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CHAPTER 2

Conceptual Framework
Underlying Financial Accounting
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LECTURE OUTLINE

The material in this chapter can usually be covered in two class sessions.  The first
class session can be used for lecture and discussion of the concepts presented in the
chapter.  The second class session can be used to develop student’s understanding of
these concepts by applying them to specific accounting situations.  Students frequently
believe that they understand the concepts but have difficulty correctly identifying
improper accounting procedures in practical situations.  Apparently students are not
alone in this difficulty.  See Joyce, Libby, and Sunder, bibliography reference 25, which
indicates that former APB and FASB members disagreed as to which accounting policy
provided more relevance.

Several of the bibliography references provide useful background material on the FASB
and the conceptual framework.  (See Miller and Mosso, reference 22; Pacter, reference
24; Miller, reference 19; Rubin, reference 10; and Daley and Tranter, reference 7.)

The conceptual framework structure described in the chapter includes SFAC No. 5,
"Recognition and Measurement in Financial Statements." SFAC No. 5 indicates that an
information item should meet four fundamental recognition criteria to be recognized in
the financial statements:

(1) Definitions.  The item meets the definition of an element of financial statements.
(2) Measurability.  It has a relevant attribute (e.g., historical cost, current cost, etc.)

which is measurable with sufficient reliability.
(3) Relevance.  The information is capable of making a difference in user decisions.
(4) Reliability.  The information is representationally faithful, verifiable, and neutral.

Because current practice is generally consistent with these criteria, the overall
approach of Chapter 2 remains unchanged.  We have incorporated SFAC No. 5 into
the third level of Illustrations 2-1 and 2-2.  This was done by grouping the assumptions,
principles, and constraints of the third level under the heading "Recognition and
Measurement Concepts."
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TEACHING TIP

The issues discussed in the chapter can be integrated by using the following
illustrations.   Illustration 2-1 might be put up first to show the relationship between
objectives, characteristics, elements, assumptions, principles, and constraints.  The
relationship between the three levels could be emphasized.  The Illustration 2-2
could be used to fill in the details of the six categories of items by listing the
objectives, characteristics, elements, etc., and describing each one in some detail.
Illustration 2-3 could then be used for a more detailed discussion of the qualitative
characteristics, pointing out their hierarchical nature, the tradeoffs that are implied,
and the components of the primary qualities.  Illustration 2-4 can be used in defining
the elements of financial statements.

A. Need for a Conceptual Framework.

1. Coherence in rules and standards.

2. Quick solutions to new and emerging practical problems by reference to an
existing framework of basic theory.

3. Increased user understanding of and confidence in financial reporting.

4. Enhanced comparability among companies’ financial statements.
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B. Development of a Conceptual Framework.

TEACHING TIP

Describe the components of the conceptual framework as shown in Illustration 2-1.

You may wish to point out the expanding nature of this cone shaped diagram.  That is,
the objectives of the first level are the beginning point of the conceptual framework.
The objectives describes the goals and purposes of financial accounting.  The next
level up includes the qualitative characteristics and the elements of financial
statements.  This second level serves as a bridge between the objectives and the
recognition and measurement concepts of the third level.  The third level consists of
the recognition and measurement concepts which implement the basic objectives of
this first level.

C. First Level:  Objectives.  (Recall that these were discussed in Chapter 1).

TEACHING TIP

Describe the details of the conceptual framework as shown in Illustration 2-2.

1. Information that is useful to present and potential investors and creditors in
making rational investment, credit, and similar decisions.

2. Information to help present and potential investors and creditors and other
users in assessing the amount, timing, and uncertainty of future cash flows.

3. Information about the economic resources of an enterprise, the claims on
those resources, and the effects of transactions, events, and circumstances
that change its resources and claims to those resources.
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D. Second Level:  Qualitative Characteristics and Elements.

TEACHING TIP

Describe qualitative characteristics of accounting information using Illustration 2-3.

1. Qualitative characteristics.  The overriding criterion for evaluating accounting
information is that it must be useful for decision making.   To be useful, it
must be understandable.

a. Primary qualities of useful accounting information.

(1) Relevance.  Accounting information is relevant if it is capable of
making a difference in a decision.  Relevant information has

(a) Predictive value.

(b) Feedback value.

(c) Timeliness.

(2) Reliability.  Accounting information is reliable to the extent that users
can depend on it to represent the economic conditions or events that it
purports to represent.  Reliable information has

(a) Verifiability.

(b) Representational faithfulness.

(c) Neutrality.

b. Secondary qualities of useful accounting information.

(1) Comparability.  Accounting information that has been measured and
reported in a similar manner for different enterprises is considered
comparable.

(2) Consistency.  Accounting information is consistent when an entity
applies the same accounting treatment from period to period to similar
accountable events.
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2. Elements.  (See text page 41 for definitions.)  Items a-c are elements at a
moment in time.  Items d-j are elements during a period of time.

TEACHING TIP

Discuss the elements of financial statements using Illustration 2-4.  Stress the time
frame of each element and the articulation of amounts

a. Assets.

b. Liabilities.

c. Equity.

d. Investments by owners.

e. Distributions to owners.

f. Comprehensive income.

g. Revenues.

h. Expenses.

i. Gains.

j. Losses.
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E. Third Level:  Recognition and Measurement Concepts.

1. Assumptions.

a. Economic entity assumption—economic activity can be identified with a
particular unit of accountability.

b. Going concern assumption—business enterprises will have a long
enough life to justify the use of accruals and deferrals.

c. Monetary unit assumption—the monetary unit (i.e., the dollar) is the
most effective means of expressing to interested parties changes in capital
and exchanges of goods and services.  A second assumption is that the
monetary unit remains reasonably stable.  Note that during the inflationary
period of the 1970s this assumption was criticized by many accountants.

d. Periodicity assumption—activities of an enterprise can be divided into
artificial time periods.

2. Principles.

a. Historical cost principle—definite and objective, not subject to
interpretation.

b. Revenue recognition principle—revenue is recognized when the earning
process is virtually complete and an exchange transaction has occurred.
(For a description of revenue recognition practices in certain industries,
see Andresky, bibliography reference 21.)  Exceptions to the revenue
recognition principle include:

(1) During production—e.g., long-term construction contracts.
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(2) End of production—e.g., agricultural products, gold.

(3) Receipt of cash—e.g., installment sales accounting.

c. Matching principle—efforts (expenses) should be matched with
accomplishments (revenues) if feasible.

(1) Explain difference among cash, modified cash, and accrual
accounting.

(2) Practical rules for expense matching:  Analyze costs to determine
whether a relationship exists with revenue.

(a) When direct association exists, expense costs against revenues
in the period when the revenue is recognized.

(b) When association exists but is difficult to identify, allocate costs
rationally and systematically to expense in the periods benefited.

(c) When little if any association exists, expense immediately.

d. Full disclosure principle—revealing in financial statements any facts of
sufficient importance to influence the judgment and decisions of an
informed reader.  (Develop concept of reasonably prudent investor.)
Discuss use of notes and supplementary information in financial reporting.

3. Constraints modifying basic theory:

a. Cost-benefit—the benefit to be derived from having accounting
information should exceed the cost of providing it.  Frequently it is easier to
assess the costs than it is to determine the benefits of providing a
particular item of information.

b. Materiality—if the amount is significant when compared with other items,
sound and acceptable standards should be followed.

(1) The determination of materiality requires considerable judgment, a
potential for abuse exists.  (See Wright and Taylor, bibliography
reference 26; Saunders, bibliography reference 23; and Reckers,
Kneer and Jennings, bibliography reference 20.)
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(2) Occasionally students erroneously believe that immaterial items need
not be recorded.  Remind them that immaterial items are recorded
but need not be separately disclosed.

c. Industry practice—peculiar nature of industry or business may result in
variation.

d. Conservatism—when in doubt choose the solution that will be least likely
to overstate assets and income.


