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CHAPTER 1

LEARNING OBJECTIVES

(IFRS).

After studying this chapter, you should be able to:

1. Describe the global financial markets, major
standard-setting bodies, and the meaning of :
International Financial Reporting Standards - 5

2. Describe the components and usefulness of the 4,
conceptual framework, and identify the qualitative :

characteristics of accounting information and the
basic elements of financial statements.

Discuss the basic assumptions and principles of

accounting.

Identify the major challenges in the financial

reporting environment.

PREVIEW OF CHAPTER 1 As the following opening story indicates, countries
are moving quickly to adopt International Financial Reporting Standards (IFRS). It is
estimated that over 300 of the 500 largest global companies are using IFRS. However,
the accounting profession faces many challenges in establishing these standards, such
as developing a sound conceptual framework, use of fair value measurements, proper
consolidation of financial results, off-balance-sheet financing, and proper accounting
for leases and pensions. This chapter discusses the international financial reporting
environment and the conceptual framework as follows.

THE ENVIRONMENT AND CONCEPTUAL FRAMEWORK OF FINANCIAL REPORTING

This chapter also includes
numerous conceptual
discussions that are
integral to the topics
presented here.
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Financial Reporting
Environment

¢ Financial statements and
financial reporting

* Accounting and capital
allocation

* The Need to develop high-
quality standards

* International Organization of
Securities Commissions (I0SCO)

e International Accounting
Standards Board (IASB)

 Hierarchy of IFRS

Conceptual Framework

* Need for a conceptual
framework

* Development of a
conceptual framework

e Overview of the
conceptual framework

e Objective of financial
reporting

* Qualitative characteristics
of accounting information

¢ Elements of financial
statements

Assumptions and
Principles
e Assumptions

* Principles of
accounting

e Cost constraint

e Summary of the
structure

Major Challenges in

Financial Reporting

* |IFRS in a political
environment

* The expectations gap

* Financial reporting
issues

e Ethics in the
environment of
financial accounting

* |nternational
convergence

e Conclusion
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Continuing Evolution of
International Financial Reporting

The age of international trade and the interdependence of national economies continue to
evolve. Many of the largest companies in the world often do more of their business in foreign
lands than in their home countries. Companies now access not only their home country capital
markets for financing, but others as well. With this globalization, companies are recognizing
the need to have one set of financial reporting standards. For globalization of capital markets
to be efficient, what is reported for a transaction in Beijing should be reported the same way in
Paris, New York, or London.

In the past, many countries used their own sets of accounting standards or followed stan-
dards set by larger countries, such as those used in Europe or in the United States. That pro-
tocol has changed through the adoption of a single set of rules, called International Financial
Reporting Standards (IFRS). As indicated in the following chart, there is broad acceptance of
IFRS around the world.

IFRS Requirements for 150 Jurisdictions Profiled

) Nati(?nalstandard§ IFRS required
(including those moving

for all t
toward IFRS): 11 or all/mos

IFRS required companies: 126
only for financial

institutions: 1

IFRS permitted
for all/most
companies: 12

As indicated, 126 jurisdictions require the use of IFRS by all or most public companies, with
most of the remaining jurisdictions permitting their use. Indeed, 27,000 of the 49,000 companies
listed on the 88 largest securities exchanges in the world use IFRS. IFRS also has appeal for non-
public companies; since its publication, the IFRS for SMEs (small and medium-sized entities) is
required or permitted in 57%, or 85 of 150, profiled jurisdictions, while a further 11 jurisdictions
are also considering adopting IFRS.

Changing to IFRS does not come without cost and effort. However, academic research and
studies by adopting jurisdictions provide overwhelming evidence that the use of IFRS has
brought the following net benefits to capital markets.

« IFRS was successful in creating a common accounting language for capital markets
(European Commission, 2015).

« Evidence suggests that IFRS adoption was largely positive for listed companies in Australia
(Australian Accounting Standards Board, 2016).

« IFRS adoption helped to reduce investment risk in domestic firms, mitigate the “Korea
discount,” and attract foreign capital via overseas shares listing, bond issuance, or mergers
and acquisitions (Korean Accounting Standards Board, 2016).

Some companies also report benefits from being able to use IFRS in their internal reporting.
This improves their ability to compare operating units in different jurisdictions by reducing the
number of different reporting systems. In Japan, where the use of IFRS has been voluntary since
2010, business efficiency, enhanced comparability, and better communications with interna-
tional investors have been identified as the main reasons why many Japanese companies made
the choice to adopt IFRS (Japanese Financial Services Agency). Thus, the international financial
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reporting environment has and is continuing to evolve. With these changes, it is hoped that a
more effective system of reporting will develop, which will benefit all.

Sources: Adapted from P. Pacter, Pocket Guide to IFRS® Standards—The Global Financial Reporting Language
(2017); www.ifrs.org/use-around-the-world/why-global-accounting-standards; and www.fsa.go.jp/en/news/
2015/20151113-1/01.pdf

Review and Practice

Go to the Review and Practice section at the end of the chapter for a targeted summary review
and practice problems with solutions. Multiple-choice questions with annotated solutions, as well
as additional exercises and practice problems with solutions, are also available online.

Financial Reporting Environment

LEARNING OBJECTIVE 1

Describe the global financial markets, major standard-setting bodies, and the
meaning of International Financial Reporting Standards (IFRS).

World markets are increasingly intertwined. International consumers drive Japanese
cars, wear Italian shoes and Scottish woolens, drink Brazilian coffee and Indian tea, eat
Swiss chocolate bars, sit on Danish furniture, watch U.S. movies, and use Arabian oil. The
tremendous variety and volume of both exported and imported goods indicates the extensive
involvement in international trade—for many companies, the world is their market.

To provide some indication of the extent of globalization of economic activity,
INlustration 1.1 provides a listing of the top 20 global companies in terms of sales.

Revenues
Rank Company Country ($ millions)
1 Walmart USA 500,343
2 State Grid China 348,903
3 Sinopec Group China 326,953
4 China National Petroleum China 326,008
5 Royal Dutch Shell Netherlands 311,870
6 Toyota Motor Japan 265,172
7 Volkswagen Germany 260,028
8 BP Britain 244,582
9 ExxonMobil USA 244,363
10 Berkshire Hathaway USA 242,137
11 Apple USA 229,234
12 Samsung Electronics South Korea 211,940
13 McKesson USA 208,357
14 Glencore Switzerland 205,476
15 UnitedHealth Group USA 201,159
16 Daimler Germany 185,235
17 CVS Health USA 184,765
18 Amazon.com USA 177,866
19 EXOR Group Italy 161,677
20 AT&T USA 160,546
Source: Data from Global Fortune 500, 2018. www.fortune.com/global500/2018/search/?revenues=desc

lllustration 1.1 Top 20 Global Companies in Terms of Sales

In addition, due to technological advances and less onerous regulatory requirements, investors
are able to engage in financial transactions across national borders and to make investment, capital
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allocation, and financing decisions involving many foreign companies. Also, many investors, in
attempts to diversify their portfolio risk, have invested more heavily in international markets. As a
result, an increasing number of investors are holding securities of foreign companies.

An indication of the significance of these international investment opportunities can be
found when examining the number of foreign registrations on various securities exchanges. As
shown in Illustration 1.2, a significant number of foreign companies are found on national
exchanges.

As indicated, capital markets are increasingly integrated and companies have greater flex-
ibility in deciding where to raise capital. In the absence of market integration, there can be
company-specific factors that make it cheaper to raise capital and list/trade securities in one
location versus another. With the integration of capital markets, the automatic linkage between
the location of the company and the location of the capital market is loosening. As a result,
companies have expanded choices of where to raise capital, either equity or debt. The move
toward adoption of global accounting standards has and will continue to facilitate this trend.

Market
Capitalization Domestic Foreign
Exchange ($ millions) Total Listings Listings Listings Foreign %

NYSE 24,230,840 2,335 1,832 503 215
Nasdaq 11,658,201 3,080 2,637 443 144
Japan Exchange Group 5,614,217 3,677 3,672 5 0.1
Euronext 4,418,229 1,239 1,087 152 12.3
Hong Kong Exchanges and Clearing 4,189,279 2,382 2,218 164 6.9
LSE Group 3,934,491 2,450 2,049 401 16.4
TMX Group 2,286,818 3,408 3,354 54 16
National Stock Exchange of India Limited 2,183,847 1,945 1,944 1 0.1
Deutsche Boerse AG 1,949,134 519 469 50 9.6
SIX Swiss Exchange 1,711,019 274 240 34 12.4
Nasdaq Nordic and Baltics 1,484,297 1,029 986 43 4.2
ASX Australian Securities Exchange 1,454,171 2,124 1,983 141 6.6
Korea Exchange 1,432,601 2,221 2,200 21 0.9
Taiwan Stock Exchange 1,046,389 948 858 90 9.5
B3 (Brasil Bolsa Balcao) 1,045,210 330 325 5 1.5
Johannesburg Stock Exchange 977,496 349 280 69 19.8
BME Spanish Exchanges 774,947 2,937 2,910 27 0.9
Singapore Exchange 725,887 738 478 260 35.2
Source: Data from Market Statistics, October 2019, The WFE Statistics Team. The World Federation of Exchanges.

lllustration 1.2 International Exchange Statistics

Financial Statements and Financial Reporting

Accounting is the universal language of business. One noted economist and politician indicated
that the single most important innovation shaping capital markets was the development of sound
accounting principles. The essential characteristics of accounting are (1) the identification, mea-
surement, and communication of financial information about (2) economic entities to (3) interested
parties. Financial accounting is the process that culminates in the preparation of financial re-
ports on the enterprise for use by both internal and external parties. Users of these financial reports
include investors, creditors, managers, unions, and government agencies. In contrast, manage-
rial accounting is the process of identifying, measuring, analyzing, and communicating financial
information needed by management to plan, control, and evaluate a company’s operations.

Financial statements are the principal means through which a company communicates
its financial information to those outside the business. These statements provide a company’s
history quantified in money terms. The financial statements most frequently provided are
(1) the statement of financial position, (2) the income statement (or statement of comprehen-
sive income), (3) the statement of cash flows, and (4) the statement of changes in equity. Note
disclosures are an integral part of each financial statement.
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Some financial information is better provided, or can be provided only, by means of
financial reporting other than formal financial statements. Examples include the presi-
dent’s letter or supplementary schedules in the company annual report, prospectuses, reports
filed with government agencies, news releases, management’s forecasts, and social or envi-
ronmental impact statements. Companies may need to provide such information because of
authoritative pronouncements and regulatory rules, or custom. Or, they may supply it because
management wishes to disclose it voluntarily.

In this textbook, we focus on the development of two types of financial information: (1) the
basic financial statements and (2) related disclosures.

Accounting and Capital Allocation

Resources are limited. As a result, people try to conserve them and ensure that they are used
effectively. Efficient use of resources often determines whether a business thrives. This fact
places a substantial burden on the accounting profession.

Accountants must measure performance accurately and fairly on a timely basis, so that
the right managers and companies are able to attract investment capital. For example, rel-
evant financial information that faithfully represents financial results allows investors and
creditors to compare the income and assets employed by such companies as Nokia (FIN),
McDonald’s (USA), Air China Ltd. (CHN), and Toyota Motor Company (JPN). Because
these users can assess the relative return and risks associated with investment opportunities,
they channel resources more effectively. Illustration 1.3 shows how this process of capital
allocation works.

. . . Users : :
Financial Reporting (present and potential) Capital Allocation
The financial information Investors and creditors The process of
a company provides to | use financial reports to | determining how and at
help users with capital make their capital what cost money is
allocation decisions about allocation decisions. allocated among
the company. competing interests.

An effective process of capital allocation is critical to a healthy economy. It promotes pro-
ductivity, encourages innovation, and provides an efficient and liquid market for buying and
selling securities and obtaining and granting credit. Unreliable and irrelevant information
leads to poor capital allocation, which adversely affects the securities markets.

The Need to Develop High-Quality Standards

To facilitate efficient capital allocation, investors need relevant information and a faithful
representation of that information to enable them to make comparisons across borders. For
example, assume that you were interested in investing in the telecommunications industry.
Four of the largest telecommunications companies in the world are Nippon Telegraph and
Telephone (JPN), Deutsche Telekom (DEU), Telefonica (ESP), and AT&T (USA). How
do you decide in which of these telecommunications companies to invest, if any? How do
you compare, for example, a Japanese company like Nippon Telegraph and Telephone with a
German company like Deutsche Telekom?

A single, widely accepted set of high-quality accounting standards is a necessity to ensure
adequate comparability. Investors are able to make better investment decisions if they receive
financial information from Nippon Telegraph and Telephone that is comparable to informa-
tion from Deutsche Telekom. Globalization demands a single set of high-quality international
accounting standards. But how is this to be achieved? Here are some elements:

1. Single set of high-quality accounting standards established by a single standard-setting body.
2. Consistency in application and interpretation.

3. Common disclosures.

lllustration 1.3 Capital Allocation
Process
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Common high-quality auditing standards and practices.
Common approach to regulatory review and enforcement.
Education and training of market participants.

Common delivery systems (e.g., eXtensible Business Reporting Language—XBRL).

Ny e

Common approach to company governance and legal frameworks around the world."

Fortunately, as indicated in the opening story, significant changes in the financial report-
ing environment are taking place, which hopefully will lead to a single, widely accepted set
of high-quality accounting standards. The major standard-setters of the world, coupled with
regulatory authorities, now recognize that capital formation and investor understanding are
enhanced if a single set of high-quality accounting standards is developed.

For many years, many nations have relied on their own standard-setting organizations. For
example, Canada has the Accounting Standards Board, Japan has the Accounting Standards
Board of Japan, Germany has the German Accounting Standards Committee, and the United
States has the Financial Accounting Standards Board (FASB). The standards issued by these
organizations are sometimes principles-based, rules-based, tax-oriented, or business-based.
In other words, they often differ in concept and objective.

The main international standard-setting organization is based in London, England, and is
called the International Accounting Standards Board (IASB). The IASB issues Interna-
tional Financial Reporting Standards (IFRS), which are used on most foreign exchanges.
As indicated earlier, IFRS is presently used or permitted in over 149 jurisdictions (similar to
countries) and is rapidly gaining acceptance in other jurisdictions as well.

IFRS has the best potential to provide a common platform on which companies can
report, resulting in financial statements investors can use to compare financial information.
As aresult, our discussion focuses on IFRS and the organization involved in developing these
standards—the International Accounting Standards Board (IASB). The two organizations that
have a role in international standard-setting are the International Organization of Securi-
ties Commissions (IOSCO) and the IASB.

International Organization of
Securities Commissions (I0SCO)

The International Organization of Securities Commissions (IOSCO) is an association of
organizations that regulate the world’s securities and futures markets. Members are generally
the main financial regulator for a given country. IOSCO does not set accounting standards.
Instead, this organization is dedicated to ensuring that the global markets can operate in
an efficient and effective basis. The member agencies (such as from France, Germany, New
Zealand, and the United States) have resolved to:

« Cooperate to promote high standards of regulation in order to maintain just, efficient,
and sound markets.

« Exchange information on their respective experiences in order to promote the develop-
ment of domestic markets.

« Unite their efforts to establish standards and an effective surveillance of international
securities transactions.

« Provide mutual assistance to promote the integrity of the markets by a rigorous applica-
tion of the standards and by effective enforcement against offenses.

IOSCO supports the development and use of IFRS as the single set of high-quality interna-
tional standards in cross-border offerings and listings. It recommends that its members allow
multinational issuers to use IFRS in cross-border offerings and listings, as supplemented by
reconciliation, disclosure, and interpretation where necessary to address outstanding substan-
tive issues at a national or regional level. (For more information, go to the IOSCO website.)

'Robert H. Herz, “Towards a Global Reporting System: Where Are We and Where Are We Going?” AICPA
National Conference on SEC and PCAOB Reporting Developments (December 10, 2007).
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TGN E TR What About the Little Guy?

As discussed in the opening story, IFRS has gained accep-
tance, especially for publicly traded companies that wish to
access international capital markets. What about non-public
companies? Well, IFRS has a financial reporting answer for
these “SMEs” (small and medium-sized entities).

The 250-page IFRS for SMEs focuses on the information
needs of lenders, creditors, and other users of SME financial
statements, who are primarily interested in information about
cash flows, liquidity, and solvency. It also takes into account
the costs to SMEs and the capabilities of SMEs to prepare
financial information. While based on the full-IFRS principles,
the IFRS for SMEs is considerably less complex. It reflects
five types of simplifications from full IFRS:

1. Some full-IFRS topics are omitted because they are not
relevant to typical SMEs.

2. Some full-IFRS accounting policy options are not
allowed because a more simplified method is available
to SMEs.

3. Many of the full-IFRS recognition and measurement
principles have been simplified.

4. Substantially fewer disclosures are required.

5. The full-IFRS text has been redrafted in “plain English”
for increased understandability and translation.

To date, 85 of the 150 jurisdictions whose profiles are fol-
lowed by the IASB require or permit the IFRS for SMEs. It
is also currently under consideration in a further 11 juris-
dictions. So IFRS is gaining traction with both public and
non-public companies.

International Accounting Standards Board (IASB)

The standard-setting structure internationally is composed of the following four organizations.

1. The IFRS Foundation provides oversight to the IASB, IFRS Advisory Council, and IFRS
Interpretations Committee. In this role, it appoints members, reviews effectiveness, and

helps in the fundraising efforts for these organizations.

2. The International Accounting Standards Board (IASB) develops, in the public
interest, a single set of high-quality, enforceable, and global international financial report-

ing standards for general-purpose financial statements.”

3. The IFRS Advisory Council (the Advisory Council) provides advice and counsel to the

IASB on major policies and technical issues.

4. The IFRS Interpretations Committee assists the IASB through the timely identification,
discussion, and resolution of financial reporting issues within the framework of IFRS.

In addition, as part of the governance structure, a Monitoring Board was created. The pur-
pose of this board is to establish a link between accounting standard-setters and those public
authorities (e.g., IOSCO) that generally oversee them. The Monitoring Board also provides
political legitimacy to the overall organization. Illustration 1.4 shows the organizational

structure for the setting of international accounting standards.

Due Process

In establishing financial accounting standards, the IASB has a thorough, open, and transparent

due process. The IASB due process has the following elements.

1. An independent standard-setting board overseen by a geographically and professionally

diverse body of trustees.

2. A thorough and systematic process for developing standards.

>The IASB was preceded by the International Accounting Standards Committee (IASC), which came into
existence on June 29, 1973, as a result of an agreement by professional accountancy bodies in Australia, Canada,
France, Germany, Japan, Mexico, the Netherlands, the United Kingdom and Ireland, and the United States. A
revised agreement and constitution was signed in November 1982 and was updated most recently in 2009. The
constitution mandates that all standards and interpretations issued under previous constitutions continue to

be applicable unless and until they are amended or withdrawn. When the term IFRS is used in this textbook, it
includes standards and interpretations approved by the IASB, and International Accounting Standards (IAS) and
Standards Interpretations Committee (SIC) interpretations issued under previous constitutions.
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3. Engagement with investors, regulators, business leaders, and the global accountancy
profession at every stage of the process.

4. Collaborative efforts with the worldwide standard-setting community.

Appoints/
Monitors
Monitoring IEotecy > IFRS Foundation

Board < (22 trustees)

Reports to
»~
XS .
Q0\<\ Oversees, Reviews ¢
PR < Effectiveness, Informs
) Appoints, Finances
A 4
IFRS Advisory Council Strategic IASB IFRS Interpretations
(40 or more members) T T Advice = (14 members) Committee
RICE (14 members)
Creates
v
IFRS
(High-quality, enforceable,
and global)
Source: Adapted from Ernst & Young, International GAAP 2013.

lllustration 1.4 International Standard-Setting Structure

To implement its due process, the IASB follows specific steps to develop a typical IFRS, as
Iustration 1.5 shows.

What do
ou think?,

v
v
\

4
[

Preliminary Views

Topics identified and placed Research and analysis conducted and Public hearing on proposed standard.
on the Board's agenda. preliminary views of pros and cons issued.

o
"Any more comments?
)\T\his will be your final |
ch

> @ w IASB
L. | Standard

L
w X \\
| 2
Exposure Draft
Board evaluates research and Board evaluates responses and
public response and issues changes exposure draft, if necessary.
exposure draft. Final standard issued.

Illustration 1.5 TASB Due Process
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Furthermore, the characteristics of the IASB, as shown below, reinforce the importance of
an open, transparent, and independent due process.

« Membership. The Board consists of 14 full-time members. Members are well-paid,
appointed for five-year renewable terms, and come from different countries.’

« Autonomy. The IASB isnot part of any other professional organization. It is appointed
by and answerable only to the IFRS Foundation.

« Independence. Full-time IASB members must sever all ties from their past employer.
The members are selected for their expertise in standard-setting rather than to represent a
given country.

« Voting. A majority of votes are needed to issue a new IFRS. In the event of a tie, the
chairperson is granted an additional vote.

With these characteristics, the IASB and its members will be insulated as much as possible
from the political process, favored industries, and national or cultural bias.

Types of Pronouncements
The IASB issues three major types of pronouncements:

1. International Financial Reporting Standards.
2. Conceptual Framework for Financial Reporting.

3. International Financial Reporting Standards Interpretations.

International Financial Reporting Standards Financial accounting standards
issued by the IASB are referred to as International Financial Reporting Standards (IFRS). The
IASB has issued 17 of these standards to date, covering such subjects as business combina-
tions, share-based payments, and leases.

Prior to the IASB (formed in 2001), standard-setting on the international level was done by
the International Accounting Standards Committee, which issued International Accounting
Standards (IAS). The committee issued 41 IASs, many of which have been amended or super-
seded by the IASB. Those still remaining are considered under the umbrella of IFRS.

Conceptual Framework for Financial Reporting As part of a long-range effort
to move away from the problem-by-problem approach, the IASB uses an IFRS conceptual
framework. This Conceptual Framework for Financial Reporting sets forth the funda-
mental objective and concepts that the Board uses in developing future standards of financial
reporting. The intent of the document is to form a cohesive set of interrelated concepts—a
conceptual framework—that will serve as tools for solving existing and emerging problems
in a consistent manner. For example, the objective of general-purpose financial reporting dis-
cussed earlier is part of this Conceptual Framework. The Conceptual Framework and any
changes to it pass through the same due process (preliminary views, public hearing, expo-
sure draft, etc.) as an IFRS. However, this Conceptual Framework is not an IFRS and hence
does not define standards for any particular measurement or disclosure issue. Nothing in this
Conceptual Framework overrides any specific international accounting standard.

International Financial Reporting Standards Interpretations Interpreta-
tions issued by the IFRS Interpretations Committee are also considered authoritative and
must be followed. These interpretations cover (1) newly identified financial reporting issues
not specifically dealt with in IFRS and (2) issues where unsatisfactory or conflicting interpre-
tations have developed, or seem likely to develop, in the absence of authoritative guidance.
The IFRS Interpretations Committee has issued over 20 of these interpretations to date.

In keeping with the IASB’s own approach to setting standards, the IFRS Interpretations
Committee applies a principles-based approach in providing interpretative guidance. To this
end, the IFRS Interpretations Committee looks first to the Conceptual Framework as the foun-
dation for formulating a consensus. It then looks to the principles articulated in the applicable
standard, if any, to develop its interpretative guidance and to determine that the proposed
guidance does not conflict with provisions in IFRS.

*IASB membership reflects geographic representation, generally with members from Europe, the Americas,
Asia-Oceania, and Africa.

200
eieressaesl sl Brponing Sadars

| IFRS 9 Financial Instruments

‘ postze Draft STU0IZ

Financial Instruments:
Amortised Cost and Impairment
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The IFRS Interpretations Committee helps the IASB in many ways. For example, emerging
issues often attract public attention. If not resolved quickly, these issues can lead to financial
crises and scandals. They can also undercut public confidence in current reporting practices.
The next step, possible governmental intervention, would threaten the continuance of stan-
dard-setting in the private sector. The IFRS Interpretations Committee can address controver-
sial accounting problems as they arise. It determines whether it can resolve them or whether
to involve the IASB in solving them. In essence, it becomes a “problem filter” for the IASB.
Thus, the IASB will hopefully work on more pervasive long-term problems, while the IFRS
Interpretations Committee deals with short-term emerging issues.

Hierarchy of IFRS

Because it is a private organization, the IASB has no regulatory mandate and therefore no
enforcement mechanism. As a result, the Board relies on other regulators to enforce the use
of its standards. For example, the European Union requires publicly traded member country
companies to use IFRS.

Any company indicating that it is preparing its financial statements in conformity with
IFRS must use all of the standards and interpretations. The following hierarchy is used to
determine what recognition, valuation, and disclosure requirements should be used. Compa-
nies first look to:

1. International Financial Reporting Standards, International Accounting Standards (issued
by the predecessor to the IASB), and IFRS interpretations originated by the IFRS Interpre-
tations Committee (and its predecessor, the TAS Interpretations Committee).

2. The Conceptual Framework for Financial Reporting.

3. Pronouncements of other standard-setting bodies that use a similar conceptual frame-
work (e.g., U.S. GAAP).

In the absence of a standard or an interpretation in item 1 above, companies look to the
Conceptual Framework for Financial Reporting and then to most recent pronouncements of
other standard-setting bodies that use a similar conceptual framework to develop accounting
standards (or other accounting literature and accepted industry practices to the extent they do
not conflict with the above). The overriding requirement of IFRS is that the financial state-
ments provide a fair presentation (often referred to as a “true and fair view”). Fair representa-
tion is assumed to occur if a company follows the guidelines established in IFRS.* [1] (See the
Authoritative Literature References section near the end of the chapter.)

Conceptual Framework

LEARNING OBJECTIVE 2

Describe the components and usefulness of the conceptual framework, and
identify the qualitative characteristics of accounting information and the basic
elements of financial statements.

A conceptual framework establishes the concepts that underlie financial reporting. A con-
ceptual framework is a coherent system of concepts that flow from an objective. The objective
identifies the purpose of financial reporting. The other concepts provide guidance on

1. identifying the boundaries of financial reporting;

2. selecting the transactions, other events, and circumstances to be represented;

*In rare cases, compliance with a standard or interpretation is judged to be misleading when it conflicts
with the objective of financial reporting. In this case, it is possible to have what is referred to as a “true and fair
override.” If this occurs, extensive disclosure is required to explain the rationale for this unusual exception.
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3. how they should be recognized and measured; and

4. how they should be summarized and reported.’

Need for a Conceptual Framework

Why do we need a conceptual framework? First, to be useful, rule-making should build on and
relate to an established body of concepts. A soundly developed conceptual framework thus
enables the IASB to issue more useful and consistent pronouncements over time, and a
coherent set of standards should result. Indeed, without the guidance provided by a soundly
developed framework, standard-setting ends up being based on individual concepts developed
by each member of the standard-setting body. The following observation by a former stan-
dard-setter highlights the problem.

“As our professional careers unfold, each of us develops a technical conceptual frame-
work. Some individual frameworks are sharply defined and firmly held; others are
vague and weakly held; still others are vague and firmly held. . . . At one time or an-
other, most of us have felt the discomfort of listening to somebody buttress a precon-
ceived conclusion by building a convoluted chain of shaky reasoning. Indeed, perhaps
on occasion we have voiced such thinking ourselves. . . . My experience . . . taught
me many lessons. A major one was that most of us have a natural tendency and an
incredible talent for processing new facts in such a way that our prior conclusions
remain intact.”®

In other words, standard-setting that is based on personal conceptual frameworks will lead
to different conclusions about identical or similar issues than it did previously. As a result,
standards will not be consistent with one another, and past decisions may not be indicative
of future ones. Furthermore, the framework should increase financial statement users’ un-
derstanding of and confidence in financial reporting. It should also enhance comparability
among companies’ financial statements.

Second, as a result of a soundly developed conceptual framework, the profession should
be able to more quickly solve new and emerging practical problems by referring to an ex-
isting framework of basic theory. For example, assume that Aphrodite Gold Ltd. (AUS)
issued bonds with two payment options. It can redeem them either with $2,000 in cash or with
5 ounces of gold, whichever is worth more at maturity. The bonds have a stated interest rate of
8.5%. At what amounts should Aphrodite or the buyers of the bonds record them? What is the
amount of the premium or discount on the bonds? And how should Aphrodite amortize this
amount, if the bond redemption payments are to be made in gold (the future value of which
is unknown at the date of issuance)? Consider that Aphrodite cannot know, at the date of
issuance, the value of future gold bond redemption payments.

It is difficult, if not impossible, for the IASB to prescribe the proper accounting treatment
quickly for situations like this or like those represented in our opening story. Practicing ac-
countants, however, must resolve such problems on a daily basis. How? Through good judg-
ment and with the help of a universally accepted conceptual framework, practitioners can
quickly focus on an acceptable treatment.

*Recall from our earlier discussion that while the IASB’s Conceptual Framework and any changes to it pass
through the same due process (discussion paper, preliminary views, public hearing, exposure draft, etc.) as
do the IFRSs, the Conceptual Framework is not an IFRS. That is, the Conceptual Framework does not define
standards for any particular measurement or disclosure issue, and nothing in the Conceptual Framework
overrides any specific IFRS. [2]

5C. Horngren, “Uses and Limitations of a Conceptual Framework,” Journal of Accountancy (April 1981),
p. 90.
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ST M EUCIEC What's Your Principle?

The need for a conceptual framework is highlighted by For example, many of the off-balance-sheet arrangements
accounting scandals such as those at Royal Ahold (NLD), of Enron avoided transparent reporting by barely achieving
Enron (USA), Satyam Computer Services (IND), 3% outside equity ownership, a requirement in an obscure
and, most recently, Carillion (GBR). To restore public  accountingruleinterpretation. Enron’s financial engineers were
confidence in the financial reporting process, many have  able to structure transactions to achieve a desired accounting
argued that regulators should move toward principles- treatment, even if that accounting treatment did not reflect
based rules. They believe that companies exploited the  the transaction’s true nature. Under principles-based rules,
rules-based pronouncements  hopefully top management’s financial reporting focus will shift
to manage accounting reports, rather than report the from demonstrating compliance with rules to demonstrating
economic substance of transactions. that a company has attained financial reporting objectives.

detailed provisions

Development of a Conceptual Framework

In 2018, the IASB published the Conceptual Framework for Financial Reporting (the
Conceptual Framework). This fully revised document replaced the section of the 2010 version
of the Conceptual Framework that had been carried forward from the 1989 version, as well
as addressed some changes introduced in 2010. The Conceptual Framework comprises eight
chapters, as follows.

Chapter 1, The Objective of General Purpose Financial Statements.
Chapter 2, Qualitative Characteristics of Useful Financial Information.
Chapter 3, Financial Statements and the Reporting Entity.

Chapter 4, The Elements of Financial Statements.

Chapter 5, Recognition and Derecognition.

Chapter 6, Measurement.

Chapter 7, Presentation and Disclosure.

Chapter 8, Concepts of Capital and Capital Maintenance.

The TASB worked diligently to complete the Conceptual Framework, as the Board recog-
nized the need for such a document to serve its diverse users. It should be emphasized that
while the Conceptual Framework is not an IFRS, it is part of the authoritative literature. Thus,
the Conceptual Framework can provide guidance in many situations where an IFRS does not
cover the issue under consideration.” [3]

Overview of the Conceptual Framework

IMlustration 1.6 provides an overview of the IASB’s Conceptual Framework for Financial
Reporting, also referred to simply as the Conceptual Framework.

The first level identifies the objective of financial reporting—that is, the purpose of
financial reporting. The second level provides the qualitative characteristics that make
accounting information useful and the elements of financial statements (assets, liabili-
ties, and so on). The third level identifies the recognition, measurement, and disclosure
concepts used in establishing and applying accounting standards and the specific concepts
to implement the objective. These concepts include assumptions, principles, and a cost con-
straint that describe the present reporting environment.

"The IASB and the FASB had worked together to develop converged concepts statements on the objective of
financial reporting and qualitative characteristics of accounting information, resulting in updated chapters
on those elements in 2010. Since 2010, the Boards worked on their own schedules to address the remaining
elements of the conceptual framework project. As discussed in the chapter, the IASB issued its updated
Conceptual Framework for Financial Reporting in 2018. The FASB continues to work on its framework to
address concepts related to definitions of assets and liabilities, measurement, and presentation. For more
information, go to the FASB website; click on Projects and then Technical Agenda.
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Recognition, Measurement, and Disclosure Concepts Third level:
The “how”—
1 implementation
ASSUMPTIONS PRINCIPLES CONSTRAINT
Qualitative
Characteristics Elergfents Second level: Bridge between
of . . levels 1 and 3
. financial
accounting
. . statements
information

Objective First level: The “why”—purpose
of of accounting

financial

reporting

lllustration 1.6 Conceptual Framework for Financial Reporting

Objective of Financial Reporting

The objective of financial reporting serves as the foundation of the conceptual frame-
work. What is the objective, or purpose, of financial reporting? It is to provide financial
information about the reporting entity that is useful to present and potential equity in-
vestors, lenders, and other creditors in making decisions about providing resources
to the entity.

Think about the types of decisions that investors and lenders are making about companies.

« Investors decide whether to buy, sell, or hold stock in a company.

« Lenders decide whether to lend money to a company and at what interest rate and for
how long.

To make effective decisions, these groups need information to help them assess a compa-
ny’s future net cash flows which will support loan payments and/or provide a return to
investors.

To provide information to decision-makers, companies prepare general-purpose finan-
cial statements. General-purpose financial statements help users who lack the ability to
demand all the financial information they need from a company and therefore must rely,
at least partly, on the information provided in financial statements. However, it’s important
to note that users need a reasonable knowledge of business and financial accounting matters
to understand the information contained in financial statements.
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AT R ELCIER Don’t Forget Management Stewardship

In addition to providing decision-useful information about  technological and social changes. Because Nestlé’s perfor-

future cash flows, management is also accountable to inves-  mance in discharging its responsibilities (referred to as its
tors for the custody and safekeeping of the company’s eco- management stewardship responsibilities) usually affects
nomic resources and for their efficient and profitable use.  its ability to generate net cash inflows, financial report-
For example, the management of Nestlé has the responsi-  ing may also provide decision-useful information to assess

bility of protecting its economic resources from unfavor-  management performance in this role. [4]
able effects of economic factors, such as price changes, and

Qualitative Characteristics of
Accounting Information

Consider these questions:

« Should a company like Marks and Spencer plc (GBR) provide information in its finan-
cial statements on how much it costs them to acquire its assets (historical cost basis), or
how much the assets are currently worth (fair value basis)?

« Should Samsung (KOR) combine and show as one company the main segments of its
business, or should it report Consumer Electronics, Information Technology & Mobile
Communications, Device Solutions, and Harman as separate segments?

How does a company choose an acceptable accounting method, the amount and types of in-
formation to disclose, and the format in which to present it? The answer: By determining
which alternative provides the most useful information for decision-making pur-
poses (referred to as decision-usefulness). The IASB identified the qualitative charac-
teristics of accounting information that distinguish better (more useful) information from
inferior (less useful) information for meeting the objective of financial reporting. In addition,
the IASB identified a cost constraint as part of the Conceptual Framework (discussed later
in the chapter). As Illustration 1.7 shows, the characteristics may be viewed as a hierarchy.

Primary users of Capital Providers (Investors and Creditors)
accounting information and Their Characteristics
Constraint Cost

Pervasive criterion o
Decision-Usefulness

:u:::!:.?sental RELEVANCE N > FAITHFUL REPRESENTATION
ualiti
| 1

Ingredients of o ) Free
fund.a!'nental Prigizte've Con:‘/l;rlnztory Materiality Completeness Neutrality from
qualities AT

. | | | |
Enhancing L .... A il
qualities Comparability Verifiability Timeliness Understandability

lllustration 1.7 Hierarchy of Accounting Qualities
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As indicated by Illustration 1.7, qualitative characteristics are either fundamental, or
ingredients of fundamental qualities, and enhancing, depending on how they affect the
decision-usefulness of information. Regardless of classification, each qualitative characteristic
contributes to the decision-usefulness of financial reporting information. However, providing
useful financial information is limited by a constraint on financial reporting—cost should not
exceed the benefits of a reporting practice.

Fundamental Quality—Relevance

Relevance is one of the two fundamental qualities that make accounting information useful
for decision-making. Relevance and related ingredients of this fundamental quality are shown
below.

Fund.amental RELEVANCE
quality

[ 1
Ingredients of the o )
fund.amental Predictive Confirmatory Materiality
quality value value

As indicated, relevant accounting information must be capable of making a difference in
a decision. Information with no bearing on a decision is irrelevant. Financial information
is considered relevant when it is material and has predictive value, confirmatory value, or
both.

Predictive Value Accounting information has predictive value if it helps users form
their own expectations about the future. For example, if potential investors are interested in
purchasing common shares in Nippon (JPN), they may analyze its current resources and
claims to those resources, its dividend payments, and its past income performance to predict
the amount, timing, and uncertainty of Nippon’s future cash flows.

Confirmatory Value Accounting information has confirmatory value if it helps users
confirm or correct prior expectations. For example, when Nippon issues its year-end financial
statements, it confirms or changes past (or present) expectations based on previous evalua-
tions. It follows that predictive value and confirmatory value are interrelated. In this regard,
information about the current level and structure of Nippon’s assets and liabilities helps users
predict its ability to take advantage of opportunities and react to adverse situations. The same
information helps to confirm or correct users’ past predictions about that ability.

Materiality Materiality is a company-specific aspect of relevance. Information is mate-
rial if omitting it or misstating it would influence decisions that users make on the basis of the
reported financial information. An individual company determines whether information is
material because both the nature and/or magnitude of the item(s) to which the information
relates must be considered in the context of an individual company’s financial report. Infor-
mation is immaterial, and therefore irrelevant, if it would have no impact on a decision-maker.
In short, it must make a difference or a company need not disclose it.

Assessing materiality is one of the more challenging aspects of accounting because it
requires evaluating both the relative size and importance of an item. For example, let’s
consider the two sets of numbers in Illustration 1.8, which indicate relative size.

Company A Company B
Sales $10,000,000 $100,000
Costs and expenses 9,000,000 90,000
Income from operations $ 1,000,000 $ 10,000
Unusual gain $ 20,000 $ 5,000

lllustration 1.8 Materiality
Comparison
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During the period under consideration, the revenues and expenses, and therefore the in-
comes from operations of Company A and Company B, are proportional. Meaning for both
companies, income from operations is 10% of sales.

Each reported an unusual gain, but these amounts have different effects for each company.

« For Company A, the gain is only 2% of the operating income ($20,000 + $1,000,000);
if merged, it would not seriously distort the income figure.

« For Company B, a gain of $5,000 amounts to 50% of its income from operations; obvi-
ously, the inclusion of such an item in operating income would affect the amount of that
income materially.

Thus, we see the importance of the relative size of an item in determining its materiality.

Companies and their auditors generally adopt the rule of thumb that anything under 5%
of net income is considered immaterial. This may be acceptable for an initial assessment of
materiality, but other qualitative factors should also be considered. For example, the relative
size of an item might be small, but what if that item:

« Converts a loss to a profit, or vice versa.
» Increases management compensation.
« Hides an illegal transaction, like a bribe.

« Preserves a positive earnings trend.

Ultimately, materiality judgments should be made in the context of the nature and the amount
of an item. Companies must consider both quantitative and qualitative factors in
determining whether an item is material.

GG R EL TN Living in @ Material World

The word “material” can be found 114 times in Starbucks’  previously reported amounts. Starbucks adopted new guid-
(USA) recent annual report and 88 times in Apple’s (USA).  ance on accounting for hedging relationships and indi-
This is not unique to these companies but rather shows cated that the adoption of the new guidance did not have a
the impact that materiality has in the financial reporting  material impact on their consolidated financial statements.
process. When discussing the judgments and estimates in- ~ Materiality is indeed a key ingredient of relevant financial
volved in financial reporting, management concedes that  information and one that preparers and auditors alike spend
actual results could differ materially from the estimates.  a significant amount of time evaluating.

Apple indicated that the adoption of the new revenue

recognition standard did not have a material impact on  Source: Apple, Inc. and Starbucks Corporation 10-K annual reports.

Fundamental Quality—Faithful Representation

Faithful representation is the second fundamental quality that makes accounting information
useful for decision-making. Faithful representation and related ingredients of this fundamen-
tal quality are shown as follows.

Fundamental

. FAITHFUL REPRESENTATION
quality

Ingredients of the
fundamental Completeness Neutrality Free from error
quality

Faithful representation means that the numbers and descriptions match what really
existed or happened. Faithful representation is a necessity because most users have neither
the time nor the expertise to evaluate the factual content of the information. For example, if
Siemens AG’s (DEU) income statement reports sales of €92,403 million when it had sales of
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€79,644 million, then the statement fails to faithfully represent the proper sales amount. To be
a faithful representation, information must be complete, neutral, and free of material error.

Completeness Completeness means that all the information that is necessary for
faithful representation is provided. An omission can cause information to be false or mis-
leading and thus not be helpful to the users of financial reports. For example, when Société
Générale (FRA) fails to provide information needed to assess the value of its subprime loan
receivables (toxic assets), the information is not complete and therefore not a faithful repre-

sentation of the value of the receivable.

Neutrality Neutrality means that a company cannot select information to favor one set
of interested parties over another. Providing neutral or unbiased information must be the
overriding consideration. For example, in the notes to financial statements, tobacco compa-
nies such as British American Tobacco (GBR) should not suppress information about the
numerous lawsuits that have been filed because of tobacco-related health concerns—even

though such disclosure is damaging to the company.

Neutrality in rule-making has come under increasing attack. Some argue that the IASB should
not issue pronouncements that cause undesirable economic effects on an industry or company.
We disagree. Accounting rules (and the standard-setting process) must be free from bias, or we
will no longer have credible financial statements. Without credible financial statements, indi-
viduals will no longer use this information. An analogy demonstrates the point: Many indi-
viduals bet on boxing matches because such contests are assumed not to be fixed. But nobody
bets on wrestling matches. Why? Because the public assumes that wrestling matches are rigged.
If financial information is biased or rigged, the public will lose confidence and no longer use it.

The IASB indicates that neutrality is supported by prudence. Prudence is the exercise
of caution when making judgments under conditions of uncertainty. That is, the exercise of
prudence means that assets and income are not overstated, and liabilities and expenses are
not understated. Furthermore, exercising prudence does not mean a decision-maker should
give primacy to the understatement of assets or income, or the overstatement of liabilities or
expenses. Such misstatements can lead to the overstatement or understatement of income or
expenses in future periods. Similarly, exercising prudence need not be biased against recognition
of assets or income relative to recognition of liabilities or expenses. Such bias is inconsistent
with neutrality—the attribute that supports faithful representation and useful information. [5]

Free from Error

An information item that is free from error will be a more accurate

(faithful) representation of a financial item. For example, if UBS (CHE) misstates its loan losses,
its financial statements are misleading and not a faithful representation of its financial results.
However, faithful representation does not imply total freedom from error. This is because most
financial reporting measures involve estimates of various types that incorporate management’s
judgment. For example, management must estimate the amount of uncollectible accounts to
determine bad debt expense. And determination of depreciation expense requires estimation of
useful lives of plant and equipment, as well as the residual value of the assets.

AT I PN EWCICE Unfaithful—For 20 Years

The importance of faithful representation is illustrated by
the fraud at Olympus Corporation (JPN). Here’s what
happened, as revealed in the report on the fraud by an
investigative committee. In transactions dating back nearly
20 years, Olympus was hiding losses related to export sales.
The losses arose when the exchange rate between the dollar
and yen moved in an unfavorable direction for Olympus,
which negatively impacted investments related to the export
sales. However, the losses were not reported; that is, the finan-
cial statements were not faithful representations.

How could such a loss be hidden? At the time, accounting
rules in Japan, as well as in other countries, allowed investments
to be carried at cost. Theoretically, there should eventually have

been a write-down, but there never was. Rather, management
hoped that with additional risky investments, the losses could
somehow be made up. They were not and, eventually, the losses
grew to more than $1 billion. Olympus seems to have been
content to sit on the losses until 1997, when accounting rules
changed and some investments had to be marked to market.

Olympus then dug the hole deeper; it developed a plan to
“sell” the losing investments, at original cost, to shell com-
panies set up by Olympus for that purpose. Under lenient
accounting rules, those shell companies would not have to
be consolidated with Olympus, so the losses could remain
hidden. That all ended when the investigation uncovered the
sham adjustments and the losses were finally revealed.
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The scandal and the recent case of opaque accounting
for goodwill and impairments at Carillion (GBR) high-
light the importance of accounting rules that result in
faithful representation of company performance and finan-
cial position. That is, until accounting rule-makers finally
started to require fair value accounting for some financial
instruments in 1997—seven years after the Olympus fraud
began—covering up the losses was easy. Furthermore,

subsequent rule changes (in the wake of the Enron (USA)
scandal) forced companies to stop hiding losses in off-
balance-sheet entities. Indeed, the Olympus scandal might
never have occurred if the accounting had kept a focus on
faithful representation.

Sources: F. Norris, “Deep Roots of Fraud at Olympus,” The New York
Times (December 8, 2011); and J. Ford, “Carillion’s Troubles Were
Shrouded in a Fog of Goodwill,” Financial Times (June 17, 2018).

Enhancing Qualities

Enhancing qualitative characteristics are complementary to the fundamental qualitative char-
acteristics. These characteristics distinguish more useful information from less useful infor-
mation. Enhancing characteristics, shown below, are comparability, verifiability, timeliness,
and understandability.
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Comparability Information that is measured and reported in a similar manner for dif-
ferent companies is considered comparable. Comparability enables users to identify the real
similarities and differences in economic events between companies. For example, historically,
the accounting for pensions in Japan differed from that in the United States. In Japan, compa-
nies generally recorded little or no charge to income for these costs. U.S. companies recorded
pension cost as incurred. As a result, it is difficult to compare the financial results of Toyota
(JPN) or Honda (JPN) to General Motors (USA) or Ford (USA). Investors can only make
valid evaluations if comparable information is available.

Another type of comparability, consistency, is present when a company applies the same
accounting treatment to similar events, from period to period. Through such application, the
company shows consistent use of accounting standards. The idea of consistency does not
mean, however, that companies cannot switch from one accounting method to another. A
company can change methods, but it must first demonstrate that the newly adopted method
is preferable to the old. If deemed appropriate by the auditor, the company must then disclose
the nature and effect of the accounting change, as well as the justification for it, in the finan-
cial statements for the period in which it made the change.® When a change in accounting
principles occurs, the auditor generally refers to it in an explanatory paragraph of the audit
report. This paragraph identifies the nature of the change and refers the reader to the note in
the financial statements that discusses the change in detail.

Verifiability Verifiability means that different knowledgeable and independent observ-
ers could reach consensus, although not necessarily complete agreement, that a particular
depiction is a faithful representation. [6] Verifiability occurs in the following situations.

8Surveys indicate that users highly value consistency. They note that a change tends to destroy the
comparability of data before and after the change. Some companies assist users to understand the pre- and
post-change data. Generally, however, users say they lose the ability to analyze over time. IFRS guidelines
(discussed in Chapter 21) on accounting changes are designed to improve the comparability of the data before
and after the change.
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1. Two independent auditors count Tata Motors’ (IND) inventory and arrive at the same
physical quantity amount for inventory. Verification of an amount for an asset can there-
fore occur by simply counting the inventory (referred to as direct verification).

2. Two independent auditors compute Tata Motors’ inventory value at the end of the
year using the FIFO method of inventory valuation. Verification may occur by check-
ing the inputs (quantity and costs) and recalculating the outputs (ending inventory
value) using the same accounting convention or methodology (referred to as indirect

verification).

Timeliness Timeliness means having information available to decision-makers before
it loses its capacity to influence decisions. Having relevant information available sooner can
enhance its capacity to influence decisions, and a lack of timeliness can rob information of
its usefulness. For example, if Lenovo Group (CHN) waited to report its interim results until
nine months after the period, the information would be much less useful for decision-making

purposes.

Understandability Decision-makers vary widely in the types of decisions they make,
how they make decisions, the information they already possess or can obtain from other
sources, and their ability to process the information. For information to be useful, there
must be a connection (linkage) between these users and the decisions they make. This link,
understandability, is the quality of information that lets reasonably informed users see its
significance. Understandability is enhanced when information is classified, characterized,

and presented clearly and concisely.

For example, assume that Tomkins plc (GBR) issues a three-month report that shows
interim earnings have declined significantly. This interim report provides relevant and
faithfully represented information for decision-making purposes. Some users, upon read-
ing the report, decide to sell their shares. Other users, however, do not understand the
report’s content and significance. They are surprised when Tomkins declares a smaller
year-end dividend and the share price declines. Thus, although Tomkins presented highly
relevant information that was a faithful representation, it was useless to those who did not

understand it.

Users of financial reports are assumed to have a reasonable knowledge of business and
economic activities. In making decisions, users also should review and analyze the infor-
mation with reasonable diligence. Information that is relevant and faithfully represented
should not be excluded from financial reports solely because it is too complex or difficult for

some users to understand without assistance. [7]

Show Me the Earnings!

Some young technology companies, in an effort to attract
investors who will help them strike it rich, are using uncon-
ventional financial terms in their financial reports. As an ex-
ample, instead of revenue, these privately held companies use
terms such as “bookings,” annual recurring revenues, or other
numbers that often exceed actual revenue.

Hortonworks Inc. (a U.S. software company) is a clas-
sic illustration. It forecast in March 2014 that it would have
a strong $100 million in billings by year-end. It turns out the
company was not talking about revenues but rather a non-
U.S. GAAP number (referred to as an alternative performance
measure, or APM) that it uses to gauge future business. This
number looked a lot smaller after Hortonworks went public
and reported financial results—just $46 million in revenues,
as shown in the following chart.

Hortonworks
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2014 2014
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Another example is Uber Technologies (the sometimes
controversial U.S. ride service). Uber noted that it was on
target to reach $10 billion in bookings for 2014. Uber defines
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bookings as total fares paid by customers. But Uber keeps lit-
tle of the money from these bookings. As shown in the fol-
lowing chart, Uber gets only 25 cents on each $1 of bookings.

Uber
10 billion
$10 3
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&
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2014 2014
Bookings Revenue

Now that Uber is a public company, it would report the
25 cents as revenues, not the one dollar. Similar income

reporting disconnects were apparent at Lululemon (CAN),
which showed gains in its store openings and top line (sales)
but not a corresponding increase in profit margin.

Given these examples, it is understandable that standard-
setters have increased their scrutiny of the reporting of APMs.
The lesson for investors: Keep an eye on verifiable and com-
parable financial measures of performance and be sure to
count expenses and net income according to IFRS. Using gross
measures such as billings, recurring revenues, or some non-
financial measures, and APMs to determine success may be
hazardous to your financial health.

Sources: Telis Demos, Shira Ovide, and Susan Pulliam, “Tech Startups
Play Numbers Game,” Wall Street Journal (June 10, 2015), pp. Al

and A12; L. Beilfuss, “Lululemon Sales Rise, Gross Margin Declines,”
Wall Street Journal (September 10, 2015); and PwC, “Alternative
Performance Measures—Better Described as ‘Profits Before
Unfortunate Debits’?” IFRS News (March 2016).

Elements of Financial Statements

An important aspect of developing any theoretical structure is the body of basic elements
or definitions to be included in it. Accounting uses many terms with distinctive and specific
meanings. These terms constitute the language of business or the jargon of accounting.

One such term is asset. Is it merely something we own? Or is an asset something we
have the right to use, as in the case of leased equipment? Or is it anything of value used by a
company to generate revenues—in which case, should we also consider the managers of a
company as an asset?

As this example and the lottery ticket example in the opening story illustrate, it is necessary,
therefore, to develop basic definitions for the elements of financial statements. The Concep-
tual Framework defines the five interrelated elements that most directly relate to measuring
the performance and financial status of a business enterprise. We list them below for review
and information purposes; you need not memorize these definitions at this point. We will

explain and examine each of these elements in more detail in subsequent chapters.

Elements of Financial Statements

The elements directly related to the measurement of finan-
cial position are assets, liabilities, and equity. These are
defined as follows.

Asset. A present economic resource controlled by the
entity as a result of past events. (An economic resource is
a right that has the potential to produce economic benefits.)

Liability. A present obligation of the entity to transfer an
economic resource as a result of past events.

Equity. The residual interest in the assets of the entity
after deducting all its liabilities.

The elements of income and expenses are defined as
follows.

Income. Increases in assets, or decreases in liabilities,
that result in increases in equity, other than those relating to
contributions from holders of equity claims.

Expenses. Decreases in assets, or increases in liabilities,
that result in decreases in equity, other than those relating
to distributions to holders of equity claims.

As indicated, the IASB classifies the elements into two distinct groups.

1. The first group of three elements—assets, liabilities, and equity—describes amounts of
resources and claims to resources at a moment in time.

2. The second group of two elements describes transactions, events, and circumstances that
affect a company during a period of time.
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The first group, affected by elements of the second group, provides at any time the cumulative
result of all changes. This interaction is referred to as “articulation.” That is, key figures in one
financial statement correspond to balances in another.

Assumptions and Principles

LEARNING OBJECTIVE 3
Discuss the basic assumptions and principles of accounting.

The third level of the Conceptual Framework consists of concepts that implement the objec-
tive of financial reporting. The assumptions and principles help to explain how companies
should recognize, measure, and report financial elements and events. In addition, you should
also recognize the concept of a cost constraint, which we will discuss later in the chapter.
These concepts serve as guidelines in responding to controversial accounting issues.

Assumptions

As indicated earlier, the Conceptual Framework specifically identifies only one assumption—
the going concern assumption. Yet, we believe there are a number of other assumptions that
are present in the reporting environment. As a result, for completeness, we discuss each of
these five basic assumptions in turn: (1) economic entity, (2) going concern, (3) monetary
unit, (4) periodicity, and (5) accrual basis.

Economic Entity Assumption

The economic entity assumption means that economic activity can be identified with
a particular unit of accountability. In other words, a company keeps its activity separate
and distinct from its owners and any other business unit. Consider these examples:

« The economic entity assumption dictates that Sappi Limited (ZAF) record the company’s
financial activities separate from those of its owners and managers.

« Financial statement users need to be able to distinguish the activities and elements of
different companies, such as Volvo (SWE), Ford (USA), and Volkswagen AG (DEU).

If users could not distinguish the activities of different companies, how would they know
which company financially outperformed the other?

The entity concept does not apply solely to the segregation of activities among competing
companies, such as Toyota (JPN) and Hyundai (KOR). An individual, department, division,
or an entire industry could be considered a separate entity if we choose to define it in this
manner. Thus, the entity concept does not necessarily refer to a legal entity. A par-
ent company and its subsidiaries are separate legal entities, but merging their activities for
accounting and reporting purposes does not violate the economic entity assumption.’ [8]

Going Concern Assumption

Most accounting methods rely on the going concern assumption—that the company will
have a long life. This means for accounting purposes, we expect companies to last long enough

The concept of the entity is changing. For example, defining the “outer edges” of companies is now harder.
Public companies often consist of multiple public subsidiaries, each with joint ventures, licensing arrangements,
and other affiliations. Increasingly, companies form and dissolve joint ventures or customer-supplier
relationships in a matter of months or weeks. These “virtual companies” raise accounting issues about how to
account for the entity.
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to fulfill their objectives and commitments. The going concern assumption has three signifi-
cant implications:

1. The historical cost principle is of limited usefulness if we assumed eventual liquidation.
Under a liquidation approach, a company would better state asset values at net realizable
value (sales price less costs of disposal).

2. Depreciation and amortization approaches would not be needed given a liquidation
approach.

3. Current and non-current classification of assets and liabilities would lose their significance
and would be difficult to justify. Also, reporting liabilities based on priority in liquidation
would be more reasonable.

Most companies have a high continuance rate and fulfill their objectives and commitments.
Recently, however, companies (both large and small) have had to declare bankruptcy due to
the COVID-19 pandemic. Only where liquidation appears imminent is the assumption
inapplicable. In these cases, when it is known that a company is going out of business or
liquidating, we apply a different type of accounting method, called liquidation accounting.
Under such circumstances, a total revaluation of assets and liabilities can provide information
that closely approximates the company’s fair value. You will learn more about accounting
problems related to a company in liquidation in advanced accounting courses. [9]

Monetary Unit Assumption

The monetary unit assumption means that money is the common denominator of eco-
nomic activity and provides an appropriate basis for accounting measurement and analysis.
That is, the monetary unit is the most effective means of expressing to interested parties
changes in capital and exchanges of goods and services. The monetary unit is relevant,
simple, universally available, understandable, and useful.

Application of this assumption depends on the even more basic assumption that quanti-
tative data are useful in communicating economic information and in making rational eco-
nomic decisions. Furthermore, accounting generally ignores price-level changes (inflation
and deflation) and assumes that the unit of measure—euros, dollars, or yen—remains reason-
ably stable. We therefore use the monetary unit assumption to justify adding 1985 pounds to
2015 pounds sterling without any adjustment. It is expected that the pound or other currency,
unadjusted for inflation or deflation, will continue to be used to measure items recognized in
financial statements. Only if circumstances change dramatically (such as high inflation rates
similar to that in some South American countries) will “inflation accounting” be considered."

Periodicity Assumption

Users need to know a company’s performance and economic status on a timely basis so that
they can evaluate and compare companies, and take appropriate actions. Therefore, companies
must report information periodically. [12] The periodicity (or time period) assumption
implies that a company can divide its economic activities into artificial time periods. These
time periods vary, but the most common are monthly, quarterly, and yearly.

The shorter the time period, the more difficult it is to determine the proper net income
for the period. A month’s results usually prove less verifiable than a quarter’s results, and
a quarter’s results are likely to be less verifiable than a year’s results. Investors desire and
demand that a company quickly process and disseminate information. Yet the quicker a com-
pany releases the information, the more likely the information will include errors. This phe-
nomenon provides an interesting example of the trade-off between timeliness and
accuracy (free from error) in preparing financial data.

This approach reflects adoption of a financial capital approach to capital maintenance under which the
change in capital or a company’s net assets is measured in nominal monetary units without adjusting for
changes in prices. [10] There is a separate IFRS (IFRS No. 29, “Financial Reporting in Hyperinflationary
Economies”) that provides guidance on how to account for adjustments to the purchasing power of the
monetary unit. [11]
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Accrual Basis of Accounting

Companies prepare financial statements using the accrual basis of accounting. Accrual-
basis accounting means that transactions that change a company’s financial statements are
recorded in the periods in which the events occur. [13] For example, using the accrual basis
means that companies recognize revenues when they satisfy a performance obligation (the
revenue recognition principle). This is in contrast to recognition based on receipt of cash.
Likewise, under the accrual basis, companies recognize expenses when incurred (the expense
recognition principle) rather than when paid.

An alternative to the accrual basis is the cash basis. Under cash-basis accounting, compa-
nies record revenue only when cash is received. They record expenses only when cash is paid.
The cash basis of accounting is prohibited under IFRS. Why? Because it does not record reve-
nue according to the revenue recognition principle (discussed in the next section). Similarly,
under the cash basis companies do not record expenses when incurred, which violates the
expense recognition principle (discussed in the next section).

Financial statements prepared on the accrual basis inform users not only of past trans-
actions involving the payment and receipt of cash but also of obligations to pay cash in the
future and of resources that represent cash to be received in the future. Hence, they provide
the type of information about past transactions and other events that is most useful in making
economic decisions.

Principles of Accounting

We generally use four basic principles of accounting to record and report transactions:
(1) measurement, (2) revenue recognition, (3) expense recognition, and (4) full disclosure.

Measurement Principle

We presently have a “mixed-attribute” system that permits the use of various measurement
bases. The most commonly used measurements are based on historical cost and fair value.

Historical Cost IFRS requires that companies account for and report many assets and
liabilities on the basis of acquisition price. This is often referred to as the historical cost
principle. Historical cost has an important advantage over other valuations: It is generally
thought to be verifiable.

Suppose a company buys a piece of land in the year 2010 paying $100,000 cash.

« The transaction is verifiable because there are documents, such as a title deed, confirm-
ing the purchase and the payment.

« The land would be recorded in the company’s accounting records at the historical cost of
$100,000.

« Now fast forward to the year 2025—is the land still worth $100,000?

Most likely, the land has increased in value. That raises two important questions:

1. Should the company adjust the recorded amount for the land to its current sales value?

2. If so, how would the company determine the current sales value of the land?

One way to determine current sales value is to have the land appraised, but this is merely an
estimate of the land’s value and is subjective. The only way to truly know the value of the land
is to sell it. You can see that if companies were required to adjust assets to current sales value,
it could lead to highly subjective valuations that would have low verifiability. Plus, it would be
a burden for companies to go through this process every time they want to prepare financial
statements.

What about liabilities? Do companies account for them on a cost basis? Yes, they do. Com-
panies issue liabilities, such as bonds, notes, and accounts payable, in exchange for assets
(or services), for an agreed-upon price. This price, established by the exchange transac-
tion, is the “cost” of the liability. A company uses this amount to record the liability in the
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accounts and report it in financial statements. Thus, many users prefer historical cost because
it provides them with a verifiable benchmark for measuring historical trends. [14]

Current Value Current value measures provide monetary information about assets,
liabilities, and related income and expenses, using information updated to reflect conditions
at the measurement date. Because of the updating, current values of assets and liabilities re-
flect changes in amounts since the previous measurement date. Current value bases include:

1. Fair value.
2. Value in use for assets and fulfillment value for liabilities.
3. Current cost. [15]

Fair value Fair value is defined as “the price that would be received to sell an asset or paid
to transfer a liability in an orderly transaction between market participants at the measure-
ment date.” Fair value is therefore a market-based measure. [16] Recently, IFRS has increas-
ingly called for the use of fair value measurements in the financial statements. This is often
referred to as the fair value principle.

Fair value information may be more useful than historical cost for certain types of assets
and liabilities and in certain industries. For example:

« If long-lived assets such as buildings or equipment decline in value, a fair value measure
determines any impairment loss.

« If inventories decline in value, a fair value measure is used to determine the amount of
the loss.

« If equity investments and certain types of debt investments either increase or decrease in
value, a fair value measure is used to determine the gain or loss.

« If a company chooses, it can use a fair value option to measure its financial assets and
financial liabilities (referred to as the fair value option), including items such as receiv-
ables and debt securities.

The IASB believes that fair value information in some circumstances is more relevant to users
than historical cost. In these cases, fair value measurement provides better insight into the
value of a company’s assets and liabilities (its financial position) and a better basis for assess-
ing future cash flow prospects. The IASB provides an option to use fair value (referred to as the
fair value option) as the basis for measurement of financial assets and financial liabilities. [17]
The primary purpose of this option is to increase the relevance of the accounting information
by eliminating cases where an accounting mismatch is created by using a different measure-
ment method. As a result, companies now have the option to record fair value in their ac-
counts for most financial instruments, including such items as receivables, investments, and
debt securities.

Use of fair value in financial reporting is increasing. However, measurement based on fair
value introduces increased subjectivity into accounting reports when fair value information
is not readily available. To increase consistency and comparability in fair value measures, the
IASB established a fair value hierarchy that provides insight into the priority of valuation tech-
niques to use to determine fair value. As shown in Illustration 1.9, the fair value hierarchy is
divided into three broad levels.

Level 1: Observable inputs that reflect quoted Least Subjective

prices for identical assets or liabilities in
active markets.

Level 2: Inputs other than quoted prices
included in Level 1 that are observable for
the asset or liability either directly or through
corroboration with observable data.

Level 3: Unobservable inputs (for example, \ 4

a company’s own data or assumptions). Most Subjective

lllustration 1.9 Fair Value Hierarchy
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As Tllustration 1.9 indicates, Level 1 is the least subjective because it is based on quoted
prices, like a closing share price in the Financial Times. Level 2 is more subjective and would
rely on evaluating similar assets or liabilities in active markets. At the most subjective level,
Level 3, much judgment is needed, based on the best information available, to arrive at a rele-
vant and representationally faithful fair value measurement."!

It is easy to arrive at fair values when markets are liquid with many traders, but fair value
answers are not readily available in other situations. For example, how do you value the
mortgage assets of a subprime lender such as New Century (USA) given that the market
for these securities has essentially disappeared? A great deal of expertise and sound judgment
will be needed to arrive at appropriate answers. IFRS also provides guidance on estimating
fair values when market-related data are not available. In general, these valuation issues
relate to Level 3 fair value measurements. These measurements may be developed using
expected cash flow and present value techniques, as described in Chapter 5.

Value in use/ fulfillment value Value in use is the present value of the cash flows, or other
economic benefits that a company expects to derive from the use of an asset and from its ulti-
mate disposal. Fulfillment value is the present value of the cash, or other economic resources
that a company expects to be obliged to transfer as it fulfills a liability. Value in use and fulfill-
ment value cannot be observed directly and are determined using cash-flow-based measurement
techniques. Value in use and fulfillment value reflect the same factors described for fair value but
from a company-specific perspective rather than from a market-participant perspective.

Current cost The current cost of an asset is the cost of an equivalent asset at the mea-
surement date, comprising the consideration that would be paid at the measurement date plus
the transaction costs that would be incurred at that date. The current cost of a liability is the
consideration that would be received for an equivalent liability at the measurement date minus
the transaction costs that would be incurred at that date. Similar to historical cost, current cost
is an entry value: It reflects prices in the market in which the company would acquire the asset
or would incur the liability. As a result, current cost is distinguished from fair value, value in
use, and fulfillment value, which are exit values.

However, unlike historical cost, current cost reflects conditions at the measurement date.
Current cost frequently cannot be determined directly by observing prices in an active market
and must be determined indirectly by other means. For example, if prices are available only for
new assets, the current cost of a used asset might need to be estimated by adjusting the current
price of a new asset to reflect the current age and condition of the asset held by the entity."

Summary Asindicated above, we presently have a “mixed-attribute” system that permits
the use of both historical cost and current value. Although the historical cost principle con-
tinues to be an important basis for valuation, recording and reporting of current (fair value)
information is increasing. How do we determine which measurement basis should be used?
In many cases, IFRSs specify which basis should be used. For instance, inventory is generally
recorded at cost unless it is obsolete or the value is impaired. As a general principle, the choice
should result in the most useful information. That is, the measurement basis selected should
provide relevant information that faithfully represents the event or transaction. The recent
measurement and disclosure guidance should increase consistency and comparability when
current (fair) value measurements are used in the financial statements and related notes."

'For major groups of assets and liabilities, companies must disclose (1) the fair value measurement and

(2) the fair value hierarchy level of the measurements as a whole, classified by Level 1, 2, or 3. Given the
judgment involved, it follows that the more a company depends on Level 3 to determine fair values, the more
information about the valuation process the company will need to disclose. Thus, additional disclosures are
required for Level 3 measurements; we discuss these disclosures in more detail in subsequent chapters.

2Detailed discussion on measurement bases was not included in the pre-2018 Conceptual Framework.
However, these current value measurement bases are reflected in certain IFRS. By including them in the
Conceptual Framework, the IASB, when establishing new standards, can be guided by this Framework to
ensure consistency. Indeed, while current cost is not often used in IFRS, value in use and fulfillment costs will
be discussed in subsequent chapters in this text.

BThe IFRS Conceptual Framework provides significant guidance on selecting a measurement basis that provides
the most useful information. The optimal choice depends on the facts and circumstances of the company. [18]
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lllustration 1.10 The Five Steps of
Revenue Recognition

Revenue Recognition Principle

For an item to be recognized in the financial statements, it must meet the definition of an
element, be measurable with sufficient certainty, and be relevant and reliable. Two key recog-
nition concepts are the revenue recognition principle and the expense recognition principle.
When a company agrees to perform a service or sell a product to a customer, it has a perfor-
mance obligation. The revenue recognition principle requires that companies recognize
revenue in the accounting period in which the performance obligation is satisfied.

For example, assume that Klinke Cleaners (USA) cleans clothing on June 30, but custom-
ers do not claim and pay for their clothes until the first week of July. Klinke should record rev-
enue in June when it performed the service (satisfied the performance obligation) rather than
in July when it received the cash. At June 30, Klinke would report a receivable on its balance
sheet and revenue in its income statement for the service performed.

To illustrate the revenue recognition principle in more detail, assume that Airbus (DEU)
signs a contract to sell airplanes to British Airways (GBR) for €100 million. To determine
when to recognize revenue, Airbus uses the five steps shown in Illustration 1.10."*

Many revenue transactions pose few problems because the transaction is initiated and
completed at the same time. However, when to recognize revenue in other situations is often

A contract is an agreement between two parties
that creates enforceable rights or obligations. In this
case, Airbus has signed a contract to deliver
airplanes to British Airways.

Step 1: Identify the contract
with the customers.

J

Step 2: Identify the separate
performance obligations in =
the contract.

J

Step 3: Determine the transaction
price.

J

Step 4: Allocate the transaction
price to the separate performance
obligations.

J

Step 5: Recognize revenue when
each performance obligation
is satisfied.

Airbus has only one performance obligation—to
deliver airplanes to British Airways. If Airbus also
agreed to maintain the planes, a separate
performance obligation is recorded for this promise.

Transaction price is the amount of consideration that
a company expects to receive from a customer in
»  exchange for transferring a good or service. In this
case, the transaction price is straightforward—it is
€100 million.

In this case, Airbus has only one performance
obligation—to deliver airplanes to British Airways.

Airbus recognizes revenue of €100 million for the
sale of the airplanes to British Airways when it
satisfies its performance obligation—the delivery of
the airplanes to British Airways.

"The framework shown in Illustration 1.10 is based on the recent standard on revenue recognition. The new
guidance establishes the principles to report useful information about the nature, timing, and uncertainty of
revenue from contracts with customers.
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more difficult, as when a performance obligation is satisfied over time or multiple perfor-
mance obligations are involved. We will revisit the five steps of revenue recognition in more
detail in Chapters 3, 6, 7, 12, and 17.

Expense Recognition Principle

Expenses are defined as outflows or other “using up” of assets or incurring of liabilities during
a period as a result of delivering or producing goods and/or performing services. It follows
then that recognition of expenses is related to net changes in assets and earning revenues. In
practice, the approach for recognizing expenses is, “Let the expense follow the revenues.” This
approach is the expense recognition principle.

« Companies recognize expenses not when they pay wages or make a product, but when
the work (service) or the product actually contributes to revenue. Thus, companies tie
expense recognition to revenue recognition.

« That is, by matching efforts (expenses) with accomplishment (revenues), the expense
recognition principle is implemented in accordance with the definition of an expense.'

Some costs, however, are difficult to associate with revenue. As a result, some other approach
must be developed. Often, companies use a “rational and systematic” allocation policy to
apply the expense recognition principle. This type of expense recognition involves assump-
tions about the benefits that a company receives as well as the cost associated with those
benefits. For example, a company like Nokia (FIN) allocates the cost of equipment over all
of the accounting periods during which it uses the asset because the asset contributes to the
generation of revenue throughout its useful life.

Companies charge some costs to the current period as expenses (or losses) simply because
they cannot determine a connection with revenue. Examples of these types of costs are offi-
cers’ salaries and other administrative expenses. Costs are generally classified into two groups:
product costs and period costs.

Product costs, such as material, labor, and overhead, attach to the product. Companies
carry these costs into future periods if they recognize the revenue from the product in subse-
quent periods.

Period costs, such as officers’ salaries and other administrative expenses, attach to the
period. Companies charge off such costs in the immediate period, even though benefits asso-
ciated with these costs may occur in the future. Why? Because companies cannot determine a
direct relationship between period costs and revenue.

INlustration 1.11 summarizes these expense recognition procedures.

Type of Cost Relationship Recognition

Product costs: Direct relationship between Recognize in period of revenue

« Material cost and revenue. (matching).

« Labor

« Overhead
Period costs: No direct relationship Expense as incurred.

« Salaries between cost and

« Administrative costs revenue.

Full Disclosure Principle
Consider the following questions.

« Should a company have to disclose that its CEO has the coronavirus?
« Should a company be required to disclose its level of political spending?

« Should a company be required to disclose its level of diversity in its board of directors?

>This approach is commonly referred to as the matching principle. However, there is much debate about the
conceptual validity of the matching principle. A major concern is that matching permits companies to defer
certain costs and treat them as assets on the balance sheet. In fact, these costs may not have future benefits.
If abused, this principle permits the balance sheet to become a “dumping ground” for unmatched costs.

Illustration 1.11 Expense
Recognition Procedures for
Product and Period Costs
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Answers to questions like these are difficult as they do not directly affect a specific asset, lia-
bility, revenue, or expense. But non-disclosure may have a significant effect on the financial
reports from a longer-term point of view.

In deciding what information to report, companies follow the general practice of providing
information that is of sufficient importance to influence the judgment and decisions of an
informed user. Often referred to as the full disclosure principle, this practice recognizes
that the nature and amount of information included in financial reports reflects a series of
judgmental trade-offs. These trade-offs strive for

1. sufficient detail to disclose matters that make a difference to users, yet

2. sufficient condensation to make the information understandable, keeping in mind
costs of preparing and using it.

Disclosure is not a substitute for proper accounting. As a former chief accountant of the U.S.
SEC noted, “Good disclosure does not cure bad accounting any more than an adjective or
adverb can be used without, or in place of, a noun or verb.”

Users find information about financial position, income, cash flows, and investments in
one of three places:

1. Within the main body of financial statements.
2. In the notes to those statements.

3. As supplementary information.

Financial Statements Aswe discussed earlier, the financial statements are the balance
sheet, income statement, statement of cash flows, and statement of stockholders’ equity. They
are a structured means of communicating financial information. To be recognized in the main
body of financial statements, an item should meet the definition of an element, be mea-
surable with sufficient certainty, and be relevant and reliable.

Notes to the Financial Statements Notes to financial statements generally
amplify or explain the items presented in the main body of the statements. If the main body
of the financial statements gives an incomplete picture of the performance and position of the
company, the notes should provide the additional information needed.

« Information in the notes does not have to be quantifiable, nor does it need to qualify as
an element.

« Notes can be partially or totally narrative.

Examples of notes include descriptions of the accounting policies and methods used in mea-
suring the elements reported in the statements, explanations of uncertainties and contingen-
cies, and statistics and details too voluminous for presentation in the financial statements. The
notes can be essential to understanding the company’s performance and position.

Supplementary Information Supplementary information may include details or
amounts that present a different perspective from that adopted in the financial statements. It
may be quantifiable information that is high in relevance but low in reliability. For example,
oil and gas companies typically provide information on proven reserves as well as the related
discounted cash flows.

Supplementary information may also include management’s explanation of the financial
information and its discussion of the significance of that information. For example, many
business combinations have produced financing arrangements that demand new accounting
and reporting practices and principles. In each of these situations, the same problem must be
faced: making sure the company presents enough information to ensure that the reasonably
prudent investor will not be misled.'®

'%To provide guidance for management disclosures, the IASB issued an IFRS practice statement entitled
“Management Commentary—A Framework for Presentation.” The IASB notes that this practice statement
is neither an IFRS nor part of the Conceptual Framework. However, the guidance is issued on the basis that
management commentary meets the definition of other financial reporting as referenced in the Conceptual
Framework.
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Cost Constraint

In providing information with the qualitative characteristics that make it useful, companies
must consider an overriding factor that limits (constrains) the reporting. This is referred to as
the cost constraint. That is, companies must weigh the costs of providing the information
against the benefits that can be derived from using it. Rule-making bodies and governmen-
tal agencies use cost-benefit analysis before making final their informational requirements.
In order to justify requiring a particular measurement or disclosure, the benefits perceived to
be derived from it must exceed the costs perceived to be associated with it. [19]

A company executive made the following remark to a standard-setter about a proposed rule:
“In all my years in the financial arena, I have never seen such an absolutely ridiculous proposal. . . .
To dignify these ‘actuarial’ estimates by recording them as assets and liabilities would be virtu-
ally unthinkable except for the fact that the FASB has done equally stupid things in the past. . . .
For God’s sake, use common sense just this once.”V’ Although extreme, this remark indicates
the frustration expressed by members of the business community about accounting standard-
setting, and whether the benefits of a given pronouncement exceed the costs.

The difficulty in cost-benefit analysis is that the costs and especially the benefits are not
always evident or measurable. There are several types of costs associated with providing
information:

« Collecting, processing, and disseminating information.
« Auditing information.

« Potential litigation caused by disclosure.

« Disclosure to competitors.

« Analyzing and interpreting information.

However, benefits to preparers may include greater management control and access to capital
at a lower cost. Users may receive better information for allocation of resources, tax assess-
ment, and rate regulation. As noted earlier, benefits are generally more difficult to quantify
than are costs.

The implementation of the provisions of the Sarbanes-Oxley Act in the United States illustrates
the challenges in assessing costs and benefits of standards. One study estimated the increased
costs of complying with the new internal-control standards related to the financial reporting
process to be an average of $7.8 million per company. However, the study concluded that
“. .. quantifying the benefits of improved more reliable financial reporting is not fully possible.”**

Despite the difficulty in assessing the costs and benefits of its rules, the IASB attempts to
determine that each proposed pronouncement will fill a significant need and that the costs
imposed to meet the standard are justified in relation to the overall benefits of the resulting
information. In addition, they seek input on costs and benefits as part of their due process.

X i g e M ELWCTCl Let's Be Prudent

ing prudent or conservative can lead to bias in the reported  information.

"“Decision-Usefulness: The Overriding Objective,” FASB Viewpoints (October 19, 1983), p. 4.

8Charles Rivers and Associates, “Sarbanes-Oxley Section 404: Costs and Remediation of Deficiencies,”
letter from Deloitte and Touche, Ernst and Young, KPMG, and PricewaterhouseCoopers to the U.S. SEC
(April 11, 2005).

Historically, it has been an acceptable practice to invoke the  financial position and financial performance. In fact, intro-
additional constraint of prudence or conservatism as a jus-  ducing biased understatement of assets (or overstatement
tification for an accounting treatment under conditions of  of liabilities) in one period frequently leads to overstating
uncertainty. Prudence or conservatism means the exercise  financial performance in later periods—a result that cannot
of caution when making decisions under conditions of uncer-  be described as prudent. This is inconsistent with neutrality,
tainty. However, the Conceptual Framework, when updated ~ which encompasses freedom from bias. Accordingly, the Con-
in 2010, indicated that prudence or conservatism is generally ~ ceptual Framework issued in 2010 did not include prudence
in conflict with the quality of neutrality. This is because be-  or conservatism as desirable qualities of financial reporting
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The IASB heard many calls to bring prudence back into
the Conceptual Framework, arguing that prudence is one of
the most important tenets of accounting. The IASB was per-
suaded by arguments that prudence can actually help achieve
neutrality when selecting and applying accounting policies.
As a result, the TIASB reintroduced the term “prudence,”
describing it in the 2018 Conceptual Framework as “cau-
tious prudence,” which it says is “the exercise of caution

The Board hoped that would satisfy stakeholders. “The previ-
ous conceptual framework led a lot of people to believe that
the Board did not think prudence to be important,” said Hans
Hoogervorst, IASB Chair. “And I think in the new conceptual
framework, that confusion will be gone.”

Sources: Peter Hogarth, “Dear Prudence,” PricewaterhouseCoopers
blog, pwc.blogs.com/ifrs/2015/06/dear-prudence.html (June 3, 2015);
and H. Hoogervorst, “IASB Completes Revisions to Its Conceptual
Framework,” (IASB, March 29, 2018).

when making judgments under conditions of uncertainty.”

Summary of the Structure

INlustration 1.12 presents the Conceptual Framework for Financial Reporting discussed in
this chapter. It is similar to Illustration 1.6 except that it provides additional information for
each level. We cannot overemphasize the usefulness of this conceptual framework in helping

to understand many of the problem areas that we examine in later chapters.

Recognition, Measurement, and Disclosure Concepts

l

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

Principles
1. Measurement
2. Revenue recognition
3. Expense recognition
4. Full disclosure

Constraint
1. Cost

Third level:
The “how”—
implementation

2. Enhancing qualities

(1) Completeness
(2) Neutrality
(3) Free from error

(1) Comparability

(2) Verifiability

(3) Timeliness

(4) Understandability

Qualitative
Characteristics Elements
1. Fundamental qualities
A. Relevance 1. Assets
(1) Predictive value 2. Liabilities
(2) Confirmatory value 3. Equity
(3) Materiality 4. Income Second level: Bridge
B. Faithful representation 5. Expenses between levels 1 and 3

Objective

Provide information
about the reporting
entity that is useful
to present and potential
equity investors,
lenders, and other
creditors in their
capacity as capital
providers.

First level: The “why”—
purpose of accounting

lllustration 1.12 Conceptual Framework for Financial Reporting




Major Challenges in Financial Reporting 1-31

I N ELCTEN Be Responsible

Kellogg’s (USA) issues an annual corporate responsibility
report, and Patagonia (USA) devotes substantial space on
its website to articulate its views on social responsibility, its
initiatives, and its progress toward its goals. Evidence shows
financial performance corresponds to how well companies
contend with environmental, social and governance
(ESG) issues, and investors have taken note.

Unlike financial information, however, sustainability
disclosures do not need to conform to a set of shared stan-
dards. Kellogg’s and Patagonia may focus their reporting on
vastly different metrics. With over a dozen major reporting

frameworks and standards, businesses can apply the stan-
dards they see fit, making it challenging for investors to com-
pare among companies.

Establishing some uniformity in ESG reporting took a big
step forward in 2020 when the Big Four public accounting
firms developed an international set of metrics for companies
to use. They aim to provide a common set of existing disclo-
sures that lead toward a more coherent, comprehensive glob-
al corporate reporting system. This emphasizes the need and
desire for a uniform set of standards, both for financial and
non-financial reporting.

Major Challenges in Financial Reporting

LEARNING OBJECTIVE 4
Identify the major challenges in the financial reporting environment.

Much is right about international financial reporting. One reason for this success is that
financial statements and related disclosures capture and organize financial information in a
useful and reliable fashion. However, much still needs to be done. Here are some of the major
challenges.

IFRS in a Political Environment

User groups are possibly the most powerful force influencing the development of IFRS. User
groups consist of those most interested in or affected by accounting rules. IFRS is as much a
product of political action as it is of careful logic or empirical findings.

« Various participants in the financial reporting environment may want particular econom-
ic events accounted for or reported in a particular way, and they fight hard to get what
they want. They know that the most effective way to influence IFRS is to participate in
the formulation of these rules or to try to influence or persuade the formulators of them."

« These user groups often target the IASB, to pressure it to change the existing rules and
develop new ones.

« In fact, these pressures have been multiplying. Some influential groups demand that the
accounting profession act more quickly and decisively to solve its problems. Other groups
resist such action, preferring to implement change more slowly, if at all.

IMlustration 1.13 shows the various user groups that apply pressure.

Should there be politics in establishing IFRS for financial accounting and reporting? Why
not? Politics is everywhere: at the office, home, school, church, temple, and mosque. IFRS is
part of the real world, and it cannot escape political pressures.

YHowever, as TASB chairperson Hans Hoogervorst noted, “It is not always obvious what is lobbying by vested
interests and what is public interest feedback whose purpose is to help us deliver a high quality standard.
More often than not the vested interest is packaged in public interest arguments. Sometimes even users do not
want change. Analysts are so much in love with their own models that they do not want our standards to shed
light on complex issues.” See “Strengthening Institutional Relationships,” www.ifrs.org//media/feature/news/
speeches/2013/hans-hoogervorst-wss-september-2013.pdf
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Business entities

Financial community
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Accounting firms

Preparers
(CEQs, CFOs)

IASB <

Academicians Government

Investing public Industry associations

Illustration 1.13 User Groups
That Influence the Formulation IFRS
of Accounting Standards

That is not to say that politics in establishing IFRS is a negative force. Considering the
economic consequences of many accounting rules, special interest groups are expected to
vocalize their reactions to proposed rules.”’ What the Board should not do is issue standards
that are primarily politically motivated. While paying attention to its constituencies, the Board
should base IFRS on sound research and a conceptual framework that has its foundation in
economic reality.

AT T EUCIC Fair Consequences?

No accounting issue better illustrates the economic conse-
quences of accounting than the current debate over the use
of fair value accounting for financial assets. The IASB has
had long-standing standards requiring the use of fair value
accounting for financial assets, such as investments and other
financial instruments. Fair value provides the most relevant
and reliable information for investors about these assets and
liabilities. However, in the wake of the credit crisis of 2008,
some countries, their central banks, and bank regulators
wanted to suspend fair value accounting based on concerns
that use of fair value accounting, which calls for recording sig-
nificant losses on poorly performing loans and investments,
would scare investors and depositors and lead to a “run on
the bank.”

Most notable was the lobbying of then French President
Nicolas Sarkozy in urging his European Union counterparts
to back changes to accounting rules and give banks and
insurers some breathing space amid the market turmoil.

Mr. Sarkozy sought agreement to the new regulations, includ-
ing changes to the mark-to-market accounting rules that have
been blamed for aggravating the crisis. International regula-
tors also have conducted studies of fair value accounting and
its role in the credit crisis. It is clear that political pressure
affected the final standard on financial instruments. The stan-
dard (issued in 2016) permits companies to use amortized cost
instead of fair value for held-for-collection financial assets.
The amortized cost approach was favored by financial institu-
tions with substantial portfolios of held-for-collection finan-
cial assets. These financial institutions applied much pressure
on regulators, noting the dire economic consequences that
might follow if they had to use fair value in reporting on these
financial assets. In short, numbers have consequences.

Source: Adapted from Ben Hall and Nikki Tait, “Sarkozy Seeks EU
Accounting Change,” The Financial Times Limited (September 30,
2008).

*Economic consequences means the impact of accounting reports on the wealth positions of issuers and users
of financial information and the decision-making behavior resulting from that impact. The resulting behavior
of these individuals and groups could have detrimental financial effects on the providers of the financial
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information. See Stephen A. Zeff, “The Rise of ‘Economic Consequences’,” Journal of Accountancy

(December 1978), pp. 56-63.




Major Challenges in Financial Reporting 1-33

The Expectations Gap

Accounting scandals at companies like Parmalat (ITA), Siemens (DEU), and Carillion
(GBR) have attracted the attention of regulators, investors, and the general public. Due to
the size and the number of fraudulent reporting cases, some question whether the account-
ing profession is doing enough. The expectations gap—what the public thinks accountants
should do and what accountants think they can do—is difficult to close.

Although the profession can argue rightfully that accounting cannot be responsible for every
financial catastrophe, it must continue to strive to meet the needs of society. However, efforts
to meet these needs will become more costly to society. The development of highly transparent,
clear, and reliable systems to meet public expectations requires considerable resources.

Financial Reporting Issues

While our reporting model has worked well in capturing and organizing financial information
in a useful and reliable fashion, much still needs to be done, as shown in Illustration 1.14.

Challenge Issue to Be Addressed

Non-financial measurements Financial reports fail to provide some key performance measures widely
used by management, such as customer satisfaction indexes, backlog
information, reject rates on goods purchased, as well as the results of
companies’ sustainability efforts.

Forward-looking information Financial reports fail to provide forward-looking information needed by
present and potential investors and creditors. One individual noted that
financial statements in 2020 should have started with the phrase, “Once upon
atime,” to signify their use of historical cost and accumulation of past events.

Soft assets Financial reports are focused on hard assets (inventory, plant assets) but fail
to provide much information about a company’s soft assets (intangibles). The
best assets are often intangible. Consider Microsoft’s (USA) know-how and
market dominance, Walmart’s (USA) expertise in supply chain management,
and Procter & Gamble’s (USA) brand image.

Timeliness Companies only prepare financial statements quarterly and provide audited
financials annually. Little to no real-time financial statement information is
available.

Understandability Investors and market regulators are raising concerns about the complexity

lllustration 1.14 Financial
Reporting Challenges

and lack of understandability of financial reports.

We believe each of these challenges must be met for the accounting profession to provide
the type of information needed for an efficient capital allocation process. We are confident
that changes will occur, based on these positive signs:

« Companies are voluntarily disclosing information deemed relevant to inves-
tors. Often, such information is non-financial. For example, banking companies
now disclose data on loan growth, credit quality, fee income, operating efficiency, cap-
ital management, and management strategy. Increasingly, companies are preparing
reports on their sustainability efforts by reporting such information as water use and
conservation, carbon impacts, and labor practices. In some cases, “integrated reports”
are provided, which incorporate sustainability reports into the traditional annual
report, leading some to call for standards for sustainability reporting.

« Most companies publish their annual reports in several formats on the Inter-
net. The most innovative companies offer sections of their annual reports in a format
that the user can readily manipulate, such as in an electronic spreadsheet format. Com-
panies also format their financial reports using eXtensible Business Reporting Language
(XBRL), which permits quicker and lower-cost access to their financial information.

» More accounting standards now require the recording or disclosing of fair value
information. For example, companies either record investments in shares and
bonds, debt obligations, and derivatives at fair value, or companies show information
related to fair values in the notes to the financial statements.
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LGEW R WA= (I Big Data for Big Decisions

Accounting software systems collect vast amounts of data becoming increasingly common at virtually all types of
about a company’s economic events as well as its suppliers companies.

and customers. With financial information delivered in a fully
digital format, decision-makers are taking advantage of this
wealth of information (big data) by using data analytics.

Changes in these directions will enhance the relevance of financial reporting and provide
useful information to financial statement readers.

+ Data analytics involves analyzing data, often employing  Visit the Analytics in Action Activities section given in the book’s
both software and statistics, to draw inferences. product page on www.wiley.com, which includes Excel-based

« As both data access and analytical software improve,  problems with data sets, to see the relevance and application of
the use of data analytics to support decisions is  data analytics to intermediate accounting topics.

Data analytics often employs software and statistics to make
inferences and make more informed business decisions.

Ethics in the Environment of
Financial Accounting

A noted commentator on the subject of accounting ethics observed, “Based on my experience,
new graduates tend to be idealistic . . . thank goodness for that! Still it is very dangerous to think
that your armor is all in place and say to yourself, ‘T would have never given in to that.’ The
pressures don’t explode on us; they build, and we often don’t recognize them until they have us.”

These observations are particularly appropriate for anyone entering the business world.
In accounting, as in other areas of business, we frequently encounter ethical dilemmas. Some
of these dilemmas are simple and easy to resolve. However, many are not, requiring difficult
choices among allowable alternatives. Consider these examples:

« Companies that concentrate on “maximizing the bottom line,” “facing the challenges of
competition,” and “stressing short-term results” place accountants in an environment of
conflict and pressure.

« Basic questions such as, “Is this way of communicating financial information good or
bad?” “Is it right or wrong?” and “What should I do in the circumstance?” cannot always
be answered by simply adhering to IFRS or following the rules of the profession.

« Technical competence is not enough when encountering ethical decisions.

2

Doing the right thing is not always easy or obvious. The pressures “to bend the rules,” “to play
the game,” or “to just ignore it” can be considerable. For example, “Will my decision affect my
job performance negatively?” “Will my superiors be upset?” and “Will my colleagues be unhappy
with me?” are often questions businesspeople face while making a tough ethical decision. The
decision is more difficult because there is no comprehensive ethical system to provide guidelines.

Time, job, client, personal, and peer pressures can complicate the process of ethical sensi-
tivity and selection among alternatives. Throughout this text, we present ethical considerations
to help sensitize you to the type of situations you may encounter in the performance of your pro-
fessional responsibility. As Warren Buffet noted, “A word of caution as you go through life—It
takes 20 years to build a reputation and five minutes to lose it. If you think about that, you will
do things differently.”

International Convergence

As discussed in the opening story, convergence to a single set of high-quality financial report-
ing standards is desirable. Here are some examples of how convergence is occurring:

1. China is reforming its financial reporting system through an approach called a continuous
convergence process. The goal is to eliminate differences between its standards and IFRS.
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2. Japan now permits the use of IFRS for domestic companies. The number of companies
electing to use IFRS is expected to increase substantially in the near future.

3. The IASB and the FASB (of the United States) worked together for years to converge
their standards. The two Boards issued standards on revenue recognition, financial in-
struments, and lease accounting, which mark the end of the Boards’ formal convergence
project. Although the IASB and FASB standards in these three areas are similar, there are

significant differences as well.?'

4. Recently, Malaysia was instrumental in helping to amend the accounting for agricultural

assets.

5. Italy’s standard-setting group has provided advice and counsel on the accounting for busi-

ness combinations under common control.

In addition, U.S. and European regulators have agreed to recognize each other’s standards
for listing on the various world securities exchanges. As a result, costly reconciliation require-
ments have been eliminated, which should lead to greater comparability and transparency.
Because international accounting issues are so important, we provide in each chapter of this
textbook Global Accounting Insights, which highlight non-IFRS standards, mostly those
from the United States. This feature will help you to understand the changes that are tak-
ing place in the financial reporting area as we move toward converged global accounting

standards.

LTI ([ M ELWCTEl Can You Do That?

One of the more difficult issues related to convergence and
international accounting standards is that countries have dif-
ferent cultures and customs. For example, the former chair of
the TASB explained it this way regarding Europe:

“In the U.K. everything is permitted unless it is prohibit-
ed. In Germany, it is the other way around; everything is
prohibited unless it is permitted. In the Netherlands, every-
thing is prohibited even if it is permitted. And in France,

everything is permitted even if it is prohibited. Add in coun-
tries like Japan, the United States, and China, it becomes
very difficult to meet the needs of each of these countries.”

With this diversity of thinking around the world, it is under-
standable why accounting convergence has been so elusive.

Source: Sir D. Tweedie, “Remarks at the Robert P. Maxon Lectureship,”
George Washington University (April 7, 2010).

Conclusion

International financial reporting continues to evolve. A number of convergence projects
are already completed and differences eliminated. However, as one international regulator
indicates, “the ultimate question remains whether IFRS will in fact function as the single set
of high-quality, global accounting standards that the world has been seeking for so long. At
least, when it comes to satisfying investors’ concerns, there is no question of the attractiveness
of the promise of a truly global accounting standard. The only real question is not whether this
is good for investors, but how quickly both the accounting standards and the process by which
they are established and developed can be globally recognized as world-class.”

“I'The chairperson of the IASB recently noted that the notion of the United States embracing IFRS is politically
dead. The IASB is now taking the position that it will attempt both to avoid divergence and to favor convergence
between IFRS and U.S. GAAP wherever possible. Staying converged can be challenging, as illustrated by the
Boards’ deliberations on sustainability reporting and the accounting for goodwill. In the case of goodwill, the
FASB has floated the idea of allowing companies to amortize goodwill (and avoid the cost of annual impairment
testing). The IASB has been opposed to such an approach. See M. Cohn, “Sustainability Standards Seen as Too
Fragmented,” www.accountingtoday.com/news/sustainability-standards-seen-as-too-fragmented (October 17,
2019); and M. Mauer, “U.S., International Accounting Rule Makers Differ on Goodwill Amortization,” Wall

Street Journal (October 17, 2019).
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1 Describe the global financial markets, major
standard-setting bodies, and the meaning of
International Financial Reporting Standards (IFRS).

The objective of general-purpose financial reporting is to provide fi-
nancial information about the reporting entity that is useful to present
and potential equity investors, lenders, and other creditors in decisions
about providing resources to the entity through equity investments
and loans or other forms of credit. Information that is decision-useful
to investors may also be helpful to other users of financial reporting
who are not investors.

To achieve this objective, the accounting profession has attempted
to develop a set of standards that is generally accepted and uni-
versally practiced. Without this set of standards, each company would
have to develop its own standards. Readers of financial statements
would have to familiarize themselves with every company’s peculiar
accounting and reporting practices. As a result, it would be almost
impossible to prepare statements that could be compared.

The International Organization of Securities Commissions
(IOSCO) does not set accounting standards but is dedicated to en-
suring that the global markets can operate in an efficient and effec-
tive manner. The International Accounting Standards Board
(IASB) is the leading international accounting standard-setting or-
ganization. Its mission is to develop, in the public interest, a single
set of high-quality and understandable International Financial
Reporting Standards (IFRS) for general-purpose financial state-
ments. Standards issued by the IASB have been adopted by over 149
jurisdictions (similar to countries) worldwide, and all publicly traded
European companies must use IFRS.

IFRS is comprised of (a) International Financial Reporting
Standards, (b) International Accounting Standards, and (c) interpre-
tations issued by the IFRS Interpretations Committee or the for-
mer Standing Interpretations Committee (SIC). In the absence of a

standard or an interpretation, other accounting literature, including
that contained in the Conceptual Framework for Financial Reporting
and recent pronouncements of other standard-setting bodies that use
a similar conceptual framework, can be applied.

2 Describe the components and usefulness of the
conceptual framework, and identify the qualitative
characteristics of accounting information and the

basic elements of financial statements.

The accounting profession needs a conceptual framework to (1) build
on and relate to an established body of concepts and objectives,
(2) provide a framework for solving new and emerging practical
problems, (3) increase financial statement users’ understanding of
and confidence in financial reporting, and (4) enhance comparabil-
ity among companies’ financial statements. Concepts that relate to
financial reporting for business enterprises provide the basis for the
conceptual framework. They include objectives, qualitative character-
istics, and elements. In addition, measurement and recognition con-
cepts are developed.

Objective of financial reporting. The objective of general-
purpose financial reporting is to provide financial information about
the reporting entity that is useful to present and potential equity
investors, lenders, and other creditors in making decisions about
providing resources to the entity. Those decisions involve buying, sell-
ing, or holding equity and debt instruments, and providing or settling
loans and other forms of credit. Information that is decision-useful to
capital providers may also be helpful to other users of financial report-
ing who are not capital providers.

The overriding criterion by which accounting choices can be judged
is decision-usefulness—that is, providing information that is most
useful for decision-making. Relevance and faithful representation are
the two fundamental qualities that make information decision-useful.
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Relevant information makes a difference in a decision by having pre-
dictive or confirmatory value and is material. Faithful representation
is characterized by completeness, neutrality, and being free from error.

Enhancing qualities of useful information are (1) comparability,
(2) verifiability, (3) timeliness, and (4) understandability.

Elements of financial statements. The basic elements of finan-
cial statements are (1) assets, (2) liabilities, (3) equity, (4) income, and
(5) expenses. We define these elements in the “Elements of Financial
Statements” box in the chapter.

3 Discuss the basic assumptions and principles
of accounting.

Five basic assumptions underlying financial accounting are as fol-
lows. (1) Economic entity: The activity of a company can be kept
separate and distinct from its owners and any other business unit. (2)
Going concern: Without information to the contrary, the company
will have a long life. (3) Monetary unit: Money is the common de-
nominator by which economic activity is conducted, and the mone-
tary unit provides an appropriate basis for measurement and analysis.
(4) Periodicity: The economic activities of a company can be divided
into artificial time periods. (5) Accrual basis: Transactions that
change a company’s financial statements are recorded in the periods
in which the events occur, rather than when cash is paid or received.

The principles underlying accounting are as follows. (1) Meas-
urement principle: IFRS permits the use of historical cost, fair
value, and other valuation bases. Although the historical cost prin-
ciple (measurement based on acquisition price) continues to be an
important basis for valuation, recording and reporting of fair value

Practice Problems

information is increasing. (2) Revenue recognition principle:
A company generally recognizes revenue when it satisfies a perfor-
mance obligation. (3) Expense recognition principle: As a general
rule, companies recognize expenses when the service or the product
actually makes its contribution to revenue (commonly referred to as
matching). (4) Full disclosure principle: Companies generally
provide information that is of sufficient importance to influence the
judgment and decisions of an informed user. (5) Cost constraint:
The cost of providing the information must be weighed against the
benefits that can be derived from using the information.

4 |dentify the major challenges in the financial
reporting environment.

Challenges include (1) the development of IFRS in a political
environment; (2) the expectations gap; (3) financial reporting
issues related to key performance measures widely used by man-
agement, forward-looking information needed by investors and
creditors, sufficient information on a company’s soft assets (intan-
gibles), real-time financial information, including fair values, and
easy-to-comprehend information; (4) ethics in accounting; and
(5) international convergence.

Enhanced Review and Practice

Go online for multiple-choice questions with solutions, review
exercises with solutions, and a full glossary of all key terms.

1. At the completion of Teo NV’s audit, the president, Judy Teo, asks about the meaning of the
phrase “in conformity with IFRS” that appears in your audit report on the management’s finan-
cial statements. Judy observes that the meaning of the phrase must include something more and
different than what she thinks of as “standards.” Judy is curious about the pronouncements that
are encompassed in IFRS and wonders, if there are different types of pronouncements, which are

more authoritative than others?

Instructions

a. Describe the pronouncements that comprise IFRS.

b. Explain to Judy how a company determines which type of pronouncement takes precedence
when deciding the recognition, valuation, and disclosure related to a particular transaction.

Solution
a. The IASB issues three major types of pronouncements:
1. International Financial Reporting Standards.
2. Conceptual Framework for Financial Reporting.

3. International Financial Reporting Standards Interpretations.

IASB standards are financial accounting standards issued by the IASB and are referred to as
International Financial Reporting Standards (IFRS). The Conceptual Framework for Financial
Reporting sets forth the fundamental objective and concepts that the Board uses in developing
accounting standards that will serve as tools for solving existing and emerging problems in a

consistent manner.

b. The hierarchy of IFRS to determine what recognition, valuation, and disclosure requirements should

be used is:

1. International Financial Reporting Standards, including International Accounting Standards, and
interpretations from the International Financial Reporting Standards Interpretations Committee.
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2. If not addressed in 1., refer to IFRS Concepts Statements.

3. If not addressed in 1. and 2., refer to pronouncements of other standard-setting bodies that use a
similar conceptual framework (e.g. U.S. GAAP).

Any company indicating that it is preparing its financial statements in conformity with IFRS must
comply with the standards and interpretations.

2. Meadow plc has hired you to review its accounting records prior to the closing of the revenue and
expense accounts as of December 31, the end of the current fiscal year. The following information
comes to your attention.

1. During the current year, Meadow plc changed its policy in regard to expensing purchases of
small tools. In the past, it had expensed these purchases because they amounted to less than
2% of net income. Now, the president has decided that the company should follow a policy of
capitalization and subsequent depreciation. It is expected that purchases of small tools will
not fluctuate greatly from year to year.

2. The company constructed a warehouse at a cost of £1,000,000. It had been depreciating the
asset on a straight-line basis over 10 years. In the current year, the controller doubled depreci-
ation expense because the replacement cost of the warehouse had increased significantly.

3. When the statement of financial position was prepared, the preparer omitted detailed infor-
mation as to the amount of cash on deposit in each of several banks. Only the total amount of
cash under the caption “Cash in banks” was presented.

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

5. For a number of years, the company used the FIFO method for inventory valuation purposes.
During the current year, the president noted that all the other companies in the industry had
switched to the average-cost method. The company decided not to switch to average-cost be-
cause net income would decrease £830,000.

Instructions

State whether or not you agree with the decisions made by Meadow plc. Support your answers with
reference, whenever possible, to the generally accepted principles, assumptions, and cost constraint
applicable in the circumstances.

Solution

1. From the facts, it is difficult to determine whether to agree or disagree. Consistency, of course, is
violated in this situation although its violation may not be material. Furthermore, the change of
accounting policies regarding the treatment of small tools cannot be judged good or bad but would
depend on the circumstances. In this case, it seems that the result will be approximately the same
whether the company capitalizes and expenses, or simply expenses each period, since the purchases
are fairly uniform. Perhaps from a cost standpoint (expediency), it might be best to continue the
present policy rather than become involved in detailed depreciation schedules, assuming that pur-
chases remain fairly uniform. On the other hand, the president may believe there is a significant
unrecorded asset that should be shown on the statement of financial position. If such is the case,
capitalization and subsequent depreciation would be more appropriate.

2. Disagree. At the present time, accountants do not recognize price level or current value adjustments
in the accounts. Hence, unless the controller is proposing use of revaluation accounting for all ware-
houses, it is misleading to deviate from the historical cost principle because conjecture or opinion
can take place. Also, depreciation is not so much a matter of valuation as it is a means of cost
allocation. Assets are not depreciated on the basis of a decline in their fair value. Rather, they are
depreciated on the basis of a systematic charge of expired cost against revenues.

3. Agree. The full disclosure principle recognizes that reasonable condensation and summarization of
the details of a company’s operations and financial position are essential to readability and compre-
hension. Thus, in determining what is full disclosure, the accountant must decide whether omission
will mislead readers of the financial statements. Generally, companies present only the total amount
of cash on a statement of financial position unless some special circumstance is involved (such as
a possible restriction on the use of the cash). In most cases, however, the company’s presentation
would be considered appropriate and in accordance with the full disclosure principle.
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4. Disagree. The historical cost principle indicates that companies account for assets and liabilities on
the basis of cost. If sales value were selected, for example, it would be extremely difficult to estab-
lish an appraisal value for the given item without selling it. Note, too, that the revenue recognition
principle provides guidance on when revenue should be recognized. Revenue should be recognized
when the performance obligation is satisfied. In this case, the revenue was not recognized because
the critical event for satisfying the performance obligation, “sale of the land with transfer to the

buyer,” had not occurred.

5. From the facts, it is difficult to determine whether to agree or disagree with the president. The presi-
dent’s approach is not a violation of any principle. Consistency requires that accounting entities give
accountable events the same accounting treatment from period to period for a given business enter-
prise. It says nothing concerning consistency of accounting principles among business enterprises.
From a comparability viewpoint, it might be useful to report the information on an average-cost

basis. But, as indicated above, there is no requirement to do so.

Questions

1. What is happening to world markets, and what are the implica-
tions for financial reporting?

2. Differentiate broadly between financial accounting and manage-
rial accounting.

3. What are the major financial statements, and what is the differ-
ence between financial statements and financial reporting?

4. How does accounting help in the capital allocation process?

5. What is the benefit of a single set of high-quality accounting stand-
ards?

6. What are the two key organizations in the development of inter-
national accounting standards? Explain their role.

7. What is IOSCO?
8. What is the mission of the IASB?
9. What is the purpose of the Monitoring Board?

10. How are IASB preliminary views and IASB exposure drafts
related to TASB standards?

11. What is a conceptual framework? Why is a conceptual framework
necessary in financial accounting?

12. What is the primary objective of financial reporting?

13. Does management stewardship have a role in the objective of
financial reporting? Explain.

14. What is meant by the term “qualitative characteristics of account-
ing information”?

15. Briefly describe the two fundamental qualities of useful account-
ing information.

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

17. Your friend (not an accounting major) thinks that prudence in
the Conceptual Framework means being conservative. Do you agree?
Explain.

18. What are the enhancing qualities of the qualitative characteris-
tics? What is the role of enhancing qualities in the Conceptual Frame-
work?

19. According to the Conceptual Framework, the objective of finan-
cial reporting for business enterprises is based on the needs of the
users of financial statements. Explain the level of sophistication that
the TASB assumes about the users of financial statements.

20. What is the distinction between comparability and consistency?

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

22. What are the basic elements of the Conceptual Framework?
Briefly describe the relationship between the “moment in time” and
“period of time” elements.

23. What are the five basic assumptions that underlie the financial
accounting structure?

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

a. This practice is based on the accounting assumption that the life
of the business consists of a series of time periods and that it is
possible to measure accurately the results of operations for each
period. Comment on the validity and necessity of this assump-
tion.

b. What has been the effect of this practice on accounting? What
is its relation to the accrual basis of accounting? What influence
has it had on accounting entries and practices?

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

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

27. Briefly describe the three bases for measuring current value.

28. What is the definition of fair value?

29. What is the fair value option? Explain how use of the fair value
option reflects application of the fair value principle.

30. Briefly describe the fair value hierarchy.

31. Explain the revenue recognition principle.

32. Whatis a performance obligation, and how is it used to determine
when revenue should be recognized?

33. What are the five steps used to determine the proper time to rec-
ognize revenue?

34. Selane Eatery operates a catering service specializing in business
luncheons for large companies. Selane requires customers to place
their orders 2 weeks in advance of the scheduled events. Selane bills
its customers on the 10th day of the month following the date of
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service and requires that payment be made within 30 days of the bill-
ing date. Conceptually, when should Selane recognize revenue related
to its catering service?

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

36. Three expense recognition methods (associating cause and effect,
systematic and rational allocation, and immediate recognition) were
discussed in the chapter under the expense recognition principle.
Indicate the basic nature of each of these expense recognition methods
and give two examples of each.

37. Under what conditions should an item be recognized in the finan-
cial statements?

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

39. In January 2026, Janeway AG doubled the amount of its outstand-
ing shares by selling an additional 10,000 shares to finance an expansion
of the business. You propose that this information be shown by a foot-
note to the statement of financial position as of December 31, 2025. The
president objects, claiming that this sale took place after December 31,
2025, and, therefore, should not be shown. Explain your position.

40. Describe the major constraint inherent in the presentation of
accounting information.

Exercises

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

42. The treasurer of Landowska Co. has heard that conservatism is a
doctrine that is followed in accounting and, therefore, proposes that
several policies be followed that are conservative in nature. State your
opinion with respect to each of the policies listed.

a. The company gives a 2-year warranty to its customers on all
products sold. The estimated warranty costs incurred from this
year’s sales should be entered as an expense this year instead of
an expense in the period in the future when the warranty is made
good.

b. When sales are made on account, there is always uncertainty
about whether the accounts are collectible. Therefore, the trea-
surer recommends recording the sale when the cash is received
from the customers.

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

43. What is the “expectations gap”? What is the profession doing to
try to close this gap?

44. What are some of the major challenges facing the accounting pro-
fession?

E1l.1 (LO 2) (Usefulness, Objective of Financial Reporting) Indicate whether the following state-
ments about the Conceptual Framework are true or false. If false, provide a brief explanation supporting

your position.

1. Accounting rule-making that relies on a body of concepts will result in useful and consistent pro-

nouncements.

2. General-purpose financial reports are most useful to company insiders in making strategic business

decisions.

3. Accounting standards based on individual conceptual frameworks generally will result in consistent
and comparable accounting reports.

4. Capital providers are the only users who benefit from general-purpose financial reporting.

5. Accounting reports should be developed so that users without knowledge of economics and busi-
ness can become informed about the financial results of a company.

6. The objective of financial reporting is the foundation from which the other aspects of the framework
logically result.

E1.2 (LO 2) (Usefulness, Objective of Financial Reporting, Qualitative Characteristics) Indi-
cate whether the following statements about the Conceptual Framework are true or false. If false, provide
a brief explanation supporting your position.

1. The fundamental qualitative characteristics that make accounting information useful are relevance
and verifiability.

2. Relevant information has predictive value, confirmatory value, or both.
3. Conservatism, a prudent reaction to uncertainty, is considered a constraint of financial reporting.

4. Information that is a faithful representation is characterized as having predictive or confirmatory
value.

5. Comparability pertains only to the reporting of information in a similar manner for different com-
panies.

6. Verifiability is solely an enhancing characteristic for faithful representation.
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7. In preparing financial reports, it is assumed that users of the reports have reasonable knowledge of
business and economic activities.

E1.3 (LO 2) m (Qualitative Characteristics) The Conceptual Framework identifies
the qualitative characteristics that make accounting information useful. Presented below are a number
of questions related to these qualitative characteristics and underlying constraint.

1. What is the quality of information that enables users to confirm or correct prior expectations?
2. Identify the overall or pervasive constraint developed in the Conceptual Framework.

3. A noted accountant once remarked, “If it becomes accepted or expected that accounting principles
are determined or modified in order to secure purposes other than economic measurement, we
assume a grave risk that confidence in the credibility of our financial information system will be
undermined.” Which qualitative characteristic of accounting information should ensure that such a
situation will not occur? (Do not use faithful representation.)

4. Muruyama Group switches from FIFO to average-cost and then back to FIFO over a 2-year period.
Which qualitative characteristic of accounting information is not followed?

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

6. What are the two fundamental qualities that make accounting information useful for decision-
making?

7. Watteau Inc. does not issue its first-quarter report until after the second quarter’s results are
reported. Which qualitative characteristic of accounting is not followed? (Do not use relevance.)

8. Predictive value is an ingredient of which of the two fundamental qualities that make accounting
information useful for decision-making purposes?

9. Duggan, Inc. is the only company in its industry to depreciate its plant assets on a straight-line basis.
Which qualitative characteristic of accounting information may not be present?

10. Nadal Company has attempted to determine the replacement cost of its inventory. Three different
appraisers arrive at substantially different amounts for this value. The president, nevertheless,
decides to report the middle value for external reporting purposes. Which qualitative characteristic
of information is lacking in these data? (Do not use reliability or representational faithfulness.)

E1.4 (LO 2) (Qualitative Characteristics) The qualitative characteristics that make accounting
information useful for decision-making purposes are as follows.

Relevance Neutrality Verifiability
Faithful representation Completeness Understandability
Predictive value Timeliness Comparability
Confirmatory value Materiality Free from error

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

a. Qualitative characteristic being displayed when companies in the same industry are using the same
accounting principles.

. Quality of information that confirms users’ earlier expectations.

. Imperative for providing comparisons of a company from period to period.

. Ignores the economic consequences of a standard or rule.

. Requires a high degree of consensus among individuals on a given measurement.
. Predictive value is an ingredient of this fundamental quality of information.

. Four qualitative characteristics that enhance both relevance and faithful representation.
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. An item is not reported because its effect on income would not change a decision.
i. Neutrality is a key ingredient of this fundamental quality of accounting information.

. Two fundamental qualities that make accounting information useful for decision-making purposes.

e

k. Issuance of interim reports is an example of what enhancing ingredient?
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E1.5 (LO2) (Elements of Financial Statements) Five interrelated elements that are most directly
related to measuring the performance and financial status of an enterprise are provided below.

Assets Income
Liabilities Expenses
Equity

Instructions

Identify the element or elements associated with the following nine items.

a.
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8.
h.

i.

Obligation to transfer resources arising from a past transaction.

. Increases ownership interest by issuance of shares.

. Declares and pays cash dividends to owners.

. Increases in net assets in a period from non-owner sources.

. Items characterized by service potential or future economic benefit.

. Equals increase in assets less liabilities during the year, after adding distributions to owners and

subtracting investments by owners.
Residual interest in the assets of the enterprise after deducting its liabilities.
Increases assets during a period through sale of product.

Decreases assets during the period by purchasing the company’s own shares.

E1l.6 (LO 3) (Assumptions, Principles, and Constraint) Presented below are the assumptions,
principles, and constraint used in this chapter.
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. Economic entity assumption

. Going concern assumption

. Monetary unit assumption

. Periodicity assumption

. Accrual-basis assumption

. Historical cost principle

. Fair value principle

. Expense recognition principle
. Full disclosure principle

. Revenue recognition principle
11.

Cost constraint

Instructions

Identify by number the accounting assumption, principle, or constraint that describes each situation
below. Do not use a number more than once.

a.
b.
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Allocates expenses to revenues in the proper period.

Indicates that fair value changes subsequent to purchase are not recorded in the accounts. (Do not
use revenue recognition principle.)

. Ensures that all relevant financial information is reported.

. Explains why plant assets are not reported at liquidation value. (Do not use historical cost principle.)
. Generally records revenue at the point of sale.

. Indicates that personal and business record keeping should be separately maintained.

. Separates financial information into time periods for reporting purposes.

. Permits the use of fair value valuation in certain situations.

. Assumes that the yen is the “measuring stick” used to report on financial performance of a Japanese

company.

E1.7 (LO 3) (Assumptions, Principles, and Constraint) Presented below are a number of operational
guidelines and practices that have developed over time.
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Instructions

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

. Fair value changes are not recognized in the accounting records.

. Accounts receivable are recorded for sales on account rather than waiting until cash is received.

. Financial information is presented so that investors will not be misled.

. Intangible assets are capitalized and amortized over periods benefited.

. Brokerage companies use fair value for purposes of valuing financial securities.

. Each enterprise is kept as a unit distinct from its owner or owners.

. All significant post-statement of financial position events are reported.
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. Revenue is recorded at point of sale.

[

. All important aspects of bond indentures are presented in financial statements.
. Rationale for accrual accounting.

. The use of consolidated statements is justified.

. Reporting must be done at defined time intervals.

. An allowance for doubtful accounts is established.

. All payments out of petty cash are charged to Miscellaneous Expense.

. Goodwill is recorded only at time of purchase.
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. Cash received and paid is not the basis used to recognize revenues and expenses.

. A company charges its sales commission costs to expense.
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E1.8 (LO 3) (Full Disclosure Principle) The following facts relate to Weller AG. Assume that no
mention of these facts was made in the financial statements and the related notes.

Instructions
Assume that you are the auditor of Weller AG and that you have been asked to explain the appropriate
accounting and related disclosure necessary for each of these items.
a. The company decided that, for the sake of conciseness, only net income should be reported on the
income statement. Details as to revenues, cost of goods sold, and expenses were omitted.

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

c. Weller has reported its ending inventory at €2,100,000 in the financial statements. No other informa-
tion related to inventories is presented in the financial statements and related notes.

d. The company changed its method of valuing inventories from weighted-average to FIFO. No men-
tion of this change was made in the financial statements.

E1.9 (LO 3) m (Accounting Principles—Comprehensive) Presented below are a
number of business transactions that occurred during the current year for Gonzales SpA.

Instructions

In each of the situations, discuss the appropriateness of the journal entries.

a. The president of Gonzales SpA used his expense account to purchase a new Suburban solely for
personal use. The following journal entry was made.

Miscellaneous Expense 29,000
Cash 29,000

b. Merchandise inventory that cost €620,000 is reported on the statement of financial position at
€690,000, the expected selling price less estimated selling costs. The following entry was made to
record this increase in value.

Inventory 70,000
Sales Revenue 70,000
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c. The company is being sued for €500,000 by a customer who claims damages for personal injury
apparently caused by a defective product. Company attorneys feel extremely confident that the
company will have no liability for damages resulting from the situation. Nevertheless, the company
decides to make the following entry.

Loss from Lawsuit 500,000
Liability for Lawsuit 500,000
d. Because the general level of prices increased during the current year, Gonzales SpA determined that
there was a €16,000 understatement of depreciation expense on its equipment and decided to record
it in its accounts. The following entry was made.
Depreciation Expense 16,000
Accumulated Depreciation—Equipment 16,000
e. Gonzales SpA has been concerned about whether intangible assets could generate cash in case of
liquidation. As a consequence, goodwill arising from a purchase transaction during the current year
and recorded at €800,000 was written off as follows.
Retained Earnings 800,000
Goodwill 800,000

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

Equipment 200,000
Cash 155,000
Sales Revenue 45,000

E1.10 (LO 3) m (Accounting Principles—Comprehensive) The following informa-
tion relates to Wang Group.
Instructions
Comment on the appropriateness of the accounting procedures followed by Wang Group.
a. Depreciation expense on the building for the year was ¥60,000. Because the building was increasing

in value during the year, the controller decided to charge the depreciation expense to retained earn-
ings instead of to net income. The following entry is recorded.

Retained Earnings 60,000
Accumulated Depreciation—Buildings 60,000

b. Materials were purchased on January 1, 2025, for ¥120,000 and this amount was entered in the Mate-
rials account. On December 31, 2025, the materials would have cost ¥141,000, so the following entry
is made.

Inventory 21,000
Gain on Inventories 21,000

c. During the year, the company purchased equipment through the issuance of ordinary shares. The
shares had a par value of ¥135,000 and a fair value of ¥450,000. The fair value of the equipment was
not easily determinable. The company recorded this transaction as follows.

Equipment 135,000
Share Capital 135,000

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

e. An order for ¥61,500 has been received from a customer for products on hand. This order was
shipped on January 9, 2025. The company made the following entry in 2024.

Accounts Receivable 61,500
Sales Revenue 61,500
E1.11 (LO12,3,4) (Financial Reporting and Accounting Standards) Answer the following
multiple-choice questions.
1. IFRS stands for:
a. International Federation of Reporting Services. ~ b. Independent Financial Reporting Standards.

c. International Financial Reporting Standards. d. Integrated Financial Reporting Services.
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10.

. The major key organizations on the international side are the:

a. TASB and IFRS Advisory Council.

b. IOSCO and the U.S. SEC.

c. London Stock Exchange and International Securities Exchange.
d. TASB and IOSCO.

. Which governmental body is most influential in enforcing IFRS?

a. Monitoring Board.

b. I0SCO.

c. IFRS Advisory Council.
d. IFRS Foundation.

. Accounting standard-setters use the following process in establishing international standards:

a. Research, exposure draft, discussion paper, standard.
b. Discussion paper, research, exposure draft, standard.
c. Research, preliminary views, discussion paper, standard.

d. Research, preliminary views, exposure draft, standard.

. IFRS is comprised of:

a. International Financial Reporting Standards and FASB financial reporting standards.

b. International Financial Reporting Standards, International Accounting Standards, and Interna-
tional Accounting Standards Interpretations.

c. International Accounting Standards and International Accounting Standards Interpretations.

d. FASB financial reporting standards and International Accounting Standards.

. The authoritative status of the Conceptual Framework for Financial Reporting is as follows:

a. Itisused when there is no standard or interpretation related to the reporting issues under consid-
eration.

b. Itis not as authoritative as a standard but takes precedence over any interpretation related to the
reporting issue.

c. It takes precedence over all other authoritative literature.

d. It has no authoritative status.

. The objective of financial reporting places most emphasis on:

a. reporting to capital providers.
b. reporting on stewardship.
c. providing specific guidance related to specific needs.

d. providing information to individuals who are experts in the field.

. General-purpose financial statements are prepared primarily for:

a. internal users.
b. auditors.
c. external users.

d. government regulators.

. Economic consequences of accounting standard-setting means:

a. standard-setters must give first priority to ensuring that companies do not suffer any adverse
effect as a result of a new standard.

b. standard-setters must ensure that no new costs are incurred when a new standard is issued.

c. the objective of financial reporting should be politically motivated to ensure acceptance by the
general public.

d. accounting standards can have detrimental impacts on the wealth levels of the providers of
financial information.

The expectations gap is the difference between:

a. what financial information management provides and what users want.

b. what the public thinks accountants should do and what accountants think they can do.

c. what the governmental agencies want from standard-setting and what the standard-setters provide.
d.

what the users of financial statements want from the government and what is provided.
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Concepts for Analysis

CAl.1 (LO 1) (IFRS and Standard-Setting) Presented below are five statements to identify as true
or false. If false, explain why the statement is incorrect.

1. IFRS is the term used to indicate the whole body of IASB authoritative literature.

2. Any company claiming compliance with IFRS must follow most standards and interpretations but
not the disclosure requirements.

3. The primary governmental body that has influence over the IASB is the IFRS Advisory Council.

4. The overriding requirement of IFRS is for the financial statements to give a fair presentation (or true
and fair view).

5. The IASB has a government mandate and therefore does not have to follow due process in issuing an
IFRS.
CAl1l.2 (LO 1) (IFRSand Standard-Setting) Presented below are four statements to identify as true
or false. If false, explain why the statement is incorrect.

1. The objective of financial statements emphasizes a stewardship approach for reporting financial
information.

2. The objective of financial reporting is to prepare a statement of financial position, a statement of
comprehensive income, a statement of cash flows, and a statement of changes in equity.

3. The difference between International Accounting Standards and IFRS is that International Account-
ing Standards are more authoritative.

4. The objective of financial reporting uses an entity rather than a proprietary approach in determining
what information to report.

CAl.3 (LO 2) m (Qualitative Characteristics) Accounting information provides
useful information about business transactions and events. Those who provide and use financial reports
must often select and evaluate accounting alternatives. The Conceptual Framework examines the charac-
teristics of accounting information that make it useful for decision-making. It also points out that various
limitations inherent in the measurement and reporting process may necessitate trade-offs or sacrifices
among the characteristics of useful information.

Instructions

a. Describe briefly the following characteristics of useful accounting information.
1. Relevance. 4. Comparability (consistency).
2. Faithful representation. 5. Neutrality.
3. Understandability.

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

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

CAl.4 (LO3) (Revenue Recognition Principle) After the presentation of your report on the
examination of the financial statements to the board of directors of Piper Publishing, one of the new
directors expresses surprise that the income statement assumes that an equal proportion of the revenue
is earned with the publication of every issue of the company’s magazine. She feels that the “crucial event”
in the process of recognizing revenue in the magazine business is the cash sale of the subscription. She
says that she does not understand why most of the revenue cannot be recognized in the period of the sale.

Instructions

Discuss the propriety of timing the recognition of revenue in Piper Publishing’s accounts with respect to
the following.
a. The cash sale of the magazine subscription.

b. The publication of the magazine every month.
c. Both events, by recognizing a portion of the revenue with the cash sale of the magazine subscription

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

CAl1.5 (LO3) (Expense Recognition Principle) An accountant must be familiar with the concepts
involved in determining earnings of a business entity. The amount of earnings reported for a business
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entity is dependent on the proper recognition, in general, of revenue and expense for a given time period.
In some situations, costs are recognized as expenses at the time of product sale. In other situations, guide-
lines have been developed for recognizing costs as expenses or losses by other criteria.

Instructions

a. Explain the rationale for recognizing costs as expenses at the time of product sale.

b. What is the rationale underlying the appropriateness of treating costs as expenses of a period instead
of assigning the costs to an asset? Explain.

c. In what general circumstances would it be appropriate to treat a cost as an asset instead of as an
expense? Explain.

d. Some expenses are assigned to specific accounting periods on the basis of systematic and rational
allocation of asset cost. Explain the underlying rationale for recognizing expenses on the basis of
systematic and rational allocation of asset cost.

e. Identify the conditions under which it would be appropriate to treat a cost as a loss.
CAl.6 (LO 4) m (Politicization of IFRS) Some accountants have said that politicization
in the development and acceptance of International Financial Reporting Standards (IFRS) is taking
place. Some use the term “politicization” in a narrow sense to mean the influence by governmental agen-
cies, such as the European Union and the U.S. Securities and Exchange Commission, on the development
of IFRS. Others use it more broadly to mean the compromise that results when the bodies responsible
for developing IFRS are pressured by interest groups, businesses through their various organizations,
financial analysts, bankers, lawyers, academics, auditors, and so on.
Instructions

a. What arguments can be raised to support the “politicization” of accounting rule-making?

b. What arguments can be raised against the “politicization” of accounting rule-making?
CA1.7 (LO 3) m (Expense Recognition Principle) Anderson Nuclear Power Plant will be
“mothballed” at the end of its useful life (approximately 20 years) at great expense. Accountants Ana
Alicia and Ed Bradley argue whether it is better to allocate the expense of mothballing over the next
20 years or ignore it until mothballing occurs.
Instructions

Answer the following questions.

. What stakeholders should be considered?
. What ethical issue, if any, underlies the dispute?
. What alternatives should be considered?

. Assess the consequences of the alternatives.
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. What decision would you recommend?
CA1.8 (LO 3) (CostConstraint) A Special Committee on Financial Reporting proposed the follow-
ing constraints related to financial reporting.

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

2. Management should not be required to report information that would significantly harm the
company’s competitive position.

3. Management should not be required to provide forecasted financial statements. Rather, management
should provide information that helps users forecast for themselves the company’s financial future.

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

5. Companies should present certain elements of business reporting only if users and management
agree they should be reported—a concept of flexible reporting.

6. Companies should not have to report forward-looking information unless there are effective deter-
rents to unwarranted litigation that discourages companies from doing so.
Instructions

For each item, briefly discuss how the proposed constraint addresses concerns about the costs and
benefits of financial reporting.
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Using Your Judgment

Financial Reporting Problem

Marks and Spencer plc (M&S)

The financial statements of M&S (GBR) are presented in Appendix A. The company’s complete annual
report, including the notes to the financial statements, is available online.

Instructions

Refer to M&S’s financial statements and the accompanying notes to answer the following questions.

a. Using the notes to the consolidated financial statements, determine M&S’s revenue recognition
policies.

b. Give two examples of where historical cost information is reported in M&S’s financial statements
and related notes. Give two examples of the use of fair value information reported in either the
financial statements or related notes.

c. How can we determine that the accounting principles used by M&S are prepared on a basis consis-
tent with those of last year?

d. What is M&S’s accounting policy related to volume-based rebates? How is uncollected supplier
income classified in the financial statements?

Comparative Analysis Case

adidas and Puma

The financial statements of adidas (DEU) and Puma (DEU) are presented in Appendices B and C,
respectively. The complete annual reports, including the notes to the financial statements, are available
online.

Instructions

Use the companies’ financial information to answer the following questions.

a. Briefly discuss the currency used by each company in its financial statements. Does the currency
used affect the comparability of their reports? Briefly explain.

b. What are the primary segments or product groups of these two companies as shown in their notes to
the financial statements?

c. How are inventories for these two companies valued? How does their accounting for inventories
affect comparability between the two companies?

d. Which company changed its accounting policies, which could affect the consistency of the financial
results from the previous year? What were these changes?

Financial Statement Analysis Case

Nokia (FIN) provided the following disclosure in a recent annual report.

Use of Estimates (Partial)

The preparation of financial statements in conformity with IFRS requires the application of judg-
ment by management in selecting appropriate assumptions for calculating financial estimates,
which inherently contain some degree of uncertainty . . . are areas requiring significant judgment
and estimation that may have an impact on reported results and the financial position.

Revenue Recognition

Sales from the majority of the Group are recognized when the significant risks and rewards of own-
ership have transferred to the buyer, continuing managerial involvement usually associated with
ownership and effective control have ceased, the amount of revenue can be measured reliably, it is
probable that economic benefits associated with the transaction will flow to the Group and the costs
incurred or to be incurred in respect of the transaction can be measured reliably. Sales may mate-
rially change if management’s assessment of such criteria was determined to be inaccurate. The
Group makes price protection adjustments based on estimates of future price reductions and certain
agreed customer inventories at the date of the price adjustment. Possible changes in these estimates
could result in revisions to the sales in future periods.
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Revenue from contracts involving solutions achieved through modification of complex telecom-
munications equipment is recognized on the percentage of completion basis when the outcome of
the contract can be estimated reliably. Recognized revenues and profits are subject to revisions dur-
ing the project in the event that the assumptions regarding the overall project outcome are revised.
Current sales and profit estimates for projects may materially change due to the early stage of a
long-term project, new technology, changes in the project scope, changes in costs, changes in timing,
changes in customers’ plans, realization of penalties, and other corresponding factors.

Instructions

a. Briefly discuss how Nokia’s revenue recognition policies are consistent with the revenue recognition
principle. Evaluate both:

1. Sales.
2. Revenue from contracts.

b. Briefly discuss how estimates inherent in Nokia’s revenue recognition policies can result in reported
revenue numbers that are not relevant and faithful representations.

c. Assume that Nokia’s competitors use similar revenue recognition policies for their sales. What are
some of the judgments inherent in applying those policies that could raise concerns with respect to
the qualitative characteristic of comparability?

Accounting, Analysis, and Principles

William Koh achieved one of his life-long dreams by opening his own business, The Caddie Shack Driv-
ing Range, on May 1, 2025. He invested A$20,000 of his own savings in the business. He paid A$6,000
cash to have a small building constructed to house the operations and spent A$800 on golf clubs, golf
balls, and yardage signs. Koh leased 4 acres of land at a cost of A$1,000 per month. (He paid the first
month’s rent in cash.) During the first month, advertising costs totaled A$750, of which A$150 was un-
paid at the end of the month. Koh paid his three nephews A$400 for retrieving golf balls. He deposited in
the company’s bank account all revenues from customers (A$4,700). On May 15, Koh withdrew A$800 in
cash for personal use. On May 31, the company received a utility bill for A$100 but did not immediately
pay it. On May 31, the balance in the company bank account was A$15,100.

Koh is feeling pretty good about results for the first month, but his estimate of profitability ranges
from a loss of A$4,900 to a profit of A$2,450.

Accounting

Prepare a statement of financial position at May 31, 2025. (Koh appropriately records any depreciation
expense on a quarterly basis.) How could Koh have determined that the business operated at a profit of
A$2,450? How could Koh conclude that the business operated at a loss of A$4,900?

Analysis

Assume Koh has asked you to become a partner in his business. Under the partnership agreement, after
paying him A$10,000, you would share equally in all future profits. Which of the two income measures
above would be more useful in deciding whether to become a partner? Explain.

Principles

What is income according to IFRS? What concepts do the differences in income measures for The Caddie
Shack Driving Range illustrate?

Bridge to the Profession
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Research Case

As a newly enrolled accounting major, you are anxious to better un-
derstand accounting institutions and sources of accounting literature.
As a first step, you decide to explore the IASB’s Conceptual Frame-
work for Financial Reporting.

Instructions

Access the Conceptual Framework at the IFRS website (you may reg-
ister for free IFRS access at this site). When you have accessed the
document, you can use the search tool in your Internet browser to
respond to the following items. (Provide paragraph citations.)

a. What is the objective of financial reporting?

b. Explain the role of presentation and disclosure principles to facil-
itate communication in financial statements.

c. Indicate some of the users and the information they are most
directly concerned with in economic decision-making.

LEARNING OBJECTIVE 5
Compare the conceptual frameworks underlying IFRS and U.S. GAAP.

The IASB and the FASB originally planned to develop a common conceptual framework. The Boards
converged on two subjects: Objectives of Financial Reporting and Qualitative Characteristics of Accounting
Information. However, the IASB decided it was important to move forward and complete other parts of
the conceptual framework. The IASB issued its updated conceptual framework in 2018. The FASB did
not join this effort although it now appears likely it will start soon on adding to and modifying its existing
conceptual framework as well. Both Boards have that same objective, that is, to develop a conceptual
framework consisting of standards that are principles-based and internally consistent, thereby leading to
the most useful financial reporting. Hopefully, the two Boards will eventually agree on the key compo-
nents of a common conceptual framework.

Relevant Facts

Following are the key similarities and differences between U.S. GAAP and IFRS related to the Conceptual
Framework for Financial Reporting.

Similarities

« In 2010, the IASB and FASB completed the first phase of a jointly created conceptual framework.
In this first phase, they agreed on the objective of financial reporting and a common set of desired
qualitative characteristics. These were presented in the discussion in text. Note that prior to this
converged phase, the Conceptual Framework gave more emphasis to the objective of providing in-
formation on management’s performance (stewardship).

The existing conceptual frameworks underlying U.S. GAAP and IFRS are very similar. That is, they

are organized in a similar manner (objective, elements, qualitative characteristics, etc.). There is no
real need to change many aspects of the existing frameworks other than to converge different ways
of discussing essentially the same concepts.
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Both the IASB and FASB have similar measurement principles, based on historical cost and fair
value. In 2011, the Boards issued a converged standard on fair value measurement so that the defi-
nition of fair value, measurement techniques, and disclosures are the same between U.S. GAAP and
IFRS when fair value is used in financial statements.

Differences

Under the 2018 update to the IASB Conceptual Framework, there are now some subtle differences
between the frameworks related to definitions of assets and liabilities (see the following “About the
Numbers” discussion), measurement, and presentation.

The updated IASB Conceptual Framework makes explicit a role for management stewardship in
the objective of financial reporting, and prudence (a form of conservatism) is a dimension of the
qualitative characteristic of faithful representation (neutrality).

Although both U.S. GAAP and IFRS are increasing the use of fair value to report assets, at this point
IFRS has adopted it more broadly. As examples, under IFRS, companies can apply fair value to prop-
erty, plant, and equipment; natural resources; and, in some cases, intangible assets.

U.S. GAAP has a concept statement to guide the estimation of fair values when market-related data
are not available (Statement of Financial Accounting Concepts No. 7, “Using Cash Flow Information
and Present Value in Accounting”). The IASB has not issued a similar concept statement; it has
issued a fair value standard (IFRS 13) that is converged with U.S. GAAP.

The monetary unit assumption is part of each framework. However, the unit of measure will vary
depending on the currency used in the country in which the company is based (e.g., Chinese yuan,
Japanese yen, and British pound).

The economic entity assumption is also part of each framework, although some cultural differences
result in differences in its application. For example, in Japan many companies have formed such
strong alliances that they behave more like related divisions in the same company, although they
are separate corporations.

About the Numbers

While the conceptual framework that underlies U.S. GAAP is very similar to that used to develop IFRS,
the elements identified and their definitions under U.S. GAAP are different. The FASB elements and
their definitions are as follows.

Elements of Financial Statements

Asset.

Probable future economic benefits obtained or controlled

by a particular entity as a result of past transactions or events.

Liabilities. Probable future sacrifices of economic benefits aris-
ing 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. Residual interest in the assets of an entity that remains
after deducting its liabilities. In a business enterprise, the equity is
the ownership interest.

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

Distributions to Owners. Decreases in net assets of a particu-
lar enterprise resulting from transferring assets, rendering services,
or incurring liabilities by the enterprise to owners. Distributions to
owners decrease ownership interests (or equity) in an enterprise.

Comprehensive Income. Change in equity (net assets) of an
entity during a period from transactions and other events and cir-
cumstances from non-owner sources. It includes all changes in

equity during a period except those resulting from investments by
owners and distributions to owners.

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

Expenses. Outflows or other using up of assets or incurrences of
liabilities (or a combination of both) during a period from delivering
or producing goods, rendering services, or carrying out other activi-
ties that constitute the entity’s ongoing major or central operations.

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

Losses. Decreases in equity (net assets) from peripheral or inci-
dental transactions of an entity and from all other transactions and
other events and circumstances affecting the entity during a period
except those that result from expenses or distributions to owners.

Source: “Elements of Financial Statements,” Statement of Financial
Accounting Concepts No. 6 (Stamford, Conn.: FASB, December 1985),
pp. ix and x.
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On the Horizon

The Boards have made much progress in updating and converging their conceptual frameworks. The
IASB issuance of its updated Conceptual Framework for Financial Reporting in 2018 represents an impor-
tant milestone. The FASB continues to work on its framework to address remaining elements not con-
verged (definitions of assets and liabilities, measurement, and presentation). Progress to date indicates
that the FASB’s work has been informed by the IASB’s updated framework (go to the FASB website; click
on Projects and then Technical Agenda). We are optimistic that these efforts will result in substantially
converged conceptual frameworks, which will support the development of standards that help financial
statement users to make better decisions.



