of the asaet or
have additional components to build up cash reserves for
increased costs of replacement and/or obsolescence.

Better guideline should be given. Adoption of the
straight-line method and a recommendation. to line up changes
with those recommended by the Taxation Department would reduce
variances in interpretation.

As indicated the Exposure Draft's thrust does not reflect the
reality of the situation in this regard. 1 support the
concept of reporting resources consumed but not in a way which
distorts operations.
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It does not define ‘class’ of assets. Although it advocates
depreciation, no notion is made of ‘'rates'. Possibly rates
should be included as well.

Mersly to say 'don't overvalue' is not specific enough.

Cuidelines for depreciation rates ond purposes are needed
together with an undertsking from the Commonwealth on asset
replacement.

I believe all sassets, liabilities and provisions should
reflect the true situation at balance date. In particular the
liabilities for long service leave and supersnpuastion relate
to an employee's current service.

12, Is there a need for a linking statement between cash
accounting and accrual accounting in the published reports?
YES: 65% NO: 31% OTHER: 4%

Comments

Parliamsnts ere sccountable for cash resources. The annual

budget is a cash budget.

Our experience has been that the major finsnciasl statement
uysers do not properly comprehend the distinctions between
sach, nor the sepsrste purposes of them.

It would be desirable, 88 wusers would tiry to 1link the
statements so it must reduce problems if this is done by the
authority.

Financial statements prepared on a cash accounting system must
also attempt to be complete and disclose the financial
position.

There should be only one operating stetement. The Statement
of Activity appears feasible but needs redrafting.

Should apply one or the other eccording to cost/benefit of
preparing accrual accounts.

Parliamentary appropriations should be consistent with accrual
accounts. In the first year a linking statement may be
necessary depending on Parliement's progress.

At present an academic question on which more research is
needed.

Not if there is sufficient other disclosures which would not
leave any doubts as to how accrual items have been treated.
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13. If the answer to Q.12 is YES, do
. you believe that a
Statement Pregentation would suitably perform this functiglt,):da

YES: 70% NOs 13% OTHER: 17%

Comments
An elaborate funds statement would be nece

ssary., I will n
be surprised i{f many members of Parliament at );Jresent do ng:
understand what the budget papers are all about. More
informative statements would be welcomed by the people..

Provided it is a funds statement that has some meaning ~ not

Tg:;:): a front to bamboozle the politicians and the public st

A funds statement and suitsble notaetions is vital.

A funds statement tinking published reports t
may still require some experimentation. 2 e fo ocash on hand

The funds statement should

provide the 1link between one
balance sheet and the next. A S
Accumulation is not necessary. tatement of Gepital

A funds statement is vital irrespective of system. While cash

accounting s virtually a fu
nfammation 1o yirtua y nds statement, I see the main

(8) what public resources were mad
bt Mk e available to the

(b) how were those resources applied,

14. Do you agree with the conce

pt of disclosin in th
accounts, 'resources provided free of charge’' as ougt.lined a:
Pbaragraphs Al7 and A29-~30 of the Exposure Draft?

YES: 83% NO: 15% OTHER: 2%

Comments

But only as a revenue item The ca

; . pital value of assets

is of no relevance. If an entity has free use of a bulldi:;e:

notional rent expense and donati
neudbe Ent, exp nation received of the same amount

Wholeheartedly - in some ways this is th

e greatest h
place of all. Bureaucrats know that if caahg does notig;:g‘
hands, meny things may be wrought by the 'you scratch my back!
syndrome. This area can be one of the main undisclosed
avenues for waste snd/or misappropriation.
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This is necessary to provide full cost of operations and to
more accurately measure/assess management of available
resources. Accords with the doctrine of full disclosure.

Provided resources are 'materisl'. I believe that the concept
should be & guide only as it would not have universal
application.

I would initially adopt s 'soft pedal’ approach on this issue
as a matter of strategy.

By way of note. Otherwise there is not proper disclosure to
the user of the statements - particularly if there is to be
some measurement of management effectiveness and efficiency in
financial terms.

1 constider that 'resources provided free of charge’ should be
included in the accounts, but this is dealing with the symptom
rather than the diseaae. A system in which services are
provided free to cther Commonwealth bodies by other publie
sector organisations seems fundamentally wrong. Not only does
this inhibit the adequacy of financisl statements but,
possibly more importently orgenisations might be more modest
in their demands for these 'free' services if they themselves
had to seek and subsequently sccount for the funds required to
provide them.

'Support' is not adequately defined in the draft. It would
seem to indicate financial support, but what about investments
of property, assets, etc.

Paras A29 and A30 are not sufficiently expsnsive. What
happens when the level of support is below merket value but
above that of & 'peppercorn'. How is this difference
reflected?

People generally only read 'surplus $' as "profit $'. They do
not take notes into account. I believe there should be no
‘resources'. Make the user pay.

15, Do you see any difficulties in defining material auxiliary
activitles: as raised in paragraph Al7 of the Exposure Draft?

YES: 48% NOs  52% OTHER: =~

Comments
What are they?

In principle I agree with the concept of 'resources provided
free of charge', ‘'material auxiliary ectivities' etc, but I
have serious reservations of the practical implications of
auch. This could open up an endless renge of possibilities
and whilst it is paramount that the reeder be informed, too
much information could be confusing if not misleading.
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Definition needs to be much more precise. Monitoring by audit
could overcome the difficulty to some extent.

Yes, unless restricted to items of significance.

But no more than in ascertaining and describing the general
activities.

Depends on f{nterpretation of ‘'material'. Does it include
secondary benefits? Should not be any major difficulty §f
guidelines are pragmatic.

A29 and A30 provide a definition for resources which could set
a yardstick for any other activity within this meaning.

1 egree in principal with the views in paragraph 5.3 of the
Progress Report, but see a lessening of disclosure when the

parent is large end is funded from the Budget, and where
subsidaries are very small.

I do not comprehend any problem in principle but each case
will have to be decided on its merits.

Mein set of consolidated accounts can solve this.

The role of the entity should be defined and the ‘material!’
auxilliary activities should be visible. If they are not then
the information system should be geared to provide the
necessary menagement information.

16. Hould you agree that the Exposure Draft has not
sufficiently defined criteria for identifying resources which
are to be included in supplementary accounts? If 50, please
provide a suggested definition.
YES: 39% NO: 43%

OTHER: 18%

Comments

Resources provided free of charge are those resources which if
pravided by or to a private enterprise firm would normally be
paid for by the recipient.

Supplementary accounts are special trust accounts. Special
trust accounts means an account of money held by or deposited
with the organisation by statutory obligation or otherwise as
a trustee or custodian for accomplishment of a purpose or
efficient management to achieve a goal.,
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17. Do you asee the concept of supplementary accounts,
including resources and trust funds, posing difficulties?

YES: 35% NO:  59% OTHER: 6%

Comments

I can see no reason for disclosing the extent of trust funds
held by an entity which has no beneficial interest in those
funds. Disclosure would tend to mislead the reader.

Correlation between main and supplementary accounts could

reduce the effectiveness of either accounts.

1 would prefer disclosure by way of a note until more resesrch
ias done on this question.

Except where the accounting system is geared to provide the
required informetion.

If separate sets of books sre kept for the same and treated
under the rules and regulations governing the funds.

Just more work.

The supplementary account can be trested end regerded as
aubsidizgy oparations, separate and distinct from the 'mother
organisation and reported on eccordingly. The effect could be
similar tec consolideting accounts in a large and diverse
public company.

lg.
standard specifically for government
Australian Public Service?

Do you see any inherent problems in producing a general
accounting in the

YES: 37% ND: 63% OTHER: -

Comments

A general stendard when tested in the field cap/could be found
to be wanting, possibly non specific in certsin respects. On
the one hend it could be seen as law, as a directive to be
followed at all costs, or then it could be seen asz a guideline
only -~ depending on how convenient such view is to the public
body.

Drafting clear and concise accounting standards is a difficult
and time consuming exercise.

(a) Training of people who will set the standard.

(b) Coat involved.
(c) Wide spectrum and diversity of interested groups.
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(d) Creating & new group of accountents with new sets of

standards which may pose a problem of inter-chan bi
with the private sector. ehgeability

Unless politicians think there might be some votes in it.

I would be disappointed, indeed dismayed, if professional
accountants did not object to professionsl standsrds being
vetted ond implemented by a bureaucratic organisation eg.
Department of Finance.

Must distinguish between trading and non-trading activities.

If a department is involved in activities that are also
carried out in private enterprise or a statutory authority in
another state, then trading statements should be prepared.
Non-trading departments may need different stendards.

Should be broad enough to enable applicati t
of activities, ¢ ppiication fo s wide range

It must be procleimed and protected by Parliament to reduce
biassed government interference.

It is a matter of resolve. The Society's standards are
generally sufficient but there are instances where some

modification is required fo- .. _
accounting. 9 r government e.g. tax-effect

As long as it is stated that it is to be 1
Commonwealth public service. only for the

Provided that public relations exercises are carried out with
a view to keeping all concerned parties informed (including
the public) so that there is sufficient commitment all round.
Why bother? - Incorporate both standards into one.

Not if the Department of Finance takes a positive modern
approach.

19. Can you identify any private sactor accounting standards
which may not be applicable to the operations of Government
undertakings?

YES: 54% NO:  46% OTHER: -

Comments

AAS 1; AAS 33 AAS 43 AAS 5; AAS 7.

Too numerous for comment.
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Current Cost Accounting.

Acceptance of ‘'Directors Valuations' for assets instead of
independent confirmation or reasonability review.

Items such as depreciation, long service leave accruals,
unused recreation leave, etc ought not to be reported in the
astatements but rather in the notes.

Tax effect accounting.

The concepts of profits, losses, and dividends are not usually
relevant.,

20. Do You consider the recommendations as to materiality
could exclude significant 1ltems from the notes of the accounts
for large organisations?

YES: 24% ND: 67% OTHER: 9%

Comments

AAS 5 which defines materielity in terms of a percentage of
profit or a class of balance sheet onssets does not seenm
appropriate when public funds are being considered, The
taxpayer unlike the shareholder, does not invest voluntarily
and in my opinion more stringent disclosure requirements
should apply.

Because it depends on the accounting item involved. 1 believe
that the money limit streight Jacket should be simply a
guideline - if a finance officer or auditor considers it
significant because of nature rather than amount - then it
should be considered as 'material'.

However AAS 5 is concerned with the nature of the item as well
as the amount; selso, it could be stated that materislity is
not relevant if the item relates to e breach of an authorities
enabling Act of Parliament.

Standards should specify exceptions to be disclosed.

Materiality of course relates to both nature and amount. I
think Government Accounting (the taxpayer concept) can be more
insistent on disclosure regardless of materiality.

Unless the principle of meteriality applies the sccounts could
well end up in a confused mass of detail.

If they are required to be applied with commonsense
appreciation of the implications -~ public interest - and not
just applied in a purely technical way.
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21. Is there any general comment you would wish to make?
YES: 65% NO: 33% OTHER: 2%

Comments
The proposed guidelines are an excellent starting point.

In the private sector there is usually a working relationship
between the enterprise and the public accountant for an
efficient audit to be conducted at a sensible price. In the
government sector there appears to be no ceiling on time or
cost and an individual audit officer cen pursue either detail
or e fine point of principle to whatever length he wishes. A
standard with practical guidelines would assist both the
government enterprise and the auditor to produce financial
atatements of en acceptable standard.

Timeliness - In my experience with preparation of accounts for
both State annd Commonweslth governments, problems in relation
to the form of accounts occur ONLY in the Commonwealth sphere
because of the involvement of @ third party (Dept of Finance)
and the need for @ formal determination by the Minister of
Finance. To my mind the Department of Finance is far too
concerned with immaterial legal technicalities and precise
wordings of notes.

Possibly the draft proposes to be too 'all encompassing'. The
private sector requirements for reporting are broken down into
concentrated areas. While much of 'tier system' overlaps and
has to ‘'make up' for what the prior requirement lacked, the
sub-stratum of requirements menages to fill in many gaps.
This approach may have worked to advantage here, where, for
exanple, the Australian Accounting Standards focus attention
on individual areas, giving e more precise requirement for
disclosure.

Although the shift towards accrual accounting is desirable,
full accrual accounting is not totally appropriate for
non-profit orientated government organisations and probably
not appropriate for all trading (government) organisetions.

Rather than have standards issued by a body separate from the
professional accounting bodies - it would be best to develop
standards applicable in the government sector through the
mechenism of the Government Accountants Group, with finanl
endorsement by ASA/ICA prior to issue.

I fully support my colleagues who condemned delays in
approving accounts by Finsnce and Audit. This large problem
must be solved by placing responsibility for forms and
contents of accounts with the orgenisation concerned. My
organisation pays large audit fees to the Auditor-Geperal for
external audit activities and if his officers cannot ensure
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compliance with accounting standards by negotistion with
management, then force can be used vis the sudit certificate
and report to Parliament.

1 doubt whether the accountants in the service ere currently
paid commensurately for the responsibility of keeping two sets
of complicated books. The Treasury system is only effective
as a control mechanism. It is completely ineffective as a
management tool. There will need to be more accountants as
well.

The exposure draft is a step in the right direction but the
general absence of and difficulty in providing accurate
management sccounting infarmaetion in the Commonwealth public
gervice is a major problem. It is virtually impossible to
discover the 'real' cost of any program or service. Anything
short of changing every item of expense to an appropriate cost
centre has the potential to be incomplete and therefore
incorrect.

Development of high standards of financial reporting by
statutory authorities is highly commendable. Once complete,
we should develop a system of financial reporting by
depertments which will achieve the objectives set for
statutory authority reporting.

The idea of developing these standards is good and should be
encouraged in the States.

The most important thing with e set of standards is that they
should be enforceable. Therefore the profession should mave
quickly to introduce the standards and make them binding as
members .

In Government Departments and Stetutory Authorities that are
income generating people tend to make comparisons with results
achieved in the private sector. Even with the adoption of
full accrual accounting there are three problems which affect
the ability to compare performance.

(i) Resources provided free of charge is covered by A29.

(ii) Government Policies - e.g. Government bodies cannot
sack staff even though there is insufficient work.

(iii) Statutory authorities have no working capital
equivalent to paid shares or shareholders funds.

I support the use of the Exposure Draft for trading ectivities
whether they be Statutory Authorities or Departments of State.
However for non~trading activities I consider that the
resulting reports may be meaningless.
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I feel that given that the emphasis of the Exposure Draft is
to provide the external parties with more information, then
these perties would be better served by Progrsm Performance
Budgeting Statements. The odvantege of Progrsm Performance
Budgeting is that it is output oriented rather than input
oriented, whilst still satisfying the control required by
modern government.

I support the desire to introduce standards for government
accounting and reporting. Trading departments and althorities
are easier to cater for but many feastures would also apply to
non trading departments.
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APPENDIX C

it CONCLUSIONS OF THE JOINT IMPLEMENTATION COMMITVEE QN
INTERNAL AUDIT REPORT ON THE CONTRACTING OUT OF INTERNAL

AUDIT SERVICES
The Committee's main conclusfions may be summerised as

It would be quite inconsistent with the concept and
purpose of internsl suditing to ettempt to pass over
the function in toto to the private sector - or
indeed to any other organisation in the public
sector. Unlike externsl suditing, internal auditing
is an appraisal mechanism established within an
organisation and it may be required to review any
aspect of departmentel operations from the standpoint
of reliability, efficiency or effectiveness. It is
an integral part of departmental mensgement and
departmental personnel need to be closely and
actively involved.

Nevertheless, in some circumstences, the use of
properly controlled and orgsnised resources from
outside an organisation's own establishment can help
to make its internal auditing operstions mare
efficient and effective.

In general, the nsed for some externsl help is most
likely to arise ln respect of the smeller internal
sudit. organisations and in situations where a
temporary injection of specialist or other audit
skills may be required.

In all such cases appropriate relationships need to
be established with the organisation's internal
processes and management. In particular the
organisation should retain full contreal over its
auditing program and full reaponsiblility for the
auditing operations while all projects contracted out
should be oversighted by departmental manegement =
usually by the Chief Internal Auditor.

In some situations the possibility of making some use
of external resources may need to be ruled out. For
examplez

. Where the auditing would involve access to
Government information of & highly sensitive kind.

« ¥Where private firms would be involved in
conflict~of-interest situaetions.
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(vi)

(vii)

(vii)

(ix)

. Where first-hand and intimete knowledge of an
organisation’s activities end policies may be
necessary.

Departments seeking outside help in respect of audit
projects should explore all relevant sources in both
the public and the private sectors. They should also
retain full flexibility in choosing and drawing on
those contracting firms or organisations which best
meet their needs.

In. the Commonwealth GCovernment sector organisations
may enter into Joint servicing arrangements with
other departments. Organisstions may also seek
advice on their auditing problems from the JIC/IDAC
and the Boerd's Implementation Unit. The Joint
Committee of Public Accounts has proposed that an
Audit Bureau be established to pravide ’'internsl'
auditing services but this proposal involves some
dlfficugties and. is unlikely to lead to the early
availability of further sudit services.

In the private sector, s number of leading firms of
public accountants have displayed interest in
carrying out auditing services for departments.
Other sources of professional and technical advice in
the private sector may also be relevant.

The contracting out of internal audit projects would
need to be subject to the same principles and
procedures as apply to the contracting out of eother
similar services. Departments should pay particular
attention to the economy, efficiency and
effectiveness of such arrangements. All contractual
arrangements (including the work carried out by
contractors) may be subject to inveatigation and
evaluation by the Auditor-General.

f.C. Pryor

Chairman

Joint Implementation Committee
on Internal Audit
18 December 1981
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