
LEARNING 
OBJECTIVES

After studying this chapter, you
should be able to:

� Describe the usefulness of
a conceptual framework.

� Describe the FASB’s
efforts to construct a
conceptual framework.

� Understand the objectives
of financial reporting.

� Identify the qualitative
characteristics of
accounting information.

� Define the basic elements
of financial statements.

� Describe the basic
assumptions of
accounting.

� Explain the application of
the basic principles of
accounting.

	 Describe the impact that
constraints have on
reporting accounting
information.

The growth of new-economy business on the Internet has led to the development
of new measures of performance. When Priceline.com splashed on the dot-
com scene, it touted steady growth in a measure called “unique offers by users”
to explain its heady stock price. And Drugstore.com focused on “unique
customers” at its Web site to draw investors to its stock. After all, new
businesses call for new performance measures, right?

Not necessarily. The problem with such indicators is that they do not exhibit
any consistent relationship with the ability of these companies to earn profits
from the customers visiting their Web sites. Eventually, as the graphs below
show, the profits never materialized, and stock price fell.
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According to one accounting expert, investors’ use of nonfinancial measures is
not detrimental when combined with financial analysis, which is based on
measures such as earnings and cash flows. The problem is that during the
recent Internet craze, investors placed too much emphasis on nonfinancial
data. Thus, the new economy may require some new measures but investors
need to be careful not to forget the relevant and reliable traditional ones.1

1Story and graphs adapted from Gretchen Morgenson, “How Did They Value
Stocks? Count the Absurd Ways,” New York Times (March 18, 2001), section 3, p. 1.
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PREVIEW OF CHAPTER 2

CONCEPTUAL FRAMEWORK 
UNDERLYING FINANCIAL ACCOUNTING

• Qualitative
characteristics

• Basic elements

First Level:
Basic Objectives

• Basic assumptions
• Basic principles
• Constraints

As indicated in the opening story about dot-com reporting, users of financial state-
ments need relevant and reliable information. To help develop this type of financial in-
formation, a conceptual framework that guides financial accounting and reporting is
used. This chapter discusses the basic concepts underlying this conceptual framework.
The content and organization of this chapter are as follows.

CONCEPTUAL FRAMEWORK
A conceptual framework is like a constitution: It is “a coherent system of interrelated
objectives and fundamentals that can lead to consistent standards and that prescribes
the nature, function, and limits of financial accounting and financial statements.”2 Many
have considered the FASB’s real contribution—and even its continued existence—to
depend on the quality and utility of the conceptual framework.

Need for Conceptual Framework
Why is a conceptual framework necessary? First, to be useful, standard setting should
build on and relate to an established body of concepts and objectives. A soundly
developed conceptual framework should enable the FASB to issue more useful and
consistent standards over time. A coherent set of standards and rules should be the
result, because they would be built upon the same foundation. The framework should
increase financial statement users’ understanding of and confidence in financial re-
porting, and it should enhance comparability among companies’ financial statements.

Second, new and emerging practical problems should be more quickly solved by
reference to an existing framework of basic theory. For example, Sunshine Mining
(a silver mining company) sold two issues of bonds that it would redeem either with
$1,000 in cash or with 50 ounces of silver, whichever was worth more at maturity. Both
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OBJECTIVE �
Describe the
usefulness of a
conceptual framework.

2“Conceptual Framework for Financial Accounting and Reporting: Elements of Financial
Statements and Their Measurement,” FASB Discussion Memorandum (Stamford, Conn.: FASB,
1976), page 1 of the “Scope and Implications of the Conceptual Framework Project” section. For
an excellent discussion of the functions of the conceptual framework, see Reed K. Storey and
Sylvia Storey, Special Report, “The Framework of Financial Accounting and Concepts” (Norwalk,
Conn.: FASB, 1998), pp. 85–88.
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bond issues had a stated interest rate of 8.5 percent. At what amounts should the bonds
have been recorded by Sunshine or the buyers of the bonds? What is the amount of
the premium or discount on the bonds and how should it be amortized, if the bond re-
demption payments are to be made in silver (the future value of which was unknown
at the date of issuance)?

It is difficult, if not impossible, for the FASB to prescribe the proper accounting
treatment quickly for situations like this. Practicing accountants, however, must resolve
such problems on a day-to-day basis. Through the exercise of good judgment and with
the help of a universally accepted conceptual framework, practitioners can dismiss cer-
tain alternatives quickly and then focus on an acceptable treatment.

Development of Conceptual Framework
Over the years numerous organizations, committees, and interested individuals de-
veloped and published their own conceptual frameworks. But no single framework
was universally accepted and relied on in practice. Recognizing the need for a gener-
ally accepted framework, the FASB in 1976 began work to develop a conceptual
framework that would be a basis for setting accounting standards and for resolving
financial reporting controversies. The FASB has issued six Statements of Financial 
Accounting Concepts that relate to financial reporting for business enterprises.3 They
are:

� SFAC No. 1, “Objectives of Financial Reporting by Business Enterprises,” presents
the goals and purposes of accounting.

� SFAC No. 2, “Qualitative Characteristics of Accounting Information,” examines the
characteristics that make accounting information useful.

� SFAC No. 3, “Elements of Financial Statements of Business Enterprises,” provides
definitions of items in financial statements, such as assets, liabilities, revenues, and
expenses.

� SFAC No. 5, “Recognition and Measurement in Financial Statements of Business
Enterprises,” sets forth fundamental recognition and measurement criteria and
guidance on what information should be formally incorporated into financial state-
ments and when.

� SFAC No. 6, “Elements of Financial Statements,” replaces SFAC No. 3 and expands
its scope to include not-for-profit organizations.

� SFAC No. 7, “Using Cash Flow Information and Present Value in Accounting Meas-
urements,” provides a framework for using expected future cash flows and pres-
ent values as a basis for measurement.

Illustration 2-1 (on page 30) provides an overview of the conceptual framework.4

At the first level, the objectives identify the goals and purposes of accounting. Ideally,
accounting standards developed according to a conceptual framework will result in
accounting reports that are more useful. At the second level are the qualitative char-
acteristics that make accounting information useful and the elements of financial
statements (assets, liabilities, and so on). At the third level are the measurement and
recognition concepts used in establishing and applying accounting standards. These
concepts include assumptions, principles, and constraints that describe the present re-
porting environment. The remainder of the chapter examines these three levels of the
conceptual framework.

Conceptual Framework • 29

OBJECTIVE �
Describe the FASB’s
efforts to construct a
conceptual framework.

International 
Insight

The IASB has issued a
conceptual framework that is
broadly consistent with that of
the United States.

3The FASB has also issued a Statement of Financial Accounting Concepts that relates to non-
business organizations: Statement of Financial Accounting Concepts No. 4, “Objectives of Financial
Reporting by Nonbusiness Organizations” (December 1980).

4Adapted from William C. Norby, The Financial Analysts Journal (March–April 1982), p. 22.
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FIRST LEVEL: BASIC OBJECTIVES
As we discussed in Chapter 1, the objectives of financial reporting are to provide in-
formation that is: (1) useful to those making investment and credit decisions who have
a reasonable understanding of business and economic activities; (2) helpful to present
and potential investors, creditors, and other users in assessing the amounts, timing,
and uncertainty of future cash flows; and (3) about economic resources, the claims to
those resources, and the changes in them.

The objectives, therefore, begin with a broad concern about information that is use-
ful to investor and creditor decisions. That concern narrows to the investors’ and cred-
itors’ interest in the prospect of receiving cash from their investments in or loans to
business enterprises. Finally, the objectives focus on the financial statements that pro-
vide information useful in the assessment of prospective cash flows to the business en-
terprise. This approach is referred to as decision usefulness. It has been said that the
golden rule is the central message in many religions and the rest is elaboration. Simi-
larly, decision usefulness is the message of the conceptual framework and the rest is
elaboration.

In providing information to users of financial statements, general-purpose finan-
cial statements are prepared. These statements provide the most useful information
possible at minimal cost to various user groups. Underlying these objectives is the
notion that users need reasonable knowledge of business and financial accounting mat-
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First level:  The "why"—goals and purposes
of accounting.
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levels 1 and 3
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ILLUSTRATION 2-1
Conceptual Framework
for Financial Reporting

OBJECTIVE �
Understand the
objectives of financial
reporting.
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ters to understand the information contained in financial statements. This point is
important. It means that in the preparation of financial statements a level of reasonable
competence on the part of users can be assumed. This has an impact on the way and
the extent to which information is reported.

SECOND LEVEL: FUNDAMENTAL CONCEPTS
The objectives (first level) are concerned with the goals and purposes of accounting.
Later, we will discuss the ways these goals and purposes are implemented (third level).
Between these two levels it is necessary to provide certain conceptual building blocks
that explain the qualitative characteristics of accounting information and define the el-
ements of financial statements. These conceptual building blocks form a bridge between
the why of accounting (the objectives) and the how of accounting (recognition and
measurement).

Qualitative Characteristics of Accounting Information
How does one decide whether financial reports should provide information on how
much a firm’s assets cost to acquire (historical cost basis) or how much they are cur-
rently worth (current value basis)? Or how does one decide whether the three main
segments that constitute PepsiCo—PepsiCola, Frito Lay, and Tropicana—should be
combined and shown as one company, or disaggregated and reported as three sepa-
rate segments for financial reporting purposes?

Choosing an acceptable accounting method, the amount and types of information
to be disclosed, and the format in which information should be presented involves de-
termining which alternative provides the most useful information for decision mak-
ing purposes (decision usefulness). The FASB has identified the qualitative charac-
teristics of accounting information that distinguish better (more useful) information
from inferior (less useful) information for decision making purposes.5 In addition, the
FASB has identified certain constraints (cost-benefit and materiality) as part of the con-
ceptual framework; these are discussed later in the chapter. The characteristics may be
viewed as a hierarchy, as shown in Illustration 2-2 on the next page.

Decision Makers (Users) and Understandability
Decision makers vary widely in the types of decisions they make, how they make de-
cisions, the information they already possess or can obtain from other sources, and their
ability to process the information. For information to be useful, there must be a con-
nection (linkage) between these users and the decisions they make. This link, under-
standability, is the quality of information that permits reasonably informed users to
perceive its significance. To illustrate the importance of this linkage, assume that IBM
Corp. issues a three-months’ earnings report (interim report) that shows interim earn-
ings way down. This report provides relevant and reliable information for decision
making purposes. Some users, upon reading the report, decide to sell their stock. Other
users do not understand the report’s content and significance. They are surprised when
IBM declares a smaller year-end dividend and the value of the stock declines. Thus, al-
though the information presented was highly relevant and reliable, it was useless to
those who did not understand it.

Primary Qualities: Relevance and Reliability
Relevance and reliability are the two primary qualities that make accounting infor-
mation useful for decision making. As stated in FASB Concepts Statement No. 2, “the
qualities that distinguish ‘better’ (more useful) information from ‘inferior’ (less useful)

Second Level: Fundamental Concepts • 31

OBJECTIVE �
Identify the qualitative
characteristics of
accounting information.

5“Qualitative Characteristics of Accounting Information,” Statement of Financial Accounting
Concepts No. 2 (Stamford, Conn.: FASB, May 1980).

International 
Insight

In Switzerland, Germany, Korea,
and other nations, capital is
provided to business primarily
by large banks. Creditors have
very close ties to firms and can
obtain information directly from
them. Creditors do not need to
rely on publicly available
information, and financial
information is focused on
creditor protection. This process
of capital allocation, however, is
changing.
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information are primarily the qualities of relevance and reliability, with some other
characteristics that those qualities imply.”6

Relevance. To be relevant, accounting information must be capable of making a dif-
ference in a decision.7 If certain information has no bearing on a decision, it is irrele-
vant to that decision. Relevant information helps users make predictions about the ul-
timate outcome of past, present, and future events; that is, it has predictive value.
Relevant information also helps users confirm or correct prior expectations; it has feed-
back value. For example, when UPS (United Parcel Service) issues an interim report,
this information is considered relevant because it provides a basis for forecasting annual
earnings and provides feedback on past performance. For information to be relevant,
it must also be available to decision makers before it loses its capacity to influence their
decisions. Thus timeliness is a primary ingredient. If UPS did not report its interim
results until six months after the end of the period, the information would be much
less useful for decision making purposes. For information to be relevant, it should
have predictive or feedback value, and it must be presented on a timely basis.

Reliability. Accounting information is reliable to the extent that it is verifiable, is a
faithful representation, and is reasonably free of error and bias. Reliability is a ne-
cessity for individuals who have neither the time nor the expertise to evaluate the fac-
tual content of the information.

Verifiability is demonstrated when independent measurers, using the same mea-
surement methods, obtain similar results. For example, would several independent
auditors come to the same conclusion about a set of financial statements? If outside
parties using the same measurement methods arrive at different conclusions, then the
statements are not verifiable. Auditors could not render an opinion on such statements.

32 • Chapter 2 Conceptual Framework Underlying Financial Accounting
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6Ibid., par. 15.
7Ibid., par. 47.
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Representational faithfulness means that the numbers and descriptions represent
what really existed or happened. The accounting numbers and descriptions agree with
the resources or events that these numbers and descriptions purport to represent. If
General Motors’ income statement reports sales of $150 billion when it had sales of
$138.2 billion, then the statement is not a faithful representation.

Neutrality means that information cannot be selected to favor one set of interested
parties over another. Factual, truthful, unbiased information must be the overriding
consideration. For example, R. J. Reynolds should not be permitted to suppress infor-
mation in the notes to its financial statements about the numerous lawsuits that have
been filed against it because of tobacco-related health concerns—even though such
disclosure is damaging to the company.

Neutrality in standard setting has come under increasing attack. Some argue that
standards should not be issued if they cause undesirable economic effects on an in-
dustry or company. We disagree. Standards must be free from bias or we will no longer
have credible financial statements. Without credible financial statements, individuals
will no longer use this information. An analogy demonstrates the point: In the United
States, we have both boxing and wrestling matches. Many individuals bet on boxing
matches because such contests are assumed not to be fixed. But nobody bets on
wrestling matches. Why? Because the public assumes that wrestling matches are rigged.
If financial information is biased (rigged), the public will lose confidence and no longer
use this information.

Secondary Qualities: Comparability and Consistency
Information about an enterprise is more useful if it can be compared with similar in-
formation about another enterprise (comparability) and with similar information about
the same enterprise at other points in time (consistency).

Comparability. Information that has been measured and reported in a similar manner
for different enterprises is considered comparable. Comparability enables users to
identify the real similarities and differences in economic phenomena because these dif-
ferences and similarities have not been obscured by the use of noncomparable
accounting methods. For example, the accounting for pensions is different in the United
States and Japan. In the U.S., pension cost is recorded as it is incurred, whereas in Japan
there is little or no charge to income for these costs. As a result, it is difficult to com-
pare and evaluate the financial results of General Motors or Ford to Nissan or Honda.
Also, resource allocation decisions involve evaluations of alternatives; a valid evalua-
tion can be made only if comparable information is available.

Consistency. When an entity applies the same accounting treatment to similar events,
from period to period, the entity is considered to be consistent in its use of accounting
standards. It does not mean that companies cannot switch from one method of ac-
counting to another. Companies can change methods, but the changes are restricted to
situations in which it can be demonstrated that the newly adopted method is prefer-
able to the old. Then the nature and effect of the accounting change, as well as the jus-
tification for it, must be disclosed in the financial statements for the period in which
the change is made.8

When there has been a change in accounting principles, the auditor refers to it in
an explanatory paragraph of the audit report. This paragraph identifies the nature of
the change and refers the reader to the note in the financial statements that discusses
the change in detail.9

Second Level: Fundamental Concepts • 33

8Surveys of users indicate that users highly value consistency. They note that a change tends
to destroy the comparability of data before and after the change. Some companies take the time
to assist users to understand the pre- and post-change data. Generally, however, users say they
lose the ability to analyze over time.

9“Reports on Audited Financial Statements,” Statement on Auditing Standards No. 58 (New
York: AICPA, April 1988), par. 34.
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In summary, accounting reports for any given year are more useful if they can be
compared with reports from other companies and with prior reports of the same entity.

34 • Chapter 2 Conceptual Framework Underlying Financial Accounting

Beyond touting nonfinancial measures to investors (see opening story), many compa-
nies are increasingly promoting the performance of their companies through the re-
porting of various “pro forma” earnings measures. A recent survey of newswire reports
found 36 instances of the reporting of pro forma measures in just a 3-day period.

Pro forma measures are standard measures, such as earnings, that are adjusted, usu-
ally for one-time or nonrecurring items. For example, it is standard practice to adjust
earnings for the effects of an extraordinary item. Such adjustments make the numbers
more comparable to numbers reported in periods without the unusual item.

However, rather than increasing comparability, it appears that recent pro forma
reporting is designed to accentuate the positive in company results. Examples of such
reporting include Yahoo! and Cisco, which define pro forma income after adding back
payroll tax expense. And Level 8 Systems transformed an operating loss into a pro
forma profit by adding back expenses for depreciation and amortization of intangible
assets.

Lynn Turner, former Chief Accountant at the SEC, calls such earnings measures
EBS—“everything but bad stuff.” He admonishes investors to view such reporting with
caution and appropriate skepticism.

Source: Adapted from Gretchen Morgenson, “How Did They Value Stocks? Count the Absurd
Ways,” New York Times (March 18, 2001), section 3, p. 1; and Gretchen Morgenson, “Expert Advice:
Focus on Profit,” New York Times (March 18, 2001), section 3, p. 14.

Can you compare pro formas?

What do the
numbers mean?

Basic Elements
An important aspect of developing any theoretical structure is the body of basic ele-
ments or definitions to be included in the structure. At present, accounting uses many
terms that have distinctive and specific meanings. These terms constitute the language
of business or the jargon of accounting.

One such term is asset. Is it something we own? If the answer is yes, can we as-
sume that any leased asset would not be shown on the balance sheet? Is an asset some-
thing we have the right to use, or is it anything of value used by the enterprise to
generate revenues? If the answer is yes, then why should the managers of the enter-
prise not be considered an asset? It seems necessary, therefore, to develop basic defi-
nitions for the elements of financial statements. Concepts Statement No. 6 defines the ten
interrelated elements that are most directly related to measuring the performance and
financial status of an enterprise. We list them here for review and information pur-
poses; you need not memorize these definitions at this point. Each of these elements
will be explained and examined in more detail in subsequent chapters.

OBJECTIVE �
Define the basic
elements of financial
statements.

ASSETS. Probable future economic benefits obtained or controlled by a particu-
lar entity as a result of past transactions or events.

LIABILITIES. Probable future sacrifices of economic benefits arising from pres-
ent obligations of a particular entity to transfer assets or provide services to other
entities in the future as a result of past transactions or events.

EQUITY. Residual interest in the assets of an entity that remains after deducting
its liabilities. In a business enterprise, the equity is the ownership interest.

ELEMENTS OF FINANCIAL STATEMENTS
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The FASB classifies the elements into two distinct groups. The first group of three
elements (assets, liabilities, and equity) describes amounts of resources and claims to
resources at a moment in time. The other seven elements (comprehensive income and
its components—revenues, expenses, gains, and losses—as well as investments by own-
ers and distributions to owners) describe transactions, events, and circumstances that
affect an enterprise during a period of time. The first class is changed by elements of
the second class and at any time is the cumulative result of all changes. This interac-
tion is referred to as “articulation.” That is, key figures in one statement correspond to
balances in another.

THIRD LEVEL: RECOGNITION 
AND MEASUREMENT CONCEPTS
The third level of the framework consists of concepts that implement the basic objec-
tives of level one. These concepts explain which, when, and how financial elements
and events should be recognized, measured, and reported by the accounting system.
Most of them are set forth in FASB Statement of Financial Accounting Concepts No. 5,

Third Level: Recognition and Measurement Concepts • 35

INVESTMENTS BY OWNERS. Increases in net assets of a particular enterprise
resulting from transfers to it from other entities of something of value to obtain
or increase ownership interests (or equity) in it. Assets are most commonly re-
ceived as investments by owners, but that which is received may also include
services or satisfaction or conversion of liabilities of the enterprise.

DISTRIBUTIONS TO OWNERS. Decreases in net assets of a particular enter-
prise resulting from transferring assets, rendering services, or incurring liabilities
by the enterprise to owners. Distributions to owners decrease ownership interests
(or equity) in an enterprise.

COMPREHENSIVE INCOME. Change in equity (net assets) of an entity during
a period from transactions and other events and circumstances from nonowner
sources. It includes all changes in equity during a period except those resulting
from investments by owners and distributions to owners.

REVENUES. Inflows or other enhancements of assets of an entity or settlement
of its liabilities (or a combination of both) during a period from delivering or pro-
ducing goods, rendering services, or other activities that constitute the entity’s
ongoing major or central operations.

EXPENSES. Outflows or other using up of assets or incurrences of liabilities (or
a combination of both) during a period from delivering or producing goods, ren-
dering services, or carrying out other activities that constitute the entity’s ongo-
ing major or central operations.

GAINS. Increases in equity (net assets) from peripheral or incidental transactions
of an entity and from all other transactions and other events and circumstances
affecting the entity during a period except those that result from revenues or in-
vestments by owners.

LOSSES. Decreases in equity (net assets) from peripheral or incidental transac-
tions of an entity and from all other transactions and other events and circum-
stances affecting the entity during a period except those that result from expenses
or distributions to owners.10

10“Elements of Financial Statements,” Statement of Financial Accounting Concepts No. 6 (Stam-
ford, Conn.: FASB, December 1985), pp. ix and x.
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“Recognition and Measurement in Financial Statements of Business Enterprises.” Ac-
cording to SFAC No. 5, to be recognized, an item (event or transaction) must meet the
definition of an “element of financial statements” as defined in SFAC No. 6 and must
be measurable. Most aspects of current practice are consistent with this recognition and
measurement concept.

The accounting profession continues to use the concepts in SFAC No. 5 as opera-
tional guidelines. For discussion purposes, we have chosen to identify the concepts as
basic assumptions, principles, and constraints. Not everyone uses this classification sys-
tem, so it is best to focus your attention more on understanding the concepts than on
how they are classified and organized. These concepts serve as guidelines in develop-
ing rational responses to controversial financial reporting issues.

Basic Assumptions
Four basic assumptions underlie the financial accounting structure: (1) economic en-
tity, (2) going concern, (3) monetary unit, and (4) periodicity.

Economic Entity Assumption
The economic entity assumption means that economic activity can be identified with
a particular unit of accountability. In other words, the activity of a business enterprise
can be kept separate and distinct from its owners and any other business unit. For ex-
ample, if the activities and elements of General Motors could not be distinguished from
those of Ford or DaimlerChrysler, then it would be impossible to know which com-
pany financially outperformed the other two in recent years. If there were no mean-
ingful way to separate all of the economic events that occur, no basis for accounting
would exist.

The entity concept does not apply solely to the segregation of activities among
given business enterprises. An individual, a department or division, or an entire in-
dustry could be considered a separate entity if we chose to define the unit in such a
manner. Thus, the entity concept does not necessarily refer to a legal entity. A par-
ent and its subsidiaries are separate legal entities, but merging their activities for ac-
counting and reporting purposes does not violate the economic entity assumption.11

36 • Chapter 2 Conceptual Framework Underlying Financial Accounting

OBJECTIVE �
Describe the basic
assumptions of
accounting.

The importance of the entity assumption is illustrated by scandals involving W.R. Grace,
and more recently, Adelphia Communications Corp. In both cases, top employees of
these companies entered into transactions that blurred the line between the employee’s
financial interests and that of the company. At Adelphia, in one of many self-dealings,
the company guaranteed over $2 billion of loans to the founding family. At W.R. Grace,
company funds were used to pay for an apartment and chef for the company chairman.
These insiders not only benefited at the expense of shareholders but also failed to dis-
close details of the transactions, which would allow shareholders to sort out the impact
of the employee transactions on company results.

Whose company is it?

What do the
numbers mean?

11The concept of the entity is changing. For example, it is now harder to define the outer
edges of companies. There are public companies, such as Enron, with multiple public subsidiaries,
each with joint ventures, licensing arrangements, and other affiliations. Increasingly, loose affil-
iations of enterprises in joint ventures or customer-supplier relationships are formed and dis-
solved in a matter of months or weeks. These “virtual companies” raise accounting issues about
how to account for the entity. See Steven H. Wallman, “The Future of Accounting and Disclo-
sure in an Evolving World: The Need for Dramatic Change,” Accounting Horizons (September
1995).
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Going Concern Assumption
Most accounting methods are based on the going concern assumption—that the busi-
ness enterprise will have a long life. Experience indicates that, in spite of numerous
business failures, companies have a fairly high continuance rate. Although accountants
do not believe that business firms will last indefinitely, they do expect them to last long
enough to fulfill their objectives and commitments.

The implications of this assumption are profound. The historical cost principle
would be of limited usefulness if eventual liquidation were assumed. Under a liqui-
dation approach, for example, asset values are better stated at net realizable value (sales
price less costs of disposal) than at acquisition cost. Depreciation and amortization
policies are justifiable and appropriate only if we assume some permanence to the
enterprise. If a liquidation approach were adopted, the current-noncurrent classifica-
tion of assets and liabilities would lose much of its significance. Labeling anything a
fixed or long-term asset would be difficult to justify. Indeed, listing liabilities on the
basis of priority in liquidation would be more reasonable.

The going concern assumption applies in most business situations. Only where
liquidation appears imminent is the assumption inapplicable. In these cases a total
revaluation of assets and liabilities can provide information that closely approximates
the entity’s net realizable value. Accounting problems related to an enterprise in liqui-
dation are presented in advanced accounting courses.

Monetary Unit Assumption
The monetary unit assumption means that money is the common denominator of eco-
nomic activity and provides an appropriate basis for accounting measurement and
analysis. This assumption implies that the monetary unit is the most effective means
of expressing to interested parties changes in capital and exchanges of goods and ser-
vices. The monetary unit is relevant, simple, universally available, understandable,
and useful. Application of this assumption depends on the even more basic assump-
tion that quantitative data are useful in communicating economic information and in
making rational economic decisions.

In the United States, price-level changes (inflation and deflation) are ignored in
accounting, and the unit of measure—the dollar—is assumed to remain reasonably
stable. This assumption about the monetary unit has been used to justify adding 1970
dollars to 2004 dollars without any adjustment. The FASB in SFAC No. 5 indicated
that it expects the dollar, unadjusted for inflation or deflation, to continue to be used
to measure items recognized in financial statements. Only if circumstances change
dramatically (such as if the United States were to experience high inflation similar to
that in many South American countries) will the FASB again consider “inflation 
accounting.”

Periodicity Assumption
The most accurate way to measure the results of enterprise activity would be to mea-
sure them at the time of the enterprise’s eventual liquidation. Business, government,
investors, and various other user groups, however, cannot wait that long for such
information. Users need to be apprised of performance and economic status on a timely
basis so that they can evaluate and compare firms, and take appropriate actions. There-
fore, information must be reported periodically.

The periodicity (or time period) assumption implies that the economic activities
of an enterprise can be divided into artificial time periods. These time periods vary,
but the most common are monthly, quarterly, and yearly.

The shorter the time period, the more difficult it becomes to determine the proper
net income for the period. A month’s results are usually less reliable than a quar-
ter’s results, and a quarter’s results are likely to be less reliable than a year’s results.
Investors desire and demand that information be quickly processed and dissemi-
nated; yet the quicker the information is released, the more it is subject to error. This
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Accounting 
for Changing Prices

International 
Insight

Due to their experiences with
persistent inflation, several
South American countries
produce “constant currency”
financial reports. Typically, a
general price-level index is
used to adjust for the effects of
inflation.
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phenomenon provides an interesting example of the trade-off between relevance and
reliability in preparing financial data.

The problem of defining the time period is becoming more serious because prod-
uct cycles are shorter and products become obsolete more quickly. Many believe that,
given technology advances, more online, real-time financial information needs to be
provided to ensure that relevant information is available.

Basic Principles of Accounting
Four basic principles of accounting are used to record transactions: (1) historical cost,
(2) revenue recognition, (3) matching, and (4) full disclosure.

Historical Cost Principle
GAAP requires that most assets and liabilities be accounted for and reported on the
basis of acquisition price. This is often referred to as the historical cost principle.

Cost has an important advantage over other valuations: it is reliable. To illustrate
the importance of this advantage, consider the problems that would arise if we adopted
some other basis for keeping records. If we were to select current selling price, for in-
stance, we might have a difficult time in attempting to establish a sales value for a
given item until it was sold. Every member of the accounting department might have
a different opinion regarding an asset’s value, and management might desire still an-
other figure. And how often would it be necessary to establish sales value? All com-
panies close their accounts at least annually, and some compute their net income every
month. These companies would find it necessary to place a sales value on every asset
each time they wished to determine income—a laborious task and one that would re-
sult in a figure of net income materially affected by opinion. Similar objections have
been leveled against current cost (replacement cost, present value of future cash flows)
and any other basis of valuation except cost.

What about liabilities? Are they accounted for on a cost basis? Yes, they are. If we
convert the term “cost” to “exchange price,” we find that it applies to liabilities as
well. Liabilities, such as bonds, notes, and accounts payable, are issued by a business
enterprise in exchange for assets, or perhaps services, upon which an agreed price has
usually been placed. This price, established by the exchange transaction, is the “cost”
of the liability and provides the figure at which it should be recorded in the accounts
and reported in financial statements.

In general, users have indicated a preference for historical cost because it provides
them a stable and consistent benchmark that can be relied upon to measure historical
trends. However, fair value information is thought to be more useful for certain types
of assets and liabilities and in certain industries. For example, many financial instru-
ments, including derivatives, are reported at fair value, and inventories are reported at
lower of cost or market. Certain industries, such as brokerage houses and mutual funds,
prepare their basic financial statements on a fair value basis.

At initial acquisition, historical cost and fair value are the same. In subsequent
periods, as market and economic conditions change, historical cost and fair value of-
ten diverge. Some believe that fair value measures or estimates are needed to provide
relevant information about the expected future cash flows related to the asset or lia-
bility. For example, when long-lived assets decline in value, a fair value measure is
needed to determine any impairment loss.

Statement of Financial Accounting Concepts No. 7 (SFAC No. 7), “Using Cash Flow
Information and Present Value in Accounting Measurements,” provides a framework
for using expected cash flows and present value techniques to develop fair value esti-
mates. These concepts are applied when reliable fair value information is not available
for certain assets and liabilities. In the case of an impairment, reliable market values of
long-lived assets often are not readily available. In this situation, the principles in SFAC
No. 7 can be applied to derive a fair value estimate for the asset.

As indicated, we presently have a “mixed attribute” system that permits the use
of historical cost, fair value, and other valuation bases. Although the historical cost
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OBJECTIVE �
Explain the application
of the basic principles
of accounting.
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principle continues to be the primary basis for valuation, recording and reporting of
fair value information is increasing.12

Revenue Recognition Principle
A crucial question for many enterprises is when revenue should be recognized. Rev-
enue is generally recognized (1) when realized or realizable and (2) when earned. This
approach has often been referred to as the revenue recognition principle. Revenues
are realized when products (goods or services), merchandise, or other assets are ex-
changed for cash or claims to cash. Revenues are realizable when assets received or
held are readily convertible into cash or claims to cash. Assets are readily convertible
when they are salable or interchangeable in an active market at readily determinable
prices without significant additional cost.

In addition to the first test (realized or realizable), revenues are not recognized until
earned. Revenues are considered earned when the entity has substantially accom-
plished what it must do to be entitled to the benefits represented by the revenues.13

Generally, an objective test—confirmation by a sale to independent interests—is
used to indicate the point at which revenue is recognized. Usually, only at the date of
sale is there an objective and verifiable measure of revenue—the sales price. Any basis
for revenue recognition short of actual sale opens the door to wide variations in prac-
tice. To give accounting reports uniform meaning, a rule of revenue recognition com-
parable to the cost rule for asset valuation is essential. Recognition at the time of sale
provides a uniform and reasonable test.

There are, however, exceptions to the rule, as shown in Illustration 2-3.
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12The FASB and IASB currently are working on a project that will result in reporting all fi-
nancial instruments, both assets and liabilities, at fair value. See for example, FASB, Financial Ac-
counting Series, “Preliminary Views on Major Issues Related to Reporting Financial Instruments
and Related Assets and Liabilities at Fair Value,” No. 204B (December 14, 1999).

13“Recognition and Measurement in Financial Statements of Business Enterprises,” Statement
of Financial Accounting Concepts No. 5 (Stamford, Conn.: FASB, December 1984), par. 83(a) and (b).
The FASB and the IASB have recently added projects on revenue recognition to their agendas.
The projects will develop a comprehensive statement that is conceptually based and can be ap-
plied to the wide range of revenue transactions that have emerged recently.

Revenue should be recognized  in the accounting period
in which it is earned (generally at point of sale).

During
production

End
of production

Time
of sale

Time cash
received

We'll ship the
goods this week.

Thanks for
the order.

ILLUSTRATION 2-3
Timing of Revenue
Recognition

During Production. Recognition of revenue is allowed before the contract is com-
pleted in certain long-term construction contracts. In this method revenue is recog-
nized periodically based on the percentage of the job that has been completed, instead
of waiting until the entire job has been finished. Although technically a transfer of own-
ership has not occurred, the earning process is considered substantially completed at
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various stages as construction progresses. If it is not possible to obtain dependable
estimates of cost and progress, then revenue recognition is delayed until the job is
completed.

At End of Production. At times, revenue might be recognized after the production
cycle has ended but before the sale takes place. This is the case when the selling price
and the amount are certain. For instance, if products or other assets are salable in an
active market at readily determinable prices without significant additional cost, then
revenue can be recognized at the completion of production. An example would be the
mining of certain minerals for which, once the mineral is mined, a ready market at a
standard price exists. The same holds true for some artificial price supports set by the
government in establishing agricultural prices.

Upon Receipt of Cash. Receipt of cash is another basis for revenue recognition. The
cash basis approach is used only when it is impossible to establish the revenue figure
at the time of sale because of the uncertainty of collection. One form of the cash basis
is the installment sales method, in which payment is required in periodic installments
over a long period of time. Its most common use is in the retail field. Farm and home
equipment and furnishings are typically sold on an installment basis. The installment
method is frequently justified on the basis that the risk of not collecting an account re-
ceivable is so great that the sale is not sufficient evidence for recognition to take place.
In some instances, this reasoning may be valid. Generally, though, if a sale has been
completed, it should be recognized; if bad debts are expected, they should be recorded
as separate estimates.

Revenue, then, is recorded in the period when realized or realizable and earned. Nor-
mally, this is the date of sale. But circumstances may dictate application of the percentage-
of-completion approach, the end-of-production approach, or the receipt-of-cash approach.
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Investors in Lucent Technologies got an unpleasant surprise when the company was
forced to restate its financial results in a recent quarter. What happened? Lucent vio-
lated one of the fundamental criteria for revenue recognition—the “no take-back” rule.
This rule holds that revenue should not be booked on inventory that is shipped if the
customer can return it at some point in the future. In this particular case, Lucent agreed
to take back shipped inventory from its distributors, if the distributors are unable to sell
the items to their customers.

Lucent booked the sales on the shipped goods, which helped it report continued
sales growth. However, Lucent investors got a nasty surprise when those goods were
returned by the distributors. The restatement erased $679 million in revenues, turning
an operating profit into a loss. In response to this bad news, Lucent’s stock price de-
clined $1.31 per share or 8.5 percent.

Lucent has since changed its policy so that it will now record inventory as sold only
if the final customer has bought the equipment, not when the inventory is shipped to
the distributor. The lesson for investors is to review a company’s revenue recognition
policy for indications that revenues are being overstated due to generous return provi-
sions for inventory. And remember, no take-backs!

Source: Adapted from S. Young, “Lucent Slashes First Quarter Outlook, Erases Revenue from Lat-
est Quarter,” Wall Street Journal Online (December 22, 2000).

No take backs!

What do the
numbers mean?

Matching Principle
In recognizing expenses, the approach followed is, “Let the expense follow the rev-
enues.” Expenses are recognized not when wages are paid, or when the work is per-
formed, or when a product is produced, but when the work (service) or the product
actually makes its contribution to revenue. Thus, expense recognition is tied to revenue
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Type of Cost Relationship Recognition

Product costs: Direct relationship between Recognize in period of revenue
• Material cost and revenue. (matching).
• Labor
• Overhead

Period costs: No direct relationship Expense as incurred.
• Salaries between cost and
• Administrative costs revenue.

ILLUSTRATION 2-4
Expense Recognition

The problem of expense recognition is as complex as that of revenue recognition, as il-
lustrated by Hollywood accounting. Major motion picture studios have been allowed
to capitalize advertising and marketing costs and to amortize these costs against rev-
enues over the life of the film. As a result, many investors have suggested that the stu-
dios’ profit numbers were overstated. Under a new GAAP standard, these costs now
must be amortized over no more than 3 months; in many cases, they must be expensed
immediately. Similarly, the costs related to abandoned projects often were allocated to
overhead and spread out over the lives of the successful projects. Not anymore. These
costs now must be expensed as they are incurred. Here is a rough estimate of the
amounts of capitalized advertising costs some major studios will have to write off.

Capitalized Advertising
Studio (Parent Company) (in millions)

Columbia Tri-Star (Sony) $200
Paramount (Viacom) 200
20th Century Fox (News Corp) 150

Why the more conservative approach? A lot has to do with a stricter application of
the definitions of assets and expenses. While many argue that advertising and market-
ing costs have future service potential, difficulty in reliably measuring these benefits
suggests they are not assets. Therefore, a very short amortization period or immediate
write-off is justified. Under these new guidelines, investors will have more reliable meas-
ures for assessing the performance of companies in this industry.

Hollywood accounting

What do the 
numbers mean? 

recognition. This practice is referred to as the matching principle because it dictates
that efforts (expenses) be matched with accomplishment (revenues) whenever it is
reasonable and practicable to do so.

For those costs for which it is difficult to adopt some type of rational association
with revenue, some other approach must be developed. Often, a “rational and sys-
tematic” allocation policy is used that will approximate the matching principle. This
type of expense recognition pattern involves assumptions about the benefits that are
being received as well as the cost associated with those benefits. The cost of a long-
lived asset, for example, must be allocated over all of the accounting periods during
which the asset is used because the asset contributes to the generation of revenue
throughout its useful life.

Some costs are charged to the current period as expenses (or losses) simply because
no connection with revenue can be determined. Examples of these types of costs are
officers’ salaries and other administrative expenses.

Costs are generally classified into two groups: product costs and period costs.
Product costs such as material, labor, and overhead attach to the product. They are car-
ried into future periods if the revenue from the product is recognized in subsequent
periods. Period costs such as officers’ salaries and other administrative expenses are
charged off immediately, even though benefits associated with these costs occur in the
future, because no direct relationship between cost and revenue can be determined.
These expense recognition procedures are summarized in Illustration 2-4.
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The conceptual validity of the matching principle has been a subject of debate. A
major concern is that matching permits certain costs to be deferred and treated as
assets on the balance sheet when in fact these costs may not have future benefits. If
abused, this principle permits the balance sheet to become a “dumping ground” for
unmatched costs. In addition, there appears to be no objective definition of “system-
atic and rational.”

Full Disclosure Principle
In deciding what information to report, the general practice of providing information
that is of sufficient importance to influence the judgment and decisions of an informed
user is followed. Often referred to as the full disclosure principle, it recognizes that
the nature and amount of information included in financial reports reflects a series of
judgmental trade-offs. These trade-offs strive for (1) sufficient detail to disclose matters
that make a difference to users, yet (2) sufficient condensation to make the information
understandable, keeping in mind costs of preparing and using it.

Information about financial position, income, cash flows, and investments can be
found in one of three places: (1) within the main body of financial statements, (2) in
the notes to those statements, or (3) as supplementary information.

The financial statements are a formalized, structured means of communicating
financial information. To be recognized in the main body of financial statements, an
item should meet the definition of a basic element, be measurable with sufficient
certainty, and be relevant and reliable.14

Disclosure is not a substitute for proper accounting. As a former chief accountant
of the SEC recently noted: Good disclosure does not cure bad accounting any more
than an adjective or adverb can be used without, or in place of, a noun or verb. Thus,
for example, cash basis accounting for cost of goods sold is misleading, even if accrual
basis amounts were disclosed in the notes to the financial statements.

The notes to financial statements generally amplify or explain the items presented
in the main body of the statements. If the information in the main body of the finan-
cial statements gives an incomplete picture of the performance and position of the
enterprise, additional information that is needed to complete the picture should be in-
cluded in the notes. Information in the notes does not have to be quantifiable, nor does
it need to qualify as an element. Notes can be partially or totally narrative. Examples
of notes are: descriptions of the accounting policies and methods used in measuring
the elements reported in the statements; explanations of uncertainties and contingen-
cies; and statistics and details too voluminous for inclusion in the statements. The notes
are not only helpful but also essential to understanding the enterprise’s performance
and position.

Supplementary information may include details or amounts that present a differ-
ent perspective from that adopted in the financial statements. It may be quantifiable
information that is high in relevance but low in reliability. Or it may be information
that is helpful but not essential. One example of supplementary information is the data
and schedules provided by oil and gas companies: Typically they provide information
on proven reserves as well as the related discounted cash flows.

Supplementary information may also include management’s explanation of the fi-
nancial information and its discussion of the significance of that information. For
example, many business combinations have produced innumerable conglomerate-type
business organizations and financing arrangements that demand new and peculiar ac-
counting and reporting practices and principles. In each of these situations, the same
problem must be faced: making sure that enough information is presented to ensure
that the reasonably prudent investor will not be misled.

The content, arrangement, and display of financial statements, along with other
facets of full disclosure, are discussed in Chapters 4, 5, 23, and 24.
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14SFAC No. 5, par. 63.
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Constraints
In providing information with the qualitative characteristics that make it useful, two
overriding constraints must be considered: (1) the cost-benefit relationship and 
(2) materiality. Two other less dominant yet important constraints that are part of the
reporting environment are industry practices and conservatism.

Cost-Benefit Relationship
Too often, users assume that information is a cost-free commodity. But preparers and
providers of accounting information know that it is not. Therefore, the cost-benefit re-
lationship must be considered: The costs of providing the information must be weighed
against the benefits that can be derived from using the information. Standards-setting
bodies and governmental agencies use cost-benefit analysis before making their infor-
mational requirements final. In order to justify requiring a particular measurement or
disclosure, the benefits perceived to be derived from it must exceed the costs perceived
to be associated with it.

The following remark, made by a corporate executive about a proposed standard,
was addressed to the FASB: “In all my years in the financial arena, I have never seen
such an absolutely ridiculous proposal. . . . To dignify these ‘actuarial’ estimates
by recording them as assets and liabilities would be virtually unthinkable except for
the fact that the FASB has done equally stupid things in the past. . . . For God’s sake,
use common sense just this once.”15 Although this remark is extreme, it does indicate
the frustration expressed by members of the business community about standards set-
ting and whether the benefits of a given standard exceed the costs.

The difficulty in cost-benefit analysis is that the costs and especially the benefits are
not always evident or measurable. The costs are of several kinds, including costs of col-
lecting and processing, costs of disseminating, costs of auditing, costs of potential liti-
gation, costs of disclosure to competitors, and costs of analysis and interpretation. Ben-
efits accrue to preparers (in terms of greater management control and access to capital)
and to users (in terms of better information for allocation of resources, tax assessment,
and rate regulation). But benefits are generally more difficult to quantify than are costs.

Most recently, the AICPA Special Committee on Financial Reporting submitted the
following constraints to limit the costs of reporting.

� Business reporting should exclude information outside of management’s expertise
or for which management is not the best source, such as information about com-
petitors.

� Management should not be required to report information that would significantly
harm the company’s competitive position.
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A classic illustration of the problem of determining adequate disclosure guidelines is
the question of what banks should disclose about loans made for highly leveraged trans-
actions such as leveraged buyouts. Investors want to know what percentage of a bank’s
loans are of this risky type. The problem is what do we mean by “leveraged”? As one
regulator noted, “If it looks leveraged, it probably is leveraged, but most of us would
be hard-pressed to come up with a definition.” Is a loan to a company with a debt to
equity ratio of 4 to 1 highly leveraged? Or is high leverage 8 to 1, or 10 to 1? The prob-
lem is complicated because some highly leveraged companies have cash flows that cover
interest payments. Therefore, they are not as risky as they might appear. In short, pro-
viding the appropriate disclosure to help investors and regulators differentiate risky
from safe is difficult.

How’s your leverage?

What do the
numbers mean?

OBJECTIVE 	
Describe the impact
that constraints have on
reporting accounting
information.

15“Decision-Usefulness: The Overriding Objective,” FASB Viewpoints (October 19, 1983), p. 4.
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� Management should not be required to provide forecasted financial statements.
Rather, management should provide information that helps users forecast for them-
selves the company’s financial future.

� Other than for financial statements, management need only report the information
it knows. That is, management should be under no obligation to gather informa-
tion it does not have, or need, to manage the business.

� Certain elements of business reporting should be presented only if users and man-
agement agree they should be reported—a concept of flexible reporting.

� Companies should not have to report forward-looking information unless there are
effective deterrents to unwarranted litigation that discourages companies from do-
ing so.

Materiality
The constraint of materiality relates to an item’s impact on a firm’s overall financial op-
erations. An item is material if its inclusion or omission would influence or change the
judgment of a reasonable person.16 It is immaterial and, therefore, irrelevant if it would
have no impact on a decision maker. In short, it must make a difference or it need not
be disclosed. The point involved here is one of relative size and importance. If the
amount involved is significant when compared with the other revenues and expenses,
assets and liabilities, or net income of the entity, sound and acceptable standards should
be followed. If the amount is so small that it is unimportant when compared with other
items, application of a particular standard may be considered of less importance.

It is difficult to provide firm guides in judging when a given item is or is not ma-
terial because materiality varies both with relative amount and with relative impor-
tance. For example, the two sets of numbers presented below illustrate relative size.

44 • Chapter 2 Conceptual Framework Underlying Financial Accounting

Company A Company B

Sales $10,000,000 $100,000
Costs and expenses 9,000,000 90,000

Income from operations $ 1,000,000 $ 10,000

Unusual gain $     20,000 $  5,000

ILLUSTRATION 2-5
Materiality Comparison

During the period in question, the revenues and expenses, and therefore the net
incomes of Company A and Company B, have been proportional. Each has had an un-
usual gain. In looking at the abbreviated income figures for Company A, it does not
appear significant whether the amount of the unusual gain is set out separately or
merged with the regular operating income. It is only 2 percent of the net income and,
if merged, would not seriously distort the net income figure. Company B has had an
unusual gain of only $5,000, but it is relatively much more significant than the larger
gain realized by A. For Company B, an item of $5,000 amounts to 50 percent of its net
income. Obviously, the inclusion of such an item in ordinary operating income would
affect the amount of that income materially. Thus we see the importance of the relative
size of an item in determining its materiality.

Companies and their auditors for the most part have adopted the general rule of
thumb that anything under 5 percent of net income is considered not material. Recently

16SFAC No. 2 (par. 132) sets forth the essence of materiality: “The omission or misstatement
of an item in a financial report is material if, in the light of surrounding circumstances, the mag-
nitude of the item is such that it is probable that the judgment of a reasonable person relying
upon the report would have been changed or influenced by the inclusion or correction of the
item.” This same concept of materiality has been adopted by the auditing profession. See “Au-
dit Risk and Materiality in Conducting an Audit,” Statement on Auditing Standards No. 47 (New
York: AICPA, 1983), par. 6.
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the SEC has indicated that it is acceptable to use this percentage for an initial assess-
ment of materiality, but that other factors must also be considered.17 For example, com-
panies can no longer fail to record items in order to meet consensus analysts’ earnings
numbers, preserve a positive earnings trend, convert a loss to a profit or vice versa,
increase management compensation, or hide an illegal transaction like a bribe. In other
words, both quantitative and qualitative factors must be considered in determining
whether an item is material.

The SEC has also indicated that in determining materiality companies must con-
sider each misstatement separately and the aggregate effect of all misstatements. For
example, at one time, General Dynamics disclosed that its Resources Group had
improved its earnings by $5.8 million at the same time that one of its other subsidiaries
had taken write-offs of $6.7 million. Although both numbers were far larger than the
$2.5 million that General Dynamics as a whole earned for the year, neither was dis-
closed as unusual because the net effect on earnings was considered immaterial. This
practice is now prohibited because each item must be considered separately. In addition,
even though an individual item may be immaterial, it may be considered material when
added to other immaterial items. Such items must be disclosed.

Materiality is a factor in a great many internal accounting decisions, too. The
amount of classification required in a subsidiary expense ledger, the degree of accuracy
required in prorating expenses among the departments of a business, and the extent to
which adjustments should be made for accrued and deferred items, are examples of
judgments that should finally be determined on a basis of reasonableness and practi-
cability, which is the materiality constraint sensibly applied. Only by the exercise of
good judgment and professional expertise can reasonable and appropriate answers
be found.
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Arguing that a questionable accounting item is immaterial has been the first line of
defense for many companies caught “cooking the books.” That defense is not working
so well lately, in the wake of recent accounting meltdowns at Enron and Global Cross-
ing and the tougher rules on materiality issued by the SEC (SAB 99). For example, in its
case against Sunbeam, the SEC alleged that the consumer-products maker racked up so
many immaterial adjustments under CEO Al “Chainsaw” Dunlap that they added up to
a material misstatement that misled investors about the company’s financial position.

Responding to new concerns about materiality, blue-chip companies, such as IBM
and General Electric are providing expanded disclosures of transactions that used to
fall below the materiality radar. Thus, some good may yet come out of these recent ac-
counting failures.

Source: Adapted from K. Brown and J. Weil, “A Lot More Information Is ‘Material’ After Enron,”
Wall Street Journal Online (February 22, 2002).

Living in a material world

What do the 
numbers mean? 

Industry Practices
Another practical consideration is industry practices. The peculiar nature of some
industries and business concerns sometimes requires departure from basic theory. In
the public utility industry, noncurrent assets are reported first on the balance sheet to
highlight the industry’s capital-intensive nature. Agricultural crops are often reported
at market value because it is costly to develop accurate cost figures on individual crops.
Such variations from basic theory are not many, yet they do exist. Whenever we find
what appears to be a violation of basic accounting theory, we should determine whether

17“Materiality,” SEC Staff Accounting Bulletin No. 99 (Washington, D.C.: SEC, 1999).
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it is explained by some peculiar feature of the type of business involved before we crit-
icize the procedures followed.

Conservatism
Few conventions in accounting are as misunderstood as the constraint of conservatism.
Conservatism means when in doubt choose the solution that will be least likely to
overstate assets and income. Note that there is nothing in the conservatism conven-
tion urging that net assets or net income be understated. Unfortunately it has been
interpreted by some to mean just that. All that conservatism does, properly applied, is
provide a very reasonable guide in difficult situations: refrain from overstatement of
net income and net assets. Examples of conservatism in accounting are the use of the
lower of cost or market approach in valuing inventories and the rule that accrued net
losses should be recognized on firm purchase commitments for goods for inventory. If
the issue is in doubt, it is better to understate than overstate net income and net assets.
Of course, if there is no doubt, there is no need to apply this constraint.

Summary of the Structure
Illustration 2-6 presents the conceptual framework discussed in this chapter. It is sim-
ilar to Illustration 2-1, except that it provides additional information for each level. We
cannot overemphasize the usefulness of this conceptual framework in helping to
understand many of the problem areas that are examined in subsequent chapters.
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First level:  The "why"—goals and
purposes of accounting.

Second level:  Bridge
between levels 1 and 3

Third level:
The "how"—

implementation

ELEMENTS
QUALITATIVE

CHARACTERISTICS
1.Primary qualities
   A. Relevance
       (1) Predictive value
       (2) Feedback value
       (3) Timeliness
   B. Reliability
       (1) Verifiability
       (2) Representational
            faithfulness
       (3) Neutrality
2. Secondary qualities
    A. Comparability
    B. Consistency

  1. Assets
  2. Liabilities
  3. Equity
  4. Investment by owners
  5. Distribution to owners
  6. Comprehensive income
  7. Revenues
  8. Expenses
  9. Gains
10. Losses

1. Economic entity
2. Going concern
3. Monetary unit
4. Periodicity

1. Historical cost
2. Revenue recognition
3. Matching
4. Full disclosure

1. Cost-benefit
2. Materiality
3. Industry practice
4. Conservatism

ASSUMPTIONS PRINCIPLES CONSTRAINTS

Recognition and Measurement Concepts

OBJECTIVES
   Provide information:
1. Useful in investment
    and credit decisions
2. Useful in assessing 
    future cash flows
3. About enterprise
    resources, claims
    to resources, and
    changes in them

ILLUSTRATION 2-6
Conceptual Framework
for Financial Reporting

International 
Insight

In Japan, assets are often
undervalued and liabilities over-
valued by companies. These
practices reduce the demand
for dividends and protect
creditors in event of a default.
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SUMMARY OF LEARNING OBJECTIVES

� Describe the usefulness of a conceptual framework. A conceptual framework is
needed to (1) build on and relate to an established body of concepts and objectives,
(2) provide a framework for solving new and emerging practical problems, (3) increase
financial statement users’ understanding of and confidence in financial reporting, and
(4) enhance comparability among companies’ financial statements.

� Describe the FASB’s efforts to construct a conceptual framework. The FASB has issued
six Statements of Financial Accounting Concepts that relate to financial reporting for
business enterprises. These concept statements provide the framework for the con-
ceptual framework. They include objectives, qualitative characteristics, and elements.
In addition, measurement and recognition concepts are developed.

� Understand the objectives of financial reporting. The objectives of financial report-
ing are to provide information that is (1) useful to those making investment and credit
decisions who have a reasonable understanding of business activities; (2) helpful to
present and potential investors, creditors, and others in assessing future cash flows;
and (3) about economic resources and the claims to and changes in them.

� Identify the qualitative characteristics of accounting information. The overriding
criterion by which accounting choices can be judged is decision usefulness—that is,
providing information that is most useful for decision making. Relevance and relia-
bility are the two primary qualities, and comparability and consistency are the sec-
ondary qualities, that make accounting information useful for decision making.

� Define the basic elements of financial statements. The basic elements of financial
statements are: (1) assets, (2) liabilities, (3) equity, (4) investments by owners, (5) dis-
tributions to owners, (6) comprehensive income, (7) revenues, (8) expenses, (9) gains,
and (10) losses. These ten elements are defined on pages 34 and 35.

� Describe the basic assumptions of accounting. Four basic assumptions underlying
the financial accounting structure are: (1) Economic entity: the assumption that the
activity of a business enterprise can be kept separate and distinct from its owners and
any other business unit. (2) Going concern: the assumption that the business enterprise
will have a long life. (3) Monetary unit: the assumption that money is the common
denominator by which economic activity is conducted, and that the monetary unit pro-
vides an appropriate basis for measurement and analysis. (4) Periodicity: the assumption
that the economic activities of an enterprise can be divided into artificial time periods.

� Explain the application of the basic principles of accounting. (1) Historical cost prin-
ciple: Existing GAAP requires that most assets and liabilities be accounted for and
reported on the basis of acquisition price. (2) Revenue recognition: Revenue is gener-
ally recognized when (a) realized or realizable and (b) earned. (3) Matching principle:
Expenses are recognized when the work (service) or the product actually makes its
contribution to revenue. (4) Full disclosure principle: Accountants follow the general
practice of providing information that is of sufficient importance to influence the judg-
ment and decisions of an informed user.

	 Describe the impact that constraints have on reporting accounting information. The
constraints and their impact are: (1) Cost-benefit relationship: The costs of providing the
information must be weighed against the benefits that can be derived from using
the information. (2) Materiality: Sound and acceptable standards should be followed
if the amount involved is significant when compared with the other revenues and
expenses, assets and liabilities, or net income of the entity. (3) Industry practices: Fol-
low the general practices in the firm’s industry, which sometimes requires departure
from basic theory. (4) Conservatism: When in doubt, choose the solution that will be
least likely to overstate net assets and net income.

KEY TERMS

assumption, 36
comparability, 33
conceptual 

framework, 28
conservatism, 46
consistency, 33
constraints, 43
cost-benefit 

relationship, 43
decision usefulness, 30
earned (revenue), 39
economic entity

assumption, 36
elements, basic, 34
feedback value, 32
financial statements, 42
full disclosure 

principle, 42
going concern

assumption, 37
historical cost 

principle, 38
industry practices, 45
matching principle, 41
materiality, 44
monetary unit

assumption, 37
neutrality, 33
notes to financial

statements, 42
objectives of financial

reporting, 30
period costs, 41
periodicity 

assumption, 37
predictive value, 32
principles of 

accounting, 38
product costs, 41
qualitative 

characteristics, 31
realizable (revenue), 39
realized (revenue), 39
relevance, 31
reliability, 31
representational

faithfulness, 33
revenue recognition

principle, 39
supplementary

information, 42
timeliness, 32
understandability, 31
verifiability, 32
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1. What is a conceptual framework? Why is a conceptual
framework necessary in financial accounting?

2. What are the primary objectives of financial reporting as
indicated in Statement of Financial Accounting Concepts
No. 1?

3. What is meant by the term “qualitative characteristics of
accounting information”?

4. Briefly describe the two primary qualities of useful
accounting information.

5. According to the FASB conceptual framework, the
objectives of financial reporting for business enterprises
are based on the needs of the users of financial state-
ments. Explain the level of sophistication that the Board
assumes about the users of financial statements.

6. What is the distinction between comparability and 
consistency?

7. Why is it necessary to develop a definitional framework
for the basic elements of accounting?

8. Expenses, losses, and distributions to owners are all
decreases in net assets. What are the distinctions among
them?

9. Revenues, gains, and investments by owners are all
increases in net assets. What are the distinctions among
them?

10. What are the four basic assumptions that underlie the
financial accounting structure?

11. The life of a business is divided into specific time peri-
ods, usually a year, to measure results of operations for
each such time period and to portray financial conditions
at the end of each period.

(a) This practice is based on the accounting assumption
that the life of the business consists of a series of
time periods and that it is possible to measure ac-
curately the results of operations for each period.
Comment on the validity and necessity of this as-
sumption.

(b) What has been the effect of this practice on account-
ing? What is its relation to the accrual system? What
influence has it had on accounting entries and
methodology?

12. What is the basic accounting problem created by the
monetary unit assumption when there is significant
inflation? What appears to be the FASB position on a
stable monetary unit?

13. The chairman of the board of directors of the company
for which you are chief accountant has told you that he
has little use for accounting figures based on cost. He
believes that replacement values are of far more signifi-
cance to the board of directors than “out-of-date costs.”
Present some arguments to convince him that account-
ing data should still be based on cost.

14. When is revenue generally recognized? Why has that
date been chosen as the point at which to recognize the
revenue resulting from the entire producing and selling
process?

15. Magnus Eatery operates a catering service specializing
in business luncheons for large corporations. Magnus
requires customers to place their orders 2 weeks in
advance of the scheduled events. Magnus bills its cus-
tomers on the tenth day of the month following the date
of service and requires that payment be made within 30
days of the billing date. Conceptually, when should
Magnus recognize revenue related to its catering
service?

16. What is the difference between realized and realizable?
Give an example of where the concept of realizable is
used to recognize revenue.

17. What is the justification for the following deviations from
recognizing revenue at the time of sale?

(a) Installment sales method of recognizing revenue.

(b) Recognition of revenue at completion of production
for certain agricultural products.

(c) The percentage-of-completion basis in long-term con-
struction contracts.

18. Jane Hull Company paid $135,000 for a machine in 2005.
The Accumulated Depreciation account has a balance of
$46,500 at the present time. The company could sell the
machine today for $150,000. The company president
believes that the company has a “right to this gain.” What
does the president mean by this statement? Do you
agree?

19. Three expense recognition methods (associating cause
and effect, systematic and rational allocation, and imme-
diate recognition) were discussed in the text under the
matching principle. Indicate the basic nature of each of
these types of expenses and give two examples of each.

20. Statement of Financial Accounting Concepts No. 5 identifies
four characteristics that an item must have before it is
recognized in the financial statements. What are these
four characteristics?

21. Briefly describe the types of information concerning
financial position, income, and cash flows that might be
provided: (a) within the main body of the financial state-
ments, (b) in the notes to the financial statements, or (c)
as supplementary information.

22. In January 2005, Alan Jackson Inc. doubled the amount
of its outstanding stock by selling on the market an
additional 10,000 shares to finance an expansion of the
business. You propose that this information be shown by
a footnote on the balance sheet as of December 31, 2004.
The president objects, claiming that this sale took place
after December 31, 2004, and, therefore, should not be
shown. Explain your position.

QUESTIONS
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23. Describe the two major constraints inherent in the pre-
sentation of accounting information.

24. What are some of the costs of providing accounting 
information? What are some of the benefits of account-
ing information? Describe the cost-benefit factors that
should be considered when new accounting standards
are being proposed.

25. How are materiality (and immateriality) related to the
proper presentation of financial statements? What fac-
tors and measures should be considered in assessing the
materiality of a misstatement in the presentation of a
financial statement?

26. The treasurer of Joan Osborne Co. has heard that con-
servatism is a doctrine that is followed in accounting
and, therefore, proposes that several policies be followed
that are conservative in nature. State your opinion with
respect to each of the policies listed below.

(a) The company gives a 2-year warranty to its cus-
tomers on all products sold. The estimated warranty

costs incurred from this year’s sales should be
entered as an expense this year instead of an expense
in the period in the future when the warranty is made
good.

(b) When sales are made on account, there is always
uncertainty about whether the accounts are col-
lectible. Therefore, the treasurer recommends record-
ing the sale when the cash is received from the
customers.

(c) A personal liability lawsuit is pending against the
company. The treasurer believes there is an even
chance that the company will lose the suit and have
to pay damages of $200,000 to $300,000. The treas-
urer recommends that a loss be recorded and a lia-
bility created in the amount of $300,000.

(d) The inventory should be valued at “cost or market,
whichever is lower” because the losses from price
declines should be recognized in the accounts in the
period in which the price decline takes place.

Brief Exercises • 49

BRIEF EXERCISES
BE2-1 Discuss whether the changes described in each of the cases below require recognition in the CPA’s
report as to consistency. (Assume that the amounts are material.)

(a) After 3 years of computing depreciation under an accelerated method for income tax purposes
and under the straight-line method for reporting purposes, the company adopted an accelerated
method for reporting purposes.

(b) The company disposed of one of the two subsidiaries that had been included in its consolidated
statements for prior years.

(c) The estimated remaining useful life of plant property was reduced because of obsolescence.
(d) The company is using an inventory valuation method that is different from those used by all other

companies in its industry.

BE2-2 Identify which qualitative characteristic of accounting information is best described in each item
below. (Do not use relevance and reliability.)

(a) The annual reports of Best Buy Co. are audited by certified public accountants.
(b) Black & Decker and Cannondale Corporation both use the FIFO cost flow assumption.
(c) Starbucks Corporation has used straight-line depreciation since it began operations.
(d) Motorola issues its quarterly reports immediately after each quarter ends.

BE2-3 For each item below, indicate to which category of elements of financial statements it belongs.

(a) Retained earnings (e) Depreciation (h) Dividends
(b) Sales (f) Loss on sale of equipment (i) Gain on sale of investment
(c) Additional paid-in capital (g) Interest payable (j) Issuance of common stock
(d) Inventory

BE2-4 Identify which basic assumption of accounting is best described in each item below.

(a) The economic activities of FedEx Corporation are divided into 12-month periods for the purpose
of issuing annual reports.

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

(c) Walgreen Co. reports current and noncurrent classifications in its balance sheet.
(d) The economic activities of General Electric and its subsidiaries are merged for accounting and

reporting purposes.
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BE2-5 Identify which basic principle of accounting is best described in each item below.

(a) Norfolk Southern Corporation reports revenue in its income statement when it is earned instead
of when the cash is collected.

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

(c) Oracle Corporation reports information about pending lawsuits in the notes to its financial state-
ments.

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

BE2-6 Which constraints on accounting information are illustrated by the items below?

(a) Zip’s Farms, Inc. reports agricultural crops on its balance sheet at market value.
(b) Crimson Tide Corporation does not accrue a contingent lawsuit gain of $650,000.
(c) Wildcat Company does not disclose any information in the notes to the financial statements un-

less the value of the information to financial statement users exceeds the expense of gathering it.
(d) Sun Devil Corporation expenses the cost of wastebaskets in the year they are acquired.

BE2-7 Presented below are three different transactions related to materiality. Explain whether you would
classify these transactions as material.

(a) Marcus Co. has reported a positive trend in earnings over the last 3 years. In the current year, it
reduces its bad debt allowance to ensure another positive earnings year. The impact of this
adjustment is equal to 3% of net income.

(b) Sosa Co. has an extraordinary gain of $3.1 million on the sale of plant assets and a $3.3 million
loss on the sale of investments. It decides to net the gain and loss because the net effect is con-
sidered immaterial. Sosa Co.’s income for the current year was $10 million.

(c) Seliz Co. expenses all capital equipment under $25,000 on the basis that it is immaterial. The com-
pany has followed this practice for a number of years.

BE2-8 If the going concern assumption is not made in accounting, what difference does it make in the
amounts shown in the financial statements for the following items?

(a) Land.
(b) Unamortized bond premium.
(c) Depreciation expense on equipment.
(d) Merchandise inventory.
(e) Prepaid insurance.

BE2-9 What accounting assumption, principle, or modifying convention does Target Corporation use
in each of the situations below?

(a) Target uses the lower of cost or market basis to value inventories.
(b) Target was involved in litigation over the last year. This litigation is disclosed in the financial 

statements.
(c) Target allocates the cost of its depreciable assets over the life it expects to receive revenue from

these assets.
(d) Target records the purchase of a new IBM PC at its cash equivalent price.

BE2-10 Explain how you would decide whether to record each of the following expenditures as an asset
or an expense. Assume all items are material.

(a) Legal fees paid in connection with the purchase of land are $1,500.
(b) Benjamin Bratt, Inc. paves the driveway leading to the office building at a cost of $21,000.
(c) A meat market purchases a meat-grinding machine at a cost of $3,500.
(d) On June 30, Alan and Alda, medical doctors, pay 6 months’ office rent to cover the month of July

and the next 5 months.
(e) Tim Taylor’s Hardware Company pays $9,000 in wages to laborers for construction on a building

to be used in the business.
(f) Nancy Kwan’s Florists pays wages of $2,100 for November to an employee who serves as driver

of their delivery truck.
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EXERCISES
E2-1 (Qualitative Characteristics) SFAC No. 2 identifies the qualitative characteristics that make ac-
counting information useful. Presented below are a number of questions related to these qualitative char-
acteristics and underlying constraints.

(a) What is the quality of information that enables users to confirm or correct prior expectations?
(b) Identify the two overall or pervasive constraints developed in SFAC No. 2.
(c) The chairman of the SEC at one time noted, “If it becomes accepted or expected that accounting

principles are determined or modified in order to secure purposes other than economic mea-
surement, we assume a grave risk that confidence in the credibility of our financial information
system will be undermined.” Which qualitative characteristic of accounting information should
ensure that such a situation will not occur? (Do not use reliability.)

(d) Billy Owens Corp. switches from FIFO to average cost to FIFO over a 2-year period. Which qual-
itative characteristic of accounting information is not followed?

(e) Assume that the profession permits the savings and loan industry to defer losses on investments
it sells, because immediate recognition of the loss may have adverse economic consequences on
the industry. Which qualitative characteristic of accounting information is not followed? (Do not
use relevance or reliability.)

(f) What are the two primary qualities that make accounting information useful for decision making?
(g) Rex Chapman, Inc. does not issue its first-quarter report until after the second quarter’s results

are reported. Which qualitative characteristic of accounting is not followed? (Do not use relevance.)
(h) Predictive value is an ingredient of which of the two primary qualities that make accounting in-

formation useful for decision-making purposes?
(i) Ronald Coles, Inc. is the only company in its industry to depreciate its plant assets on a straight-

line basis. Which qualitative characteristic of accounting information may not be followed? (Do
not use industry practices.)

(j) Jeff Malone Company has attempted to determine the replacement cost of its inventory. Three dif-
ferent appraisers arrive at substantially different amounts for this value. The president, never-
theless, decides to report the middle value for external reporting purposes. Which qualitative char-
acteristic of information is lacking in these data? (Do not use reliability or representational
faithfulness.)

E2-2 (Qualitative Characteristics) The qualitative characteristics that make accounting information
useful for decision-making purposes are as follows.

Relevance Timeliness Representational faithfulness
Reliability Verifiability Comparability
Predictive value Neutrality Consistency
Feedback value

Instructions
Identify the appropriate qualitative characteristic(s) to be used given the information provided below.

(a) Qualitative characteristic being employed when companies in the same industry are using the
same accounting principles.

(b) Quality of information that confirms users’ earlier expectations.
(c) Imperative for providing comparisons of a firm from period to period.
(d) Ignores the economic consequences of a standard or rule.
(e) Requires a high degree of consensus among individuals on a given measurement.
(f) Predictive value is an ingredient of this primary quality of information.
(g) Two qualitative characteristics that are related to both relevance and reliability.
(h) Neutrality is an ingredient of this primary quality of accounting information.
(i) Two primary qualities that make accounting information useful for decision-making purposes.
(j) Issuance of interim reports is an example of what primary ingredient of relevance?

E2-3 (Elements of Financial Statements) Ten interrelated elements that are most directly related to
measuring the performance and financial status of an enterprise are provided below.

Assets Distributions to owners Expenses
Liabilities Comprehensive income Gains
Equity Revenues Losses
Investments by owners
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Instructions
Identify the element or elements associated with the 12 items below.

(a) Arises from peripheral or incidental transactions.
(b) Obligation to transfer resources arising from a past transaction.
(c) Increases ownership interest.
(d) Declares and pays cash dividends to owners.
(e) Increases in net assets in a period from nonowner sources.
(f) Items characterized by service potential or future economic benefit.
(g) Equals increase in assets less liabilities during the year, after adding distributions to owners and

subtracting investments by owners.
(h) Arises from income statement activities that constitute the entity’s ongoing major or central 

operations.
(i) Residual interest in the assets of the enterprise after deducting its liabilities.
(j) Increases assets during a period through sale of product.
(k) Decreases assets during the period by purchasing the company’s own stock.
(l) Includes all changes in equity during the period, except those resulting from investments by own-

ers and distributions to owners.

E2-4 (Assumptions, Principles, and Constraints) Presented below are the assumptions, principles, and
constraints used in this chapter.

1. Economic entity assumption 5. Historical cost principle 9. Materiality
2. Going concern assumption 6. Matching principle 10. Industry practices
3. Monetary unit assumption 7. Full disclosure principle 11. Conservatism
4. Periodicity assumption 8. Cost-benefit relationship

Instructions
Identify by number the accounting assumption, principle, or constraint that describes each situation be-
low. Do not use a letter more than once.

(a) Allocates expenses to revenues in the proper period.
(b) Indicates that market value changes subsequent to purchase are not recorded in the accounts. (Do

not use revenue recognition principle.)
(c) Ensures that all relevant financial information is reported.
(d) Rationale why plant assets are not reported at liquidation value. (Do not use historical cost 

principle.)
(e) Anticipates all losses, but reports no gains.
(f) Indicates that personal and business record keeping should be separately maintained.
(g) Separates financial information into time periods for reporting purposes.
(h) Permits the use of market value valuation in certain specific situations.
(i) Requires that information significant enough to affect the decision of reasonably informed users

should be disclosed. (Do not use full disclosure principle.)
(j) Assumes that the dollar is the “measuring stick” used to report on financial performance.

E2-5 (Assumptions, Principles, and Constraints) Presented below are a number of operational guide-
lines and practices that have developed over time.

Instructions
Select the assumption, principle, or constraint that most appropriately justifies these procedures and prac-
tices. (Do not use qualitative characteristics.)

(a) Price-level changes are not recognized in the accounting records.
(b) Lower of cost or market is used to value inventories.
(c) Financial information is presented so that reasonably prudent investors will not be misled.
(d) Intangibles are capitalized and amortized over periods benefited.
(e) Repair tools are expensed when purchased.
(f) Brokerage firms use market value for purposes of valuation of all marketable securities.
(g) Each enterprise is kept as a unit distinct from its owner or owners.
(h) All significant postbalance sheet events are reported.
(i) Revenue is recorded at point of sale.
(j) All important aspects of bond indentures are presented in financial statements.
(k) Rationale for accrual accounting is stated.
(l) The use of consolidated statements is justified.
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(m) Reporting must be done at defined time intervals.
(n) An allowance for doubtful accounts is established.
(o) All payments out of petty cash are charged to Miscellaneous Expense. (Do not use conservatism.)
(p) Goodwill is recorded only at time of purchase.
(q) No profits are anticipated and all possible losses are recognized.
(r) A company charges its sales commission costs to expense.

E2-6 (Full Disclosure Principle) Presented below are a number of facts related to R. Kelly, Inc. Assume
that no mention of these facts was made in the financial statements and the related notes.

Instructions
Assume that you are the auditor of R. Kelly, Inc. and that you have been asked to explain the appropri-
ate accounting and related disclosure necessary for each of these items.

(a) The company decided that, for the sake of conciseness, only net income should be reported on
the income statement. Details as to revenues, cost of goods sold, and expenses were omitted.

(b) Equipment purchases of $170,000 were partly financed during the year through the issuance of a
$110,000 notes payable. The company offset the equipment against the notes payable and reported
plant assets at $60,000.

(c) During the year, an assistant controller for the company embezzled $15,000. R. Kelly’s net income
for the year was $2,300,000. Neither the assistant controller nor the money have been found.

(d) R. Kelly has reported its ending inventory at $2,100,000 in the financial statements. No other
information related to inventories is presented in the financial statements and related notes.

(e) The company changed its method of depreciating equipment from the double-declining bal-
ance to the straight-line method. No mention of this change was made in the financial statements.

E2-7 (Accounting Principles—Comprehensive) Presented below are a number of business transac-
tions that occurred during the current year for Fresh Horses, Inc.

Instructions
In each of the situations, discuss the appropriateness of the journal entries in terms of generally accepted
accounting principles.

(a) The president of Fresh Horses, Inc. used his expense account to purchase a new Suburban solely
for personal use. The following journal entry was made.

Miscellaneous Expense 29,000

Cash 29,000

(b) Merchandise inventory that cost $620,000 is reported on the balance sheet at $690,000, the expected
selling price less estimated selling costs. The following entry was made to record this increase in
value.

Merchandise Inventory 70,000

Revenue 70,000

(c) The company is being sued for $500,000 by a customer who claims damages for personal injury
apparently caused by a defective product. Company attorneys feel extremely confident that the
company will have no liability for damages resulting from the situation. Nevertheless, the com-
pany decides to make the following entry.

Loss from Lawsuit 500,000

Liability for Lawsuit 500,000

(d) Because the general level of prices increased during the current year, Fresh Horses, Inc. deter-
mined that there was a $16,000 understatement of depreciation expense on its equipment and de-
cided to record it in its accounts. The following entry was made.

Depreciation Expense 16,000

Accumulated Depreciation 16,000

(e) Fresh Horses, Inc. has been concerned about whether intangible assets could generate cash in case
of liquidation. As a consequence, goodwill arising from a purchase transaction during the current
year and recorded at $800,000 was written off as follows.

Retained Earnings 800,000

Goodwill 800,000
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(f) Because of a “fire sale,” equipment obviously worth $200,000 was acquired at a cost of $155,000.
The following entry was made.

Equipment 200,000

Cash 155,000

Revenue 45,000

E2-8 (Accounting Principles—Comprehensive) Presented below is information related to Garth
Brooks, Inc.

Instructions
Comment on the appropriateness of the accounting procedures followed by Garth Brooks, Inc.

(a) Depreciation expense on the building for the year was $60,000. Because the building was increasing
in value during the year, the controller decided to charge the depreciation expense to retained
earnings instead of to net income. The following entry is recorded.

Retained Earnings 60,000

Accumulated Depreciation — Buildings 60,000

(b) Materials were purchased on January 1, 2003, for $120,000 and this amount was entered in the
Materials account. On December 31, 2003, the materials would have cost $141,000, so the follow-
ing entry is made.

Inventory 21,000

Gain on Inventories 21,000

(c) During the year, the company purchased equipment through the issuance of common stock. The
stock had a par value of $135,000 and a fair market value of $450,000. The fair market value of
the equipment was not easily determinable. The company recorded this transaction as follows.

Equipment 135,000

Common Stock 135,000

(d) During the year, the company sold certain equipment for $285,000, recognizing a gain of $69,000.
Because the controller believed that new equipment would be needed in the near future, she
decided to defer the gain and amortize it over the life of any new equipment purchased.

(e) An order for $61,500 has been received from a customer for products on hand. This order was
shipped on January 9, 2004. The company made the following entry in 2003.

Accounts Receivable 61,500

Sales 61,500

CONCEPTUAL CASES
C2-1 (Conceptual Framework—General) Roger Morgan has some questions regarding the theoretical
framework in which standards are set. He knows that the FASB and other predecessor organizations have
attempted to develop a conceptual framework for accounting theory formulation. Yet, Roger’s supervi-
sors have indicated that these theoretical frameworks have little value in the practical sense (i.e., in the
real world). Roger did notice that accounting standards seem to be established after the fact rather than
before. He thought this indicated a lack of theory structure but never really questioned the process at
school because he was too busy doing the homework.

Roger feels that some of his anxiety about accounting theory and accounting semantics could be al-
leviated by identifying the basic concepts and definitions accepted by the profession and considering them
in light of his current work. By doing this, he hopes to develop an appropriate connection between the-
ory and practice.

Instructions
(a) Help Roger recognize the purpose of and benefit of a conceptual framework.
(b) Identify any Statements of Financial Accounting Concepts issued by FASB that may be helpful to

Roger in developing his theoretical background.

C2-2 (Conceptual Framework—General) The Financial Accounting Standards Board (FASB) has de-
veloped a conceptual framework for financial accounting and reporting. The FASB has issued seven
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Statements of Financial Accounting Concepts. These statements are intended to set forth objectives and fun-
damentals that will be the basis for developing financial accounting and reporting standards. The objec-
tives identify the goals and purposes of financial reporting. The fundamentals are the underlying con-
cepts of financial accounting—concepts that guide the selection of transactions, events, and circumstances
to be accounted for; their recognition and measurement; and the means of summarizing and communi-
cating them to interested parties.

The purpose of Statement of Financial Accounting Concepts No. 2, “Qualitative Characteristics of Ac-
counting Information,” is to examine the characteristics that make accounting information useful. The
characteristics or qualities of information discussed in SFAC No. 2 are the ingredients that make infor-
mation useful and the qualities to be sought when accounting choices are made.

Instructions
(a) Identify and discuss the benefits that can be expected to be derived from the FASB’s conceptual

framework study.
(b) What is the most important quality for accounting information as identified in Statement of Financial

Accounting Concepts No. 2? Explain why it is the most important.
(c) Statement of Financial Accounting Concepts No. 2 describes a number of key characteristics or qual-

ities for accounting information. Briefly discuss the importance of any three of these qualities for
financial reporting purposes.

(CMA adapted)

C2-3 (Objectives of Financial Reporting) Regis Gordon and Kathy Medford are discussing various
aspects of the FASB’s pronouncement Statement of Financial Accounting Concepts No. 1, “Objectives of
Financial Reporting by Business Enterprises.” Regis indicates that this pronouncement provides little, if
any, guidance to the practicing professional in resolving accounting controversies. He believes that the
statement provides such broad guidelines that it would be impossible to apply the objectives to present-
day reporting problems. Kathy concedes this point but indicates that objectives are still needed to pro-
vide a starting point for the FASB in helping to improve financial reporting.

Instructions
(a) Indicate the basic objectives established in Statement of Financial Accounting Concepts No. 1.
(b) What do you think is the meaning of Kathy’s statement that the FASB needs a starting point to

resolve accounting controversies?

C2-4 (Qualitative Characteristics) Accounting information provides useful information about business
transactions and events. Those who provide and use financial reports must often select and evaluate ac-
counting alternatives. FASB Statement of Financial Accounting Concepts No. 2, “Qualitative Characteristics
of Accounting Information,” examines the characteristics of accounting information that make it useful
for decision making. It also points out that various limitations inherent in the measurement and report-
ing process may necessitate trade-offs or sacrifices among the characteristics of useful information.

Instructions
(a) Describe briefly the following characteristics of useful accounting information.

(1) Relevance (4) Comparability
(2) Reliability (5) Consistency
(3) Understandability

(b) For each of the following pairs of information characteristics, give an example of a situation in
which one of the characteristics may be sacrificed in return for a gain in the other.
(1) Relevance and reliability. (3) Comparability and consistency.
(2) Relevance and consistency. (4) Relevance and understandability.

(c) What criterion should be used to evaluate trade-offs between information characteristics?

C2-5 (Revenue Recognition and Matching Principle) After the presentation of your report on the ex-
amination of the financial statements to the board of directors of Bones Publishing Company, one of the
new directors expresses surprise that the income statement assumes that an equal proportion of the rev-
enue is earned with the publication of every issue of the company’s magazine. She feels that the “crucial
event” in the process of earning revenue in the magazine business is the cash sale of the subscription. She
says that she does not understand why most of the revenue cannot be “recognized” in the period of the
sale.

Instructions
(a) List the various accepted times for recognizing revenue in the accounts and explain when the

methods are appropriate.
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(b) Discuss the propriety of timing the recognition of revenue in Bones Publishing Company’s
accounts with:
(1) The cash sale of the magazine subscription.
(2) The publication of the magazine every month.
(3) Both events, by recognizing a portion of the revenue with cash sale of the magazine sub-

scription and a portion of the revenue with the publication of the magazine every month.

C2-6 (Revenue Recognition and Matching Principle) On June 5, 2003, McCoy Corporation signed a
contract with Sulu Associates under which Sulu agreed (1) to construct an office building on land owned
by McCoy, (2) to accept responsibility for procuring financing for the project and finding tenants, and (3)
to manage the property for 35 years. The annual net income from the project, after debt service, was to
be divided equally between McCoy Corporation and Sulu Associates. Sulu was to accept its share of fu-
ture net income as full payment for its services in construction, obtaining finances and tenants, and man-
agement of the project.

By May 31, 2004, the project was nearly completed, and tenants had signed leases to occupy 90% of
the available space at annual rentals totaling $4,000,000. It is estimated that, after operating expenses and
debt service, the annual net income will amount to $1,500,000.

The management of Sulu Associates believed that (a) the economic benefit derived from the contract
with McCoy should be reflected on its financial statements for the fiscal year ended May 31, 2004, and
directed that revenue be accrued in an amount equal to the commercial value of the services Sulu had
rendered during the year, (b) this amount should be carried in contracts receivable, and (c) all related ex-
penditures should be charged against the revenue.

Instructions
(a) Explain the main difference between the economic concept of business income as reflected by Sulu’s

management and the measurement of income under generally accepted accounting principles.
(b) Discuss the factors to be considered in determining when revenue should be recognized for the

purpose of accounting measurement of periodic income.
(c) Is the belief of Sulu’s management in accordance with generally accepted accounting principles

for the measurement of revenue and expense for the year ended May 31, 2004? Support your opin-
ion by discussing the application to this case of the factors to be considered for asset measure-
ment and revenue and expense recognition.

(AICPA adapted)

C2-7 (Matching Principle) An accountant must be familiar with the concepts involved in determining
earnings of a business entity. The amount of earnings reported for a business entity is dependent on the
proper recognition, in general, of revenue and expense for a given time period. In some situations, costs
are recognized as expenses at the time of product sale. In other situations, guidelines have been devel-
oped for recognizing costs as expenses or losses by other criteria.

Instructions
(a) Explain the rationale for recognizing costs as expenses at the time of product sale.
(b) What is the rationale underlying the appropriateness of treating costs as expenses of a period in-

stead of assigning the costs to an asset? Explain.
(c) In what general circumstances would it be appropriate to treat a cost as an asset instead of as an

expense? Explain.
(d) Some expenses are assigned to specific accounting periods on the basis of systematic and rational

allocation of asset cost. Explain the underlying rationale for recognizing expenses on the basis of
systematic and rational allocation of asset cost.

(e) Identify the conditions under which it would be appropriate to treat a cost as a loss.
(AICPA adapted)

C2-8 (Matching Principle) Accountants try to prepare income statements that are as accurate as pos-
sible. A basic requirement in preparing accurate income statements is to match costs against revenues
properly. Proper matching of costs against revenues requires that costs resulting from typical business
operations be recognized in the period in which they expired.

Instructions
(a) List three criteria that can be used to determine whether such costs should appear as charges in

the income statement for the current period.
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(b) As generally presented in financial statements, the following items or procedures have been crit-
icized as improperly matching costs with revenues. Briefly discuss each item from the viewpoint 
of matching costs with revenues and suggest corrective or alternative means of presenting the
financial information.
(1) Receiving and handling costs.
(2) Valuation of inventories at the lower of cost or market.
(3) Cash discounts on purchases.

C2-9 (Matching Principle) Carlos Rodriguez sells and erects shell houses, that is, frame structures that
are completely finished on the outside but are unfinished on the inside except for flooring, partition stud-
ding, and ceiling joists. Shell houses are sold chiefly to customers who are handy with tools and who
have time to do the interior wiring, plumbing, wall completion and finishing, and other work necessary
to make the shell houses livable dwellings.

Rodriguez buys shell houses from a manufacturer in unassembled packages consisting of all lum-
ber, roofing, doors, windows, and similar materials necessary to complete a shell house. Upon com-
mencing operations in a new area, Rodriguez buys or leases land as a site for its local warehouse, field
office, and display houses. Sample display houses are erected at a total cost of $30,000 to $44,000 in-
cluding the cost of the unassembled packages. The chief element of cost of the display houses is the
unassembled packages, inasmuch as erection is a short, low-cost operation. Old sample models are
torn down or altered into new models every 3 to 7 years. Sample display houses have little salvage
value because dismantling and moving costs amount to nearly as much as the cost of an unassembled
package.

Instructions
(a) A choice must be made between (1) expensing the costs of sample display houses in the periods

in which the expenditure is made and (2) spreading the costs over more than one period. Discuss
the advantages of each method.

(b) Would it be preferable to amortize the cost of display houses on the basis of (1) the passage of
time or (2) the number of shell houses sold? Explain.

(AICPA adapted)

C2-10 (Qualitative Characteristics) Recently, your Uncle Waldo Ralph, who knows that you always
have your eye out for a profitable investment, has discussed the possibility of your purchasing some cor-
porate bonds. He suggests that you may wish to get in on the “ground floor” of this deal. The bonds be-
ing issued by Cricket Corp. are 10-year debentures which promise a 40% rate of return. Cricket manu-
factures novelty/party items.

You have told Waldo that, unless you can take a look at Cricket’s financial statements, you would
not feel comfortable about such an investment. Believing that this is the chance of a lifetime, Uncle Waldo
has procured a copy of Cricket’s most recent, unaudited financial statements which are a year old. These
statements were prepared by Mrs. John Cricket. You peruse these statements, and they are quite impres-
sive. The balance sheet showed a debt-to-equity ratio of 0.10 and, for the year shown, the company re-
ported net income of $2,424,240.

The financial statements are not shown in comparison with amounts from other years. In addition,
no significant note disclosures about inventory valuation, depreciation methods, loan agreements, etc. are
available.

Instructions
Write a letter to Uncle Waldo explaining why it would be unwise to base an investment decision on the
financial statements that he has provided to you. Be sure to explain why these financial statements are
neither relevant nor reliable.

C2-11 (Matching) Hinckley Nuclear Power Plant will be “mothballed” at the end of its useful life
(approximately 20 years) at great expense. The matching principle requires that expenses be matched to
revenue. Accountants Jana Kingston and Pete Henning argue whether it is better to allocate the expense
of mothballing over the next 20 years or ignore it until mothballing occurs.

Instructions
Answer the following questions.

(a) What stakeholders should be considered?
(b) What ethical issue, if any, underlies the dispute?
(c) What alternatives should be considered?
(d) Assess the consequences of the alternatives.
(e) What decision would you recommend?
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USING YOUR JUDGMENT

FINANCIAL REPORTING PROBLEM

3M Company
The financial statements of 3M are presented in Appendix 5B or can be accessed on the Take Action! CD.

Instructions
Refer to 3M’s financial statements and the accompanying notes to answer the following questions.
(a) Using the notes to the consolidated financial statements, determine 3M’s revenue recognition policies.

Comment on the impact of SEC SAB No. 101 on 3M’s financial statements.
(b) Give two examples of where historical cost information is reported in 3M’s financial statements and

related notes. Give two examples of the use of fair value information reported in either the financial
statements or related notes.

(c) How can we determine that the accounting principles used by 3M are prepared on a basis consistent
with those of last year?

(d) What is 3M’s accounting policy related to advertising? What accounting principle does 3M follow re-
garding accounting for advertising?

FINANCIAL STATEMENT ANALYSIS CASE

Weyerhaeuser Company
Presented below is a statement that appeared about Weyerhaeuser Company in a financial magazine.

The land and timber holdings are now carried on the company’s books at a mere $422 million. The
value of the timber alone is variously estimated at $3 billion to $7 billion and is rising all the time.
“The understatement of the company is pretty severe,” conceded Charles W. Bingham, a senior vice-
president. Adds Robert L. Schuyler, another senior vice-president: “We have a whole stream of profit
nobody sees and there is no way to show it on our books.”

Instructions
(a) What does Schuyler mean when he says, “We have a whole stream of profit nobody sees and there

is no way to show it on our books”?
(b) If the understatement of the company’s assets is severe, why does accounting not report this infor-

mation?

COMPARATIVE ANALYSIS CASE

The Coca-Cola Company and PepsiCo, Inc.

Instructions
Go to the Take Action! CD, and use information found there to answer the following questions related to
The Coca-Cola Company and PepsiCo, Inc.
(a) What are the primary lines of business of these two companies as shown in their notes to the finan-

cial statements?
(b) Which company has the dominant position in beverage sales?
(c) How are inventories for these two companies valued? What cost allocation method is used to report in-

ventory? How does their accounting for inventories affect comparability between the two companies?
(d) Which company changed its accounting policies during 2001 which affected the consistency of the fi-

nancial results from the previous year? What were these changes?

RESEARCH CASES

Case 1 Retrieval of Information on Public Company
There are several commonly available indexes that enable individuals to locate articles previously in-
cluded in numerous business publications and periodicals. Articles can generally be searched by com-
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pany or by subject matter. Four common indexes are the Wall Street Journal Index, Business Abstracts (for-
merly the Business Periodical Index), Predicasts F&S Index, and ABI/Inform. 

Instructions
Use one of these resources to find an article about a company in which you are interested. Read the arti-
cle and answer the following questions. (Note: Your library may have hard copy or CD-ROM versions of
these indexes.)
(a) What is the article about?
(b) What company-specific information is included in the article?
(c) Identify any accounting-related issues discussed in the article.

Case 2
The February 11, 2002, Wall Street Journal includes an article by Susan Warren entitled “Dow Chemical Is
Tight Lipped About Asbestos.” (Subscribers to Business Extra can access the article at that site.)

Instructions
Read the article and answer the following questions.
(a) What ways of defining materiality are suggested in the article? Do you think these are better

approaches than those of the Supreme Court or GAAP? Why or why not?
(b) Dow Chemical (Dow) says that its $230 million estimated asbestos liability is “not material.” How has

the Supreme Court defined materiality? How is materiality defined by FASB?
(c) Compare the asbestos-related information provided in the footnotes of Dow, Halliburton, and 3M.

(You can see these footnotes at http://edgarscan.tc.pw.com/ or www. FreeEdgar.com.) Based on this
comparison, which firm is doing the best job of providing the information that investors need? Jus-
tify your answer.

(d) Based on this comparison, what grade (A–F) would you give Dow’s disclosures? Why?

INTERNATIONAL REPORTING CASE
As discussed in Chapter 1, the International Accounting Standards Board (IASB) develops accounting
standards for many international companies. The IASB also has developed a conceptual framework to
help guide the setting of accounting standards. Following is an Overview of the IASB Framework.

Objective of Financial Statements:
To provide information about the financial position, performance, and changes in financial 

position of an enterprise that is useful to a wide range of users in making economic decisions.

Underlying Assumptions
Accrual basis
Going concern

Qualitative Characteristics of Financial Statements
Understandability
Relevance

Materiality
Reliability

Faithful representation
Substance over form
Neutrality
Prudence
Completeness

Comparability

Constraints on Relevant and Reliable Information
Timeliness
Balance between benefit and cost
Balance between qualitative characteristics

True and Fair Presentation
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Elements of Financial Statements
Asset: A resource controlled by the enterprise as a result of past events and from which future eco-
nomic benefits are expected to flow to the enterprise.
Liability: A present obligation of the enterprise arising from past events, the settlement of which is
expected to result in an outflow from the enterprise of resources embodying economic benefits.
Equity: The residual interest in the assets of the enterprise after deducting all its liabilities.
Income: Increases in economic benefits during the accounting period in the form of inflows or en-
hancements of assets or decreases of liabilities that result in increases in equity, other than those
relating to contributions from equity participants.
Expenses: Decreases in economic benefits during the accounting period in the form of outflows or
depletions of assets or incurrences of liabilities that result in decreases in equity, other than those
relating to distributions to equity participants.

Instructions
Identify at least three similarities and at least three differences between the FASB and IASB conceptual
frameworks as revealed in the above Overview.

PROFESSIONAL SIMULATION
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Remember to check the Take Action! CD
and the book’s companion Web site

to find additional resources for this chapter.

Directions

In this simulation, you will be asked various questions regarding the FASB’s Conceptual Framework.
Prepare responses to all parts.

Situation

Accounting — Conceptual Framework

Explanation

You are engaged to review the accounting records of Jeremy Roenick Corporation prior to the closing
of the revenue and expense accounts as of December 31, the end of the current fiscal year. The
following information comes to your attention.

For each of the situations, prepare a brief explanation, stating whether or not you agree with the
decisions made by Jeremy Roenick Corporation. Support your answers with reference, whenever
possible, to the generally accepted principles, assumptions, and constraints in the circumstances.

1.  During the current year, Jeremy Roenick Corporation changed its policy in regard to expensing
     purchases of small tools. In the past, these purchases had been expensed because they
     amounted to less than 2% of net income. Now, the president has decided that capitalization and
     subsequent depreciation be followed. It is expected that purchases of small tools will not fluctuate
     greatly from year to year.

2.  On July 15 of the current year, Jeremy Roenick Corporation purchased an undeveloped tract of
     land at a cost of $320,000. The company spent $80,000 in subdividing the land and getting it
     ready for sale. An appraisal of the property at the end of the year indicated that the land was now
     worth $500,000. Although none of the lots were sold, the company recognized revenue of
     $180,000, less related expenses of $80,000, for a net income on the project of $100,000.

3.  For a number of years the company used the FIFO method for inventory valuation purposes.
     During the current year, the president noted that all the other companies in their industry had
     switched to the LIFO method. The company decided not to switch to LIFO because net income
     would decrease $830,000.

Directions ExplanationSituation Research Resources
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