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Explain the FASB conceptual framework.

Understand the relationship among the objectives of financial reporting.

Identify the genéral objective of financial reporting.

Describe the three specific objectives of financial reporting.

Discuss the types of useful information for investment and credit decision making.
Explain the qualities of useful accounting information.

Understand the accounting assumptions and principles that influence GAAP.
Define the elements of financial statements.

List the qualitative characteristics of useful information in the tentative FASB and
IASB joint conceptual framework (Appendix).



If It's Broken . .. Fix It!

U.S. GAAP is widely considered the most
complete and well-developed set of account-
ing standards in the world. However, U.S.
accounting standards recently have come
under increasing criticism as being too rules-
based. U.S. accounting standards are viewed
as having become too long and complex,
containing too many percentage tests (bright
lines), and allowing numerous exceptions

to the principles underlying the standards.
Together, the rules-based nature of the stan-
dards is seen to have fostered a “check-the-
box mentality” that allowed financial “engi-
neers” to comply with the letter of the stan-
dards while not always showing the underly-
ing reality of the transactions. In its review
of U.S. accounting standards, the Securities
and Exchange Commission (SEC) noted
that the lease accounting rules are made up
of approximately 16 FASB Statements and
Interpretations, 9 Technical Bulletins, and
more than 30 EITF Abstracts. Also, there are
more than 800 pages of accounting guid-
ance relating to derivatives. One prominent

controller described recently issued account-

ing guidance as a mistake that was so com-
plicated that organizations are uncertain if

they can even follow the rules. What is the

solution?

The SEC has recommended that future
accounting standards should not follow a
rules-based, nor principles-only approach,
but should be “objectives-oriented.” This
principles-based standard setting approach
should be built on an improved and consis-
tently applied conceptual framework. This
approach should clearly state the accounting
objective of the standard, provide sufficient
detail and structure so that the standard can
be applied consistently, minimize exceptions
to the standard, and avoid the use of bright-
line tests. The development of objectives-
oriented standards should improve the
relevance, reliability, and comparability of
financial information resulting in more mean-
ingful and informative financial statements.

The Financial Accounting Standards
Board (FASB) and the International
Accounting Standards Board (IASB) have
been working together on a common
Conceptual Framework that will help stan-

dard setters achieve this goal.

LA
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Chapter 1 - Financial Reporting: Its Conceptual Framework

Accounting standards were developed in the United States by the Committee on
Accounting Procedure (CAP) and the Accounting Principles Board (APB) before the
inception of the Financial Accounting Standards Board (FASB). The CAP and the
APB were not able to develop a broad, normative conceptual framework of account-
ing theory. The APB did issue APB Statement No. 4, “Basic Concepts and Accounting
Principles Underlying Financial Statements of Business Enterprises.” However, this
document described current practice instead of what should be appropriate account-
ing. Although the CAP and APB considered some accounting concepts in setting of
accounting standards, generally this was limited to the concepts related to the particular
accounting issue at hand. This led, at times, to accounting principles that were inconsis-
tently applied from one issue to another. These inconsistencies led to political pressure
on the FASB to develop a general set of concepts and principles to guide its standard set-
ting. In this chapter, we discuss the FASB’s conceptual framework of accounting theory.
This framework includes:

the objectives of financial reporting

the types of useful accounting information

the qualitative characteristics of accounting information
accounting assumptions and principles

We also include a brief review of generally accepted accounting principles and financial
statements. At the end of the chapter, we include an Appendix that briefly summarizes a
planned joint FASB and IASB conceptual framework.

FASB CoNcepTUAL FRAMEWORK

The FASB has been given two charges. First, it is to develop a conceptual framework
of accounting theory. Second, it is to establish standards (generally accepted account-
ing principles) for financial accounting practice. The intent is to develop a theoretical
foundation of interrelated objectives and concepts that leads to the establishment of
consistent financial accounting standards. In other words, the conceptual framework
should provide a logical structure and direction to financial accounting and reporting.
This conceptual framework is expected to:

p—

guide the FASB in establishing accounting standards

2. provide a frame of reference for resolving accounting questions in situations
where a standard does not exist

3. determine the bounds for judgment in the preparation of financial statements

4. increase users’ understanding of and confidence in financial reporting

5. enhance comparability

The FASB expects that the conceptual framework will encourage companies to provide
financial (and related) information that is useful in efficiently allocating scarce eco-
nomic resources in capital and other markets.'

Exhibit 1-1 shows the relationship among the objectives, concepts, and standards,
their purposes, and the documents issued by the FASB. The outputs of the conceptual
framework are Statements of Financial Accounting Concepts; to date, seven have been
issued. The outputs of the standard-setting process are Statements of Financial Accounting
Standards: to date 163 have been issued. The many “statements of standards” are
required to identify the preferable accounting practice from the various alternatives that
arise in response to the changing, dynamic business environment. As much as possible,
the FASB considers its conceptual framework in establishing these standards.

Because of the large task, the FASB divided its conceptual framework activities into
several projects. Exhibit 1-2 shows these projects. The first project dealt with identify-

1. This discussion is based on a background paper, “The Conceptual Framework Project,” Financial
Accounting Standards Board (Stamford, Conn., 1980).



EXHIBIT 1-1 Relationship of FASB Conceptual Framework and Standard-Setting Process

Terms

Purpose

Documents

FASB Conceptual Framework

Conceptual Framework Standard Setting
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| Objectives and Concepts b e ThRE TaSen ->I Standards !
o—— SU— . " "
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| | and communicating
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: Statements of Financial |
Accounting Concepts

and communicating

financial accounting
information to
external users

!

Statements of Financial
Accounting Standards

ing the objectives of financial reporting. This project resulted in FASB Statement of
Financial Accounting Concepts No. 1, “Objectives of Financial Reporting by Business
Enterprises.” This document established the focus of the remaining projects, which are
divided into two groups (accounting and reporting). The Qualitative Characteristics

EXHIBIT 1-2

Conceptual Framework Projects for Financial Accounting and Reporting
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Conn., 1980).

Cash Flow
and Liquidity

Adapted from Figure 1 in “The Conceptual Framework Project,” Financial Accounting Standards Board (Stamford,
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Project linked together the accounting and reporting projects, as shown by the dashed lines
in Exhibit 1-2. It also resulted in FASB Statement of Financial Accounting Concepts
No. 2, “Qualitative Characteristics of Accounting Information.”

The accounting projects define the accounting elements (e.g., assets, liabilities, rev-
enues, expenses) and identify which elements should be reported, when they should
be reported (recognized), and how they should be measured.” The reporting projects
deal with how the elements of financial reports are “displayed.” Important issues
include general questions such as what information should be provided, who should be
required to provide the information, and where the information should be presented.
Also included are more specific questions about income and its components, as well as
cash flow and its components.

The FASB has issued several Statements of Concepts that deal with one or more of these
accounting and reporting projects. FASB Statement of Financial Accounting Concepts
No. 3 was issued in 1980. However, this Statement of Concepts was replaced in 1986
by FASB Statement of Financial Accounting Concepts No. 6, “Elements of Financial
Statements.” FASB Statement of Financial Accounting Concepts No. 5, “Recognition and
Measurement in Financial Statements of Business Enterprises,” was issued in 1984." FASB
Statement of Financial Accounting Concepts No. 7, “Using Cash Flow Information and
Present Value in Accounting Measurements,” was issued in 2000. An Exposure Draft, FASB
Proposed Statement of Financial Accounting Concepts, “Reporting Income, Cash Flows, and
Financial Position of Business Enterprises,” was issued regarding the reporting projects. In
addition, several working documents dealing with both accounting and reporting issues
were published that may eventually lead to the issuance of other statements of financial
accounting concepts. We discuss the Statements of Concepts dealing with the elements, rec-
ognition and measurement, and reporting of income and cash flows in Chapters 2 and 3.

In this chapter, we discuss the first two Statements of Concepts dealing with the
objectives of financial reporting and the qualitative characteristics of accounting informa-
tion. We also discuss parts of the Exposure Draft dealing with types of useful informa-
tion.

* OBJECTIVES OF FINANCIAL REPORTING

In its first concepts statement, the FASB stated that the objectives of financial reporting
are those of general-purpose external reporting by companies. That is, the objectives relate
| to a variety of external users as opposed to specific internal users, such as management.
These external users do not have the authority to prescribe the financial information
they desire from a particular company. Therefore, they must use the information that
the management of the company communicates to them.’
The FASB identified several objectives of financial reporting. These objectives pro-
ceed from the more general to the more specific. We show these objectives in Exhibit 1-3
| and discuss them in the following sections.’

Information Useful in Decision Making

The top of Exhibit 1-3 shows the most general objective. This objective states that
financial reporting should provide useful information for present and potential

2. For a discussion of these and other issues, see L. T. Johnson and R. K. Storey, “Recognition in Financial
Statements: Underlying Concepts and Practical Conventions,” Research Report (Stamford, Conn.: FASB,
1982).

3. FASB Statement of Financial Accounting Concepts No. 4, titled “Objectives of Financial Reporting by
Nonbusiness Organizations,” has also been issued but is not discussed in this book.

4. “Objectives of Financial Reporting by Business Enterprises,” FASB Statement of Financial Accounting
Concepts No. 1 (Stamford, Conn.: FASB, 1978), par. 28.

5. The discussion in this section primarily is a summary of that presented by the FASB in its “Objectives of
Financial Reporting by Business Enterprises.”



Objectives of Financial Reporting

EXHIBIT 1-3  Objectives of Financial Reporting

Provide information that is useful to
present and potential investors,
creditors,and other users in making
i rational investment, credit, and
similar decisions

General
Objective

Derived External | Provide information that is useful to
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of prospective cash receipts from
T dividends and interest, and the
proceeds from the sale, redemption,
or maturity of securities or loans

]
!
i
|
|

}

Derived Company Provide information to help investors, |
Objective creditors, and others in assessing

the amounts, timing, and |

| uncertainty of prospective net cash !

inflows to the related company i

L

' . '

Provide information Provide information
about a company’s about a company’s
economic resources, comprehensive
obligations, and income
owners’ equity and its components

Specific

Objectives Provide
information

about a company'’s

cash flows

investors, creditors, and other external users in making their investment, credit,
and similar decisions. Investors include both equity security holders (stockholders)
and debt security holders (bondholders). Creditors include suppliers, customers and
employees with claims, individual lenders, and lending institutions. Other external
users include brokers, lawyers, security analysts, and regulatory agencies. These external
users are expected to have a reasonable understanding of business and economic activi-

ties. They are also expected to be willing to study carefully the information to compre-
hend it.

Information Useful to External Users in Assessing Future Cash Receipts

The second objective shown in Exhibit 1-3 relates to external users’ needs. It states that
financial reporting should provide information that is useful to external users in
assessing the amounts, timing, and uncertainty of prospective cash receipts. This
objective is important because individuals and institutions make cash outflows for
investing and lending activities primarily to increase their cash inflows. Whether or
not they are successful depends on the extent to which they receive a return of cash,
goods, or services greater than their investment or loan. That is, they must receive not
only a return of investment, but also a return on investment relative to the risk involved.



