Chapter One Conceptual Framework for Financial Accounting

Chapter One
Conceptual Framework for Financial Accounting
Learning objective
After study this chapter, you should be able to :-
1- Define accounting according to AICPA & APB .
2- ldentify the users of accounting information .
3- Explain the levels of conceptual framework .
4- Understand the objective of financial reports .
5- Identify the qualitative characteristics of accounting information .
6- Understand elements of financial statement .
7- Identify the Assumption, principles and constrains .

Meaning of accounting
Accounting may be define as the process of collecting , recording,
summarizing and communicating financial information . According to

American Institute of Certified Public Accountants (AICPA) , accounting is

an art of recording classifying and summarizing in significant manner and in

terms of money , transaction and event which are, in part at least ,of a

financial character , and interpreting the results thereof .

Accounting Principles Board (APB) define accounting in the following
words  Accounting is a service activity . Its function is to provide
guantitative information primarily financial in nature , about economic
entities that is intended to be useful in making economic decision in
making reasoned choices among alternative courses of action . Accounting
includes several branches , e.g. , financial accounting , managerial
accounting and government accounting '. On this basis accounting is :

1. a services activity which provides quantitative financial
information to help make decisions regarding deployment and use
of resources .

2- a descriptive / analytical discipline which defines measures, classifies
and summarizes data relating to economic transactions. (This helps to
analyze the financial condition of an economic entity and the results of
its operations); and,
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3 - an information system which collects and communicates economic
information about an economic activity to a variety of concerned
people..
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Users of Accounting Information :

Accounting information is needed by two sets of people_ internal and
external users are associated with management of the concern for which
information is sought to be gathered and surveyed .for example the Board
of directors, the partners , managers and officers.

The external users consist of several explicit group : (1) investors

(2) lenders (3) suppliers; (4) customers; (5) government agencies; (6) the
public; and (7) employees.
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ILLUSTRATION 2
Users of Accounting Information

Internal Users External Users

Management Financing Group
Group

 — * Investors
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s Public Grou
Information -

* Government Agencices
* The Public
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* Managers

CONCEPTUAL FRAMEWORK

A conceptual framework establishes the concepts that underlie financial
reporting. A conceptual 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; (3) how they should be recognized and
measured; and (4) how they should be summarized and reported.
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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.
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Both the IASB and the FASB have a conceptual framework. The IASB's
conceptual framework is described in the document, "Framework for
Preparation and Presentation of Financial Statements.” The FASB's
conceptual framework is developed in a series of concept statements,
which is generally referred to as the Conceptual Framework. The IASB and
the FASB are now working on a joint project to develop an improved

common conceptual framework that provides a sound foundation for
developing future accounting standards.

& @il Y IASB Cuag 3 gSall Yl pag Ll FASBSs IASB (s OIS
o @Sl Y sk FASB Wi ¢ (Adld) culd i€l jumaiy slaef Ja¥ HUaYl) clavivul)
@Sl U)o Ll 5LaY) ay ) la gl amlia (he Al Pl

skl @iy G asal g piall A e FASB5 IASB U8 (e 43l &5 aaall lY) of
bl dpulad) julall ookl Ganlie Gunli i Jaly (Sl Y G
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, liabilities, 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,
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and constraints that describe the present reporting environment. We
examine these three levels of the framework next.
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ILLUSTRATION 2
Framework for Financial Reporting

I Recognition, Measurement, and Disclosure Concepts |

‘l’ \l/ \l' Third level:

The “how”-
ASSUMPTIONS PRINCIPLES CONSTRAINTS implementation

QUALITATIVE
CHARACTERISTICS
of
accounting
information

ELEMENTS
of
financial
statements

Second level:
Bridge between
levels 1 and 3

OBJECTIVE
of
financial
reporting

First level: The “why”-
purpose
of accounting
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First Level : Basic Objective

The objective of general-purpose financial reporting is to provide
financial information about reporting entity that is useful to present and
potential equity investors, lenders, and other creditors in making
decisions in their capacity capital providers.

Information that is decision-useful to capital providers may also be
useful to other users of financial reporting, who are not capital providers.
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Second level : Fundamental concepts
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The second level provides Conceptual building blocks that explain the

gualitative characteristics of accounting information and define the element
of financial statements.
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1- Qualitative characteristics of Accounting Information
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As illustration shows, the characteristics may be viewed as hierarchy.
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ILLUSTRATION 3
Hierarchy of Financial Reporting

Primary users of CAPITAL PROVIDERS (Investors and Creditors)
accounting information AND THEIR CHARACTERISTICS

Constraints MATERIALITY

Pervasiva Griferion DECISION-USEFULNESS

Fundamental RELEVANCE FAITHFUL REPRESENTATION

qualities
—— I |

Predictive | [Confirmatory|
value value

Ingredients of
fundamental
qualities

Completeness| | Neutrality| |Free from error

y 1 | 1 ]
Enhancing . .
qualities Comparability Verifiability Timeliness Understandability
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Fundamental Qualities

There are two Fundamental qualities
A - Relevance B- Faithful Representation
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1-Relevance: Relevance is one of the Two Fundamental qualities that Make

accounting information useful for decision — Making-There are Two
Ingredients of the Relevance are Predictive value and confirmatory value
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To be relevant, accounting information must be capable of making in a
difference in a decision. Information with no bearing on a decision is
irrelevant. Financial information is capable of making a difference when it
has Predictive value, confirmatory value, or both.
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B- Faithful Representation

Faithful representation is the second Fundamental quality that Make
accounting information useful for decision making.

There are Three Ingredient of the Faithful Representation are
Completeness, Neutrality and Free from error.
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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 not the expertise evaluate the
factual Content of the information.
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There are four enhancing qualities are:

A — Comparability: information that is measured and reported in a similar
manner for different Companies is considered comparable.
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B- Verifiability: occurs when independent Measurers, using the same
methods, obtain similar results.
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C- Timeliness: means having information available to decision — makers
before it loses its capacity to influence decisions.
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D- Understandability. Decision — makers vary widely in the types of
decisions they make how they make decisions, the information that

already possess or can obtain from other sources, and their ability to
process the information.
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2- Basic Element

The elements directly related to the measurement of financial position are
assets, liabilities, and equity . These is defined as follows:
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1- ASSETS: Probable future economic benefits obtained or controlled by
a particular entity as a result of past transactions or events.
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2 -LIABILITIES: Probable future sacrifices of economic benefits arising from

present obligations of a particular entity to transfer assets or provide

services to other entities in the future as a result of past transactions or
events.
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3 -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.
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The elements of income and expenses are defined as follows:

1- INCOME. 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.
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2-EXPENSES, Decreases in economic benefits during the accounting period
in the form of outflows or depletions of assets or incurrences of liabilities
that results in decreases in equity, other than those relating to distributions to
equity participants.
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Third Level: Recognition, Measurement, and Disclosure Concepts
A- assumptions Of Accounting:
1-Economic entity: The assumption that the activity of a business enterprise
can be kept separate and distinct from its owners and other business unit.
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2-Going concern : The assumption that the business enterprise will have a
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3-Monetary unit: The assumption that the money is the common
denominator by which economic activity is conducted, and that the
monetary unit provides an appropriate basis for measurement and analysis.
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4-Periodicity: The assumption that the economic activities of an enterprise
can be divided into artificial time periods.
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5- 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.
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B-Principles Of Accounting:
1- Measurement Principle ol bl
These two principles are the cost principle and the fair value principle
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Cost principle: IFRS requires that companies account for and report many

assets and liabilities on the basis of acquisition price. This is referred to as
the historical cost principle.
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Fair value principle, Fair value is defined as the amount for which an

assets could be exchange a liability settled or an equity granted be
exchanged.
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2-Revenue Recognition principle

Revenue is to be recognized when it is probable that future economic
benefit will flow to the company and reliable Measurement of the amount.
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3- Expense Recognition Principle

Companies recognize expenses not when they pay ways or Make a
product, but when the work (service) or the product actually contributes to
revenue.
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4-Full Disclosure principle.

C- Constraints Of Accounting:

1- Cost - Constraints.

Companies must consider the cost constraints They must weigh the cost
of providing the information against the benefits that can be derived from
using it.
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The materiality constraint concerns an item;

Impact on a company's overall financial operations An item is Material if its

inclusion or omission would influence or change the judgment of a

reasonable person.
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Questions

1-Define Accounting

2-Who are the users of accounting financial information.

4-Briefly describe the two primary qualitative characteristics of Accounting

information.

5-What are the fife basic assumptions of Accounting.

6-What are the four basic principles.

7-Draw the Conceptual framework of Accounting.

8-Match the Element of financial statement below with the following

statement.
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Element of financial | Statement

statement
Residual interest in the assets of the
Assets . e e
enterprise after deducting its Liabilities r
. Outflows or other using up of assets or
Liabilities ] e
incurrence of liabilities
Equit Probable future economic benefit obtained or
ui
aurty Controlled by a particular entity.
Inflow or other enhancements of assets of an
INCOME . T
entity or settlement or its liabilities.
Obligation to transfer resources arising from
Expenses

past transaction

9- Choose the correct answer
1-One of these is Non of the assumptions of accounting
A-Economic entity = B-Going concern C-Periodicity D-Non
2- One of these is Non of the principle accounting
A-Full disclosure B-Revenue recognition C- Measurement D-Non
3-One of these is Non of the constraints of accounting.
A-Cost-benefit B-Historical cost C-Materiality D-Non
R are the primary qualities information accounting
A-Comparability & consistency B-Relevance & verifiability C-
Relevance & Reliability = D-Non
6-Coceptual framework CONSIST of ---------- levels
A-Three B-Four C-Five D-Non
7- One of these is of ingredients of relevance
A-Feedback value B-timelines C-Predictive value D-Non
8-Going concern is one of --------
A-Assumptions B-Principles C- Constraints D-Non
9- - is one of the external users of accounting information.
A-Managers B-Board of Directors C-Lenders D-Non
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Q10- Match the terms below with the following statement

Terns Statement
Relevance Is one of Ingredients of the relevance
Predictive value Is one of Ingredients of the faithful

representation
Completeness Is one of fundamental qualities

Comparability Is one of enhancing qualities
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