Understanding the Importance of a Conceptual
Framework

A conceptual framework establishes the following:

s he objectives ::I-:__f::m] brancial reporimg (., to prun'idc usctul mmfor-
AT L users).

¢  Whar usetul information means.

o \Whar hasic clements should be included (.e., assets, labilities, cre.).

e How transactions and balances should be measured and when they
should be recognized.

The comceprual framewark ensures consistent, comparable financial statements
and acts as a model 1o allow tor the development of future GAAP that is consistent. It
encompasses first principles as an integral part of the decision-making process,



CRITERIA FOR ACCOUNTING CHOICES

Accounting is often a matter of making choices among possible alternatives. This
chapter discusses the financial statement concepts and principles that guide
standard setters and that accountants use to make those choices. These concepts
and principles are the basis for professional judgement. Chapters 6 to 11 illustrate
how those concepts and principles are applied to specific accounting issues.

1. SORTING OUT ACCOUNTING “PRINCIPLES”
The generally accepted body of accounting principles consists of three different
types of concepts. The types of concepts are:

1. Underlying assumptions, which are the basic foundation for
generally accepted accounting.

2. Measurement methods, which are the accounting choices that
management makes for reporting financial position and results of
operations. This is how transactions and events are measured and
reported.

3. Qualitative criteria, which in conjunction with the organization’s
reporting objectives are used to evaluate the alternatives and select
the most appropriate accounting policy. This is why transactions ad
events are reported in a certain way given that the underlying
assumptions are valid.
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Basic Accounting Assumptions, Principles,
and Constraints

ECONOMIC ENTITY ASSUMPTION: States that economic events can be identified
with a particular unit of accountability. The activities of an accounting entity can
be and should be kept separate and distinct from its owners and all other accounting
entities. The entity concept does not necessarily refer to a legal entity.

GOING CONCERN ASSUMPTION: Assumes that the enterprise will continue in
operation long enough to carry out its existing objectives and commitments. It
assumes the entity will continue in operation long enough to recover the cost of its
assets. This assumption serves as a basis for basic principles such as the historical cost
principle. Because of this assumption, liquidation values of assets are not relevant.

MOMNETARY UNIT ASSUMPTION: States that only transaction data capable of being
expressed in terms of money should be included in the accounting records of the
economic entity. All transactions and events can be measured in terms of a common
denominator—units of money. A corollary is the added assumption that the unit
of measure remains constant from one period to the next (some people call the
corollary the “stable dollar assumption™).

PERIODICITY ASSUMPTION: Assumes that the economic life of a business can be
divided into artificial time periods. Although some companies choose to subdivide
the business life into months or quarters, others report financial statements only
for an annual period.

HISTORICAL COST PRINCIPLE: States that assets should initally be recorded and
subsequently accounted for at acquisition cost. The principle also states that cost
is measured by the fair market value (cash equivalent value) of the consideration
given or the fair market value (cash equivalent value) of the consideration
received, whichever is the more objectively determinable. In addition, the cost of
an asset includes all costs necessary to acquire the item and get it in the place and
condition for its intended use.
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