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Conceptual Framework

CHAPTER

for Financial Reporting

LEARNING OBJECTIVES

After studying this chapter, you should be able to.

1. Describe the usefulness of a conceptual 5. Define the basic elements of financial
framework. statements.

2. Describe the FASB’s efforts to construct a [ 6. Describe the basic assumptions of

conceptual framework. accounting.
3. Understand the objective of financial 7. Explain the application of the basic
reporting. principles of accounting.
4. ldentify the qualitative characteristics of 8. Describe the impact that the cost
accounting information. constraint has on reporting accounting
information.
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Third Level: Recognition and Measurement

The FASB sets forth most of these concepts in its Statement of
Financial Accounting Concepts No. 5, “Recognition and
Measurement in Financial Statements of Business Enterprises.”

l’ Recognition, Measurement, and Disclosure Concepts —l

l

ASSUMPTIONS PRINCIPLES CONSTRAINTS
1. Economic entity 1. Measurement 1. Cost
2. Going concern 2. Revenue recognition -
3. Monetary unit 3. Expense recognition Third level:
4. Periodicity 4. Full disclosure The "how"—
implementation
QUALITATIVE
e =iiem 55 CHARACTERISTICS ELEMENTS
1. Fundamental gualities
Conceptual Fram eW0rk A. Relevance 1. Assets
for Financial Reporting (1) F’r’ed@ctive valug 2. Liabilities
(2) Confirmatory value 3. Equity
{3] Materiality _ 4. Investment by owners Second level: Brldge
B. Faithful representation| §} - 5_pistribution to owners between levels 1 and 3
(1) Completeness 6. Comprehensive income
(2) Neutrality 7. Revenues
(3) Free from error 8. Expenses
2.3 2. Enhancing qualities 9' Gains L O 6
(1) Comparability '
(2) Verifiability 10. Losses




Third Level. Basic Assumptions

Economic Entity — company keeps its activity separate from
Its owners and other businesses.

Going Concern - company to last long enough to fulfill
objectives and commitments.

Monetary Unit - money is the common denominator.

Periodicity - company can divide its economic activities into
time periods.

2-4 LO 6 Describe the basic assumptions of accounting.



Third Level. Basic Assumptions
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lllustration: Identify which basic assumption of accounting is best
described in each item below.

(a) The economic activities of KC Corporation are )
divided into 12-month periods for the purpose of Perioaicity,
Issuing annual reports.

(b) Solectron Corporation, Inc. does not adjust
amounts in its financial statements for the effects
of inflation.

Monetary
unit

(c) Walgreen Co. reports current and noncurrent ,
classifications in its balance sheet. Going Conceri

(d) The economic activities of General Electric and ]
its subsidiaries are merged for accounting and 500”0_/77/0
reporting purposes. Entity

LO 6 Describe the basic assumptions of accounting.
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WHOSE COMPANY IS IT!

The importance of the entity assumption is illustrated by scandals involving W.
R. Grace and, more recently, Adelphia. In both cases, senior company
employees entered into transactions that blurred the line between the
employee’s financial interests and those of the company. At Adelphia, among
many other self-dealings, the company guaranteed over $2 billion of loans to
the founding family. W. R. Grace used company funds to pay for an apartment
and chef for the company chairman. As a result of these transactions, these
iInsiders benefitted at the expense of shareholders. Additionally, the financial
statements failed to disclose the transactions. Such disclosure would have
allowed shareholders to sort out the impact of the employee transactions on
company results.

LO 6 Describe the basic assumptions of accounting.
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Third Level. Basic Principles

Measurement Principle — The most commonly used
measurements are based on historical cost and fair value.

Issues:

¢ Historical cost provides a reliable benchmark for measuring
historical trends.

Fair value information may be more useful.

Recently the FASB has taken the step of giving companies
the option to use fair value as the basis for measurement of
financial assets and financial liabilities.

¢ Reporting of fair value information is increasing.

2-8 LO 7 Explain the application of the basic principles of accounting.



Third Level. Basic Principles

Revenue Recognition - requires that companies recognize
revenue in the accounting period in which the performance

obligation is satisfied.

Expense Recoghnition - “Let the expense follow the

revenues.”
lllustration 2-6
Expense Recognition
Type of Cost Relationship Recognition
Product costs: Direct relationship between Recognize in period of revenue
¢ Material cost and revenue. (matching).
e | abor
® Overhead
Period costs: No direct relationship
e Salaries between cost
e Administrative costs and revenue. Expense as incurred.
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LO 7 Explain the application of the basic principles of accounting.




Third
Level:
Basic
Principles

lllustration: Assume
the Boeing
Corporation signs a
contract to sell airplanes
to Delta Air Lines for
$100 million. To
determine when to
recognize revenue,
use the five steps for
revenue recognition
shown at right.

llustration 2-5
2-10

Step 1: Identify the contract(s)
with the customer.

A contract is an agreement between two parties

that creates enforceable rights or obligations. In

this case, Boeing has signed a contract to deliver
airplanes to Delta.

J

Step 2: Identify the separate
performance obligations in
the contract.

Boeing has only one performance obligation—to
deliver airplanes to Delta. If Boeing also agreed to
maintain the planes, a separate performance
obligation is recorded for this promise.

J

Step 3: Determine the transaction
price.

J

w

Transaction price is the amount of consideration
that a company expects to receive from a customer
in exchange for transferring a good or service. In
this case, the transaction price is
straightforward—it is $100 million.

Step 4: Allocate the transaction
price to separate performance
obligations.

In this case, Boeing has only one performance
obligation—to deliver airplanes to Delta.

J

Step 5: Recognize revenue when
each performance obligation
is satisfied.

Boeing recognizes revenue of $100 million for the
sale of the airplanes to Delta when it satisfies its
performance obligation—the delivery of the
airplanes to Delta.




Third Level. Basic Principles

Full Disclosure — providing information that is of sufficient
Importance to influence the judgment and decisions of an
Informed user.

Provided through:
¢ Financial Statements
¢ Notes to the Financial Statements

¢ Supplementary information

2-11 LO 7 Explain the application of the basic principles of accounting.



Third Level. Basic Principles

lllustration: Identify which basic principle of accounting is best described
In each item below.

(a) KC Corporation reports revenue in its income Revenue
statement when it is earned instead of when the cash is Recogn/'[/'gn
collected.

(b) Yahoo, Inc. recognizes depreciation expense for a
machine over the 2-year period during which that
machine helps the company earn revenue.

EXpense
Recognition

(c) Oracle Corporation reports information about pending Full
lawsuits in the notes to its financial statements. Disclosure

(d) Eastman Kodak Company reports land on its balance
sheet at the amount paid to acquire it, even though the Measurement
estimated fair market value is greater.

2-12 LO 7 Explain the application of the basic principles of accounting.



