Chapter 2: Conceptual Framework:

A conceptual framework in accounting is a coherent system of interrelated objectives and fundamentals that can lead to consistent standards and that prescribe the nature, function, and limits of financial accounting and financial statements.  The benefits its development will generate can be characterized as follows: 

a.	The standard setters (AcSB, IASB, and FASB) will be able to issue more useful and consistent standards in the future.

b.	Problems in practice should be solved more rapidly and consistently by reference to a framework of basic theory.

c.	Understanding of and confidence in the financial reporting process by financial statement users will be increased.

d.	Comparability with respect to the financial statements of various companies will be enhanced.

The conceptual framework is used by standard setters to devise new standards.

It is also used people in industry in applying professional judgement to a given situation.

The pillars of the conceptual framework are:

1. Objectives (Take into account reporting environment, regulations etc)
2. Qualitative Characteristics (Primary and Enhancing)
3. Elements of the Financial Statements
4. Foundational Principles



















A (not THE) Conceptual Framework (Hybrid of ASPE & IFRS):
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I. Objectives:

Financial reporting objectives will be influenced by a number of factors such as the reporting environment, regulatory environment, competitive environment, stakeholder requirements, bank covenants etc...
II. Qualitative Characteristics:
The overriding criterion for evaluating accounting information is that it be useful for decision making. To be useful, it must be understandable.

A.	Primary Qualities:
	Relevance:  Accounting information is relevant if it is capable of making a difference in a decision.  Relevant information has

(a) Predictive value
(b) Feedback value (confirmatory value)

	Representational Faithfulness:  Information that is transparent, that reflects the economic reality of an event or transaction has representational faithfulness if it is: 

(a) Complete 
(b) Neutral 
(c) Free from material error or bias 


      B.	Enhancing Qualities:

Comparability:  (inter-firm/inter-period comparability – sometimes sacrificed for consistency)

	Verifiability:

Timeliness: (necessary ingredient for relevance)

Understandability:  Anyone with a reasonable understanding of business/accounting should be able to comprehend the financial statements)
Definitions of the elements relating to financial position:
· Asset. An asset is a resource controlled by the entity as a result of past events and from which future economic benefits are expected to flow to the entity. [F 4.4(a)] 
· Liability. A liability is a present obligation of the entity arising from past events, the settlement of which is expected to result in an outflow from the entity of resources embodying economic benefits. [F 4.4(b)] 
· Equity. Equity is the residual interest in the assets of the entity after deducting all its liabilities. [F 4.4(c)] 
III. Elements:
Definitions of the elements relating to performance: 
· Revenues/Sales: Income is increases in economic benefits during the accounting period in the form of inflows or enhancements of assets or decreases of liabilities that result in increases in equity, other than those relating to contributions from equity participants. [F 4.25(a)] 
· Expenses: Expenses are decreases in economic benefits during the accounting period in the form of outflows or depletions of assets or incurrence of liabilities that result in decreases in equity, other than those relating to distributions to equity participants. [F 4.25(b)] 
· Gains and Losses: are essentially revenues and expenses that may result from peripheral activities (i.e. outside the company’s main line of business).
Recognition of the Elements of Financial Statements:
Recognition is the process of incorporating in the balance sheet or income statement an item that meets the definition of an element and satisfies the following criteria for recognition: [F 4.37 and F 4.38] 
· It is probable that any future economic benefit associated with the item will flow to or from the entity; and 
· The item's cost or value can be measured with reliability. 
Based on these general criteria: 
· An asset is recognized in the balance sheet when it is probable that the future economic benefits will flow to the entity and the asset has a cost or value that can be measured reliably. [F 4.44] 
· A liability is recognized in the balance sheet when it is probable that an outflow of resources embodying economic benefits will result from the settlement of a present obligation and the amount at which the settlement will take place can be measured reliably. [F 4.46] 
· Income is recognized in the income statement when an increase in future economic benefit related to an increase in an asset or a decrease of a liability has arisen that can be measured reliably. This means, in effect, that recognition of income occurs simultaneously with the recognition of increases in assets or decreases in liabilities (for example, the net increase in assets arising on a sale of goods or services or the decrease in liabilities arising from the waiver of a debt payable). [F 4.47] 
· Expenses are recognized when a decrease in future economic benefit related to a decrease in an asset or an increase of a liability has arisen that can be measured reliably. This means, in effect, that recognition of expenses occurs simultaneously with the recognition of an increase in liabilities or a decrease in assets (for example, the accrual of employee entitlements or the depreciation of equipment). [F 4.49] 
N.B:	 OCI is not explicitly mentioned in the IFRS framework.



IV. FOUNDATIONAL PRINCIPLES:
· Economic entity: Record of shareholders and other stakeholders are distinct from that of the entity.
· Control: Assets which are not controlled by the entity are not recognized, since the company may not have access to the benefits.
· Revenue recognition— revenue generally recognized when (1) risks and rewards have passed or the earnings process is substantially complete, (2) measurement is reasonably certain, and (3) collectability is reasonably assured (realized or realizable).
· Matching —efforts (expenses) should be matched with accomplishments (revenues) whenever it is reasonable and practical to do so.	Practical rules for expense matching:

i. When direct association, costs are expensed against related revenues.

ii. When association exists but is difficult to determine, use rational and systematic allocation.

iii. When little if any association, expense.

iv. When a cost does not meet the definition of an asset, expense

· Periodicity—activities of an enterprise can be divided into artificial time periods.
· Monetary unit—money is the common denominator by which economic activity is conducted and thus provides an appropriate basis for accounting measurement, aggregation, and analysis. A supporting assumption is that the monetary unit remains reasonably stable. Note that during periods of high inflation (e.g., the 1970s) this assumption is very tenuous.
· Going concern—assumes business enterprises will continue in operation for the foreseeable future and will be able to realize assets and discharge liabilities in the normal course of operations.
· Historical cost—most transactions and events are recognized at the amount of cash or cash equivalents paid or received or the fair value ascribed to them when they took place. A major advantage of historical cost is that it is verifiable.
· Fair Value - Increasingly the historical cost measurement principle is giving way to other valuations, such as fair value, when this value is more relevant (such as for financial assets and liabilities).

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



 Some Tradeoffs in applying the conceptual framework:

There are tradeoffs that may need to be made in applying the conceptual framework. In particular, a trade-off may need to be made between reliability and relevance.  For example, the historical cost of a building purchased many years ago is verifiable and reliable, however not likely to be relevant to an investor. An investor would likely want to know the building’s fair value TODAY.

By the same token, relevance may be sacrificed for conservatism.  For example, an asset which cost $10,000 may have a value $50,000 today. The conservatism principle would require that the asset be carried at $10,000, but the $50,000 fair value is likely more relevant. Remember, something is relevant only if it can influence someone’s decision.

As yet another example, timeliness may need to be traded off for verifiability.  For example, year-end accruals made in financial statements are required to get the financial statements out on time.  In theory, we could wait until the actual amount of the accruals are known, book them thereby increasing the verifiability of the financial statements – but timeliness would suffer.

Comparability is sometimes sacrificed for consistency. 

[bookmark: _GoBack]A piece of information need not be relevant to be reliable and vice versa.

Also – information must be timely to be relevant, but just because a piece of information is timely does not mean that it is relevant.

Auditors focus on verifiability.

· Timeliness - Management may need to balance the relative merits of timely reporting and the provision of reliable information. In achieving a balance between relevance and reliability, the overriding consideration is how best to satisfy the economic decision-making needs of users.
· Balance between benefit and cost - the benefits derived from information should exceed the cost of providing it.
· Balance between qualitative characteristics - generally the aim is to achieve an appropriate balance among the characteristics in order to meet the objective of financial statements. 













Good to know:

· Accrual accounting is an application of the matching principle.
· Depreciation Expense is also an application of the matching principle and is justified by the going concern principle.
· Deferrals such as prepaid expenses and unearned revenues are also justified under the going concern principle.
· Bad Debt expense is also based on the matching principle.
· Adjusting entries are based on the matching principle.
· Closing entries are justified by the periodicity concept.
· Information must be timely to be relevant but timeliness does not automatically imply relevance.
· Accruals (expense/revenue entries) are said to be matched but not paid/collected.
· Prepaid expenses – are said to be paid but not matched to a given period.
Measurement of the Elements of Financial Statements :
Measurement involves assigning monetary amounts at which the elements of the financial statements are to be recognised and reported. [F 4.54] The IFRS Framework acknowledges that a variety of measurement bases are used today to different degrees and in varying combinations in financial statements, including: [F 4.55] 
· Historical cost  (most assets will be valued at historical cost)
· Current (replacement) cost 
· Net realizable (settlement) value 
· Present value (discounted) 
We will look at various approaches to valuing assets throughout the course so do not worry too much about these for now.
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