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DEVELOPMENT OF GAAP
What Is GAAP?

The FASB Accounting Standards Codification (ASC) is the

[s]ource of authoritative generally accepted accounting principles (GAAP) recog-
nized by the FASB to be applied by nongovernmental entities. Rules and inter-
pretive releases of the Securities and Exchange Commission (SEC) under author-
ity of federal securities laws are also sources of authoritative GAAP for SEC
registrants. In addition to the SEC’s rules and interpretive releases, the SEC staff
issues Staff Accounting Bulletins that represent practices followed by the staff in
administering SEC disclosure requirements, and it utilizes SEC Staff Announce-
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ments and Observer comments made at Emerging Issues Task Force meetings to
publicly announce its views on certain accounting issues for SEC registrants.
ASC 105-10-05-1

The FASB Codification goes on to say:

If the guidance for a transaction or event is not specified within a source of au-
thoritative GAAP for that entity, an entity shall first consider accounting princi-
ples for similar transactions or events within a source of authoritative GAAP for
that entity and then consider nonauthoritative guidance from other sources. An
entity shall not follow the accounting treatment specified in accounting guidance
for similar transactions or events in cases in which those accounting principles
either prohibit the application of the accounting treatment to the particular trans-
action or event or indicate that the accounting treatment should not be applied by
analogy. ASC 105-10-05-2

GAAP is concerned with

¢ The measurement of economic activity,

e The time when such measurements are to be made and recored,

e The disclosures surrounding this activity, and

» The preparation and presentation of summarized econoiric information in the form
of financial statements.

GAAP develops when questions arise about how te aest accomplish those objectives. In
response to those questions, GAAP is either prescribed in official pronouncements of au-
thoritative bodies empowered to create it, or it oririnates over time through the development
of customary practices that evolve when authoriiative bodies fail to respond. Thus, GAAP is
a reaction to and a product of the economic-civironment in which it develops. As such, the
development of accounting and financial repcrting standards has lagged the development and
creation of increasingly intricate econemic structures and transactions.

There are two broad categories ¢f accounting principles—recognition and disclosure.
Recognition principles determine the timing and measurement of items that enter the ac-
counting cycle and impact the financial statements. These are quantitative standards that
require economic informatioi to be reflected numerically.

Disclosure principles decl with factors that are not always numeric. Disclosures involve
qualitative informatios: that is an essential ingredient of a full set of financial statements.
Their absence would make the financial statements misleading by omitting information rele-
vant to the decision-making needs of the reader. Disclosure principles complement recogni-
tion principles by explaining assumptions underlying the numerical information and provid-
ing additional information on accounting policies, contingencies, uncertainties, etc., which
are essential to fully understand the performance and financial condition of the reporting
enterprise.

Who Created GAAP?

From time to time, the bodies given responsibility for the promulgation of GAAP have
changed, and indeed more than a single such body has often shared this responsibility. These
bodies included the Committee on Accounting Procedure, established in response to the
stock market crash of 1929 and superseded by the Accounting Principles Board. Because of
operational problems, the profession formed the Financial Accounting Standards Board
(FASB) in 1972.

FASB is recognized as authoritative by the SEC, reaffirmed through the Sarbanes-Oxley
Act of 2002 and through Rule 203 of the AICPA Code of Professional Conduct.
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FASB is an independent body relying on the Financial Accounting Foundation for se-
lection of its members and approval of its budgets. FASB is supported by the sale of its
publications and by fees assessed on all public companies based on their market capitaliza-
tions.

From its inception through the mid-2009 implementation of the Accounting Standards
Codification (discussed below), the Board issued several types of pronouncements. The
most important of these were the Statements of Financial Accounting Standards and the
FASB Interpretations, the latter of which were used to clarify or elaborate on existing State-
ments or pronouncements of predecessor bodies. Prior to mid-2009, Standards and Interpre-
tations constituted category A GAAP, which also included FASB staff positions—a rela-
tively recent form of guidance—and the Board’s FAS 133 implementation issues. Technical
Bulletins, which were formerly category B GAAP, usually addressed issues not covered di-
rectly by existing standards, and were primarily used to provide guidance where it was not
expected to be costly or require a major change in practice. Bulletins were discussed at
Board meetings and subject to Board veto. Both Bulletins and Interpretations were designed
to be responsive to implementation and practice problems on relatively narrow subjects.
Consensus positions of the Emerging Issues Task Force (EITF) were level C GAAP. Al-
though EITF pronouncements were technically category C GAAY. they were so specialized
that generally there had been no category A or B GAAP coveiing the respective topics,
making the consensuses the highest ranking guidance on the-izsue. The SEC was of the view
that a Task Force consensus constituted GAAP for public.vompanies, and it would question
any accounting that differed from it.

The EITF also previously published Discugsian Issues, which are FASB staff an-
nouncements and SEC staff announcements regaicing technical matters that are deemed im-
portant by the FASB or SEC staff but that d¢ not relate specifically to a numbered EITF is-
sue. These announcements were designed to help provide guidance on the application of
relevant accounting pronouncements. I'roduction of discussion issues declined over recent
years and it was not anticipated that fuither discussion issues would be produced.

The American Institute of Certitied Public Accountants (AICPA) also issued various
documents that became part cf G2 AP. The accounting standards that the Accounting Stan-
dards Executive Committee (AcSEC) issued were prepared largely through the work of vari-
ous AICPA committees and fask forces. AcSEC issued Statements of Position (SOPs) and
industry audit and accsuanfing guides, which were reviewed and cleared by the FASB and
thus constituted category B GAAP under the former hierarchy. SOPs provided guidance on
financial accounting and reporting issues. Industry audit and accounting guides were in-
tended to provide guidance to auditors in examining and reporting on financial statements of
entities in specific industries and provided standards on accounting problems unique to a
particular industry. AcSEC Practice Bulletins (formerly category C GAAP) usually provided
guidance on very narrowly defined accounting issues. Until relatively recently, the standards
issued by AcSEC addressed topics broadly applicable to all industries in addition to industry-
specific topics.

The FASB staff was empowered to issue implementation guides and staff positions,
which were included in category D of the former GAAP hierarchy. In a question-and-answer
format, these implementation guides addressed specific questions that arose when a standard
was initially issued. Staff positions were responses to questions on appropriate application
of FASB literature that were expected to have widespread relevance. Implementation guides
and staff positions were drafted by the staff and then issued, provided that a majority of the
FASB Board members did not object. In addition, staff positions were required to be ex-
posed on the FASB Web site for a 30-day comment period before issuance.
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Other sources. Not all GAAP has resulted from a deliberative process and the issuance
of pronouncements by authoritative bodies. Certain principles and practices evolved into
current acceptability without formally adopted standards. For example, depreciation meth-
ods such as straight-line and declining balance have both long been acceptable. There are,
however, no definitive pronouncements that can be found to state this. Furthermore, there
are many disclosure principles that evolved into general accounting practice because they
were originally required by the SEC in documents submitted to them. Even much of the
content of statements of financial position and income statements has evolved over the years
in the absence of adopted standards.

Accounting standards codification. FASB completed its project to codify GAAP in
2009; at that time, all existing GAAP literature was officially withdrawn. Beginning July 1,
2009, all codified GAAP was placed in a single level of the hierarchy (the second, lower
level contains what formerly was defined as category E, consisting of scholarly writings,
texts and guides by private-sector authors, guidance by other relevant bodies, and so forth),
so the formerly important distinctions among categories A—D were eliminated.

According to FASB, this system should reduce the amount of time.and effort required to
solve an accounting research issue; mitigate the risk of noncoimpliance with standards
through improved usability of the literature; provide accurate information with real-time up-
dates as new standards are released; and assist the FASB with. the research and convergence
efforts required during the standard-setting process. For a-detailed discussion of the codifi-
cation, see next section.

American Institute of Certified Public Accounvar.is. Although it plays a greatly re-
duced standards-setting role, the American Insivite of Certified Public Accountants
(AICPA) has authorized the Financial Reportirg Cxecutive Committee (FinREC) to deter-
mine the AICPA’s policies on financial repoiting standards and to speak for the AICPA on
accounting matters. FinREC, formerly ti.e Accounting Standards Executive Committee
(AcSECQ), is the senior technical commiit<e at the AICPA. It is composed of sixteen volun-
teer members, representative of industiy, analysts, and both national and regional public ac-
counting firms. All FinREC members are CPAs and members of the AICPA.

GAAP Codification

This represents a depaiture from past practice, since it was not previously included in
official GAAP guidance {although it obviously was binding on publicly held reporting
entities, and was to be given some consideration as “category E” hierarchy literature even by
nonissuers). To increase the utility of the Codification for public companies, relevant
portions of authoritative content issued by the SEC and selected SEC staff interpretations and
administrative guidance are being included for reference in the Codification. The sources
include Regulation S-X, Financial Reporting Releases (FRR)/Accounting Series Releases
(ASR), Interpretive Releases (IR), and SEC staff guidance in Staff Accounting Bulletins
(SAB), EITF Topic D, and SEC Staff Observer comments. The Codification does not,
however, incorporate the entire population of SEC rules, regulations, interpretive releases,
and staff guidance, such as content related to matters outside of the basic financial
statements, including Management’s Discussion and Analysis (MD&A), or to auditing or
independence matters.

As with former practice, when certain standards and other guidance were issued with
delayed effective dates, the Codification includes materials that may not yet be mandatorily
effective. The content from new standards that is not yet fully effective for all reporting en-
tities appears in the Codification as boxed text and is labeled as pending content. The pend-
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ing content text box includes the earliest transition date and a link to the related transition
guidance, also found in the Codification.

For reference purposes, the Codification permits backward tracing to the actual literature
from which the Codification was derived. Of course, in the future, new pronouncements will
add to or amend the Codification only, and no stand-alone FASB Statements or other guid-
ance will be promulgated. There will thus be no original source to be identified as a stand-
alone pronouncement.

Researching GAAP demands familiarity with, and access to, the Accounting Standards
Codification™ issued by FASB. Understanding the structure of the Codification is of great
importance to all who have a need to understand GAAP and to research and apply GAAP to
specific facts and circumstances.

The Codification content is arranged within Topics, Subtopics, Sections, and Subsec-
tions. All accountants should quickly develop a facility to navigate through this material.

Topics represent a collection of related guidance. Topics reside in four main areas as
follows:

* Presentation—Topics relating only to presentation matters; they do not address
recognition, measurement, and derecognition matters. Exaiiples of these topics are
income statement, balance sheet, and earnings per share.

» Financial Statement Accounts—The Codification c’genizes topics into a financial
statement order, including assets, liabilities, equit’s, revenue, and expenses. Topics
include, for example, receivables, revenue recogf:ition, and inventory.

* Broad Transactions—These topics relate 1o multiple financial statement accounts
and are generally transaction-oriented. Tanics include, for example, business combi-
nations, derivatives, and nonmonetary &nsactions.

* Industries—These topics relate to accounting that is unique to an industry or type of
activity. Topics include, for examiple, airlines, health care, and real estate.

Subtopics represent subsets of ait¢pic and are typically identified by type or by scope.
For example, operating leases and capital leases are two separate subtopics of the leases
topic, distinguished by type of i1zase. Each topic contains an overall subtopic that generally
represents the pervasive guiaarnce for the topic, which includes guidance that applies to all
other subtopics. Each adaitional subtopic represents incremental or unique guidance not
contained in the overall subtopic.

Sections represent the nature of the content in a subtopic—for example, recognition,
measurement, and disclosure. The sectional organization for all subtopics is the same. In a
manner similar to that used for topics, sections correlate closely with sections of individual
International Accounting Standards.

Sections are further broken down into subsections, paragraphs, and subparagraphs, de-
pending on the specific content of each section.

FASB has developed a classification system specifically for the Codification. The fol-
lowing is the structure of the classifications system: XXX-YY-ZZ-PP, where XXX = topic,
YY = subtopic, ZZ = section, and PP = paragraph. An “S” preceding the section number de-
notes SEC guidance.

Standards are composed of two items: the standard (similar to existing standards with a
Basis for Conclusions) and an appendix of Codification Update instructions. The title of the
combined set of standard and instructions will be Codification Update YYXX, where YY is
the last two digits of the year and XX is the sequential number for each update. For example,
the combined numbers would be 09-01, 09-02, etc. All authoritative GAAP issued by the
FASB will be issued in this format, regardless of the form in which such guidance may have
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been issued previously (for example, EITF Abstracts, FASB Staff Positions, FASB State-
ments, and FASB Interpretations).

The FASB organizes the content of new standards using the same Section headings as
those used in the Codification. The Codification Update Instructions are similar to the
Amendments sections of current FASB standards. They display marked changes to the per-
tinent sections of the Codification. New standards are not deemed authoritative in their own
right; instead, the new standards serve only to update the Codification and provide the his-
torical basis for conclusions of a new standard.

How Is GAAP Created?

The FASB has long adhered to rigorous “due process” when creating new guidance.
The goal is to involve constituents who would be affected by the newly issued guidance so
that the standards created will result in information that reports economic activity as objec-
tively as possible without attempting to influence behavior in any particular direction. Ulti-
mately, however, the guidance is the judgment of the FASB, based on research, public input,
and deliberation. The FASB’s due process procedures are described bclow.

The FASB receives requests for new standards from all parts of its diverse constituency,
including auditors, industry groups, the EITF, and the SEC. Regqucsts for action include both
suggestions for new topics and suggestions for reconsideratien i existing pronouncements.
In consultation with the FASB Members and others, and suu;esc to FAF oversight, the FASB
Chairman decides whether or not to add a project to the fecimical agenda. The FASB begins
by appointing an advisory group, which may be a task forZe or advisory committee of outside
experts. Care is taken to ensure that various poiris of view are represented in the advisory
group. The group meets with and advises the Boa'd and staff on the definition and scope of
the project and the nature and extent of any aaditional research that may be needed. The
FASB and its staff then debate the significant ssues in the project and arrive at tentative con-
clusions. As it does so, the FASB and'it: staff study existing literature on the subject and
conduct or commission any additionzl vesearch as needed. The advisory group meetings and
the Board meetings are open to pub'ic observation, and a public record is maintained. Many
of these proceedings are also avaiizble by live or archived audio Webcast as well as via tele-
phone. The basis of discussion for the meetings may be a Discussion Paper or an Exposure
Draft.

Any individual or or¢2nization may request to speak at the public hearing, which is con-
ducted by the FASB and the staff assigned to the project. Public observers are welcome.
After each individual speaks, the FASB and staff ask questions. Questions are based on
written material submitted by the speakers prior to the hearing as well as on the speaker’s
oral comments. In addition to the hearing, the staff analyzes all the written comments sub-
mitted. The FASB members study this analysis and read the comment letters to help them
reach conclusions. The hearing transcript and written comments become part of the public
record.

After the comment letters and oral presentations responding to the discussion document
are considered, formal deliberations begin. (If the accounting problem is not as complex and
no discussion document was issued, the due process begins at this point.) The FASB delib-
erates at meetings that are open to public observation, although observers do not participate
in the discussions. The agenda for each meeting is announced in advance. Prior to each
Board meeting, the staff presents a written analysis and recommendations of the issues to be
discussed. During the meeting, the staff presents orally a summary of the written materials
and the Board discusses each issue presented. The Board meets as many times as is neces-
sary to resolve the issues.
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When the Board has reached tentative conclusions on all the issues in the project, the
staff prepares an Exposure Draft. The Exposure Draft sets forth the Board’s conclusions
about the proposed standards of financial accounting and reporting, the proposed effective
date and method of transition, background information, and an explanation of the basis for
the Board’s conclusions. The Board reviews, and if necessary, revises, the Exposure Draft.
Then, a vote is taken about whether the Exposure Draft can be published for public com-
ment. A majority of the Board members must vote to approve an Exposure Draft for issu-
ance for comment. If four votes are not obtained, the FASB holds additional meetings and
redrafts the Exposure Draft.

Any individual or organization can provide comments about the conclusions in the Ex-
posure Draft during the exposure period, which is generally sixty days or more. The Board
may also decide to have a public hearing to hear constituents’ views. At the conclusion of
the comment period, all comment letters and oral presentations are analyzed by the staff, and
the Board members read the letters and the staff analysis. Then, the Board is ready to re-
deliberate the issues, with the goal of issuing final accounting standards.

All Board meetings are open to the public. During these meetings, the Board considers
the comments received and may revise their earlier conclusions. If cubstantial modifications
are made, the Board will issue a revised Exposure Draft for additional public comment. If
so, the Board also may decide that another public hearing is necessary. When the Board is
satisfied that all reasonable alternatives have been adequately considered, the staff drafts the
proposed provisions. The Board deliberates the provisiaris and, if approved, the Board issues
an Accounting Standards Update describing amendme:its to the Accounting Standards Codi-
fication. Once issued, the provisions become GAAP .tier the stated effective date.

Emerging Issues Task Force. The Emerging Issues Task Force (EITF) was formed in
1984 by the FASB to assist the Board in identiiying current or emerging issues and imple-
mentation problems before divergent practices, become entrenched. The guidance provided
has often been restricted to narrow issues that were of immediate interest and importance.
Task Force members are drawn primarily from public accounting firms but also include indi-
viduals who would be aware of issues and practices that should be considered by the group.

For each EITF agenda item; ar 1ssues paper is developed by members, their firms, or the
FASB staff. These issues may be in especially narrow areas having little broad-based inter-
est. Occasionally, FASB 1ay include a narrow issue in the scope of a broader project and
reaffirm or supersede.thie work of the Task Force. After discussion by the Task Force, a con-
sensus may be reached on the issue, in which case the consensus is referred to the FASB for
ratification. If the EITF consensus is approved by the FASB, it amends the FASB Codifica-
tion.

The Concept of Materiality

Materiality as a concept has great significance in understanding, researching, and im-
plementing GAAP. Each Statement of Financial Accounting Standards (FAS) that has been
issued by the FASB concludes by stating that the provisions of the statement are not applica-
ble to immaterial items. Disputes over financial statement presentations often turn on the
materiality of items that were, or were not, recognized, measured, and presented in certain
ways.

Materiality is defined by the FASB as the magnitude of an omission or misstatement in
the financial statements that makes it probable that a reasonable person relying on those fi-
nancial statements would have been influenced by the omitted information or made a differ-
ent judgment if the correct information had been known. However, due to its inherent sub-
jectivity, the definition does not provide definitive guidance in distinguishing material
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information from immaterial information. The individual accountant must exercise profes-
sional judgment in evaluating information and concluding on its materiality. Materiality as a
criterion has both quantitative and qualitative aspects, and items should not be deemed im-
material unless all potentially applicable quantitative and qualitative aspects are given full
consideration and found not relevant.

Quantitatively, materiality has been defined in relatively few pronouncements, which is
a testament to the great difficulty of setting precise measures for materiality. For example, in
ASC 280-10-50, which addresses segment disclosures, a material segment or customer is
defined as representing 10% or more of the reporting entity’s revenues (although, even given
this rule, qualitative considerations may cause smaller segments to be deemed reportable).
The Securities and Exchange Commission has, in various of its pronouncements, defined
materiality as 1% of total assets for receivables from officers and stockholders, 5% of total
assets for separate balance sheet disclosure of items, and 10% of total revenue for disclosure
of oil and gas producing activities.

Although materiality judgments have traditionally been primarily based on quantitative
assessments, the nature of a transaction or event can affect a determination of whether that
transaction or event is material. For example, a transaction that, if recorded, changes a profit
to a loss or changes compliance with ratios in a debt covenant t¢. noncompliance would be
material even if it involved an otherwise immaterial amount... Also, a transaction that might
be judged immaterial if it occurred as part of routine operati<ns may be material if its occur-
rence helps meet certain objectives. For example, a traisacdon that allows management to
achieve a target or obtain a bonus that otherwise wou! it become due would be considered
material, regardless of the actual amount involved:- S0, too, offers to buy or sell assets for
more or less than book value, litigation proceedin;s against the company pursuant to price-
fixing or antitrust allegations, and active negotiadons regarding their settlement can have a
material impact on the enterprise’s future profitability and, thus, are all examples of items
that would not be capable of being evaluaied for materiality based solely upon numerical
calculations.

Another factor in judging maisizality is the degree of precision that may be attained
when making an estimate. For ovample, accounts payable can usually be estimated more
accurately than a possible loss from the incurrence of an asset retirement obligation. An er-
ror amount that would be m:terial in estimating accounts payable might be acceptable in
estimating the retirement abiigation.

The SEC, in its Staff Accounting Bulletin 99 (SAB 99), provides a useful discussion of
this issue. Although not strictly applicable to nonpublic preparers of financial statements,
this guidance is worthy of consideration by all accountants and auditors. Among other
things, SAB 99 notes that deliberate application of nonacceptable accounting methods cannot
be justified merely because the impact on the financial statements is deemed to be immate-
rial. SAB 99 also usefully reminds preparers and others that materiality has both quantitative
and qualitative dimensions, which must both be given full consideration. More recently,
Staff Accounting Bulletin 108 (SAB 108) has added to the literature of materiality with its
discussion of considerations applicable to prior period restatements. (See discussion in
Chapter 5.)

On the Horizon

As this volume goes to press, the FASB has several significant initiatives on its project
plan. On the FASB.org site, the FASB has a technical plan that lists all agenda projects and
their status. On the current agenda is a project on consolidation with a final standard sched-
uled for the last half of 2012. The FASB indicates “the objective of this project is to con-
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sider comprehensive guidance for consolidation of all entities, including entities controlled
by voting or similar interests. This includes an evaluation of guidance for determining the
capacity of a decision maker.” Other items on the agenda include projects on revenue recog-
nition, leases, impairment, financial instruments, and insurance contracts. Readers are ad-
vised to access the technical plan and review for any projects that will affect them.

RESEARCHING GAAP PROBLEMS

The research procedures presented here are intended to serve as a general model for ap-
proaching research on accounting issues or questions you may have. These procedures are
only intended as an illustration of the process, not as a “cookbook” approach. These proce-
dures should be refined and adapted to each individual fact situation.

Research Procedures
Step 1: Identify the problem.

It has been observed that the mere act of defining a problem’ contributes mightily to
solving the problem. This certainly applies to the domain of researching financial reporting
issues, as well. Most often it is found that incorrect answers (e.3., regarding the proper way
to report revenue-producing activities) flow from improper-detinition of the actual question
to be resolved. Provisional definitions of problems shouid-be vigorously challenged before
attempting to search for solutions. The process to be empioyed is to

* Gain an understanding of the problem or a‘iestion.

* Challenge the tentative definition of the.wrcblem and revise, as necessary.

* Problems and research questions cairxrise from new authoritative pronouncements,
changes in a firm’s economic operating environment, or new transactions, as well as
from the realization that the prohiein had not been properly defined in the past.

» If proposed transactions an-.noential economic circumstances are anticipated, more
deliberate attention can be directed at finding the correct solution, and certain pro-
posed transactions having deleterious reporting consequences might be avoided alto-
gether or structured niore favorably.

« [If little is knowri‘avoct the subject area, it may be useful to consult general reference
sources (e.g., vaurnal of Accountancy, CPA Journal, Businessweek) to become more
familiar with the topic, that is, the basic what, why, how, when, who, and where.
Web-based research vastly expands the ability to gather useful information.

» If you are a preparer/auditor, ensure that you have sufficiently determined whether
the issue you are researching is a GAAP issue or an auditing issue so that your search
is directed to the appropriate literature.

Step 2: Analyze the problem.

» Identify critical factors, issues, and questions that relate to the research problem.

*  What are the options? Brainstorm possible alternative accounting treatments

*  What are the goals of the transaction? Are these goals compatible with full and
transparent disclosure and recognition?

e What is the economic substance of the transaction, irrespective of the manner in
which it appears to be structured?

*  What limitations or factors can impact the accounting treatment?
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Step 3: Refine the problem statement.

Clearly articulate the critical issues in a way that will facilitate research and analysis.

Step 4: Identify plausible alternatives.

Plausible alternative solutions are based upon prior knowledge or theory.

Additional alternatives may be identified as Steps 5-7 are completed.

The purpose of identifying and discussing different alternatives is to be able to re-
spond to key accounting issues that arise out of a specific situation.

The alternatives are the potential methods of accounting for the situation from which
only one will ultimately be chosen.

Exploring alternatives is important because many times there is no single cut-and-
dried financial reporting solution to the situation.

Ambiguity often surrounds many transactions and related accounting issues and, ac-
cordingly, the accountant and business advisor must explore the alternatives and use
professional judgment in deciding on the proper course of actien.

Step 5: Develop a research strategy.

Determine which literature to search. This requires access to, and an understanding
of, the Accounting Standards Codification™ promulcated by FASB. The topic-
based organization of this material should faciinaic conducting such research, al-
lowing the user to zero in on a detailed-level iss.e by beginning with a broad topic
definition.

Generate keywords or phrases that will for.the basis of an electronic search.
Consider trying a broad search to

* Assist in developing an understanding of the area,
* Identify appropriate search “erms, and
* Identify related issues and ferminology.

Consider trying very pizcisc searches to identify whether there is authoritative litera-
ture directly on point:

Step 6: Search authoritative literature (described in additional detail below).

This step involves implementation of the research strategy through searching, identify-
ing, and locating applicable information.

Research published GAAP.

Research using Wiley GAAP.

Research other literature.

Research practice.

Use theory.

Find analogous events and/or concepts that are reasonably similar.

Step 7: Evaluation.

Analyze and evaluate all of the information obtained.

This evaluation should lead to the development of a solution or recommendation.
Again, it is important to remember that Steps 3—7 describe activities that will interact
with each other and lead to a more refined process in total, and a more complete so-
lution. These steps may involve several iterations.
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Search Authoritative Literature (Step 6) —Further Explanation

The following sections discuss in more detail how to search authoritative literature as
outlined in Step 6.

Researching Wiley GAAP. This publication can assist in researching GAAP for the
purpose of identifying technical answers to specific inquiries. You can begin your search in
one of two ways: by using the contents page at the front of this book to determine the chap-
ter in which the answer to your question is likely to be discussed, or by using the index at the
back of this publication to identify specific pages of the publication that discuss the subject
matter relating to your question. The path chosen depends in part on how specific the ques-
tion is; an initial reading of the chapter or relevant section thereof will provide a broader per-
spective on the subject. For example, if one wanted to know how to account for receivables
pledged as collateral, it would be best to start with Chapter 5. However, if one’s interest was
limited to securitizations of credit card portfolios, it might be better to search the index, be-
cause securitizations are a very specialized type of transaction involving receivables and are
addressed in only a few pages of the text.

Each chapter in this publication is organized in the following manner:

* A chapter table of contents on the first page of the chapte:

» Perspective and Issues, providing an overview of the cuapter contents (noting any
current controversy or proposed GAAP changes afic-ting the chapter’s topics) and a
list of major topics and subtopics in the FASEA<counting Standards Codification
relevant to the chapter’s topics.

e Definition of Terms, defining any specialized terms unique to the chapter’s subject
matter

» Concepts, Rules, and Examples, settiny forth the detailed guidance and examples

After reading the relevant portions of this publication, the list of major topics and sub-
topics in the Codification can be used ‘¢ find the sections in the Codification that are related
to the topic, so that these can be appropriately understood and cited in documenting your
research findings and conclusicus.. Readers familiar with the professional literature can use
the Codification Taxonomy that precedes this chapter to quickly locate the pages in this pub-
lication relevant to each sncciiic pronouncement. The reader can therefore locate more detail
on each topic covered jr this publication, and also be aware of those few, highly specialized
topics and pronouncements not covered within this publication.

Researching the GAAP Codification. The structure of the new Accounting Standards
Codification™ was discussed in a previous section and can be used to research GAAP via
FASB and other commercial sources in the manner prescribed. Researching GAAP using
this publication is explained in the following section.

Researching nonpromulgated GAAP. Researching nonpromulgated GAAP consists
of reviewing pronouncements in areas similar to those being researched, reading accounting
literature mentioned in the GAAP hierarchy as “other sources,” and careful reading of the
relevant portions of the FASB Conceptual Framework (summarized later in this chapter).
Understanding concepts and intentions espoused by accounting experts can give the essential
clues to a logical formulation of alternatives and conclusions regarding problems that have
not yet been addressed by the standard-setting bodies.

Both the AICPA and FASB publish a myriad of nonauthoritative literature. FASB pub-
lishes the documents it uses in its due process: Discussion Papers, Invitations to Comment,
Exposure Drafts, and Preliminary Views as well as minutes from its meetings. It also pub-
lishes research reports, newsletters, and implementation guidance. The AICPA publishes
Technical Practice Aids, Issues Papers, Technical Questions and Answers, Audit and Ac-
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counting Guides, as well as comment letters on proposals of other standard-setting bodies,
and the monthly periodical, Journal of Accountancy. Technical Practice Aids are answers
published by the AICPA to questions about accounting and auditing standards. AICPA Is-
sues Papers are research documents about accounting and reporting problems that the AICPA
believes should be resolved by FASB. They provide information about alternative account-
ing treatments used in practice.

The Securities and Exchange Commission issues Staff Accounting Bulletins and makes
rulings on individual cases that come before it. These rulings create and impose accounting
standards on those whose financial statements are to be submitted to the Commission. The
SEC, through acts passed by Congress, has been given broad powers to prescribe accounting
practices and methods for all statements filed with it.

Governmental agencies such as the Government Accountability Office, the Federal Ac-
counting Standards Advisory Board, and the Cost Accounting Standards Board have certain
publications that may assist in researching written standards. Also, industry organizations
and associations may be other helpful sources.

Certain publications are helpful in identifying practices used by entities that may not be
promulgated as standards. The AICPA publishes an annual survev of the accounting and
disclosure policies of many public companies in Accounting Trends and Techniques and of-
fers an online version which contains a library of financial statcmients that can be accessed
through a computerized search. EDGAR (Electronic Dzatn (Gathering, Analysis, and Re-
trieval) publishes the SEC filings of public companies, wirch includes the companies’ finan-
cial statements. Through selection of keywords and/si topics, these services can provide
information on how other entities resolved similar srcbiems.

Internet-based research sources. There ha: been and continues to be an information
revolution affecting the exponential growth 'n the volume of materials, authoritative and
nonauthoritative, that are available on the Internet. A listing of just a small cross-section of
these sources follows:

Accounting Web sites

AICPA Online WWWw.aicpa.ory Includes accounting news section; CPE
information; section on professional eth-
ics; information on relevant congres-
sional/executive actions; online publica-
tions, such as the Journal of Accountancy;
Financial Reporting Executive Committee;
also has links to other organizations; in-
cludes links to authoritative standards for
nonissuers including auditing standards,
attestation standards, and quality control

standards
American Accounting www.aaahq.org Accounting news; publications; faculty
Association information; searchable; links to other sites
FASB www.fasb.org Information on FASB; includes list of new

Pronouncements/Statements; summaries of
selected projects; summaries/status of all
FASB Statements. Due to funding pro-
vided by PCAOB, FASB now posts its
statements, interpretations, staff positions,
and newly issued EITF issues on its Web
site.

FASB Codification asc.fasb.org/home Searchable database using the new ac-
counting codification; includes cross-
referencing and tutorials
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www.gasb.org Information on GASB; new GASB docu-
ments; summaries/status of all GASB
statements; proposed Statements; Tech-
nical Bulletins; Interpretations

International Accounting www.ifrs.org Information on the IASB; lists of Pro-
Standards Board (IASB) nouncements, Exposure Drafts, project

NASBA

PCAOB

summaries, and conceptual framework

www.nasba.org National State Boards of Accountancy;
includes listings of registered CPE spon-
sors and links to state boards of accoun-
tancy as well as standards governing con-
tinuing professional education that it
jointly issues with the AICPA

www.pcaobus.org Sections on rulemaking, standards (includ-
ing the interim auditing, attestation, quality
control, ethics, and independence stan-
dards), enforcement, inspections and over-
sight activities

Rutgers Accounting Web www.accounting.rutgers.edu Includes links to.jocrnals and publications,

SEC

software, pubi.shers, educational institu-
tions, goveinment agencies, and infor-
mation reparding continuous auditing ini-
tiatives

WWW.SEC.gov SEC d gest and statements; EDGAR
searchable database; information on cur-
rent SEC rulemaking; links to other sites

Conducting Research through the FASB Codification Web Site

As noted previously in this chapter, the 1"ASB has completed its project to codify
GAAP, thereby eliminating the multilevel hierarchy in favor of a single, centralized database
of authorized documentation. The FALE has compiled this Codification into a Web site,
which is located at http://asc.fasb.org'home. The site is intended to be easily searchable for
research purposes. This section provides an overview of the site’s contents and search func-
tionality.

On all pages of the site, ail categories of the Codification are listed down the vertical
menu bar on the left side or tne page, revealing the following primary topics, and the num-
bering series for each one.

Presentation (200). Covers the reporting aspects of GAAP, such as the balance
sheet, income statement, and segment reporting.

Assets (300). Contains GAAP for all types of assets, such as receivables, invest-
ments, and intangibles.

Liabilities (400). Contains GAAP for all types of liabilities, such as commitments,
contingencies, and guarantees.

Equity (500). Covers GAAP for such topics as stock, stock dividends, and treasury
stock.

Revenue (600). Includes all revenue topics, including product revenue, services reve-
nue, and a great deal of industry-specific topics.

Expenses (700). Clusters all types of expense-related GAAP into five broad catego-
ries, which are cost of goods sold, research and development, compensation, income
taxes, and other expenses.

Broad Transactions (800). Contains the major transactional topics, such as business
combinations, derivatives, and foreign currency matters.
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Industry (900). Ttemizes GAAP for specific industries, such as entertainment, real
estate, and software.

Master Glossary. Includes a compilation of terminology assembled from the multi-
tude of original GAAP source documents.

The numbering series indicated next to each bullet point above shows the three-digit
number assigned to each topic. For example, the Presentation topic contains a number of
subtopics, all indexed with numbers in the 200 range; the Balance Sheet subtopic is num-
bered 210, while the Interim Reporting subtopic is numbered 270. These index numbers
become more apparent while perusing the submenus attached to each primary topic. For
example, the submenu for the Presentation topic reveals 15 subcategories, numbered from
205 (for Presentation of Financial Statements) to 280 (for Segment Reporting). The entire
numbering system is noted in the Codification Taxonomy section that precedes Chapter 1.

At the most granular level of detail, the Codification has a two-digit numerical code for
a standard set of categories, which follow:

Overview and background (05). Provides overview and backgiound material.

Scope and scope exceptions (15). Outlines the transactions, events, and other occur-
rences to which the subtopic guidance does or does not apply.

Glossary (20). Contains definitions for terms found withii the subtopic guidance.
Recognition (25). Defines the criteria and timing fo: :ecording an item in the finan-
cial statements.

Initial measurement (30). Provides guidance cu the criteria and amounts used to
measure a transaction at the initial date of recognition.

Subsequent measurement (35). Provides iruidance on the subsequent measurement
and recognition of an item.

Other presentation matters (45).. /A catchall category providing guidance not in-
cluded in the preceding sections.

Disclosure (50). Provides guilance regarding disclosure in the notes to or on the
face of the financial stafenieats.

Implementation guidarce and illustrations (55). Contains illustrations of the guid-
ance provided in the preceding sections.

Relationships (6%).._Contains links to guidance that may be helpful to the reader of
the subtopic.

SEC Materials (599). Contains selected SEC content for use by public companies.

By drilling down through the various topics and subtopics in the sidebar, a researcher
can eventually locate the relevant GAAP information. However, there are three other ways
to access GAAP information through the Codification site that may prove to be easier.

Cross-referencing. If the researcher knows the reference number of an original
GAAP source document, such as an EITF consensus or a FASB Staff Position, then
she can enter this information through the Cross-Reference tab, which is located at
the top center of the Codification home page. A By Standard search box will appear,
where the researcher can select from a drop-down menu containing three-digit ab-
breviations for all of the various GAAP source documents. For example, FSP repre-
sents the FASB Staff Positions, while APB represents the Accounting Principles
Board Opinions. After making a selection from this menu, the available list of all
corresponding documents will appear next to it, in the Standard Number drop-down
menu. Selecting a document from this list will bring up the corresponding topic,
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subtopic, section, and paragraph number in the Codification, as well as a hyperlink to
the underlying text.

» Codification search. If the researcher is searching for specific words or phrases, then
the best search tool is the Codification search bar, which is located in the upper right
corner of any page on the site. To use it for a precision search, enter quotes around
the search text; for a less precise search that returns individual words within the
search text, do not use quotes.

The simplified structure of the Codification makes it a much simpler database than the
old GAAP hierarchy for researching purposes, which is also enhanced by the Codification
Web site’s search tools.

The Conceptual Framework

FASB has issued eight pronouncements (five of which remain extant) called Statements
of Financial Accounting Concepts (CON). This conceptual framework is designed to pre-
scribe the nature, function, and limits of financial accounting and reporting and to be used as
a guideline that will lead to consistent standards. These conceptual s:atements do not estab-
lish accounting standards or disclosure practices for particular items.* They are not enforce-
able under the AICPA Code of Professional Conduct.

FASB’s conceptual framework is intended to serve as the foundation upon which the
Board can construct standards that are both sound and inteinally consistent. The fact that the
framework was intended to guide FASB in establishing <*andards is embodied in the preface
to CON 8, which states

The Board itself is likely to be the most direct bencjiciary of the guidance provided by Con-
cepts Statements. They will guide the Board' in daeveloping accounting and reporting stan-
dards by providing the Board with a comiron foundation and basic reasoning on which to
consider merits of alternatives.

The conceptual framework is alte intended for use by the business community to help
understand and apply standards and to assist in their development. This goal is also men-
tioned in the preface to CON §&:

However, knowledge of <he objectives and concepts the Board will use in developing new
guidance also should 2nable those who are affected by or interested in generally accepted
accounting standards (GAAP) to understand better the purposes, content, and characteristics
of information provided by financial accounting and reporting. That knowledge is expected
to enhance the usefulness of, and confidence in, financial accounting and reporting. The ob-
Jjectives and fundamental concepts also may provide some guidance in analyzing new or
emerging problems of financial accounting and reporting in the absence of applicable au-
thoritative pronouncements.

The FASB Special Report, The Framework of Financial Accounting Concepts and
Standards (1998), states that the conceptual framework should help solve complex financial
accounting or reporting problems by

* Providing a set of common premises as a basis for discussion;

* Providing precise terminology;

* Helping to ask the right questions;

* Limiting areas of judgment and discretion and excluding from consideration poten-
tial solutions that are in conflict with it; and

» Imposing intellectual discipline on what traditionally has been a subjective and ad
hoc reasoning process.



16 Wiley GAAP 2013

Of the seven Concepts Statements, the fourth, Objectives of Financial Reporting by
Nonbusiness Organizations, is not covered here due to its specialized nature.

Components of the conceptual framework. The components of the conceptual frame-
work for financial accounting and reporting include objectives, qualitative characteristics,
elements, recognition, measurement, and disclosure concepts.

Elements of financial statements are the components from which financial statements are
created. They include assets, liabilities, equity, investments by owners, distributions to own-
ers, comprehensive income, revenues, expenses, gains, and losses. In order to be included in
financial statements, an element must meet criteria for recognition and possess a characteris-
tic that can be reliably measured.

Reporting or display considerations are concerned with what information should be pro-
vided, who should provide it, and where it should be displayed. How the financial state-
ments (financial position, earnings, and cash flow) are presented is the focal point of this part
of the conceptual framework project.

A Statement of Financial Accounting Concepts does not establish GAAP. Since GAAP
may be inconsistent with the principles set forth in the conceptual framework, the FASB
expects to reexamine existing accounting standards. Until that time; a CON does not require
a change in existing GAAP. CON do not amend, modify, or interpre: existing GAAP, nor do
they justify departing from GAAP based upon interpretations derived from them.

CON 8: CONCEPTUAL FRAMEWORK FOF *INANCIAL REPORTING
Chapter 1, The Objective of General Purpose Financicl Keporting, and Chapter 3, Qualitative
Characteristics of Useful Financial Information (A-enlacement of FASB Concepts Statements
No. 1 and No. 2)

CON 8 is a result of a joint FASB/TASB project to improve and converge their frame-
works. Chapter 1 of CON 8 replaced CON 1, and Chapter 2 of CON 8 is being reserved for a
chapter on the Reporting Entity, 2 replacement of CON 3. The current status of the project
can be found on FASB.org. Becaise the topics in CON 8 are foundational, this discussion
begins with CON 8.

CON 8—Chapter 1: Tie Objective of General Purpose Financial Reporting

Chapter 1 identifies the objective of financial reporting and indicates that this objective
applies to all financial reporting. It is not limited to financial statements. The objective is to
provide information that is useful in making decisions about providing resources to the en-
tity. Users of financial information are identified as existing and potential investors, lenders,
and other creditors. Chapter 1 is directed at general-purpose external financial reporting by a
business enterprise as it relates to the ability of that enterprise to generate favorable cash
flows. Investors and creditors need financial reports that provide understandable information
that will aid in predicting the future cash flows of an entity. Investors and creditors want
information about cash flows because the expectation of cash flows affects an entity’s ability
to pay interest and dividends, which in turn affects the market price of that entity’s stocks
and bonds, and to meet the obligations of loans and other forms of credit.

To assess cash flows, financial reporting should provide information relative to an enter-
prise’s economic resources, the claims against the entity, and the effects of transactions,
events, and circumstances that change resources and claims to resources. A description of
these informational needs follows:
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e Economic resources, claims against the entity, and owners’ equity. This information
provides the users of financial reporting with a measure of future cash flows and an
indication of the entity’s strengths, weaknesses, liquidity, and solvency.

e Economic performance and earnings. Past performance provides an indication of an
entity’s future performance. Furthermore, earnings based upon accrual accounting
provide a better indicator of economic performance and future cash flows than do
current cash receipts and disbursements. Accrual basis earnings are a better indicator
because a charge for recovery of capital (depreciation/amortization) is made in de-
termining these earnings. The relationship between earnings and economic perfor-
mance results from matching the costs and benefits (revenues) of economic activity
during a given period by means of accrual accounting. Over the life of an enterprise,
economic performance can be determined by net cash flows or by total earnings
since the two measures would be equal.

* Liquidity, solvency, and funds flows. Information about cash and other funds flows
from borrowings, repayments of borrowings, expenditures, capital transactions, eco-
nomic resources, obligations, owners’ equity, and earnings may aid the user of finan-
cial reporting information in assessing a firm’s liquidity or sclvency.

*  Management stewardship and performance. The assessraent of a firm’s management
with respect to the efficient and profitable use of the firm's resources is usually made
on the basis of economic performance as reported vy periodic earnings. Because
earnings are affected by factors other than curi¢nt inanagement performance, earn-
ings may not be a reliable indicator of managetient performance.

*  Management explanations and interpretatict.s. Management is responsible for the
efficient use of a firm’s resources. Thus, it-acquires knowledge about the enterprise
and its performance that is unknown (o 'he external user. Explanations by manage-
ment concerning the financial impact of transactions, events, circumstances, uncer-
tainties, estimates, judgments, at.d any effects of the separation of the results of oper-
ations into periodic measures. ot performance enhance the usefulness of financial
information.

CON 8—Chapter 3: Qualitative Characteristics of Useful Financial Information

The purpose of financialieporting is to provide decision makers with useful information.
When accounting choices are to be made by individuals or by standard-setting bodies, those
choices should be basea upon the usefulness of that information to the decision-making pro-
cess. This chapter identifies the qualities or characteristics that make information useful in
the decision-making process. It also establishes a terminology and set of definitions to pro-
vide a greater understanding of the characteristics.

Usefulness for decision. This is the most important characteristic of information.
Information must be useful to be beneficial to the user. To be useful, accounting information
must both be relevant and faithfully represent what it claims to represent. Both of these fun-
damental qualitative characteristics are affected by the completeness of the information pro-
vided.

Relevance. Information is relevant to a decision if it makes a difference to the decision
maker in his/her ability to predict events or to confirm or correct expectations. Relevant in-
formation will reduce the decision maker’s assessment of the uncertainty of the outcome of a
decision even though it may not change the decision itself. Information is relevant if it pro-
vides knowledge concerning past events (confirmatory value) or future events (predictive
value) and if it is timely. Disclosure requirement information is relevant because it provides
information about past events and it improves the predictability of future events. The pre-
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dictive value of accounting information does not imply that such information is a prediction.
The predictive value refers to the utility that a piece of information has as an input into a
predictive model.

An item of information is material and should be reported if it is significant enough to
have an effect on the decision maker. Materiality requires judgment. It is dependent upon
the relative size of an item, the precision with which the item can be estimated, and the
nature of the item. No general standards of materiality are provided.

Faithful representation. Financial statements are an abstraction of the activities of a
business enterprise. They simplify the activities of the actual firm. To be faithfully repre-
sentative, financial statements must portray the important financial relationships of the entity
itself. Information is faithfully representative if it is complete, neutral, and free from errors.

A complete representation contains all the information that would enable users to under-
stand the information. In addition to quantitative information, a particular item may need to
include a description and explanation.

Free from error does not mean perfectly accurate. However, it does mean that a descrip-
tion is accurately described, the explanation of the phenomenon are explained, and no errors
have been made in selecting and reporting the process.

Neutrality means that accounting information should serve tc.communicate without at-
tempting to influence behavior in a particular direction. This.does not mean that accounting
should not influence behavior or that it should affect everyonc in the same way. It means
that information should not favor certain interest groups.

Information that is relevant and faithfully representcc can be enhanced by comparability,
verifiability, timeliness, and understanding. To be-vs=iul, accounting information should be
comparable. The characteristic of comparability cilows the users of accounting information
to assess the similarities and differences eitirer among different entities for the same time
period or for the same entity over different tire periods. Comparisons are usually made on
the basis of quantifiable measurements ¢:f a common characteristic. Therefore, to be compa-
rable, the measurements used must bhe 1eliable with respect to the common characteristic.
Noncomparability can result from. the use of different inputs, procedures, or systems of clas-
sification.

Related to comparability, consistency is an interperiod comparison that requires the use
of the same accounting principles from one period to another. Although a change of an ac-
counting principle tc. a wnore preferred method results in inconsistency, the change is ac-
ceptable if the effect ot the change is disclosed. Consistency does not insure comparability.
If the measurements used are not representationally faithful, comparability will not be
achieved.

Verifiability means that several independent measures will obtain the same accounting
measure. An accounting measure that can be repeated with the same result (consensus) is
desirable because it serves to detect and reduce measurer bias. Cash is highly verifiable.
Inventories and depreciable assets tend to be less verifiable because alternative valuation
methods exist. The direct verification of an accounting measure would serve to minimize
measurer bias and measurement bias. The verification of the procedures used to obtain the
measure would minimize measurer bias only. Finally, verifiability does not guarantee repre-
sentational faithfulness or relevance.

Timeliness. Although timeliness alone will not make information useful, information
must be timely to be useful.

Understandable. Financial reports must be understandable for users who have a “rea-
sonable knowledge of business and economic activities and who review and analyze the in-
formation diligently” (Con 8, QC 32).
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Trade-offs. Although it is desirable that accounting information contain the characteris-
tics that have been identified above, not all of these characteristics are compatible. Often,
one characteristic may be obtained only by sacrificing another. The trade-offs that must be
made are determined on the basis of the relative importance of the characteristics. This rela-
tive importance, in turn, is dependent upon the nature of the users and their particular needs.

Cost constraint. The qualitative characteristics of useful accounting information are
subject to constraint: the relative cost benefit of that information.

Accounting information provides the user with certain benefits. Associated with this
benefit, however, is the cost of using that information and of providing it to the user. Infor-
mation should be provided only if its benefits exceed its cost. Unfortunately, it is difficult to
value the benefit of accounting information. It is also difficult to determine whether the bur-
den of the cost of disclosure and the benefits of such disclosure are distributed fairly.

CON 3: Elements of Financial Statements of Business Enterprises

CON 3 was replaced by CON 6. CON 6 carried forward essentially all of the concepts
in CON 3, then added the elements unique to the financial statemeniz of not-for-profit or-
ganizations.

CON 5: Recognition and Measurement in Financial Statement;s of Business Enterprises

CON 5 indicates that financial statements are the prin.ioal means of communicating
useful financial information. A full set of such statements contains

» Financial position at end of the period

* Earnings for the period

* Comprehensive income for the period

* Cash flows during the period

* Investments by and distributions:t¢. cwners during the period

Financial statements result from simiplifying, condensing, and aggregating transactions.
Therefore, no one financial statenicnt provides sufficient information by itself and no one
item or part of each statement can summarize the information.

A statement of financiai position provides information about an entity’s assets, liabili-
ties, and equity. Earnings arc a measure of entity performance during a period. Earnings are
similar to net income but exclude accounting adjustments from earlier periods such as cu-
mulative effect changes in accounting principles. Comprehensive income comprises all rec-
ognized changes in equity other than those arising from investments by and distributions to
owners. A statement of cash flows reflects receipts and payments of cash by major sources
and uses including operating, financing, and investing activities. The investments by and
distributions to owners reflect the capital transactions of an entity during a period.

Income is determined by the concept of financial capital maintenance which means that
only if the money amount of net assets increases during a period (excluding capital transac-
tions) is there a profit. For recognition in financial statements, subject to both cost benefit
and materiality constraints, an item must meet the following criteria:

1. Definition—Meet the definition of an element in financial statements

2. Measurability—Have a relevant attribute measurable with sufficient reliability
3. Relevance

4. Reliability

Items reported in the financial statements are based on historical cost, replacement cost, mar-
ket value, net realizable value, and present value of cash flows. Price level changes are not
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recognized in these statements and conservatism guides the application of recognition crite-

ria.

CON 6: Elements of Financial Statements

CON 6 defines ten interrelated elements that are used in the financial statements of busi-
ness enterprises.

1.

2.

10.

Assets—Probable future economic benefits obtained or controlled by a particular en-
tity as a result of past transactions or events.

Liabilities—Probable future sacrifices of economic benefits arising from present
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 (Net Assets)—The residual interest in the assets that remains after deducting

its liabilities. In a business enterprise, equity is the ownership interest.
Revenues—Inflows or other enhancements of assets of an entity or settlement of its
liabilities (or a combination of both) from delivering or producing goods, rendering
services, or other activities that constitute the entity’s ongoirig 1aajor and central op-
erations.

. Expenses—Outflows or other using up of assets or incuirences of liabilities (or a

combination of both) from delivering or producing gbods, rendering services, or car-
rying out other activities that constitute the entity’s.ongoing major and central opera-
tions.

Gains—Increases in equity (net assets) frorn neripheral or incidental transactions of

an entity and from all other transactions and other events and circumstances affecting
the entity except those that result from ¢ venues or investments by owners.

. Losses—Decreases in equity (net asseis)y from peripheral or incidental transactions of

an entity and from all other transactions and other events and circumstances affecting
the entity except those that resuit from expenses or distributions to owners.
Comprehensive Income—The cnange in equity of a business enterprise during a pe-
riod from transactions and other events and circumstances from sources other than
investments by owners o distributions to owners.

. Investments by Owrers~—Increases in equity of a particular business enterprise result-

ing from transfets wo it for the purpose of increasing ownership interests.
Distributions 1o Cwners—Decreases in the equity of a particular business enterprise
resulting from transferring assets, rendering services, or incurring liabilities to own-
ers.

The various elements articulate; that is, a change in one element causes an offsetting
change in another item of the same type or causes another element to change by the same
amount. For example, a purchase of a building for cash and a mortgage note increases an
asset (building), decreases another asset (cash), and increases a liability (mortgage note). A
diagram from CON 6 that illustrates the articulation of the elements is included.

In this publication, assets, liabilities, and equity are described more fully in Chapter 2.
Revenues, expenses, gains, losses, and comprehensive income are described in Chapter 3.
Investments by owners and distributions to owners are described in Chapter 27.
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CON 6 also defines several significant financial accounting and reporting terms that are
used in the Concepts Statements (and FASB pronouncements issued after the Concepts
Statements). An event is a happening of consequence to an entity. It can be an internal event
(the use of raw materials) or an external event with another entity (the purchase of labor) or
with the environment in which the business operates (a technological advance by a competi-
tor). A transaction is a particular kind of event. It is an external event that involves transfer-
ring something of value to another entity. Circumstances are a condition, or set of condi-
tions, that create situations that might otherwise have not occurred and might not have been
anticipated. Accrual accounting attempts to record the financial effects on an entity of trans-
actions and of other events and circumstances that have consequences for the entity in the
periods in which those transactions, events, and circumstances occur rather than in the peri-
ods in which cash is received or paid by the entity. Thus, accrual accounting is based not
only on cash transactions but also on credit transactions, bartering, changes in prices,
changes in the form of assets or liabilities, and other transactions, events and circumstances
that involve no current cash transfers but will have cash consequences in the future. Accrual
is the accounting process of recognizing the effects of future cash receipts and payments in
the current period. Deferral is the accounting process of recognizing a liability resulting
from a current cash receipt or an asset resulting from a current cach payment. Realization is
the process of converting noncash assets into cash. Recognition-is the process of formally
incorporating a transaction or other event into the financial ciatements. Matching is the sim-
ultaneous recognition of the revenues and expenses that vecult directly and jointly from the
same transaction or other event. Allocation is the prccess of assigning expenses to periods
when the transactions or events that cause the using:o of the benefits cannot be identified or
when the cause can be identified but the actual arzcunt of benefit used up cannot be reliably
measured.

CON 6 also discusses the elements uscd in the financial statements of not-for-profit or-
ganizations. Of the ten elements, seven are used by not-for-profit organizations. The three
elements omitted are investments bx. owners, distributions to owners, and comprehensive
income. They are omitted because i.ot-for-profit organizations do not have owners. The
seven remaining elements are defined for not-for-profit organizations the same as they are
for business enterprises. Thenct assets (equity) of not-for-profit organizations is divided into
three classes—unrestricted, temporarily restricted, and permanently restricted—based on the
existence or absence .of donor-imposed restrictions. A portion of Chapter 33 describes the
accounting and reporting of not-for-profit organizations.

CON 7: Using Cash Flow Information and Present Value in Accounting Measurements

CON 7 provides a framework for using estimates of future cash flows as the basis for
accounting measurements either at initial recognition or when assets are subsequently re-
measured at fair value (fresh-start measurements). It also provides a framework for using the
interest method of amortization. It provides the principles that govern measurement using
present value, especially when the amount of future cash flows, their timing, or both are un-
certain. However, it does not address recognition questions, such as which transactions and
events should be valued using present value measures or when fresh-start measurements are
appropriate.

Fair value is the objective for most measurements at initial recognition and for fresh-
start measurements in subsequent periods. At initial recognition, the cash paid or received
(historical cost or proceeds) is usually assumed to be fair value, absent evidence to the con-
trary. For fresh-start measurements, a price that is observed in the marketplace for an essen-
tially similar asset or liability is fair value. If purchase prices and market prices are avail-
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able, there is no need to use alternative measurement techniques to approximate fair value.
However, if alternative measurement techniques must be used for initial recognition and for
fresh-start measurements, those techniques should attempt to capture the elements that when
taken together would comprise a market price if one existed. The objective is to estimate the
price likely to exist in the marketplace if there were a marketplace—fair value.

CON 7 states that the only objective of using present value in accounting measurements
is fair value. Itis necessary to capture, to the extent possible, the economic differences in the
marketplace between sets of estimated future cash flows. A present value measurement that
fully captures those differences must include the following elements:

1. An estimate of the future cash flow, or in more complex cases, series of future cash

flows at different times

2. Expectations about possible variations in the amount or timing of those cash flows

3. The time value of money, represented by the risk-free rate of interest

4. The risk premium—the price for bearing the uncertainty inherent in the asset or

liability

5. Other factors, including illiquidity and market imperfections

How CON 7 measures differ from previously utilized present value techniques.
Previously employed present value techniques typically used.a single set of estimated cash
flows and a single discount (interest) rate. In applying #i ¢ techniques, adjustments for
factors 2 through 5 described in the previous section ais 1acorporated in the selection of the
discount rate. In the CON 7 approach, only the third 1ac.or listed (the time value of money)
is included in the discount rate; the other factois cause adjustments in arriving at risk-
adjusted expected cash flows. CON 7 introduce: the probability-weighted, expected cash
flow approach, which focuses on the range o1 ncssible estimated cash flows and estimates of
their respective probabilities of occurrence.

Previous techniques used to compute present value used estimates of the cash flows
most likely to occur. CON 7 refines:ana enhances the precision of this model by weighting
different cash flow scenarios (regarding the amounts and timing of cash flows) by their esti-
mated probabilities of occurrence and factoring these scenarios into the ultimate determina-
tion of fair value. The difference is that values are assigned to the cash flows other than the
most likely one. To illustrate, a cash flow might be $100, $200, or $300, with probabilities
of 10%, 50%, and 40%;, respectively. The most likely cash flow is the one with 50% proba-
bility, or $200. The expected cash flow is $230 [=($100 x .1) + ($200 x .5) + ($300 x .4)].

The CON 7 method, unlike previous present value techniques, can also accommodate
uncertainty in the timing of cash flows. For example, a cash flow of $10,000 may be re-
ceived in one year, two years, or three years, with probabilities of 15%, 60%, and 25%, re-
spectively. Traditional present value techniques would compute the present value using the
most likely timing of the payment—two years. The example below shows the computation
of present value using the CON 7 method. Again, the expected present value of $9,030 dif-
fers from the traditional notion of a best estimate of $9,070 (the 60% probability) in this ex-
ample.

Present value of $10,000 in 1 year discounted at 5% $9,523

Multiplied by 15% probability $1,428
Present value of $10,000 in 2 years discounted at 5% $9,070

Multiplied by 60% probability 5,442
Present value of $10,000 in 3 years discounted at 5% $8,638

Multiplied by 25% probability 2.160

Probability weighted expected present value $9.030
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Measuring liabilities. The measurement of liabilities involves different problems from
the measurement of assets; however, the underlying objective is the same. When using
present value techniques to estimate the fair value of a liability, the objective is to estimate
the value of the assets required currently to (1) settle the liability with the holder or (2)
transfer the liability to an entity of comparable credit standing. To estimate the fair value of
an entity’s notes or bonds payable, accountants look to the price at which other entities are
willing to hold the entity’s liabilities as assets. For example, the proceeds of a loan are the
price that a lender paid to hold the borrower’s promise of future cash flows as an asset.

The most relevant measurement of an entity’s liabilities should always reflect the credit
standing of the entity. An entity with a good credit standing will receive more cash for its
promise to pay than an entity with a poor credit standing. For example, if two entities both
promise to pay $750 in three years with no stated interest payable in the interim, Entity A,
with a good credit standing, might receive about $630 (a 6% interest rate). Entity B, with a
poor credit standing, might receive about $533 (a 12% interest rate). Each entity initially
records its respective liability at fair value, which is the amount of proceeds received—an
amount that incorporates that entity’s credit standing.

Present value techniques can also be used to value a guarantec ¢f a liability. Assume
that Entity B in the above example owes Entity C. If Entity A-sere to assume the debt, it
would want to be compensated $630—the amount that it could get in the marketplace for its
promise to pay $750 in three years. The difference betwecn what Entity A would want to
take the place of Entity B ($630) and the amount that Eativv-3 receives ($533) is the value of
the guarantee ($97).

Interest method of allocation. CON 7 descrite. the factors that suggest that an interest
method of allocation should be used. It states tha' tne interest method of allocation is more
relevant than other methods of cost allocation. when it is applied to assets and liabilities that
exhibit one or more of the following characieristics:

1. The transaction is, in substance, 4 borrowing and lending transaction.

2. Period-to-period allocation of similar assets or liabilities employs an interest method.

3. A particular set of estimatee future cash flows is closely associated with the asset or
liability.

4. The measurement 2 1»it1al recognition was based on present value.

Accounting for clixviges in expected cash flows. If the timing or amount of estimated
cash flows changes ana the asset or liability is not remeasured at a fresh-start measure, the
interest method of allocation should be altered by a catch-up approach. That approach ad-
justs the carrying amount to the present value of the revised estimated future cash flows, dis-
counted at the original effective interest rate.

Application of present value tables and formulas.

Present value of a single future amount. To take the present value of a single amount
that will be paid in the future, apply the following formula, in which PV is the present value
of $1 paid in the future, r is the interest rate per period, and # is the number of periods be-
tween the current date and the future date when the amount will be realized.

1
PV = a4+,
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In many cases the results of this formula are summarized in a present value factor table.

(n)
Periods 2% 3% 4% 5% 6% 7% 8% 9% 10%

1 0.9804 0.9709 0.9615 0.9524 0.9434 | 0.9346 | 0.9259 | 0.9174 | 0.9091
0.9612 0.9426 0.9246 0.9070 0.8900 | 0.8734 | 0.8573 | 0.8417 | 0.8265
0.9423 0.9151 0.8890 0.8638 0.8396 | 0.8163 | 0.7938 | 0.7722 | 0.7513
0.9239 0.8885 0.8548 0.8227 0.7921 0.7629 | 0.7350 | 0.7084 | 0.6830
0.9057 0.8626 0.8219 0.7835 0.7473 0.7130 | 0.6806 | 0.6499 | 0.6209

(921 BN O] \S)

Example of a present value calculation

Suppose one wishes to determine how much would need to be invested today to have
$10,000 in 5 years if the sum invested would earn 8%. Looking across the row with n = 5 and
finding the present value factor for the » = 8% column, the factor of 0.6806 would be identified.
Multiplying $10,000 by 0.6806 results in $6,806, the amount that would need to be invested today
to have $10,000 at the end of 5 years. Alternatively, using a calculator and applying the present
value of a single sum formula, one could multiply $10,000 by 1/(1+.08)°, which would also give
the same answer—3$6,806.

Present value of a series of equal payments (an annuity). Mzny times in business situa-
tions a series of equal payments paid at equal time intervals is 1equired. Examples of these
include payments of semiannual bond interest and principal or lease payments. The present
value of each of these payments could be added up to find itie present value of this annuity, or
alternatively a much simpler approach is available. Thc formula for calculating the present
value of an annuity of $1 payments over n periodic.cayments, at a periodic interest rate of r

18
-
(1

-
The results of this formula are sumraarized in an annuity present value factor table.

IPY Anauy =

n

Pe(ri())ds 2% 3% <% 5% 6% 7% 8% 9% 10%
1 0.9804 0.9709 ii-’;._9615 0.9524 0.9434 0.9346 0.9259 0.9174 0.9091
2 1.9416 1.9135 g 1.8861 1.8594 1.8334 1.8080 1.7833 1.7591 1.7355
3 2.8839 2.8286 2.7751 2.7233 2.6730 2.6243 2.5771 2.5313 2.4869
4 3.8077 3.7171 3.6299 3.5460 3.4651 3.3872 3.3121 3.2397 3.1699
5 4.7135 4.5797 4.4518 4.3295 42124 4.1002 3.9927 3.8897 3.7908

Example of an annuity present value calculation

Suppose four annual payments of $1,000 will be needed to satisfy an agreement with a sup-
plier. What would be the amount of the liability today if the interest rate the supplier is charging
is 6% per year? Using the table to get the present value factor, the n = 4 periods row, and the 6%
column, gives you a factor of 3.4651. Multiply this by $1,000 and you get a liability of $3,465.10
that should be recorded. Using the formula would also give you the same answer with r = 6% and
n=4.

Caution must be exercised when payments are not to be made on an annual basis. If
payments are on a semiannual basis n = 8, but r is now 3%. This is because r is the periodic
interest rate, and the semiannual rate would not be 6%, but half of the 6% annual rate. Note
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that this is somewhat simplified, since due to the effect of compound interest 3% semiannu-
ally is slightly more than a 6% annual rate.

Example of the relevance of present values. A measurement based on the present
value of estimated future cash flows provides more relevant information than a measurement
based on the undiscounted sum of those cash flows. For example, consider the following
four future cash flows, all of which have an undiscounted value of $100,000:

1. Asset A has a fixed contractual cash flow of $100,000 due tomorrow. The cash flow
is certain of receipt.

2. Asset B has a fixed contractual cash flow of $100,000 due in twenty years. The cash
flow is certain of receipt.

3. Asset C has a fixed contractual cash flow of $100,000 due in twenty years. The
amount that ultimately will be received is uncertain. There is an 80% probability that
the entire $100,000 will be received. There is a 20% probability that $80,000 will be
received.

4. Asset D has an expected cash flow of $100,000 due in twenty years. The amount
that ultimately will be received is uncertain. There is a 25% probability that
$120,000 will be received. There is a 50% probability tiat $100,000 will be re-
ceived. There is a 25% probability that $80,000 will be feczived.

Assuming a 5% risk-free rate of return, the present valucs of the assets are

1. Asset A has a present value of $99,986. The time value of money assigned to the
one-day period is $14 [$100,000 x .05/365 da<}

2. Asset B has a present value of $37,689 [$190,000/(1 + .05)”]

3. Asset C has a present value of $36,121-{:160,000 x .8 + 80,000 x .2)/(1 + .05)]

4. Asset D has a present value of $37.685-{($120,000 x .25 + 100,000 x .5 + 80,000 x
25)/(1 +.05)™]

Although each of these assets has the same undiscounted cash flows, few would argue
that they are economically the same or that a rational investor would pay the same price for
each. Investors require compensaiion for the time value of money. They also require a risk
premium. That is, given a choice between Asset B with expected cash flows that are certain
and Asset D with cash flewe-of the same expected amount that are uncertain, investors will
place a higher value o Asset B, even though they have the same expected present value.
CON 7 says that the risk premium should be subtracted from the expected cash flows before
applying the discount rate. Thus, if the risk premium for Asset D was $500, the risk-adjusted
present values would be $37,500 {[($120,000 x .25 + 100,000 x .5 + 80,000 x .25) — 500}/
(1+.05)"}.

Practical matters. Like any accounting measurement, the application of an expected
cash flow approach is subject to a cost-benefit constraint. The cost of obtaining additional
information must be weighed against the additional reliability that information will bring to
the measurement. As a practical matter, an entity that uses present value measurements often
has little or no information about some or all of the assumptions that investors would use in
assessing the fair value of an asset or a liability. Instead, the entity must use the information
that is available to it without undue cost and effort when it develops cash flow estimates.
The entity’s own assumptions about future cash flows can be used to estimate fair value us-
ing present value techniques, as long as there are no contrary data indicating that investors
would use different assumptions. However, if contrary data exist, the entity must adjust its
assumptions to incorporate that market information.
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