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Chapter 1 Financial Accounting Conceptual
Framework

Topic for the Chapter

What Is Accounting for?

Some people consider accounting as a highly technical field which is practiced and under-
stood only by professional accountants. Actually, nearly everyone practices “accounting”
in one form or another on an almost-daily basis. Accounting is the art of interpreting, mea-
suring, and communicating the results of economic activities. Whether you are paying your
phone bill, balancing your checkbook, preparing your income tax return, or managing a
multinational corporation, you are working with accounting concepts and accounting infor-
mation.

Accounting has often been called the language of business. It is the method compa-
nies use to communicate financial information to their employees and to the public. And in-
formation is important for many decisions. Such terms as assets, liabilities, net income,
cash flow, and earnings-per-share are but a few examples of technical accounting terms
widely used throughout the business world. Every investor, manager, and business-deci-
sion maker needs a clear understanding of accounting terms and concepts if he or she is to
participate and communicate effectively in the business community.

The use of accounting information is not limited to the business world. We live in an
era of accountability. An individual must account for his or her income and must file in-
come tax returns. Often an individual must supply personal accounting information in or-
der to qualify for a loan, to obtain a credit card, or to be eligible for a college scholarship.

The study of accounting should not be limited to students majoring in accounting or fi-
nance. Everyone who engages in economic activity — which means everyone — will bene-

fit from understanding the nature, significance, and limitations of accounting information.

Chapter Skeleton

The primary purpose of this chapter is to explore the nature of accounting information and
the environment in which it is developed and used. We emphasize the financial accounting
conceptual framework, including the purpose of accounting and financial reporting, ac-
counting basis and assumptions, accounting principles and measurement bases, and the

qualitative characteristics of financial accounting information.
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After studying this chapter you should be able to meet these learning objectives:

<> Define accounting, financial accounting, and financial statement.

<> Describe and prepare a balance sheet; define assels, liabilities, and owner’s equity.
<> Explain the accounting bases and assumptions.

<> Describe the accounting principles and measurement bases and qualitative charac-

teristics of financial accounting information.

1.1 The Purpose of Accounting and Financial Reporting

1.1.1  Accounting

May be described as the process of identifying, measuring, recording, and communicating
economic information to permit informed judgments and decisions by users of that informa-
tion.

The origins of accounting are generally attributed to the work of Luca Pacioli, an Ital-
ian Renaissance mathematician. Pacioli was a close friend and tutor to Leonardo da Vinei
and a contemporary of Christopher Columbus. In his text Summa de Arithmetica, Geoma-
tria, Proportione et Proportionalite, Pacioli described a system to ensure that financial infor-
mation was recorded efficiently and accurately.

With the advent of the industrial age in the nineteenth century and, later, the emer-
eence of large corporations, a separation of the owners from the managers of business took
place. As a result, the need to report the financial status of an enterprise became more im-
portant, to ensure that managers acted in accord with the owners’ wishes. Also, transac-
tions between businesses became more complex, making necessary improved approaches
for reporting financial information. Our economy has evolved into a post-industrial age —
the information age — in which many “products” are information services. The computer
has been the driver of the information age.

The basic purpose of accounting is to provide decision makers with information useful
in making economic decisions. These decisions concern the allocation and use of scarce re-
sources, such as money, land, and labor. The manner in which we allocate and use econom-
ic resources shapes the world’s economies. Resource allocation decisions determine prices,
wages, the goods and services we produce, the adequacy of our food supplies, the quality of
our transportation systems, and which countries will prosper or suffer economic decline.

Just as there are many different types of economic decisions, there are many types of
accounting information. The terms, financial accounting, management accounting, and tax
accounting, are often used in describing the types of accounting information most widely

used in the business community. Because our primary focus is financial accounting, we



