STUDY UNIT 2
THE FRAMEWORK OF ACCOUNTING

SCHEMATIC REPRESENTATION OF FRAMEWORK
· Users – decision makers and their characteristics and assumed levels of knowledge

· Assumptions  - accrual basis, general purpose of AFS, going concern

· Qualitative characteristics – understandability, relevance, reliability, comparability

· Components of qualitative charac – predictive value, confirmation value, faithful representation, neutrality, consistency
· Other considerations – nature, materiality, substance over form, completeness, prudence

BACKGROUND
Read chapter 1, pg 3.1 and 3.2

SCOPE OF THE FRAMEWORK
Read chapter 1, pg 4

USERS OF FINANCIAL STATEMENTS
· Biggest difficulty is wide range of users, each with different perspective that need to use the AFS.
· Investors – suppliers of risk.  Need info on inherent risk and return on their investment.  AFS usually most nb source on info when deciding on whether to buy, sell or hold shares.  Most concerned with comp ability to generate net cash inflows.  Equity investors view entity as source of cash in form of dividends and increases in prices of shares.  Ability of comp to achieve these goals affect price of equity interests.

· Employees – info about stability, profitability, growth of employer and employment opportunities offered.  Want to know employer can afford remuneration package and agreed retirement benefits

· Lenders – info to assess likelihood that capital and interest payments will be met as scheduled.  Thus solvency and liquidity of comp

· Suppliers – info to assess if amounts owed to them will b paid timeously.  Future cash flows

· Customers – assess if comp will continue exist in future, viewed as source of goods and services 

· Government and its agencies – info for levying of taxes and statistical info for policy decisions

· Public – info on several aspects, ex. contribution to economy, creation of work, paying taxes, charitable contributions.  Range of activities, trends, future ability to deliver service.  Environmental sustainability practices

· Framework follows investor-centred approach by suggesting that info needs of other users will be largely satisfied by providing info that investors req.

OBJECTIVES AND COMPONENTS OF FINANCIAL STATEMENTS
· afs not only source when making econ decisions, only shows past events and not non-financial info.
· But IFRS also req non-financial info and future info, this trend likely to continue

· Stewardship currently shows in corporate governance and accountability.  Shareholder activism implies that shareholders no longer merely accept statements made my mng, but seek more info of higher quality

AFS must contain info that is:

· Useful to current and potential investors, including creditors and other users who make rational decisions on their investments and supply credit to comp.  

· Info must b understandable

· About manner in which mng performs its stewardship function

· Useful to directors and mng when making decisions that affect owners of comp

Balance Sheet

· Shows econ resources of comp, claims against these resources and impact of transactions, events and circumstances on these resources and liquidity and solvency of comp

· Useful to predict comp ability to get cash and amount, timing, and uncertainty of future cash, and how likely comp is to raise finance

· Liquidity and solvency used to predict ability to meet commitments

· Helps investors, creditors 

Income Statement

· Financial performance during specific period

· Investors and creditors use historic info to predict future trends

· Info on variability of performance and different components of income in particular period also provided in IS

Cash flow Statement

· Changes in financial position to assess comp investing, financing and operating activities, and way in which comp acquires and distributes cash
· Casts light on entity’s ability to get cash and its needs to utilise cash flows

Statement of changes in equity

· Changes in structure of comp equity, capital transactions and dividends paid, and other distributions made 2 owners

Notes and Supplementary Schedules

· Give info for better understanding of afs

· Includes statements on accounting policies, risks and uncertainties affecting comp and resources and obligations not recognised in afs

Interrelationship of Component Parts

· Close relationsh. Between parts of afs

· Ea part reflect different aspect of same transactions and events

· No single statement will provide all info to users

UNDERLYING ASSUMPTIONS
Read chapter 1, pg 7

QUALITATIVE CHARACTERISTICS OF FINANCIAL STATEMENTS
Read chapter 1, pg 8 and 9

Understandability


Reliability

Relevance

Comparability

INTERACTION OF ABOVE WITH OBJECTIVE

Read chapter 1, pg 9

ELEMENTS OF FINANCIAL STATEMENTS

Assets

· A resource

· That is under control of the comp

· That will result in future economic benefits flowing to the comp

· That originated as a result of past events

· Scarce resource that exhausted in econ activities such as consumption, production and exchange

· Some A has a physical form, although its not a req for qualification as an asset

· Goodwill and patents are ex of non-physical or intangible assets

· Under control of comp – legal ownership.  Also when access to A is restricted
· A may be:
used singly or in combination with other A in production of goods or services to b sold by comp
exchanged for other A
used to settle a liability
distributed to owners of comp

· A results form past transactions or events.

Liabilities

· Represents a present obligation, may b legally enforceable or result of normal buss practice, flow from desire to maintain order to retain healthy buss or to act in equitable manner
· Distinction between present obligation and future commitments

· Result of past transactions

· Provisions also qualify as a liability, any known liability is valid
· The payment of cash

· Provision of service

· Replacement of one obligation with another

· Conversion of an obligation into equity

Equity
· Residual interest in the assets of the enterprise after deducting all its liabilities

· Amount of equity thus dependant on amount of assets and liabilities, and not on the market value of comp shares

· Subdivided into contributions by owners(share capital) and statutory reserves (distributable and non-distr)

· Creation of reserves protect capital base and provide protection to creditors against effects of losses

· Existence and size of reserves must b disclosed to users

· Also indicator that diff categories of equity holders have diff rights regarding receipt of dividends or repayments of capital.
· Transfer between categories of reserves are appropriations of retained earnings, rather than expenses

Income

· Increases in econ benefits during accounting period

· In form of inflows or enhancements of assets or decreases of liabilities

· That result in increased in E other than those relating to contributions from E participants

· Divided into Revenue and Gains

Expenses

· Decreases in econ benefits during acc period

· Form of outflows or depletion of assets

· Incurrence of liabilities

· That result in decreases in E other than those relating to distributions to E participants

· Includes losses and those arising in course of ordinary activities of comp

RECOGNITION CRITERIA

· In order to b recognised as element of BS or IS, item must meet definition of element of afs and satisfy criteria for recognition
· To b recognises:
Item meet definition of element of afs
Should b probable that future benefits associated with item will flow to or from comp
Must have a cost or value that can b measured reliably
· Materiality considerations should b considered when assessing if meet above criteria
Probability of future econ benefit

· Degree of uncertainty surrounding likelihood that future econ benefits associated with item will flow to or from comp
· Reflects uncertainty that characterises the environment in which comp operates
· Assessment made on basis of evidence available when afs are prepared
· Ex. receivables shown as asset if no contrary evidence that it won’t b received.  But an expense as a percentage of total receivable is recognised to consider a possible non-payment and thus reduction in econ benefit
Reliability of Measurement

· Before item can b recognised, must b able to measure reliably
· Measurement is process by which item will b reflected in afs.  In many cases, amount must b estimated, but use of reasonable estimates is nb and doesn’t undermine their reliability.
· If no reasonable estimate can b made, then it’s not recognised in BS or IS.  Ex. a future claim receivable, but if not able to measure, can’t put it in afs, but must be disclosed in notes.
· Following measurement basis identified in pg 100 of framework:
· Historical cost – A must b recorded at amount paid, or fair value of consideration given, to acquire them at time of acquisition.  L must b recorded at amount of proceeds received in exchange for the obligation or at amounts of cash expected to be paid to satisfy L in normal course of buss
· Current cost – A are carried at amount of cash that would have to b paid if same or an equivalent A was acquired currently.  L are carried at undiscounted amount of cash that would b required to settle the obligation currently
· Realisable (settlement) value – A carried at amount of cash that could currently b obtained by selling the A in an orderly disposal.  L carried at settlement values, undiscounted amounts of cash expected to b paid to satisfy L in normal course of buss
· Present value – A carried at present discounted value of future net cash inflows that it is expected to generate in normal course of buss.  L carried at present discounted value of future net cash outflows expected to b req to settle L in normal course of buss.

· Fair value frequently used with AFRS
· Difficulty is no guidance on how to choose between bases or how to address measurement in the case of ex. revaluations, impairment, depreciation
Recognition of Assets

· Recogn. As element of afs if probable that econ benefit will flow to comp and cost of A can b measured reliably
· Degree of certainty that econ benefits will flow to comp beyond current acc period is insufficient to warrant recogn of an A
Recognition of Liabilities

· When probably that econ benefits will flow from comp when an obligation is settled
· Amount should b capable of measurement
Recognition of Income

· When an increase in econ benefits through an increase in A or a decrease in L has arisen for the comp, and it can b measured reliably
· Income thus recogn simultaneously with incre of A or decr of L
· In practice, normally req that Revenue earned before its recog
Recognition of Expenses

· Decline in econ benefit form decrease in A or increase of L, that can b measured reliably
· Recog simultaneously with inc of L or decr of A
· If expense produces not future econ benefits, its recogn immediately in IS
CONCEPTS OF CAPITAL AND CAPITAL MAINTENANCE

Read chapter 1, pg 12
CLOSING REMARKS

Read chapter 1, pg 13
ANSWERING OF THEORY QUESTIONS

Read pg 14
SHORT AND SWEET

Read pg 15
