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Achievement Standard 91404 (Accounting 3.1) requires the demonstration of the application, explanation, 
and justifi cation of the accounting concepts for a reporting entity.

Achievement criteria

Achievement Achievement with Merit Achievement with Excellence

Demonstrate understanding of 
accounting concepts for a New 
Zealand reporting entity.

Demonstrate in-depth 
understanding of accounting 
concepts for a New Zealand 
reporting entity.

Demonstrate comprehensive 
understanding of accounting 
concepts for a New Zealand 
reporting entity.

‘Demonstrate understanding’ involves applying accounting concepts to a New Zealand reporting entity so 
that its stakeholders are able to make decisions.

‘Demonstrate in-depth understanding’ involves explaining the application of accounting concepts to a New 
Zealand reporting entity so that its stakeholders are able to make decisions.

‘Demonstrate comprehensive understanding’ involves justifying the application of accounting concepts to a 
New Zealand reporting entity so that its stakeholders are able to make decisions.

The accounting concepts are selected from:

• features of reporting entities

• statutory reporting requirements

• New Zealand Generally Accepted Accounting Practice (NZ GAAP)

• general-purpose fi nancial statements

• accounting policies

• the NZ Framework.

Features of entities
A reporting entity is defi ned by the Financial Reporting Act 1993 as:

• an issuer (sells shares to the public), or

• a company other than an exempt company (two of: total assets less than $1 million, revenue less than 
$2 million, no more than fi ve employees, not a subsidiary), or

• a person required by law to comply with this Act (amended), e.g. a company with public accountability 
such as city councils, schools, rest homes.

Reporting companies fall into one of two categories: large company or a company that qualifi es for 
differential reporting.

A large company meets two of the following criteria:

• total revenue greater than $20 million

• total assets greater than $10 million

• more than 50 employees.
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If a company is ‘smaller’ than these thresholds (and larger than exempt), does not have public 
accountability and the owners are all members of the governing body, it can qualify for differential 
reporting under the cost / benefi t criteria, which reduce the amount of compulsory reporting the company 
must undertake (it does not have to prepare a Statement of Cash Flows).

Companies prepare a company constitution, which outlines procedures and rules the company directors 
need to adhere to. The constitution cannot amend the compulsory section of the Companies Act 1993, but 
can be used to expand and clarify key ideas, e.g. the shares repurchase procedure.

Companies have limited liability, and can issue debentures and shares to the public to raise funds.

Before companies can make payments to shareholders (dividends, share repurchase) they must meet the 
Solvency Test as required in the Companies Act.

The solvency test

The solvency test has two criteria and both must be met before any distributions to shareholders (e.g. 
dividends, share repurchase).

Liquidity test: the company must be able to pay its debts in the normal course of business before and after 
the dividend is paid.

Balance sheet test: the value of the company’s assets is greater than the value of the company’s liabilities 
including contingent liabilities before and after the dividend is paid.

The directors of the company must sign off to declare both parts of the solvency test have been met before 
any distributions to shareholders. This protects the shareholders from directors paying dividends when the 
company cannot afford them, giving shareholders a false impression of the company’s fi nancial situation.

Stakeholders
A stakeholder is a person or other entity with a vested interest in the fi nancial result of the reporting entity. 
These include the shareholders, banks, suppliers / creditors, IRD, employees, local community groups, 
environment, and society as a whole. Stakeholders rely on the fi nancial statements and annual report to 
make decisions. Ensuring that the fi nancial statements are accurate and meet the legal requirements of the 
Financial Reporting Standards, NZ Framework, and GAAP is important. This reassurance is provided in the 
auditor’s report.

Statutory requirements
Statutory requirements are items and processes that are required by law. A published annual report will 
have both statutory and non-statutory information. The ‘second half’ of the report contains the audited 
fi nancial statements, register of directors’ interest and remuneration.

Statutory requirements Non-statutory requirements

• Comprehensive Income Statement

• Statement of Financial Position

• Statement of Cash Flow

• Statement of Accounting Policies

• Notes to the Financial Statements

• Auditor’s Report

• Register of directors and their remuneration

• The number of employees whose salary and benefi ts 
exceed $100 000 in bands of $10 000 are disclosed

• Total donations made by the company to outsiders 
during the year

• Amounts paid to auditors

• Chairperson’s Report

• Graphs

• Photographs

• Diagrams

• Trend statements

• Special articles

 Special Articles plus photographs are 
frequently included to promote the 
company’s image.
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NZ Generally Accepted Accounting Practice
This outlines what is ‘good practice’ in preparation of fi nancial statements. It requires companies to 
conform to the IFRSs and present a true and fair view of the company’s fi nancial situation. NZICA ensure 
that companies meet these expectations and auditors will comment on the company’s compliance.

NZ IAS and NZ IFRS
The purpose of the NZ International Accounting Standards and NZ International Financial Reporting 
Standards is to provide New Zealand standards that are equivalent to the international standards and 
systems, but better refl ect the New Zealand situation. They provide the rules and regulations that must 
be adhered to in preparing the general-purpose fi nancial statements. They also provide guidance on the 
application of NZ GAAP regarding how to record and report fi nancial transactions.

General-purpose fi nancial statements
The purpose of general-purpose fi nancial statements is to provide fi nancial information about the 
reporting entity that can be relied on by the stakeholders. These statements are prepared in accordance 
with the FRSs and NZ GAAP for a variety of users.

• Comprehensive Income Statement: reports the incomes, expenses and overall profi t for a period of time

• Statement of Financial Position: reports the assets, liabilities and equity at a point in time

• Statement of Cash Flows: provides information on cash received and paid in a period, broken up into 
operations, investing and fi nancing sections; and shows changes in the overall bank balance

• Statement of Accounting Policies: details the policies that have been used to measure and report 
fi nancial information, to enable comparisons to be made.

Remember from previous years that all fi nancial statements have their limitations, including the use of 
estimates, and exclusion of non-fi nancial information.

Accounting policies
Accounting policies form an important part of the Financial Statements for a reporting entity. They provide 
a range of information detailing how the fi nancial statements have been prepared. Use the Internet to view 
a range of companies’ annual reports, then read their policy statements, as your examination will be based 
on these.

NZ Framework
T he purpose of the NZ Framework is to assist users to interpret the fi nancial statements by ensuring the 
preparers of such statements apply the NZIFRSs. The Framework also helps auditors form their opinion on 
whether the fi nancial statements comply with the standards and other GAAP. The Framework is not in itself 
a standard, but is used alongside standards.

The Framework outlines a range of accounting concepts, including:

• objective of general-purpose fi nancial statements

• characteristic recognition criteria, and measurement of the fi nancial elements (asset, liability, equity, 
income, expenses)

• qualitative characteristics of fi nancial information

• notions and assumptions relating to the preparation of fi nancial statements.
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Accounting notions, assumptions, measurement base, qualitative 
characteristics, elements
Notions of Accounting

Notion Defi nition/Characteristics Application

Accounting entity Financial affairs of the owners are kept 
separate and distinct from the fi nancial 
affairs of the entity.

• Only the entity’s elements are 
reported in the fi nancial statements 
(dividends, equity, etc.).

• Shareholders’ register and 
disclosures.

Reporting period The lifetime of the business is broken 
into periods of equal length for reporting 
purposes.

• Statement dates.

• Balance-day adjustments.

Monetary 
measurement

The fi nancial elements are reported in 
the common currency of the entity; in 
our case, New Zealand dollars.

• $NZ.

• Currency conversion.

Assumptions of Accounting

Assumption Defi nition/Characteristics Application

Going concern The assumption that the business will 
continue to operate into the foreseeable 
future.

• Classifi cation of current and non-
current assets / liabilities.

• Measurement of assets.

Accrual basis Effects of transactions are recognised 
when they occur and are reported in the 
fi nancial statements in the period the 
effect relates to, regardless of when the 
cash changes hands.

• Balance-day adjustments (accruals, 
prepayment, accounts receivable / 
payable, etc.).

Financial elements of Accounting – characteristics

Element Defi nition/Characteristics Application

Assets • Resource providing future economic 
benefi t to the entity.

• Entity controls the resource.

• Resource as a result of a past transaction 
/ event.

• Detailing how the asset is used to 
generate income and increase bank / 
accounts receivable, etc. or decrease 
liability.

• Detailing how the entity controls the 
assets and how it was acquired in the 
past.

Liabilities • A present obligation of the entity.

• Entity has a future sacrifi ce of outfl ow of 
resources embodying future economic 
benefi t (asset).

• Result of a past transaction / event.

• Detailing how the liability arose from a 
past transaction.

• Detailing how the entity is currently 
(at the present time) obliged to repay 
the amount and detailing how this will 
happen in the future.

Equity • Residual balance of assets minus 
liabilities.

• Net assets = Equity.
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Income • Increases in economic benefi ts caused 
by increase in assets or decrease in 
liabilities.

• Increases equity.

• Not a contribution by the owners.

• E.g. sales increases asset bank when 
customers pay for the goods / discount 
received decreases liabilities.

• Increase in equity through increase in 
profi t and retained earnings.

• Not issue of shares / received from 
shareholders.

Expenses • Decreases in economic benefi ts caused 
by decrease in assets or increase in 
liabilities.

• Decreases equity.

• Not a distribution to the owners.

• E.g. electricity decreases the asset bank 
when paid / increase accounts payable 
when invoice received / deprecation 
decreases carrying amount of PPE, etc.

• Decrease in equity through decrease in 
profi t and retained earnings.

• Not a payment to shareholders / 
dividends / share repurchase.

Financial elements of accounting – recognition criteria

Element Defi nition/Characteristics Application

Assets • Probable that any future economic 
benefi t will fl ow to the entity.

• Can be measured reliably.

• Greater than 50% chance benefi t will fl ow.

• Evidenced by a specifi c source document to 
prove that it is free from error, neutral, and 
complete (reliable); e.g. receipt / invoice.

Liabilities • Probable that an outfl ow of 
resources embodying future 
economic benefi ts will result 
from the settlement of a present 
obligation.

• Can be measured reliably.

• Greater than 50% chance outfl ow will occur.

• Evidenced by a specifi c source document 
to prove that it is free from error, neutral, 
and complete (reliable); e.g. loan contract / 
invoice.

Income • That an increase in future economic 
benefi ts has occurred.

• Can be measured reliably.

• Increase in asset / decrease in liability has 
occurred.

• Evidenced by a specifi c source document to 
prove that it is free from error, neutral, and 
complete (reliable); e.g. receipt / invoice.

Expenses • That a decrease in future economic 
benefi t has occurred.

• Can be measured reliably.

• Decrease in asset / increase in liability has 
occurred.

• Evidenced by a specifi c source document to 
prove that it is free from error, neutral, and 
complete (reliable); e.g. invoice.
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Measurement basis of measuring fi nancial elements

Measurement basis Defi nition/Characteristics Application

Historical cost • Assets recorded are the cash value 
at time of acquisition (original 
purchase cost).

• Liabilities are recorded at the 
amount of proceeds received in 
exchange for the obligation.

• Non-current assets reported at 
price originally purchased for.

• Liabilities reported at current 
amount of principal still 
outstanding.

Current cost • Assets are reported at the cash 
value to purchase the asset today.

• Liabilities are reported at the 
undiscounted amount if fully paid 
today.

• Some specialised assets might be 
reported at this but doing so is very 
rare.

Realisable value • Assets are reported at the amount 
receivable if the asset was sold 
today.

• Liabilities are reported at the 
settlement value, i.e. undiscounted 
amount if repaid during normal 
course of business.

• Commonly used by businesses for 
reporting inventories (lower of cost 
or net realisable value).

• Used when revaluing PPE assets.

Present value • Assets are carried at the discounted 
value of future net cash infl ows the 
asset is expected to generate in the 
normal course of business.

• Liabilities are reported at the 
present discounted value of future 
outfl ows to settle in normal course 
of business.

• Not used by many businesses.

Qualitative characteristics of Accounting

There are two fundamental qualitative characteristics of accounting, relevance and reliability, as well as a 
range of enhancements and constraints.

Qualitative 
characteristic

Defi nition/Characteristics Application

Faithful 
representation

Useful information must represent an 
economic event faithfully by being:

• neutral

• complete

• free from error.

• Shows a true and fair view as 
prepared in accordance to NZ 
GAAP and NZIFRSs.

• Auditor’s report.

Relevance Information that is capable of 
infl uencing decisions of users by 
evaluating present or future events, or 
confi rming past events.

• Comparisons between fi nancial 
statements.

• Budget vs. cash fl ow.
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Achievement criteria

Achievement Achievement with Merit Achievement with Excellence

Demonstrate understanding 
of management accounting to 
inform decision making

Demonstrate in-depth 
understanding of management 
accounting to inform decision 
making

Demonstrate comprehensive 
understanding of management 
accounting to inform decision 
making

The preparation of fi nancial information includes preparing a cash budget, cost-volume-profi t (CVP) 
analysis, calculations and/or graphs and a CVP statement.

Management decision making
The critical aspect of all answers in the management decision making section is that answers must be in 
context. Your answer must relate your knowledge of the management decision-making process to the 
specifi c details of the question and the business examples used. Use specifi c evidence and details.

Routine versus strategic decisions
Routine decisions are regular, on-going decisions of a business (e.g. ordering more raw materials) made by 
lower-level employees and have a short-term impact on the business; strategic decisions have long-term 
consequences and will affect more than one accounting period (e.g. buying more equipment, changing 
price structure) and they often require a large fi nancial outlay. They are therefore made by the board / 
senior management.

Identifying/describing types of decision made by managers

Manager Types of decision

General manager Does the business start making a new product? (S)

Does the business start selling in a new market? (S)

Sales manager What marketing plan to implement? (R)

Production manager Where does the business source raw materials? (R)

When does the business order more raw materials? (R)

Personnel manager When does the business hire more staff? (R)

What staff training programmes to implement? (R)

Financial manager How does the business fi nance the business expansion? (S)
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Identifying/describing types of fi nancial and non-fi nancial information managers use to 
make a decision

Manager Financial Information Non-fi nancial Information

General 
manager

Budgeted income and expenses.
Cost of expansion into new products or markets.

Alternative uses for equipment.
Alternative markets to consider.
Reliability of orders from new markets.

Competition.

Sales 
manager

Selling price per unit (can a discount be offered?).
Cost of marketing plan.

Delivery time to customers.
Cultural considerations of new markets 
when making marketing plan.

Competition methods.

Production 
manager

Cost of producing goods.
Cost of raw materials.
Cost of new equipment.

Delivery time of raw materials.
Quality of raw materials (particularly if 
from a new supplier).

Personnel 
manager

Wages rates.
Staff training costs.

Availability of labour.
What training is available/required?

Financial 
manager

Cost of borrowing to fund new equipment
Budgeted profi t for the year.

What accounting system is required to 
complete accounts?

Explaining purpose of preparing budgets and reasons for comparing actual results with 
budgeted fi gures

Budget Purpose

Cash budget Estimates cash receipts and cash payments for the period so surplus cash can be 
invested or defi cits of cash can be fi nanced by loans/overdrafts for a period of time.

Sales budget To determine estimated sales volume and sales dollars for a period of time.
The estimated sales volume determines the estimated required volume of 
production.

Production budget Estimates production volume and costs of production for a period of time, based on 
budgeted sales volume. It includes raw materials, direct labour and factory overheads.

Capital expenditure 
budget

Estimates costs of purchasing new equipment, etc., during the next year.

Budgeted fi nancial 
statements

Estimate of the profi t for the period, to see if it meets the expected business’s 
return on investment.

It is necessary to compare the budgeted amount with the actual amount, so that differences between the 
two amounts can be explained.

Cost concepts

Break-even The level of sales (units or $) where ‘zero’ profi t or loss is made (sales = 
variable costs + fi xed costs). This is the point at which the contribution margin 
covers the fi xed costs.

Fixed costs
 = units

Selling price per unit – variable costs per unit

The above is multiplied by selling price to get $.

Or 
Fixed costs

Contribution margin per unit or ratio
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Direct costs Costs that can be traced to specifi c jobs.

Indirect costs Costs that are part of production but cannot be traced to a specifi c job.

Variable costs Expenses that change in direct proportion to the production level (e.g. direct 
raw materials).

Fixed costs Expenses that do not change with production volume (e.g. rent), over a 
relevant range.

Semi-variable costs

(Semi-fi xed)

(Mixed)

Expenses that have both a fi xed and a variable component. The cost changes 
with production volume, but by a less-than-proportionate amount (e.g. 
indirect labour costs, electricity).

Relevant range Range of production over which costs are being measured, and is the volume 
of production that is attainable with current level of resources (e.g. 0–30 000).

Unit contribution 
margin

Contribution made by each unit towards covering fi xed costs and profi t. 
Selling price per unit less variable cost per unit.

Contribution margin 
ratio

Ratio of contribution margin to selling price; shows how much of the selling 
price is available to cover fi xed costs and profi t.

Contribution margin per unit

Selling price per unit

Total contribution 
margin

Contribution made by all units sold towards fi xed costs and profi t. Calculated 
as total sales minus total variable costs.

Level of sales to 
produce specifi c 
product

Many businesses have a target profi t and will want to know if this is attainable.

Fixed costs + Profi t
 =  units

Contribution margin per unit

Margin of safety Represents the amount current sales can fall by before making a loss. This can 
be written in units or as a percentage. 

Units: Actual (current) Sales Units (volume) – Breakeven Units

Percentage: 

Prepare fi nancial information for decision making

This could include:

• preparing a cash budget

• use of cost-volume-profi t (CVP) analysis to determine break-even and/or profi t target levels of sales in 
units and/or dollars.

CVP analysis will be for one roduct or service and can include:

• Presentation of a CVP graph illustrating break-even point and profi t/loss areas.

• Calculation of unit contribution margin.

• Calculation of units and sales dollars needed to achieve break-even or a desired level of profi t.

• Calculation of margin of safety in units and/or dollars, or as a percentage.

• CVP statement.

Desired profi t level: sales equals variable costs plus fi xed costs plus net profi t.

Actual Sales Units – Breakeven Units × 100 = __ %

Actual Sales Volume
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Cost-volume-profi t graph
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Here you can see break-even point is 50 000 units and $400 000 sales. At any less there is a loss, and at any 
more there is a profi t. For example:

at 20 000 units ($150 000 Rev – $250 000 TC);

at 70 000 units ($250 000 Rev – $500 000 TC).

The relevant range is 0–100 000 units.

CVP statement
This statement shows the relationship between revenue, the various costs, and profi t. An example is:

Business Name
CVP Statement

For the year ended __/___/__

Revenue $NZ $NZ

Sales 800 000

Less Variable costs (400 000)

= Contribution margin 400 000

Less Fixed costs (150 000)

Profi t 250 000

Note: You might have to classify expenses as variable or fi xed to calculate the total.

Evaluate information

This will include the following.

• Interpreting a cash budget, a CVP analysis, non-fi nancial information and suggesting implications for the 
business.

 ESA Publications (NZ) Ltd  –  ISBN 978-0-947504-44-1  –  Copying or scanning from ESA workbooks is limited to 3% under the NZ Copyright Act.

90 Achievement Standard 91408 (Accounting 3.5)

3.5

L3 Acc AME WB 2017.indd   90L3 Acc AME WB 2017.indd   90 5/18/17   11:20 AM5/18/17   11:20 AM



• Making valid and justifi ed recommendations based on a cash budget or CVP calculation and/or relevant 
non-fi nancial information. To justify a recommendation is to explain why and how the recommendation 
would solve problems using evidence from the resource material and/or your calculations. 

• Explaining the consequences of the recommendation (i.e. explaining what will occur because of the 
recommendation) again using supporting evidence.

Cash budget

Although you need to know the purpose of various budgets, the cash budget is the only one you are 
required to prepare.

Business Name
Cash budget (abbreviated sample)

For ‘months, year’

January February

$NZ $NZ

Estimated receipts

List…  xx  xx

 x  x

Total  xxx  xxx

Estimated payments

List…  x  x

 xx  xx

 x  x

Total  xx  xxx

Net surplus (defi cit) in cash  xx  (xx)

+ Opening bank balance  x  xxx

= Closing bank balance  xxx  xx

Note:

1. You might have to prepare a schedule of cash from accounts receivable to calculate ‘cash from debtors’.

2. The closing bank balance of one month becomes the opening bank balance of the next month.

3. Read carefully the information provided.

4. Do not enter ‘non-cash’ items, e.g. depreciation.

Calculating variances

Businesses should compare the cash budget against the actual cash fl ow to ensure that variances are 
calculated, monitored, justifi ed and so that changes to future budgets can be made if necessary.
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N
C

EA
practice Questions: Explain and prepare information for 

management decision making

  Question One
Resource information
Note: Ignore GST for this standard.

Awhina and Pita are twins going to university next year. They will need to fund their study with student 
loans but hope to limit their student loan debt by starting a business called Te Kete Mātauranga Crafts 
(TKMC) to sell harakeke kete (fl ax baskets). Their kuia (grandmother) has taught them the correct way to 
gather, treat, and weave harakeke (fl ax) into kete (baskets), in accordance with tikanga (protocol). They 
have chosen a quick-to-weave design for the kete using undyed harakeke. These kete are increasingly 
popular with tourists and locals.

Awhina and Pita have an agreement with the local city council to act as guardians for all fl ax plants in the 
council region in return for free fl ax. In order to concentrate on their studies, Awhina and Pita will collect 
and store the fl ax at their local marae. Members of their whānau who are experienced weavers have 
agreed to make the kete and be paid $20.00 per hour by TKMC.

Awhina and Pita will apply for a business start-up grant from their iwi and use the funds as a deposit on a 
hatchback vehicle, which they will use for deliveries and transporting stock and equipment to the farmers’ 
market. The rest of the purchase price of the car was paid by Awhina and Pita’s kuia and will be paid back 
monthly to their grandmother (interest-free) within TKMC’s fi rst year of operations.

The production of the kete occurs during the month before the sale, and this number is based on the 
projected sales fi gures outlined in ‘Costing information for TKMC’ following. Each kete, after it has been 
made by Awhina and Pita’s whānau, will be stored in the shed on the marae awaiting its sale in the next 
month. The experienced weavers will be paid in the month that the kete is sold.

Costing information for TKMC
Income:
Awhina and Pita sell each kete for $70.00 cash at the farmers’ market on the weekend and by contract to 
the local tourist outlet in town. All sales to the tourist outlet are for $70.00 on credit and are paid to TKMC 
the following month, less a 10% discount.

OCTOBER
(fi rst month of operation) NOVEMBER DECEMBER

10 kete at farmers’ market for 
cash

10 kete to the local tourist outlet

35 kete at farmers’ market for 
cash

20 kete to the local tourist outlet

60 kete at farmers’ market for 
cash

40 kete to the local tourist outlet

Fixed costs: $11 340 per year made up of:

Cellphone business plan $55 per month

Other fi xed operating expenses $275 per month

Storage rental to marae committee $1 200 per year, paid in equal monthly instalments

Vehicle expenses $140 per month

Vehicle loan repayment $3 000 this year only, and is paid in equal monthly instalments

Depreciation on vehicle 30% per year on $5 000 cost

Variable costs: $35.00 per kete.
Each kete takes their whānau 1.5 hours to make.
Other harakeke processing costs are $5.00 cash per kete, paid in month of production.

 Year 2016  
Ans. p.139
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 AS 91404 (Accounting 3.1): Demonstrate 
understanding of accounting concepts for 
a New Zealand reporting entity
 Note: Throughout the answers for this standard there is 
often opportunity for the student to be awarded A, M or E. 
The difference between the gradings is the depth and detail 
provided in the answer. Even for ‘Achieved’, the defi nition 
needs to be explained in context. For ‘Merit’ and ‘Excellence’ 
the quality of the explanation, integration of resource 
material, and linkage made are the determining factors.

 3.1 Question One
Part A
a. Michael Hill International Limited (MHI) is a reporting entity 

because it is listed on the New Zealand stock exchange, 
and therefore is an issuer of shares to the public, for cash; 
(has assets greater than $1 million and revenue greater than 
$2 million, and has more than fi ve employees). MHI has 
public accountability.
(A = stock exchange / sells share to public, M = explains issuing shares and one of the $ 
features.)

b. A donation of 15% of gross profi ts would be deemed material 
in amount and therefore must be disclosed, because it 
will have an impact on the decisions of shareholders and 
potential investors. It helps users of MHI’s report relate to the 
company and see that it has a social conscience since it helps 
a community group. Promotes awareness of the charity. Many 
MHI shareholders might also have a connection to the Pink 
Hope Foundation cause, so this information will infl uence 
whether they keep their shares or buy more shares.
(A = concept of materiality outlined / infl uence decision, M = Achieved and discussion of 
the 15% being material in size, E = justifi es the disclosure using materiality and linking to a 
decision of the users.)

c. For information to be relevant to a retail store employee 
it needs to infl uence his or her decision. The information 
confi rms past events and can help to predict future events.

 This statement outlines the growth of online sales. An 
employee working in MHI’s retail store might be concerned 
about the security of their job because if more customers are 
purchasing online then this could lead to lessening demand 
for in-store sales. Since lessening demand might result in 
fewer store hours or loss of jobs in retail stores, this could be 
relevant to helping an employee decide whether to look for a 
job in a different company or not.
(A = concept of relevance outlined in relation to the employee, M = Achieved and discussion 
of loss of job / online growth, E = justifi es by expanding the Merit answer to include a 
decision the employee might make and why.)

Part B
a. NZ GAAP refers to the generally accepted accounting practice 

in New Zealand. This ensures that fi nancial statements 
provide a true and fair view of MHI’s and other companies’ 
fi nancial situations. Compliance with NZ GAAP reassures 
shareholders and other users of the fi nancial information 
that the fi nancial statements have been prepared following 
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the rules and guidelines of the NZ IFRS and other applicable 
standards and that their information can be relied upon 
to make decisions, and to draw comparisons with other 
entities. Because MHI is a publicly listed company, its fi nancial 
statements must comply with NZGAAP, which means 
investors, lenders, shareholders and so on can rely on the 
information to assist with decisions.
(A = describes what NZ GAAP is in relation to MHI, M = explains NZ GAAP for MHI in 
relation to accuracy and decision making.)

b. The trade receivables are reported using the estimated 
realisable value measurement base. This takes into 
consideration the fact that MHI knows that it is unlikely that 
it will receive the full amount of cash from these debtors. 
It would give users a false impression of the expected cash 
infl ow if trade receivables were reported using the historical 
cost measurement base at the full amount. By reducing the 
amount for bad debts as known and by making an allowance 
for doubtful debts, the estimated realisable value provides a 
more relevant and faithful representation of the amount of 
money that is expected to be received, which helps to ensure 
that more accurate decisions can be made by the users of the 
fi nancial statements.
(A = describes the estimated realisable value, not historical cost, for MHI trade receivables, 
M = justifi es the estimated realisable value in relation to faithful representation and decision 
making (and why not historical cost).)

c. Comparability requires that information must be able to be 
prepared in a manner that ensures comparisons can be made 
between entities and years in order to establish similarities 
and differences and to identify trends in results. Stating 
that there have been no changes in accounting policies for 
MHI this year gives users of the fi nancial statements greater 
assurance that the information has been prepared in the 
same way and is therefore very comparable. Any changes 
(increases or decreases) in dollar fi gures are genuinely linked 
to performance results and not to an accounting change. 
This enhances the ability to make decisions based on this 
information.
(A = defi nes comparability and links to MHI, M = relates the impact of no change in 
policies to decision-making accuracy for users of MHI’s fi nancial statements, E = justifi es 
comparability in relation to decisions, trends, changes, reliability and so on for MHI.)

d. MHI’s fi nancial statements are prepared in accordance with 
the accrual basis concept. This states that MHI must recognise 
transactions when they occur and report them in the fi nancial 
statements in the period to which they relate, regardless of 
when cash changes hands. The interest expenses incurred for 
the year ended 30 June 2015 totalled $4 708 000 and this 
must be reported in the Comprehensive Income Statement 
as Finance costs, which decreases the profi t for the year. This 
recognises the interest that has been charged on borrowing 
this year, regardless of the fact that $161 000 has not yet 
been paid. In the Statement of Financial Position the accrued 
expenses totalling $5 772 000 include the $161 000 yet to be 
paid for interest expenses as a current liability because MHI 
will pay this interest in cash to the lenders in the next fi nancial 
year.
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(A = defi nes accrual basis and discusses reporting the interest at $4 708 000 in the Income 
Statement / or the accrued expenses in the Statement of Financial Position, M = explains the 
accrual basis concept in relation to the $4 708 000 fi nance costs and the accrued expenses 
of $161 000, E = justifi es the reporting of the interest expense in relation to MHI and accrual, 
making reference to payment periods and incurred period decreasing profi t.)

Part C
The lawsuit is disclosed in the Notes to the fi nancial statements 
and not as a liability in the Statement of Financial Position 
because the lawsuit does not meet the three characteristics of 
a liability. A liability requires there to be a past transaction or 
event which creates a present obligation, and which will then 
cause a future sacrifi ce or outfl ow of resources embodying future 
economic benefi ts. The lawsuit is a result of a past event, because 
transactions occurred between 2009 and 2014. However, there is 
no current obligation to pay any amount of money, because the 
court proceedings have not taken place. It is also not defi nite that 
there will be a future sacrifi ce of the asset Bank of MHI, because 
the lawsuit has not been concluded. Therefore two of the three 
characteristics of a liability have not been met and the lawsuit 
cannot be reported as a liability.

However, the lawsuit is important information that is likely to 
infl uence the decisions of shareholders and other users of the 
fi nancial statements. Relevance requires that information that will 
help evaluate future events be disclosed if it is material and will 
infl uence decisions. Materiality states that an event or transaction 
that is material in size or nature must be disclosed. The pending 
lawsuit, with a potential cash outfl ow of the asset Bank totalling 
$35 million, is a material amount in relation to cash fl ow and 
profi t as MHI needs to ensure it has these cash reserves in case it 
is found guilty. This amount of potential spending might infl uence 
shareholders to sell their shares, which could bring about a fall in 
share price, so it is essential that MHI disclose the pending lawsuit 
in the Notes to the fi nancial statements / a creditor might change 
their credit arrangements due to the signifi cant amount ($35 m) 
at risk.
(A = describes liability characteristics in relation to the pending lawsuit not meeting them / 
describes materiality or relevance in relation to users of fi nancial statements making a decision 
about the lawsuit, M = explains the liability characteristic not being met and materiality in relation 
to disclosing the lawsuit, E = justifi es the reporting of the pending lawsuit in relation to liability 
characteristics not being met, and materiality requiring reporting in the notes, with monetary and 
decision example.)

 3.1 Question Two
Part A

1. This statement is useful to users of Air New Zealand Limited’s 
fi nancial statements because it enhances understandability. 
Policies used to prepare fi nancial statements can vary; they 
can clarify the measurement base used and say whether any 
changes have occurred. For example, existing shareholders 
might want to check whether the policies are the same as 
they were last year so they can confi dently make comparisons. 
The bank manager might want to see what measurement 
base Air New Zealand Limited has used to value its assets, 
because this will infl uence future lending.
(A = links to decision making; M = reference made to at least one concept; E = justifi es the 
decision making by referring to a concept with an example.)

2. The concept of relevance requires the information to confi rm 
or evaluate past events or to help the user predict future 
events. A current shareholder of Air New Zealand Limited 
could fi nd this information relevant and useful when deciding 
whether or not to keep his or her shares, because the 
shareholder might have a strong focus on the importance 
of the environment or sustainability. If this were the case, 
reading this report would help them decide if Air New Zealand 
Limited was doing enough for the environment, most likely 
through ‘carbon-neutral’ initiatives. If the airline was not 
doing enough (or was doing well) in the investor’s opinion, 
the shareholder might decide to sell (or keep) their shares. / A 
current shareholder might read this report and believe that its 
environmental focus was costing Air New Zealand Limited a lot 
and thereby lowering profi t, so the shareholder might decide 

p. 14

to sell his or her shares.
(A = outlines relevance features linked to Air New Zealand Limited; M = Achieved and 
linked to decision; E = justifi es the decision to sell or keep shares with specifi c example and 
relevance concept.)

3. There are several possible limitations of the fi nancial 
statements in Air New Zealand Limited’s annual report. 
Examples include:

• The annual report being used is for the year ended 
30 Jun 2014. This is very old information and not timely. 
This makes the information not very useful for decision 
making because a lot could have changed in 17 months 
(examination sat in late November 2015). This means 
that the decisions being made by the users might be 
invalid now. Timeliness enhances the quality of the 
reports, and this is not present here.

• Accounts receivable are reported at estimated realisable 
value, which might not be accurate because it is based on 
an estimate of doubtful debts. This could result in profi t 
for the year and the value of assets being overstated or 
understated, which could affect users’ decisions.

• The aircraft will be depreciated every year to establish 
a carrying amount for the asset. This is based on a 
depreciation rate that might not accurately refl ect the 
value (either resale or market) of the aircraft, which could 
mislead users. The depreciation rate is based on historical 
cost, which is likely to be undervalued, especially in times 
of infl ation. Although currently in New Zealand infl ation 
is not a great concern, exchange-rate fl uctuations will 
have a great impact on replacement costs.
(A = Outlines one limitation linked to Air New Zealand Limited; M = explains the 
limitation linked to Air New Zealand Limited and linked to user; E = justifi es the one 
limitation linked to Air New Zealand Limited and explains fully why/how this is a 
limitation through fi nancial impact / impact on decision maker.)

Part B

1. The cost of purchasing the Boeing 787-9 Dreamliner is capital 
expenditure because the purchase cost of the plane is ‘one-
off’ after the fi nal payments have been made (payments are 
likely to have been in instalments or at least with a deposit 
fi rst). The total cost of purchasing and getting the Dreamliner 
ready for use is Capital Expenditure. The Dreamliner will 
benefi t Air New Zealand Limited over a long time, defi nitely 
beyond 2014, and will be reported as a non-current asset 
in the Statement of Financial Position. The Dreamliner will 
provide future economic benefi t for Air New Zealand Limited 
because the company will use the plane to carry passengers 
and freight around the world; passengers will pay to fl y on the 
aircraft, which increases revenue from ticket sales, increasing 
profi t, and increasing cash at bank when the tickets are paid 
for.
(A = Characteristics of a capital expenditure linked to Air New Zealand Limited OR future 
economic benefi t explained; M = characteristics of a capital expenditure linked to Air New 
Zealand Limited AND future economic benefi t explained; E = Dreamliner purchase justifi ed 
in terms of capital expenditure and future economic benefi t for Air New Zealand Limited with 
specifi c details and examples.)

2. Depreciation on the aircraft fl eet will be reported as a 
distribution expense in the Income Statement because it is 
a cost of delivering the service of air travel. The depreciation 
on the aircraft fl eet is an expense because it decreases 
the carrying amount of the aircraft through accumulated 
depreciation in the notes to the fi nancial statements. The 
depreciation decreases the profi t after tax for Air New Zealand 
Limited thereby decreasing the retained earnings and equity of 
the company. The depreciation is a book entry to write down 
the aircraft, not a payment/distribution to the shareholders of 
the company.
(A = The three characteristics of an expense linked to Air New Zealand Limited and 
depreciation on aircraft (NOT decreasing Bank); M = characteristics explained for Air New 
Zealand Limited by reference to carrying amount, profi t; E = characteristics explained for Air 
New Zealand Limited by fully explaining how the aircraft asset is decreased, the impact on 
retained earnings through decreased profi t and therefore decreasing equity, and description 
of it not being drawings.)
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