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��������	
���
��������������� 3.1    9,205,595,942 20,117,223,571 8,852,154,752 19,889,254,758 

�������
	 !�"��#�
$%&�'�!�(�� ���#)� 
���*�� 3 ��)+� 3,266,968,582 632,206,185 3,266,968,582 632,206,185

�������-�./&*#
�* 3.2       464,698,198 149,655,337 464,698,198 149,655,337
�0(��1�
#2�-�-�"� 3.3   12,487,308,725 13,201,683,343 12,436,556,840 13,199,668,913
���#2���	4/��-#��(�)+-�-�"� 3.4    3,636,445,054 3,530,547,721 3,636,445,054 3,530,547,721
����
/4�5('-��*���+)&�

#��6.2 �����*�(�2������
	/���	����'/� !� 4,506,722,668 4,107,639,784 4,506,358,573 4,107,311,092
+)&� 7 3.5    1,027,371,394 1,644,888,781 1,007,199,182 1,515,774,884

���+�
���)�,���
'���
 34,595,110,563 43,383,844,722 34,170,381,181 43,024,418,890
+�
���)�,������
'���
 

�������-�$%&��/��%8��*�"���*�9�2���� 3.6.1       881,672,921 874,298,101 1,175,562,930 1,129,506,110
�������-�
	�	��*+)&� 3.6.2        79,599,757 73,381,486 79,599,757 73,381,486
����6(202�4)&+���-�6��
$)1++	9(���#
)&+���� 3.9        22,183,066 27,449,664 22,183,066 27,449,664
��&��� +�#�
��	+-�
:5-�-�"� 3.8 

�#
)&+���� 59,427,503,075 55,129,520,462 59,427,503,075 55,129,520,462
�#
)&+����;��6<2�/==��.�� 51,817,987,968 43,072,054,106 51,817,987,968 43,072,054,106
+-�
:5�
���('-��*��� 7,834,461,671 8,385,842,592 7,834,461,671 8,385,842,592
��&��� +�#�
��	#���
/��
-� 2,847,995,639 3,231,407,314 2,847,995,639 3,231,407,314
�#
)&+�')+8
�$�+'��	+-�
:5 4,366,034,717 4,348,688,751 4,275,054,813 4,278,249,391

����
/4�59'�('-��*���+)&�
#��6.2 ���
+�
</��/=.� 345,910,606 - 345,910,606 -
���� �����*�(�2�#���#
)&+���� - 12,971,766,099 - 12,971,766,099
#�����"��
	8�.�5
+8+� 258,024,264 260,183,634 258,024,264 260,183,633
;�>�����9�2
+�
</��/=.� 3.10    5,501,927,674 6,651,807,517 5,496,924,651 6,647,873,767

���+�
���)�,������
'���
 133,383,301,358 135,026,399,726 133,581,208,440 135,207,234,624
���+�
���)�, 167,978,411,921 178,410,244,448 167,751,589,621 178,231,653,514
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�
�2+�
���
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� 2�(��1�
#2� 4,655,074,192 3,872,767,705 4,647,347,056 3,869,340,849
����02
	�	�/1� 3.12    4,009,640,000 12,175,240,000 4,009,640,000 12,175,240,000
(��1��&A%�!�(��.!�
	;��6�(�%&��B 

����02
	�	��* 3.13    5,295,758,282 10,926,105,121 5,295,758,282 10,926,105,121
(��1;��6<2��)&+�9@�/==��.���#
)&+���� 3.14    7,877,867,258 8,651,931,490 7,877,867,258 8,651,931,490
</C*�/==�6.2���� 3.15    1,050,000,000 1,050,000,000 1,050,000,000 1,050,000,000

(��1���('-��*���+)&�
#��6.2 ���#2�� ��� 11,562,809,872 11,002,519,650 11,556,072,646 10,998,785,010
�����D�E�#2�� ��� 3.18        34,161,846 26,870,757 34,161,846 26,870,757
;�>�����9�2#2�� ��� 1,094,545,925 1,799,939,805 1,064,347,329 1,778,010,536

��
/��2��@������&�/�9'�A)+��?�
��9�2 14,030,371,856 14,013,727,120 14,030,371,856 14,013,727,120
+)&�7 3.11    4,154,327,049 3,732,278,482 4,128,485,223 3,707,844,896

����
�2+�
���
'���
 53,764,556,280 67,251,380,130 53,694,051,496 67,197,855,779
�
�2+�
������
'���
 

(��1���
	�	��* 
����02
	�	��* 3.13   29,490,714,661 36,824,867,614 29,490,714,661 36,824,867,614
(��1;��6<2��)&+�9@�/==��.���#
)&+���� 3.14   35,292,040,815 34,800,841,704 35,292,040,815 34,800,841,704
</C*�/==�6.2���� 3.15    6,300,000,000 7,350,000,000 6,300,000,000 7,350,000,000

����+��-��!��(�F 4�/��� 3.23    3,729,301,165 3,452,719,890 3,729,301,165 3,452,719,890
(��1���9'�('-��*���+)&� 347,054,951 376,367,715 347,054,951 376,367,715

����
�2+�
������
'���
 75,159,111,592 82,804,796,923 75,159,111,592 82,804,796,923
����
�2+�
 128,923,667,872 150,056,177,053 128,853,163,088 150,002,652,702

+��
3��45678���6

�-��
)+�(-2� 
�-� ��	����� 
(-2���'/= 1,700 �2��(-2� '0�#��(-2��	 10 ��� 3.16   17,000,000,000 17,000,000,000 17,000,000,000 17,000,000,000

�-���&++��	.!�
	��2* 
(-2���'/= 1,400 �2��(-2� '0�#��(-2��	 10 ��� 14,000,000,000 14,000,000,000 14,000,000,000 14,000,000,000

��*����'0�#��(-2� 4,750,000,000 4,750,000,000 4,750,000,000 4,750,000,000
!�9
��&�/�9'����@%1� 3.2     454,324,822 138,398,377 454,324,822 138,398,377
!�9
(@���-�)�	�' 
 /��

��2* 

�!�
+�<�'I('�� 3.17    1,700,000,000 1,541,881,364 1,700,000,000 1,541,881,364
�/�9'�9�2 /��

 17,994,101,711 7,798,721,071 17,994,101,711 7,798,721,071

���+��
3��45678���6
������9�:� 38,898,426,533 28,229,000,812 38,898,426,533 28,229,000,812
+��
3��45678���6
+��

6�� 156,317,516 125,066,583 - -
���+��
3��45678���6
 39,054,744,049 28,354,067,395 38,898,426,533 28,229,000,812

����
�2+�
���+��
3��45678���6
 167,978,411,921 178,410,244,448 167,751,589,621 178,231,653,514
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�	���6	��	�3	�����	�9�6����	� 
#��8����
��	#���1!�(�/��*���� 3.19 106,408,738,055 102,195,967,287 106,408,738,055 102,195,967,287
#��
	*��@���� 21,370,905,982 19,981,396,153 21,370,905,982 19,981,396,153
#��9�
>:��;/:J5 871,312,615 728,138,288 871,312,615 728,138,288
� �
+)&� 5,885,326,717 6,109,991,638 5,569,308,193 5,830,358,434
����	���6	��	�3	�����	�9�6����	� 134,536,283,369 129,015,493,366 134,220,264,845 128,735,860,162
>�	9�6�	�9
�	�3	�����	�9�6����	� 
#��6.2 �����&�*/��
��� 3.19 32,174,120,643 25,994,872,814 32,174,120,643 25,994,872,814
#���!�
-�
/>���	#��$�+'�$' 15,435,020,462 15,998,385,088 15,435,020,462 15,998,385,088
#��6.2 �����&�*/��
�
��
;�#4)1���� 20,170,725,173 19,651,957,611 20,170,725,173 19,651,957,611
#��6.2 ���6��
�
��
E028����
 15,409,832,371 14,968,007,913 15,409,832,371 14,968,007,913
#��6.2 ����2���
<��� 10,968,570,090 10,831,601,999 10,968,570,090 10,831,601,999
#��6.2 ���6��
�
�(�
��	�/&*9� 2,021,090,705 1,711,463,710 2,021,090,705 1,711,463,710
#��<+����

'�
 5,604,380 4,568,842 3,996,989 3,389,542
#���.���#
)&+������	+	9(�� 7,832,669,515 8,426,485,181 7,832,669,515 8,426,485,181
#����)&+'
�#��#
)&+���� 9,373,796,179 8,692,541,076 9,373,796,179 8,692,541,076
#����)&+'
�#�����
/4�5A�*
+)&� 1,572,526,789 1,686,585,669 1,547,974,436 1,671,117,843
� �
+)&� 1,858,169,204 2,360,629,983 1,698,068,892 2,203,808,740
���>�	9�6�	�9
�	�3	�����	�9�6����	� 116,822,125,511 110,327,099,886 116,635,865,455 110,153,631,517
��	��	��	�3	�����	�9�6����	����< 17,714,157,858 18,688,393,480 17,584,399,390 18,582,228,645
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��	�'�*� 2546 2545 2546 2545

��	��	��	�3	�����	�9�6����	����	 17,714,157,858 18,688,393,480 17,584,399,390 18,582,228,645
�	���6�8�

�+���1�
/� 263,992,439 319,541,870 262,777,979 318,635,124
+)&� 7 3.21 460,430,662 174,868,159 457,714,085 174,281,702
����	���6�8�
 724,423,101 494,410,029 720,492,064 492,916,826
>�	9�6�	��8�

E�!�9
 �+/<
�������&�� 

����<
�<����
	��K (4,159,844,707) (2,410,303,960) (4,159,844,707) (2,410,303,960)
E��
	8�.�5+��-��!��(�F L 37,487,143 47,284,715 37,487,143 47,284,715
+)&� 7 3.22 599,534,067 1,524,690,023 598,300,348 1,522,963,164
���>�	9�6�	��8�
 (3,522,823,497) (838,329,222) (3,524,057,216) (840,056,081)
��	��	��	���	'
�
�	
 21,961,404,456 20,021,132,731 21,828,948,670 19,915,201,552
+��
������	��	�'��
����
*	���?�+��
��6'+��
��*�9�2����6�!�9
�-�"�@+��
�>/���+� - - 51,057,000 37,058,276
��*�9�2����6�!�9
�-�"�@+��
�>/�
�*' 165,599,050 171,088,604 165,599,050 171,088,604
���+��
������	��	�'��
����
*	���?�+��
��6'+�� 165,599,050 171,088,604 216,656,050 208,146,880
��	�����
���'��2��	����@	��'��
��6 22,127,003,506 20,192,221,335 22,045,604,720 20,123,348,432
�+���1� ��� 4,321,996,221 5,776,258,294 4,321,996,221 5,776,258,294
;�>�����9�2 5,310,132,076 4,204,121,686 5,270,109,223 4,165,174,403
��	������@	��'��
��6 12,494,875,209 10,211,841,355 12,453,499,276 10,181,915,735
!�9
�-�"���*���&��?�@+�E02A)+(-2���*��2+� 41,375,933 29,925,620 - -
��	��+��?� 12,453,499,276 10,181,915,735 12,453,499,276 10,181,915,735

��	��*����6
3�2
)82
A	
 2.8 
!�9
�-�"� 8.90 7.27 8.90 7.27
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��6
 +��
'��
 ��	��(3	���
) ��	�������� +�	��� +��
3�� ���

��	�'�*� ��������� �5�>�	��6
 +�+� ���'���3B2
 *	��C��	� 45678���6

��	����6� (<���<���9���) +��

6��

���>�'��8�*6
<= 2545 14,000,000,000 4,750,000,000 (7,255,268,487) - 1,032,785,577 101,890,963 12,629,408,053
- �
/��
-��/��%#����(��+����;�>�
 �E�@���-� �+/<
�������&��
����<
�<����
	��K - - 5,381,169,610 - - - 5,381,169,610

�+�#��(�)+��&�
/��
-���2* 14,000,000,000 4,750,000,000 (1,874,098,877) - 1,032,785,577 101,890,963 18,010,577,663
!�9
��&�/�9'����@%1� - - - 138,398,377 - - 138,398,377
�* !�9
�-�"� - - 10,181,915,735 - - 29,925,620 10,211,841,355
(/ �����D�E� ��� - - - - - (6,750,000) (6,750,000)
(/ �!�
+�<�'I('�� - - (509,095,787) - 509,095,787 - -
���>�'��8�<�	�<= 2545 14,000,000,000 4,750,000,000 7,798,721,071 138,398,377 1,541,881,364 125,066,583 28,354,067,395
!�9
��&�/�9'����@%1� - - - 315,926,445 - - 315,926,445
�* !�9
�-�"� - - 12,453,499,276 - - 41,375,933 12,494,875,209
(/ �����D�E� ��� - - (2,100,000,000) - - (10,125,000) (2,110,125,000)
(/ �!�
+�<�'I('�� 3.17 - - (158,118,636) - 158,118,636 - -
���>�'��8�<�	�<= 2546 14,000,000,000 4,750,000,000 17,994,101,711 454,324,822 1,700,000,000 156,317,516 39,054,744,049
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��	�'�*� ��������� �5�>�	��6
 +�+� ���'���3B2
 *	��C��	�
��	����6� (<���<���9���)

���>�'��8�*6
<= 2545 14,000,000,000 4,750,000,000 (7,255,268,487) - 1,032,785,577 12,527,517,090
- �
/��
-��/��%#����(��+����;�>�
 �E�@���-� �+/<
�������&��
����<
�<����
	��K - - 5,381,169,610 - - 5,381,169,610

�+�#��(�)+��&�
/��
-���2* 14,000,000,000 4,750,000,000 (1,874,098,877) - 1,032,785,577 17,908,686,700
!�9
��&�/�9'����@%1� - - - 138,398,377 - 138,398,377
�* !�9
�-�"� - - 10,181,915,735 - - 10,181,915,735
(/ �!�
+�<�'I('�� - - (509,095,787) - 509,095,787 -
���>�'��8�<�	�<= 2545 14,000,000,000 4,750,000,000 7,798,721,071 138,398,377 1,541,881,364 28,229,000,812
!�9
��&�/�9'����@%1� - - - 315,926,445 - 315,926,445
�* !�9
�-�"� - - 12,453,499,276 - - 12,453,499,276
(/ �����D�E� ��� - - (2,100,000,000) - - (2,100,000,000)
(/ �!�
+�<�'I('�� 3.17 - - (158,118,636) - 158,118,636 -
���>�'��8�<�	�<= 2546 14,000,000,000 4,750,000,000 17,994,101,711 454,324,822 1,700,000,000 38,898,426,533

('���(<-�
	+����
������?���*�(�%&�@+����
������1ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



������ �	���
��� �	��� (��	�
) ������������� 
������+'��
+� 

+�	����<=+�2
+����
��� 30  ��
�	�
 2546  ��� 2545 
 �
��� : �	�

���	�'��
��� ���	�'��
'()	�������
2546 2545 2546 2545

����+'��
+�	���������	'
�
�	
 
!�9
�-�"� 12,453,499,276 10,181,915,735 12,453,499,276 10,181,915,735

���
�
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��9�2 ��������-�<�'*�"���*�9�2���� (165,599,050) (171,088,605) (216,656,050) (208,146,880)
@���-� ��
 !�(��������
/4�5 140,726,743 437,556,538 140,726,743 437,556,538
#��6.2 ���</��/=.� 9,964,302 - 9,964,302 -
E�!�9
 �+/<
�������&������<
� (3,194,078,774) (2,378,888,328) (3,194,078,774) (2,378,888,328)
!�9
�-�"�6���*�@+�E02A)+(-2���*��2+� 41,375,933 29,925,620 - -
�!�
+����#2���	4/��-��)&+'�;�4 194,064,576 185,442,747 194,064,576 185,442,747
#���E)&+(��1�0= �2+�#��@+�����
/4�5 (100,147,637) 553,844,325 (101,346,882) 551,843,707

!�9
 ��
�!���������+��
����&������6� 
����
/4�5��	(��1����!�������� 20,326,128,337 19,217,834,777 20,207,943,806 19,133,382,438

����
/4�5�!������������(�4�&'@%1�)
�0(��1�
#2� 782,256,225 (2,355,098,341) 832,192,926 (2,354,652,392)
���#2���	4/��-#��(�)+ (299,961,909) (106,297,591) (299,961,909) (106,297,591)
#��6.2 ��� �����*�(�2���	����'/� !� (589,249,153) 321,687,301 (589,213,750) 321,861,921
;�>�����9�2
+�
��#)� - 2,785,459,667 - 2,785,459,667
����
/4�5('-��*���+)&� 608,098,719 1,871,713,191 499,157,033 1,928,298,709
;�>�����9�2
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#��6.2 ���
+�
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#�����"��
	8�.�5
+8+� ��
$)1+�#
)&+���� (43,386,680) 646,782,388 (43,386,680) 646,782,388

(��1����!���������4�&'@%1�(����)
� 2�(��1�
#2� 861,855,632 749,764,450 857,555,352 749,437,940
#��6.2 ���#2�� �����	(��1���('-��*���+)&� 547,134,842 665,502,994 534,454,688 658,782,061
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��
/��2��@������&�/�9'�A)+��?�
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'��
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�
�	
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���*�� 3 ��)+�����(�4�&'@%1�) (2,634,762,397) 753,411,148 (2,634,762,397) 753,411,148
������ ���$)1+����
/4�5A�*
 (4,583,824,732) (4,693,690,403) (4,538,731,835) (4,652,394,649)
������ ���#���#
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/� ��
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/4�5 156,310,790 299,248,132 156,310,790 299,248,132
�������-� 149,292,025 188,416,328 161,667,025 196,666,328
����6(202�4)&+���-�6��
$)1++	9(���#
)&+���� 3,276,000 - 3,276,000 -
'��
+�+��?�9�6�<9
����������
 (12,015,809,082) (3,452,614,795) (11,958,341,185) (3,403,069,041)

����+'��
+�	����������	'��
 

/� �����02
	�	�/1� 4,290,000,000 4,430,000,000 4,290,000,000 4,430,000,000

/� �����02
	�	��* 9,594,036,699 8,210,310,000 9,594,036,699 8,210,310,000
������ ���.!�
	#)�(��1���
	�	�/1� (12,175,240,000) (1,700,000,000) (12,175,240,000) (1,700,000,000)
������ ���.!�
	#)�(��1���
	�	��* (20,297,052,007) (20,192,596,023) (20,297,052,007) (20,192,596,023)
������ ���.!�
	#)�</C*�/==�6.2���� (1,050,000,000) (1,050,000,000) (1,050,000,000) (1,050,000,000)
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British Airways Plc 
Group profit and loss account 
For the year ended March 31, 2004 

Group
Note 2004 2003

£ million 

Turnover 2 7,560 7,688
Cost of sales 4 (7,008) (7,263)
Gross profit 552 425
Administrative expenses 4 (147) (130)
Operating profit 405 295
Share of operating profit in associates 7 58 39
Total operating profit including associates 463 334
Other income and charges 8 13 (4)
(Loss)/profit on sale of fixed assets and investments 9 (46) 60
Net interest payable 10 (200) (255)
Profit before tax 230 135
Tax 11a (85) (50)
Profit after tax 145 85
Equity minority interest (1)
Non equity minority interest 38 (14) (13)
Profit for the year 130 72
Retained profit for the year 33a 130 72

Earnings per share 12
Basic earnings per share 12.1p 6.7p
Diluted earnings per share 12.1p 6.7p
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British Airways Plc 
Balance sheets 
At March 31, 2004 

Group Company
Note 2004 2003 2004 2003

£ million 

Fixed assets 
Intangible assets 13
Goodwill 93 99
Landing Rights 75 65 75 65

168 164 75 65
Tangible assets 14
Fleet 7,104 7,828 6,727 7,548
Property 1,042 1,219 968 1,144
Equipment 491 440 411 343

8,637 9,487 8,106 9,035
Investments 17
Subsidiary undertakings and quasi-subsidiary 1,194 1,208
Associated undertakings 501 461 29 33
Trade investments 30 32 29 31
Investment in own shares 31 31 31 31

562 524 1,283 1,303
9,367 10,175 9,464 10,403

Current assets 
Stocks 22 76 87 66 69
Debtors 23 1,019 986 1,122 923
Short-term loans and deposits 24b 1,606 1,430 1,558 1,374
Cash at bank and in hand 24b 64 222 35 194

2,765 2,725 2,781 2,560
Creditors: amounts falling due within one year 25 (2,996) (2,904) (3,599) (3,452)
Net current liabilities (231) (179) (818) (892)
Total assets less current liabilities 9,136 9,996 8,646 9,511
Creditors: amounts falling due after more than one year  
Borrowings and other creditors 26 (5,374) (6,441) (5,451) (6,483)
Convertible Capital Bonds 2005 36 (112) (112)

(5,486) (6,553) (5,451) (6,483)
Provision for deferred tax 29 (1,137) (1,062) (1,106) (1,025)
Provisions for liabilities and charges 30 (85) (107) (58) (80)

2,428 2,274 2,031 1,923
Capital and reserves 
Called up share capital 31 271 271 271 271
Reserves 33
Share premium account 788 788 788 788
Revaluation reserve 262 270 262 270
Profit and loss account 897 729 710 594

1,947 1,787 1,760 1,652
Total equity shareholders9 funds 2,218 2,058 2,031 1,923
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Minority interest 
Equity minority interest 10 10
Non equity minority interest 38 200 206

210 216 0 0
2,428 2,274 2,031 1,923

British Airways Plc 
Group cash flow statement 
For the year ended March 31, 2004 

Group
Note 2004 2003

£ million 

Cash inflow from operating activities 5a 1,093 1,185
Dividends received from associates 25 23
Returns on investments and servicing of finance 
Interest received 62 72
Interest paid on bank and other loans (83) (86)
Interest paid on finance leases and hire purchase arrangements (182) (222)
Lease transfer consent fees 7
Dividends received from trade investments 1
Non equity minority interest (14) (13)
Net cash outflow from returns on investments and servicing of finance (209) (249)
Tax 
Overseas tax (4) (7)
Capital expenditure and financial investment 
Intangible assets purchased for cash (14) (32)
Tangible fixed assets purchased for cash 14e (198) (293)
Refund of progress payments 42 230
Sale of tangible fixed assets and investments 212 351
Investment in own shares (6)
Net cash inflow for capital expenditure and financial investment 42 250
Acquisitions and disposals 
Sale of interests in subsidiary undertakings (80) 30
Sale of interests in associated undertakings 7 12
Purchase of interests in other associated undertakings (13)
Net cash (outflow)/inflow for acquisitions and disposals (73) 29
Net cash inflow before management of liquid resources and financing 874 1,231
Management of liquid resources (198) (289)
Financing 
Changes in borrowings 
Bank and other loans raised 81 13
Bank and other loans repaid (339) (189)
Capital elements of finance leases and hire purchase arrangements repaid (576) (608)

(834) (784)
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(Decrease)/increase in cash 24 (158) 158

British Airways Plc 
Statement of total recognised gains and losses 
For the year ended March 31, 2004 

Group
Note 2004 2003

£ million 

Profit for the year 130 72
Other recognised gains and losses relating to the year: 
Exchange and other movements 33a 16 (38)
Total recognised gains and losses relating to the year 146 34

Reconciliation of movements in shareholders’ funds 
For the year ended March 31, 2004 

Group
Note 2004 2003

£ million 

Profit for the year 130 72
Other recognised gains and losses relating to the year: 
Exchange and other movements 33a 16 (38)
Goodwill transferred to the profit and loss account in respect of disposals 33a 14 8
Net increase to shareholders9 funds 160 42
Equity shareholders9 funds at April 1 2,058 2,016
Equity shareholders9 funds at March 31 2,218 2,058
The difference between reported and historical cost profits and losses is not material. 
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AMR CORPORATION  
CONSOLIDATED STATEMENTS OF OPERATIONS  
(in millions, except per share amounts)      

Year Ended December 31, 
2003  2002  2001 

Revenues 

Passenger  - American Airlines $        14,332   $        14,440   $        15,780  
- Regional Affiliates             1,519               1,431               1,428  

Cargo 558                 561                 662  
Other revenues             1,031                 988               1,099  

Total operating revenues           17,440             17,420             18,969  

Expenses 

Wages, salaries and benefits              7,264  8,392  8,032  
Aircraft fuel              2,772  2,562  2,888  
Depreciation and amortization              1,377  1,366  1,404  
Other rentals and landing fees              1,173  1,198  1,197  
Commissions, booking fees and credit card expense              1,063  1,163  1,540  
Maintenance, materials and repairs                 860  1,108  1,165  
Aircraft rentals                 687  840  829  
Food service                 611  698  778  
Other operating expenses              2,428  2,715  2,996  
Special charges                 407  718  1,466  
U.S. government grant (358) (10) (856)

Total operating expenses            18,284  20,750  21,439  

Operating Loss (844) (3,330) (2,470)

Other Income (Expense)  
Interest income                   55  71  110  
Interest expense (703) (685) (538)
Interest capitalized                   71  86  144  
Miscellaneous - net                 113  (2) (2)

(464) (530) (286)
Loss Before Income Taxes and Cumulative Effect of  

Accounting Change (1,308) (3,860) (2,756)
Income tax benefit (80) (1,337) (994)
Loss Before Income Cumulative Effect of Accounting  

Change (1,228) (2,523) (1,762)
Cumulative Effect of Accounting Change, Net of  

Applicable Income Taxes  - (988) -
Net Loss $ (1,228) $ (3,511) $ (1,762)

Loss Per Share:  
Basic and Diluted  

Loss before cumulative effect of accounting change $           (7.76) $ (16.22) $ (11.43)
Cumulative effect of accounting change                     -    (6.35) -
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Net loss $ (7.76) $ (22.57) $ (11.43)
The accompanying notes are an integral part of these financial statements.    

AMR CORPORATION  
CONSOLIDATED BALANCE SHEETS  
(in millions, except shares and par value)    

December 31, 
2003  2002 

Assets 
Cash $ 120   $           104  
Short-term investments          2,486              1,846  
Restricted cash and short-term investments             527               783  
Receivables, less allowance for uncollectible    

account (2003 - $62; 2002 - $66)             796               909  
Income tax receivable                  -               572  
Inventories, less allowance for obsolescence    

(2003 - $428; 2002 - $450)             516               627  
Other current assets             237                 96  

Total current assets          4,682            4,937  

Equipment and Property  
Flight equipment, at cost        21,366          21,158  
Less accumulated depreciation          6,047            6,117  

15,319          15,041  

Purchase deposits for flight equipment             359               767  

Other equipment and property, at cost          4,820            4,738  
Less accumulated depreciation          2,409            2,288  

2,411            2,450  
18,089          18,258  

Equipment and Property Under Capital Leases  
Flight equipment          2,291            2,245  
Other equipment and property             167               165  

2,458            2,410  
Less accumulated amortization          1,087               974  

1,371            1,436  

Other Assets  
Route acquisition costs and airport operating and gate lease right, less    

accumulated amortization (2003 - $284; 2002 - $257)          1,253            1,292  
Other 3,935            4,344  

5,188            5,636  

Total Assets $ 29,330   $     30,267  

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



The accompanying notes are an integral part of these financial statements.    
 

AMR CORPORATION  
CONSOLIDATED BALANCE SHEETS  
(in millions, except shares and par value)    

December 31, 
2003  2002 

Liabilities and Stockholders' Equity  

Current Liabilities 
Accounts payable $          967  $ 1,198  
Accrued salaries and wages             528               705  
Accrued liabilities          1,461            1,855  
Air traffic liability          2,799            2,614  
Current maturities of long-term debt             603               713  
Current obligations under capital leases             201               155  

Total current liabilities          6,559            7,240  

Long-term Debt, Less Current Maturities  11,901          10,888  

Obligations Under Capital Leases,  
Less Current Obligations  1,225            1,422  

Other Liabilities and Credits  
Deferred gains             520               487  
Pension and postretirement benefits          4,803            4,730  
Other liabilities and deferred credits          4,276            4,543  

9,599            9,760  

Commitments and Contingencies  

Stockholders' Equity  
Preferred stock - 20,000,000 shares authorized; None issued                  -  -
Common stock - $1 par value; 750,000,000 shares authorized;    

182,350,259 shares issued             182               182  
Additional paid-in capital          2,605            2,795  
Treasury shares at cost: 2003 - 22,768,027; 2002 - 26,260,620 (1,405) (1,621)
Accumulated other comprehensive loss (785) (1,076)
Retained (deficit) earnings (551) (677)

46               957  
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Total Liabilities and Stockholders' Equity $ 29,330   $     30,267  

The accompanying notes are an integral part of these financial statements.   

AMR CORPORATION  
CONSOLIDATED STATEMENTS OF CASH FLOWS  
(in millions) 

Year Ended December 31, 
2003  2002  2001 

Cash flow from Operating Activities:  
Net Loss $ (1,228) $ (3,511) $ (1,762)
Adjustments to reconcile net loss to net cash provided (used) by      

operating activities: 
Depreciation             1,222  1,210  1,122  
Amortization                155  156  282  
Provisions for asset impairments and special charges                190  463  1,214  
Goodwill impairment                     -  988  -
Gain on sale of investments (154) - -
Deferred income taxes                     -  (845) (731)
Additional tax refunds due to tax law change                     - 371 -
Redemption payments under operating leases for special  

facility revenue bonds (521) - -
Change in assets and liabilities: 

Decrease (increase) in receivables                690  (66) 120  
Decrease (increase) in inventories                  56  48  (39)
Increase (decrease) in accounts payable and accrued  

liabilities (198) (32) 379  
Increase (decrease) in air traffic liability                184  (154) (276)
Increase in other liabilities and deferred credits                245  188  165  

Other, net (40) 73  68  
Net cash provided (used) by operating activities                601  (1,111) 542  

Cash flow from Investing Activities:  
Capital expenditures. Including purchase deposits on flight      

equipment (680) (1,881) (3,640)
Acquisition of Trans World Airlines, Inc.                     -  - (742)
Net (increase) decrease in short-term investments (640) 540  (242)
Net decrease (increase) in restricted cash and short-term 

investments                256  (248) (535)
Proceeds from sale of equipment and property and other 

investments                395  220  401  
Other 24  (24) 18  

Net cash used for investing activities (645) (1,393) (4,740)
Cash flow from Financing Activities: 

Payments on long-term debt and capital lease obligations (886) (687) (922)
Proceeds from: 

Issuance of long-term debt                945  3,099  4,744  
Sale-leaseback transactions                     -  91  352  
Exercise of stock options                    1  3 37  

Net cash used for investing activities                  60  2,506  4,211  
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Net increase in cash                  16  2 13  
Cash at beginning of year                104  102  89  
Cash at end of year  $           120  $ 104  $ 102  

Activities Not Affecting Cash 
Flight equipment acquired through seller financing  $           735  $ - $ -
Capital lease obligations incurred  $           140  $ - $ -
Reduction to capital lease and other obligations $          (190) $ - $ -

The accompanying notes are an integral part of these financial statements.     
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AMR CORPORATION  
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY 
(in millions, except share amounts)  

Accumulated 
Additional Other 

Common Paid-in Treasury Comprehensive Retained 
Stock Capital Stock Loss Earnings Total 

Balance at January 1, 2001 $      182  $ 2,911  $ (1,865) $ (2) $ 5,950  $ 7,176  
Net loss - - - - (1,762) (1,762)
Adjustment for minimum pension liability              -  - - (161) - (161)
Changes in fair value of derivative financial  

instruments              -  - - (75) - (75)
Unreslized gain on investments              -  - - 5 - 5
Income tax effect              -  - - 87  - 87  

Total comprehensive loss (1,906)
Issuance of 2,421,838 shares from 

Treasury pursuant to stock option, 
deferred stock and restricted stock 
incentive plans, net of tax of $58              -  (46) 149  - - 103  

Balance at December 31, 2001         182  2,865  (1,716) (146) 4,188  5,373  
Net loss - - - - (3,511) (3,511)
Adjustment for minimum pension liability              -  - - (1,122) - (1,122)
Changes in fair value of derivative financial  

instruments              -  - - 143  - 143  
Unreslized loss on investments              -  - - (6) - (6)
Income tax effect              -  - - 55  - 55  

Total comprehensive loss (4,441)
Issuance of 1,533,760 shares from 

Treasury pursuant to stock option, 
deferred stock and restricted stock 
incentive plans, net of tax of $52              -  (70) 95  - - 25  

Balance at December 31, 2002         182  2,795  (1,621) (1,076) 677  957  
Net loss - - - - (1,228) (1,228)
Adjustment for minimum pension liability              -  - - 337  - 337  
Changes in fair value of derivative financial  

instruments              -  - - (43) - (43)
Unreslized loss on investments              -  - - (3) - (3)
Income tax effect              -  - - - - -

Total comprehensive loss (937)
Issuance of 3,492,593 shares from 

Treasury vendors and employees 
pursuant to stock option and deferred  
stock incentive plans              -  (190) 216  - - 26  

Balance at December 31, 2003 $      182  $ 2,605  $ (1,405) $ (785) $ (551) $ 46  

The accompanying notes are an integral part of these financial statements. 
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IAS 30 Disclosures in the Financial Statements of Banks and Similar Financial 
Institutions 

1990 
 

IAS 31 Financial Reporting of Interests In Joint Ventures Dec. 2003 

IAS 32 Financial Instruments: Disclosures and Presentation Dec. 2003 

IAS 33 Earnings Per Share Dec. 2003 

IAS 34 Interim Financial Reporting 1998 

IAS 35 Discontinuing Operations 1998 

IAS 36 Impairment of Assets 1998 

IAS 37 Provisions, Contingent Liabilities and Contingent Assets 1998 

IAS 38 Intangible Assets 1997 

IAS 39 Financial Instruments: Recognition and Measurement Dec. 2003 

IAS 40 Investment Property Dec. 2003 

IAS 41 Agriculture 2001 
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CON 1 
 

CON 1 HIGHLIGHTS 
 

[Best understood in context of full Statement]

• Financial reporting is not an end in itself but is intended to provide information that is useful in making business and economic decisions. 
 
• The objectives of financial reporting are not immutable>they are affected by the economic, legal, political, and social environment in which financial 

reporting takes place. 
 
• The objectives are also affected by the characteristics and limitations of the kind of information that financial reporting can provide. 
 

- The information pertains to business enterprises rather than to industries or the economy as a whole. 
 

- The information often results from approximate, rather than exact, measures. 
 

- The information largely reflects the financial effects of transactions and events that have already happened. 
 

- The information is but one source of information needed by those who make decisions about business enterprises. 
 

- The information is provided and used at a cost. 
 
• The objectives in this Statement are those of general purpose external financial reporting by business enterprises. 
 

- The objectives stem primarily from the needs of external users who lack the authority to prescribe the information they want and must rely on 
information management communicates to them. 

 
- The objectives are directed toward the common interests of many users in the ability of an enterprise to generate favorable cash flows but are 

phrased using investment and credit decisions as a reference to give them a focus. The objectives are intended to be broad rather than narrow. 
 

- The objectives pertain to financial reporting and are not restricted to financial statements. 
 
• The objectives state that: 
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CON 1 
 

- Financial reporting should provide information that is useful to present and potential investors and creditors and other users in making rational 
investment, credit, and similar decisions. The information should be comprehensible to those who have a reasonable understanding of business 
and economic activities and are willing to study the information with reasonable diligence. 

 
- Financial reporting should provide information to help present and potential investors and creditors and other users in assessing the amounts, 

timing, and uncertainty of prospective cash receipts from dividends or interest and the proceeds from the sale, redemption, or maturity of 
securities or loans. Since investors' and creditors' cash flows are related to enterprise cash flows, financial reporting should provide information 
to help investors, creditors, and others assess the amounts, timing, and uncertainty of prospective net cash inflows to the related enterprise. 

 
- Financial reporting should provide information about the economic resources of an enterprise, the claims to those resources (obligations of the 

enterprise to transfer resources to other entities and owners' equity), and the effects of transactions, events, and circumstances that change its 
resources and claims to those resources. 

 

• "Investors" and "creditors" are used broadly and include not only those who have or contemplate having a claim to enterprise resources but also those 
who advise or represent them. 

 
• Although investment and credit decisions reflect investors' and creditors' expectations about future enterprise performance, those expectations are 

commonly based at least partly on evaluations of past enterprise performance. 
 
• The primary focus of financial reporting is information about earnings and its components. 
 
• Information about enterprise earnings based on accrual accounting generally provides a better indication of an enterprise's present and continuing 

ability to generate favorable cash flows than information limited to the financial effects of cash receipts and payments. 
 
• Financial reporting is expected to provide information about an enterprise's financial performance during a period and about how management of an 

enterprise has discharged its stewardship responsibility to owners. 
 
• Financial accounting is not designed to measure directly the value of a business enterprise, but the information it provides may be helpful to those 

who wish to estimate its value. 
 
• Investors, creditors, and others may use reported earnings and information about the elements of financial statements in various ways to assess the 

prospects for cash flows. They may wish, for example, to evaluate management's performance, estimate "earning power," predict future earnings, 
assess risk, or to confirm, change, or reject earlier predictions or assessments. Although financial reporting should provide basic information to aid 
them, they do their own evaluating, estimating, predicting, assessing, confirming, changing, or rejecting. 

 
• Management knows more about the enterprise and its affairs than investors, creditors, or other "outsiders" and accordingly can often increase the 

usefulness of financial information by identifying certain events and circumstances and explaining their financial effects on the enterprise. 
 

* * * * *
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CON 1 
 

Statements of Financial Accounting Concepts 
 

This is the first in a series of Statements of Financial Accounting Concepts. The purpose of the series is to set 
forth fundamentals on which financial accounting and reporting standards will be based. More specifically, 
Statements of Financial Accounting Concepts are intended to establish the objectives and concepts that the 
Financial Accounting Standards Board will use in developing standards of financial accounting and reporting. 

The Board itself is likely to be the major user and thus the most direct beneficiary of the guidance provided 
by the new series. However, knowledge of the objectives and concepts the Board uses should enable all who are 
affected by or interested in financial accounting standards to better understand the content and limitations of 
information provided by financial accounting and reporting, thereby furthering their ability to use that 
information effectively and enhancing confidence in financial accounting and reporting. That knowledge, if used 
with care, may also provide guidance in resolving new or emerging problems of financial accounting and 
reporting in the absence of applicable authoritative pronouncements. 

Unlike a Statement of Financial Accounting Standards, a Statement of Financial Accounting Concepts does not establish generally accepted 
accounting principles and therefore is not intended to invoke the application of Rule 203 of the Rules of Conduct of the Code of Professional Ethics of the 
American Institute of Certified Public Accountants (or successor rule or arrangement of similar scope and intent). Like other pronouncements of the Board, 
a Statement of Financial Accounting Concepts may be amended, superseded, or withdrawn by appropriate action under the Board's Rules of Procedure.

The Board recognizes that in certain respects current generally accepted accounting principles may be 
inconsistent with those that may derive from the objectives and concepts set forth in this Statement and others in 
the series. In due course, the Board expects to reexamine its pronouncements, pronouncements of predecessor 
standard-setting bodies, and existing financial reporting practice in the light of newly enunciated objectives and 
concepts. In the meantime, a Statement of Financial Accounting Concepts does not (a) require a change in 
existing generally accepted accounting principles, (b) amend, modify, or interpret Statements of Financial 
Accounting Standards, Interpretations of the FASB, effective Opinions of the Accounting Principles Board, or 
effective Bulletins of the Committee on Accounting Procedure, or (c) justify either changing existing generally 
accepted accounting and reporting practices or interpreting the pronouncements listed in (b) based on personal 
interpretations of the objectives and concepts in the Statements of Financial Accounting Concepts. 

To establish objectives and concepts will not, by itself, directly solve financial accounting and reporting 
problems. Rather, objectives and concepts are tools for solving problems. Moreover, although individual 
Statements of Financial Accounting Concepts may be issued serially, they will form a cohesive set of interrelated 
concepts and will often need to be used jointly. 
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CON 1 
The new series of Statements of Financial Accounting Concepts is intended and expected to serve the public 

interest within the context of the role of financial accounting and reporting in the economy—to provide 
evenhanded financial and other information that, together with information from other sources, facilitates 
efficient functioning of capital and other markets and otherwise assists in promoting efficient allocation of scarce 
resources in the economy. 
 

This Statement contains no conclusions about matters expected to be covered in other Statements resulting 
from the Board's conceptual framework project, such as objectives of financial reporting by organizations other 
than business enterprises; elements of financial statements and their recognition, measurement, and display; 
capital maintenance; unit of measure; criteria for distinguishing information to be included in financial 
statements from that which should be provided by other means of financial reporting; and criteria for evaluating 
and selecting accounting information (qualitative characteristics). 
 

INTRODUCTION AND BACKGROUND 
 
1. This Statement establishes the objectives of general purpose external financial reporting by business 
enterprises. Its concentration on business enterprises is not intended to imply that the Board has concluded that 
the uses and objectives of financial reporting by other kinds of entities are, or should be, the same as or different 
from those of business enterprises. Those and related matters, including whether and, if so, how business 
enterprises and other organizations should be distinguished for the purpose of establishing objectives of and basic 
concepts underlying financial reporting, are issues in another phase of the Board's conceptual framework project. 

2. This Statement is the first of a planned series of publications in the Board's conceptual framework project. Later Statements are expected to cover the 
elements of financial statements and their recognition, measurement, and display as well as related matters such as capital maintenance, unit of measure, 
criteria for distinguishing information to be included in financial statements from that which should be provided by other means of financial reporting, and 
criteria for evaluating and selecting accounting information (qualitative characteristics). Accordingly, this Statement contains no conclusions about matters 
such as the identity, number, or form of financial statements or about the attributes to be measured or the unit of measure to be used. Thus, although 
designation in the objectives of certain information as relevant has implications for communicating the information, the Statement should not be interpreted 
as implying a particular set of financial statements. Nor should the Statement be interpreted as suggesting that the relative merits of various attributes, such 
as historical cost/historical proceeds or current cost/current proceeds, have been resolved. Similarly, references in it to measures in units of money should 
not be interpreted as precluding the possibility of measures in constant dollars (units of money having constant purchasing power). 
 
3. This Statement also does not specify financial accounting standards prescribing accounting procedures or disclosure practices for particular items or 
events; rather it describes concepts and relations that will underlie future financial accounting standards and practices and in due course serve as a basis 
for evaluating existing standards and practices. Its effect on financial reporting will be reflected primarily in Statements of Financial Accounting Standards. 
Until the FASB reexamines its pronouncements, pronouncements of predecessor standard-setting bodies, and existing financial reporting practices, 
pronouncements such as APB Statement No. 4, "Basic Concepts and Accounting Principles Underlying Financial Statements of Business Enterprises," or 
the Accounting Terminology Bulletins will continue to serve their intended purpose>to describe objectives and concepts underlying standards and 
practices existing before the issuance of this Statement. 
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CON 1 
4. This Statement includes a brief exposition of the reasons for the Board's conclusions. It therefore includes no separate Appendix containing a basis for 
conclusions. Appendix A to this Statement contains background information for the Statement. 
 
Financial Statements and Financial Reporting 
 
5. The objectives in this Statement pertain to financial reporting and are not restricted to information communicated by financial statements. Although 
financial reporting and financial statements have essentially the same objectives, some useful information is better provided by financial statements and 
some is better provided, or can only be provided, by means of financial reporting other than financial statements. The following paragraphs briefly describe 
some major characteristics of financial reporting and financial statements and give some examples, but they draw no clear distinction between financial 
reporting and financial statements and leave extremely broad the scope of financial reporting. The Board will draw boundaries, as needed, in other parts of 
the conceptual framework project or in financial accounting standards. 
 
6. Financial statements are a central feature of financial reporting. They are a principal means of communicating accounting information to those outside an 
enterprise. Although financial statements may also contain information from sources other than accounting records, accounting systems are generally 
organized on the basis of the elements of financial statements (assets, liabilities, revenues, expenses, etc.) and provide the bulk of the information for 
financial statements. The financial statements now most frequently provided are (a) balance sheet or statement of financial position, (b) income or earnings 
statement, (c) statement of retained earnings, (d) statement of other changes in owners' or stockholders' equity, and (e) statement of changes in financial 
position (statement of sources and applications of funds). To list those examples from existing practice implies no conclusions about the identity, number, 
or form of financial statements because those matters are yet to be considered in the conceptual framework project (paragraph 2). 
7. Financial reporting includes not only financial statements but also other means of communicating information that relates, directly or indirectly, to the 
information provided by the accounting system>that is, information about an enterprise's resources, obligations, earnings, etc. Management may 
communicate information to those outside an enterprise by means of financial reporting other than formal financial statements either because the 
information is required to be disclosed by authoritative pronouncement, regulatory rule, or custom or because management considers it useful to those 
outside the enterprise and discloses it voluntarily. Information communicated by means of financial reporting other than financial statements may take 
various forms and relate to various matters. Corporate annual reports, prospectuses, and annual reports filed with the Securities and Exchange 
Commission are common examples of reports that include financial statements, other financial information, and nonfinancial information. News releases, 
management's forecasts or other descriptions of its plans or expectations, and descriptions of an enterprise's social or environmental impact are examples 
of reports giving financial information other than financial statements or giving only nonfinancial information. 
 
8. Financial statements are often audited by independent accountants for the purpose of enhancing confidence in their reliability. Some financial reporting 
by management outside the financial statements is audited, or is reviewed but not audited, by independent accountants or other experts, and some is 
provided by management without audit or review by persons outside the enterprise. 
 
Environmental Context of Objectives 
 
9. Financial reporting is not an end in itself but is intended to provide information that is useful in making business and economic decisions>for making 
reasoned choices among alternative uses of scarce resources in the conduct of business and economic activities. Thus, the objectives set forth stem 
largely from the needs of those for whom the information is intended, which in turn depend significantly on the nature of the economic activities and 
decisions with which the users are involved. Accordingly, the objectives in this Statement are affected by the economic, legal, political, and social 
environment in the United States. The objectives are also affected by characteristics and limitations of the information that financial reporting can provide 
(paragraphs 17-23). 
 
10. The United States has a highly developed exchange economy. Most goods and services are exchanged for 
money or claims to money instead of being consumed by their producers. Most goods and services have money 
prices, and cash (ready money, including currency, coins, and money on deposit) is prized because of what it can 
buy. Members of the society carry out their consumption, saving, and investment decisions by allocating their 
present and expected cash resources. 
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CON 1 
11. Production and marketing of goods and services often involve long, continuous, or intricate processes that require large amounts of capital, which in 
turn require substantial savings in the economy. Savings are often invested through a complex set of intermediaries which offer savers diverse types of 
ownership and creditor claims, many of which can be freely traded or otherwise converted to cash. 
 
12. Most productive activity in the United States is carried on through investor-owned business enterprises, including many large corporations that buy, 
sell, and obtain financing in national or multinational markets. Since investor-owners are commonly more interested in returns from dividends and market 
price appreciation of their securities than in active participation in directing corporate affairs, directors and professional managers commonly control 
enterprise resources and decide how those resources are allocated in enterprise operations. Management is accountable to owner-investors, both directly 
and through an elected board of directors, for planning and controlling enterprise operations in their interests, including gaining or maintaining competitive 
advantage or parity in the markets in which the enterprise buys, sells, and obtains financing and considering and balancing various other, often competing 
interests, such as those of employees, customers, lenders, suppliers, and government. 
 
13. Business enterprises raise capital for production and marketing activities not only from financial institutions 
and small groups of individuals but also from the public through issuing equity and debt securities that are widely 
traded in highly developed securities markets. Numerous, perhaps most, transactions in those markets are 
transfers from one investor or creditor to another with no part of the exchange price going to the issuing 
enterprise. But those transactions set the market prices for particular securities and thereby affect an enterprise's 
ability to attract investment funds and its cost of raising capital. Those having funds to invest normally assess the 
expected costs, expected returns, and expected risks of alternative investment opportunities. They attempt to 
balance expected risks and returns and generally invest in high risk ventures only if they expect commensurately 
high returns and will accept low expected returns only if expected risk is commensurately low. A business 
enterprise is unlikely to be able to compete successfully in the markets for lendable or investment funds unless 
lenders and investors expect the enterprise to be able to sell its output at prices sufficiently in excess of its costs 
to enable them to expect a return from interest or dividends and market price appreciation commensurate with the 
risks they perceive. Thus, well-developed securities markets tend to allocate scarce resources to enterprises that 
use them efficiently and away from inefficient enterprises. 
 
14. In the United States, productive resources are generally privately owned rather than government owned. 
Markets—which vary from those that are highly competitive, including many commodities and securities 
markets, to those that involve regulated monopolies, including markets for telephone service or electricity—are 
significant factors in resource allocation in the economy. However, government intervenes in the allocation 
process in many ways and for various purposes. For example, it intervenes directly by collecting taxes, 
borrowing, and spending for its purchases of goods and services for government operations and programs; by 
regulating business activities; or by paying subsidies. It intervenes less directly through broad tax, monetary, and 
fiscal policies. Government also has a broad interest in the impact of business enterprises on the community at 
large and may intervene to alter that impact. Many government interventions are expressly designed to work 
through market forces, but even government actions that are not so designed may significantly affect the balance 
of market forces. 
 
15. Moreover, government is a major supplier of economic statistics and other economic information that are 
widely used by management, investors, and others interested in individual business enterprises and are commonly 
included in news reports and other statistics and analyses in ways that may broadly affect perceptions about 
business and economic matters. Although government statistics are primarily "macro" in nature (pertaining to the 
economy as a whole or to large segments of it) and do not generally disclose much about individual business 
enterprises, they are based to a considerable extent on information of the kind provided by financial reporting by 
individual business enterprises. 
 
16. The effectiveness of individuals, enterprises, markets, and government in allocating scarce resources among competing uses is enhanced if those who 
make economic decisions have information that reflects the relative standing and performance of business enterprises to assist them in evaluating 
alternative courses of action and the expected returns, costs, and risks of each. The function of financial reporting is to provide information that is useful to 
those who make economic decisions about business enterprises and about investments in or loans to business enterprises. Independent auditors 
commonly examine or review financial statements and perhaps other information, and both those who provide and those who use that information often 
view an independent auditor's opinion as enhancing the reliability or credibility of the information. 
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CON 1 
 
Characteristics and Limitations of Information Provided 
 
17. The objectives of financial reporting are affected not only by the environment in which financial reporting takes place but also by the characteristics and 
limitations of the kind of information that  financial reporting, and particularly financial statements, can provide. The information is to a significant extent 
financial information based on approximate measures of the financial effects on individual business enterprises of transactions and events that have 
already happened; it cannot be provided or used without incurring a cost. 
 
18. The information provided by financial reporting is primarily financial in nature>it is generally quantified and expressed in units of money. Information 
that is to be formally incorporated in financial statements must be quantifiable in units of money. Other information can be disclosed in financial statements 
(including notes) or by other means, but financial statements involve adding, subtracting, multiplying, and dividing numbers depicting economic things and 
events and require a common denominator. The numbers are usually exchange prices or amounts derived from exchange prices. Quantified nonfinancial 
information (such as number of employees or units of product produced or sold) and nonquantified information (such as descriptions of operations or 
explanations of policies) that are reported normally relate to or underlie the financial information. Financial information is often limited by the need to 
measure in units of money or by constraints inherent in procedures, such as verification, that are commonly used to enhance the reliability or objectivity of 
the information. 
 
19. The information provided by financial reporting pertains to individual business enterprises, which may comprise two or more affiliated entities, rather 
than to industries or an economy as a whole or to members of society as consumers. Financial reporting may provide information about industries and 
economies in which an enterprise operates but usually only to the extent the information is relevant to understanding the enterprise. It does not attempt to 
measure the degree to which the consumption of wealth satisfies consumers' wants. Since business enterprises are producers and distributors of scarce 
resources, financial reporting bears on the allocation of economic resources to producing and distributing activities and focuses on the creation of, use of, 
and rights to wealth and the sharing of risks associated with wealth. 
 
20. The information provided by financial reporting often results from approximate, rather than exact, measures. The measures commonly involve numerous 
estimates, classifications, summarizations, judgments, and allocations. The outcome of economic activity in a dynamic economy is uncertain and results 
from combinations of many factors. Thus, despite the aura of precision that may seem to surround financial reporting in general and financial statements in 
particular, with few exceptions the measures are approximations, which may be based on rules and conventions, rather than exact amounts. 
 
21. The information provided by financial reporting largely reflects the financial effects of transactions and events that have already happened. 
Management may communicate information about its plans or projections, but financial statements and most other financial reporting are historical. For 
example, the acquisition price of land, the current market price of a marketable equity security, and the current replacement price of an inventory are all 
historical data>no future prices are involved. Estimates resting on expectations of the future are often needed in financial reporting, but their major use, 
especially of those formally incorporated in financial statements, is to measure financial effects of past transactions or events or the present status of an 
asset or liability. For example, if depreciable assets are accounted for at cost, estimates of useful lives are needed to determine current depreciation and 
the current undepreciated cost of the asset. Even the discounted amount of future cash payments required by a long-term debt contract is, as the name 
implies, a "present value" of the liability. The information is largely historical, but those who use it may try to predict the future or may use the information to 
confirm or reject their previous predictions. To provide information about the past as an aid in assessing the future is not to imply that the future can be 
predicted merely by extrapolating past trends or relationships. Users of the information need to assess the possible or probable impact of factors that may 
cause change and form their own expectations about the future and its relation to the past. 
 
22. Financial reporting is but one source of information needed by those who make economic decisions about 
business enterprises. Business enterprises and those who have economic interests in them are affected by 
numerous factors that interact with each other in complex ways. Those who use financial information for 
business and economic decisions need to combine information provided by financial reporting with pertinent 
information from other sources, for example, information about general economic conditions or expectations, 
political events and political climate, or industry outlook. 
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CON 1 
23. The information provided by financial reporting involves a cost to provide and use, and generally the benefits of information provided should be 
expected to at least equal the cost involved. The cost includes not only the resources directly expended to provide the information but may also include 
adverse effects on an enterprise or its stockholders from disclosing it. For example, comments about a pending lawsuit may jeopardize a successful 
defense, or comments about future plans may jeopardize a competitive advantage. The collective time needed to understand and use information is also a 
cost. Sometimes a disparity between costs and benefits is obvious. However, the benefits from financial information are usually difficult or impossible to 
measure objectively, and the costs often are; different persons will honestly disagree about whether the benefits of the information justify its costs. 
 
Potential Users and Their Interests 
 
24. Many people base economic decisions on their relationships to and knowledge about business enterprises and thus are potentially interested in the 
information provided by financial reporting. Among the potential users are owners, lenders, suppliers, potential investors and creditors, employees, 
management, directors, customers, financial analysts and advisors, brokers, underwriters, stock exchanges, lawyers, economists, taxing authorities, 
regulatory authorities, legislators, financial press and reporting agencies, labor unions, trade associations, business researchers, teachers and students, 
and the public. Members and potential members of some groups>such as owners, creditors, and employees>have or contemplate having direct 
economic interests in particular business enterprises. Managers and directors, who are charged with managing the enterprise in the interest of owners 
(paragraph 12), also have a direct interest. Members of other groups>such as financial analysts and advisors, regulatory authorities, and labor unions>
have derived or indirect interests because they advise or represent those who have or contemplate having direct interests. 
 
25. Potential users of financial information most directly concerned with a particular business enterprise are 
generally interested in its ability to generate favorable cash flows because their decisions relate to amounts, 
timing, and uncertainties of expected cash flows. To investors, lenders, suppliers, and employees, a business 
enterprise is a source of cash in the form of dividends or interest and perhaps appreciated market prices, 
repayment of borrowing, payment for goods or services, or salaries or wages. They invest cash, goods, or services 
in an enterprise and expect to obtain sufficient cash in return to make the investment worthwhile. They are 
directly concerned with the ability of the enterprise to generate favorable cash flows and may also be concerned 
with how the market's perception of that ability affects the relative prices of its securities. To customers, a 
business enterprise is a source of goods or services, but only by obtaining sufficient cash to pay for the resources 
it uses and to meet its other obligations can the enterprise provide those goods or services. To managers, the cash 
flows of a business enterprise are a significant part of their management responsibilities, including their 
accountability to directors and owners. Many, if not most, of their decisions have cash flow consequences for the 
enterprise. Thus, investors, creditors, employees, customers, and managers significantly share a common interest 
in an enterprise's ability to generate favorable cash flows. Other potential users of financial information share the 
same interest, derived from investors, creditors, employees, customers, or managers whom they advise or 
represent or derived from an interest in how those groups (and especially stockholders) are faring. 
 
26. Some of the potential users listed in paragraph 24 may have specialized needs but also have the power to obtain information needed. For example, 
both the information needed to enforce tax laws and regulations and the information needed to set rates for public utilities are specialized needs. However, 
although both taxing authorities and rate-making bodies often use the information in financial statements for their purposes, both also have statutory 
authority to require the specific information they need to fulfill their functions and do not need to rely on information provided to other groups. Some 
investors and creditors or potential investors and creditors may also be able to require a business enterprise to provide specified information to meet a 
particular need>for example, a bank or insurance company negotiating with an enterprise for a large loan or private placement of securities can often 
obtain desired information by making the information a condition for completing the transaction. 
 
27. Except for management, and to some extent directors, the potential users listed in paragraph 24 are commonly described as "external users," and 
accounting and reporting are sometimes divided conventionally into internal and external parts. That broad distinction more nearly suits the purposes of 
this Statement than does another common conventional distinction>that between managerial or management accounting (which is designed to assist 
management decision making, planning, and control at the various administrative levels of an enterprise) and financial accounting (which is concerned with 
accounting for an enterprise's assets, liabilities, revenues, expenses, earnings, etc.) because management uses information provided by both 
management accounting and financial accounting. Management needs, in addition to financial accounting information, a great deal of management 
accounting information to carry out its responsibilities in planning and controlling operations. Much of that information relates to particular decisions or to 
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CON 1 
particular cost or profit centers and is often provided in more detail than is considered necessary or appropriate for external financial reporting, even 
though the same accounting system normally accumulates, processes, and provides the information whether it is called managerial or financial or internal 
or external. Directors usually have access to at least some information available to management that is normally not provided outside an enterprise. Since 
management accounting is internal to an enterprise, it can usually be tailored to meet management's informational needs and is beyond the scope of this 
Statement. 
 
General Purpose External Financial Reporting 
 
28. The objectives in this Statement are those of general purpose external financial reporting by business enterprises. The objectives stem primarily from 
the informational needs of external users who lack the authority to prescribe the financial information they want from an enterprise and therefore must use 
the information that management communicates to them. Those potential users include most of the groups listed in paragraph 24. 
29. Financial reporting has both an internal and an external aspect, and this Statement focuses on the external aspect. Management is as interested in 
information about assets, liabilities, earnings, and related elements as external users and, among its other requirements, generally needs the same kinds of 
information about those elements as external users (paragraph 25). Thus, management is a major user of the same information that is provided by external 
financial reporting. However, management's primary role in external financial reporting is that of communicating information for use by others. For that 
reason, it has a direct interest in the cost, adequacy, and understandability of external financial reporting. 
 
30. General purpose external financial reporting is directed toward the common interest of various potential users in the ability of an enterprise to generate 
favorable cash flows (paragraph 25). Thus, the objectives in this Statement are focused on information for investment and credit decisions for reasons that 
are largely pragmatic, not to narrow their scope. The objectives need a focus to avoid being vague or highly abstract. Investors and creditors and their 
advisors are the most obvious prominent external groups who use the information provided by financial reporting and who generally lack the authority to 
prescribe the information they want. Their decisions and their uses of information have been studied and described to a much greater extent than those of 
other external groups, and their decisions significantly affect the allocation of resources in the economy. In addition, information provided to meet investors' 
and creditors' needs is likely to be generally useful to members of other groups who are interested in essentially the same financial aspects of business 
enterprises as investors and creditors. 
 
31. For convenience, financial reporting is used in place of general purpose external financial reporting by business enterprises in the remainder of this 
Statement. 
 

OBJECTIVES OF FINANCIAL REPORTING 
 
32. The following objectives of financial reporting flow from the preceding paragraphs and  proceed from the more general to the more specific. The 
objectives begin with a broad focus on information that is useful in investment and credit decisions; then narrow that focus to investors' and creditors' 
primary interest in the prospects of receiving cash from their investments in or loans to business enterprises and the relation of those prospects to the 
enterprise's prospects; and finally focus on information about an enterprise's economic resources, the claims to those resources, and changes in them, 
including measures of the enterprise's performance, that is useful in assessing the enterprise's cash flow prospects. The reasons for focusing the 
objectives of financial reporting primarily on investment, credit, and similar decisions are given in paragraph 30. That focus and wording do not mean that 
the objectives apply only to investors and creditors and exclude everyone else. To the contrary, information that satisfies the objectives should be useful to 
all who are interested in an enterprise's future capacity to pay or in how investors or creditors are faring. 
 
33. The objectives are those of financial reporting rather than goals for investors, creditors, or others who use the information or goals for the economy or 
society as a whole. The role of financial reporting in the economy is to provide information that is useful in making business and economic decisions, not to 
determine what those decisions should be. For example, saving and investing in productive resources (capital formation) are generally considered to be 
prerequisite to increasing the standard of living in an economy. To the extent that financial reporting provides information that helps identify relatively 
efficient and inefficient users of resources, aids in assessing relative returns and risks of investment opportunities, or otherwise assists in promoting efficient 
functioning of capital and other markets, it helps to create a favorable environment for capital formation decisions. However, investors, creditors, and others 
make those decisions, and it is not a function of financial reporting to try to determine or influence the outcomes of those decisions. The role of financial 
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CON 1 
reporting requires it to provide evenhanded, neutral, or unbiased information. Thus, for example, information that indicates that a relatively inefficient user of 
resources is efficient or that investing in a particular enterprise involves less risk than it does and information that is directed toward a particular goal, such 
as encouraging the reallocation of resources in favor of a particular segment of the economy, are likely to fail to serve the broader objectives that financial 
reporting is intended to serve. 
 

Information Useful in Investment and Credit Decisions 
 
34. Financial reporting should provide information that is useful to present and potential investors and creditors and other users in making rational 
investment, credit, and similar decisions. The information should be comprehensible to those who have a reasonable understanding of business and 
economic activities and are willing to study the information with reasonable diligence. 
 
35. This Statement uses the terms investors and creditors broadly. The terms include both those who deal directly with an enterprise and those who deal 
through intermediaries, both those who buy securities from other investors or creditors and those who buy newly issued securities from the enterprise or an 
underwriter, both those who commit funds for long periods and those who trade frequently, both those who desire safety of investment and those who are 
willing to accept risk to obtain high rates of return, both individuals and specialized institutions. The major groups of investors are equity securityholders 
and debt securityholders. The major groups of creditors are suppliers of goods and services who extend credit, customers and employees with claims, 
lending institutions, individual lenders, and debt securityholders. The terms also may comprehend security analysts and advisors, brokers, lawyers, 
regulatory agencies, and others who advise or represent the interests of investors and creditors or who otherwise are interested in how investors and 
creditors are faring. 
 
36. Individual investors, creditors, or other potential users of financial information understand to varying degrees the business and economic environment, 
business activities, securities markets, and related matters. Their understanding of financial information and the way and extent to which they use and rely 
on it also may vary greatly. Financial information is a tool and, like most tools, cannot be of much direct help to those who are unable or unwilling to use it or 
who misuse it. Its use can be learned, however, and financial reporting should provide information that can be used by all>nonprofessionals as well as 
professionals>who are willing to learn to use it properly. Efforts may be needed to increase the understandability of financial information. Cost-benefit 
considerations may indicate that information understood or used by only a few should not be provided. Conversely, financial reporting should not exclude 
relevant information merely because it is difficult for some to understand or because some investors or creditors choose not to use it. 
 
Information Useful in Assessing Cash Flow Prospects 
 
37. Financial reporting should provide information to help present and potential investors and creditors and other 
users in assessing the amounts, timing, and uncertainty of prospective cash receipts from dividends or interest and 
the proceeds from the sale, redemption, or maturity of securities or loans. The prospects for those cash receipts 
are affected by an enterprise's ability to generate enough cash to meet its obligations when due and its other cash 
operating needs, to reinvest in operations, and to pay cash dividends and may also be affected by perceptions of 
investors and creditors generally about that ability, which affect market prices of the enterprise's securities. Thus, 
financial reporting should provide information to help investors, creditors, and others assess the amounts, timing, 
and uncertainty of prospective net cash inflows to the related enterprise. 
 
38. People engage in investing, lending, and similar activities primarily to increase their cash resources. The ultimate test of success (or failure) of those 
activities is the extent to which they return more (or less) cash than they cost. A successful investor or creditor receives not only a return of investment but 
also a return on that investment (cash, goods, or services) commensurate with the risk involved. Moreover, investment, credit, and similar decisions 
normally involve choices between present cash and future cash>for example, the choice between the price of a security that can be bought or sold or the 
amount of a loan and rights to expected future cash receipts from dividends or interest and proceeds from resale or repayment. Investors, creditors, and 
others need information to help them form rational expectations about those prospective cash receipts and assess the risk that the amounts or timing of the 
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CON 1 
receipts may differ from expectations, including information that helps them assess prospective cash flows to the enterprise in which they have invested or 
to which they have loaned funds. 
 
39. Business enterprises, like investors and creditors, invest cash in noncash resources to earn more cash. The test of success (or failure) of the operations 
of an enterprise is the extent to which the cash returned exceeds (or is less than) the cash spent (invested) over the long run (footnote 7). A successful 
enterprise receives not only a return of its investment but also a satisfactory return on that investment. The market's assessment of an enterprise's expected 
success in generating favorable cash flows affects the relative market prices of its securities, although the level of market prices of securities is affected by 
numerous factors>such as general economic conditions, interest rates, market psychology, and the like>that are not related to particular enterprises. 
Thus, since an enterprise's ability to generate favorable cash flows affects both its ability to pay dividends and interest and the market prices of its 
securities, expected cash flows to investors and creditors are related to expected cash flows to the enterprise in which they have invested or to which they 
have loaned funds. 
 
Information about Enterprise Resources, Claims to Those Resources, and Changes in Them 
 
40. Financial reporting should provide information about the economic resources of an enterprise, the claims to those resources (obligations of the 
enterprise to transfer resources to other entities and owners' equity), and the effects of transactions, events, and circumstances that change resources and 
claims to those resources. 

Economic Resources, Obligations, and Owners' Equity 
 
41. Financial reporting should provide information about an enterprise's economic resources, obligations, and 
owners' equity. That information helps investors, creditors, and others identify the enterprise's financial strengths 
and weaknesses and assess its liquidity and solvency. Information about resources, obligations, and owners' 
equity also provides a basis for investors, creditors, and others to evaluate information about the enterprise's 
performance during a period (paragraphs 42-48). Moreover, it provides direct indications of the cash flow 
potentials of some resources and of the cash needed to satisfy many, if not most, obligations. That is, some of an 
enterprise's resources are direct sources of cash to the enterprise, many obligations are direct causes of cash 
payments by the enterprise, and reasonably reliable measures of future net cash inflows or future net cash 
outflows are often possible for those resources and obligations. Many cash flows cannot be identified with 
individual resources (or some obligations), however, because they are the joint result of combining various 
resources in the enterprise's operations. Indirect measures of cash flow potential are widely considered necessary 
or desirable, both for particular resources and for enterprises as a whole. That information may help those who 
desire to estimate the value of a business enterprise, but financial accounting is not designed to measure directly 
the value of an enterprise. 
 
Enterprise Performance and Earnings 
 
42. Financial reporting should provide information about an enterprise's financial performance during a period. Investors and creditors often use information 
about the past to help in assessing the prospects of an enterprise. Thus, although investment and credit decisions reflect investors' and creditors' 
expectations about future enterprise performance, those expectations are commonly based at least partly on evaluations of past enterprise performance. 
 
43. The primary focus of financial reporting is information about an enterprise's performance provided by measures of earnings and its components. 
Investors, creditors, and others who are concerned with assessing the prospects for enterprise net cash inflows are especially interested in that information. 
Their interest in an enterprise's future cash flows and its ability to generate favorable cash flows leads primarily to an interest in information about its 
earnings rather than information directly about its cash flows. Financial statements that show only cash receipts and payments during a short period, such 
as a year, cannot adequately indicate whether or not an enterprise's performance is successful. 
 
44. Information about enterprise earnings and its components measured by accrual accounting generally provides a better indication of enterprise 
performance than information about current cash receipts and payments. Accrual accounting attempts to record the financial effects on an enterprise of 
transactions and other events and circumstances that have cash consequences for an enterprise in the periods in which those transactions, events, and 
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circumstances occur rather than only in the periods in which cash is received or paid by the enterprise. Accrual accounting is concerned with the process 
by which cash expended on resources and activities is returned as more (or perhaps less) cash to the enterprise, not just with the beginning and end of 
that process. It recognizes that the buying, producing, selling, and other operations of an enterprise during a period, as well as other events that affect 
enterprise performance, often do not coincide with the cash receipts and payments of the period. 
 
45. Periodic earnings measurement involves relating to periods the benefits from and the costs of operations and other transactions, events, and 
circumstances that affect an enterprise. Although business enterprises invest cash to obtain a return on investment as well as a return of investment, the 
investment of cash and its return often do not occur in the same period. Modern business activities are largely conducted on credit and often involve long 
and complex financial arrangements or production or marketing processes. An enterprise's receivables and payables, inventory, investments, property, 
plant, equipment, and other noncash resources and obligations are the links between its operations and other transactions, events, and circumstances that 
affect it and its cash receipts and outlays. For example, labor is often used by an enterprise before it is paid for, requiring that salaries and wages payable 
be accrued to recognize the obligation and measure the effects on earnings in the period the labor is used rather than when the payroll checks are issued. 
Conversely, resources such as raw materials and equipment may be paid for by an enterprise in a period that does not coincide with their use, requiring 
that the resources on hand be recognized and that the effect on earnings be deferred until the periods the resources are used. Similarly, receivables and 
the related effects on earnings must often be accrued before the related cash is received, or obligations must be recognized when cash is received and 
the effects on earnings must be identified with the periods in which goods or services are provided. The goal of accrual and deferral of benefits and 
sacrifices is to relate the accomplishments and the effects so that reported earnings measures an enterprise's performance during a period instead of 
merely listing its cash receipts and outlays. 

46. Earnings and its components relate to an individual enterprise during a particular period. Over the life of an enterprise (or other very long period), total 
reported earnings equals the net cash receipts excluding those from capital changes (ignoring changes in value of money noted in footnote 7), but that 
relationship between earnings and cash flows rarely, if ever, holds for periods as short as a year. The major difference between periodic earnings 
measured by accrual accounting and statements of cash receipts and outlays is timing of recognition of the components of earnings. 
 
47. Investors, creditors, and others often use reported earnings and information about the components of earnings in various ways and for various 
purposes in assessing their prospects for cash flows from investments in or loans to an enterprise. For example, they may use earnings information to help 
them (a) evaluate management's performance, (b) estimate "earning power" or other amounts they perceive as "representative" of long-term earning ability 
of an enterprise, (c)predict future earnings, or (d) assess the risk of investing in or lending to an enterprise. They may use the information to confirm, 
reassure themselves about, or reject or change their own or others' earlier predictions or assessments. Measures of earnings and information about 
earnings disclosed by financial reporting should, to the extent possible, be useful for those and similar uses and purposes. 
 
48. However, accrual accounting provides measures of earnings rather than evaluations of management's performance, estimates of "earning power," 
predictions of earnings, assessments of risk, or confirmations or rejections of predictions or assessments. Investors, creditors, and other users of the 
information do their own evaluating, estimating, predicting, assessing, confirming, or rejecting. For example, procedures such as averaging or normalizing 
reported earnings for several periods and ignoring or averaging out the financial effects of "nonrepresentative" transactions and events are commonly used 
in estimating "earning power." However, both the concept of "earning power" and the techniques for estimating it are part of financial analysis and are 
beyond the scope of financial reporting. 
 
Liquidity, Solvency, and Funds Flows 
 
49. Financial reporting should provide information about how an enterprise obtains and spends cash, about its 
borrowing and repayment of borrowing, about its capital transactions, including cash dividends and other 
distributions of enterprise resources to owners, and about other factors that may affect an enterprise's liquidity or 
solvency. For example, although reports of an enterprise's cash receipts and cash outlays during a period are 
generally less useful than earnings information for measuring enterprise performance during a period and for 
assessing an enterprise's ability to generate favorable cash flows (paragraphs 42-46), information about cash 
flows or other funds flows may be useful in understanding the operations of an enterprise, evaluating its financing 
activities, assessing its liquidity or solvency, or interpreting earnings information provided. Information about 
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CON 1 
earnings and economic resources, obligations, and owners' equity may also be useful in assessing an enterprise's 
liquidity or solvency. 

Management Stewardship and Performance 
 
50. Financial reporting should provide information about how management of an enterprise has discharged its stewardship responsibility to owners 
(stockholders) for the use of enterprise resources entrusted to it. Management of an enterprise is periodically accountable to the owners not only for the 
custody and safekeeping of enterprise resources but also for their efficient and profitable use and for protecting them to the extent possible from 
unfavorable economic impacts of factors in the economy such as inflation or deflation and technological and social changes. To the extent that 
management offers securities of the enterprise to the public, it voluntarily accepts wider responsibilities for accountability to prospective investors and to 
the public in general. Society may also impose broad or specific responsibilities on enterprises and their managements. 
 
51. Earnings information is commonly the focus for assessing management's stewardship or accountability. Management, owners, and others emphasize 
enterprise performance or profitability in describing how management has discharged its stewardship accountability. A central question for owners, 
managers, potential investors, the public, and government is how an enterprise and its owners are faring. Since earnings and its components for a single 
period are often an insufficient basis for assessing management's stewardship, owners and others may estimate "earning power" or other average they 
consider "representative" of long-term performance. As noted in paragraph 48, however, accrual accounting measures earnings for a period rather than 
"earning power" or other financial analysis concepts. 
 
52. Financial reporting should provide information that is useful to managers and directors in making decisions in the interests of owners. Although this 
Statement is concerned primarily with providing information to external users, managers and directors are responsible to owners (and other investors) for 
enterprise performance as reflected by financial reporting and they are judged at least to some extent on the enterprise performance reported. Thus, how 
owners have fared during a period is of equal concern to managers and owners, and information provided should be useful to both in meeting their 
common goal. 
 
53. Financial reporting, and especially financial statements, usually cannot and does not separate management performance from enterprise performance. 
Business enterprises are highly complex institutions, and their production and marketing processes are often long and intricate. Enterprise successes and 
failures are the result of the interaction of numerous factors. Management ability and performance are contributing factors, but so are events and 
circumstances that are often beyond the control of management, such as general economic conditions, supply and demand characteristics of enterprise 
inputs and outputs, price changes, and fortuitous events and circumstances. What happens to a business enterprise is usually so much a joint result of a 
complex interaction of many factors that neither accounting nor other statistical analysis can discern with reasonable accuracy the degree to which 
management, or any other factor, affected the joint result. Actions of past managements affect current periods' earnings, and actions of current 
management affect future periods' earnings. Financial reporting provides information about an enterprise during a period when it was under the direction of 
a particular management but does not directly provide information about that management's performance. The information is therefore limited for purposes 
of assessing management performance apart from enterprise performance. 
 
Management Explanations and Interpretations 
 
54. Financial reporting should include explanations and interpretations to help users understand financial information provided. For example, the usefulness 
of financial information as an aid to investors, creditors, and others in forming expectations about a business enterprise may be enhanced by 
management's explanations of the information. Management knows more about the enterprise and its affairs than investors, creditors, or other "outsiders" 
and can often increase the usefulness of financial information by identifying certain transactions, other events, and circumstances that affect the enterprise 
and explaining their financial impact on it. In addition, dividing continuous operations into accounting periods is a convention and may have arbitrary 
effects. Management can aid investors, creditors, and others in using financial information by identifying arbitrary results caused by separating periods, 
explaining why the effect is arbitrary, and describing its effect on reported information. Moreover, financial reporting often provides information that 
depends on, or is affected by, management's estimates and judgment. Investors, creditors, and others are aided in evaluating estimates and judgmental 
information by explanations of underlying assumptions or methods used, including disclosure of significant uncertainties about principal underlying 
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CON 1 
assumptions or estimates. Financial reporting may, of course, provide information in addition to that specified by financial accounting standards, regulatory 
rules, or custom. 
 

THE CONCEPTUAL FRAMEWORK: A PERSPECTIVE 
 
55. Paragraphs 40-54 focus the objectives of financial reporting by business enterprises on information about the economic resources of an enterprise, the 
claims to those resources, and the effects of transactions, events, and circumstances that change resources and claims to them. The paragraphs 
emphasize information about an enterprise's performance provided by measures of earnings and its components and also broadly describe other kinds of 
information that financial reporting should provide. The objectives lead to, but leave unanswered, questions such as the identity, number, and form of 
financial statements; elements of financial statements and their recognition, measurement, and display; information that should be provided by other means 
of financial reporting; and meanings and balancing or trading-off of relevance, reliability, and other criteria for evaluating and selecting accounting 
information (qualitative characteristics). Those matters are, as noted in paragraph 2, topics of other Statements that are expected to follow this Statement 
on objectives. 
 
56. Financial statements are the basic means of communicating the information described in paragraphs 40-54 to those who use it. The elements of 
financial statements provide ". . .information about the economic resources of an enterprise, the claims to those resources (obligations of the enterprise to 
transfer resources to other entities and owners' equity), and the effects of transactions, events, and circumstances that change resources and claims to 
those resources" (paragraph 40), including ". . .information about an enterprise's performance provided by measures of earnings and its components" 
(paragraph 43). Thus, the next phase of the conceptual framework project pertains to the elements of financial statements. 
 

This Statement was adopted by the unanimous vote of the seven members of the Financial Accounting 
Standards Board: 
 

Donald J. Kirk, Chairman  Robert A. Morgan  Robert T. Sprouse 
Oscar S. Gellein    David Mosso   Ralph E. Walters 
John W. March 
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SUMMARY OF PRINCIPAL CONCLUSIONS 
 

The purpose of this Statement is to examine the characteristics that make accounting information useful. Those who prepare, audit, and use financial 
reports, as well as the Financial Accounting Standards Board, must often select or evaluate accounting alternatives. The characteristics or qualities of 
information discussed in this Statement are the ingredients that make information useful and are the qualities to be sought when accounting choices are 
made. 

All financial reporting is concerned in varying degrees with decision making (though decision makers also 
use information obtained from other sources). The need for information on which to base investment, credit, and 
similar decisions underlies the objectives of financial reporting. The usefulness of information must be evaluated 
in relation to the purposes to be served, and the objectives of financial reporting are focused on the use of 
accounting information in decision making. 

The central role assigned to decision making leads straight to the overriding criterion by which all accounting 
choices must be judged. The better choice is the one that, subject to considerations of cost, produces from among 
the available alternatives information that is most useful for decision making. 

Even objectives that are oriented more towards stewardship are concerned with decisions. Stewardship deals 
with the efficiency, effectiveness, and integrity of the steward. To say that stewardship reporting is an aspect of 
accounting's decision making role is simply to say that its purpose is to guide actions that may need to be taken in 
relation to the steward or in relation to the activity that is being monitored. 
 
A Hierarchy of Accounting Qualities 
 

The characteristics of information that make it a desirable commodity can be viewed as a hierarchy of qualities, with usefulness for decision making of 
most importance. Without usefulness, there would be no benefits from information to set against its costs. 
 
User-Specific Factors 
 

In the last analysis, each decision maker judges what accounting information is useful, and that judgment is influenced by factors such as the 
decisions to be made, the methods of decision making to be used, the information already possessed or obtainable from other sources, and the decision 
maker's capacity (alone or with professional help) to process the information. The optimal information for one user will not be optimal for another. 
Consequently, the Board, which must try to cater to many different users while considering the burdens placed on those who have to provide information, 
constantly treads a fine line between requiring disclosure of too much or too little information. 

The hierarchy separates user-specific qualities, for example, understandability, from qualities inherent in information. Information cannot be useful to 
decision makers who cannot understand it, even though it may otherwise be relevant to a decision and be reliable. However, understandability of 
information is related to the characteristics of the decision maker as well as the characteristics of the information itself and, therefore, understandability 
cannot be evaluated in overall terms but must be judged in relation to a specific class of decision makers. 
 
Primary Decision-Specific Qualities 
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Relevance and reliability are the two primary qualities that make accounting information useful for decision making. Subject to constraints imposed by 
cost and materiality, increased relevance and increased reliability are the characteristics that make information a more desirable commodityEthat is, one 
useful in making decisions. If either of those qualities is completely missing, the information will not be useful. Though, ideally, the choice of an accounting 
alternative should produce information that is both more reliable and more relevant, it may be necessary to sacrifice some of one quality for a gain in 
another. 

To be relevant, information must be timely and it must have predictive value or feedback value or both. To be reliable, information must have 
representational faithfulness and it must be verifiable and neutral. Comparability, which includes consistency, is a secondary quality that interacts with 
relevance and reliability to contribute to the usefulness of information. Two constraints are included in the hierarchy, both primarily quantitative in character. 
Information can be useful and yet be too costly to justify providing it. To be useful and worth providing, the benefits of information should exceed its cost. 
All of the qualities of information shown are subject to a materiality threshold, and that is also shown as a constraint. 
Relevance 
 
• Relevant accounting information is capable of making a difference in a decision by helping users to form predictions about the outcomes of past, 

present, and future events or to confirm or correct prior expectations. Information can make a difference to decisions by improving decision makers' 
capacities to predict or by providing feedback on earlier expectations. Usually, information does both at once, because knowledge about the 
outcomes of actions already taken will generally improve decision makers' abilities to predict the results of similar future actions. Without a knowledge 
of the past, the basis for a prediction will usually be lacking. Without an interest in the future, knowledge of the past is sterile. 

• Timeliness, that is, having information available to decision makers before it loses its capacity to influence decisions, is an ancillary aspect of 
relevance. If information is not available when it is needed or becomes available so long after the reported events that it has no value for future action, 
it lacks relevance and is of little or no use. Timeliness alone cannot make information relevant, but a lack of timeliness can rob information of relevance 
it might otherwise have had. 

 
Reliability 
 
• The reliability of a measure rests on the faithfulness with which it represents what it purports to represent, coupled with an assurance for the user that 

it has that representational quality. To be useful, information must be reliable as well as relevant. Degrees of reliability must be recognized. It is hardly 
ever a question of black or white, but rather of more reliability or less. Reliability rests upon the extent to which the accounting description or 
measurement is verifiable and representationally faithful. Neutrality of information also interacts with those two components of reliability to affect the 
usefulness of the information. 

• Verifiability is a quality that may be demonstrated by securing a high degree of consensus among independent measurers using the same 
measurement methods. Representational faithfulness, on the other hand, refers to the correspondence or agreement between the accounting 
numbers and the resources or events those numbers purport to represent. A high degree of correspondence, however, does not guarantee that an 
accounting measurement will be relevant to the user's needs if the resources or events represented by the measurement are inappropriate to the 
purpose at hand. 

• Neutrality means that, in formulating or implementing standards, the primary concern should be the relevance and reliability of the information that 
results, not the effect that the new rule may have on a particular interest. A neutral choice between accounting alternatives is free from bias towards a 
predetermined result. The objectives of financial reporting serve many different information users who have diverse interests, and no one 
predetermined result is likely to suit all interests. 

 
Comparability and Consistency 
 
• Information about a particular enterprise gains greatly in usefulness if it can be compared with similar information about other enterprises and with 

similar information about the same enterprise for some other period or some other point in time. Comparability between enterprises and consistency in 
the application of methods over time increases the informational value of comparisons of relative economic opportunities or performance. The 
significance of information, especially quantitative information, depends to a great extent on the user's ability to relate it to some benchmark. 

 
Materiality 
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CON 2 

• Materiality is a pervasive concept that relates to the qualitative characteristics, especially relevance and reliability. Materiality and relevance are both 
defined in terms of what influences or makes a difference to a decision maker, but the two terms can be distinguished. A decision not to disclose 
certain information may be made, say, because investors have no need for that kind of information (it is not relevant) or because the amounts involved 
are too small to make a difference (they are not material). Magnitude by itself, without regard to the nature of the item and the circumstances in which 
the judgment has to be made, will not generally be a sufficient basis for a materiality judgment. The Board's present position is that no general 
standards of materiality can be formulated to take into account all the considerations that enter into an experienced human judgment. Quantitative 
materiality criteria may be given by the Board in specific standards in the future, as in the past, as appropriate. 

 
Costs and Benefits 
 
• Each user of accounting information will uniquely perceive the relative value to be attached to each quality of that information. Ultimately, a standard-

setting body has to do its best to meet the needs of society as a whole when it promulgates a standard that sacrifices one of those qualities for 
another; and it must also be aware constantly of the calculus of costs and benefits. In order to justify requiring a particular disclosure, the perceived 
benefits to be derived from that disclosure must exceed the perceived costs associated with it. However, to say anything precise about their 
incidence is difficult. There are costs of using information as well as of providing it; and the benefits from providing financial information accrue to 
preparers as well as users of that information. 

• Though it is unlikely that significantly improved means of measuring benefits will become available in the foreseeable future, it seems possible that 
better ways of quantifying the incremental costs of regulations of all kinds may gradually be developed, and the Board will watch any such 
developments carefully to see whether they can be applied to financial accounting standards. The Board cannot cease to be concerned about the 
cost-effectiveness of its standards. To do so would be a dereliction of its duty and a disservice to its constituents. 

Statements of Financial Accounting Concepts 
 

This Statement of Financial Accounting Concepts is one of a series of publications in the Board's conceptual framework for financial accounting and 
reporting. Statements in the series are intended to set forth objectives and fundamentals that will be the basis for development of financial accounting and 
reporting standards. The objectives identify the goals and purposes of financial reporting. The fundamentals are the underlying concepts of financial 
accountingEconcepts that guide the selection of transactions, events, and circumstances to be accounted for, their recognition and measurement, and the 
means of summarizing and communicating them to interested parties. Concepts of that type are fundamental in the sense that other concepts flow from 
them and repeated reference to them will be necessary in establishing, interpreting, and applying accounting and reporting standards. 

The conceptual framework is a coherent system of interrelated objectives and fundamentals that is expected to lead to consistent standards and that 
prescribes the nature, function, and limits of financial accounting and reporting. It is expected to serve the public interest by providing structure and 
direction to financial accounting and reporting to facilitate the provision of evenhanded financial and related information that is useful in assisting capital 
and other markets to function efficiently in allocating scarce resources in the economy. 

Establishment of objectives and identification of fundamental concepts will not directly solve financial accounting and reporting problems. Rather, 
objectives give direction, and concepts are tools for solving problems. 
 The Board itself is likely to be the most direct beneficiary of the guidance provided by the Statements in this series. They will guide the Board in 
developing accounting and reporting standards by providing the Board with a common foundation and basic reasoning on which to consider merits of 
alternatives. 
 However, knowledge of the objectives and concepts the Board will use in developing standards should also enable those who are affected by or 
interested in financial accounting standards to understand better the purposes, content, and characteristics of information provided by financial accounting 
and reporting. That knowledge is expected to enhance the usefulness of, and confidence in, financial accounting and reporting. Careful use of the 
concepts may also provide guidance in resolving new or emerging problems of financial accounting and reporting in the absence of applicable 
authoritative pronouncements. 
 Statements of Financial Accounting Concepts do not establish standards prescribing accounting procedures or disclosure practices for particular 
items or events, which are issued by the Board as Statements of Financial Accounting Standards. Rather, Statements in this series describe concepts and 

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



CON 2 
relations that will underlie future financial accounting standards and practices and in due course serve as a basis for evaluating existing standards and 
practices. 

The Board recognizes that in certain respects current generally accepted accounting principles may be inconsistent with those that may derive from 
the objectives and concepts set forth in Statements in this series. However, a Statement of Financial Accounting Concepts does not (a) require a change in 
existing generally accepted accounting principles, (b) amend, modify, or interpret Statements of Financial Accounting Standards, Interpretations of the 
FASB, Opinions of the Accounting Principles Board, or Bulletins of the Committee on Accounting Procedure that are in effect, or (c) justify either changing 
existing generally accepted accounting and reporting practices or interpreting the pronouncements listed in item (b) based on personal interpretations of 
the objectives and concepts in the Statements of Financial Accounting Concepts. 
 Since a Statement of Financial Accounting Concepts does not establish generally accepted accounting principles or standards for the disclosure of 
financial information outside of financial statements in published financial reports, it is not intended to invoke application of Rule 203 or 204 of the Rules of 
Conduct of the Code of Professional Ethics of the American Institute of Certified Public Accountants (or successor rules or arrangements of similar scope 
and intent). 

Like other pronouncements of the Board, a Statement of Financial Accounting Concepts may be amended, superseded, or withdrawn by appropriate 
action under the Board's Rules of Procedure.

FASB PUBLICATIONS ON CONCEPTUAL FRAMEWORK 
 
Statements of Financial Accounting Concepts 
 
No. 1, Objectives of Financial Reporting by Business Enterprises (November 1978) 
 
Exposure Drafts Being (or Yet to Be) Considered by the Board 
 
Elements of Financial Statements of Business Enterprises (December 28, 1979) 
 
Objectives of Financial Reporting by Nonbusiness Organizations (March 14, 1980) 
 
Discussion Memorandums and Invitations to Comment Having Issues Being Considered by the Board 
 
Reporting Earnings (July 31, 1979) 
 
Financial Statements and Other Means of Financial Reporting (May 12, 1980) 
 
Other Projects in Process 
 
Accounting Recognition Criteria 
 
Funds Flows and Liquidity 
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CON 2 

GLOSSARY OF TERMS 
 
Bias 

Bias in measurement is the tendency of a measure to fall more often on one side than the other of what is 
represents instead of being equally likely to fall on either side. Bias in accounting measures means a tendency 
to be consistently too high or too low. 

 
Comparability 

The quality of information that enables users to identify similarities in and differences between two sets of 
economic phenomena. 

 
Completeness 

The inclusion in reported information of everything material that is necessary for faithful representation of the 
relevant phenomena. 

 
Conservatism 

A prudent reaction to uncertainty to try to ensure that uncertainty and risks inherent in business situations are 
adequately considered. 

 
Consistency 

Conformity from period to period with unchanging policies and procedures. 
 
Feedback Value 

The quality of information that enables users to confirm or correct prior expectations. 
 
Materiality 

The magnitude of an omission or misstatement of accounting information that, in the light of surrounding 
circumstances, makes it probable that the judgment of a reasonable person relying on the information would 
have been changed or influenced by the omission or misstatement. 

Neutrality 
Absence in reported information of bias intended to attain a predetermined result or to induce a particular mode 
of behavior. 

 
Predictive Value 

The quality of information that helps users to increase the likelihood of correctly forecasting the outcome of 
past or present events. 

 
Relevance 
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CON 2 
The capacity of information to make a difference in a decision by helping users to form predictions about the 
outcomes of past, present, and future events or to confirm or correct prior expectations. 

 
Reliability 

The quality of information that assures that information is reasonably free from error and bias and faithfully 
represents what it purports to represent. 

 
Representational Faithfulness 

Correspondence or agreement between a measure or description and the phenomenon that it purports to 
represent (sometimes called validity). 

 
Timeliness 

Having information available to a decision maker before it loses its capacity to influence decisions. 
 
Understandability 

The quality of information that enables users to perceive its significance. 
 
Verifiability 

The ability through consensus among measurers to ensure that information represents what it purports to represent or that the chosen method of 
measurement has been used without error or bias. 

INTRODUCTION 
 
1. The purpose of this Statement is to examine the characteristics of accounting information that make that information useful. This Statement is one of a planned 
series of publications in the Board's conceptual framework project. It should be seen as a bridge between FASB Concepts Statement No. 1, Objectives of 
Financial Reporting by Business Enterprises, and other Statements to be issued covering the elements of financial statements and their recognition, measurement, 
and display. The Statement on objectives was concerned with the purposes of financial reporting. Later Statements will be concerned with questions about how 
those purposes are to be attained; and the standards that the Board has issued and will issue from time to time are also intended to attain those purposes. The 
Board believes that, in between the "why" of objectives and the "how" of other Statements and standards, it is helpful to share with its constituents its thinking about 
the characteristics that the information called for in its standards should have. It is those characteristics that distinguish more useful accounting information from 
less useful information. 
 
2. Although those characteristics are expected to be stable, they are not immutable. They are affected by the economic, legal, political, and social environment in 
which financial reporting takes place and they may also change as new insights and new research results are obtained. Indeed, they ought to change if new 
knowledge shows present judgments to be outdated. If and when that happens, revised concepts Statements will need to be issued. 
 
3. Although conventionally referred to as qualitative characteristics, some of the more important of the characteristics of accounting information that make it useful, 
or whose absence limit its usefulness, turn out on closer inspection to be quantitative in nature (for example, costliness) or to be partly qualitative and partly 
quantitative (for example, reliability and timeliness). While it will sometimes be important to keep those distinctions in mind, it will usually be convenient, and not 
misleading, to refer to all of the characteristics of information discussed in this Statement as "qualities" of information. 
 
4. Although the discussion of the qualities of information and the related examples in this Statement refer primarily to business enterprises, the Board has 
tentatively concluded that similar qualities also apply to financial information reported by nonbusiness organizations. The Board intends to solicit views regarding 
its tentative conclusion. 
 
5. To maximize the usefulness of accounting information, subject to considerations of the cost of providing it, entails choices between alternative accounting 
methods. Those choices will be made more wisely if the ingredients that contribute to "usefulness" are better understood. The characteristics or qualities of 
information discussed in this Statement are, indeed, the ingredients that make information useful. They are, therefore, the qualities to be sought when accounting 
choices are made. They are as near as one can come to a set of criteria for making those choices. 
 
The Nature of Accounting Choices 
 
6. Accounting choices are made at two levels at least. At one level they are made by the Board or other agencies that have the power to require business 
enterprises to report in some particular way or, if exercised negatively, to prohibit a method that those agencies consider undesirable. An example of such a 
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CON 2 
choice, made many years ago but still accepted as authoritative, is the pronouncement by the Committee on Accounting Procedure of the American Institute of 
Certified Public Accountants that ". . .the exclusion of all overheads from inventory costs does not constitute an accepted accounting procedure" for general 
purpose external financial reporting. 
 
7. Accounting choices are also made at the level of the individual enterprise. As more accounting standards are issued, the scope for individual choice inevitably 
becomes circumscribed. But there are now and will always be many accounting decisions to be made by reporting enterprises involving a choice between 
alternatives for which no standard has been promulgated or a choice between ways of implementing a standard. 
 
8. Those who are unfamiliar with the nature of accounting are often surprised at the large number of choices that accountants are required to make. Yet choices 
arise at every turn. Decisions must first be made about the nature and definition of assets and liabilities, revenues and expenses, and the criteria by which they are 
to be recognized. Then a choice must be made of the attribute of assets to be measuredEhistorical cost, current cost, current exit value, net realizable value, or 
present value of expected cash flows. If costs have to be allocated, either among time periods (for example, to compute depreciation) or among service 
beneficiaries (for example, industry segments), methods of allocation must be chosen. Further, choices must be made concerning the level of aggregation or 
disaggregation of the information to be disclosed in financial reports. Should a particular subsidiary company be consolidated or should its financial statements be 
presented separately? How many reportable segments should a company recognize? Choices involving aggregation arise at every point. Still other choices 
concern the selection of the terminal date of an enterprise's financial year, the form of descriptive captions to be used in its financial statements, the selection of 
matters to be commented on in notes or in supplementary information, and the wording to be used. 
 
9. That list of choices, which is by no means comprehensive, illustrates some of the more important choices that arise in financial reporting. References throughout 
this Statement to alternative accounting policies, methods, or choices refer to the kinds of alternatives illustrated above. 
 
10. If alternative accounting methods could be given points for each ingredient of usefulness in a particular situation, it would be an easy matter to add up each 
method's points and select the one (subject to its cost) that scored highestEso long, of course, as there were general agreement on the scoring system and how 
points were to be awarded. There are some who seem to harbor the hope that somewhere waiting to be discovered there is a comprehensive scoring system that 
can provide the universal criterion for making accounting choices. Unfortunately, neither the Board nor anyone else has such a system at the present time, and 
there is little probability that one will be forthcoming in the foreseeable future. Consequently, those who must choose among alternatives are forced to fall back on 
human judgment to evaluate the relative merits of competing methods. If it were not so, there would be no need for a standard-setting authority; for by means of 
the comprehensive scoring system, agreement on the "best" methods would easily be secured. 
 
11. That does not mean that nothing can be done to aid human judgment. By identifying and defining the qualities that make accounting information useful, this 
Statement develops a number of generalizations or guidelines for making accounting choices that are intended to be useful to the Board, to its staff, to preparers 
of financial statements, and to all others interested in financial reporting. For the Board and its staff, the qualities of useful accounting information should provide 
guidance in developing accounting standards that will be consistent with the objectives of financial reporting. This Statement also provides a terminology that 
should promote consistency in standard setting. For preparers of financial information, the qualities of useful accounting information should provide guidance in 
choosing between alternative ways of representing economic events, especially in dealing with situations not yet clearly covered by standards. This Statement also 
should be useful to those who use information provided by financial reporting. For them, its main value will be in increasing their understanding of both the 
usefulness and the limitations of the financial information that is provided by business enterprises and other organizations, either directly by financial reporting or 
indirectly through the commentaries of financial analysts and others. That increased understanding should be conducive to better-informed decisions. 
 
12. The need for improved communication, especially between the Board and its constituents, provides much of the rationale for the whole conceptual framework 
project and particularly for this Statement. Indeed, improved communication may be the principal benefit to be gained from it. It is important that the concepts 
used by the Board in reaching its conclusions be understood by those who must apply its standards and those who use the results, for without understanding, 
standards become mere arbitrary edicts. Communication will also be facilitated if there is widespread use of a common terminology and a common set of 
definitions. The terminology used in this Statement is already widely, though not universally, used and its general adoption could help to eliminate many 
misunderstandings. The definitions of the principal terms used have been brought together in the glossary. 
 
13. It should perhaps be emphasized here that this Statement is not a standard. Its purpose is not to make rules but to provide part of the conceptual base on 
which rule making can stand. Unless that distinction is understood, this Statement may be invested with more authority than a discussion of concepts has a right to 
carry. 
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CON 2 
14. Whether at the level of the Board or the individual preparer, the primary criterion of choice between two alternative accounting methods involves asking which 
method produces the betterEthat is, the more usefulEinformation. If that question can be answered with reasonable assurance, it is then necessary to ask 
whether the value of the better information sufficiently exceeds that of the inferior information to justify its extra cost, if any. If a satisfactory answer can again be 
given, the choice between the alternative methods is clear. 
 
15. The qualities that distinguish "better" (more useful) information from "inferior" (less useful) information are primarily the qualities of relevance and reliability, with 
some other characteristics that those qualities imply. Subject to considerations of cost, the objective of accounting policy decisions is to produce accounting 
information that is relevant to the purposes to be served and is reliable. The meaning of those terms, the recognition that there are gradations of relevance and 
reliability, and the problems that arise if trade-offs between them are necessary all are matters discussed in later paragraphs of this Statement. 
 
16. Accounting choices made by the Board and those made by individual statement preparers have this in common: they both aim to produce information that 
satisfies those criteria. Yet, though the objectives of the Board and of individual preparers are alike in that respect, the Board does not expect all its policy 
decisions to accord exactly with the preferences of every one of its constituents. Indeed, they clearly cannot do so, for the preferences of its constituents do not 
accord with each other. Left to themselves, business enterprises, even in the same industry, would probably choose to adopt different reporting methods for 
similar circumstances. But in return for the sacrifice of some of that freedom, there is a gain from the greater comparability and consistency that adherence to 
externally imposed standards brings with it. There also is a gain in credibility. The public is naturally skeptical about the reliability of financial reporting if two 
enterprises account differently for the same economic phenomena. 
 
17. Throughout this Statement, readers should keep in mind the objectives of the Board in issuing accounting standards of widespread applicability and those of 
individual preparers who are concerned with the informational needs of a particular enterprise. Though the criteria by which information should be judged are the 
same whether the judgment is made by the Board or by a preparer, they cannot be expected always to produce agreement on a preferred choice of accounting 
method. The best accounting policies will provide information that best achieves the objectives of financial reporting. But whatever information is provided, it 
cannot be expected to be equally useful to all preparers and users, for the simple reason that individual needs and objectives vary. The Board strives to serve the 
needs of all, knowing that in doing so some individual preferences are sacrificed. Like motorists who observe traffic laws in the interest of their own and general 
traffic safety, so long as others do the same, in general, those who have to subordinate their individual preferences to observe common accounting standards will, 
in the long run, gain more than they lose. 
 
18. The analogy between accounting standards and traffic laws merits closer examination. Traffic laws impose certain minima or maxima in regulating behavior but 
still permit considerable flexibility in driving habits. A speed limit leaves slow drivers to choose their speed below the maximum and does not prohibit passing by 
other drivers. Even a requirement to drive on the right allows a driver to choose and to change lanes on all but very narrow roads. The point is that in most respects 
the traffic laws allow for considerable variations within a framework of rules. In setting accounting standards, the Board also strives to leave as much room as 
possible for individual choices and preferences while securing the degree of conformity necessary to attain its objectives. 
 
19. This Statement must be seen as part of the larger conceptual framework, an important part of the foundations of which were laid with the publication of 
Concepts Statement 1. This Statement, with the proposed Statement on the elements of financial statements of business enterprises, is part of the second stage of 
the structure. With successive stages, the level of abstraction will give way to increasing specificity. The qualitative characteristics discussed in this document are 
formulated in rather general terms. As they are brought to bear on particular situations in subsequent pronouncements, however, those generalizations will give 
way to specific applications. 
 
20. While this Statement concentrates on guidelines for making accounting choices, either by the Board or by those who provide financial information, its function 
is not to make those choices. Insofar as those choices lie within the Board's responsibility, some of them (for example, those relating to the attributes of assets and 
liabilities that should be measured and presented in financial statements) will be made in other parts of the conceptual framework project. Other choices will be 
made in the standards to be issued by the Board from time to time. The qualitative characteristics put forward in this Statement are intended to facilitate those 
choices and to aid in making them consistent with one another. 

The Objectives of Financial Reporting 
 
21. The objectives of financial reporting underlie judgments about the qualities of financial information, for only when those objectives have been established can a 
start be made on defining the characteristics of the information needed to attain them. In Concepts Statement 1, the Board set out the objectives of financial 
reporting for business enterprises that will guide it. The information covered by that Statement was not limited to the contents of financial statements. "Financial 
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CON 2 
reporting," the Statement said, "includes not only financial statements but also other means of communicating information that relates, directly or indirectly, to the 
information provided by the accounting systemEthat is, information about an enterprise's resources, obligations, earnings, etc. [paragraph 7]." 
 
22. The objectives of financial reporting are summarized in the following excerpts from the Statement: 
 

Financial reporting should provide information that is useful to present and potential investors and creditors and other users in making rational 
investment, credit, and similar decisions. The information should be comprehensible to those who have a reasonable understanding of business and 
economic activities and are willing to study the information with reasonable diligence. [paragraph 34] 

Financial reporting should provide information to help present and potential investors and creditors and other users in assessing the amounts, timing, 
and uncertainty of prospective cash receipts from dividends or interest and the proceeds from the sale, redemption, or maturity of securities or loans. The 
prospects for those cash receipts are affected by an enterprise's ability to generate enough cash to meet its obligations when due and its other cash 
operating needs, to reinvest in operations, and to pay cash dividends and may also be affected by perceptions of investors and creditors generally about 
that ability, which affect market prices of the enterprise's securities. Thus, financial reporting should provide information to help investors, creditors, and 
others assess the amounts, timing, and uncertainty of prospective net cash inflows to the related enterprise. [paragraph 37] 

Financial reporting should provide information about the economic resources of an enterprise, the claims to those resources (obligations of the 
enterprise to transfer resources to other entities and owners' equity), and the effects of transactions, events, and circumstances that change resources and 
claims to those resources. [paragraph 40] 

Financial reporting should provide information about an enterprise's financial performance during a period. Investors and creditors often use 
information about the past to help in assessing the prospects of an enterprise. Thus, although investment and credit decisions reflect investors' and creditors' 
expectations about future enterprise performance, those expectations are commonly based at least partly on evaluations of past enterprise performance. 
[paragraph 42] 

The primary focus of financial reporting is information about an enterprise's performance provided by measures of earnings and its components. 
[paragraph 43] 

Financial reporting should provide information about how an enterprise obtains and spends cash, about its borrowing and repayment of borrowing, 
about its capital transactions, including cash dividends and other distributions of enterprise resources to owners, and about other factors that may affect an 
enterprise's liquidity or solvency. [paragraph 49] 

Financial reporting should provide information about how management of an enterprise has discharged its stewardship responsibility to owners 
(stockholders) for the use of enterprise resources entrusted to it. [paragraph 50] 

Financial reporting should provide information that is useful to managers and directors in making decisions in the interests of owners. [paragraph 52] 
 
23. The Statement on objectives makes clear (paragraph 31) that financial reporting means general purpose external financial reporting by business enterprises.
General purpose financial reporting attempts to meet "the informational needs of external users who lack the authority to prescribe the financial information they 
want from an enterprise and therefore must use the information that management communicates to them" (paragraph 28). General purpose statements are not all 
purpose statements, and never can be. 
 
24. An analogy with cartography has been used to convey some of the characteristics of financial reporting, and it may be useful here. A map represents the 
geographical features of the mapped area by using symbols bearing no resemblance to the actual countryside, yet they communicate a great deal of information 
about it. The captions and numbers in financial statements present a "picture" of a business enterprise and many of its external and internal relationships more 
rigorouslyEmore informatively, in factEthan a simple description of it. There are, admittedly, important differences between geography and economic activity and, 
therefore, between maps and financial statements. But the similarities may, nevertheless, be illuminating. 
 
25. A "general purpose" map that tried to be "all purpose" would be unintelligible, once information about political boundaries, communications, physical features, 
geological structure, climate, economic activity, ethnic groupings, and all the other things that mapmakers can map were put on it. Even on a so-called general 
purpose map, therefore, the cartographer has to select the data to be presented. The cartographer, in fact, has to decide to serve some purposes and neglect 
others. The fact is that all maps are really special purpose maps, but some are more specialized than others. And so are financial statements. Some of the 
criticisms of financial statements derive from a failure to understand that even a general purpose statement can be relevant to and can, therefore, serve only a 
limited number of its users' needs. 
 
26. The objectives focus financial reporting on a particular kind of economic decisionEcommitting (or continuing to commit) cash or other resources to a business 
enterprise with expectation of future compensation or return, usually in cash but sometimes in other goods or services. Suppliers, lenders, employees, owners, 
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CON 2 
and, to a lesser extent, customers commonly make decisions of that kind, and managers continually make them about an enterprise's resources. Concepts 
Statement 1 uses investment and credit decisions as prototypes of the kind of decisions on which financial reporting focuses. Nevertheless, as just noted, the 
Board, in developing the qualities in this Statement, must be concerned with groups of users of financial information who have generally similar needs. Those 
qualities do not necessarily fit all users' needs equally well. 
 

THE CENTRAL ROLE OF DECISION MAKING 
 
27. All financial reporting is concerned in varying degrees with decision making (though decision makers also use information obtained from other 
sources). The need for information on which to base investment, credit, and similar decisions underlies the objectives of financial reporting cited earlier. 
 
28. Even objectives that are oriented more towards stewardship are concerned with decisions. The broader stewardship use of accounting, which is 
concerned with the efficiency, effectiveness, and integrity of the steward, helps stockholders or other financially interested parties (for example, 
bondholders) to evaluate the management of an enterprise. But that would be a pointless activity if there were no possibility of taking action based on the 
results. Management is accountable to stockholders through an elected board of directors, but stockholders are often passive and do not insist on major 
management changes as long as an enterprise is reasonably successful. Their appraisals of management's stewardship help them to assess prospects for 
their investments, and stockholders who are dissatisfied with management's stewardship of those investments commonly sell their stock in the enterprise. 
Bondholders are concerned with management's compliance with bond indentures and may take legal action if covenants are broken. Thus, decision 
making and stewardship are interrelated accounting objectives. Indeed, the stewardship role of accounting may be viewed as subordinate to and a part of 
the decision making role, which is virtually all encompassing. 
 
29. That view of the stewardship use of accounting in no way diminishes its importance, nor does it elevate the predictive value of accounting information 
above its confirmatory value. In its stewardship use, accounting compiles records of past transactions and events and uses those records to measure 
performance. The measurement confirms expectations or shows how far actual achievements diverged from them. The confirmation or divergence 
becomes the basis for a decisionEwhich will often be a decision to leave things alone. To say that stewardship reporting is an aspect of accounting's 
decision making role is simply to say that its purpose is to guide actions that may need to be taken in relation to the steward or in relation to the activity that 
is being monitored. 
 
30. The central role assigned here to decision making leads straight to the overriding criterion by which all accounting choices must be judged. The better 
choice is the one that, subject to considerations of cost, produces from among the available alternatives information that is most useful for decision making. 
 
31. So broad a generalization looks self-evident. Indeed, it says no more than the Board said in Concepts 
Statement 1 (paragraph 9): "Financial reporting is not an end in itself but is intended to provide information that 
is useful in making business and economic decisions. . . ." The challenge is to define in more detail what makes 
accounting information useful for decision making. If there is a serious difference of opinion, it is not over the 
general nature of characteristics such as relevance and reliability, which clearly occupy important places in the 
hierarchy of qualities that make information useful. There may indeed be some disagreement about their relative 
importance. But more serious disagreement arises over the choice between two accounting methods (for example, 
methods of allocating costs or recognizing revenues) if the choice involves a judgment about which method will 
produce more relevant or more reliable results or a judgment about whether the superior relevance of the results 
of one method outweighs the superior reliability of the results of the other. 
 

A HIERARCHY OF ACCOUNTING QUALITIES 
 
32. The characteristics of information that make it a desirable commodity guide the selection of preferred accounting policies from among available 
alternatives. They can be viewed as a hierarchy of qualities, with usefulness for decision making of most importance. Without usefulness, there would be no 
benefits from information to set against its costs. The hierarchy is represented in Figure 1. 
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CON 2 
Features and Limitations of the Chart 
 
33. Before discussing the informational characteristics shown on the chart, some words of explanation are offered about what the chart attempts to convey. 
It is a limited deviceElimited, for example, by being in two dimensions onlyEfor showing certain relationships among the qualities that make accounting 
information useful. The primary qualities are that accounting information shall be relevant and reliable. If either of those qualities is completely missing, the 
information will not be useful. Relevance and reliability can be further analyzed into a number of components. To be relevant, information must be timely 
and it must have predictive value or feedback value or both. To be reliable, information must have representational faithfulness and it must be verifiable 
and neutral (the meaning of these terms, like all the other terms used in the chart, will be discussed later). Comparability, including consistency, is a 
secondary quality that interacts with relevance and reliability to contribute to the usefulness of information. Finally, two constraints are shown on the chart, 
both primarily quantitative rather than qualitative in character. Information can be useful and yet be too costly to justify providing it. To be useful and worth 
providing, the benefits of information should exceed its cost. All of the qualities shown are subject to a materiality threshold, and that is also shown as a 
constraint. The requirement that information be reliable can still be met even though it may contain immaterial errors, for errors that are not material will not 
perceptibly diminish its usefulness. Similar considerations apply to the other characteristics of information shown on the chart. 
 
34. An important limitation of the hierarchy is that while it does distinguish between primary and other qualities, it does not assign priorities among qualities. 
That limitation is a salutary one, however, for the relative weight to be given to different qualities must vary according to circumstances. The hierarchy 
should be seen as no more than an explanatory device, the purpose of which is to clarify certain relationships rather than to assign relative weights. To be 
useful, financial information must have each of the qualities shown to a minimum degree. Beyond that, the rate at which one quality can be sacrificed in 
return for a gain in another quality without making the information less useful overall will be different in different situations. 
 
35. Several characteristics that some would wish to see included in the hierarchy are not shown there. Rather than confuse a discussion of its positive 
features by explaining at this point why certain items have been excluded, discussion of that matter has been placed in Appendix B with other responses to 
comment letters that have been received by the Board. 
 
Decision Makers and Their Characteristics 
 
36. In the last analysis, each decision maker judges what accounting information is useful, and that judgment is influenced by factors such as the decisions 
to be made, the methods of decision making to be used, the information already possessed or obtainable from other sources, and the decision maker's 
capacity (alone or with professional help) to process the information. The optimal information for one user will not be optimal for another. Consequently, the 
Board, which must try to cater to many different users while considering the burdens placed on those who have to provide information, constantly treads a 
fine line between requiring disclosure of too much information and requiring too little. 
 
37. The better informed decision makers are, the less likely it is that any new information can add materially to what they already know. That may make the 
new information less useful, but it does not make it less relevant to the situation. If an item of information reaches a user and then, a little later, the user 
receives the same item from another source, it is not less relevant the second time, though it will have less value. For that reason, relevance has been 
defined in this Statement (paragraphs 46 and 47) in terms of the capacity of information to make a difference (to someone who does not already have it) 
rather than in terms of the difference it actually does make. The difference it actually does make may be more a function of how much is already known (a 
condition specific to a particular user) than of the content of the new messages themselves (decision-specific qualities of information). 
 
38. Thus, management in general and owners of small or closely held enterprises may find at least some information provided by external financial 
reporting to be less useful to them than it is to stockholders of large or publicly held enterprises. The latter must rely on financial reporting for information 
that the former has access to as a result of their intimate relationship to their enterprise. 
 
39. Similarly, information cannot be useful to a person who cannot understand it. However, information may be 
relevant to a situation even though it cannot be understood by the person who confronts the situation. Its 
relevance will depend on its capacity to reduce uncertainty about the situation, even though it may call for more 
understanding to interpret it than its prospective user can command. For example, a hungry vegetarian traveling 
in a foreign country may experience difficulty in obtaining acceptable food when ordering from a menu printed in 
an unfamiliar language. The listing of items on the menu is relevant to the decision to be made but the traveler 
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CON 2 
cannot use that information unless it is translated into another (understandable) language. Thus, the information 
may not be useful to a particular user even though it is relevant to the situation that the user faces. Information 
that cannot be understood, like information that is not available, may be relevant, but its relevance will be wasted 
because its capacity to make a difference cannot be utilized. 
 
Understandability and Other User-Specific Qualities 
 
40. The Board said in Concepts Statement 1 (paragraph 34) that information provided by financial reporting 
should be comprehensible to those who have a reasonable understanding of business and economic activities and 
are willing to study the information with reasonable diligence. The Board elaborated as follows: 
 

Financial information is a tool and, like most tools, cannot be of much direct help to those who are unable or unwilling to use it or who misuse it. 
Its use can be learned, however, and financial reporting should provide information that can be used by allEnonprofessionals as well as 
professionalsEwho are willing to learn to use it properly. Efforts may be needed to increase the understandability of financial information. Cost-benefit 
considerations may indicate that information understood or used by only a few should not be provided. Conversely, financial reporting should not 
exclude relevant information merely because it is difficult for some to understand or because some investors or creditors choose not to use it. 
[paragraph 36] 

 
The benefits of information may be increased by making it more understandable and, hence, useful to a wider circle of users. Understandability of 
information is governed by a combination of user characteristics and characteristics inherent in the information, which is why understandability and other 
user-specific characteristics occupy a position in the hierarchy of qualities as a link between the characteristics of users (decision makers) and decision-
specific qualities of information. Other parts of the conceptual framework project that will deal with displays of financial information will have a contribution 
to make to this matter. 
 
41. Understandability and similar qualities of information, for example, newness, are closely related to the characteristics of particular decision makers as 
well as classes of decision makers. However, the Board is concerned with qualities of information that relate to broad classes of decision makers rather 
than to particular decision makers. Understandability can be classified as relating to particular decision makers (does the decision maker speak that 
language?) or relating to classes of decision makers (is the disclosure intelligible to the audience for which it is intended?). Newness of information can be 
classified similarly to understandability. The Board can influence the newness of information to broad classes of decision makers, for example, by requiring 
the disclosure of relevant information that was not previously available. However, the newness to a particular decision maker of generally available 
information depends largely on the timing of the receipt of that information by the decision maker, and that timing is subject to the effects of many variables 
extraneous to accounting and financial reporting. The Board establishes concepts and standards for general purpose external financial reporting by 
considering the needs of broad classes of decision makers and cannot base its decisions on the specific circumstances of individual decision makers. 
 
Relative Importance and Trade-Offs 
 
42. Although financial information must be both relevant and reliable to be useful, information may possess both characteristics to varying degrees. It may 
be possible to trade relevance for reliability or vice versa, though not to the point of dispensing with one of them altogether. Information may also have other 
characteristics shown on the chart to varying degrees, and other trade-offs between characteristics may be necessary or beneficial. 
 
43. The question has been raised whether the relative importance to be attached to relevance and reliability should be different in financial statements and 
in other means of financial reporting. The issuance in September 1979 of FASB Statement No. 33, Financial Reporting and Changing Prices, calling for 
reporting by certain enterprises of supplementary information on both constant dollar and current cost bases outside of the primary financial statements, 
has brought into prominence the question of whether information reported outside financial statements should be allowed to be less reliable than what is 
reported in them. 
 
44. Although there seems to be considerable support for the view that reliability should be the dominant quality in the information conveyed in financial 
statements, even at the expense of relevance, while the opposite is true of information conveyed outside the financial statements, that view has in it the 
seeds of danger. Like most potentially harmful generalizations, it does contain a germ of truth: almost everyone agrees that criteria for formally recognizing 
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CON 2 
elements in financial statements call for a minimum level or threshold of reliability of measurement that should be higher than is usually considered 
necessary for disclosing information outside financial statements. But the remainder of the proposition does not follow. If it were carried to its logical 
conclusion and resulted in a downgrading of relevance of information in financial statements, the end would be that most really useful information provided 
by financial reporting would be conveyed outside the financial statements, while the audited financial statements would increasingly convey highly reliable 
but largely irrelevant, and thus useless, information. Those matters are germane to another part of the conceptual framework, the project on financial 
statements and other means of financial reporting. 
 
45. This Statement discusses trade-offs between characteristics at several points. Those discussions apply generally to kinds of decisions and to groups of 
users of accounting information but do not necessarily apply to individual users. In a particular situation, the importance attached to relevance in relation to 
the importance of other decision specific qualities of accounting information (for example, reliability) will be different for different information users, and their 
willingness to trade one quality for another will also differ. The same thing is true of other considerations such as timeliness. That fact has an important 
bearing on the question of preferability, for it probably puts unanimity about preferences among accounting alternatives out of reach. Even though 
considerable agreement exists about the qualitative characteristics that "good" accounting information should have, no consensus can be expected about 
their relative importance in a specific situation because different users have or perceive themselves to have different needs and, therefore, have different 
preferences. 
 
RELEVANCE 
 
46. In discussions of accounting criteria, relevance has usually been defined in the dictionary sense, as pertaining to or having a bearing on the matter in 
question. That broad definition is satisfactory as far as it goesEinformation must, of course, be logically related to a decision in order to be relevant to it. 
Mistaken attempts to base decisions on logically unrelated information cannot convert irrelevant information into relevant information any more than 
ignoring relevant information makes it irrelevant. However, the meaning of relevance for financial reporting needs to be made more explicit. Specifically, it is 
information's capacity to "make a difference" that identifies it as relevant to a decision. 
 
47. To be relevant to investors, creditors, and others for investment, credit, and similar decisions, accounting information must be capable of making a 
difference in a decision by helping users to form predictions about the outcomes of past, present, and future events or to confirm or correct expectations. 
"Event" is a happening of consequence to an enterprise (Exposure Draft on elements, paragraph 67), and in this context can mean, for example, the receipt 
of a sales order or a price change in something the enterprise buys or sells. "Outcome" is the effect or result of an event or series of events and in this 
context can mean, for example, that last year's profit was $X or the expectation that this year's profit will be $Y. The event in question may be a past event 
the outcome of which is not already known, or it may be a future event the outcome of which can only be predicted. 
 
48. Information need not itself be a prediction of future events or outcomes to be useful in forming, confirming, or changing expectations about future 
events or outcomes. Information about the present status of economic resources or obligations or about an enterprise's past performance is commonly a 
basis for expectations (Concepts Statement 1, paragraph 42). 
 
49. Information may confirm expectations or it may change them. If it confirms them, it increases the probability that the results will be as previously 
expected. If it changes them, it changes the perceived probabilities of the previous possible outcomes. Either way, it makes a difference to one who does 
not already have that information. Decisions already made need not be changed, nor need a course of action already embarked on be altered by the 
information. A decision to hold rather than to sell an investment is a decision, and information that supports holding can be as relevant as information that 
leads to a sale. Information is relevant if the degree of uncertainty about the result of a decision that has already been made is confirmed or altered by the 
new information; it need not alter the decision. 
 
50. One of the more fundamental questions raised by the search for relevance in accounting concerns the choice of attribute to be measured for financial 
reporting purposes. Will financial statements be more relevant if they are based on historical costs, current costs, or some other attribute? The question 
must be left for consideration in other parts of the conceptual framework project; but because of lack of experience with information providing measures of 
several of those attributes and differences of opinion about their relevance and reliability, it is not surprising that agreement on the question is so difficult to 
obtain. 
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Feedback Value and Predictive Value as Components of Relevance 
 
51. Information can make a difference to decisions by improving decision makers' capacities to predict or by confirming or correcting their earlier 
expectations. Usually, information does both at once, because knowledge about the outcome of actions already taken will generally improve decision 
makers' abilities to predict the results of similar future actions. Without a knowledge of the past, the basis for a prediction will usually be lacking. Without an 
interest in the future, knowledge of the past is sterile. 
 
52. The same point can be made by saying that information is relevant to a situation if it can reduce uncertainty about the situation. Information that was not 
known previously about a past activity clearly reduces uncertainty about its outcome, and information about past activities is usually an indispensable point 
of departure for attempts to foresee the consequences of related future activities. Disclosure requirements almost always have the dual purpose of helping 
to predict and confirming or correcting earlier predictions. The reporting of business results by segments is a good example of accounting reports whose 
relevance is believed to lie both in the information they convey about the past performance of segments and in their contribution to an investor's ability to 
predict the trend of earnings of a diversified company. Another example is to be found in interim earnings reports, which provide both feedback on past 
performance and a basis for prediction for anyone wishing to forecast annual earnings before the year-end. 
 
53. To say that accounting information has predictive value is not to say that it is itself a prediction. It may be useful here to draw an analogy between the 
financial information that analysts and others use in predicting earnings or financial position and the information that meteorologists use in forecasting 
weather. Meteorologists gather and chart information about actual conditionsEtemperatures, barometric pressures, wind velocities at various altitudes, and 
so onEand draw their conclusions from the relationships and patterns that they detect. Success in forecasting the weather has increased as new methods 
of gathering information have been developed. New kinds of information have become available, and with greater speed than was previously possible. To 
the simple sources of information available to our ancestors have been added satellite photographs, radar, and radiosondes to give information about the 
upper atmosphere. New information makes possible more sophisticated predictive models. When a meteorologist selects from among the alternative 
sources of information and methods of gathering informationEabout existing conditions, since future conditions cannot be knownEthose sources and 
methods that have the greatest predictive value can be expected to be favored. So it is with information about the existing financial state of a company and 
observed changes in that state from which predictions of success, failure, growth, or stagnation may be inferred. Users can be expected to favor those 
sources of information and analytical methods that have the greatest predictive value in achieving their specific objectives. Predictive value here means 
value as an input into a predictive process, not value directly as a prediction. 
 
54. An important similarity and an important difference between predicting the weather and predicting financial performance may be noted. The similarity is 
that the meteorologist's information and the information derived from financial reporting both have to be fed into a predictive model before they can throw 
light on the future. Financial predictions, like weather forecasts, are the joint product of a model and the data that go into it. A choice between alternative 
accounting methods on the basis of their predictive value can be made only if the characteristics of the model to be used are generally known. For 
example, the econometric models now used for economic forecasting are designed to use as data financial aggregates (among other things) as those 
aggregates are compiled at present. They might work less well if price-level adjusted data were used. However, it might be possible to revise the model for 
use with that kind of data so that even better predictions could be made. The point is that the predictive value of information cannot be assessed in the 
abstract. It has to be transformed into a prediction, and the nature of the transformation as well as the data used determine the outcome. 
55. The important difference between meteorological and financial predictions is that only exceptionally can meteorological predictions have an effect on 
the weather, but business or economic decision makers' predictions often affect their subjects. For example, the use of financial models to predict business 
failures looks quite successful judged in the light of hindsight by looking at the financial history of failed firms during their last declining years. But a 
prediction of failure can be self-fulfilling by restricting a company's access to credit. The prediction could also bring about a recovery by initiating action by 
managers or bankers to avert failure. Because information affects human behavior and because different people react differently to it, financial information 
cannot be evaluated by means of a simple tally of the correct predictions that are based on it. Nevertheless, predictive value is an important consideration 
in distinguishing relevant from irrelevant accounting information. 
 
Timeliness 
 
56. Timeliness is an ancillary aspect of relevance. If information is not available when it is needed or becomes available only so long after the reported 
events that it has no value for future action, it lacks relevance and is of little or no use. Timeliness in the present context means having information available 

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



CON 2 
to decision makers before it loses its capacity to influence decisions. Timeliness alone cannot make information relevant, but a lack of timeliness can rob 
information of relevance it might otherwise have had. 
 
57. Clearly, there are degrees of timeliness. In some situations, the capacity of information to influence decisions may evaporate quickly, as, for example, in 
a fast-moving situation such as a take-over bid or a strike, so that timeliness may have to be measured in days or perhaps hours. In other contexts, such as 
routine reports by an enterprise of its annual results, it may take a longer delay to diminish materially the relevance and, therefore, the usefulness of the 
information. But a gain in relevance that comes with increased timeliness may entail sacrifices of other desirable characteristics of information, and as a 
result there may be an overall gain or loss in usefulness. It may sometimes be desirable, for example, to sacrifice precision for timeliness, for an 
approximation produced quickly is often more useful than precise information that takes longer to get out. Of course, if, in the interest of timeliness, the 
reliability of the information is sacrificed to a material degree, the result may be to rob the information of much of its usefulness. What constitutes a material 
loss of reliability is discussed in later paragraphs. Yet, while every loss of reliability diminishes the usefulness of information, it will often be possible to 
approximate an accounting number to make it available more quickly without making it materially unreliable. As a result, its overall usefulness may be 
enhanced. 
 
RELIABILITY 
 
58. That information should be reliable as well as relevant is a notion that is central to accounting. It is, therefore, important to be clear about the nature of 
the claim that is being made for an accounting number that is described as reliable. 
 
59. The reliability of a measure rests on the faithfulness with which it represents what it purports to represent, coupled with an assurance for the user, which 
comes through verification, that it has that representational quality. Of course, degrees of reliability must be recognized. It is hardly ever a question of black 
or white, but rather of more reliability or less. 
 
60. Two different meanings of reliability can be distinguished and illustrated by considering what might be meant 
by describing a drug as reliable. It could mean that the drug can be relied on to cure or alleviate the condition for 
which it was prescribed, or it could mean that a dose of the drug can be relied on to conform to the formula 
shown on the label. The first meaning implies that the drug is effective at doing what it is expected to do. The 
second meaning implies nothing about effectiveness but does imply a correspondence between what is 
represented on the label and what is contained in the bottle. 

61. Effectiveness is indeed a quality that is necessary in information, but in an accounting context it goes by another nameErelevance. It is not always easy 
to maintain a clear distinction between relevance and reliability, as in the drug illustration, yet it is important to try to keep the two concepts apart. Given at 
least a minimum acceptable level of reliability, the choice of a drug will depend on its effectiveness in treating the condition for which it is prescribed. 
 
62. Use of the term reliability in this Statement implies nothing about effectiveness. Accounting information is reliable to the extent that users can depend on 
it to represent the economic conditions or events that it purports to represent. As indicated in paragraph 59, reliability of accounting information stems from 
two characteristics that it is desirable to keep separate, representational faithfulness and verifiability. Neutrality of information also interacts with those two 
characteristics to affect its usefulness. 
 
Representational Faithfulness 
 
63. Representational faithfulness is correspondence or agreement between a measure or description and the phenomenon it purports to represent. In 
accounting, the phenomena to be represented are economic resources and obligations and the transactions and events that change those resources and 
obligations. 

64. Clearly, much depends on the meaning of the words "purports to represent" in the preceding paragraphs. Sometimes, but rarely, information is 
unreliable because of simple misrepresentation. Receivables, for example, may misrepresent large sums as collectible that, in fact, are uncollectible. 
Unreliability of that kind may not be easy to detect, but once detected its nature is not open to argument. More subtle is the information conveyed by an 
item such as "goodwill." Does a balance sheet that shows goodwill as an asset purport to represent the company as having no goodwill except what is 
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shown? An uninformed reader may well think so, while one who is familiar with present generally accepted accounting principles will know that 
nonpurchased goodwill is not included. The discussion of reliability in this Statement assumes a reasonably informed user (paragraphs 36-41), for example, 
one who understands that the information provided by financial reporting often results from approximate, rather than exact, measures involving numerous 
estimates, classifications, summarizations, judgments, and allocations. The following paragraphs elaborate on and illustrate the concept of representational 
faithfulness used in this Statement, including the considerations noted in this and the preceding paragraphs. 
 
Degrees of Representational Faithfulness 
 
65. The cost of acquiring assets is more often than not capable of being determined unambiguously, but that is by 
no means always the case. Thus, if a collection of assets is bought for a specified amount, the cost attributable to 
each individual item may be impossible to ascertain. The acquisition cost may also be difficult to determine if 
assets are acquired in exchange for assets other than cash, by issuing stock, or in transactions with related parties. 
If assets are converted into other assets within an enterprise, as when raw materials are converted into finished 
products, or buildings or equipment are constructed by an enterprise for its own use, the multiplicity of costing 
conventions that can be used, all within the boundaries of present generally accepted accounting principles, make 
it impossible to attach a unique cost to the finished asset. Thus, it may not be certain that the cost for the asset in 
the enterprise's records does faithfully represent its cost. 
 
66. The problem of determining cost becomes more difficult if assets are fungible. If there have been several purchases at different prices and a number of 
disposals at different dates, only by the adoption of some convention (such as first-in, first-out) can a cost be attributed to the assets on hand at a particular 
date. Since what is shown as the assets' cost is only one of several alternatives, it is difficult to substantiate that the chosen amount does represent the 
economic phenomena in question. 
 
67. In the absence of market prices for the assets in question, representational faithfulness of amounts purporting to be current costs or fair values of assets 
also involves the same kinds of difficulties as those already described. For example, unless there are markets for used equipment or partially processed 
products, the current costs or fair values of those assets can be determined only by means such as deducting estimated depreciation from current costs or 
fair values of similar new assets, applying price indexes to past acquisition costs, or combining the current costs of the materials, labor, and overhead 
used. The allocations required by those procedures inevitably cast at least some doubt on the representational faithfulness of the results. 
 
68. As accounting concepts become more complex, assessing the faithfulness of accounting representations of economic phenomena becomes 
increasingly difficult, and separating relevance or effectiveness from reliability becomes much more difficult than in the drug example used earlier 
(paragraphs 60 and 61). Social scientists have much discussed the concept of representational faithfulness (which they call validity) in connection with 
educational testing, and though that field may seem remote from accounting, the difficulties that beset it in some respects bear a close resemblance to 
some of those encountered in accounting. If two students score 640 and 580, respectively, in a scholastic aptitude test of verbal skills, it is inferred that the 
first student has more verbal aptitude than the second. But does the test really measure verbal aptitude? Is it, in other words, a valid test of verbal aptitude? 
That is a very difficult question to answer, for what is verbal aptitude? Without a definition of the quality to be measured, the validity of the test cannot be 
assessed. The problem of defining intelligence and of judging whether intelligence tests validly measure it may be even more difficult because of the many 
different manifestations of intelligence, the problems of separating innate and acquired abilities, standardizing for differences in social conditions, and 
many other things. 
 
69. The nature of the problem just described can be clarified by means of an example. A spelling test is administered orally to a group of students. The 
words are read aloud by the tester, and the students are required to write down the test words. Some students, though they can usually spell well, fail the 
test. The reason, it turns out, is that they have hearing problems. The test score purports to measure ability to spell, whereas it, in fact, is partly measuring 
aural acuity. The test score lacks true representational faithfulness. 
 
70. Another example, perhaps more closely related to accounting, may serve to further highlight some possible ways in which a representation may not be 
faithful to the economic phenomena that it purports to represent. The Consumer Price Index for All Urban Consumers (CPI-U) is an index of price level 
changes affecting consumers generally and is often used to measure changes in the general purchasing power of the monetary unit itself. However, if it 
were used as a measure of the price change of a specific asset, a purchase of a specific consumer, or an acquisition of a specific enterprise, it would not 
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likely provide a faithful representation. The CPI-U is a "market basket" index, based on the average price a typical consumer would pay for a selection of 
consumer goods. Specific price changes experienced by specific consumers will differ from the index to the extent their consumption patterns are different 
from the selection of goods in the index market basket if the price changes on the goods they purchase are not perfectly correlated to the changes in the 
index. General price indexes, such as the CPI-U, cannot acknowledge individual differences, but they may provide a reasonable measure of the loss in the 
general purchasing power of the monetary unit. The index must be interpreted in the context of what it was designed to do and in view of the limitations of 
any averaging process. 
 
71. The discussion in the preceding paragraph illustrates some of the problems that may arise when representations of economic phenomena are used in 
different contexts than those for which they were designed. Accounting information, for example, purports to reflect the activities of a particular enterprise. 
However, aggregating the amounts reported by all businesses may not result in a faithful representation of total activity in the business sector, for that is not 
the purpose for which the accounting information was intended. Information that is representationally faithful in the context for which it was designed, 
therefore, may not be reliable when used in other contexts. 
 
Precision and Uncertainty 
 
72. Reliability does not imply certainty or precision. Indeed, any pretension to those qualities if they do not exist is a negation of reliability. Sometimes, a 
range within which an estimate may fall will convey information more reliably than can a single (point) estimate. In other cases, an indication of the 
probabilities attaching to different values of an attribute may be the best way of giving information reliably about the measure of the attribute and the 
uncertainty that surrounds it. Reporting accounting numbers as certain and precise if they are not is a negation of reliable reporting. 
 
73. Different uses of information may require different degrees of reliability and, consequently, what constitutes a material loss or gain in reliability may vary 
according to use. An error in timekeeping of a few seconds a day will usually be acceptable to the owner of an ordinary wristwatch, whereas the same error 
would normally cause a chronometer to be judged unreliable. The difference is linked to useEa wristwatch is used for purposes for which accuracy within 
a few seconds (or perhaps a few minutes) is satisfactory; a chronometer is used for navigation, scientific work, and the like, uses for which a high degree of 
accuracy is required because an error of a few seconds or a fraction of a second may have large consequences. In everyday language, both the 
wristwatch and the chronometer are said to be reliable. By the standard of the chronometer, the wristwatch, in fact, is unreliable. Yet the watch's owner 
does not perceive it to be unreliable, for it is not expected to have the accuracy of a chronometer. 
 
74. Fortunately, that is well understood by accountants. They recognize that a difference between an estimate and an accurate measurement may be 
material in one context and not material in another. The relationship between the concepts of reliability and materiality, including what constitutes material 
unreliability, will be discussed later in this Statement. 
 
75. Reliability as a quality of a predictor has a somewhat different meaning from reliability as a quality of a measure. The reliability of a barometer should be 
judged in terms of the accuracy with which it measures air pressure and changes in air pressure. That is all that a barometer is constructed to do. Yet 
questions about its reliability are more likely to be couched in terms of its accuracy as a predictor of the weather, even though weather conditions in any 
location are the result of many factors besides air pressure in that location. Though much of the relevance of accounting information may derive from its 
value as input to a prediction model, the probability that it will lead to correct predictions does not determine its reliability as a set of measurements. The 
correctness of predictions depends as much on the predictive model used as on the data that go into the model. Thus, the result of a predictive process 
cannot be used to assess the reliability of the inputs into it any more than a run of successes by a barometer in forecasting the weather can tell us much 
about the accuracy with which it measures the pressure of the atmosphere. 
 
76. The financial statements of a business enterprise can be thought of as a representation of the resources and obligations of an enterprise and the 
financial flows into, out of, and within the enterpriseEas a model of the enterprise. Like all models, it must abstract from much that goes on in a real 
enterprise. No model, however sophisticated, can be expected to reflect all the functions and relationships that are found within a complex organization. To 
do so, the model would have to be virtually a reproduction of the original. In real life, it is necessary to accept a much smaller degree of correspondence 
between the model and the original than that. One can be satisfied if none of the important functions and relationships are lost. Before an accounting 
modelEeither the one now used or an alternativeEcan be judged to represent an enterprise reliably, it must be determined that none of the important 
financial functions of the enterprise or its relationships have been lost or distorted. The mere fact that model worksEthat when it receives inputs it produces 
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outputsEgives no assurance that it faithfully represents the original. Just as a distorting mirror reflects a warped image of the person standing in front of it 
or just as an inexpensive loudspeaker fails to reproduce faithfully the sounds that went into the microphone or onto the phonograph records, so a bad 
model gives a distorted representation of the system that it models. The question that accountants must face continually is how much distortion is 
acceptable. The cost of a perfect sound reproduction system puts it out of reach of most people, and perfect reliability of accounting information is equally 
unattainable. 
 
Effects of Bias 
 
77. Bias in measurement is the tendency of a measure to fall more often on one side than the other of what it represents instead of being equally likely to fall 
on either side. Bias in accounting measures means a tendency to be consistently too high or too low. 
 
78. Accounting information may not represent faithfully what it purports to represent because it has one or both of two kinds of bias. The measurement 
method may be biased, so that the resulting measurement fails to represent what it purports to represent. Alternatively, or additionally, the measurer, 
through lack of skill or lack of integrity, or both, may misapply the measurement method chosen. In other words, there may be bias, not necessarily 
intended, on the part of the measurer. Those two kinds of bias are further discussed in the following paragraphs and in the next section on "verifiability." 
Intentional bias introduced to attain a predetermined result or induce a particular mode of behavior is discussed under "neutrality" (paragraphs 98-110). 
 
Completeness 
 
79. Freedom from bias, both in the measurer and the measurement method, implies that nothing material is left out of the information that may be necessary 
to insure that it validly represents the underlying events and conditions. Reliability implies completeness of information, at least within the bounds of what is 
material and feasible, considering the cost. A map that is 99 percent reliable but fails to show a bridge across a river where one exists can do much harm. 
Completeness, however, must always be relative, for neither maps nor financial reports can show everything. 
80. Completeness of information also affects its relevance. Relevance of information is adversely affected if a relevant piece of information is omitted, even 
if the omission does not falsify what is shown. For example, in a diversified enterprise a failure to disclose that one segment was consistently unprofitable 
would not, before the issuance of FASB Statement No. 14, Accounting for Segments of a Business Enterprise, have caused the financial reporting to be 
judged unreliable, but that financial reporting would have been (as it would now be) deficient in relevance. Thus, completeness, within the bounds of 
feasibility, is necessary to both of the primary qualities that make information useful. 
 
Verifiability 
 
81. The quality of verifiability contributes to the usefulness of accounting information because the purpose of verification is to provide a significant degree of 
assurance that accounting measures represent what they purport to represent. Verification is more successful in minimizing measurer bias than 
measurement bias, and thus contributes in varying degrees toward assuring that particular measures represent faithfully the economic things or events that 
they purport to represent. Verification contributes little or nothing toward insuring that measures used are relevant to the decisions for which the information 
is intended to be useful. 
 
82. Measurer bias is a less complex concept than measurement bias. In its simplest form, it arises from intentional misrepresentation. But even honest 
measurers may get different results from applying the same measurement method, especially if it involves a prediction of the outcome of a future event, 
such as the realization of an asset. Measurer bias can be detected and eliminated by having the measurement repeated with the same result. It is, 
therefore, a desirable quality of an accounting measure that it should be capable of replication. The Accounting Principles Board (APB) called this 
characteristic verifiability, and defined it in APB Statement No. 4, Basic Concepts and Accounting Principles Underlying Financial Statements of Business 
Enterprises: "Verifiable financial accounting information provides results that would be substantially duplicated by independent measurers using the same 
measurement methods" (paragraph 90). 
 
83. The last five words of the APB's definition are significant for they imply that alternative methods may be available. Verification does not guarantee the 
appropriateness of the method used, much less the correctness of the resulting measure. It does carry some assurance that the measurement rule used, 
whatever it was, was applied carefully and without personal bias on the part of the measurer. 
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84. Verification implies consensus. Verifiability can be measured by looking at the dispersion of a number of independent measurements of some particular 
phenomenon. The more closely the measurements are likely to be clustered together, the greater the verifiability of the number used as a measure of the 
phenomenon. 
 
85. Some accounting measurements are more easily verified than others. Alternative measures of cash will be closely clustered together, with a 
consequently high level of verifiability. There will be less unanimity about receivables (especially their net value), still less about inventories, and least about 
depreciable assets, for there will be disagreements about depreciation methods to be used, predictions of asset lives, and (if book values are based on 
historical cost) even which expenditures should be included in the investment base. More than one empirical investigation has concluded that accountants 
may agree more about estimates of the market values of certain depreciable assets than about their carrying values. Hence, to the extent that verification 
depends on consensus, it may not always be those measurement methods widely regarded as "objective" that are most verifiable. 
 
86. The elimination of measurer bias alone from information does not insure that the information will be reliable. Even though several independent 
measurers may agree on a single measurement method and apply it honestly and skillfully, the result will not be reliable if the method used is such that the 
measure does not represent what it purports to represent. Representational faithfulness of reported measurements lies in the closeness of their 
correspondence with the economic transactions, events, or circumstances that they represent. 
 
87. Two further points about verifiability and representational faithfulness need to be emphasized. First, when accountants speak of verification they may 
mean either that an accounting measure itself has been verified or only that the procedures used to obtain the measure have been verified. For example, 
the price paid to acquire a block of marketable securities or a piece of land is normally directly verifiable, while the amount of depreciation for a period is 
normally only indirectly verifiable by verifying the depreciation method, calculations used, and consistency of application (paragraphs 65-67). Direct 
verification of accounting measures tends to minimize both personal bias introduced by a measurer (measurer bias) and bias inherent in measurement 
methods (measurement bias). Verification of only measurement methods tends to minimize measurer bias but usually preserves any bias there may be in 
the selection of measurement or allocation methods. 
 
88. Second, measurement or allocation methods are often verifiable even if the measures they produce result in a very low degree of representational 
faithfulness. For example, before FASB Statement No. 5, Accounting for Contingencies, some enterprises that were "self-insured" recorded as an expense 
a portion of expected future losses from fire, flood, or other casualties. If an enterprise had a large number of "self-insured" assets, expectations of future 
losses could be actuarially computed, and the methods of allocating expected losses to periods could be readily verified. However, since uninsured losses 
occurred only when a casualty damaged or destroyed a particular asset or particular assets, the representational faithfulness of the resulting allocated 
measures was very low. In years in which no casualties were suffered by an enterprise, the allocated expenses or losses represented nonexistent 
transactions or events; while in years in which assets were actually damaged or destroyed, the allocated expenses or losses may have fallen far short of 
representing the losses. 
 
89. In summary, verifiability means no more than that several measurers are likely to obtain the same measure. It 
is primarily a means of attempting to cope with measurement problems stemming from the uncertainty that 
surrounds accounting measures and is more successful in coping with some measurement problems than others. 
Verification of accounting information does not guarantee that the information has a high degree of 
representational faithfulness, and a measure with a high degree of verifiability is not necessarily relevant to the 
decision for which it is intended to be useful. 
 
Reliability and Relevance 
 
90. Reliability and relevance often impinge on each other. Reliability may suffer when an accounting method is changed to gain relevance, and vice versa. 
Sometimes it may not be clear whether there has been a loss or gain either of relevance or of reliability. The introduction of current cost accounting will 
illustrate the point. Proponents of current cost accounting believe that current cost income from continuing operations is a more relevant measure of 
operating performance than is operating profit computed on the basis of historical costs. They also believe that if holding gains and losses that may have 
accrued in past periods are separately displayed, current cost income from continuing operations better portrays operating performance. The uncertainties 
surrounding the determination of current costs, however, are considerable, and variations among estimates of their magnitude can be expected. Because 
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of those variations, verifiability or representational faithfulness, components of reliability, might diminish. Whether there is a net gain to users of the 
information obviously depends on the relative weights attached to relevance and reliability (assuming, of course, that the claims made for current cost 
accounting are accepted). 
 
Conservatism 
 
91. Nothing has yet been said about conservatism, a convention that many accountants believe to be appropriate in making accounting decisions. To 
quote APB Statement 4: 
 

Frequently, assets and liabilities are measured in a context of significant uncertainties. Historically, managers, investors, and accountants have 
generally preferred that possible errors in measurement be in the direction of understatement rather than overstatement of net income and net assets. 
This has led to the convention of conservatism. . . [paragraph 171]. 

 
92. There is a place for a convention such as conservatismEmeaning prudenceEin financial accounting and reporting, because business and economic 
activities are surrounded by uncertainty, but it needs to be applied with care. Since a preference "that possible errors in measurement be in the direction of 
understatement rather than overstatement of net income and net assets" introduces a bias into financial reporting, conservatism tends to conflict with 
significant qualitative characteristics, such as representational faithfulness, neutrality, and comparability (including consistency). To be clear about what 
conservatism does not mean may often be as important as to be clear about what it means. 
 
93. Conservatism in financial reporting should no longer connote deliberate, consistent understatement of net assets and profits. The Board emphasizes 
that point because conservatism has long been identified with the idea that deliberate understatement is a virtue. That notion became deeply ingrained and 
is still in evidence despite efforts over the past 40 years to change it. The convention of conservatism, which was once commonly expressed in the 
admonition to "anticipate no profits but anticipate all losses," developed during a time when balance sheets were considered the primary (and often only) 
financial statement, and details of profits or other operating results were rarely provided outside business enterprises. To the bankers or other lenders who 
were the principal external users of financial statements, understatement for its own sake became widely considered to be desirable, since the greater the 
understatement of assets the greater the margin of safety the assets provided as security for loans or other debts. 
 
94. Once the practice of providing information about periodic income as well as balance sheets became common, however, it also became evident that 
understated assets frequently led to overstated income in later periods. Perceptive accountants saw that consistent understatement was difficult to maintain 
over a lengthy period, and the Committee on Accounting Procedure began to say so, for example, in ARB No. 3, Quasi-Reorganization or Corporate 
Readjustment)Amplification of Institute Rule No. 2 of 1934: "Understatement as at the effective date of the readjustment of assets which are likely to be 
realized thereafter, though it may result in conservatism in the balance-sheet, may also result in overstatement of earnings or of earned surplus when the 
assets are subsequently realized. Therefore, in general, assets should be carried forward as of the date of readjustment at a fair and not unduly 
conservative value." The Committee also formulated the "cost or market rule" in ARB No. 29, Inventory Pricing, in such a way that decreases in replacement 
costs do not result in writing down inventory unless (a) the expected selling price also decreases or (b) costs to complete and sell inventory increase; 
unless those conditions are met, recognition of a loss by writing down inventory merely increases income in one or more later periods. (ARB 3 and 29 
became, respectively, chapters 7A and 4 of ARB No. 43, Restatement and Revision of Accounting Research Bulletins). Among the most recent 
admonitions on the point is that of the International Accounting Standards Committee (IASC) in International Accounting Standard No. 1, Disclosure of 
Accounting Policies: "Uncertainties inevitably surround many transactions. This should be recognized by exercising prudence in preparing financial 
statements. Prudence does not, however, justify the creation of secret or hidden reserves." 
 
95. Conservatism is a prudent reaction to uncertainty to try to ensure that uncertainties and risks inherent in business situations are adequately considered. 
Thus, if two estimates of amounts to be received or paid in the future are about equally likely, conservatism dictates using the less optimistic estimate; 
however, if two amounts are not equally likely, conservatism does not necessarily dictate using the more pessimistic amount rather than the more likely one. 
Conservatism no longer requires deferring recognition of income beyond the time that adequate evidence of its existence becomes available or justifies 
recognizing losses before there is adequate evidence that they have been incurred. 
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96. The Board emphasizes that any attempt to understate results consistently is likely to raise questions about the reliability and the integrity of information 
about those results and will probably be self-defeating in the long run. That kind of reporting, however well-intentioned, is not consistent with the desirable 
characteristics described in this Statement. On the other hand, the Board also emphasizes that imprudent reporting, such as may be reflected, for 
example, in overly optimistic estimates of realization, is certainly no less inconsistent with those characteristics. Bias in estimating components of earnings, 
whether overly conservative or unconservative, usually influences the timing of earnings or losses rather than their aggregate amount. As a result, 
unjustified excesses in either direction may mislead one group of investors to the possible benefit or detriment of others. 
 
97. The best way to avoid the injury to investors that imprudent reporting creates is to try to ensure that what is 
reported represents what it purports to represent. It has been pointed out in this Statement that the reliability of 
financial reporting may be enhanced by disclosing the nature and extent of the uncertainty surrounding events 
and transactions reported to stockholders and others. In assessing the prospect that as yet uncompleted 
transactions will be concluded successfully, a degree of skepticism is often warranted. The aim must be to put the 
users of financial information in the best possible position to form their own opinion of the probable outcome of 
the events reported. Prudent reporting based on a healthy skepticism builds confidence in the results and, in the 
long run, best serves all of the divergent interests that are represented by the Board's constituents. 
 

NEUTRALITY 
 
98. Neutrality in accounting has a greater significance for those who set accounting standards than for those who have to apply those standards in 
preparing financial reports, but the concept has substantially the same meaning for the two groups, and both will maintain neutrality in the same way. 
Neutrality means that either in formulating or implementing standards, the primary concern should be the relevance and reliability of the information that 
results, not the effect that the new rule may have on a particular interest. 
 
99. To say that information should be free from bias towards a predetermined result is not to say that standard setters or providers of information should not 
have a purpose in mind for financial reporting. Of course, information must be purposeful. But a predetermined purpose should not imply a predetermined 
result. For one thing, the purpose may be to serve many different information users who have diverse interests, and no one predetermined result is likely to 
suit them all. 
 
100. Neutrality does not mean "without purpose," nor does it mean that accounting should be without influence on human behavior. Accounting information 
cannot avoid affecting behavior, nor should it. If it were otherwise, the information would be valuelessEby definition, irrelevantEand the effort to produce it 
would be futile. It is, above all, the predetermination of a desired result, and the consequential selection of information to induce that result, that is the 
negation of neutrality in accounting. To be neutral, accounting information must report economic activity as faithfully as possible, without coloring the image 
it communicates for the purpose of influencing behavior in some particular direction. 
 
101. Behavior will be influenced by financial information just as it is influenced and changed by the results of elections, college examinations, and 
sweepstakes. Elections, examinations, and sweepstakes are not unfairEnonneutralEmerely because some people win and others lose. So it is with 
neutrality in accounting. The effect of "capitalization" of leases on enterprises in the leasing industry is a case in point. Recording of certain leases as assets 
and liabilities has been opposed by many of those enterprises on the grounds that, by making "off balance sheet" financing more difficult, it would make 
leasing less attractive to lessees, and that would have a detrimental effect on the business of lessors. Although it is at least debatable whether that kind of 
effect actually would result from lease capitalization, standard setters have not been indifferent to those fears. After carefully weighing the matter, various 
standard setters (including the Board) have generally concluded that those fears could not be allowed to stand in the way of what the Board and others 
considered to be a gain in the relevance and reliability of financial statements. 
 
102. Some reject the notion of accounting neutrality because they think it is impossible to attain because of the "feedback effect." Information that reports on 
human activity itself influences that activity, so that an accountant is reporting not on some static phenomenon but on a dynamic situation that changes 
because of what is reported about it. But that is not an argument against neutrality in measurement. Many measurements relating to human beingsEwhat 
they see when they step on a scale, what the speedometer registers when they drive a car, their performance in an athletic contest, or their academic 
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performance, for exampleEhave an impact on their behavior, for better or worse. No one argues that those measurements should be biased in order to 
influence behavior. Indeed, most people are repelled by the notion that some "big brother," whether government or private, would tamper with scales or 
speedometers surreptitiously to induce people to lose weight or obey speed limits or would slant the scoring of athletic events or examinations to enhance 
or decrease someone's chances of winning or graduating. There is no more reason to abandon neutrality in accounting measurement. 
 
103. Another argument against the acceptance of neutrality as a necessary characteristic of accounting information is that it would inhibit the Board from 
working for the achievement of national goals. That view raises several issues. First, there would have to be agreement on national goals. For example, 
should the United States work to make energy cheap and plentiful or should it conserve natural resources for the benefit of posterity? Furthermore, 
governments come and go, and administrations change their political color and their policies. The Board concludes that it is not feasible to change 
financial accounting standards that accountants use every time governmental policy changes direction, even if it were desirable to do so. Moreover, only if 
accounting information is neutral can it safely be used to help guide those policies as well as to measure their results. 
 
104. But more importantly, it is not desirable for the Board to tack with every change in the political wind, for politically motivated standards would quickly 
lose their credibility, and even standards that were defensible if judged against the criteria discussed in this Statement would come under suspicion 
because they would be tainted with guilt by association. The chairman of the SEC made the point in his statement on oil and gas accounting on August 29, 
1978: 
 

If it becomes accepted or expected that accounting principles are determined or modified in order to secure purposes other than economic 
measurementEeven such virtuous purposes as energy productionEwe assume a grave risk that confidence in the credibility of our financial 
information system will be undermined. 

105. For a standard to be neutral, it is not necessary that it treat everyone alike in all respects. A standard could require less disclosure from a small 
enterprise than it does from a large one without having its neutrality impugned, if the Board were satisfied that a requirement that was cost-effective if 
imposed on a large enterprise would be more burdensome than it was worth if imposed on a small one. Nevertheless, in general, standards that apply 
differentially need to be looked at carefully to ensure that the criterion of neutrality is not being transgressed. 
 
106. While rejecting the view that financial accounting standards should be slanted for political reasons or to 
favor one economic interest or another, the Board recognizes that a standard-setting authority must be alert to the 
economic impact of the standards that it promulgates. The consequences of those standards will usually not be 
easy to isolate from the effects of other economic happenings, and they will be even harder to predict with 
confidence when a new standard is under consideration but before it has gone into effect. Nevertheless, the Board 
will consider the probable economic impact of its standards as best it can and will monitor that impact as best it 
can after a standard goes into effect. For one thing, a markedly unexpected effect on business behavior may point 
to an unforeseen deficiency in a standard in the sense that it does not result in the faithful representation of 
economic phenomena that was intended. It would then be necessary for the standard to be revised. 
 
107. Neutrality in accounting is an important criterion by which to judge accounting policies, for information that is not neutral loses credibility. If information 
can be verified and can be relied on faithfully to represent what it purports to representEand if there is no bias in the selection of what is reportedEit 
cannot be slanted to favor one set of interests over another. It may in fact favor certain interests, but only because the information points that way, much as 
a good examination grade favors a good student who has honestly earned it. 
 
108. The italicized words deserve comment. It was noted earlier in this Statement that reliability implies completeness of information, at least within the 
bounds of what is material and feasible, considering the cost. An omission can rob information of its claim to neutrality if the omission is material and is 
intended to induce or inhibit some particular mode of behavior. 
 
109. Though reliability and the absence of bias in what is to be reported bring neutrality as a by-product, the converse is not true. Information may be 
unreliable even though it is provided without any intention on the part of the provider to influence behavior in a particular direction. Good intentions alone do 
not guarantee representational faithfulness. 
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CON 2 
110. Can information that is undeniably reliable produce undesirable consequences? The answer must be another questionEconsequences for whom? 
The consequences may indeed be bad for some interests. But the dissemination of unreliable and potentially misleading information is, in the long run, bad 
for all interests. It may be the responsibility of other agencies to intervene to take care of special interests that they think might be injured by an accounting 
standard. The Board's responsibility is to the integrity of the financial reporting system, which it regards as its paramount concern. 
 
COMPARABILITY 
 
111. Information about an enterprise gains greatly in usefulness if it can be compared with similar information about other enterprises and with similar 
information about the same enterprise for some other period or some other point in time. The significance of information, especially quantitative information, 
depends to a great extent on the user's ability to relate it to some benchmark. The comparative use of information is often intuitive, as when told that an 
enterprise has sales revenue of $1,000,000 a year, one forms a judgment of its size by ranking it with other enterprises that one knows. Investing and 
lending decisions essentially involve evaluations of alternative opportunities, and they cannot be made rationally if comparative information is not available. 
 
112. The difficulty in making financial comparisons among enterprises because of the use of different accounting methods has been accepted for many 
years as the principal reason for the development of accounting standards. Indeed, the only other possible reason for wanting accounting standards would 
be a belief that there was one right method among the available alternatives, and few people, if any, hold any such belief. 
 
113. The purpose of comparison is to detect and explain similarities and differences. But, in comparing complex entities, such as human beings or 
business enterprises, it is useless to try to consider all similarities and differences at once, for to assess the significance of any one of them will then be 
impossible. Valid comparison, therefore, usually requires attention to be focused on one or two characteristics at a time. Other characteristics that are in no 
way correlated with those under inquiry can be ignored. Characteristics that are correlated with those under inquiry must be standardized to avoid affecting 
the comparison. For example, to find whether a man is overweight, one compares his weight with that of other menEnot womenEof the same height. That 
is, valid comparisons involve standardizing for gender and height because those characteristics are correlated with weight. It is not necessary to 
standardize for intelligence, for example, by comparing a man's weight with that of other males of similar height and intelligence because weight is not 
correlated with intelligence. Intelligence as a characteristic can be ignored. 
 
114. Simple comparisons can often be made without the use of measurements expressed in units, but as the number of items to be compared increases, or 
if comparisons over an interval of time are desired, a unit of measure becomes indispensable. If valid comparisons are to be made over time, the unit of 
measurement used must be invariant. Units of money used in money measurement are not in one significant senseEtheir command over goods and 
servicesEinvariant over time. 
 
115. Defined in the broadest terms, comparability is the quality or state of having certain characteristics in common, and comparison is normally a 
quantitative assessment of the common characteristic. Clearly, valid comparison is possible only if the measurements usedEthe quantities or ratiosE
reliably represent the characteristic that is the subject of comparison. To cite a nonaccounting example, it may be desired to compare the fertility of land in 
Florida and Oregon. If that were done by comparing crop yields per acre, it should be obvious that crop yield is not a reliable representation of fertility. 
Many other factors, such as climate and human efficiency, help to determine yields, and to use too broad a gauge to measure the characteristic of fertility 
invalidates the comparison. 
 
116. While a particular datum, in some appropriate context, can be said to be relevant or reliable, it cannot be said 
to be comparable. Comparability is not a quality of information in the same sense as relevance and reliability are, 
but is rather a quality of the relationship between two or more pieces of information. Improving comparability 
may destroy or weaken relevance or reliability if, to secure comparability between two measures, one of them has 
to be obtained by a method yielding less relevant or less reliable information. Historically, extreme examples of 
this have been provided in some European countries in which the use of standardized charts of accounts has been 
made mandatory in the interest of interfirm comparability but at the expense of relevance and often reliability as 
well. That kind of uniformity may even adversely affect comparability of information if it conceals real 
differences between enterprises. 
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117. Generally, noncomparability is thought to arise because business enterprises do not use similar inputs, do not apply similar procedures, or do not use 
the same systems of classification of costs and revenues or assets and liabilities, and it is usually assumed that removal of those inconsistencies will make 
the results comparable. Certainly, comparability cannot be achieved without consistency of inputs and classification. For example, comparing liquidity 
between two enterprises by comparing their current ratios would usually not be valid if one enterprise valued its inventory on a last-in, first-out basis while 
the other valued inventory on first-in, first-out. The difference in practice would affect the comparison adversely to the first company, but its appearance of 
inferior liquidity would result from an invalid comparison, for the current value of its inventory may not have been less than that of the other company. 
 
118. That kind of noncomparability imposes costs on users of financial statements and is best avoided, but it is relatively easy to diagnose and, with 
sufficient disclosure, can be rectified by a user of the information. A more difficult kind of noncomparability to deal with is the kind that results when ill-
chosen or incomplete data inputs are used to generate information that fails one test of reliabilityEit does not truly represent what it purports to represent. If 
data inputs are ill-chosen or incomplete, the measures that result will not be truly comparable no matter how consistent the procedures are that are applied 
to them. For example, suppose it is desired to compare the performance of two investment managers. Each starts with the same portfolio, but their 
portfolios at the end of the year are different as a result of trades during the year. Realized gains of the two managers are equal. The ending portfolio of one 
shows substantial unrealized gains, the other does not. To compare their performance by comparing only realized gains implies a definition of performance 
that many people would regard as incomplete and, therefore, as an unreliable representation. 
 
119. To repeat what was said earlier, the purpose of comparison is to detect and explain similarities and differences. Comparability should not be confused 
with identity, and sometimes more can be learned from differences than from similarities if the differences can be explained. The ability to explain 
phenomena often depends on the diagnosis of the underlying causes of differences or the discovery that apparent differences are without significance. 
Much insight into the functioning of the capital market, for example, has been obtained from observing how market forces affect different stocks differently. 
Something has been learned, too, from observing that the market generally ignores apparent (cosmetic) differences among stocks that were formerly 
thought to be significant. Greater comparability of accounting information, which most people agree is a worthwhile aim, is not to be attained by making 
unlike things look alike any more than by making like things look different. The moral is that in seeking comparability accountants must not disguise real 
differences nor create false differences. 
 
Consistency 
 
120. Consistency in applying accounting methods over a span of time has always been regarded as an important quality that makes accounting numbers 
more useful. The standard form of an auditor's report states that the financial statements have been prepared "in conformity with generally accepted 
accounting principles consistently applied." The Accounting Principles Board stated in APB Opinion No. 20, Accounting Changes, that ". . .in the 
preparation of financial statements there is a presumption that an accounting principle once adopted should not be changed in accounting for events and 
transactions of a similar type. Consistent use of accounting principles from one accounting period to another enhances the utility of financial statements to 
users by facilitating analysis and understanding of comparative accounting data [paragraph 15]." 
 
121. The same considerations apply whether comparisons involve time series data, with which discussions of 
consistency are mostly concerned, or cross-sectional data, which raise more general issues of comparability. Like 
comparability, consistency is a quality of the relationship between two accounting numbers rather than a quality 
of the numbers themselves in the sense that relevance and reliability are. The consistent use of accounting 
methods, whether from one period to another within a single firm, or within a single period across firms, is a 
necessary but not a sufficient condition of comparability. Consistency without genuine comparability is 
illustrated by time series data using units of money during periods of inflation. A 10-year summary of sales 
revenues covering a period when the purchasing power of the monetary unit has been declining may convey an 
exaggerated picture of growth unless the user of the information is accustomed to making purchasing power 
corrections. As before, it is the representational faithfulness of the measurements used, rather than simply the 
unchanging nature of the measurement rules or the classification rules, that results in true comparability over 
time. 
 
122. Consistent use of accounting principles from one accounting period to another, if pushed too far, can inhibit accounting progress. No change to a 
preferred accounting method can be made without sacrificing consistency, yet there is no way that accounting can develop without change. Fortunately, it 
is possible to make the transition from a less preferred to a more preferred method of accounting and still retain the capacity to compare the periods before 
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and after the change if the effects of the change of method are disclosed. If a change will bring only a small improvement, the trade-off between the 
improvement and the loss of consistency may make it hard to judge where the advantage lies. As in all trade-offs, it is a question of costs and benefits; and 
the costs include the psychological cost of adopting the change. If the cost of the added disclosure that will enable the user of accounting information to 
compare the prechange and postchange results is less than the expected benefits from making the change, the change should be made. 
 
MATERIALITY 
 
123. Those who make accounting decisions and those who make judgments as auditors continually confront the need to make judgments about materiality. 
Materiality judgments are primarily quantitative in nature. They pose the question: Is this item large enough for users of the information to be influenced by 
it? However, the answer to that question will usually be affected by the nature of the item; items too small to be thought material if they result from routine 
transactions may be considered material if they arise in abnormal circumstances. 
 
124. Throughout this Statement, emphasis has been placed on relevance and reliability as the primary qualitative characteristics that accounting 
information must have if it is to be useful. Materiality is not a primary characteristic of the same kind. In fact, the pervasive nature of materiality makes it 
difficult to consider the concept except as it relates to the other qualitative characteristics, especially relevance and reliability. 
 
125. Relevance and materiality have much in commonEboth are defined in terms of what influences or makes a difference to an investor or other decision 
maker. Yet the two concepts can be distinguished. A decision not to disclose certain information may be made, say, because investors have no interest in 
that kind of information (it is not relevant) or because the amounts involved are too small to make a difference (they are not material). But as was noted 
above, magnitude by itself, without regard to the nature of the item and the circumstances in which the judgment has to be made, will not generally be a 
sufficient basis for a materiality judgment. 
 
126. Materiality judgments are concerned with screens or thresholds. Is an item, an error, or an omission large 
enough, considering its nature and the attendant circumstances, to pass over the threshold that separates material 
from immaterial items? An example of an applicant for employment who is negotiating with an employment 
agency will illustrate the relationship of the materiality concept to relevance and reliability. The agency has full 
information about a certain job for which the applicant is suited and will furnish any item of information about it. 
The applicant will certainly want information about the nature of the duties, the location of the job, the pay, the 
hours of work, and the fringe benefits. Information about vacations and job security may or may not be important 
enough to affect a decision concerning accepting the job. Further, the applicant may not be concerned at all with 
whether the office floor is carpeted or about the quality of the food in the cafeteria. All of those items are, in the 
broadest sense, relevant to an evaluation of the job. But some of them make no difference in a decision to accept 
it or not. The values placed on them by the applicant are too small for them to be material. They are not important 
enough to matter. 
 
127. The employment agency example can also help to explain what is meant by a materiality threshold for 
reliability. Salary information accurate only to the nearest thousand dollars might not be acceptable to an 
applicant for an $8,000 a year job, but will almost certainly be acceptable if the job pays $100,000 a year. An 
error of a percentage point in the employee's rate of pension contribution would rarely make information about 
fringe benefits unacceptable. An error of a year in the retirement date of someone who would block the 
applicant's advancement might be quite material. An error of a year in the applicant's mandatory retirement date 
will probably be immaterial to a person 20 years old, but quite material to a 63-year-old person. 
 
128. The more important a judgment item is, the finer the screen should be that will be used to determine whether it is material. For example: 
a.  An accounting change in circumstances that puts an enterprise in danger of being in breach of covenant regarding its financial condition may justify 

a lower materiality threshold than if its position were stronger. 
b. A failure to disclose separately a nonrecurrent item of revenue may be material at a lowerthreshold than would otherwise be the case if the revenue 

turns a loss into a profit or reverses the trend of earnings from a downward to an upward trend. 
c.  A misclassification of assets that would not be material in amount if it affected two categories of plant or equipment might be material if it changed the 

classification between a noncurrent and a current asset category. 
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d. Amounts too small to warrant disclosure or correction in normal circumstances may be considered material if they arise from abnormal or unusual 

transactions or events. 
 
129. Almost always, the relative rather than the absolute size of a judgment item determines whether it should be considered material in a given situation. 
Losses from bad debts or pilferage that could be shrugged off as routine by a large business may threaten the continued existence of a small one. An error 
in inventory valuation may be material in a small enterprise for which it cut earnings in half but immaterial in an enterprise for which it might make a barely 
perceptible ripple in the earnings. Some of the empirical investigations referred to in Appendix C throw light on the considerations that enter into materiality 
judgments. 
 
130. Another factor in materiality judgments is the degree of precision that is attainable in estimating the judgment item. The amount of deviation that is 
considered immaterial may increase as the attainable degree of precision decreases. For example, accounts payable usually can be estimated more 
accurately than can contingent liabilities arising from litigation or threats of it, and a deviation considered to be material in the first case may be quite trivial 
in the second. 
 
131. Some hold the view that the Board should promulgate a set of quantitative materiality guides or criteria covering a wide variety of situations that 
preparers could look to for authoritative support. That appears to be a minority view, however, on the basis of representations made to the Board in 
response to the Discussion Memorandum, Criteria for Determining Materiality. The predominant view is that materiality judgments can properly be made 
only by those who have all the facts. The Board's present position is that no general standards of materiality could be formulated to take into account all the 
considerations that enter into an experienced human judgment. However, that position is not intended to imply either that the Board may not in the future 
review that conclusion or that quantitative guidance on materiality of specific items may not appropriately be written into the Board's standards from time to 
time. That has been done on occasion already (for example, in the Statement on financial reporting by segments of a business enterprise), and the Board 
recognizes that quantitative materiality guidance is sometimes needed. Appendix C lists a number of examples of quantitative guidelines that have been 
applied both in the law and in the practice of accounting. However, whenever the Board or any other authoritative body imposes materiality rules, it is 
substituting generalized collective judgments for specific individual judgments, and there is no reason to suppose that the collective judgments are always 
superior. In any case, it must be borne in mind that if, to take one example, some minimum size is stipulated for recognition of a material item (for example, 
a segment having revenue equal to or exceeding 10 percent of combined revenues shall be recognized as a reportable segment), the rule does not 
prohibit the recognition of a smaller segment. Quantitative materiality guidelines generally specify minima only. They, therefore, leave room for individual 
judgment in at least one direction. 
 
132. Individual judgments are required to assess materiality in the absence of authoritative criteria or to decide 
that minimum quantitative criteria are not appropriate in particular situations. The essence of the materiality 
concept is clear. The omission or misstatement of an item in a financial report is material if, in the light of 
surrounding circumstances, the magnitude of the item is such that it is probable that the judgment of a reasonable 
person relying upon the report would have been changed or influenced by the inclusion or correction of the item. 
 
COSTS AND BENEFITS 

133. Accounting information must attain some minimum level of relevance and also some minimum level of reliability if it is to be useful. Beyond those 
minimum levels, sometimes users may gain by sacrificing relevance for added reliability or by sacrificing reliability for added relevance; and some 
accounting policy changes will bring gains in both. Each user will uniquely perceive the relative value to be attached to each quality. Ultimately, a standard-
setting body has to do its best to meet the needs of society as a whole when it promulgates a standard that sacrifices one of those qualities for the other; 
and it must also be aware constantly of the calculus of costs and benefits. 
 
134. Unless the benefits to be derived from a commodity or service exceed the costs associated with it, it will not be sought after. When a decision to 
acquire a commodity is being considered, the prospective buyer will compare the costs of acquisition and maintenance with the benefits of owning the 
commodity. Once the purchase has been made, the owner must decideEcontinually, from day to dayEwhether the opportunity cost of ownership, the 
sacrifice of the sale price that cannot be realized so long as ownership continues, is less than the benefits of continued ownership. Thus, both before and 
after acquisition, costs and benefits must be compared, though the comparison takes a somewhat different form according to whether the acquisition has 
or has not been consummated. 
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135. Financial information is unlike other commodities in certain important respects. While, in general, it will not be desired unless its benefits exceed its 
costs, what makes it different from other commodities, or at least from those that are traded in the marketplace, is that whereas those other commodities are 
private goods, to be enjoyed only by the buyer and those with whom the buyer chooses to share them, the benefits of information cannot always be 
confined to those who pay for it. If the whole government and private system by which the flow of financial information is regulated could now be 
dismantled, if information could be traded between buyers and sellers like other commodities and could be kept from those who did not pay for it, and if 
consumers of information were willing to rely on their own inquiries, the balance of costs and benefits could be left to the market. But in the real world the 
market for information is less complete than most other markets, and a standard-setting authority must concern itself with the perceived costs and benefits 
of the standards it setsEcosts and benefits to both users and preparers of such information, to others, like auditors, who are also concerned with it, and to 
anyone else in society who may be affected. 
 
136. Most of the costs of providing financial information fall initially on the preparers, while the benefits are 
reaped by both preparers and users. Ultimately, the costs and benefits are diffused quite widely. The costs are 
mostly passed on to the users of information and to the consumers of goods and services. The benefits also are 
presumably passed on to consumers by assuring a steady supply of goods and services and more efficient 
functioning of the marketplace. But, even if the costs and benefits are not traced beyond the preparers and users 
of information, to say anything precise about their incidence is difficult. There are costs of using information as 
well as of preparing it; and much published information would be compiled for the preparer's own use even if 
providing it to stockholders and others were not required. The preparer enjoys other benefits also, such as 
improved access to capital markets, favorable impact on the enterprise's public relations, and so on. 
 
137. The costs of providing information are of several kinds, including costs of collecting and processing the information, costs of audit if it is subject to 
audit, costs of disseminating it to those who must receive it, costs associated with the dangers of litigation, and in some instances costs of disclosure in the 
form of a loss of competitive advantages vis-a-vis trade competitors, labor unions (with a consequent effect on wage demands), or foreign enterprises. The 
costs to the users of information, over and above those costs that preparers pass on to them, are mainly the costs of analysis and interpretation and may 
include costs of rejecting information that is redundant, for the diagnosis of redundancy is not without its cost. 
 
138. Society needs information to help allocate resources efficiently, but the benefit to any individual or company from that source is not measurable. Nor is 
the spur to efficiency that comes from making managers account to stockholders capable of evaluation, either at the level of the enterprise or the economy. 
It is impossible to imagine a highly developed economy without most of the financial information that it now generates and, for the most part, consumes; yet 
it is also impossible to place a value on that information. 
139. From the point of view of society, the loss of competitive advantage that is said to result from some disclosure requirements is clearly in a different 
category from the other costs involved. Although the loss to one business enterprise may be a gain to another, the Board is aware of and concerned about 
the economic effects of the possible discouragement of initiative, innovation, and willingness to take risks if a reward to risk taking is denied. That is another 
cost that is impossible to begin to quantify. 
 
140. The burden of the costs and the incidence of benefits fall quite unevenly throughout the economy, and it has been rightly observed that "... the matter 
of establishing disclosure requirements becomes not only a matter of judgment but also a complex balancing of many factors so that all costs and benefits 
receive the consideration they merit. For example, a simple rule that any information useful in making investment decisions should be disclosed fails as 
completely as a rule that says disclosure should not be required if competitive disadvantage results." The problem is to know how to accomplish that 
"complex balancing." 
 
141. The Board has watched with sympathetic interest the efforts of the Cost Accounting Standards Board (CASB) to come to grips with the task of 
comparing the costs and benefits of its standards. The Report of the special group of consultants who were asked by the CASB to examine this matter was 
submitted on November 13, 1978. The conclusions were quite negative. 
 

Our conclusion is that no objective cost benefit calculation in aggregate quantitative terms is possible for CASB standards as a whole or for any 
of them individually. Reasonable people, with some experience in such matters, acting responsibly in a spirit of compromise, using such reliable 
information as can be gathered together, will make a "calculation," as they must if anything is to be done. But the calculation will be in ordinal rather 
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than cardinal terms; it will be rough rather than precise; it will always be subject to revision, rather than fixed in stone. The situation is not different from 
that concerning the merits of many other laws, rules, regulations, and administrative decisions. Nor is our conclusion different from the conclusion 
reached by those concerned with the cost-benefit problem confronting the Paperwork Commission, for example. 

142. As the CASB's consultants point out, the reasons for that negative conclusion can be simply stated. The 
costs and benefits of a standard are both direct and indirect, immediate and deferred. They may be affected by a 
change in circumstances not foreseen when the standard was promulgated. There are wide variations in the 
estimates that different people make about the dollar values involved and the rate of discount to be used in 
reducing them to a present value. "For these reasons," the consultants conclude, "the merits of any Standard, or of 
the Standards as a whole, can be decided finally only by judgments that are largely subjective. They cannot be 
decided by scientific test." 
 
143. Despite the difficulties, the Board does not conclude that it should turn its back on the matter, for there are some things that it can do to safeguard the 
cost-effectiveness of its standards. Before a decision is made to develop a standard, the Board needs to satisfy itself that the matter to be ruled on 
represents a significant problem and that a standard that is promulgated will not impose costs on the many for the benefit of a few. If the proposal passes 
that first test, a second test may subsequently be useful. There are usually alternative ways of handling an issue. Is one of them less costly and only slightly 
less effective? Even if absolute magnitudes cannot be attached to costs and benefits, a comparison between alternatives may yet be possible and useful. 
 
144. Though it is unlikely that significantly improved means of measuring benefits will become available in the 
foreseeable future, it seems possible that better ways of quantifying the incremental costs of regulations of all 
kinds may gradually be developed, and the Board will watch any such developments carefully to see whether 
they can be applied to financial accounting standards. Even if that hope proves to be a vain one, however, the 
Board cannot cease to be concerned about the cost-effectiveness of its standards. To do so would be a dereliction 
of its duty and a disservice to its constituents. 
 

This Statement was adopted by the unanimous vote of the seven members of the Financial Accounting 
Standards Board: 
 

Donald J. Kirk, Chairman  Robert A. Morgan  Robert T. Sprouse 
Frank E. Block   David Mosso   Ralph E. Walters 
John W. March 
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CON 5 HIGHLIGHTS 
 

[Best understood in context of full Statement]

• This Statement sets forth recognition criteria and guidance on what information should be incorporated into financial statements and when. The 
Statement provides a basis for consideration of criteria and guidance by first addressing financial statements that should be presented and their 
contribution to financial reporting. It gives particular attention to statements of earnings and comprehensive income. The Statement also addresses 
certain measurement issues that are closely related to recognition. 

 
• Financial statements are a central feature of financial reportingAa principal means of communicating financial information to those outside an entity. 

Some useful information is better provided by financial statements and some is better provided, or can only be provided, by notes to financial 
statements, supplementary information, or other means of financial reporting. For items that meet criteria for recognition, disclosure by other means is 
not a substitute for recognition in financial statements. 

 
• Recognition is the process of formally incorporating an item in the financial statements of an entity as an asset, liability, revenue, expense, or the like. 

A recognized item is depicted in both words and numbers, with the amount included in the statement totals. 
 
• A full set of financial statements for a period should show: 
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CON 5 
- Financial position at the end of the period 

 
- Earnings for the period 

 
- Comprehensive income for the period 

 
- Cash flows during the period 

 
- Investments by and distributions to owners during the period. 

 
• Financial statements individually and collectively contribute to meeting the objectives of financial reporting. No one financial statement is likely to 

provide all the financial statement information that is useful for a particular kind of decision. 
 
• The parts of a financial statement also contribute to meeting the objectives of financial reporting and may be more useful to those who make 

investment, credit, and similar decisions than the whole. 
 
• Financial statements result from simplifying, condensing, and aggregating masses of data. As a result, they convey information that would be 

obscured if great detail were provided. Although those simplifications, condensations, and aggregations are both necessary and useful, the Board 
believes that it is important to avoid focusing attention almost exclusively on "the bottom line," earnings per share, or other highly simplified 
condensations. 

 
• A statement of financial position provides information about an entity's assets, liabilities, and equity and their relationships to each other at a moment 

in time. The statement delineates the entity's resource structureAmajor classes and amounts of assetsAand its financing structureAmajor classes 
and amounts of liabilities and equity. 

 
• A statement of financial position does not purport to show the value of a business enterprise but, together with other financial statements and other 

information, should provide information that is useful to those who desire to make their own estimates of the enterprise's value. Those estimates are 
part of financial analysis, not of financial reporting, but financial accounting aids financial analysis. 

 
• Statements of earnings and of comprehensive income together reflect the extent to which and the ways in which the equity of an entity increased or 

decreased from all sources other than transactions with owners during a period. 
 
• The concept of earnings set forth in this Statement is similar to net income for a period in present practice; however, it excludes certain accounting 

adjustments of earlier periods that are recognized in the current periodAcumulative effect of a change in accounting principle is the principal 
example from present practice. The Board expects the concept of earnings to be subject to the process of gradual change or evolution that has 
characterized the development of net income. 

 
• Earnings is a measure of entity performance during a period. It measures the extent to which asset inflows (revenues and gains) associated with 

cash-to-cash cycles substantially completed during the period exceed asset outflows (expenses and losses) associated, directly or indirectly, with the 
same cycles. 

 
• Comprehensive income is a broad measure of the effects of transactions and other events on an entity, comprising all recognized changes in equity 

(net assets) of the entity during a period from transactions and other events and circumstances except those resulting from investments by owners 
and distributions to owners. 
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CON 5 
• A variety of terms are used for net income in present practice. The Board anticipates that a variety of terms will be used in future financial statements 

as names for earnings (for example, net income, profit, or net loss) and for comprehensive income (for example, total nonowner changes in equity or 
comprehensive loss). 

 
• Earnings and comprehensive income are not the same because certain gains and losses are included in comprehensive income but are excluded 

from earnings. Those items fall into two classes that are illustrated by certain present practices: 
 

- Effects of certain accounting adjustments of earlier periods that are recognized in the current period (already described) 
 

- Certain other changes in net assets (principally certain holding gains and losses) that are recognized in the period but are excluded from 
earnings, such as some changes in market values of investments in marketable equity securities classified as noncurrent assets, some changes 
in market values of investments in industries having specialized accounting practices for marketable securities, and foreign currency translation 
adjustments. 

 
• The full set of financial statements discussed in this Statement is based on the concept of financial capital maintenance. 
 
• Future standards may change what is recognized as components of earnings. Future standards may also recognize certain changes in net assets as 

components of comprehensive income but not of earnings. 
 
• A statement of cash flows directly or indirectly reflects an entity's cash receipts classified by major sources and its cash payments classified by major 

uses during a period, including cash flow information about its operating, financing, and investing activities. 
 
• A statement of investments by and distributions to owners reflects an entity's capital transactions during a periodAthe extent to which and in what 

ways the equity of the entity increased or decreased from transactions with owners as owners.

• An item and information about it should meet four fundamental recognition criteria to be recognized and should be recognized when the criteria are 
met, subject to a cost-benefit constraint and a materiality threshold. Those criteria are: 

 
- Definitions. The item meets the definition of an element of financial statements. 

 

- Measurability. It has a relevant attribute measurable with sufficient reliability. 
 

- Relevance. The information about it is capable of making a difference in user decisions. 
 

- Reliability. The information is representationally faithful, verifiable, and neutral. 
 
• Items currently reported in the financial statements are measured by different attributes (for example, historical cost, current [replacement] cost, 

current market value, net realizable value, and present value of future cash flows), depending on the nature of the item and the relevance and 
reliability of the attribute measured. The Board expects use of different attributes to continue. 

 
• The monetary unit or measurement scale in current practice in financial statements is nominal units of money, that is, unadjusted for changes in 

purchasing power of money over time. The Board expects that nominal units of money will continue to be used to measure items recognized in 
financial statements. 
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• Further guidance in applying the criteria for recognizing components of earnings is necessary because of the widely acknowledged importance of 

earnings as a primary measure of entity performance. Guidance for recognizing components of earnings is concerned with identifying which cycles 
are substantially complete and with associating particular revenues, gains, expenses, and losses with those cycles. 

 
• In assessing the prospect that as yet uncompleted transactions will be concluded successfully, a degree of skepticism is often warranted. As a 

reaction to uncertainty, more stringent requirements have historically been imposed for recognizing revenues and gains as components of earnings 
than for recognizing expenses and losses. Those conservative reactions influence the guidance for applying the recognition criteria to components of 
earnings. 

 
• Guidance for recognizing revenues and gains is based on their being: 
 

- Realized or realizable. Revenues and gains are generally not recognized as components of earnings until realized or realizable and 
 

- Earned. Revenues are not recognized until earned. Revenues are considered to have been earned when the entity has substantially 
accomplished what it must do to be entitled to the benefits represented by the revenues. For gains, being earned is generally less significant 
than being realized or realizable. 

 
• Guidance for expenses and losses is intended to recognize: 
 

- Consumption of benefit. Expenses are generally recognized when an entity's economic benefits are consumed in revenue-earning activities or 
otherwise or 

 
- Loss or lack of benefit. Expenses or losses are recognized if it becomes evident that previously recognized future economic benefits of assets 

have been reduced or eliminated, or that liabilities have been incurred or increased, without associated economic benefits. 
 
• In a limited number of situations, the Board may determine that the most useful information results from recognizing the effects of certain events in 

comprehensive income but not in earnings, and set standards accordingly. Certain changes in net assets that meet the fundamental recognition 
criteria may qualify for recognition in comprehensive income even though they do not qualify for recognition as components of earnings. 

• Information based on current prices should be recognized if it is sufficiently relevant and reliable to justify the costs involved and more relevant than 
alternative information. 

 
• Most aspects of current practice are consistent with the recognition criteria and guidance in this Statement, but the criteria and guidance do not 

foreclose the possibility of future changes in practice. When evidence indicates that information that is more useful (relevant and reliable) than 
information currently reported is available at a justifiable cost, it should be included in financial statements. 

 
Statements of Financial Accounting Concepts 
 

This Statement of Financial Accounting Concepts is one of a series of publications in the Board's conceptual framework for financial accounting and 
reporting. Statements in the series are intended to set forth objectives and fundamentals that will be the basis for development of financial accounting and 
reporting standards. The objectives identify the goals and purposes of financial reporting. The fundamentals are the underlying concepts of financial 
accountingAconcepts that guide the selection of transactions, events, and circumstances to be accounted for; their recognition and measurement; and the 
means of summarizing and communicating them to interested parties. Concepts of that type are fundamental in the sense that other concepts flow from 
them and repeated reference to them will be necessary in establishing, interpreting, and applying accounting and reporting standards. 
 The conceptual framework is a coherent system of interrelated objectives and fundamentals that is expected to lead to consistent standards and that 
prescribes the nature, function, and limits of financial accounting and reporting. It is expected to serve the public interest by providing structure and 
direction to financial accounting and reporting to facilitate the provision of evenhanded financial and related information that helps promote the efficient 
allocation of scarce resources in the economy and society, including assisting capital and other markets to function efficiently. 
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CON 5 
Establishment of objectives and identification of fundamental concepts will not directly solve financial accounting and reporting problems. Rather, 

objectives give direction, and concepts are tools for solving problems. 
 The Board itself is likely to be the most direct beneficiary of the guidance provided by the Statements in this series. They will guide the Board in 
developing accounting and reporting standards by providing the Board with a common foundation and basic reasoning on which to consider merits of 
alternatives. 
 However, knowledge of the objectives and concepts the Board will use in developing standards also should enable those who are affected by or 
interested in financial accounting standards to understand better the purposes, content, and characteristics of information provided by financial accounting 
and reporting. That knowledge is expected to enhance the usefulness of, and confidence in, financial accounting and reporting. The concepts also may 
provide some guidance in analyzing new or emerging problems of financial accounting and reporting in the absence of applicable authoritative 
pronouncements. 
 Statements of Financial Accounting Concepts do not establish standards prescribing accounting procedures or disclosure practices for particular 
items or events, which are issued by the Board as Statements of Financial Accounting Standards. Rather, Statements in this series describe concepts and 
relations that will underlie future financial accounting standards and practices and in due course serve as a basis for evaluating existing standards and 
practices. 

The Board recognizes that in certain respects current generally accepted accounting principles may be inconsistent with those that may derive from 
the objectives and concepts set forth in Statements in this series. However, a Statement of Financial Accounting Concepts does not (a) require a change in 
existing generally accepted accounting principles; (b) amend, modify, or interpret Statements of Financial Accounting Standards, Interpretations of the 
FASB, Opinions of the Accounting Principles Board, or Bulletins of the Committee on Accounting Procedure that are in effect; or (c) justify either changing 
existing generally accepted accounting and reporting practices or interpreting the pronouncements listed in item (b) based on personal interpretations of 
the objectives and concepts in the Statements of Financial Accounting Concepts. 
 Since a Statement of Financial Accounting Concepts does not establish generally accepted accounting principles or standards for the disclosure of 
financial information outside of financial statements in published financial reports, it is not intended to invoke application of Rule 203 or 204 of the Rules of 
Conduct of the Code of Professional Ethics of the American Institute of Certified Public Accountants (of successor rules or arrangements of similar scope 
and intent). 

Like other pronouncements of the Board, a Statement of Financial Accounting Concepts may be amended, superseded, or withdrawn by appropriate 
action under the Board's Rules of Procedure.

INTRODUCTION, SCOPE, AND LIMITATIONS 
 
1. This Statement sets forth fundamental recognition criteria and guidance on what information should be formally incorporated into financial statements 
and when. It builds on the foundation laid by earlier concepts Statements, bringing those concepts together to apply them to broad recognition issues. As a 
basis for considering recognition criteria, the Statement first addresses financial statements that should be presented and how those financial statements 
contribute to the objectives of financial reporting. Both that discussion and the later discussion of recognition give particular attention to statements of 
earnings and comprehensive income. 
 
2. The recognition criteria and guidance in this Statement are generally consistent with current practice and do not imply radical change. Nor do they 
foreclose the possibility of future changes in practice. The Board intends future change to occur in the gradual, evolutionary way that has characterized 
past change. 
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CON 5 
3. This Statement also addresses certain measurement issues that are closely related to recognition. Measurement involves choice of an attribute by which 
to quantify a recognized item and choice of a scale of measurement (often called "unit of measure"). The Statement notes that different attributes are 
currently used to measure different items in financial statements and that the Board expects the use of different attributes to continue. The Statement further 
notes that the measurement scale in current practice is nominal units of money (that is, unadjusted for changes in purchasing power over time) and that the 
Board expects use of nominal units to continue. 
 
4. This Statement is not intended to apply to organizations other than business enterprises. Recognition criteria and guidance on what information should 
be formally incorporated into financial statements of nonbusiness organizations can be considered only after completion of another Board project that 
concerns significant underlying concepts upon which recognition criteria and guidance are built. The Board issued its Exposure Draft, Proposed 
Amendments to FASB Concepts Statements 2 and 3 to Apply Them to Nonbusiness Organizations, on July 7, 1983 and held public hearings on that 
matter on November 14 and 15, 1983. Since that project is still in progress, all references in this Statement are to the original Statements, FASB Concepts 
Statements No. 2, Qualitative Characteristics of Accounting Information, and No. 3, Elements of Financial Statements of Business Enterprises.

FINANCIAL STATEMENTS 
 
Financial Statements, Financial Reporting, and Recognition 
 
5. Financial statements are a central feature of financial reportingAa principal means of communicating financial information to those outside an entity. In 
external general purpose financial reporting, a financial statement is a formal tabulation of names and amounts of money derived from accounting records 
that displays either financial position of an entity at a moment in time or one or more kinds of changes in financial position of the entity during a period of 
time. Items that are recognized in financial statements are financial representations of certain resources (assets) of an entity, claims to those resources 
(liabilities and owners' equity), and the effects of transactions and other events and circumstances that result in changes in those resources and claims. 
The financial statements of an entity are a fundamentally related set that articulate with each other and derive from the same underlying data. 
 
6. Recognition is the process of formally recording or incorporating an item in the financial statements of an 
entity as an asset, liability, revenue, expense, or the like. Recognition includes depiction of an item in both words 
and numbers, with the amount included in the totals of the financial statements. For an asset or liability, 
recognition involves recording not only acquisition or incurrence of the item but also later changes in it, including 
changes that result in removal from the financial statements. 

7. Although financial statements have essentially the same objectives as financial reporting, some useful 
information is better provided by financial statements and some is better provided, or can only be provided, by 
notes to financial statements or by supplementary information or other means of financial reporting: 
 

a.  Information disclosed in notes or parenthetically on the face of financial statements, such as significant accounting policies or alternative measures for 
assets or liabilities, amplifies or explains information recognized in the financial statements. That sort of information is essential to understanding the 
information recognized in financial statements and has long been viewed as an integral part of financial statements prepared in accordance with 
generally accepted accounting principles. 

b. Supplementary information, such as disclosures of the effects of changing prices, and other means of financial reporting, such as management 
discussion and analysis, add information to that in the financial statements or notes, including information that may be relevant but that does not meet 
all recognition criteria. 

 
8. The scope of this concepts Statement is limited to recognition (and measurement) in financial statements. That limitation on scope does not alter the 
status of notes, supplementary information, or other means of financial reporting; those types of information remain important and useful for the reasons 
discussed in the preceding paragraph. To clarify the scope of this concepts Statement, the following diagram illustrates the types of information used in 
investment, credit, and similar decisions. 
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9. Since recognition means depiction of an item in both words and numbers, with the amount included in the totals of the financial statements, disclosure by 
other means is not recognition. Disclosure of information about the items in financial statements and their measures that may be provided by notes or 
parenthetically on the face of financial statements, by supplementary information, or by other means of financial reporting is not a substitute for recognition 
in financial statements for items that meet recognition criteria. Generally, the most useful information about assets, liabilities, revenues, expenses, and other 
items of financial statements and their measures (that with the best combination of relevance and reliability) should be recognized in the financial 
statements. 
 
Financial Statements and Objectives of Financial Reporting 
 
10. FASB Concepts Statement No. 1, Objectives of Financial Reporting by Business Enterprises, describes the broad purposes of financial reporting, 
including financial statements. Financial reporting should provide: 
 

Information that is useful to present and potential investors and creditors and other users in making rational investment, credit, and similar decisions 
(paragraphs 34-36) 

 
Information to help investors, creditors, and others assess the amounts, timing, and uncertainty of prospective net cash inflows to the related 
enterprise because their prospects for receiving cash from investments in, loans to, or other participation in the enterprise depend significantly on its 
cash flow prospects (paragraphs 37-39) 

 
Information about the economic resources of an enterprise, the claims to those resources (obligations of the 
enterprise to transfer resources to other entities and owners' equity), and the effects of transactions, events, 
and circumstances that change resources and claims to those resources (paragraph 40). 
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11. Concepts Statement 1 also gives guidance about the kinds of information that financial reporting, including 
financial statements, should provide: 

Financial
Statements

Noteto
FinancialStatements

(&parentheticaldisclosures)

Supplementary
Information

OtherMeansof
FinancialReporting

Other
Information

�
StatementofFinancial
Position

�
StatementofEarningsand
ComprehensiveIncome

�
StatementofCashFlow

�
StatementofInvestmentsby
andDistributionstoOwners

Examples:
�

AccountingPolicies
�

Contingencies
�

InventoryMethods
�

NumberofSharesof
StockOutstanding

�
AlternativeMeasures
(marketvaluesofitemscarried
athistoricalcost)

Examples:
�

ChangingPrices
Disclosures (FASB
Statement33asamended)

�
OilandGasReserves
Information (FASB
Statement69)

Examples:
�

ManagementDiscussion
andAnalysis

�
LetterstoStockholders

Examples:
�

DiscussionofCompetition
andOrderBackloginSEC
from10-K (underSECReg.
S-K)

�
Analysts’Reports

�
EconomicStatistics

�
NewsArticlesabout
Company

ScopeofRecognition
andMeasurement

ConceptsStatement

BasicFinancialStatements
(inAICPAAuditingStandardsLiterature)

AreaDirectlyAffectedbyExistingFASBStandards

FinancialReporting
(ConceptsStatement1,paragraphs5-8)

AllInformationUsefulforInvestment,Credit,andSimilarDecisions
(ConceptsStatement1,paragraphs22;partlyquotedinfootnote6)
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Information about an enterprise's economic resources, obligations, and owners' equity (paragraph 41) 
 

Information about an enterprise's performance provided by measures of earnings and comprehensive income and their components measured by 
accrual accounting (paragraphs 42-48) 

 
Information about how an enterprise obtains and spends cash, about its borrowing and repayment of borrowing, about its capital (equity) 
transactions, including cash dividends and other distributions of enterprise resources to owners, and about other factors that may affect an 
enterprise's liquidity or solvency (paragraph 49) 

 
Information about how management of an enterprise has discharged its stewardship responsibility to owners (stockholders) for the use of enterprise 
resources entrusted to it (paragraphs 50-53). 

 
12. A full, articulated set of several financial statements that provide those various kinds of information about an entity's financial position and changes in its 
financial position is necessary to satisfy the broad purposes of financial reporting. 
 
Full Set of Financial Statements 
 
13. The amount and variety of information that financial reporting should provide about an entity require several financial statements. A full set of financial 
statements for a period should show: 
 

Financial position at the end of the period 
 

Earnings (net income) for the period 
 

Comprehensive income (total nonowner changes in equity) for the period 
 

Cash flows during the period 
 

Investments by and distributions to owners during the period. 
 
Information about earnings, comprehensive income, cash flows, and transactions with owners have in common that they are different kinds of information 
about the effects of transactions and other events and circumstances that change assets and liabilities during a period. 
 
14. This Statement does not consider details of displaying those different kinds of information and does not preclude the possibility that some entities might 
choose to combine some of that information in a single statement. In present practice, for example, a reconciliation of beginning and ending balances of 
retained earnings is sometimes appended to an income statement. 
 
Purposes and Limitations of Financial Statements 
 
General Purpose Financial Statements and Individual Users 
 
15. General purpose financial statements, to which the objectives of financial reporting apply, are directed toward the common interest of various potential 
users in the ability of a business enterprise to generate favorable cash flows. General purpose financial statements are feasible only because groups of 
users of financial information have generally similar needs. But "general purpose" does not mean "all purpose," and financial statements do not necessarily 
satisfy all users equally well. 
 
16. Each decision maker judges what accounting information is useful, and that judgment is influenced by factors such as the decisions to be made, the 
methods of decision making to be used, the information already possessed or obtainable from other sources, and the decision maker's capacity (alone or 
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CON 5 
with professional help) to process the information. Even users of financial statement information who make generally similar kinds of decisions differ from 
each other in those matters. 

Usefulness of Financial Statements, Individually and Collectively 
 
17. Financial statements of an entity individually and collectively contribute to meeting the objectives of financial reporting. Component parts of financial 
statements also contribute to meeting the objectives. 
 
18. Each financial statement provides a different kind of information, and, with limited exceptions (paragraph 14), the various kinds of information cannot be 
combined into a smaller number of statements without unduly complicating the information. Moreover, the information each provides is used for various 
purposes, and particular users may be especially interested in the information in one of the statements. Paragraphs 26-57 of this Statement summarize how 
individual financial statements provide the information listed in paragraph 13. 
 
19. The following two sections first describe how classification and aggregation, if done and used with care, enhance the decision usefulness of financial 
statements and how financial statements complement each other. 
 
Classification and Aggregation in Financial Statements 
 
20. Classification in financial statements facilitates analysis by grouping items with essentially similar 
characteristics and separating items with essentially different characteristics. Analysis aimed at objectives such as 
predicting amounts, timing, and uncertainty of future cash flows requires financial information segregated into 
reasonably homogeneous groups. For example, components of financial statements that consist of items that have 
similar characteristics in one or more respects, such as continuity or recurrence, stability, risk, and reliability, are 
likely to have more predictive value than if their characteristics are dissimilar. 
 
21. Financial statements result from processing vast masses of data and involve needs to simplify, to condense, and to aggregate. Real things and events 
that affect a dynamic and complex business enterprise are represented in financial statements by words and numbers, which are necessarily highly 
simplified symbols of the real thing. Real transactions and other events are voluminous and are interpreted, combined, and condensed to be reflected in 
financial statements. Numerous items and components are aggregated into sums or totals. The resulting financial statements convey information that would 
be obscured from most users if great detail, such as descriptions of each transaction or event, were provided. 
 
22. Although those simplifications, condensations, and aggregations are both necessary and useful, the Board 
believes it is important to avoid focusing attention almost exclusively on "the bottom line," earnings per share, or 
other highly simplified condensations. Summary data, such as the amounts of net assets, comprehensive income, 
earnings, or earnings per share, may be useful as general indicators of the amount of investment or overall past 
performance and are often used in efforts to compare an entity with many other entities. But, in a complex 
business enterprise, summary amounts include many heterogeneous things and events. Components of a financial 
statement often reflect more homogeneous classes of items than the whole statement. The individual items, 
subtotals, or other parts of a financial statement may often be more useful than the aggregate to those who make 
investment, credit, and similar decisions. 
 
Complementary Nature of Financial Statements 
 
23. Financial statements interrelate (articulate) because they reflect different aspects of the same transactions or other events affecting an entity. Although 
each presents information different from the others, none is likely to serve only a single purpose or provide all the financial statement information that is 
useful for a particular kind of assessment or decision. Significant tools of financial analysis, such as rates of return and turnover ratios, depend on 
interrelationships between financial statements and their components. 
 
24. Financial statements complement each other. For example: 
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CON 5 
a.  Statements of financial position include information that is often used in assessing an entity's liquidity and financial flexibility, but a statement of 

financial position provides only an incomplete picture of either liquidity or financial flexibility unless it is used in conjunction with at least a cash flow 
statement. 

b. Statements of earnings and comprehensive income generally reflect a great deal about the profitability of an entity during a period, but that 
information can be interpreted most meaningfully or compared with that of the entity for other periods or that of other entities only if it is used in 
conjunction with a statement of financial position, for example, by computing rates of return on assets or equity. 

c.  Statements of cash flows commonly show a great deal about an entity's current cash receipts and payments, but a cash flow statement provides an 
incomplete basis for assessing prospects for future cash flows because it cannot show interperiod relationships. Many current cash receipts, 
especially from operations, stem from activities of earlier periods, and many current cash payments are intended or expected to result in future, not 
current, cash receipts. Statements of earnings and comprehensive income, especially if used in conjunction with statements of financial position, 
usually provide a better basis for assessing future cash flow prospects of an entity than do cash flow statements alone. 

d. Statements of investments by and distributions to owners provide information about significant sources of increases and decreases in assets, 
liabilities, and equity, but that information is of little practical value unless used in conjunction with other financial statements, for example, by 
comparing distributions to owners with earnings and comprehensive income or by comparing investments by and distributions to owners with 
borrowings and repayments of debt. 

 
Individual Financial Statements 
 
25. This discussion summarizes how individual financial statements provide the information listed in paragraph 13. It also introduces recognition 
considerations, which are the subject of the sections following. 
 
Statement of Financial Position 
 
26. A statement of financial position provides information about an entity's assets, liabilities, and equity and their relationships to each other at a moment in 
time. The statement delineates the entity's resource structureAmajor classes and amounts of assetsAand its financing structureAmajor classes and 
amounts of liabilities and equity. 
 
27. A statement of financial position does not purport to show the value of a business enterprise but, together with other financial statements and other 
information, should provide information that is useful to those who desire to make their own estimates of the enterprise's value. As a result of limitations 
stemming from uncertainty and cost-benefit considerations, not all assets and not all liabilities are included in a statement of financial position, and some 
assets and liabilities that are included are affected by events, such as price changes or accretion, that are not recognized. Statements of financial position 
also commonly use different attributes to measure different assets and liabilities. 

28. Uncertainty and related limitations of financial accounting put the burden of estimating values of business enterprises and of investments in them on 
investors, creditors, and others. Information about components of earnings and comprehensive income often plays a significant part in that analysis. For 
example, investors may use that information to help estimate "earning power," or other amounts that they perceive as representative of long-term earning 
ability of an enterprise, as a significant step in comparing the market price of an equity security with its "intrinsic value." Those estimates and analyses are 
part of financial analysis, not financial reporting, but financial accounting facilitates financial analysis by, among other things, classifying financial statement 
information in homogeneous groups. 

29. Important uses of information about an entity's financial position include helping users to assess factors such 
as the entity's liquidity, financial flexibility, profitability, and risk. Comparisons among entities and computations 
of rates of return are enhanced to the extent that significant asset and liability groupings are homogeneous in 
general characteristics and measurement. 
 
Statements of Earnings and Comprehensive Income 
 
30. Statements of earnings and comprehensive income together reflect the extent to which and the ways in which the equity of an entity increased or 
decreased from all sources other than transactions with owners during a period. Investors, creditors, managers, and others need information about the 
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CON 5 
causes of changes in an entity's assets and liabilitiesAincluding results of its ongoing major or central operations, results of its incidental or peripheral 
transactions, and effects of other events and circumstances stemming from the environment that are often partly or wholly beyond the control of the entity 
and its management. 
 
31. Effects of an entity's various activities, transactions, and events differ in stability, risk, and predictability, indicating a need for information about various 
components of earnings and comprehensive income. That need underlies the distinctions between revenues and gains, between expenses and losses, 
between various kinds of gains and losses, and between measures found in present practice such as income from continuing operations and net income. 

32. Since the parts of a financial statement may be more useful to decision makers than the whole (paragraphs 20-22), this Statement emphasizes 
usefulness of components, interrelationships, and different perspectives as well as usefulness, collectively and individually, of financial statements. 
 
Earnings 
 
33. The concept of earnings described in this Statement is similar to net income in present practice. It includes almost all of what is in present net income 
for a period, and a statement of earnings based on it will be much like a present income statement. Present practice accepts a variety of terms for net 
income, and the Board anticipates that net income, profit, net loss, and other equivalent terms will continue to be used in financial statements as names for 
earnings. However, earnings is not exactly the same as present net income, and this Statement uses the term earnings in part to distinguish the concept 
described here from present net income. 
 
34. Earnings does not include the cumulative effect of certain accounting adjustments of earlier periods that are recognized in the current period. The 
principal example that is included in present net income but excluded from earnings is the cumulative effect of a change in accounting principle, but others 
may be identified in the future. Earnings is a measure of performance for a period and to the extent feasible excludes items that are extraneous to that 
periodAitems that belong primarily to other periods. The following condensed statements show the similarities and major existing difference between 
earnings and present net income. 

Present 
Net Income 

 
Earnings 

 
Revenues 
Expenses 
Gain from unusual source 

100  
80 
(3) 

 
100 
80 
(3) 

10 
12 

 23 
 

2
10 
12 

 23 
 

2

6

2

21 
 

8

21 
 

6

15 

Income from continuing operations 
Loss on discontinued operations 
 Income from operating discontinued segment 
 Loss on disposal of discontinued segment 
Income before extraordinary items 
 and effect of a change in accounting principle 
 Extraordinary loss 
 Cumulative effect on prior years of a 
 Change in accounting principle 
Earnings 
Net Income 

 
13 

 

35. The Board expects the concept of earnings to be subject to the process of gradual change or evolution that has characterized the development of net 
income. Present practice has developed over a long time, and that evolution has resulted in significant changes in what net income reflects, such as a shift 
toward what is commonly called an "all-inclusive" income statement. Those changes have resulted primarily from standard-setting bodies' responses to 
several factors, such as changes in the business and economic environment and perceptions about the nature and limitations of financial statements, 
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CON 5 
about the needs of users of financial statements, and about the need to prevent or cure perceived abuse(s) in financial reporting. Those factors sometimes 
may conflict or appear to conflict. For example, an all-inclusive income statement is intended, among other things, to avoid discretionary omissions of 
losses (or gains) from an income statement, thereby avoiding presentation of a more (or less) favorable report of performance or stewardship than is 
justified. However, because income statements also are used as a basis for estimating future performance and assessing future cash flow prospects, 
arguments have been advanced urging exclusion of unusual or nonrecurring gains and losses that might reduce the usefulness of an income statement for 
any one year for predictive purposes. 
 
36. Earnings is a measure of performance during a period that is concerned primarily with the extent to which asset inflows associated with cash-to-cash 
cycles substantially completed (or completed) during the period exceed (or are less than) asset outflows associated, directly or indirectly, with the same 
cycles. Both an entity's ongoing major or central activities and its incidental or peripheral transactions involve a number of overlapping cash-to-cash cycles 
of different lengths. At any time, a significant proportion of those cycles is normally incomplete, and prospects for their successful completion and amounts 
of related revenues, expenses, gains, and losses vary in degree of uncertainty. Estimating those uncertain results of incomplete cycles is costly and 
involves risks, but the benefits of timely financial reporting based on sales or other more relevant events, rather than on cash receipts or other less relevant 
events, outweigh those costs and risks. 
 
37. Final results of incomplete cycles usually can be reliably measured at some point of substantial completion (for example, at the time of sale, usually 
meaning delivery) or sometimes earlier in the cycle (for example, as work proceeds on certain long-term, construction-type contracts), so it is usually not 
necessary to delay recognition until the point of full completion (for example, until after receivables have been collected and warranty obligations have 
been satisfied). Guidance for applying recognition criteria to components of earnings (paragraphs 78-87) helps define earnings by aiding in making those 
determinations. 
 
38. Earnings focuses on what the entity has received or reasonably expects to receive for its output (revenues) and what it sacrifices to produce and 
distribute that output (expenses). Earnings also includes results of the entity's incidental or peripheral transactions and some effects of other events and 
circumstances stemming from the environment (gains and losses). 
 
Comprehensive Income 
 
39. Comprehensive income is a broad measure of the effects of transactions and other events on an entity, comprising all recognized changes in equity 
(net assets) of the entity during a period from transactions and other events and circumstances except those resulting from investments by owners and 
distributions to owners. 

40. Just as a variety of terms are used for net income in present practice, the Board anticipates that total nonowner changes in equity, comprehensive loss, 
and other equivalent terms will be used in future financial statements as names for comprehensive income. 
 
41. Components of comprehensive income other than those that are included in earnings present no recognition problems in addition to those involved in 
recognizing assets and liabilities, for which fundamental criteria are described later (paragraphs 58-77). 
 
Relationships between Earnings and Comprehensive Income 
 
42. Earnings and comprehensive income have the same broad componentsArevenues, expenses, gains, and lossesAbut are not the same because 
certain classes of gains and losses are included in comprehensive income but are excluded from earnings. Those items fall into two classes that are 
illustrated by certain present practices: 
 
a.   Effects of certain accounting adjustments of earlier periods that are recognized in the period, such as the principal example in present practice, 

cumulative effects of changes in accounting principles, which are included in present net income but are excluded from earnings as set forth in this 
Statement (paragraphs 33 and 34) 
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CON 5 
b.  Certain other changes in net assets (principally certain holding gains and losses) that are recognized in the period, such as some changes in market 

values of investments in marketable equity securities classified as noncurrent assets, some changes in market values of investments in industries 
having specialized accounting practices for marketable securities, and foreign currency translation adjustments. 

Both classes and the items they comprise are subject to evolutionary change (paragraph 35). 
 
43. Differences between earnings and comprehensive income require some distinguishing terms. The items in both classes described in paragraph 42 are 
gains and losses under the definitions in Concepts Statement 3 (paragraphs 67-73), but to refer to some gains and losses that are included in earnings and 
other gains and losses that are included in comprehensive income but are excluded from earnings is not only clumsy but also likely to be confusing. This 
Statement therefore uses gains and losses for those included in earnings and uses cumulative accounting adjustments and other nonowner changes in 
equity for those excluded from earnings but included in comprehensive income. 
 
44. The relationships between earnings and comprehensive income described in the foregoing paragraphs mean that statements of earnings and 
comprehensive income complement each other something like this: 

+ Revenues 
: Expenses 80  
 
+ Gains 3 
 
: Losses 

100 
80 

 
3

8

+ Earnings 
 : Cumulative accounting  
 adjustments 
 

+ Other nonowner 
 changes in equity 

15 
 

2

1
= Earnings 

 
15 

 
= Comprehensive income 

 
14 

Financial Capital Maintenance 
 
45. The full set of articulated financial statements discussed in this Statement is based on the concept of financial 
capital maintenance. 
 
46. An enterprise receives a return only after its capital has been maintained or recovered. The concept of capital maintenance, therefore, is critical in 
distinguishing an enterprise's return on investment from return of its investment. Both investors and the enterprises in which they acquire an interest invest 
financial resources with the expectation that the investment will generate more financial resources than they invested. 
 
47. A return on financial capital results only if the financial (money) amount of an enterprise's net assets at the end of a period exceeds the financial amount 
of net assets at the beginning of the period after excluding the effects of transactions with owners. The financial capital concept is the traditional view and is 
the capital maintenance concept in present financial statements. In contrast, a return on physical capital results only if the physical productive capacity of 
the enterprise at the end of the period (or the resources needed to achieve that capacity) exceeds the physical productive capacity at the beginning of the 
period, also after excluding the effects of transactions with owners. The physical capital maintenance concept can be implemented only if inventories and 
property, plant, and equipment (and perhaps other assets) are measured by their current costs, while the financial capital maintenance concept does not 
require measurement by a particular attribute. 
 
48. The principal difference between the two capital maintenance concepts involves the effects of price changes during a period on assets while held and 
liabilities while owed. Under the financial capital concept, if the effects of those price changes are recognized, they are conceptually holding gains and 
losses (though they are commonly reported under other names and are included in the return on capital. Under the physical capital concept, those 
changes would be recognized but conceptually would be capital maintenance adjustments that would be included directly in equity and not included in 
return on capital. Both earnings and comprehensive income as set forth in this Statement, like present net income, include holding gains and losses that 
would be excluded from income under a physical capital maintenance concept. 
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Recognition Implications of Earnings 
 
49. Although recognition involves considerations of relevance and comparability, recognition criteria, conventions, and rules are primarily intended to 
increase reliabilityAthey are means of coping with the uncertainty that surrounds business and economic activities. Uncertainty in business and economic 
affairs is a continuum, ranging from mere lack of absolute sureness to a degree of vagueness that precludes anything other than guesswork. Since 
uncertainty surrounds an entity's incomplete cash-to-cash cycles in varying degrees, measuring progress reliably involves determining whether uncertainty 
about future cash flows has been reduced to an acceptable level. 
 

50. In response to uncertainty, there has been a general tendency to emphasize purchase and sale transactions and to apply conservative procedures in 
accounting recognition. Perceptions about characteristics such as realizability and volatility may also help to explain why some events are recognized in 
present practice while others are not. For example, revenues are sometimes recognized before sale if readily realizable (if sale is a more-or-less effortless 
or perfunctory activity, and uncertainty about amounts involved is reduced to an acceptable level by quoted prices for interchangeable units in active 
markets or other reliable measures.) Those characteristics may also help to explain certain special recognition rules. For example, so-called translation 
adjustments from translating foreign currency financial statements are excluded from net income but are reported separately in comprehensive income 
(paragraphs 39 and 42) because they are considered not only unrealized but also unrealizable short of sale or liquidation of the investment in the entity. 
Effects of exchange rate changes on the net investment are considered too uncertain and remote to be included in operating results. Similarly, a reason 
commonly given for the same treatment for certain changes in market values of investments in marketable equity securities is that they may be temporary, 
and temporary fluctuations in market values of long-term investments should not be included in net income. 
 
51. Since earnings in this Statement is similar to net income for a period in present practice, criteria and guidance given in the Statement for recognizing 
components of earnings (paragraphs 58-87) are generally similar to revenue and expense recognition criteria or rules in present practice. Future standards 
may change what is recognized as components of earnings (paragraph 35). Moreover, because of the differences between earnings and comprehensive 
income, future standards also may recognize certain changes in net assets as components of comprehensive income but not as components of earnings. 

Statement of Cash Flows 
 
52. A statement of cash flows directly or indirectly reflects an entity's cash receipts classified by major sources 
and its cash payments classified by major uses during a period. It provides useful information about an entity's 
activities in generating cash through operations to repay debt, distribute dividends, or reinvest to maintain or 
expand operating capacity; about its financing activities, both debt and equity; and about its investing or spending 
of cash. Important uses of information about an entity's current cash receipts and payments include helping to 
assess factors such as the entity's liquidity, financial flexibility, profitability, and risk. 
 
53. Since neither earnings nor comprehensive income measured by accrual accounting is the same as cash flow from operations, cash flow statements 
provide significant information about amounts, causes, and intervals of time between earnings and comprehensive income and cash receipts and outlays. 
Users commonly consider that information in assessing the relationship between earnings or comprehensive income and associated cash flows. 
 
54. Statements of cash flows present few recognition problems because all cash receipts and payments are recognized when they occur. Reporting cash 
flows involves no estimates or allocations and few judgments except regarding classification in cash flow statements. 

Statement of Investments by and Distributions to Owners 
 
55. A statement of investments by and distributions to owners reflects the extent to which and in what ways the equity of an entity increased or decreased 
from transactions with owners as owners during a period. That is, it reflects the capital transactions of the entity, in contrast to its income transactionsA
those with nonownersAwhich are reflected in statements of earnings and comprehensive income. Statements of comprehensive income and statements of 
transactions with owners together include all changes in equity (net assets) recognized during a period. 
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56. Investments by owners establish or increase ownership interests in the entity and may be received in the form of cash, goods or services, or satisfaction 
or conversion of the entity's liabilities. Distributions decrease ownership interests and include not only cash dividends when declared (or other cash 
withdrawals by owners of noncorporate entities) but also transactions such as reacquisitions of the entity's equity securities and distributions "in kind" of 
noncash assets. Information about those events is useful, in conjunction with other financial statement information, to investors, creditors, and other users 
as an aid in assessing factors such as the entity's financial flexibility, profitability, and risk. 
 
57. Transactions with owners are now normally recognized when they occur. Recognition problems concerning them can be difficult; for example, 
problems sometimes arise in distinguishing transactions with owners from transactions with certain creditors, and investments and dividends in kind may 
present measurement problems. However, the recognition implications of earnings that lead to special guidance do not apply to transactions with owners, 
and that sort of special guidance is not needed for them. 
 

RECOGNITION CRITERIA 
 
58. As noted in paragraphs 6-9, recognition is the process of formally recording or incorporating an item in the financial statements of an entity as an asset, 
liability, revenue, expense, or the like. A recognized item is depicted in both words and numbers, with the amount included in the statement totals. 
Recognition comprehends both initial recognition of an item and recognition of subsequent changes in or removal of a previously recognized item. 
 
Purposes of Criteria 
 
59. Criteria are set forth in this Statement to provide direction for resolving issues that involve accounting recognition. An entity's assets and liabilities and 
the effects of events on them and on its equity are candidates for recognition in its financial statements. 
 
60. Some events that affect assets, liabilities, or equity are not recognized in financial statements at the time they occur. Some events that result in future 
benefits, for example, creation of product awareness by advertising and promotion, may perhaps never be recognized as separate assets. Other events, 
for example, a disaster loss of unknown dimension, are recognized only when sufficient information about the effects of the event has become available at a 
justifiable cost to reduce uncertainty to an acceptable level. Recognition criteria aid in making those determinations. 
 
Structure of Recognition Criteria 
 
61. The recognition criteria in this Statement are derived from the qualitative characteristics of financial information in Concepts Statement 2 and are helpful 
in making the definitions of elements of financial statements in Concepts Statement 3 operational in resolving financial reporting issues. 
 
62. The fundamental criteria apply to all recognition decisions. Further guidance is provided in paragraphs 78-87 for applying the fundamental criteria to 
components of earnings. 
 
Fundamental Recognition Criteria 
 
63. An item and information about it should meet four fundamental recognition criteria to be recognized and should be recognized when the criteria are 
met, subject to a cost-benefit constraint and a materiality threshold. Those criteria are: 
 

DefinitionsAThe item meets the definition of an element of financial statements. 
 

MeasurabilityAIt has a relevant attribute measurable with sufficient reliability. 
 

RelevanceAThe information about it is capable of making a difference in user decisions. 
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ReliabilityAThe information is representationally faithful, verifiable, and neutral. 

 
All four criteria are subject to a pervasive cost-benefit constraint: the expected benefits from recognizing a particular item should justify perceived costs of 
providing and using the information. Recognition is also subject to a materiality threshold: an item and information about it need not be recognized in a set 
of financial statements if the item is not large enough to be material and the aggregate of individually immaterial items is not large enough to be material to 
those financial statements. 

Definitions 
 
64. The definitions are those in FASB Concepts Statement No. 3, Elements of Financial Statements of Business Enterprises. To be recognized in financial 
statements, a resource must meet the definition of an asset, and an obligation must meet the definition of a liability. A change in equity must meet the 
definition of a revenue, expense, gain, or loss to be recognized as a component of comprehensive income. 

Measurability 
 
65. The asset, liability, or change in equity must have a relevant attribute that can be quantified in monetary units with sufficient reliability. Measurability 
must be considered together with both relevance and reliability. 
 
Measurement Attributes 
 
66. Items currently reported in financial statements are measured by different attributes, depending on the nature of the item and the relevance and 
reliability of the attribute measured. The Board expects the use of different attributes to continue. 
 
67. Five different attributes of assets (and liabilities) are used in present practice: 
 
a.  Historical cost (historical proceeds). Property, plant, and equipment and most inventories are reported at their historical cost, which is the amount of 

cash, or its equivalent, paid to acquire an asset, commonly adjusted after acquisition for amortization or other allocations. Liabilities that involve 
obligations to provide goods or services to customers are generally reported at historical proceeds, which is the amount of cash, or its equivalent, 
received when the obligation was incurred and may be adjusted after acquisition for amortization or other allocations. 

b.  Current cost. Some inventories are reported at their current replacement cost, which is the amount of cash, or its equivalent, that would have to be 
paid if the same or an equivalent asset were acquired currently. 

c.  Current market value. Some investments in marketable securities are reported at their current market value, which is the amount of cash, or its 
equivalent, that could be obtained by selling an asset in orderly liquidation. Current market value is also generally used for assets expected to be sold 
at prices lower than previous carrying amounts. Some liabilities that involve marketable commodities and securities, for example, the obligations of 
writers of options or sellers of common shares who do not own the underlying commodities or securities, are reported at current market value. 

d.  Net realizable (settlement) value. Short-term receivables and some inventories are reported at their net realizable value, which is the nondiscounted 
amount of cash, or its equivalent, into which an asset is expected to be converted in due course of business less direct costs, if any, necessary to 
make that conversion. Liabilities that involve known or estimated amounts of money payable at unknown future dates, for example, trade payables or 
warranty obligations, generally are reported at their net settlement value, which is the nondiscounted amounts of cash, or its equivalent, expected to 
be paid to liquidate an obligation in the due course of business, including direct costs, if any, necessary to make that payment. 

e.  Present (or discounted) value of future cash flows. Long-term receivables are reported at their present value (discounted at the implicit or historical 
rate), which is the present or discounted value of future cash inflows into which an asset is expected to be converted in due course of business less 
present values of cash outflows necessary to obtain those inflows. Long-term payables are similarly reported at their present value (discounted at the 
implicit or historical rate), which is the present or discounted value of future cash outflows expected to be required to satisfy the liability in due course 
of business. 

 
68. The different attributes often have the same amounts, particularly at initial recognition. As a result, there may be agreement about the appropriate 
amount for an item but disagreement about the attribute being used. Present financial statements frequently are characterized as being based on the 
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CON 5 
historical cost (historical proceeds) attribute. That no doubt reflects the fact that, for most enterprises, a great many of the individual events recognized in 
financial statements are acquisitions of goods or services for cash or equivalent that are recorded at historical cost. Although the "historical cost system" 
description may be convenient and describes well present practice for some major classes of assets (most inventories, property, plant, and equipment, 
and intangibles), it describes less well present practice for a number of other classes of assets and liabilitiesAfor example, trade receivables, notes 
payable, and warranty obligations. 
69. "Historical exchange price" is more descriptive of the quantity most generally reflected in financial statements in present practice (and "transaction-
based system" would be a better description of the present accounting model than "historical cost system"). Amounts initially recorded for trade receivables 
and long-term notes payable, for example, generally fit the historical exchange price description. But some assets are acquired, and some liabilities are 
incurred, without exchangesAfor example, assets found or received as contributions and income tax or litigation liabilities. There is no historical exchange 
price in those situations, and some other attribute must be used. Moreover, carrying amounts of assets (liabilities) are frequently reduced (increased) from 
historical exchange price to a lower (higher) current cost, current market value, or net realizable value, even though no subsequent exchange of the assets 
held or liabilities owed has occurred. And some assets are carried at current market value, independent of historical exchange price. 
 
70. Rather than attempt to characterize present practice as being based on a single attribute with numerous major exceptions for diverse reasons, this 
concepts Statement characterizes present practice as based on different attributes. Rather than attempt to select a single attribute and force changes in 
practice so that all classes of assets and liabilities use that attribute, this concepts Statement suggests that use of different attributes will continue, and 
discusses how the Board may select the appropriate attribute in particular cases. 
 
Monetary Unit or Measurement Scale 
 
71. The monetary unit or measurement scale in financial statements in current practice is nominal units of money, that is, unadjusted for changes in 
purchasing power of money over time. An ideal measurement scale would be one that is stable over time. At low rates of change in general purchasing 
power (inflation or deflation), nominal units of money are relatively stable. Also, preparation and use of financial statements is simpler with nominal units 
than with other units of measure, such as units of constant general purchasing power (used, for example, in supplementary disclosures of the effects of 
changing prices), artificial monetary units (for example, the European Currency Unit or ECU), or units of a commodity (for example, ounces of gold). 
However, as rates of change in general purchasing power increase, financial statements expressed in nominal units of money become progressively less 
useful and less comparable. 
 
72. The Board expects that nominal units of money will continue to be used to measure items recognized in financial statements. However, a change from 
present circumstances (for example, an increase in inflation to a level at which distortions became intolerable) might lead the Board to select another, more 
stable measurement scale. 
 
Relevance 
 
73. Relevance is a primary qualitative characteristic. To be relevant, information about an item must have feedback value or predictive value (or both) for 
users and must be timely. Information is relevant if it has the capacity to make a difference in investors', creditors', or other users' decisions. To be 
recognized, the information conveyed by including an asset, liability, or change therein in the financial statements must be relevant. 
 
74. The relevance of particular information about an item being considered for recognition cannot be determined in isolation. Relevance should be 
evaluated in the context of the principal objective of financial reporting: providing information that is useful in making rational investment, credit, and similar 
decisions. Relevance should also be evaluated in the context of the full set of financial statementsAwith consideration of how recognition of a particular 
item contributes to the aggregate decision usefulness. 
 
Reliability 
 
75. Reliability is the other primary qualitative characteristic. To be reliable, information about an item must be representationally faithful, verifiable, and 
neutral. To be reliable, information must be sufficiently faithful in its representation of the underlying resource, obligation, or effect of events and sufficiently 
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CON 5 
free of error and bias to be useful to investors, creditors, and others in making decisions. To be recognized, information about the existence and amount of 
an asset, liability, or change therein must be reliable. 
 
76. Reliability may affect the timing of recognition. The first available information about an event that may have resulted in an asset, liability, or change 
therein is sometimes too uncertain to be recognized: it may not yet be clear whether the effects of the event meet one or more of the definitions or whether 
they are measurable, and the cost of resolving those uncertainties may be excessive. Information about some items that meet a definition may never 
become sufficiently reliable at a justifiable cost to recognize the item. For other items, those uncertainties are reduced as time passes, and reliability is 
increased as additional information becomes available. 
 
77. Unavailability or unreliability of information may delay recognition of an item, but waiting for virtually complete reliability or minimum cost may make the 
information so untimely that it loses its relevance. At some intermediate point, uncertainty may be reduced at a justifiable cost to a level tolerable in view of 
the perceived relevance of the information. If other criteria are also met, that is the appropriate point for recognition. Thus, recognition may sometimes 
involve a trade-off between relevance and reliability. 
 

GUIDANCE IN APPLYING CRITERIA TO COMPONENTS OF EARNINGS 
 
78. This section discusses the need for and provides further guidance in applying the fundamental criteria in recognizing components of earnings. 
Changes in net assets are recognized as components of earnings if they qualify under the guidance in paragraphs 83-87. Certain changes in net assets 
(discussed in paragraphs 42-44 and 49-51) that meet the four fundamental recognition criteria just described may qualify for recognition in comprehensive 
income even though they do not qualify for recognition as components of earnings based on that guidance. 
 
79. Further guidance in applying the recognition criteria to components of earnings is necessary because of the widely acknowledged importance of 
information about earnings and its components as a primary measure of performance for a period. The performance measured is that of the entity, not 
necessarily that of its management, and includes the recognized effects upon the entity of events and circumstances both within and beyond the control of 
the entity and its management. The widely acknowledged importance of earnings information leads to guidance intended in part to provide more stringent 
requirements for recognizing components of earnings than for recognizing other changes in assets or liabilities. 
 
80. As noted in paragraph 36, earnings measures the extent to which asset inflows (revenues and gains) associated with substantially completed cash-to-
cash cycles exceed asset outflows (expenses and losses) associated, directly or indirectly, with the same cycles. Guidance for recognizing components of 
earnings is concerned with identifying which cycles are substantially complete and with associating particular revenues, gains, expenses, and losses with 
those cycles. 
 
81. In assessing the prospect that as yet uncompleted transactions will be concluded successfully, a degree of skepticism is often warranted. Moreover, as 
a reaction to uncertainty, more stringent requirements historically have been imposed for recognizing revenues and gains than for recognizing expenses 
and losses, and those conservative reactions influence the guidance for applying the recognition criteria to components of earnings. 
 
82. The guidance stated here is intended to summarize key considerations in a form useful for guidance for future standard settingAguidance which also is 
consistent with the vast bulk of current practice. The following paragraphs provide guidance separately for recognition of revenues and gains and for 
expenses and losses as components of earnings. 
 
Revenues and Gains 
 
83. Further guidance for recognition of revenues and gains is intended to provide an acceptable level of assurance of the existence and amounts of 
revenues and gains before they are recognized. Revenues and gains of an enterprise during a period are generally measured by the exchange values of 
the assets (goods or services) or liabilities involved, and recognition involves consideration of two factors (a) being realized or realizable and (b) being 
earned, with sometimes one and sometimes the other being the more important consideration. 
 
a.  Realized or realizable. Revenues and gains generally are not recognized until realized or realizable. Revenues and gains are realized when products 

(goods or services), merchandise, or other assets are exchanged for cash or claims to cash. Revenues and gains are realizable when related assets 
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received or held are readily convertible to known amounts of cash or claims to cash. Readily convertible assets have (i) interchangeable (fungible) 
units and (ii) quoted prices available in an active market that can rapidly absorb the quantity held by the entity without significantly affecting the price. 

b.  Earned. Revenues are not recognized until earned. An entity's revenue-earning activities involve delivering or producing goods, rendering services, or 
other activities that constitute its ongoing major or central operations, and revenues are considered to have been earned when the entity has 
substantially accomplished what it must do to be entitled to the benefits represented by the revenues. Gains commonly result from transactions and 
other events that involve no "earning process," and for recognizing gains, being earned is generally less significant than being realized or realizable. 

 
84. In recognizing revenues and gains: 
 
a.  The two conditions (being realized or realizable and being earned) are usually met by the time product or merchandise is delivered or services are 

rendered to customers, and revenues from manufacturing and selling activities and gains and losses from sales of other assets are commonly 
recognized at time of sale (usually meaning delivery). 

b.  If sale or cash receipt (or both) precedes production and delivery (for example, magazine subscriptions), revenues may be recognized as earned by 
production and delivery. 

c.  If product is contracted for before production, revenues may be recognized by a percentage-of-completion method as earnedAas production takes 
placeAprovided reasonable estimates of results at completion and reliable measures of progress are available. 

d.  If services are rendered or rights to use assets extend continuously over time (for example, interest or rent), reliable measures based on contractual 
prices established in advance are commonly available, and revenues may be recognized as earned as time passes. 

e.  If products or other assets are readily realizable because they are salable at reliably determinable prices without significant effort (for example, 
certain agricultural products, precious metals, and marketable securities), revenues and some gains or losses may be recognized at completion of 
production or when prices of the assets change. Paragraph 83(a) describes readily realizable (convertible) assets. 

f.  If product, services, or other assets are exchanged for nonmonetary assets that are not readily convertible into cash, revenues or gains or losses may 
be recognized on the basis that they have been earned and the transaction is completed. Gains or losses may also be recognized if nonmonetary 
assets are received or distributed in nonreciprocal transactions. Recognition in both kinds of transactions depends on the provision that the fair 
values involved can be determined within reasonable limits. 

g.  If collectibility of assets received for product, services, or other assets is doubtful, revenues and gains may be recognized on the basis of cash 
received. 

 
Expenses and Losses 
 
85. Further guidance for recognition of expenses and losses is intended to recognize consumption (using up) of 
economic benefits or occurrence or discovery of loss of future economic benefits during a period. Expenses and 
losses are generally recognized when an entity's economic benefits are used up in delivering or producing goods, 
rendering services, or other activities that constitute its ongoing major or central operations or when previously 
recognized assets are expected to provide reduced or no further benefits. 
 
Consumption of Benefits 
 
86. Consumption of economic benefits during a period may be recognized either directly or by relating it to revenues recognized during the period: 

a.  Some expenses, such as cost of goods sold, are matched with revenuesAthey are recognized upon recognition of revenues that result directly and 
jointly from the same transactions or other events as the expenses. 

b.  Many expenses, such as selling and administrative salaries, are recognized during the period in which cash is spent or liabilities are incurred for 
goods and services that are used up either simultaneously with acquisition or soon after. 

c.  Some expenses, such as depreciation and insurance, are allocated by systematic and rational procedures to the periods during which the related 
assets are expected to provide benefits. 
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Loss or Lack of Future Benefit 
 
87. An expense or loss is recognized if it becomes evident that previously recognized future economic benefits of 
an asset have been reduced or eliminated, or that a liability has been incurred or increased, without associated 
economic benefits. 
 
RECOGNITION OF CHANGES IN ASSETS AND LIABILITIES 
 
88. Initial recognition of assets acquired and liabilities incurred generally involves measurement based on current exchange prices at the date of 
recognition. Once an asset or a liability is recognized, it continues to be measured at the amount initially recognized until an event that changes the asset 
or liability or its amount occurs and meets the recognition criteria. 
 
89. Events that change assets and liabilities are of two types: (a) inflows (acquisitions of assets or incurrences of liabilities) and outflows (sale or other 
disposal or loss of assets and settlement or cancellation of liabilities) and (b) changes of amounts of assets while held or of liabilities while owed by the 
entity. The latter also are of two types: (i) changes in utility or substance and (ii) changes in price. Examples of changes in utility or substance that are 
recognized in current practice include use of assets in production, depreciation of assets used in administrative activities, and fire damage to assets. 
 
90. Information based on current prices should be recognized if it is sufficiently relevant and reliable to justify the costs involved and more relevant than 
alternative information. The merits of recognizing changes in prices may be clear in certain cases, and, as already noted, some price changes are 
recognized in present practice. In other cases, the relative merits of information based on current prices and alternative information may be unclear or may 
be a matter of dispute. In considering the application of the fundamental recognition criteria, those relative merits must be evaluated in the light of the 
circumstances of each case. 
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SUMMARY 
 
91. Most aspects of current practice are consistent with the recognition criteria and guidance in this Statement, but the 
criteria and guidance do not foreclose the possibility of future changes in practice. This Statement is intended to 
provide guidance for orderly change in accounting standards when needed. When evidence indicates that information 
about an item that is more useful (relevant and reliable) than information currently reported is available at a justifiable 
cost, it should be included in financial statements. 
 

This Statement was adopted by the affirmative vote of six members of the Financial Accounting Standards Board. Mr. March dissented. 
 

Mr. March dissents from this Statement because (a) it does not adopt measurement concepts oriented toward what he believes is the most useful single 
attribute for recognition purposes, the cash equivalent of recognized transactions reduced by subsequent impairments or loss of service valueAinstead it 
suggests selecting from several different attributes without providing sufficient guidance for the selection process; (b) it identifies all nonowner changes in assets 
and liabilities as comprehensive income and return on equity, thereby including in income, incorrectly in his view, capital inputs from nonowners, unrealized gains 
from price changes, amounts that should be deducted to maintain capital in real terms, and foreign currency translation adjustments; (c) it uses a concept of 
income that is fundamentally based on measurements of assets, liabilities, and changes in them, rather than adopting the Statement's concept of earnings as the 
definition of income; and (d) it fails to provide sufficient guidance for initial recognition and derecognition of assets and liabilities. 
 Mr. March would not, in general, recognize increases in prices of assets and decreases in prices of liabilities before they are realized. He believes present 
measurement practice can be characterized as largely using a single attribute, the cash equivalent of recognized transactions reduced by subsequent 
impairments or loss of service value, and that present practices that recognize revenues or gains from changes in prices before realization, such as the uses of 
current market values and net realizable values cited in paragraphs 67(c) and (d) and 69, are exceptions to the general use of that single attribute. Mr. March is 
concerned that the guidance in paragraph 90 would permit, and perhaps point toward, more recognition of changes in current prices before realization. He 
believes that income, recognition, and measurement concepts based largely on the single attribute that he proposes are most relevant to reporting capital 
committed, performance, and the investment and realization of resources. 
 Mr. March objects to comprehensive income, defined in Concepts Statement 3 and confirmed in this Statement, as a concept of income because it includes 
all recognized changes (including price changes) in assets and liabilities other than investments by owners and distributions to owners. He would exclude from 
income, and include in the amount of capital to be maintained (in addition to transactions with owners), what he would consider to be direct capital inputs to the 
enterprise from nonowner sources. Those include governmental and other capital contributions or grants and capital arising in reorganizations, recapitalizations, 
and extinguishments or restatements of debt capital. 
 Mr. March would also require that income must first deduct a provision for maintenance of capital in real terms (adjusted for changes in purchasing power of 
money over time, paragraphs 71-72). He believes that is necessary to avoid reporting a return of capital as income. Complex implementation should not be 
necessary to provide for the erosion of capital caused by the effects of inflation on the unit of measure. A "rubber yardstick" is a poor measuring tool. Mr. March 
would also exclude from income foreign currency translation adjustments (excluded from earnings but included in comprehensive income by paragraph 42(b), 
which he believes are analogous to provisions for maintenance of capital in real terms. 
 The description of earnings (paragraphs 33-38) and the guidance for applying recognition criteria to components of earnings (paragraphs 78-87) is 
consistent with Mr. March's view that income should measure performance and that performance flows primarily from an entity's fulfillment of the terms of its 
transactions with outside entities that result in revenues, other proceeds on resource dispositions (gains), costs (expenses) associated with those revenues and 
proceeds, and losses sustained. However, Mr. March believes that those concepts are fundamental and should be embodied in definitions of the elements of 
financial statements and in basic income recognition criteria rather than basing income on measurements of assets, liabilities, and changes in them. 
 Disregarding the foregoing objections, Mr. March believes this Statement offers insufficient guidance for the near-term future work of the Board. To be useful, 
it needs to be supplemented with more specific guidance for selecting measurement attributes for specific assets, liabilities, and transactions and for deciding 
when the criteria require recognition or derecognition of an asset or a liability. 
 

Members of the Financial Accounting Standards Board: 
 

Donald J. Kirk, Chairman  Raymond C. Lauver  David Mosso 
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CON 6 HIGHLIGHTS 
 

[Best understood in context of full Statement]

• Elements of financial statements are the building blocks with which financial statements are constructed>the classes of items that financial 
statements comprise. The items in financial statements represent in words and numbers certain entity resources, claims to those resources, and the 
effects of transactions and other events and circumstances that result in changes in those resources and claims. 

 
• This Statement replaces FASB Concepts Statement No. 3, Elements of Financial Statements of Business Enterprises, expanding its scope to 

encompass not-for-profit organizations as well. 
 
• This Statement defines 10 interrelated elements that are directly related to measuring performance and status of an entity. (Other possible elements of 

financial statements are not addressed.) 
- Assets are probable future economic benefits obtained or controlled by a particular entity as a result of past transactions or events. 
- Liabilities are 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. 
- Equity or net assets is the residual interest in the assets of an entity that remains after deducting its liabilities. In a business enterprise, the equity 

is the ownership interest. In a not-for-profit organization, which has no ownership interest in the same sense as a business enterprise, net assets 
is divided into three classes based on the presence or absence of donor-imposed restrictions>permanently restricted, temporarily restricted, 
and unrestricted net assets. 

- Investments by owners are increases in equity of a particular business enterprise resulting from transfers to it from other entities of something 
valuable 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. 
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CON 6 
- Distributions to owners are decreases in equity of a particular business enterprise resulting from transferring assets, rendering services, or 

incurring liabilities by the enterprise to owners. Distributions to owners decrease ownership interest (or equity) in an enterprise. 
- Comprehensive income is the change in equity of a business enterprise during a period from transactions and other events and circumstances 

from nonowner sources. It includes all changes in equity during a period except those resulting from investments by owners and distributions to 
owners. 

- Revenues are inflows or other enhancements of assets of an entity or settlements of its liabilities (or a combination of both) from delivering or 
producing goods, rendering services, or other activities that constitute the entity's ongoing major or central operations. 

- Expenses are outflows or other using up of assets or incurrences of liabilities (or a combination of both) from delivering or producing goods, 
rendering services, or carrying out other activities that constitute the entity's ongoing major or central operations. 

- Gains are increases in equity (net assets) from peripheral or incidental transactions of an entity and from all other transactions and other events 
and circumstances affecting the entity except those that result from revenues or investments by owners. 

- Losses are decreases in equity (net assets) from peripheral or incidental transactions of an entity and from all other transactions and other 
events and circumstances affecting the entity except those that result from expenses or distributions to owners. 

 
• The Statement defines three classes of net assets of not-for-profit organizations and the changes in those classes during a period. Each class is 

composed of the revenues, expenses, gains, and losses that affect that class and of reclassifications from or to other classes. 
- Change in permanently restricted net assets during a period is the total of (a) contributions and other inflows during the period of assets whose 

use by the organization is limited by donor-imposed stipulations that neither expire by passage of time nor can be fulfilled or otherwise removed 
by actions of the organization, (b) other asset enhancements and diminishments during the period that are subject to the same kinds of 
stipulations, and (c) reclassifications from (or to) other classes of net assets during the period as a consequence of donor-imposed stipulations. 

- Change in temporarily restricted net assets during a period is the total of (a) contributions and other inflows during the period of assets whose 
use by the organization is limited by donor-imposed stipulations that either expire by passage of time or can be fulfilled and removed by actions 
of the organization pursuant to those stipulations, (b) other asset enhancements and diminishments during the period subject to the same kinds 
of stipulations, and (c) reclassifications to (or from) other classes of net assets during the period as a consequence of donor-imposed 
stipulations, their expiration by passage of time, or their fulfillment and removal by actions of the organization pursuant to those stipulations. 

- Change in unrestricted net assets during a period is the total change in net assets during the period less change in permanently restricted net 
assets and change in temporarily restricted net assets for the period. It is the change during the period in the part of net assets of a not-for-profit 
organization that is not limited by donor-imposed stipulations. Changes in unrestricted net assets include (a) revenues and gains that change 
unrestricted net assets, (b) expenses and losses that change unrestricted net assets, and (c) reclassifications from (or to) other classes of net 
assets as a consequence of donor-imposed stipulations, their expiration by passage of time, or their fulfillment and removal by actions of the 
organization pursuant to those stipulations. 

 
• The Statement also defines or describes certain other concepts that underlie or are otherwise closely related to the 10 elements and 3 classes 

defined in the Statement. 
 
• Earnings is not defined in this Statement. FASB Concepts Statement 5 has now described earnings for a period as excluding certain cumulative 

accounting adjustments and other nonowner changes in equity that are included in comprehensive income for a period. 
 
• The Board expects most assets and liabilities in present practice to continue to qualify as assets or liabilities under the definitions in this Statement. 

The Board emphasizes that the definitions neither require nor presage upheavals in present practice, although they may in due time lead to some 
evolutionary changes in practice or at least in the ways certain items are viewed. They should be especially helpful in understanding the content of 
financial statements and in analyzing and resolving new financial accounting issues as they arise. 

 
• The appendixes are not part of the definitions but are intended for readers who may find them useful. They describe the background of the Statement 

and elaborate on the descriptions of the essential characteristics of the elements and classes, including some discussions and illustrations of how to 
apply the definitions. 
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CON 6 
• This Statement amends FASB Concepts Statement No. 2, Qualitative Characteristics of Accounting Information, to apply it to financial reporting by 

not-for-profit organizations. 
 

Statements of Financial Accounting Concepts 
 

This Statement of Financial Accounting Concepts is one of a series of publications in the Board's conceptual framework for financial accounting and 
reporting. Statements in the series are intended to set forth objectives and fundamentals that will be the basis for development of financial accounting and 
reporting standards. The objectives identify the goals and purposes of financial reporting. The fundamentals are the underlying concepts of financial 
accounting>concepts that guide the selection of transactions, events, and circumstances to be accounted for; their recognition and measurement; and the 
means of summarizing and communicating them to interested parties. Concepts of that type are fundamental in the sense that other concepts flow from 
them and repeated reference to them will be necessary in establishing, interpreting, and applying accounting and reporting standards. 

The conceptual framework is a coherent system of interrelated objectives and fundamentals that is expected to lead to consistent standards and that 
prescribes the nature, function, and limits of financial accounting and reporting. It is expected to serve the public interest by providing structure and 
direction to financial accounting and reporting to facilitate the provision of evenhanded financial and related information that helps promote the efficient 
allocation of scarce resources in the economy and society, including assisting capital and other markets to function efficiently. 
 Establishment of objectives and identification of fundamental concepts will not directly solve financial accounting and reporting problems. Rather, 
objectives give direction, and concepts are tools for solving problems. 

The Board itself is likely to be the most direct beneficiary of the guidance provided by the Statements in this series. They will guide the Board in 
developing accounting and reporting standards by providing the Board with a common foundation and basic reasoning on which to consider merits of 
alternatives. 
 However, knowledge of the objectives and concepts the Board will use in developing standards also should enable those who are affected by or 
interested in financial accounting standards to understand better the purposes, content, and characteristics of information provided by financial accounting 
and reporting. That knowledge is expected to enhance the usefulness of, and confidence in, financial accounting and reporting. The concepts also may 
provide some guidance in analyzing new or emerging problems of financial accounting and reporting in the absence of applicable authoritative 
pronouncements. 
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CON 6 
Statements of Financial Accounting Concepts do not establish standards prescribing accounting procedures or disclosure practices for particular 

items or events, which are issued by the Board as Statements of Financial Accounting Standards. Rather, Statements in this series describe concepts and 
relations that will underlie future financial accounting standards and practices and in due course serve as a basis for evaluating existing standards and 
practices. 

The Board recognizes that in certain respects current generally accepted accounting principles may be inconsistent with those that may derive from 
the objectives and concepts set forth in Statements in this series. However, a Statement of Financial Accounting Concepts does not (a) require a change in 
existing generally accepted accounting principles; (b) amend, modify, or interpret Statements of Financial Accounting Standards, Interpretations of the 
FASB, Opinions of the Accounting Principles Board, or Bulletins of the Committee on Accounting Procedure that are in effect; or (c) justify either changing 
existing generally accepted accounting and reporting practices or interpreting the pronouncements listed in item (b) based on personal interpretations of 
the objectives and concepts in the Statements of Financial Accounting Concepts. 
 Since a Statement of Financial Accounting Concepts does not establish generally accepted accounting principles or standards for the disclosure of 
financial information outside of financial statements in published financial reports, it is not intended to invoke application of Rule 203 or 204 of the Rules of 
Conduct of the Code of Professional Ethics of the American Institute of Certified Public Accountants (of successor rules or arrangements of similar scope 
and intent). 

Like other pronouncements of the Board, a Statement of Financial Accounting Concepts may be amended, superseded, or withdrawn by appropriate 
action under the Board's Rules of Procedure 
 

INTRODUCTION 
 
Scope and Content of Statement 
 
1. This Statement defines 10 elements of financial statements: 7 elements of financial statements of both business enterprises and not-for-profit 
organizations>assets, liabilities, equity (business enterprises) or net assets (not-for-profit organizations), revenues, expenses, gains, and losses>and 3 
elements of financial statements of business enterprises only>investments by owners, distributions to owners, and comprehensive income. It also defines 
three classes of net assets of not-for-profit organizations and the changes in those classes during a period>change in permanently restricted net assets, 
change in temporarily restricted net assets, and change in unrestricted net assets. The Statement also defines or describes certain other concepts that 
underlie or are otherwise related to those elements and classes (See Summary Index). 
 
2. This Statement replaces FASB Concepts Statement No. 3, Elements of Financial Statements of Business Enterprises, extending that Statement's 
definitions to not-for-profit organizations. It confirms conclusions in paragraph 2 of Concepts Statement 3 that (a) assets and liabilities are common to all 
organizations and can be defined the same for business and not-for-profit organizations, (b) the definitions of equity (net assets), revenues, expenses, 
gains, and losses fit both business and not-for-profit organizations, and (c) not-for-profit organizations have no need for elements such as investments by 
owners, distributions to owners, and comprehensive income. Thus, this Statement continues unchanged the elements defined in Concepts Statement 3, 
although it contains added explanations stemming from characteristics of not-for-profit organizations and their operations. It also defines three classes of 
net assets of not-for-profit organizations, distinguished by the presence or absence of donor-imposed restrictions, and the changes in those classes during 
a period>change in permanently restricted, temporarily restricted, and unrestricted net assets. 
 
Other Possible Elements of Financial Statements 
 
3. Although the elements defined in this Statement include basic elements and are probably those most commonly identified as elements of financial 
statements, they are not the only elements of financial statements. The elements defined in this Statement are a related group with a particular focus>on 
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CON 6 
assets, liabilities, equity, and other elements directly related to measuring performance and status of an entity. Information about an entity's performance 
and status provided by accrual accounting is the primary focus of financial reporting (FASB Concepts Statement No. 1, Objectives of Financial Reporting 
by Business Enterprises, paragraphs 40-48, and FASB Concepts Statement No. 4, Objectives of Financial Reporting by Nonbusiness Organizations,
paragraphs 38-53). Other statements or focuses may require other elements. 

4. Variations of possible statements showing the effects on assets and liabilities of transactions or other events and circumstances during a period are 
almost limitless, and all of them have classes of items that may be called elements of financial statements. For example, a statement showing funds flows or 
cash flows during a period may include categories for funds or cash provided by (a) operations, (b) borrowing, (c) issuing equity securities, (d) sale of 
assets, and so forth. Other projects may define additional elements of financial statements as needed. 
 
Elements and Financial Representations 
 
5. Elements of financial statements are the building blocks with which financial statements are constructed>the classes of items that financial statements 
comprise. Elements refers to broad classes, such as assets, liabilities, revenues, and expenses. Particular economic things and events, such as cash on 
hand or selling merchandise, that may meet the definitions of elements are not elements as the term is used in this Statement. Rather, they are called items 
or other descriptive names. This Statement focuses on the broad classes and their characteristics instead of defining particular assets, liabilities, or other 
items. Although notes to financial statements are described in some authoritative pronouncements as an integral part of financial statements, they are not 
elements. They serve different functions, including amplifying or complementing information about items in financial statements. 

6. The items that are formally incorporated in financial statements are financial representations (depictions in words and numbers) of certain resources of 
an entity, claims to those resources, and the effects of transactions and other events and circumstances that result in changes in those resources and 
claims. That is, symbols (words and numbers) in financial statements stand for cash in a bank, buildings, wages due, sales, use of labor, earthquake 
damage to property, and a host of other economic things and events pertaining to an entity existing and operating in what is sometimes called the "real 
world." 
 
7. This Statement follows the common practice of calling by the same names both the financial representations in financial statements and the resources, 
claims, transactions, events, or circumstances that they represent. For example, inventory or asset may refer either to merchandise on the floor of a retail 
enterprise or to the words and numbers that represent that merchandise in the entity's financial statements; and sale or revenue may refer either to the 
transaction by which some of that merchandise is transferred to a customer or to the words and numbers that represent the transaction in the entity's 
financial statements. 

Other Scope and Content Matters 
 
8. Appendix A of this Statement contains background information. Appendix B contains explanations and examples pertaining to the characteristics of 
elements of financial statements of business enterprises and not-for-profit organizations. 
 
Objectives, Qualitative Characteristics, and Elements 
 
9. The focus of the FASB concepts Statements that underlie this one is usefulness of financial reporting information in making economic decisions>
reasoned choices among alternative uses of scarce resources. Concepts Statement No. 1, Objectives of Financial Reporting by Business Enterprises,
emphasizes usefulness to present and potential investors, creditors, and others in making rational investment, credit, and similar decisions. Concepts 
Statement No. 4, Objectives of Financial Reporting by Nonbusiness Organizations, emphasizes usefulness to present and potential resource providers and 
others in making rational decisions about allocating resources to not-for-profit organizations. Concepts Statement No. 2, Qualitative Characteristics of 
Accounting Information, emphasizes that usefulness of financial reporting information for those decisions rests on the cornerstones of relevance and 
reliability. 
 
10. The definitions in this Statement are of economic things and events that are relevant to investment, credit, and other resource-allocation decisions and 
thus are relevant to financial reporting. Those decisions involve committing (or continuing to commit) resources to an entity. The elements defined are an 
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CON 6 
entity's resources, the claims to or interests in those resources, and the changes therein from transactions and other events and circumstances involved in 
its use of resources to produce and distribute goods or services and, if it is a business enterprise, to earn a profit. Relevance of information about items that 
meet those definitions stems from the significance of an entity's resources and changes in resources (including those affecting profitability). 
 
11. Economic resources or assets and changes in them are central to the existence and operations of an individual entity. Both business enterprises and 
not-for-profit organizations are in essence resource or assets processors, and a resource's capacity to be exchanged for cash or other resources or to be 
combined with other resources to produce needed or desired scarce goods or services gives it utility and value (future economic benefit) to an entity. 
 
12. Business enterprises and not-for-profit organizations obtain the resources they need from various sources. 
Business enterprises and some not-for-profit organizations sell the goods and services they produce for cash or 
claims to cash. Both buy goods and services for cash or by incurring liabilities to pay cash. Business enterprises 
receive resources from investments in the enterprise by owners, while not-for-profit organizations commonly 
receive significant amounts of resources from contributors who do not expect to receive either repayment or 
economic benefits proportionate to resources provided. Those contributions are the major source of resources for 
many not-for-profit organizations but are not significant for other not-for-profit organizations or for most 
business enterprises. 

13. A not-for-profit organization obtains and uses resources to provide certain types of goods or services to 
members of society, and the nature of those goods or services or the identity of the groups or individuals who 
receive them is often critical in donors' or other resource providers' decisions to contribute or otherwise provide 
cash or other assets to a particular organization. Many donors provide resources to support certain types of 
services or for the benefit of certain groups and may stipulate how or when (or both) an organization may use the 
cash or other resources they contribute to it. Those donor-imposed restrictions on a not-for-profit organization's 
use of assets may be either permanent or temporary. 
 
14. Resources or assets are the lifeblood of a not-for-profit organization, and an organization cannot long continue to achieve its operating objectives 
unless it can obtain at least enough resources to provide goods or services at levels and of a quality that are satisfactory to resource providers. 
Organizations that do not provide adequate goods or services often find it increasingly difficult to obtain the resources they need to continue operations. 
 
15. Economic resources or assets are also the lifeblood of a business enterprise. Since resources or assets confer their benefits on an enterprise by being 
exchanged, used, or otherwise invested, changes in resources or assets are the purpose, the means, and the result of an enterprise's operations, and a 
business enterprise exists primarily to acquire, use, produce, and distribute resources. Through those activities it both provides goods or services to 
members of society and obtains cash and other assets with which it compensates those who provide it with resources, including its owners. 
 
16. Although the relation between profit of an enterprise and compensation received by owners is complex and often indirect, profit is the basic source of 
compensation to owners for providing equity or risk capital to an enterprise. Profitable operations generate resources that can be distributed to owners or 
reinvested in the enterprise, and investors' expectations about both distributions to owners and reinvested profit may affect market prices of the enterprise's 
equity securities. Expectations that owners will be adequately compensated>that they will receive returns on their investments commensurate with their 
risks>are as necessary to attract equity capital to an enterprise as are expectations of wages and salaries to attract employees' services, expectations of 
repayments of borrowing with interest to attract borrowed funds, or expectations of payments on account to attract raw materials or merchandise. 
 
17. Repayment or compensation of lenders, employees, suppliers, and other nonowners for resources provided is also related to profit or loss in the sense 
that profitable enterprises (and those that break even) generally are able to repay borrowing with interest, pay adequate wages and salaries, and pay for 
other goods and services received, while unprofitable enterprises often become less and less able to pay and thus find it increasingly difficult to obtain the 
resources they need to continue operations. Thus, information about profit and its components is of interest to suppliers, employees, lenders, and other 
providers of resources as well as to owners. 
 
18. In contrast to business enterprises, not-for-profit organizations do not have defined ownership interests that can be sold, transferred, or redeemed, or 
that convey entitlement to a share of a residual distribution of resources in the event of liquidation of the organization. A not-for-profit organization is 
required to use its resources to provide goods and services to its constituents and beneficiaries as specified in its articles of incorporation (or comparable 
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CON 6 
document for an unincorporated association) or by-laws and generally is prohibited from distributing assets as dividends to its members, directors, officers, 
or others. Thus, not-for-profit organizations have operating purposes that are other than to provide goods or services at a profit or profit equivalent, and 
resource providers do not focus primarily on profit as an indicator of a not-for-profit organization's performance. 

19. Instead, providers of resources to a not-for-profit organization are interested in the services the organization 
provides and its ability to continue to provide them. Since profit indicators are not the focus of their resource-
allocation decisions, resource providers need other information that is useful in assessing an organization's 
performance during a period and in assessing how its managers have discharged their stewardship 
responsibilities, not only for the custody and safekeeping of the organization's resources, but also for their 
efficient and effective use—that is, information about the amounts and kinds of inflows and outflows of resources 
during a period and the relations between them and information about service efforts and, to the extent possible, 
service accomplishments. 

Interrelation of Elements*Articulation 
 
20. Elements of financial statements are of two different types, which are sometimes explained as being analogous to photographs and motion pictures. 
The elements defined in this Statement include three of one type and seven of the other. (Three of the latter apply only to business enterprises.) Assets, 
liabilities, and equity (net assets) describe levels or amounts of resources or claims to or interests in resources at a moment in time. All other elements 
describe effects of transactions and other events and circumstances that affect an entity during intervals of time (periods). In a business enterprise, the 
second type includes comprehensive income and its components>revenues, expenses, gains, and losses>and investments by owners and distributions 
to owners. In a not-for-profit organization, it includes revenues, expenses, gains, and losses. 
 
21. The two types of elements are related in such a way that (a) assets, liabilities, and equity (net assets) are changed by elements of the other type and at 
any time are their cumulative result and (b) an increase (decrease) in an asset cannot occur without a corresponding decrease (increase) in another asset 
or a corresponding increase (decrease) in a liability or equity (net assets). Those relations are sometimes collectively referred to as "articulation." They 
result in financial statements that are fundamentally interrelated so that statements that show elements of the second type depend on statements that show 
elements of the first type and vice versa. 

Definition, Recognition, Measurement, and Display 
 
22. All matters of recognition, measurement, and display have purposely been separated from the definitions of the elements of financial statements in the 
Board's conceptual framework project. The definitions in this Statement are concerned with the essential characteristics of elements of financial statements. 
Other phases of the conceptual framework project are concerned with questions such as which financial statements should be provided; which items that 
qualify under the definitions should be included in those statements; when particular items that qualify as assets, liabilities, revenues, expenses, and so 
forth should be formally recognized in the financial statements; which attributes of those items should be measured; which unit of measure should be used; 
and how the information included should be classified and otherwise displayed. 

23. Definitions of elements of financial statements are a significant first screen in determining the content of financial statements. An item's having the 
essential characteristics of one of the elements is a necessary but not a sufficient condition for formally recognizing the item in the entity's financial 
statements. To be included in a particular set of financial statements, an item must not only qualify under the definition of an element but also must meet 
criteria for recognition and have a relevant attribute (or surrogate for it) that is capable of reasonably reliable measurement or estimate. Thus, some items 
that meet the definitions may have to be excluded from formal incorporation in financial statements because of recognition or measurement considerations 
(paragraphs 44-48). 
 

DEFINITIONS OF ELEMENTS 
 
24. All elements are defined in relation to a particular entity, which may be a business enterprise, an educational or charitable organization, a natural 
person, or the like. An item that qualifies under the definitions is a particular entity's asset, liability, revenue, expense, or so forth. An entity may comprise 
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CON 6 
two or more affiliated entities and does not necessarily correspond to what is often described as a "legal entity." The definitions may also refer to "other 
entity," "other entities," or "entities other than the enterprise," which may include individuals, business enterprises, not-for-profit organizations, and the like. 
For example, employees, suppliers, customers or beneficiaries, lenders, stockholders, donors, and governments are all "other entities" to a particular entity. 
A subsidiary company that is part of the same entity as its parent company in consolidated financial statements is an "other entity" in the separate financial 
statements of its parent. 
 
Assets 
 
25. Assets are probable future economic benefits obtained or controlled by a particular entity as a result of past transactions or events. 
 
Characteristics of Assets 
 
26. An asset has three essential characteristics: (a) it embodies a probable future benefit that involves a capacity, singly or in combination with other 
assets, to contribute directly or indirectly to future net cash inflows, (b) a particular entity can obtain the benefit and control others' access to it, and (c) the 
transaction or other event giving rise to the entity's right to or control of the benefit has already occurred. Assets commonly have other features that help 
identify them>for example, assets may be acquired at a cost and they may be tangible, exchangeable, or legally enforceable. However, those features are 
not essential characteristics of assets. Their absence, by itself, is not sufficient to preclude an item's qualifying as an asset. That is, assets may be acquired 
without cost, they may be intangible, and although not exchangeable they may be usable by the entity in producing or distributing other goods or services. 
Similarly, although the ability of an entity to obtain benefit from an asset and to control others' access to it generally rests on a foundation of legal rights, 
legal enforceability of a claim to the benefit is not a prerequisite for a benefit to qualify as an asset if the entity has the ability to obtain and control the 
benefit in other ways. 
 
27. The kinds of items that qualify as assets under the definition in paragraph 25 are also commonly called economic resources. They are the scarce 
means that are useful for carrying out economic activities, such as consumption, production, and exchange. 
 
28. The common characteristic possessed by all assets (economic resources) is "service potential" or "future economic benefit," the scarce capacity to 
provide services or benefits to the entities that use them. In a business enterprise, that service potential or future economic benefit eventually results in net 
cash inflows to the enterprise. In a not-for-profit organization, that service potential or future economic benefit is used to provide desired or needed goods 
or services to beneficiaries or other constituents, which may or may not directly result in net cash inflows to the organization. Some not-for-profit 
organizations rely significantly on contributions or donations of cash to supplement selling prices or to replace cash or other assets used in providing 
goods or services. The relationship between service potential or future economic benefit of its assets and net cash inflows to an entity is often indirect in 
both business enterprises and not-for-profit organizations. 
 
29. Money (cash, including deposits in banks) is valuable because of what it can buy. It can be exchanged for virtually any good or service that is available 
or it can be saved and exchanged for them in the future. Money's "command over resources">its purchasing power>is the basis of its value and future 
economic benefits. 

30. Assets other than cash benefit an entity by being exchanged for cash or other goods or services, by being used to produce goods or services or 
otherwise increase the value of other assets, or by being used to settle liabilities. To carry out their operating purposes, both business enterprises and not-
for-profit organizations commonly produce scarce goods or services that have the capacity to satisfy human wants or needs. Both create utility and value in 
essentially the same way>by using goods or services to produce other goods or services that their customers or constituents desire or need. Business 
enterprises expect customers to pay for the utility and value added, and they price their outputs accordingly. Many not-for-profit organizations also 
distribute some or all of their outputs of goods or services at prices that include the utility and value they have added. Other not-for-profit organizations 
commonly distribute the goods or services they produce to beneficiaries gratis or at nominal prices. Although that may make measuring the value of their 
outputs difficult, it does not deprive them of value. 
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CON 6 
31. Services provided by other entities, including personal services, cannot be stored and are received and used simultaneously. They can be assets of an 
entity only momentarily>as the entity receives and uses them>although their use may create or add value to other assets of the entity. Rights to receive 
services of other entities for specified or determinable future periods can be assets of particular entities. 
 
Transactions and Events That Change Assets 
 
32. Assets of an entity are changed both by its transactions and activities and by events that happen to it. An entity obtains cash and other assets from 
other entities and transfers cash and other assets to other entities. It adds value to noncash assets through operations by using, combining, and 
transforming goods and services to make other desired goods or services. Some transactions or other events decrease one asset and increase another. An 
entity's assets or their values are also commonly increased or decreased by other events and circumstances that may be partly or entirely beyond the 
control of the entity and its management, for example, price changes, interest rate changes, technological changes, impositions of taxes and regulations, 
discovery, growth or accretion, shrinkage, vandalism, thefts, expropriations, wars, fires, and natural disasters. 
33. Once acquired, an asset continues as an asset of the entity until the entity collects it, transfers it to another entity, or uses it up, or some other event or 
circumstance destroys the future benefit or removes the entity's ability to obtain it. 
 

Valuation Accounts 
 
34. A separate item that reduces or increases the carrying amount of an asset is sometimes found in financial statements. For example, an estimate of 
uncollectible amounts reduces receivables to the amount expected to be collected, or a premium on a bond receivable increases the receivable to its cost 
or present value. Those "valuation accounts" are part of the related assets and are neither assets in their own right nor liabilities. 
 
Liabilities 
 
35. Liabilities are 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. 
 
Characteristics of Liabilities 
 
36. A liability has three essential characteristics: (a) it embodies a present duty or responsibility to one or more other entities that entails settlement by 
probable future transfer or use of assets at a specified or determinable date, on occurrence of a specified event, or on demand, (b) the duty or 
responsibility obligates a particular entity, leaving it little or no discretion to avoid the future sacrifice, and (c) the transaction or other event obligating the 
entity has already happened. Liabilities commonly have other features that help identify them>for example, most liabilities require the obligated entity to 
pay cash to one or more identified other entities and are legally enforceable. However, those features are not essential characteristics of liabilities. Their 
absence, by itself, is not sufficient to preclude an item's qualifying as a liability. That is, liabilities may not require an entity to pay cash but to convey other 
assets, to provide or stand ready to provide services, or to use assets. And the identity of the recipient need not be known to the obligated entity before the 
time of settlement. Similarly, although most liabilities rest generally on a foundation of legal rights and duties, existence of a legally enforceable claim is not 
a prerequisite for an obligation to qualify as a liability if for other reasons the entity has the duty or responsibility to pay cash, to transfer other assets, or to 
provide services to another entity. 
 
37. Most liabilities stem from human inventions>such as financial instruments, contracts, and laws>that facilitate the functioning of a highly developed 
economy and are commonly embodied in legal obligations and rights (or the equivalent) with no existence apart from them. Liabilities facilitate the 
functioning of a highly developed economy primarily by permitting delay>delay in payment, delay in delivery, and so on. 
 
38. Entities routinely incur most liabilities to acquire the funds, goods, and services they need to operate and just 
as routinely settle the liabilities they incur. For example, borrowing cash obligates an entity to repay the amount 
borrowed, usually with interest; acquiring assets on credit obligates an entity to pay for them, perhaps with 
interest to compensate for the delay in payment; using employees' knowledge, skills, time, and efforts obligates 
an enterprise to pay for their use, often including fringe benefits; selling products with a warranty or guarantee 
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CON 6 
obligates an entity to pay cash or to repair or replace those that prove defective; and accepting a cash deposit or 
prepayment obligates an entity to provide goods or services or to refund the cash. In short, most liabilities are 
incurred in exchange transactions to obtain needed resources or their use, and most liabilities incurred in 
exchange transactions are contractual in nature—based on written or oral agreements to pay cash or to provide 
goods or services to specified or determinable entities on demand, at specified or determinable dates, or on 
occurrence of specified events. 
 
39. Although most liabilities result from agreements between entities, some obligations are imposed on entities by government or courts or are accepted to 
avoid imposition by government or courts (or costly efforts related thereto), and some relate to other nonreciprocal transfers from an entity to one or more 
other entities. Thus, taxes, laws, regulations, and other governmental actions commonly require business enterprises (and sometimes not-for-profit 
organizations) to pay cash, convey other assets, or provide services either directly to specified governmental units or to others for purposes or in ways 
specified by government. An entity may also incur liabilities for donations pledged to educational or charitable organizations or for cash dividends declared 
but not paid. 
 
40. Similarly, although most liabilities stem from legally enforceable obligations, some liabilities rest on equitable or constructive obligations, including some 
that arise in exchange transactions. Liabilities stemming from equitable or constructive obligations are commonly paid in the same way as legally binding 
contracts, but they lack the legal sanction that characterizes most liabilities and may be binding primarily because of social or moral sanctions or custom. 
An equitable obligation stems from ethical or moral constraints rather than from rules of common or statute law, that is, from a duty to another entity to do 
that which an ordinary conscience and sense of justice would deem fair, just, and right>to do what one ought to do rather than what one is legally required 
to do. For example, a business enterprise may have an equitable obligation to complete and deliver a product to a customer that has no other source of 
supply even though its failure to deliver would legally require only return of the customer's deposit. A constructive obligation is created, inferred, or 
construed from the facts in a particular situation rather than contracted by agreement with another entity or imposed by government. For example, an entity 
may create a constructive obligation to employees for vacation pay or year-end bonuses by paying them every year even though it is not contractually 
bound to do so and has not announced a policy to do so. The line between equitable or constructive obligations and obligations that are enforceable in 
courts of law is not always clear, and the line between equitable or constructive obligations and no obligations may often be even more troublesome 
because to determine whether an entity is actually bound by an obligation to a third party in the absence of legal enforceability is often extremely difficult. 
Thus, the concepts of equitable and constructive obligations must be applied with great care. To interpret equitable and constructive obligations too 
narrowly will tend to exclude significant actual obligations of an entity, while to interpret them too broadly will effectively nullify the definition by including 
items that lack an essential characteristic of liabilities. 
 
Transactions and Events That Change Liabilities 
 
41. Liabilities of an entity are changed both by its transactions and activities and by events that happen to it. The 
preceding paragraphs note most major sources of changes in liabilities. An entity's liabilities are also sometimes 
affected by price changes, interest rate changes, or other events and circumstances that may be partly or wholly 
beyond the control of an entity and its management. 
 
42. Once incurred, a liability continues as a liability of the entity until the entity settles it, or another event or circumstance discharges it or removes the 
entity's responsibility to settle it. 
 
Valuation Accounts 
 
43. A separate item that reduces or increases the carrying amount of a liability is sometimes found in financial statements. For example, a bond premium or 
discount increases or decreases the face value of a bond payable to its proceeds or present value. Those "valuation accounts" are part of the related 
liability and are neither liabilities in their own right nor assets. 
 
Effects of Uncertainty 
 
44. Uncertainty about economic and business activities and results is pervasive, and it often clouds whether a particular item qualifies as an asset or a 
liability of a particular entity at the time the definitions are applied. The presence or absence of future economic benefit that can be obtained and controlled 
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CON 6 
by the entity or of the entity's legal, equitable, or constructive obligation to sacrifice assets in the future can often be discerned reliably only with hindsight. 
As a result, some items that with hindsight actually qualified as assets or liabilities of the entity under the definitions may, as a practical matter, have been 
recognized as expenses, losses, revenues, or gains or remained unrecognized in its financial statements because of uncertainty about whether they 
qualified as assets or liabilities of the entity or because of recognition and measurement considerations stemming from uncertainty at the time of 
assessment. Conversely, some items that with hindsight did not qualify under the definitions may have been included as assets or liabilities because of 
judgments made in the face of uncertainty at the time of assessment. 
 
45. An effect of uncertainty is to increase the costs of financial reporting in general and the costs of recognition and measurement in particular. Some items 
that qualify as assets or liabilities under the definitions may therefore be recognized as expenses, losses, revenues, or gains or remain unrecognized as a 
result of cost and benefit analyses indicating that their formal incorporation in financial statements is not useful enough to justify the time and effort needed 
to do it. It may be possible, for example, to make the information more reliable in the face of uncertainty by exerting greater effort or by spending more 
money, but it also may not be worth the added cost. 
 
46. A highly significant practical consequence of the features described in the preceding two paragraphs is that the existence or amount (or both) of most 
assets and many liabilities can be probable but not certain. The definitions in this Statement are not intended to require that the existence and amounts of 
items be certain for them to qualify as assets, liabilities, revenues, expenses, and so forth, and estimates and approximations will often be required unless 
financial statements are to be restricted to reporting only cash transactions. 
 
47. To apply the definitions of assets and liabilities (and other elements of financial statements) thus commonly 
requires assessments of probabilities, but degrees of probability are not part of the definitions. That is, the degree 
of probability of a future economic benefit (or of a future cash outlay or other sacrifice of future economic 
benefits) and the degree to which its amount can be estimated with reasonable reliability that are required to 
recognize an item as an asset (or a liability) are matters of recognition and measurement that are beyond the 
scope of this Statement. The distinction needs to be maintained between the definitions themselves and steps that 
may be needed to apply them. Matters involving measurement problems, effects of uncertainty, reliability, and 
numerous other factors may be significant in applying a definition, but they are not part of the definition. 
Particular items that qualify as assets or liabilities under the definitions may need to be excluded from formal 
incorporation in financial statements for reasons relating to measurement, uncertainty, or unreliability, but they 
are not excluded by the definitions. Similarly, the attitude commonly known as conservatism may be appropriate 
in applying the definitions under uncertain conditions, but conservatism is not part of the definitions. Definition, 
recognition, measurement, and display are separate in the Board's conceptual framework (paragraphs 22 and 23). 

48. All practical financial accounting and reporting models have limitations. The preceding paragraphs describe one limit that may affect various models>
how recognition or measurement considerations stemming from uncertainty may result in not recognizing as assets or liabilities some items that qualify as 
such under the definitions or may result in postponing recognition of some assets or liabilities until their existence becomes more probable or their 
measures become more reliable. 
 
Equity or Net Assets 
 
49. Equity or net assets is the residual interest in the assets of an entity that remains after deducting its liabilities. 
 
Equity of Business Enterprises and Net Assets of Not-for-Profit Organizations 
 
50. The equity or net assets of both a business enterprise and a not-for-profit organization is the difference between the entity's assets and its liabilities. It is 
a residual, affected by all events that increase or decrease total assets by different amounts than they increase or decrease total liabilities. Thus, equity or 
net assets of both a business enterprise and a not-for-profit organization is increased or decreased by the entity's operations and other events and 
circumstances affecting the entity. 
 
51. A major distinguishing characteristic of the equity of a business enterprise is that it may be increased through investments of assets by owners who also 
may, from time to time, receive distributions of assets from the entity. Owners invest in a business enterprise with the expectation of obtaining a return on 
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CON 6 
their investment as a result of the enterprise's providing goods or services to customers at a profit. Owners benefit if the enterprise is profitable but bear the 
risk that it may be unprofitable (paragraphs 11, 12, 15-17). 
 
52. In contrast, a not-for-profit organization has no ownership interest or profit purpose in the same sense as a business enterprise and thus receives no 
investments of assets by owners and distributes no assets to owners. Rather, its net assets often is increased by receipts of assets from resource providers 
(contributors, donors, grantors, and the like) who do not expect to receive either repayment or economic benefits proportionate to the assets provided but 
who are nonetheless interested in how the organization makes use of those assets and often impose temporary or permanent restrictions on their use 
(paragraphs 11-13, 18, and 19). 
 
53. Since the interests of investor-owners of business enterprises and the interests of donors to not-for-profit organizations differ, this Statement discusses 
separately (a) equity of business enterprises (paragraphs 60-63) and the transactions and events that change equity (paragraphs 64-89) and (b) net assets 
of not-for-profit organizations (paragraphs 90-106) and the transactions and events that change net assets (paragraphs 107-133). 
 

Equity and Liabilities 
 
54. An entity's assets, liabilities, and equity (net assets) all pertain to the same set of probable future economic 
benefits. Assets are probable future economic benefits owned or controlled by the entity. Its liabilities are claims 
to the entity's assets by other entities and, once incurred, involve nondiscretionary future sacrifices of assets that 
must be satisfied on demand, at a specified or determinable date, or on occurrence of a specified event. In 
contrast, equity is a residual interest—what remains after liabilities are deducted from assets—and depends 
significantly on the profitability of a business enterprise or on fund-raising or other major or central operations of 
a not-for-profit organization. A not-for-profit organization may provide goods or services to resource providers 
who are also employees, members, or beneficiaries, but except upon dissolution or final liquidation of the 
organization, it cannot distribute assets to members or other resource providers as owners. A business enterprise 
may distribute assets resulting from income to its owners, but distributions to owners are discretionary, 
depending on the volition of owners or their representatives after considering the needs of the enterprise and 
restrictions imposed by law, regulation, or agreement. An enterprise is generally not obligated to transfer assets to 
owners except in the event of the enterprise's liquidation. An enterprise's liabilities and equity are mutually 
exclusive claims to or interests in the enterprise's assets by entities other than the enterprise, and liabilities take 
precedence over ownership interests. 
 
55. Although the line between equity and liabilities is clear in concept, it may be obscured in practice. Applying the definitions to particular situations may 
involve practical problems because several kinds of securities issued by business enterprises seem to have characteristics of both liabilities and equity in 
varying degrees or because the names given some securities may not accurately describe their essential characteristics. For example, convertible debt 
instruments have both liability and residual-interest characteristics, which may create problems in accounting for them. (APB Opinion No. 14, Accounting 
for Convertible Debt and Debt Issued with Stock Purchase Warrants, and APB Opinion No. 15, Earnings per Share, both discuss problems of that kind.) 
Preferred stock also often has both debt and equity characteristics, and some preferred stocks may effectively have maturity amounts and dates at which 
they must be redeemed for cash. 
 
56. Similarly, the line between net assets and liabilities of not-for-profit organizations may be obscured in practice because donors' restrictions that specify 
the use of contributed assets may seem to result in liabilities, although most do not. The essence of a not-for-profit organization is that it obtains and uses 
resources to provide specific types of goods or services, and the nature of those goods or services is often critical in donors' decisions to contribute cash 
or other assets to a particular organization. Most donors contribute assets (restricted as well as unrestricted) to an organization to increase its capacity to 
provide those goods or services, and receipt of donated assets not only increases the assets of the organization but also imposes a fiduciary responsibility 
on its management to use those assets effectively and efficiently in pursuit of those service objectives. 
 
57. That responsibility pertains to all of the organization's assets and does not constitute an equitable or constructive obligation as described in paragraphs 
36-40. In other words, a not-for-profit organizations' fiduciary responsibility to use assets to provide services to beneficiaries does not itself create a duty of 
the organization to pay cash, transfer other assets, or provide services to one or more creditors. Rather, an obligation to a creditor results when the 
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CON 6 
organization buys supplies for a project, its employees work on it, and the like, and the organization therefore owes suppliers, employees, and others for 
goods and services they have provided to it. 

58. A donor's restriction focuses that fiduciary responsibility on a stipulated use for specified contributed assets but does not change the basic nature of 
the organization's fiduciary responsibility to use its assets to provide services to beneficiaries. A donor's gift of cash to be spent for a stipulated purpose or 
of another asset to be used for a stipulated purpose>for example, a mansion to be used as a museum, a house to be used as a dormitory, or a sculpture 
to be displayed in a cemetery>imposes a responsibility to spend the cash or use the asset in accordance with the donor's instructions. In its effect on the 
liabilities of the organization, a donor's restriction is essentially the same as management's designating a specified use for certain assets. That is, the 
responsibility imposed by earmarking assets for specified uses is fundamentally different, both economically and legally, from the responsibility imposed by 
incurring a liability, which involves a creditor's claim. Consequently, most donor-imposed restrictions on an organization's use of contributed assets do not 
create obligations that qualify as liabilities of the organization. 
 
59. To determine whether liabilities or equity (net assets) result from issuing specific securities with both debt 
and equity characteristics or from specific donors' stipulations presents practical problems of applying definitions 
rather than problems of determining the essential characteristics of those definitions. Adequate definitions are the 
starting point. They provide a basis for assessing, for example, the extent to which a particular application meets 
the qualitative characteristic of representational faithfulness, which includes the notion of reporting economic 
substance rather than legal form (Concepts Statement 2, paragraphs 63-80 and 160). 
 
Equity of Business Enterprises 
 
Characteristics of Equity of Business Enterprises 

60. In a business enterprise, the equity is the ownership interest. It stems from ownership rights (or the equivalent) and involves a relation between an 
enterprise and its owners as owners rather than as employees, suppliers, customers, lenders, or in some other nonowner role. Since equity ranks after 
liabilities as a claim to or interest in the assets of the enterprise, it is a residual interest: (a) equity is the same as net assets, the difference between the 
enterprise's assets and its liabilities, and (b) equity is enhanced or burdened by increases and decreases in net assets from nonowner sources as well as 
investments by owners and distributions to owners. 
 
61. Equity sets limits, often legal limits, on distributions by an enterprise to its owners, whether in the form of cash dividends or other distributions of assets. 
Owners' and others' expectations about distributions to owners may affect the market prices of an enterprise's equity securities, thereby indirectly affecting 
owners' compensation for providing equity or risk capital to the enterprise (paragraph 16). Thus, the essential characteristics of equity center on the 
conditions for transferring enterprise assets to owners. Equity>an excess of assets over liabilities>is a necessary but not sufficient condition; distributions 
to owners are at the discretion and volition of the owners or their representatives after satisfying restrictions imposed by law, regulation, or agreements with 
other entities. Generally, an enterprise is not obligated to transfer assets to owners except in the event of the enterprise's liquidation unless the enterprise 
formally acts to distribute assets to owners, for example, by declaring a dividend. Owners may sell their interests in an enterprise to others and thus may be 
able to obtain a return of part or all of their investments and perhaps a return on investments through a securities market, but those transactions do not 
normally affect the equity of an enterprise or its assets or liabilities. 
 
62. An enterprise may have several classes of equity (for example, one or more classes each of common stock or preferred stock) with different degrees of 
risk stemming from different rights to participate in distributions of enterprise assets or different priorities of claims on enterprise assets in the event of 
liquidation. That is, some classes of owners may bear relatively more of the risks of an enterprise's unprofitability or may benefit relatively more from its 
profitability (or both) than other classes of owners. However, all classes depend at least to some extent on enterprise profitability for distributions of 
enterprise assets, and no class of equity carries an unconditional right to receive future transfers of assets from the enterprise except in liquidation, and 
then only after liabilities have been satisfied. 
 
63. Equity is originally created by owners' investments in an enterprise and may from time to time be augmented by additional investments by owners. 
Equity is reduced by distributions by the enterprise to owners. However, the distinguishing characteristic of equity is that it inevitably is affected by the 
enterprise's operations and other events and circumstances affecting the enterprise (which together constitute comprehensive income>paragraph 70). 
 
Transactions and Events That Change Equity of Business Enterprises 

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



CON 6 

64. The following diagram shows the sources of changes in equity (class B) and distinguishes them from each other and from other transactions, events, 
and circumstances affecting an entity during a period (classes A and C). Specifically, the diagram shows that (a) class B (changes in equity) comprises 
two mutually exclusive classes of transactions and other events and circumstances, B1 and B2, each of which has significant subclasses, and (b) classes 
B1, B2, and A are the sources of all increases and decreases in assets and liabilities of an enterprise; class C includes no changes in assets or liabilities. In 
the diagram, dotted lines rather than solid boundary lines separate revenues and gains and separate expenses and losses because of display 
considerations that are beyond the scope of this Statement. Paragraphs 78-89 of this Statement define and discuss revenues, expenses, gains, and losses 
as elements of financial statements but do not precisely distinguish between revenues and gains on the one hand or between expenses and losses on the 
other. Fine distinctions between revenues and gains and between expenses and losses, as well as other distinctions within comprehensive income are 
more appropriately considered as part of display or reporting. 
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65. The full width of the diagram, represented by the two-pointed arrow labeled "All transactions and other events and circumstances that affect a business 
enterprise during a period," encompasses all potentially recordable events and circumstances affecting an entity. Moving from top to bottom of the 
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diagram, each level divides the preceding level into classes that are significant for the definitions and related concepts in this Statement. (Size of classes 
does not indicate their relative volume or significance.) 

A.  All changes in assets and liabilities not accompanied by changes in equity. This class comprises four kinds of exchange transactions that are 
common in most entities. (Exchanges that affect equity belong in class B rather than class A.) 
1.  Exchanges of assets for assets, for example, purchases of assets for cash or barter exchanges 
2.  Exchanges of liabilities for liabilities, for example, issues of notes payable to settle accounts payable or refundings of bonds payable by issuing 

new bonds to holders that surrender outstanding bonds 
3.  Acquisitions of assets by incurring liabilities, for example, purchases of assets on account, borrowings, or receipts of cash advances for goods 

or services to be provided in the future 
4.  Settlements of liabilities by transferring assets, for example, repayments of borrowing, payments to suppliers on account, payments of accrued 

wages or salaries, or repairs (or payments for repairs) required by warranties 
 
B.  All changes in assets or liabilities accompanied by changes in equity. This class is the subject of this section and comprises: 

1.  Comprehensive income (defined in paragraph 70) whose components (broadly defined and discussed in 
paragraphs 78-89) are: 
a. Revenues 
b. Gains 
c. Expenses 
d. Losses 

2.  All changes in equity from transfers between a business enterprise and its owners (defined in paragraphs 
66 and 67): 
a. Investments by owners in the enterprise 
b. Distributions by the enterprise to owners 

 
C.  Changes within equity that do not affect assets or liabilities (for example, stock dividends, conversions of preferred stock into common stock, and 

some stock recapitalizations). This class contains only changes within equity and does not affect the definition of equity or its amount. 
 
The definitions in paragraphs 70-89 are those in class B1>comprehensive income>and its subclasses>revenues, expenses, gains, and losses. 

Investments by and Distributions to Owners 
 
66. Investments by owners are increases in equity of a particular business enterprise resulting from transfers to it from other entities of something valuable 
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. 
 
67. Distributions to owners are decreases in equity of a particular business enterprise resulting from transferring assets, rendering services, or incurring 
liabilities by the enterprise to owners. Distributions to owners decrease ownership interest (or equity) in an enterprise. 

Characteristics of Investments by and Distributions to Owners 
 
68. Investments by owners and distributions to owners are transactions between an enterprise and its owners as owners. Through investments by owners, 
an enterprise obtains resources it needs to begin or expand operations, to retire debt securities or other liabilities, or for other business purposes; as a 
result of investing resources in the enterprise, other entities obtain ownership interests in the enterprise or increase ownership interests they already have. 
Not all investments in the equity securities of an enterprise by other entities are investments by owners as that concept is defined in this Statement. In an 
investment by owners, the enterprise that issues the securities acquired by an owner always receives the proceeds or their benefits; its net assets increase. 
If the purchaser of equity securities becomes an owner or increases its ownership interest in an enterprise by purchasing those securities from another 
owner that is decreasing or terminating its ownership interest, the transfer does not affect the net assets of the enterprise. 
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69. Distributions by an enterprise to its owners decrease its net assets and decrease or terminate ownership interests of those that receive them. 
Reacquisition by an entity of its own equity securities by transferring assets or incurring liabilities to owners is a distribution to owners as that concept is 
defined in this Statement. Since owners become creditors for a dividend declared until it is paid, an enterprise's incurrence of a liability to transfer assets to 
owners in the future converts a part of the equity or ownership interest of the enterprise into creditors' claims; settlement of the liability by transfer of the 
assets is a transaction in class A4 in the diagram in paragraph 64 rather than in class B2(b). That is, equity is reduced by the incurrence of the liability to 
owners, not by its settlement. 
 
Comprehensive Income of Business Enterprises 
 
70. Comprehensive income is the change in equity of a business enterprise during a period from transactions and other events and circumstances from 
nonowner sources. It includes all changes in equity during a period except those resulting from investments by owners and distributions to owners. 
 
Concepts of Capital Maintenance 
 
71. A concept of maintenance of capital or recovery of cost is a prerequisite for separating return on capital from return of capital because only inflows in 
excess of the amount needed to maintain capital are a return on equity. Two major concepts of capital maintenance exist, both of which can be measured 
in units of either money or constant purchasing power: the financial capital concept and the physical capital concept (which is often expressed in terms of 
maintaining operating capability, that is, maintaining the capacity of an enterprise to provide a constant supply of goods or services). The major difference 
between them involves the effects of price changes on assets held and liabilities owed during a period. Under the financial capital concept, if the effects of 
those price changes are recognized, they are called "holding gains and losses" and are included in return on capital. Under the physical capital concept, 
those changes would be recognized but called "capital maintenance adjustments" and would be included directly in equity and would not be included in 
return on capital. Under that concept, capital maintenance adjustments would be a separate element rather than gains and losses. 
 
72. The financial capital concept is the traditional view and is generally the capital maintenance concept in present primary financial statements. 
Comprehensive income as defined in paragraph 70 is a return on financial capital. 

Characteristics, Sources, and Components of Comprehensive Income 
 
73. Over the life of a business enterprise, its comprehensive income equals the net of its cash receipts and cash outlays, excluding cash (and cash 
equivalent of noncash assets) invested by owners and distributed to owners (Concepts Statement 1, paragraph 46). That characteristic holds whether the 
amounts of cash and comprehensive income are measured in nominal dollars or constant dollars. Although the amounts in constant dollars may differ from 
those in nominal dollars, the basic relationship is not changed because both nominal and constant dollars express the same thing using different 
measuring units. Matters such as recognition criteria and choice of attributes to be measured also do not affect the amounts of comprehensive income and 
net cash receipts over the life of an enterprise but do affect the time and way parts of the total are identified with the periods that constitute the entire life. 
Timing of recognition of revenues, expenses, gains, and losses is also a major difference between accounting based on cash receipts and outlays and 
accrual accounting. Accrual accounting may encompass various timing possibilities>for example, when goods or services are provided, when cash is 
received, or when prices change. 
 
74. Comprehensive income of a business enterprise results from (a) exchange transactions and other transfers between the enterprise and other entities 
that are not its owners, (b) the enterprise's productive efforts, and (c) price changes, casualties, and other effects of interactions between the enterprise 
and the economic, legal, social, political, and physical environment of which it is part. An enterprise's productive efforts and most of its exchange 
transactions with other entities are ongoing major activities that constitute the enterprise's central operations by which it attempts to fulfill its basic function 
in the economy of producing and distributing goods or services at prices that are sufficient to enable it to pay for the goods and services it uses and to 
provide a satisfactory return to its owners. 
 
75. Comprehensive income is a broad concept. Although an enterprise's ongoing major or central operations are generally intended to be the primary 
source of comprehensive income, they are not the only source. Most entities occasionally engage in activities that are peripheral or incidental to their 
central activities. Moreover, all entities are affected by the economic, legal, social, political, and physical environment of which they are part, and 
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CON 6 
comprehensive income of each enterprise is affected by events and circumstances that may be partly or wholly beyond the control of individual enterprises 
and their managements. 
 
76. Although cash resulting from various sources of comprehensive income is the same, receipts from various sources may vary in stability, risk, and 
predictability. That is, characteristics of various sources of comprehensive income may differ significantly from one another, indicating a need for 
information about various components of comprehensive income. That need underlies the distinctions between revenues and gains, between expenses 
and losses, between various kinds of gains and losses, and between measures found in present practice such as income from continuing operations and 
income after extraordinary items and cumulative effect of change in accounting principle. 
 
77. Comprehensive income comprises two related but distinguishable types of components. It consists of not only 
its basic components—revenues, expenses, gains, and losses—but also various intermediate components that 
result from combining the basic components. Revenues, expenses, gains, and losses can be combined in various 
ways to obtain several measures of enterprise performance with varying degrees of inclusiveness. Examples of 
intermediate components in business enterprises are gross margin, income from continuing operations before 
taxes, income from continuing operations, and operating income. Those intermediate components are, in effect, 
subtotals of comprehensive income and often of one another in the sense that they can be combined with each 
other or with the basic components to obtain other intermediate measures of comprehensive income. 

Revenues 
 
78. Revenues are inflows or other enhancements of assets of an entity or settlements of its liabilities (or a combination of both) from delivering or producing 
goods, rendering services, or other activities that constitute the entity's ongoing major or central operations. 
 
Characteristics of Revenues 
 
79. Revenues represent actual or expected cash inflows (or the equivalent) that have occurred or will eventuate as a result of the entity's ongoing major or 
central operations. The assets increased by revenues may be of various kinds>for example, cash, claims against customers or clients, other goods or 
services received, or increased value of a product resulting from production. Similarly, the transactions and events from which revenues arise and the 
revenues themselves are in many forms and are called by various names>for example, output, deliveries, sales, fees, interest, dividends, royalties, and 
rent>depending on the kinds of operations involved and the way revenues are recognized. 
 
Expenses 
 
80. Expenses are outflows or other using up of assets or incurrences of liabilities (or a combination of both) from delivering or producing goods, rendering 
services, or carrying out other activities that constitute the entity's ongoing major or central operations. 
 
Characteristics of Expenses 
 
81. Expenses represent actual or expected cash outflows (or the equivalent) that have occurred or will eventuate as a result of the entity's ongoing major or 
central operations. The assets that flow out or are used or the liabilities that are incurred may be of various kinds>for example, units of product delivered or 
produced, employees' services used, kilowatt hours of electricity used to light an office building, or taxes on current income. Similarly, the transactions and 
events from which expenses arise and the expenses themselves are in many forms and are called by various names>for example, cost of goods sold, cost 
of services provided, depreciation, interest, rent, and salaries and wages>depending on the kinds of operations involved and the way expenses are 
recognized. 
 
Gains and Losses 
 
82. Gains are increases in equity (net assets) from peripheral or incidental transactions of an entity and from all other transactions and other events and 
circumstances affecting the entity except those that result from revenues or investments by owners. 
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CON 6 
83. Losses are decreases in equity (net assets) from peripheral or incidental transactions of an entity and from all other transactions and other events and 
circumstances affecting the entity except those that result from expenses or distributions to owners. 
 
Characteristics of Gains and Losses 
 
84. Gains and losses result from entities' peripheral or incidental transactions and from other events and circumstances stemming from the environment 
that may be largely beyond the control of individual entities and their managements. Thus, gains and losses are not all alike. There are several kinds, even 
in a single entity, and they may be described or classified in a variety of ways that are not necessarily mutually exclusive. 
 
85. Gains and losses may be described or classified according to sources. Some gains or losses are net results of comparing the proceeds and sacrifices 
(costs) in peripheral or incidental transactions with other entities>for example, from sales of investments in marketable securities, from dispositions of used 
equipment, or from settlements of liabilities at other than their carrying amounts. Other gains or losses result from nonreciprocal transfers between an entity 
and other entities that are not its owners>for example, from gifts or donations, from winning a lawsuit, from thefts, and from assessments of fines or 
damages by courts. Still other gains or losses result from holding assets or liabilities while their values change>for example, from price changes that cause 
inventory items to be written down from cost to market, from changes in market prices of investments in marketable equity securities accounted for at 
market values or at the lower of cost and market, and from changes in foreign exchange rates. And still other gains or losses result from other 
environmental factors, such as natural catastrophes>for example, damage to or destruction of property by earthquake or flood. 
 
86. Gains and losses may also be described or classified as "operating" or "nonoperating," depending on their relation to an entity's major ongoing or 
central operations. For example, losses on writing down inventory from cost to market are usually considered to be operating losses, while major casualty 
losses are usually considered nonoperating losses. 
 
Revenues, Expenses, Gains, and Losses 
 
87. Revenues and gains are similar, and expenses and losses are similar, but some differences are significant in conveying information about an 
enterprise's performance. Revenues and expenses result from an entity's ongoing major or central operations and activities>that is, from activities such as 
producing or delivering goods, rendering services, lending, insuring, investing, and financing. In contrast, gains and losses result from incidental or 
peripheral transactions of an enterprise with other entities and from other events and circumstances affecting it. Some gains and losses may be considered 
"operating" gains and losses and may be closely related to revenues and expenses. Revenues and expenses are commonly displayed as gross inflows or 
outflows of net assets, while gains and losses are usually displayed as net inflows or outflows. 
 
88. The definitions and discussion of revenues, expenses, gains, and losses in this Statement give broad guidance but do not distinguish precisely 
between revenues and gains or between expenses and losses. Distinctions between revenues and gains and between expenses and losses in a particular 
entity depend to a significant extent on the nature of the entity, its operations, and its other activities. Items that are revenues for one kind of entity may be 
gains for another, and items that are expenses for one kind of entity may be losses for another. For example, investments in securities that may be sources 
of revenues and expenses for insurance or investment companies may be sources of gains and losses in manufacturing or merchandising companies. 
Technological changes may be sources of gains or losses for most kinds of enterprises but may be characteristic of the operations of high-technology or 
research-oriented enterprises. Events such as commodity price changes and foreign exchange rate changes that occur while assets are being used or 
produced or liabilities are owed may directly or indirectly affect the amounts of revenues or expenses for most enterprises, but they are sources of 
revenues or expenses only for enterprises for which trading in foreign exchange or commodities is a major or central activity. 
 
89. Since a primary purpose of distinguishing gains and losses from revenues and expenses is to make displays of information about an enterprise's 
sources of comprehensive income as useful as possible, fine distinctions between revenues and gains and between expenses and losses are principally 
matters of display or reporting (paragraphs 64, 219-220, and 228). 
 
Net Assets of Not-for-Profit Organizations 
 
Characteristics of Net Assets of Not-for-Profit Organizations 
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90. In a not-for-profit organization, as in a business enterprise, net assets (equity) is a residual, the difference 
between the entity's assets and its liabilities but, in contrast to equity of a business enterprise, it is not an 
ownership interest. Distinguishing characteristics of a not-for-profit organization include absence of ownership 
interest(s) in the same sense as a business enterprise, operating purposes not centered on profit, and significant 
receipts of contributions, many involving donor-imposed restrictions (paragraphs 11-15, 18 and 19, and 49-53). 
91. Net assets of not-for-profit organizations is divided into three mutually exclusive classes, permanently restricted net assets, temporarily restricted net 
assets, and unrestricted net assets. 
 
Classes of Net Assets 
 
92. Permanently restricted net assets is the part of the net assets of a not-for-profit organization resulting (a) from contributions and other inflows of assets 
whose use by the organization is limited by donor-imposed stipulations that neither expire by passage of time nor can be fulfilled or otherwise removed by 
actions of the organization, (b) from other asset enhancements and diminishments subject to the same kinds of stipulations, and (c) from reclassifications 
from (or to) other classes of net assets as a consequence of donor-imposed stipulations. 
 
93. Temporarily restricted net assets is the part of the net assets of a not-for-profit organization resulting (a) from contributions and other inflows of assets 
whose use by the organization is limited by donor-imposed stipulations that either expire by passage of time or can be fulfilled and removed by actions of 
the organization pursuant to those stipulations, (b) from other asset enhancements and diminishments subject to the same kinds of stipulations, and (c) 
from reclassifications to (or from) other classes of net assets as a consequence of donor-imposed stipulations, their expiration by passage of time, or their 
fulfillment and removal by actions of the organization pursuant to those stipulations. 
 
94. Unrestricted net assets is the part of net assets of a not-for-profit organization that is neither permanently restricted nor temporarily restricted by donor-
imposed stipulations>that is, the part of net assets resulting (a) from all revenues, expenses, gains, and losses that are not changes in permanently or 
temporarily restricted net assets and (b) from reclassifications from (or to) other classes of net assets as a consequence of donor-imposed stipulations, 
their expiration by passage of time, or their fulfillment and removal by actions of the organization pursuant to those stipulations. The only limits on 
unrestricted net assets are broad limits resulting from the nature of the organization and the purposes specified in its articles of incorporation (or 
comparable document for an unincorporated association) or bylaws and perhaps limits resulting from contractual agreements>for example, loan 
covenants>entered into by the organization in the course of its operations. 
 
Donor-Imposed Restrictions 
 
95. The three classes of net assets reflect differences in, or absence of, donor-imposed restrictions on a not-for-profit organization's use of its assets. Thus, 
restriction and restricted in this Statement refer to limits placed on a not-for-profit organization's use of assets by donors' stipulations that are more specific 
than broad limits resulting from the nature of the organization and the purposes specified in its articles of incorporation (or comparable document for an 
unincorporated association) or bylaws. Restrictions generally do not create liabilities (paragraphs 56-58), but they do restrain the organization from using 
part of its resources for purposes other than those specified, for example, to settle liabilities, purchase goods, or provide services not within the scope of 
the restrictions. 
 
96. Donors need not explicitly limit uses of contributed assets for a not-for-profit organization to classify the increase in net assets as restricted if 
circumstances surrounding those receipts make clear the donor's implicit stipulation of restricted use. For example, use of contributed assets is restricted 
despite absence of a donor's explicit stipulation about use if the assets are received in a fund-raising drive declared to be for a specific purpose, such as 
to add to the organization's endowment, to acquire a particular property, or to obtain resources for next year's operations. 
 
97. Only donors' explicit, or clearly evident implicit, stipulations that limit a not-for-profit organization's use of its assets can result in permanently or 
temporarily restricted net assets (as this Statement uses those terms). Decisions, resolutions, appropriations, or the like by the directors, trustees, or 
managers of a not-for-profit organization may impose seemingly similar limits on the use of net assets that were not stipulated by donors. However, unless 
limits are imposed by donors' stipulations that place them beyond the organization's discretion to change, they differ substantively from donor-imposed 
limits that result in restricted net assets. For example, a voluntary resolution by the trustees of an organization to earmark a portion of its unrestricted net 
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CON 6 
assets to function as an endowment is a revocable internal designation that does not give rise to restricted net assets. Only in the relatively few instances in 
which self-imposed limits become legally irrevocable are they substantively equivalent to donor-imposed restrictions and the cause of restricted net assets. 
 
Temporary and Permanent Restrictions 
 
98. Contributions (or other enhancements) of assets with donor-imposed limits on their use increase assets and net assets of a not-for-profit organization in 
the period in which it receives them, but they do not increase unrestricted net assets, nor are they generally available for payment to creditors, as long as 
the restriction remains. Donor-imposed restrictions on use of assets may be either temporary or permanent. 

99. Some donors stipulate that their contributions be used in a later period or after a specified date rather than be expended immediately; those are often 
called time restrictions. Other donors stipulate that their contributions be used for a specified purpose, such as sponsoring a particular program or service, 
acquiring a particular building, or settling a particular liability; those are often called purpose restrictions. Time and purpose restrictions have in common 
that they can be satisfied, either by passage of time or by actions of the organization, and that the contributed assets can be expended. Those restrictions 
are temporary. Once the stipulation is satisfied, the restriction is gone. 
 
100. Still other donors stipulate that resources be maintained permanently>not used up, expended, or otherwise exhausted>but permit the organization to 
use up or expend the income (or other economic benefits) derived from the donated assets. That type of restricted gift is often called an endowment. The 
restriction lasts in effect forever. It cannot be removed by actions of the organization or passage of time. The donations do not increase the organization's 
unrestricted net assets in any period, and the donated assets are not available for payment to creditors. 
 
Restrictions Affect Net Assets Rather Than Particular Assets 
 
101. Restrictions impose responsibilities on management to ensure that the organization uses donated resources in the manner stipulated by resource 
providers. Sometimes donor-imposed 
restrictions limit an organization's ability to sell or exchange the particular asset received. For example, a donor may give a painting to a museum 
stipulating that it must be publicly displayed, properly maintained, and never sold. 
 
102. More commonly, donors' stipulations permit the organization to pool the donated assets with other assets and to sell or exchange the donated assets 
for other suitable assets as long as the economic benefits of the donated assets are not consumed or used for a purpose that does not comply with the 
stipulation. For example, a donor may contribute 100 shares of Security A to an organization's endowment, thereby requiring that the amount of the gift be 
retained permanently but not requiring that the specific shares be held indefinitely. Thus, permanently restricted net assets and temporarily restricted net 
assets generally refer to amounts of net assets that are restricted by donor-imposed limits, not to specific assets. 
 
Maintenance of Net Assets 
 
103. Although not-for-profit organizations do not have ownership interests or profit in the same sense as business enterprises, they nonetheless need a 
concept of capital maintenance or its equivalent to reflect "the relation between inflows and outflows of resources during a period." The activities of an 
organization during a period may draw upon resources received in past periods or may add resources that can be used in future periods. 
 
104. Unless a not-for-profit organization maintains its net assets, its ability to continue to provide services dwindles; either future resource providers must 
make up the deficiency or services to future beneficiaries will decline. For example, use of an asset such as a building to provide goods or services to 
beneficiaries consumes part of the future economic benefits or service potential constituting the asset, and that decrease in future economic benefits is one 
of the costs (expenses) of using the asset for that purpose. The organization's net assets decrease as it uses up an asset unless its revenues and gains at 
least equal its expenses and losses, including the cost of consuming part of the asset during the period (depreciation). Even if that organization plans to 
replace the asset through future contributions from donors, and probably will be able to do so, it has not maintained its net assets during the current period. 
 

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



CON 6 
105. Maintenance of net assets in not-for-profit organizations, as in business enterprises (paragraph 72), is based on the maintenance of financial capital>
that is, a not-for-profit organization's capital has been maintained if the financial (money) amount of its net assets at the end of a period equals or exceeds 
the financial amount of its net assets at the beginning of the period. 
 
106. Since donor-imposed restrictions affect the types and levels of service a not-for-profit organization can provide, whether an organization has 
maintained certain classes of net assets may be more significant than whether it has maintained net assets in the aggregate. For example, if net assets 
were maintained in a period only because permanently restricted endowment contributions made up for a decline in unrestricted net assets, information 
focusing on the aggregate change might obscure the fact that the organization had not maintained the part of its net assets that is fully available to support 
services in the next period. 
 
Transactions and Events That Change Net Assets of Not-for-Profit Organizations 
 
107. The following diagram shows the sources of changes in the amount of or the restrictions on a not-for-profit organization's net assets and distinguishes 
them from each other and from other transactions, events, and circumstances affecting the organization during a period. While similar in many respects to 
the diagram in paragraph 64 for business enterprises, it reflects the different characteristics and financial reporting objectives of not-for-profit organizations. 
The importance to those organizations of donor-imposed restrictions on use of some assets focuses financial reporting information on changes in 
restrictions on net assets as well as on changes in the amount of net assets. 
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108. The full width of the diagram, represented by the two-pointed arrow labeled "All transactions and other events and circumstances that affect a not-for-
profit organization during a period," encompasses all potentially recordable events and circumstances affecting a not-for-profit organization. [This diagram 
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has been deleted in the electronic version of Original Pronouncements. If there is a need to reference this diagram, please refer to the printed version of 
Original Pronouncements.] Moving down the diagram, the next level is divided into three mutually exclusive classes that are the same as those of business 
enterprises (classes A, B, and C). Continuing down the diagram, however, classes B and C are divided differently from classes B and C in the business-
enterprise diagram because not-for-profit organizations have no owners or transactions with owners in the same sense as business enterprises and 
because restrictions on net assets and changes in the restrictions are significant in not-for-profit organizations. (Size of classes does not indicate their 
relative volume or significance.) 
 
A.  All changes in assets and liabilities not accompanied by changes in net assets. This class comprises four kinds of exchange transactions that are 

common in most entities; paragraph 65 includes examples. (Exchanges that affect the amount of net assets belong in class B rather than A.) 
1.  Exchanges of assets for assets 
2.  Exchanges of liabilities for liabilities 
3.  Acquisitions of assets by incurring liabilities 
4.  Settlements of liabilities by transferring assets 

 
B.  All changes in assets or liabilities accompanied by changes in the amount of net assets. This class comprises four kinds of items that also exist for 

business enterprises: 
1.  Revenues 
2.  Gains 
3.  Expenses 
4.  Losses 

 
C.  All changes within net assets that do not affect assets or liabilities. 

1.  Reclassifications between classes of net assets from changes in donor-imposed restrictions, for example, temporarily restricted net assets 
become unrestricted net assets when a donor-imposed time stipulation expires. This class comprises events that increase one class of net 
assets while decreasing another but do not change the amount of net assets. 

2.  Changes within a class of net assets, for example, an internal designation by trustees to establish a working capital reserve from a portion of the 
entity's unrestricted net assets. 

 
109. The shaded arrow that is divided horizontally into three classes>change in permanently restricted net assets, change in temporarily restricted net 
assets, and change in unrestricted net assets>encompasses all transactions and other events and circumstances that change either the amount of net 
assets or the donor-imposed restrictions on net assets. It thus encompasses the transactions and other events and circumstances that comprise class B 
(revenues, expenses, gains, losses), and class C1 (reclassifications), combined. 
 
110. In other words, the third and fourth levels of the diagram show in two different ways the same set of transactions and other events and circumstances 
affecting net assets of a not-for-profit organization and the composition of its three classes during a period. The third level emphasizes sources of changes 
in net assets>transactions or other events that result in revenues, expenses, gains, or losses or in reclassifications within net assets. The fourth level 
emphasizes the effects of those events on each of the three classes of net assets>permanently restricted net assets, temporarily restricted net assets, and 
unrestricted net assets. The components of class B>revenues, expenses, gains, and losses>are discussed collectively in paragraphs 111-113; 
reclassifications (class C1) are defined and discussed in paragraphs 114-116; and changes in classes of net assets (the fourth level) are defined and 
discussed in paragraphs 117-133. 
 
Revenues, Expenses, Gains, and Losses 
 
111. Revenues, expenses, gains, and losses are defined and discussed in paragraphs 78-89. Collectively, they include all transactions and other events 
and circumstances that change the amount of net assets of a not-for-profit organization. All resource inflows and other enhancements of assets of a not-for-
profit organization or settlements of its liabilities that increase net assets are either revenues or gains and have characteristics similar to the revenues or 
gains of a business enterprise. Likewise, all resource outflows or other using up of assets or incurrences of liabilities that decrease net assets are either 
expenses or losses and have characteristics similar to expenses or losses of business enterprises. 
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112. Net assets of a not-for-profit organization changes as a result of (a) exchange transactions, (b) contributions and other nonreciprocal transfers from or 
to and other entities, (c) the organization's service-providing efforts, and (d) price changes, casualties, and other effects of interactions between the 
organization and the economic, legal, social, political, and physical environment of which it is a part. 
 
113. A not-for-profit organization's service-providing efforts, most of its fund-raising activities, and most of its exchange transactions with other entities are 
generally ongoing major activities that constitute the organization's central operations by which it attempts to fulfill its basic function of providing goods or 
services to its constituency and thus are the sources of its revenues and expenses. Its gains and losses result from activities that are peripheral or 
incidental to its central operations and from interactions with its environment, which give rise to price changes, casualties, and other effects that may be 
partly or wholly beyond the control of individual organizations and their managements. Items that are revenues (or expenses) for one kind of organization 
may be gains (or losses) for another. For example, donors' contributions are revenues to many not-for-profit organizations but are gains to others that do 
not actively seek them and receive them only occasionally. Similarly, contributions such as those for endowments are usually gains because they occur 
only occasionally for most not-for-profit organizations. 
 
Reclassifications 
 
114. Reclassifications between classes of net assets result from donor-imposed stipulations, their expiration by passage of time, or their fulfillment and 
removal by actions of the organization pursuant to those stipulations. Reclassifications simultaneously increase one class and decrease another class of 
net assets; they do not involve inflows, outflows, or other changes in assets or liabilities. 
 
115. Reclassifications include events that remove or impose restrictions on an organization's use of its existing 
resources. Restrictions are removed from temporarily restricted net assets when stipulated conditions expire or 
are fulfilled by the organization. Time-restricted net assets generally become unrestricted when the stipulated 
time arrives; for example, net assets that are restricted by contribution of assets during 1985 for use in 1986 
become unrestricted on January 1, 1986. Purpose-restricted net assets generally become unrestricted when the 
organization undertakes activities pursuant to the specified purpose, perhaps over several periods, depending on 
the nature of donors' stipulations. The resulting reclassifications increase unrestricted net assets, often at the same 
time that the activities that remove the restrictions result in expenses that decrease unrestricted net assets 
(paragraphs 151 and 152). Temporarily restricted net assets may become unrestricted when an organization 
incurs liabilities to vendors or employees as it undertakes the activities required by donor stipulations, rather than 
at the time those liabilities are paid. Restrictions occasionally may be withdrawn by the donor or removed by 
judicial action. 
 
116. A donor's gift may impose restrictions on otherwise unrestricted net assets. For example, some donors provide endowment gifts on the condition that 
the organization agree to "match" them by permanently restricting a stated amount of its unrestricted net assets. "Matching agreements" that are not 
reversible without donors' consent result in a reclassification of unrestricted net assets to permanently restricted net assets or to temporarily restricted net 
assets. 
 
Changes in Classes of Net Assets of Not-for-Profit Organizations 
 
117. Those who provide, or may provide, resources to a not-for-profit organization usually need information not only about sources of changes in its net 
assets>about transactions and other events that result in revenues, expenses, gains, and losses>but also about their effects, and the effects of events 
that change donor-imposed restrictions, on classes of net assets. Effects on classes of net assets often may be more significant to them than sources of 
changes because donor-imposed restrictions may significantly affect the types and levels of services that a not-for-profit organization can provide. 
 
118. Events that result in reclassifications within net assets and revenues, expenses, gains, and losses together encompass the transactions and other 
events and circumstances that comprise change in permanently restricted net assets, change in temporarily restricted net assets, and change in 
unrestricted net assets (paragraphs 108-110). 

Change in Permanently Restricted Net Assets 
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119. Change in permanently restricted net assets of a not-for-profit organization during a period is the total of (a) contributions and other inflows during the period 
of assets whose use by the organization is limited by donor-imposed stipulations that neither expire by passage of time nor can be fulfilled or otherwise removed 
by actions of the organization, (b) other asset enhancements and diminishments during the period that are subject to the same kinds of stipulations, and (c) 
reclassifications from (or to) other classes of net assets during the period as a consequence of donor-imposed stipulations. 
 
Characteristics of Change in Permanently Restricted Net Assets 
 
120. Most increases in permanently restricted net assets of a not-for-profit organization are from its accepting contributions of assets that donors stipulate must be 
maintained in perpetuity. Receipt of a contribution increases permanently restricted net assets if the donor stipulates that the resources received must be 
maintained permanently and those resources are capable of providing future economic benefit indefinitely. Only assets that are not by their nature used up in 
carrying out the organization's activities are capable of providing economic benefits indefinitely. Gifts of cash, securities, or nonexhaustible property, such as land 
and art objects, to be added to an organization's endowment or collections are common examples of those types of assets. 
 
121. Donors' permanent restrictions on the use of contributed assets may also extend to enhancements of those assets 
or to inflows that result from them. For example, increases in the value of endowment investments that by donor 
stipulation or law become part of endowment principal also increase permanently restricted net assets. Events that 
diminish permanently restricted net assets may also occur. Examples include destruction of or damage to a 
permanently restricted work of art by fire, flood, or vandalism; decline in value of endowment investments that by 
donor stipulation or law reduces endowment principal; or external mandate (by judicial or similar authority) to transfer 
endowment securities to another organization. 
 
122. Reclassifications also may increase the amount of permanently restricted net assets or occasionally decrease it (paragraphs 114-116). 
 
Change in Temporarily Restricted Net Assets 
 
123. Change in temporarily restricted net assets of a not-for-profit organization during a period is the total of (a) contributions and other inflows during the period of 
assets whose use by the organization is limited by donor-imposed stipulations that either expire by passage of time or can be fulfilled and removed by actions of 
the organization pursuant to those stipulations, (b) other asset enhancements and diminishments during the period subject to the same kinds of stipulations, and 
(c) reclassifications to (or from) other classes of net assets during the period as a consequence of donor-imposed stipulations, their expiration by passage of time, 
or their fulfillment and removal by actions of the organization pursuant to those stipulations. 
 
Characteristics of Change in Temporarily Restricted Net Assets 
 
124. Most increases in temporarily restricted net assets of a not-for-profit organization are from its accepting contributions of assets that donors limit to use after a 
specified future time>for example, to be used for next year's operations or to be invested for 10 years before becoming available for operations>or for a specified 
purpose>for example, sponsoring a particular program activity or acquiring a particular building or piece of equipment. Temporary restrictions pertain to 
contributions with donor stipulations that expire or can be fulfilled and removed by using assets as specified. And, in contrast to permanent restrictions, which 
pertain to assets that can provide economic benefits indefinitely and must be maintained in perpetuity by the receiving organization, temporary restrictions pertain 
to assets that by their nature are spent or used up in carrying out the receiving organization's activities or, if capable of providing economic benefits indefinitely, 
need not be retained after a stipulated time. 
 
125. Donors' restrictions on the use of contributed assets may also extend to enhancements of those assets or to inflows that result from them. For example, if a 
donor stipulates that interest income derived from investment of contributed assets is limited to use after a specified date or for a specified operating purpose, the 
interest income is a restricted inflow that increases temporarily restricted net assets. Events that diminish temporarily restricted net assets, other than expirations 
and removals of restrictions (next paragraph), may also occur and are much like those that affect permanently restricted net assets (paragraph 121). 
 
126. Reclassifications are the most common source of decreases in temporarily restricted net assets. Events resulting in the expiration or removal of temporary 
restrictions result in reclassifications from temporarily restricted net assets to unrestricted net assets. 
 
Change in Unrestricted Net Assets 
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127. Change in unrestricted net assets of a not-for-profit organization during a period is the total change in net assets during the period less change in 
permanently restricted net assets and change in temporarily restricted net assets for the period. It is the change during the period in the part of net assets of a not-
for-profit organization that is not limited by donor-imposed stipulations. 
 
Characteristics of Change in Unrestricted Net Assets 
 
128. Changes in unrestricted net assets include (a) revenues and gains that change unrestricted net assets, (b) expenses and losses that change unrestricted net 
assets, and (c) reclassifications from (or to) other classes of net assets as a consequence of donor-imposed stipulations, their expiration by passage of time, or 
their fulfillment and removal by actions of the organization pursuant to those stipulations. 
 
129. Revenues and gains that increase unrestricted net assets of a not-for-profit organization have characteristics similar to those of revenues and gains of 
business enterprises. Those revenues and gains and the transactions that give rise to them are in many forms and are called by various names>for example, fees 
for services, membership dues, unrestricted gifts, or bequests, interest income, and gains on sales of marketable securities. 
 
130. Expenses and losses that decrease unrestricted net assets of a not-for-profit organization have characteristics similar to those of expenses and losses of 
business enterprises. Except for diminishments of donor-restricted contributed assets that decrease either permanently restricted or temporarily restricted net 
assets, all types of transactions, other events, and circumstances that decrease net assets of an organization are expenses or losses that decrease unrestricted 
net assets (paragraphs 121 and 125). Those expenses and losses and the transactions that give rise to them are in many forms and are called by various names>
for example, cost of services provided, cost of goods sold, salaries and wages, rent, supplies, interest expense, depreciation, flood damage, and gifts to other 
entities. 

131. Reclassifications, although not changing the amount of net assets, may change the amount of unrestricted net assets. Reclassifications more commonly 
increase rather than decrease unrestricted net assets. Events resulting in the expiration or removal of temporary restrictions result in reclassifications from 
temporarily restricted net assets that increase unrestricted net assets. 
 
132. A not-for-profit organization's activities that fulfill stipulated conditions and result in removing donor-imposed 
purpose restrictions on use of donated assets also commonly result in expenses that decrease unrestricted net assets. 
Activities undertaken pursuant to a specified purpose remove the related restriction, often as the organization pays cash 
or incurs liabilities to vendors or employees to carry out a stipulated activity (paragraph 115). Those transactions result 
in expenses either when cash is paid or liabilities are incurred or as the organization uses up assets acquired in the 
transactions. 
 
133. Information about whether a not-for-profit organization has maintained particular classes of net assets may be more significant than whether it has maintained 
net assets in the aggregate (paragraph 106). Change in unrestricted net assets for a period indicates whether an organization has maintained the part of its net 
assets that is fully available>that is, free of donor-imposed restrictions>to support the organization's services to beneficiaries in the next period. The combined 
change in unrestricted net assets and change in temporarily restricted net assets for a period indicates whether an organization has maintained the part of its net 
assets that is now or can someday be available>that is, free of permanent restrictions>to support its services to beneficiaries in future periods. 
 

ACCRUAL ACCOUNTING AND RELATED CONCEPTS 
 
134. Items that qualify under the definitions of elements of financial statements and that meet criteria for recognition and measurement (paragraph 23) are 
accounted for and included in financial statements by the use of accrual accounting procedures. Accrual accounting and related concepts are therefore 
significant not only for defining elements of financial statements but also for understanding and considering other aspects of the conceptual framework for financial 
accounting and reporting. Paragraphs 135-152 define or describe several significant financial accounting and reporting concepts that are used in this Statement 
and other concepts Statements. 
Transactions, Events, and Circumstances 
 
135. This Statement commonly uses transactions and other events and circumstances affecting an entity to describe the sources or causes of changes in assets, 
liabilities, and equity or net assets. An event is a happening of consequence to an entity. It may be an internal event that occurs within an entity, such as using raw 

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



CON 6 
materials or equipment in production, or it may be an external event that involves interaction between an entity and its environment, such as a transaction with 
another entity, a change in price of a good or service that an entity buys or sells, a flood or earthquake, or an improvement in technology by a competitor. Many 
events are combinations. For example, acquiring services of employees or others involves exchange transactions, which are external events; using those services, 
often simultaneously with their acquisition, is part of production, which involves a series of internal events (paragraph 79, footnote 40). An event may be initiated by 
an entity, such as a purchase of merchandise or use of a building, or it may be partly or wholly beyond the control of an entity and its management, such as an 
interest rate change, an act of vandalism or theft, the imposition of taxes, or the expiration of a donor-imposed time restriction. 
 
136. Circumstances are a condition or set of conditions that develop from an event or a series of events, which may occur almost imperceptibly and may converge 
in random or unexpected ways to create situations that might otherwise not have occurred and might not have been anticipated. To see the circumstance may be 
fairly easy, but to discern specifically when the event or events that caused it occurred may be difficult or impossible. For example, a debtor's going bankrupt or a 
thief's stealing gasoline may be an event, but a creditor's facing the situation that its debtor is bankrupt or a warehouse's facing the fact that its tank is empty may 
be a circumstance. 
 
137. A transaction is a particular kind of external event, namely, an external event involving transfer of something of value (future economic benefit) between two 
(or more) entities. The transaction may be an exchange in which each participant both receives and sacrifices value, such as purchases or sales of goods or 
services; or the transaction may be a nonreciprocal transfer in which an entity incurs a liability or transfers an asset to another entity (or receives an asset or 
cancellation of a liability) without directly receiving (or giving) value in exchange. Nonreciprocal transfers contrast with exchanges (which are reciprocal transfers) 
and include, for example, investments by owners, distributions to owners, impositions of taxes, gifts, charitable or educational contributions given or received, and 
thefts. 
 
138. This Statement does not use the term internal transaction (which is essentially contradictory). Transferring materials to production processes, using plant and 
equipment whose wear and tear is represented by depreciation, and other events that happen within an entity are internal events, not internal transactions. 
 
Accrual Accounting 
 
139. Accrual accounting attempts to record the financial effects on an entity of transactions and other events and circumstances that have cash consequences for 
the entity in the periods in which those transactions, events, and circumstances occur rather than only in the periods in which cash is received or paid by the 
entity. Accrual accounting is concerned with an entity's acquiring of goods and services and using them to produce and distribute other goods or services. It is 
concerned with the process by which cash expended on resources and activities is returned as more (or perhaps less) cash to the entity, not just with the 
beginning and end of that process. It recognizes that the buying, producing, selling, distributing, and other operations of an entity during a period, as well as other 
events that affect entity performance, often do not coincide with the cash receipts and payments of the period (FASB Concepts Statement No. 1, Objectives of 
Financial Reporting by Business Enterprises, paragraph 44, and FASB Concepts Statement No. 4, Objectives of Financial Reporting by Nonbusiness 
Organizations, paragraph 50). 
 
140. Thus, accrual accounting is based not only on cash transactions but also on credit transactions, barter exchanges, nonreciprocal transfers of goods or 
services, changes in prices, changes in form of assets or liabilities, and other transactions, events, and circumstances that have cash consequences for an entity 
but involve no concurrent cash movement. By accounting for noncash assets, liabilities, revenues, expenses, gains, and losses, accrual accounting links an 
entity's operations and other transactions, events, and circumstances that affect it with its cash receipts and outlays. Accrual accounting thus provides information 
about an entity's assets and liabilities and changes in them that cannot be obtained by accounting for only cash receipts and outlays. 
 
Accrual and Deferral (Including Allocation and Amortization) 
 
141. Accrual accounting attempts to recognize noncash events and circumstances as they occur and involves not only accruals but also deferrals, including 
allocations and amortizations. Accrual is concerned with expected future cash receipts and payments: it is the accounting process of recognizing assets or 
liabilities and the related liabilities, assets, revenues, expenses, gains, or losses for amounts expected to be received or paid, usually in cash, in the future. 
Deferral is concerned with past cash receipts and payments>with prepayments received (often described as collected in advance) or paid: it is the accounting 
process of recognizing a liability resulting from a current cash receipt (or the equivalent) or an asset resulting from a current cash payment (or the equivalent) with 
deferred recognition of revenues, expenses, gains, or losses. Their recognition is deferred until the obligation underlying the liability is partly or wholly satisfied or 
until the future economic benefit underlying the asset is partly or wholly used or lost. Common examples of accruals include purchases and sales of goods or 
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CON 6 
services on account, interest, rent (not yet paid), wages and salaries, taxes, and decreases and increases in marketable securities accounted for at lower of cost 
and market. Common examples of deferrals include prepaid insurance and unearned subscriptions. 

142. Allocation is the accounting process of assigning or distributing an amount according to a plan or a formula. It is broader than and includes amortization, 
which is the accounting process of reducing an amount by periodic payments or write-downs. Specifically, amortization is the process of reducing a liability 
recorded as a result of a cash receipt by recognizing revenues or reducing an asset recorded as a result of a cash payment by recognizing expenses or costs of 
production. That is, amortization is an allocation process for accounting for prepayments and deferrals. Common examples of allocations include assigning 
manufacturing costs to production departments or cost centers and thence to units of product to determine "product cost," apportioning the cost of a "basket 
purchase" to the individual assets acquired on the basis of their relative market values, and spreading the cost of an insurance policy or a building to two or more 
accounting periods. Common examples of amortizations include recognizing expenses for depreciation, depletion, and insurance and recognizing earned 
subscription revenues. 
 
Realization and Recognition 
 
143. Realization in the most precise sense means the process of converting noncash resources and rights into money and is most precisely used in accounting 
and financial reporting to refer to sales of assets for cash or claims to cash. The related terms realized and unrealized therefore identify revenues or gains or 
losses on assets sold and unsold, respectively. Those are the meanings of realization and related terms in the Board's conceptual framework. Recognition is the 
process of formally recording or incorporating an item in the financial statements of an entity. Thus, an asset, liability, revenue, expense, gain, or loss may be 
recognized (recorded) or unrecognized (unrecorded). Realization and recognition are not used as synonyms, as they sometimes are in accounting and financial 
literature. 

Recognition, Matching, and Allocation 
 
144. Accrual accounting recognizes numerous noncash assets, liabilities, and transactions and other events that affect them (paragraphs 139-141). Thus, a major 
difference between accrual accounting and accounting based on cash receipts and outlays is timing of recognition of revenues, expenses, gains, and losses. 
Investments by an entity in goods and services for its operations or other activities commonly do not all occur in the same period as revenues or other proceeds 
from selling the resulting products or providing the resulting services. Several periods may elapse between the time cash is invested in raw materials or plant, for 
example, and the time cash is returned by collecting the sales price of products from customers. A report showing cash receipts and cash outlays of an enterprise 
for a short period cannot indicate how much of the cash received is return of investment and how much is return on investment and thus cannot indicate whether 
or to what extent an enterprise is successful or unsuccessful. Similarly, goods or services that a not-for-profit organization provides gratis to beneficiaries 
commonly result from using goods or services acquired with cash received and spent in earlier periods. A report showing cash receipts and outlays of the 
organization for a short period cannot tell much about the relation of goods or services provided to the resources used to provide them and thus cannot indicate 
whether or to what extent an organization is successful or unsuccessful in carrying out its service objectives. Cash receipts in a particular period may largely 
reflect the effects of activities of a business enterprise or a not-for-profit organization in earlier periods, while many of the cash outlays may relate to its activities 
and efforts expected in future periods. 
 
145. Accrual accounting uses accrual, deferral, and allocation procedures whose goal is to relate revenues, expenses, gains, and losses to periods to reflect an 
entity's performance during a period instead of merely listing its cash receipts and outlays. Thus, recognition of revenues, expenses, gains, and losses and the 
related increments or decrements in assets and liabilities>including matching of costs and revenues, allocation, and amortization>is the essence of using 
accrual accounting to measure performance of entities. The goal of accrual accounting is to account in the periods in which they occur for the effects on an entity 
of transactions and other events and circumstances, to the extent that those financial effects are recognizable and measurable. 
 
146. Matching of costs and revenues is simultaneous or combined recognition of the revenues and expenses that result directly and jointly from the same 
transactions or other events. In most entities, some transactions or events result simultaneously in both a revenue and one or more expenses. The revenue and 
expense(s) are directly related to each other and require recognition at the same time. In present practice, for example, a sale of product or merchandise involves 
both revenue (sales revenue) for receipt of cash or a receivable and expense (cost of goods sold) for sacrifice of the product or merchandise sold to customers. 
Other examples of expenses that may result from the same transaction and be directly related to sales revenues are transportation to customers, sales 
commissions, and perhaps certain other selling costs. 
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CON 6 
147. Many expenses, however, are not related directly to particular revenues but can be related to a period on the basis of transactions or events occurring in that 
period or by allocation. Recognition of those expenses is largely independent of recognition of particular revenues, but they are deducted from particular revenues 
by being recognized in the same period. 

148. Some costs that cannot be directly related to particular revenues are incurred to obtain benefits that are exhausted in the period in which the costs are 
incurred. For example, salesmen's monthly salaries and electricity used to light an office building usually fit that description and are usually recognized as 
expenses in the period in which they are incurred. Other costs are also recognized as expenses in the period in which they are incurred because the period to 
which they otherwise relate is indeterminable or not worth the effort to determine. 
 
149. However, many assets yield their benefits to an entity over several periods, for example, prepaid insurance, buildings, and various kinds of equipment. 
Expenses resulting from their use are normally allocated to the periods of their estimated useful lives (the periods over which they are expected to provide benefits) 
by a "systematic and rational" allocation procedure, for example, by recognizing depreciation or other amortization. Although the purpose of expense allocation is 
the same as that of other expense recognition>to reflect the using up of assets as a result of transactions or other events or circumstances affecting an entity>
allocation is applied if causal relations are generally, but not specifically, identified. For example, wear and tear from use is known to be a major cause of the 
expense called depreciation, but the amount of depreciation caused by wear and tear in a period normally cannot be measured. Those expenses are not related 
directly to either specific revenues or particular periods. Usually no traceable relationship exists, and they are recognized by allocating costs to periods in which 
assets are expected to be used and are related only indirectly to the revenues that are recognized in the same period. 
 
150. Some revenues and gains result from nonreciprocal transfers to an entity from other entities and thus relate to the 
period in which cash or other assets are received by the entity, or in which its liabilities are reduced. Recognition of 
those nonreciprocal transfers seldom involves allocation or matching procedures. For example, not-for-profit 
organizations commonly receive donations in cash, and timing of cash receipts is normally readily verifiable. 
Similarly, receipts of other assets, including receivables (promises by another entity to pay cash or transfer other 
assets), or of reductions or remissions of liabilities are also usually readily identifiable with the periods in which they 
occur, and there is nothing to allocate to other periods. 
 
151. Nonreciprocal transfers to an entity rarely result directly and jointly from the same transactions as expenses. Most contributions and expenses are much more 
closely related to time periods than to each other. For example, the receipt by a not-for-profit organization of contributed assets that involve donor stipulations 
restricting their use to particular types of services may be a cause of the expenses incurred in providing those services; however, the receipt of contributed 
assets>revenues or gains>and the subsequent incurring of liabilities or reduction of assets in providing services>expenses>are separate events recognized in 
the periods in which they occur. 
 
152. Removal of restrictions on temporarily restricted net assets of a not-for-profit organization is an event that often occurs at the same time as the incurring of 
particular expenses. The discussion of donor-imposed restrictions in this Statement contemplates that removals of restrictions on net assets>reclassifications>
may be shown in financial statements in the same period(s) as the activities that remove the restrictions. 
 

This Statement was adopted by the unanimous vote of the seven members of the Financial Accounting Standards Board: 
 

Donald J. Kirk, Chairman  Raymond C. Lauver  Robert T. Sprouse 
Frank E. Block   David Mosso   Arthur R. Wyatt 
Victor H. Brown 
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CON 7 
 

CON 7 HIGHLIGHTS 
 

[Best understood in context of full Statement] 
 
• Most accounting measurements use an observable marketplace-determined amount, like cash received or paid, current cost, or current market value. 

However, accountants quite often must use estimated future cash flows as a basis for measuring an asset or a liability. This Statement provides a 
framework for using future cash flows as the basis for accounting measurements at initial recognition or fresh-start measurements and for the interest 
method of amortization. It provides general principles that govern the use of present value, especially when the amount of future cash flows, their 
timing, or both are uncertain. It also provides a common understanding of the objective of present value in accounting measurements. 

 
• The Board decided to limit this Statement to measurement issues and not to address recognition questions. The Board also decided that this 

Statement will not specify when fresh-start measurements are appropriate. The Board expects to decide whether a particular situation requires a 
fresh-start measurement or some other accounting response on a project-by-project basis. 

 
• The objective of using present value in an accounting measurement is to capture, to the extent possible, the economic difference between sets of 

estimated future cash flows. Without present value, a $1,000 cash flow due tomorrow and a $1,000 cash flow due in 10 years appear the same. 
Because present value distinguishes between cash flows that might otherwise appear similar, a measurement based on the present value of 
estimated future cash flows provides more relevant information than a measurement based on the undiscounted sum of those cash flows. 

 
• To provide relevant information in financial reporting, present value must represent some observable measurement attribute of assets or liabilities. In 

the absence of observed transaction prices, accounting measurements at initial recognition and fresh-start measurements should attempt to capture 
the elements that taken together would comprise a market price if one existed, that is, fair value. While the expectations of an entityBs management are 
often useful and informative, the marketplace is the final arbiter of asset and liability values. Moreover, the entity must pay the marketBs price when it 
acquires an asset or settles a liability in a current transaction, regardless of its intentions or expectations. Nevertheless, for some assets and liabilities, 
managementBs estimates may be the only available information. In such cases, the objective is to estimate the price likely to exist in the marketplace, 
if there were a marketplace. 

 
• An accounting measurement that uses present value should reflect the uncertainties inherent in the estimated cash flows; otherwise, items with 

different risks may appear similar. This Statement describes the effect of uncertainties about the amount and timing of estimated future cash flows on 
the measurement of an asset or a liability. 
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CON 7 
• Accounting applications of present value have typically used a single set of estimated cash flows and a single interest rate. This Statement introduces 

the expected cash flow approach, which differs from the traditional approach by focusing on explicit assumptions about the range of possible 
estimated cash flows and their respective probabilities. In contrast, the traditional approach treats those uncertainties implicitly in the selection of an 
interest rate. By incorporating a range of possible outcomes, the expected cash flow approach accommodates the use of present value techniques 
when the timing of cash flows is uncertain. 

 
• The measurement of liabilities involves different problems from the measurement of assets; however, the underlying objective is the same. This 

Statement describes techniques for estimating the fair value of liabilities. 
 
• This Statement also examines the role of the entityBs credit standing in measurements of its liabilities at initial recognition and fresh-start 

measurements. It explains the BoardBs conclusion that the most relevant measurement of an entityBs liabilities should always reflect the credit standing 
of the entity. 

 
• This Statement describes the factors that, if present, typically suggest that an interest method of allocation should be considered. It also describes the 

factors that must be considered in implementing that amortization method. 
• While this Statement does not address the circumstances that would prompt a fresh-start measurement, it does address the accounting for a change 

in the estimated amount or timing of future cash flows. If the timing or amount of estimated cash flows changes, and the item is not subject to a fresh-
start measure, the interest method of allocation should be altered by a catch-up approach that adjusts the carrying amount to the present value of the 
revised estimated future cash flows, discounted at the original effective interest rate. 

 

Statements of Financial Accounting Concepts 
 

This Statement of Financial Accounting Concepts is one of a series of publications in the Board's conceptual 
framework for financial accounting and reporting. Statements in the series are intended to set forth objectives and 
fundamentals that will be the basis for development of financial accounting and reporting standards. The 
objectives identify the goals and purposes of financial reporting. The fundamentals are the underlying concepts of 
financial accounting—concepts that guide the selection of transactions, events, and circumstances to be 
accounted for; their recognition and measurement; and the means of summarizing and communicating them to 
interested parties. Concepts of that type are fundamental in the sense that other concepts flow from them and 
repeated reference to them will be necessary in establishing, interpreting, and applying accounting and reporting 
standards. 

The conceptual framework is a coherent system of interrelated objectives and fundamentals that is expected to lead to consistent standards and that 
prescribes the nature, function, and limits of financial accounting and reporting. It is expected to serve the public interest by providing structure and 
direction to financial accounting and reporting to facilitate the provision of evenhanded financial and related information that helps promote the efficient 
allocation of scarce resources in the economy and society, including assisting capital and other markets to function efficiently. 

Establishment of objectives and identification of fundamental concepts will not directly solve financial accounting and reporting problems. Rather, 
objectives give direction, and concepts are tools for solving problems. 

The Board itself is likely to be the most direct beneficiary of the guidance provided by the Statements in this series. They will guide the Board in 
developing accounting and reporting standards by providing the Board with a common foundation and basic reasoning on which to consider merits of 
alternatives. 

However, knowledge of the objectives and concepts the Board will use in developing standards also should enable those who are affected by or 
interested in financial accounting standards to understand better the purposes, content, and characteristics of information provided by financial accounting 
and reporting. That knowledge is expected to enhance the usefulness of, and confidence in, financial accounting and reporting. The concepts also may 
provide some guidance in analyzing new or emerging problems of financial accounting and reporting in the absence of applicable authoritative 
pronouncements. 

Statements of Financial Accounting Concepts do not establish standards prescribing accounting procedures or disclosure practices for particular 
items or events, which are issued by the Board as Statements of Financial Accounting Standards. Rather, Statements in this series describe concepts and 
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CON 7 
relations that will underlie future financial accounting standards and practices and in due course serve as a basis for evaluating existing standards and 
practices. 

The Board recognizes that in certain respects current generally accepted accounting principles may be inconsistent with those that may derive from 
the objectives and concepts set forth in Statements in this series. However, a Statement of Financial Accounting Concepts does not (a) require a change in 
existing generally accepted accounting principles; (b) amend, modify, or interpret Statements of Financial Accounting Standards, Interpretations of the 
FASB, Opinions of the Accounting Principles Board, or Bulletins of the Committee on Accounting Procedure that are in effect; or (c) justify either changing 
existing generally accepted accounting and reporting practices or interpreting the pronouncements listed in item (b) based on personal interpretations of 
the objectives and concepts in the Statements of Financial Accounting Concepts. 

Because a Statement of Financial Accounting Concepts does not establish generally accepted accounting principles or standards for the disclosure 
of financial information outside of financial statements in published financial reports, it is not intended to invoke application of Rule 203 or 204 of the Rules 
of Conduct of the Code of Professional Ethics of the American Institute of Certified Public Accountants (or successor rules or arrangements of similar scope 
and intent). 

Like other pronouncements of the Board, a Statement of Financial Accounting Concepts may be amended, superseded, or withdrawn by appropriate 
action under the Board's Rules of Procedure. 
 
GLOSSARY OF TERMS 
 
Best estimate 

The single most-likely amount in a range of possible estimated amounts; in statistics, the estimated mode. In the past, accounting pronouncements 
have used the term best estimate in a variety of contexts that range in meaning from FunbiasedG to Fmost likely.G This Statement uses best estimate in 
the latter meaning, as distinguished from the expected amounts described below. 

 
Estimated cash flow and expected cash flow 

In the past, accounting pronouncements have used the terms estimated cash flow and expected cash flow interchangeably. In this Statement: 
Estimated cash flow refers to a single amount to be received or paid in the future. Expected cash flow refers to the sum of probability-weighted 
amounts in a range of possible estimated amounts; the estimated mean or average. 

 
Fair value of an asset (or liability) 

The amount at which that asset (or liability) could be bought (or incurred) or sold (or settled) in a current 
transaction between willing parties, that is, other than in a forced or liquidation sale. 

 
Fresh-start measurements 

Measurements in periods following initial recognition that establish a new carrying amount unrelated to previous amounts and accounting 
conventions. Some fresh-start measurements are used every period, as in the reporting of some marketable securities at fair value under FASB 
Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities. In other situations, fresh-start measurements are prompted by 
an exception or Ftrigger,G as in a remeasurement of assets under FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and 
for Long-Lived Assets to Be Disposed Of. 

 
Interest methods of allocation 

Reporting conventions that use present value techniques in the absence of a fresh-start measurement to compute changes in the carrying amount of 
an asset or liability from one period to the next. Like depreciation and amortization conventions, interest methods are grounded in notions of historical 
cost. The term interest methods of allocation refers both to the convention for periodic reporting and to the several approaches to dealing with 
changes in estimated future cash flows. 

 
Present value and expected present value 

The current measure of an estimated future cash inflow or outflow, discounted at an interest rate for the 
number of periods between today and the date of the estimated cash flow. The present value of $X due n 
periods in the future and discounted at an interest rate of i per period is computed using the formula: 

 
X/(1 + i)n 

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



CON 7 
 

Expected present value refers to the sum of probability-weighted present values in a range of estimated cash flows, all discounted using the same 
interest rate convention. 

 

INTRODUCTION 
 
1. Most accounting measurements use an observable marketplace-determined amountJcash or the value of other assets received or paid, current cost, or 
current market value. Observable marketplace amounts are generally more reliable and are more efficiently determined than measurements that must 
employ estimates of future cash flows. When observable amounts are not available, accountants often turn to estimated cash flows to determine the 
carrying amount of an asset or a liability. Those cash flows usually occur in one or more future periods, prompting questions about whether the accounting 
measurement should reflect the present value or the undiscounted sum of those cash flows. The Board and its predecessors have been reluctant to extend 
the use of present value techniques without a framework for their use. For example, in paragraph 6 of APB Opinion No. 10, Omnibus Opinion(1966, the 
Accounting Principles Board observed: 
 

Pending further consideration of this subject and the broader aspects of discounting as it is related to 
financial accounting in general and until the Board reaches a conclusion on this subject, it is the Board's 
opinion that, except for applications existing on the exposure date of this Opinion (September 26, 1966) with 
respect to transactions consummated prior to that date, deferred taxes should not be accounted for on a 
discounted basis. 

 
2. In October 1988, the Board began a project to consider the broader aspects of present value in accounting measurements. Several accounting 
pronouncements that followed Opinion 10 used present value techniques, with considerable variation among those applications. Other pronouncements 
might have used present value techniques but did not. In adding this project to its agenda, the Board sought to better explain when present value is an 
appropriate measurement tool and how that tool should be used. 
 
3. In December 1990, the Board issued a Discussion Memorandum, Present Value-Based Measurements in Accounting. The Discussion Memorandum 
identified three approaches for the project. The Board might: 
 
a.  Decide that no further steps are necessary 
b.  Identify specific areas in which new or amended accounting pronouncements are necessary 
c.  Develop a new FASB Statement of Financial Accounting Concepts. 
 
4. The Board issued 32 Statements of Financial Accounting Standards between December 1990 and December 1999. Of those Statements, 15 addressed 
recognition and measurement issues and 11 addressed the use of present value techniques. In its deliberation of those pronouncements and its work on 
this Statement, the Board became aware that descriptions of measurement attributes in FASB Concepts Statement No. 5, Recognition and Measurement in 
Financial Statements of Business Enterprises, were inadequate in determining when and how to use present value in accounting measurements. 
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5. Paragraph 67 of Concepts Statement 5 describes five measurement attributes used in financial statements: 
 
a.  Historical cost (historical proceeds) 
b.  Current cost 
c.  Current market value 
d.  Net realizable (settlement) value 
e. Present (or discounted) value of future cash flows. 
 
6. The discussion in Concepts Statement 5 of three of those attributes (current cost, current market value, and net realizable value) focuses on 
measurements at initial recognition and fresh-start measurements in subsequent periods. The discussion of the historical cost attribute focuses on 
measurement at initial recognition and subsequent amortization or allocation. The present value measurement attribute described in Concepts Statement 5 
is an amortization method that could be applied after an asset or liability is recognized and measured using historical cost, current cost, or current market 
value. 
 
7. In recent years, the Board has identified fair value as the objective for most measurements at initial recognition and fresh-start measurements in 
subsequent periods. Concepts Statement 5 does not use the term fair value. However, some of the measurement attributes described in Concepts 
Statement 5 may be consistent with fair value. At initial recognition, the cash or equivalent amount paid or received (historical cost or proceeds) is usually 
assumed to approximate fair value, absent evidence to the contrary. Current cost and current market value both fall within the definition of fair value. Net 
realizable value and present value, as described in Concepts Statement 5, are not consistent with fair value. 
 
8. In February 1996, the Board issued an FASB Special Report, The FASB Project on Present Value Based Measurements, an Analysis of Deliberations 
and Techniques. The Special Report analyzed: 
 
a.  Responses to the 1990 Discussion Memorandum and subsequent Board deliberations 
b.  How the Board dealt with present value in other projects 
c.  Techniques for thinking about present value problems that use an expected cash flow approach 
d.  Issues raised by the interest method of allocation. 
 
9. In June 1997, the Board issued an Exposure Draft of a Proposed Statement of Financial Accounting Concepts, Using Cash Flow Information in 
Accounting Measurements. After considering comments received and redeliberating the provisions of that Exposure Draft, the Board changed its 
conclusions about the objective of present value in accounting measurement and the role of an entityBs credit standing in the measurement of its liabilities. 
Those changes were deemed sufficient to warrant reexposure and in March 1999, the Board issued a second Exposure Draft, Using Cash Flow Information 
and Present Value in Accounting Measurements. 
 
10. The BoardBs counterparts in other countries also are examining measurement questions that center on using information about estimated future cash 
flows and present value. In April 1997, the United KingdomBs Accounting Standards Board (UK ASB) published a working paper, Discounting in Financial 
Reporting. A working group representing accounting standard setters from Australia, Canada, New Zealand, the United Kingdom, the International 
Accounting Standards Committee (IASC), and the United States (commonly known as the G4+1) has discussed present value issues on several occasions. 
International Accounting Standard 37, Provisions, Contingent Liabilities and Contingent Assets, makes extensive use of present value techniques. In 1998, 
the IASC added a project on present value to its agenda. However, the Board is not aware of any accounting standard setter that has incorporated the 
objectives and conceptual basis for using present value techniques in financial accounting measurement in its conceptual framework. 
 
11. This Statement provides a framework for using future cash flows as the basis for an accounting measurement. The framework: 
 
a.  Describes the objective of present value in accounting measurements 
b.  Provides general principles governing the use of present value, especially when the amount of future cash flows, their timing, or both are uncertain. 
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SCOPE 
 
12. This Statement addresses measurement issues and does not address recognition questions. Paragraph 6 of Concepts Statement 5 defines recognition 
in the following terms: 
 

Recognition is the process of formally recording or incorporating an item into the financial statements of 
an entity as an asset, liability, revenue, expense, or the like. Recognition includes depiction of an item in both 
words and numbers, with the amount included in the totals of the financial statements. For an asset or 
liability, recognition involves recording not only acquisition or incurrence of the item but also later changes 
in it, including changes that result in removal from the financial statements. [Footnote reference omitted.] 

 
13. While the Board decided that its work on present value should focus on measurement, leaving recognition questions for other projects, it observes that 
recognition and measurement are related to one another. For example, a decision to change the measurement attribute (for example, a change from 
amortized cost to fair value) also raises recognition questions. In some cases, a measurement governs whether or not a change in the carrying amount will 
be recognized and provides the basis for the subsequent carrying amount. Lower-of-cost-or-market rules are one example. However, the convention that 
governs recognition and the measurement attribute need not be the same. For example, FASB Statement No. 121, Accounting for the Impairment of Long-
Lived Assets and for Long-Lived Assets to Be Disposed Of, uses a recognition convention based on undiscounted cash flows. The measurement of 
impairment is based on fair value. 
14. This Statement does not specify when fresh-start measurements are appropriate. Accountants frequently face situations in which a change in an asset 
or liability can be recognized by either a fresh-start measurement or an adjustment to the existing amortization convention. The events and circumstances 
that prompt a fresh-start measurement vary from one situation to the next, and information about estimated future cash flows is sometimes part of the 
remeasurement determination. The Board expects to decide whether a particular situation requires fresh-start measurement or some other accounting 
response on a project-by-project basis. 
 
15. The conclusions reached in this Statement apply only to measurements at initial recognition, fresh-start measurements, and amortization techniques 
based on future cash flows. This Statement does not apply to measurements based on the amount of cash or other assets paid or received or on 
observation of fair values in the marketplace. If such transactions or observations are present, the measurement would be based on them, not on future 
cash flows. 
 
16. Statements of Financial Accounting Concepts are intended to set forth objectives and fundamentals that will be the basis for development of financial 
accounting and reporting standards. It is not surprising that parts of this and other Concepts Statements conflict with some of the specific accounting 
standards issued in the past. Those standards were developed over several decades. Individual standards usually address specific problems and reflect 
the compromises and technological limitations of their time. Appendix B outlines 21 instances in which the Board and its predecessors have used present 
value techniques in measuring assets and liabilities recognized in financial statements. A review of other accounting guidance reveals many more, along 
with situations in which present value techniques could have been used but were not. The Board does not intend to revisit existing accounting standards 
and practice solely as a result of issuing this Statement. Instead, it will use this Statement in developing future accounting standards as issues arise and are 
added to the BoardBs technical agenda. 
 

PRESENT VALUE AT INITIAL RECOGNITION OR IN FRESH-START 
ACCOUNTING MEASUREMENT 
 
17. If a price for an asset or liability or an essentially similar asset or liability can be observed in the marketplace, there is no need to use present value 
measurements. The marketplace assessment of present value is already embodied in such prices. 
 
18. Accounting measurement is a broad topic, and a comprehensive reconsideration of measurement was beyond the scope of this Statement. Throughout 
its consideration of present value, the Board focused on a set of fundamental questions relevant to measurements and amortization conventions that 
employ present value techniques: 
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a.  What is the objective, or objectives, of present value when it is used in measurements at initial recognition of assets or liabilities? 
b.  Does the objective differ in subsequent fresh-start measurements of assets and liabilities? 
c.  Do measurements of liabilities require different objectives, or present different problems, than measurements of assets? 
d.  How should estimates of cash flows and interest rates be developed? 
e.  What is the objective, or objectives, of present value when it is used in the amortization of existing assets and liabilities? 
f.  If present value is used in the amortization of assets and liabilities, how should the technique be applied when estimates of cash flows change? 
 
19. The present value formula is a tool used to incorporate the time value of money in a measurement. In their simplest form, present value techniques 
capture the amount that an entity demands (or that others demand from it) for money that it will receive (or pay) in the future. Present value is one of the 
foundations of economics and corporate finance, and the computation of present value is part of most modern asset-pricing models, including option-
pricing models. Moreover, the present value of estimated future cash flows is implicit in all market prices, including the historical cost recorded when an 
entity purchases an asset for cash. That relationship is readily apparent when applied to financial assets like loans or bonds, but it extends to all assets and 
liabilities recognized in the financial statements. 
 
20. The objective of using present value in an accounting measurement is to capture, to the extent possible, the economic difference between sets of future 
cash flows. For example, each of the 5 assets listed below has a future cash flow of $10,000: 
 
a.  An asset with a fixed contractual cash flow of $10,000 due in 1 day. The cash flow is certain of receipt. 
b.  An asset with a fixed contractual cash flow of $10,000 due in 10 years. The cash flow is certain of receipt. 
c.  An asset with a fixed contractual cash flow of $10,000 due in 1 day. The amount that ultimately will be received is uncertain. It may be less than 

$10,000 but will not be more. 
d.  An asset with a fixed contractual cash flow of $10,000 due in 10 years. The amount that ultimately will be received is uncertain. It may be less than 

$10,000 but will not be more. 
e.  An asset with an expected cash flow of $10,000 due in 10 years. The amount that ultimately will be received is uncertain, but it may be as high as 

$12,000, as low as $8,000, or some other amount within that range. 
 
21. Four of those assets have the same contractual cash flow ($10,000), and the expected cash flow from the fifth is also that amount. Few would argue that 
they are economically the same or that a rational marketplace participant would pay the same price for each. The assets are distinguished from one 
another in timing and uncertainty, but an accounting measurement based on undiscounted cash flows would measure all five at the same amount. In 
contrast, present value helps to distinguish between unlike items that might otherwise appear similar. A present value measurement that incorporates the 
uncertainty in estimated future cash flows always provides more relevant information than a measurement based on the undiscounted sum of those cash 
flows or a discounted measurement that ignores uncertainty. (Refer to Appendix A for a numerical illustration.) 
 
22. Any combination of cash flows and interest rates could be used to compute a present value, at least in the broadest sense of the term. However, 
present value is not an end in itself. Simply applying an arbitrary interest rate to a series of cash flows provides limited information to financial statement 
users and may mislead rather than inform. To provide relevant information for financial reporting, present value must represent some observable 
measurement attribute of assets or liabilities. (As noted in paragraph 25, this Statement identifies that attribute as fair value.) 
 
23. A present value measurement that fully captures the economic differences between the five assets described in paragraph 20 would necessarily 
include the following elements: 
 
a.  An estimate of the future cash flow, or in more complex cases, series of future cash flows at different times 
b.  Expectations about possible variations in the amount or timing of those cash flows 
c.  The time value of money, represented by the risk-free rate of interest 
d.  The price for bearing the uncertainty inherent in the asset or liability 
e.  Other, sometimes unidentifiable, factors including illiquidity and market imperfections. 
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24. Existing accounting conventions differ in the extent to which they incorporate those five elements. 
 
a.  Fair value captures all five elements using the estimates and expectations that marketplace participants would apply in determining the amount at 

which that asset (or liability) could be bought (or incurred) or sold (or settled) in a current transaction between willing parties. 
b.  Value-in-use and entity-specific measurements attempt to capture the value of an asset or liability in the context of a particular entity. Entity-specific 

measurement can be applied to capture all five elements. However, the measurement substitutes the entityBs assumptions for those that marketplace 
participants would make. For example, an entity computing the entity-specific measurement of an asset would use its expectations about its use of 
that asset rather than the use assumed by marketplace participants. 

c.  Effective-settlement measurements represent the current amount of assets that if invested today at a stipulated interest rate will provide future cash 
inflows that match the cash outflows for a particular liability. As used in current accounting standards, effective-settlement measurements exclude the 
price component that marketplace participants demand for bearing uncertainty about the future cash flows and the price component attributed to the 
entityBs credit standing. 

d.  Cost-accumulation or cost-accrual measurements attempt to capture the costs (usually incremental costs) that an entity anticipates it will incur in 
acquiring an asset or satisfying a liability over its expected term. Those measurements exclude other assumptions that would be included in an 
estimate of fair value. For example, an entity that is accruing the costs of settling a liability would typically exclude the overhead, profit margin, and 
risk premium (the price for bearing uncertainty) that third parties would incorporate in the price they would charge to assume the liability. 

Present Value and Fair Value 
 
25. The only objective of present value, when used in accounting measurements at initial recognition and fresh-start measurements, is to estimate fair 
value. Stated differently, present value should attempt to capture the elements that taken together would comprise a market price if one existed, that is, fair 
value. 
 
26. Among their many functions, markets are systems that transmit information in the form of prices. Marketplace participants attribute prices to assets and, 
in doing so, distinguish the risks and rewards of one asset from those of another. Stated differently, the marketBs pricing mechanism ensures that unlike 
things do not appear alike and that like things do not appear to be different (a qualitative characteristic of accounting information). An observed market 
price encompasses the consensus view of all marketplace participants about an asset or liabilityBs utility, future cash flows, the uncertainties surrounding 
those cash flows, and the amount that marketplace participants demand for bearing those uncertainties. 
 
27. A transaction in the marketplaceJan exchange for cash at or near to the date of the transactionJis the most common trigger for accounting 
recognition, and accountants typically accept actual exchange prices as fair value in measuring those transactions, absent persuasive evidence to the 
contrary. Indeed, the usual condition for using a measurement other than the exchange price is a conclusion that the stated price is not representative of 
fair value. The Board could not identify any persuasive rationale for using a measurement objective other than fair value, simply because the asset or 
liability is recognized without an accompanying cash transaction. 
 
28. In the absence of a cash transaction, accountants turn to other techniques for the initial measurement of an asset or liability, but the measurement 
objective remains the same. The process begins by determining whether others have bought or sold the same or similar items in recent cash transactions. 
Thus, if the entity receives U.S. Treasury securities in an exchange transaction, the initial measurement of those securities is based on the observed price of 
transactions by others. The same fair value objective applies in initial measurements of nonmonetary assets acquired in exchange transactions. Paragraph 
18 of APB Opinion No. 29, Accounting for Nonmonetary Transactions, states the basic principle as follows: 
 

. . . general accounting for nonmonetary transactions should be based on the fair values of the assets (or 
services) involved which is the same basis as that used in monetary transactions. Thus, the cost of a 
nonmonetary asset acquired in exchange for another nonmonetary asset is the fair value of the asset 
surrendered to obtain it, and a gain or loss should be recognized on the exchange. The fair value of the asset 
received should be used to measure the cost if it is more clearly evident than the fair value of the asset 
surrendered. Similarly, a nonmonetary asset received in a nonreciprocal transfer should be recorded at the fair 
value of the asset received. [Footnote reference omitted.] 
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29. If there are no observable transactions for similar assets or liabilities, the entity may be required to use estimates of future cash flows in the 
measurement. The same fair value objective can be found in APB Opinion No. 21, Interest on Receivables and Payables. Paragraph 13 of Opinion 21 
concludes with the following description of the measurement objective, captured in a description of the interest rate: 
 

The objective is to approximate the rate which would have resulted if an independent borrower and an 
independent lender had negotiated a similar transaction under comparable terms and conditions with the 
option to pay the cash price upon purchase or to give a note for the amount of the purchase which bears the 
prevailing rate of interest to maturity. 

 
30. The principles that apply to measurements at initial recognition also apply to fresh-start measurements. The interest rate described in Opinion 21 
embodies the same notion as the Frate commensurate with the risks involvedG described in Statement 121. The Board could not identify any rationale for 
taking a different view in subsequent fresh-start measurements (as opposed to depreciation and amortization conventions) than the view that would pertain 
to measurements at initial recognition. Information that is relevant at initial recognition does not become less so if the asset or liability is subject to a fresh-
start measurement. 
 
31. The various alternatives to fair value that are described in paragraph 24 share certain characteristics. Each alternative (a) adds factors that are not 
contemplated in the price of a market transaction for the asset or liability in question, (b) inserts assumptions made by the entityBs management in the place 
of those that the market would make, and/or (c) excludes factors that would be contemplated in the price of a market transaction. Stated differently, each 
alternative either adds characteristics to the asset or liability for which marketplace participants will not pay or excludes characteristics for which 
marketplace participants demand and receive payment. 
 
32. An entityBs best estimate of the present value of cash flows will not necessarily equal the fair value of those uncertain cash flows. There are several 
reasons why an entity might expect to realize or pay cash flows that differ from those expected by others in the marketplace. Those include: 
 
a.  The entityBs managers might intend different use or settlement than that anticipated by others. For example, they might intend to operate a property as 

a bowling alley, even though others in the marketplace consider its highest and best use to be a parking lot. 
b.  The entityBs managers may prefer to accept risk of a liability (like a product warranty) and manage it internally, rather than transferring that liability to 

another entity. 
c.  The entity might hold special preferences, like tax or zoning variances, not available to others. 
d.  The entity might hold information, trade secrets, or processes that allow it to realize (or avoid paying) cash flows that differ from othersB expectations. 
e.  The entity might be able to realize or pay amounts through use of internal resources. For example, an entity that manufactures materials used in 

particular processes acquires those materials at cost, rather than the market price charged to others. An entity that chooses to satisfy a liability with 
internal resources may avoid the markup or anticipated profit charged by outside contractors. 

 
33. The items listed above constitute some of an entityBs perceived advantages or disadvantages relative to others in the marketplace. If the entity 
measures an asset or liability at fair value, its comparative advantage or disadvantage will appear in earnings as it realizes assets or settles liabilities for 
amounts different than fair value. The effect on earnings appears when the advantage is employed to achieve cost savings or the disadvantage results in 
excess costs. In contrast, if the entity measures an asset or liability using a measurement other than fair value, its comparative advantage or disadvantage 
is embedded in the measurement of the asset or liability at initial recognition. If the offsetting entry is to revenue or expense, measurements other than fair 
value cause the future effects of this comparative advantage or disadvantage to be recognized in earnings at initial measurement. 
 
34. FASB Concepts Statement No. 1, Objectives of Financial Reporting by Business Enterprises, identifies three objectives of financial reporting. The 
financial statements and accompanying notes should provide information: 
 
a.  That is useful to present and potential investors and creditors and other users in making rational investment, credit, and similar decisions (paragraph 

34) 
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CON 7 
b.  That helps present and potential investors and creditors and other users in assessing the amounts, timing, and uncertainty of prospective cash 

receipts from dividends or interest and the proceeds from the sale, redemption, or maturity of securities or loans (paragraph 37) 
c.  That tells about the economic resources of an enterprise, the claims to those resources (obligations of the enterprise to transfer resources to other 

entities and owners' equity), and the effects of transactions, events, and circumstances that change resources and claims to those resources 
(paragraph 40). 

 
35. Some have suggested that measurements other than fair value, like managementBs best estimate of future cash flows, are more consistent with the 
second objective of financial reporting. They reason that managementBs estimate of the most likely cash inflow or outflow is superior to fair value as a 
predictor of future cash flows. However, managementBs best estimate communicates no information about the uncertainty of future cash flowsJa key 
element of the second objective. Such measurement excludes uncertainty, the price that marketplace participants demand for bearing uncertainty (risk 
premium), and the assumptions that marketplace participants would use in gauging estimated future cash flows. It provides some information but fails to 
provide the most relevant information for meeting the first and third objectives. 
 
36. While the expectations of an entityBs management are often useful and informative, the marketplace is the final arbiter of asset and liability values. 
Present value measurements with an objective of fair value are, within the limits of estimation, independent of the entity performing the measurement. As a 
result, fair value provides a neutral basis for comparing one entity with another. A particular entity may, in fact, possess advantages or disadvantages 
relative to others. The use of fair value in measurements at initial recognition or fresh-start measurements results in accounting recognition of the economic 
impact of those advantages or disadvantages as they are realized, rather than at initial recognition. For measurements at initial recognition or fresh-start 
measurements, fair value provides the most complete and representationally faithful measurement of the economic characteristics of an asset or a liability. 
 
37. Finally, fair value represents a price and, as such, provides an unambiguous objective for the development of the cash flows and interest rates used in 
a present value measurement. In contrast, the alternative measurements all accept an element of arbitrariness in the selection of the estimated cash flows 
and interest rate. For example, some might argue that an asset-earning rate is appropriate for cost-accumulation measurement of liabilities. Others might 
argue for an incremental-borrowing or embedded interest rate. There is little conceptual basis, if any, for judging which of those arguments is correct. 
Proponents of those alternatives often judge the acceptability of a measurement objective based on the intent of management as to how it plans to use an 
asset or settle a liability. However, an entity must pay the marketBs price when it acquires an asset or settles a liability in a current transaction, regardless of 
its intentions or expectations. 
 
38. Adopting fair value as the objective of present value measurements does not preclude the use of information and assumptions based on an entityBs
expectations. As a practical matter, an entity that uses cash flows in accounting measurements often has little or no information about some or all of the 
assumptions that marketplace participants would use in assessing the fair value of an asset or a liability. In those situations, the entity must necessarily use 
the information that is available without undue cost and effort in developing cash flow estimates. The use of an entityBs own assumptions about future cash 
flows is compatible with an estimate of fair value, as long as there are no contrary data indicating that marketplace participants would use different 
assumptions. If such data exist, the entity must adjust its assumptions to incorporate that market information. 
 
The Components of a Present Value Measurement 
 
39. Paragraph 23 describes the following elements that together capture the economic differences between various assets and liabilities: 
 
a.  An estimate of the future cash flow, or in more complex cases, series of future cash flows at different times 
b.  Expectations about possible variations in the amount or timing of those cash flows 
c.  The time value of money, represented by the risk-free rate of interest 
d.  The price for bearing the uncertainty inherent in the asset or liability 
e.  Other, sometimes unidentifiable, factors including illiquidity and market imperfections. 
 
40. This Statement contrasts two approaches to computing present value, either of which may be used to estimate the fair value of an asset or a liability, 
depending on the circumstances. In the expected cash flow approach discussed in this Statement, only the third factor listed in paragraph 39 (the time 
value of money, represented by the risk-free rate of interest) is included in the discount rate; the other factors cause adjustments in arriving at risk-adjusted 
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expected cash flows. In a traditional approach to present value, adjustments for factors (b)=(e) described in paragraph 39 are embedded in the discount 
rate. 
 
General Principles 
 
41. The techniques used to estimate future cash flows and interest rates will vary from one situation to another depending on the circumstances 
surrounding the asset or liability in question. However, certain general principles govern any application of present value techniques in measuring assets or 
liabilities: 
 
a.  To the extent possible, estimated cash flows and interest rates should reflect assumptions about the future events and uncertainties that would be 

considered in deciding whether to acquire an asset or group of assets in an armBs-length transaction for cash. 
b.  Interest rates used to discount cash flows should reflect assumptions that are consistent with those inherent in the estimated cash flows. Otherwise, 

the effect of some assumptions will be double counted or ignored. For example, an interest rate of 12 percent might be applied to contractual cash 
flows of a loan. That rate reflects expectations about future defaults from loans with particular characteristics. That same 12 percent rate should not be 
used to discount expected cash flows because those cash flows already reflect assumptions about future defaults. 

c.  Estimated cash flows and interest rates should be free from both bias and factors unrelated to the asset, liability, or group of assets or liabilities in 
question. For example, deliberately understating estimated net cash flows to enhance the apparent future profitability of an asset introduces a bias 
into the measurement. 

d. Estimated cash flows or interest rates should reflect the range of possible outcomes rather than a single most-likely, minimum, or maximum possible 
amount. 

 
Traditional and Expected Cash Flow Approaches to Present Value 
 
42. A present value measurement begins with a set of future cash flows, but existing accounting standards employ a variety of different approaches in 
specifying cash flow sets. Some applications of present value use contractual cash flows. When contractual cash flows are not available, some applications 
use an estimate of the single most-likely amount or best estimate.

43. Accounting applications of present value have traditionally used a single set of estimated cash flows and a single interest rate, often described as Fthe 
rate commensurate with the risk.G In effect, although not always by conscious design, the traditional approach assumes that a single interest rate 
convention can reflect all the expectations about the future cash flows and the appropriate risk premium. The Board expects that accountants will continue 
to use the traditional approach for some measurements. In some circumstances, a traditional approach is relatively easy to apply. For assets and liabilities 
with contractual cash flows, it is consistent with the manner in which marketplace participants describe assets and liabilities, as in Fa 12 percent bond.G

44. The traditional approach is useful for many measurements, especially those in which comparable assets and 
liabilities can be observed in the marketplace. However, the Board found that the traditional approach does not 
provide the tools needed to address some complex measurement problems, including the measurement of 
nonfinancial assets and liabilities for which no market for the item or a comparable item exists. The traditional 
approach places most of the emphasis on selection of an interest rate. A proper search for “the rate commensurate 
with the risk” requires analysis of at least two items—one asset or liability that exists in the marketplace and has 
an observed interest rate and the asset or liability being measured. The appropriate rate of interest for the cash 
flows being measured must be inferred from the observable rate of interest in some other asset or liability and, to 
draw that inference, the characteristics of the cash flows must be similar to those of the asset being measured. 
Consequently, the measurer must do the following: 
 
a.  Identify the set of cash flows that will be discounted. 
b.  Identify another asset or liability in the marketplace that appears to have similar cash flow characteristics. 
c.  Compare the cash flow sets from the two items to ensure that they are similar. (For example, are both sets contractual cash flows, or is one 

contractual and the other an estimated cash flow?) 
d.  Evaluate whether there is an element in one item that is not present in the other. (For example, is one less liquid than the other?) 
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e.  Evaluate whether both sets of cash flows are likely to behave (vary) in a similar fashion under changing economic conditions. 
 
45. The Board found the expected cash flow approach to be a more effective measurement tool than the traditional approach in many situations. In 
developing a measurement, the expected cash flow approach uses all expectations about possible cash flows instead of the single most-likely cash flow. 
For example, a cash flow might be $100, $200, or $300 with probabilities of 10 percent, 60 percent, and 30 percent, respectively. The expected cash flow 
is $220. The expected cash flow approach thus differs from the traditional approach by focusing on direct analysis of the cash flows in question and on 
more explicit statements of the assumptions used in the measurement. 
 
46. The expected cash flow approach also allows use of present value techniques when the timing of cash flows is uncertain. For example, a cash flow of 
$1,000 may be received in 1 year, 2 years, or 3 years with probabilities of 10 percent, 60 percent, and 30 percent, respectively. The example below shows 
the computation of expected present value in that situation. Again, the expected present value of $892.36 differs from the traditional notion of a best 
estimate of $902.73 (the 60 percent probability) in this example. 
 
Present value of $1,000 in 1 year at 5% 
Probability 

$ 952.38
10.00 % $ 95.24 

Present value of $1,000 in 2 years at 5.25%  
Probability 

 
$ 902.73

60.00 % 541.64 

Present value of $1,000 in 3 years at 5.50%  
Probability 

 
$ 851.61

30.00 % 255.48 

Expected present value 
 

$ 892.36 

47. In the past, accounting standard setters have been reluctant to permit use of present value techniques beyond the narrow case of Fcontractual rights to 
receive money or contractual obligations to pay money on fixed or determinable dates.G That phrase, which first appeared in accounting standards in 
paragraph 2 of Opinion 21, reflects the computational limitations of the traditional approachJa single set of cash flows that can be assigned to specific 
future dates. The Accounting Principles Board recognized that the amount of cash flows is almost always uncertain and incorporated that uncertainty in the 
interest rate. However, an interest rate in a traditional present value computation cannot reflect uncertainties in timing. A traditional present value 
computation, applied to the example above, would require a decision about which of the possible timings of cash flows to use and, accordingly, would not 
reflect the probabilities of other timings. 
 
48. While many accountants do not routinely use the expected cash flow approach, expected cash flows are inherent in the techniques used in some 
accounting measurements, like pensions, other postretirement benefits, and some insurance obligations. They are currently allowed, but not required, when 
measuring the impairment of long-lived assets and estimating the fair value of financial instruments. The use of probabilities is an essential element of the 
expected cash flow approach, and one that may trouble some accountants. They may question whether assigning probabilities to highly subjective 
estimates suggests greater precision than, in fact, exists. However, the proper application of the traditional approach (as described in paragraph 44) 
requires the same estimates and subjectivity without providing the computational transparency of the expected cash flow approach. 
 
49. Many estimates developed in current practice already incorporate the elements of expected cash flows informally. In addition, accountants often face 
the need to measure an asset or liability using limited information about the probabilities of possible cash flows. For example, an accountant might be 
confronted with the following situations: 
 
a.  The estimated amount falls somewhere between $50 and $250, but no amount in the range is more likely than any other amount. Based on that limited 

information, the estimated expected cash flow is $150 [(50 + 250)/2]. 
b.  The estimated amount falls somewhere between $50 and $250, and the most likely amount is $100. However, the probabilities attached to each 

amount are unknown. Based on that limited information, the estimated expected cash flow is $133.33 [(50 + 100 + 250)/3]. 
c.  The estimated amount will be $50 (10 percent probability), $250 (30 percent probability), or $100 (60 percent probability). Based on that limited 

information, the estimated expected cash flow is $140 [(50  S .10) + (250  S .30) + (100  S .60)]. 
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50. Those familiar with statistical analysis may recognize the cases above as simple descriptions of (a) uniform, (b) triangular, and (c) discrete 
distributions. In each case, the estimated expected cash flow is likely to provide a better estimate of fair value than the minimum, most likely, or maximum 
amount taken alone. 
 
51. Like any accounting measurement, the application of an expected cash flow approach is subject to a cost-benefit constraint. In some cases, an entity 
may have access to considerable data and may be able to develop many cash flow scenarios. In other cases, an entity may not be able to develop more 
than general statements about the variability of cash flows without incurring considerable cost. The accounting problem is to balance the cost of obtaining 
additional information against the additional reliability that information will bring to the measurement. The Board recognizes that judgments about relative 
costs and benefits vary from one situation to the next and involve financial statement preparers, their auditors, and the needs of financial statement users. 
 
52. Some maintain that expected cash flow techniques are inappropriate for measuring a single item or an item with a limited number of possible outcomes. 
They offer an example of an asset or liability with two possible outcomes: a 90 percent probability that the cash flow will be $10 and a 10 percent 
probability that the cash flow will be $1,000. They observe that the expected cash flow in that example is $109 and criticize that result as not representing 
either of the amounts that may ultimately be paid. 
 
53. Assertions like the one just outlined reflect underlying disagreement with the measurement objective. If the objective is accumulation of costs to be 
incurred, expected cash flows may not produce a representationally faithful estimate of the expected cost. However, this Statement adopts fair value as the 
measurement objective. The fair value of the asset or liability in this example is not likely to be $10, even though that is the most likely cash flow. Instead, 
one would expect the fair value to be closer to $109 than to either $10 or $1,000. While this example is a difficult measurement situation, a measurement of 
$10 does not incorporate the uncertainty of the cash flow in the measurement of the asset or liability. Instead, the uncertain cash flow is presented as if it 
were a certain cash flow. No rational marketplace participant would sell an asset (or assume a liability) with these characteristics for $10. 
 
54. In recent years, financial institutions and others have developed and implemented a variety of pricing tools designed to estimate the fair value of assets 
and liabilities. It is not possible here to describe all of the many (often proprietary) pricing models currently in use. However, those tools often build on 
concepts similar to those outlined in this Statement as well as other developments in modern finance, including option pricing and similar models. For 
example, the well-known Black-Scholes option pricing model uses the elements of a fair value measurement described in paragraph 23 as appropriate in 
estimating the fair value of an option. To the extent that a pricing model includes each of the elements of fair value, its use is consistent with this Statement. 
 
Relationship to Accounting for Contingencies 
 
55. Some have questioned whether the fair value objective and expected cash flow approach described in this Statement conflict with FASB Statement No. 
5, Accounting for Contingencies, and FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss. Statement 5 is primarily directed toward 
determining whether loss contingencies should be recognized and devotes little attention to measurement beyond the requirement that the amount of a 
loss can be reasonably estimated. This Statement focuses on the choice of a measurement attribute (fair value) and the application of a measurement 
technique (present value) rather than the decision to recognize a loss. The decision to recognize an asset or liability (or a change in an existing asset or 
liability) is different from the decision about a relevant measurement attribute. However, there are unavoidable interactions between accounting recognition 
and measurement, as discussed in paragraphs 56=61. 
 
56. When using estimated cash flow information, fair value measurements may appear to incorporate elements that could not be recognized under the 
provisions of Statement 5. For example, the fair value of a loan necessarily incorporates expectations about potential default, whereas under Statement 5, a 
loss cannot be recognized until it is probable that a loss event has occurred. Expectations about potential default are usually embodied in the interest rate, 
but they can also be expressed as adjustments to the expected cash flows (refer to Appendix A). Similarly, the amount that a third party would charge to 
assume an uncertain liability necessarily incorporates expectations about future events that are not probable, as that term is used in Statement 5. However, 
the use of probable in the first recognition criterion of Statement 5 refers to the likelihood that an asset has been impaired or a liability incurred. The term 
does not reference the individual cash flows or factors that would be considered in estimating the fair value of the asset or liability. 
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57. The potential for interaction between recognition (Is an asset impaired or does a liability exist?) and measurement (How much is the loss or the liability?) 
is inescapable. For example, a slight change in the assumptions from paragraphs 52 and 53Jreplacing a 90 percent probability of $10 with a 90 percent 
probability of $0Jwould lead some to a conclusion under Statement 5 that no liability should be recognized. The probable amount of loss described in 
Statement 5 is $0, but the expected cash flow is $100. On the other hand, if the entity has 10 potential liabilities with those characteristics, and the 
outcomes are independent of one another, some would conclude that the entity has a probable loss of $1,000. They might argue that 1 of the 10 potential 
liabilities will probably materialize and that recognizing a loss is consistent with Statement 5. Recognition issues like these are among the most intractable 
in accounting and are beyond the scope of this Statement. 
 
58. The second recognition criterion in Statement 5 focuses on the ability to estimate the amount of loss. When describing liabilities, the amount of loss 
often has been used to describe an estimate of the most likely outcome and the accumulation of cash flows associated with that outcome. However, the 
estimated costs of ultimately settling a liability are not the same as the fair value of the liability itself; those costs are only one element in determining the fair 
value of that liability. As described in paragraph 23, measuring the fair value of an asset or liability entails the estimate of future cash flows, an assessment 
of their possible variability, the time value of money, and the price that marketplace participants demand for bearing the uncertainty inherent in those cash 
flows. 
 
59. Once the recognition decision is reached, the amount of loss is sometimes reported through an adjustment to the existing amortization or reporting 
convention rather than through a fresh-start measurement. For example, FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan, 
determines the amount of loss using a revised estimate of cash flows (which can be determined using an expected-cash-flow approach) and the historical 
effective interest rateJan adjustment within the amortization convention. (A fresh-start measurement would use the revised estimate of cash flows and a 
current interest rate.) Amortization and depreciation conventions other than the interest method are beyond the scope of this Statement. Adjustments to the 
interest method of allocation are discussed in paragraphs 89=100. 
 
60. Other losses are reported through a fresh-start measurement of the asset. In those cases, the measurement principles are consistent with those 
described in this Statement. As mentioned earlier, Statement 121 is an example of a situation in which fair value is used in a fresh-start measurement to 
measure the amount of loss. 
 
61. Although Statement 5 does not provide explicit measurement guidance for recognized loss contingencies, Interpretation 14 provides some 
measurement guidance. Interpretation 14 applies to the situation in which Fno amount within the range [of loss] is a better estimate than any other amountG
(paragraph 3). In those limited circumstances, the Interpretation prescribes a measurement equal to the minimum value in the range. It was developed to 
address measurement of losses in situations in which a single most-likely amount is not available. The measurement concepts described in this Statement 
focus on expected cash flows as a tool for measuring fair value and, as outlined earlier, the minimum amount in a range is not consistent with an estimate of 
fair value. 
 
Risk and Uncertainty 
 
62. An estimate of fair value should include the price that marketplace participants are able to receive for bearing the uncertainties in cash flowsJthe 
adjustment for riskJif the amount is identifiable, measurable, and significant. An arbitrary adjustment for risk, or one that cannot be evaluated by 
comparison to marketplace information, introduces an unjustified bias into the measurement. On the other hand, excluding a risk adjustment (if it is 
apparent that marketplace participants include one) would not produce a measurement that faithfully represents fair value. There are many techniques for 
estimating a risk adjustment, including matrix pricing, option-adjusted spread models, and fundamental analysis. However, in many cases a reliable 
estimate of the market risk premium may not be obtainable or the amount may be small relative to potential measurement error in the estimated cash flows. 
In such situations, the present value of expected cash flows, discounted at a risk-free rate of interest, may be the best available estimate of fair value in the 
circumstances. 
 
63. Present value measurements, like many other accounting measurements, occur under conditions of uncertainty. In this Statement, the term uncertainty 
refers to the fact that the cash flows used in a present value measurement are estimates, rather than known amounts. (Even contractual amounts, like the 
payments on a loan, are uncertain because some borrowers default.) That uncertainty has accounting implications because it has economic 
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consequences. Businesses and individuals routinely enter into transactions based on expectations about uncertain future events. The outcome of those 
events will place the entity in a financial position that may be better or worse than expected, but until the uncertainties are resolved, the entity is at risk.

64. In common usage, the word risk refers to any exposure to uncertainty in which the exposure has potential negative consequences. This broad use of 
the term often leads to misunderstandings. Risk is a relational concept, and a particular risk can only be understood in context. For example, consider 2 
lenders that have each made 1,000 loans. Each lender could describe itself as being at risk with regard to the loans but their respective descriptions may 
have very different meanings. The first lender might describe itself as at risk that some of the 1,000 loans will default. The second lender might observe that 
it expects 150 loans to default and has set the interest rate accordingly. The second lender might then describe its risk as the chance that actual defaults 
will vary from the expected 150. Even though the two are describing the same economic activity (lending), they are likely to misunderstand one another 
unless each clearly describes the uncertainty and related exposure. 
 
65. In most situations, marketplace participants are said to be risk averse or perhaps loss averse. A risk-averse investor prefers situations with a narrower 
range of uncertainty over situations with greater range of uncertainty relative to an expected outcome. A loss-averse investor places relatively greater 
importance on the likelihood of loss than on the potential for gain. Both types of marketplace participants seek compensation, referred to as a risk premium, 
for accepting uncertainty. Stated differently, given a choice between (a) an asset with expected cash flows that are uncertain and (b) another asset with 
cash flows of the same expected amount but no uncertainty, marketplace participants will place a higher value on (b) than (a). Similarly, marketplace 
participants generally seek to demand more to assume a liability with expected cash flows that are uncertain than to assume a liability with cash flows of 
the same expected amount but no uncertainty. This phenomenon can also be described with the financial axiom, Fthe greater the risk, the greater the 
return.G

66. The behavior of a risk-averse marketplace participant can be illustrated by comparing two of the assets listed in paragraph 20. Asset B has a promised 
cash flow of $10,000, due 10 years hence, and there is no uncertainty about the cash flow. (A U.S. Treasury instrument is an example of Asset B.) Asset E 
has an expected cash flow of $10,000, due 10 years hence; however, the expected cash flows from Asset E are uncertain. Actual cash flows from Asset E 
may be as high as $12,000 or as low as $8,000, or some other amount within that range. If the risk-free rate of interest for 10-year instruments is 5 percent, 
a risk-averse marketplace participant would pay about $6,139 for Asset B. The risk-averse individual would pay something less for Asset E because of the 
uncertainty involved. (While the expected cash flow of $10,000 incorporates the uncertainty in cash flows from Asset E, that amount does not incorporate 
the premium that marketplace participants demand for bearing that uncertainty.) There are markets, like state lotteries, in which participants are risk 
seeking rather than risk averse. In those markets, participants pay more than an assetBs expected cash flow in the hope of reaping a windfall. While they 
exist, those markets are not typical of situations encountered in financial reporting. 
 
67. The objective of including uncertainty and risk in accounting measurements is to imitate, to the extent possible, the marketBs behavior toward assets 
and liabilities with uncertain cash flows. This should not be confused with notions of bias designed to intentionally understate the reported amount of an 
asset or overstate the reported amount of a liability. In paragraph 96 of FASB Concepts Statement No. 2, Qualitative Characteristics of Accounting 
Information, the Board observed: 
 

The Board emphasizes that any attempt to understate results consistently is likely to raise questions about 
the reliability and the integrity of information about those results and will probably be self-defeating in the 
long run. That kind of reporting, however well-intentioned, is not consistent with the desirable characteristics 
described in this Statement. On the other hand, the Board also emphasizes that imprudent reporting, such as 
may be reflected, for example, in overly optimistic estimates of realization, is certainly no less inconsistent 
with those characteristics. Bias in estimating components of earnings, whether overly conservative or 
unconservative, usually influences the timing of earnings or losses rather than their aggregate amount. As a 
result, unjustified excesses in either direction may mislead one group of investors to the possible benefit or 
detriment of others. 

 
68. If prices for an asset or liability or an essentially similar asset or liability can be observed in the marketplace, there is no need to use present value 
measurements. (The marketplace assessment of present value is already embodied in the price.) However, if observed prices are unavailable, present 
value measurements are often the best available technique with which to estimate what a price would be. An entity typically will be able to estimate the 
expected cash flows from an asset or liability, but the appropriate risk premium consistent with fair value may be difficult to determine. 
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CON 7 
 
69. Modern finance theory offers several insights into the problem of determining an appropriate risk premium. Portfolio theory holds that the degree of risk 
in any particular asset should not be measured in isolation. Instead, risk should be assessed by the extent to which a particular asset adds to or diminishes 
the total risk in a portfolio of assets. This suggests in turn that markets do not allow a premium for risk that can be eliminated by diversification. In particular, 
modern finance theory suggests that uncertainties that are particular to individual assets (referred to as specific or idiosyncratic risk) are minimized in the 
marketplace by combination with other assets with different risk profiles. Uncertainty that cannot be diversified (referred to as systematic risk) is described 
as the tendency of returns on an asset to covary with the market for all assets. Portfolio theory suggests that, in an efficient market, the amount attached to 
the risk premium would be expected to be small relative to expected cash flows, except to the extent of systematic risk. 
 
70. Another group of economists question both the assumptions and the predictive power of the conventional finance theory described in paragraph 69. 
Proponents of behavioral finance dispute the notion of a rational investor assumed in conventional finance. Instead, they look to fields like psychology for 
insights. This branch of economics suggests that risk premiums vary based on the distribution of possible outcomes (for example, when there are remote 
chances of large losses or gains). Some also suggest that prices are influenced by recent experience and the framing of decisions. 
 
71. Research in economics and finance has achieved powerful insights, but the applicability of those insights to measuring particular assets or liabilities is 
not always clear. For example, theoretical pricing models like the Capital Asset Pricing Model (CAPM) require strict assumptions that some find inconsistent 
with their perceptions of real-world markets or observed human behaviors. Moreover, the asset and liability measurement problems most likely to prompt 
use of present value measurement are those least likely to satisfy the restrictive assumptions inherent in many theoretical models. 
 
Relevance and Reliability 
 
72. Present value measurements are straightforward if an asset has contractual cash flows and a readily determinable market value. Of course, those 
conditions make present value measurements unnecessary. There is a longstanding preference in accounting for measurements based on observable 
marketplace amounts and transactions. The Board expects that accountants will continue to use observed amounts, when available, to determine the fair 
value of an asset or liability. However, many assets and liabilities do not have readily observable values derived from marketplace transactions. 
 
73. Any measurement based on estimates is inherently imprecise, whether that measurement portrays the sum of cash flows or their present value. 
Estimates of the future usually turn out to have been incorrect to some extent, and actual cash flows often differ from estimates. The Concepts Statements 
acknowledge that neither relevance nor reliability is the paramount characteristic of accounting information. The two must be balanced against one another, 
and the weight given to each will vary from one situation to the next. However, a simple choice between present value and undiscounted measurement 
often presents a false dilemma. Techniques like the use of expected cash flows can extend the application of present value to measurements for which it 
was previously considered unsuitable. The use of simplifying assumptions allows accountants to develop present value measurements that are sufficiently 
reliable and certainly more relevant than undiscounted measurements. 
 
74. Present value measurements are more complex than the simple summing of estimated future cash flows. Accountants may reach different conclusions 
about the amount and timing of future cash flows and the appropriate adjustments for uncertainty and risk. However, that possibility must be balanced 
against the prospect that an undiscounted measurement may make assets or liabilities appear comparable when they are not. Paragraph 20 described 5 
assets with undiscounted cash flows of $10,000. Users of financial statements can take little comfort in a measurement that makes those five dissimilar 
assets appear similar. 
 
Present Value in the Measurement of Liabilities 
 
75. The concepts outlined in this Statement apply to liabilities as well as to assets. However, the measurement of liabilities sometimes involves problems 
different from those encountered in the measurement of assets and may require different techniques in arriving at fair value. When using present value 
techniques to estimate the fair value of a liability, the objective is to estimate the value of the assets required currently to (a) settle the liability with the holder 
or (b) transfer the liability to an entity of comparable credit standing. 
 

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



CON 7 
76. To estimate the fair value of an entityBs notes or bonds payable, accountants attempt to estimate the price at which other entities are willing to hold the 
entityBs liabilities as assets. That process involves the same techniques and computational problems encountered in measuring assets. For example, the 
proceeds from a loan are the price that a lender paid to hold the borrowerBs promise of future cash flows as an asset. Similarly, the fair value of a bond 
payable is the price at which that security trades, as an asset, in the marketplace. As outlined in paragraphs 78=81, this estimate of fair value is consistent 
with the objective of liability measurement described in the preceding paragraph. 
 
77. On the other hand, some liabilities are owed to a class of individuals who do not usually sell their rights as they might sell other assets. For example, 
entities often sell products with an accompanying warranty. Buyers of those products rarely have the ability or inclination to sell the warranty separately 
from the covered asset, but they own a warranty asset nonetheless. Some of an entityBs liabilities, like an obligation for environmental cleanup, are not the 
assets of identifiable individuals. However, such liabilities are sometimes settled through assumption by a third party. In estimating the fair value of such 
liabilities accountants attempt to estimate the price that the entity would have to pay a third party to assume the liability. 

Credit Standing and Liability Measurement 
 
78. The most relevant measure of a liability always reflects the credit standing of the entity obligated to pay. Those who hold the entityBs obligations as 
assets incorporate the entityBs credit standing in determining the prices they are willing to pay. When an entity incurs a liability in exchange for cash, the 
role of its credit standing is easy to observe. An entity with a strong credit standing will receive more cash, relative to a fixed promise to pay, than an entity 
with a weak credit standing. For example, if 2 entities both promise to pay $500 in 5 years, the entity with a strong credit standing may receive about $374 
in exchange for its promise (a 6 percent interest rate). The entity with a weak credit standing may receive about $284 in exchange for its promise (a 12 
percent interest rate). Each entity initially records its respective liability at fair value, which is the amount of proceeds receivedJan amount that 
incorporates that entityBs credit standing. 
 
79. The effect of an entityBs credit standing on the fair value of particular liabilities depends on the ability of the entity to pay and on liability provisions that 
protect holders. Liabilities that are guaranteed by governmental bodies (for example, many bank deposit liabilities in the United States) may pose little risk 
of default to the holder. Other liabilities may include sinking-fund requirements or significant collateral. All of those aspects must be considered in 
estimating the extent to which the entityBs credit standing affects the fair value of its liabilities. 
 
80. The role of the entityBs credit standing in a settlement transaction is less direct but equally important. A settlement transaction involves three partiesJ
the entity, the parties to whom it is obligated, and a third party. The price of the transaction will reflect the competing interests of each party. For example, 
suppose Entity A has an obligation to pay $500 to Entity B 3 years hence. Entity A has a poor credit rating and therefore borrows at a 12 percent interest 
rate. 
 
a.  In a settlement transaction, Entity B would never consent to replace Entity A with an entity of lower credit standing. All other things being equal, Entity 

B might consent to replace Entity A with a borrower of similar credit standing and would probably consent to replace Entity A with a more creditworthy 
entity. 

b.  Entity C has a good credit rating and therefore borrows at a 6 percent interest rate. It might willingly assume Entity ABs obligation for $420 (the present 
value at 6 percent). Entity C has no incentive to assume the obligation for less (a higher interest rate) if it can borrow at 6 percent because it can 
receive $420 for an identical promise to pay $500. 

c.  However, if Entity A were to borrow the money to pay Entity C, it would have to promise $590 ($420 due in 3 years with accumulated interest at 12 
percent). 

 
81. Based on the admittedly simple case outlined above, the fair value of Entity ABs liability should be approximately $356 (the present value of $500 in 3 
years at 12 percent). The $420 price demanded by Entity C includes the fair value of Entity ABs liability ($356) plus the price of an upgrade in the credit 
quality of the liability. There may be situations in which an entity might pay an additional amount to induce others to enter into a settlement transaction. 
Those cases are analogous to the purchase of a credit guarantee and, like the purchase of a guarantee, the additional amount represents a separate 
transaction rather than an element in the fair value of the entityBs original liability. 
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CON 7 
82. The effect of an entityBs credit standing on the measurement of its liabilities is usually captured in an adjustment to the interest rate, as illustrated above. 
This is similar to the traditional approach to incorporating risk and uncertainty in the measurement of assets and is well suited to liabilities with contractual 
cash flows. An expected cash flow approach may be more effective when measuring the effect of credit standing on other liabilities. For example, a liability 
may present the entity with a range of possible outflows, ranging from very low to very high amounts. There may be little chance of default if the amount is 
low, but a high chance of default if the amount is high. In situations like this, the effect of credit standing may be more effectively incorporated in the 
computation of expected cash flows. 
 
83. The role of an entityBs credit standing in the accounting measurement of its liabilities has been a controversial question among accountants. The entityBs
credit standing clearly affects the interest rate at which it borrows in the marketplace. The initial proceeds of a loan, therefore, always reflect the entityBs
credit standing at that time. Similarly, the price at which others buy and sell the entityBs loan includes their assessment of the entityBs ability to repay. The 
example in paragraph 80 demonstrates how the entityBs credit standing would affect the price it would be required to pay to have another entity assume its 
liability. However, some have questioned whether an entityBs financial statements should reflect the effect of its credit standing (or changes in credit 
standing). 
 
84. Some suggest that the measurement objective for liabilities is fundamentally different from the measurement objective for assets. In their view, financial 
statement users are better served by liability measurements that focus on the entityBs obligation. They suggest a measurement approach in which financial 
statements would portray the present value of an obligation such that two entities with the same obligation but different credit standing would report the 
same carrying amount. Some existing accounting pronouncements take this approach, most notably FASB Statements No. 87, Employers6 Accounting for 
Pensions, and No. 106, Employers6 Accounting for Postretirement Benefits Other Than Pensions. 
 
85. However, there is no convincing rationale for why the initial measurement of some liabilities would 
necessarily include the effect of credit standing (as in a loan for cash) while others might not (as in a warranty 
liability or similar item). Similarly, there is no rationale for why, in initial or fresh-start measurement, the 
recorded amount of a liability should reflect something other than the price that would exist in the marketplace. 
Consistent with its conclusions on fair value (refer to paragraph 30), the Board found no rationale for taking a 
different view in subsequent fresh-start measurements of an existing asset or liability than would pertain to 
measurements at initial recognition. 
 
86. Some argue that changes in an entityBs credit standing are not relevant to users of financial statements. In their view, a fresh-start measurement that 
reflects changes in credit standing produces accounting results that are confusing. If the measurement includes changes in credit standing, and an entityBs
credit standing declines, the fresh-start measurement of its liabilities declines. That decline in liabilities is accompanied by an increase in ownersB equity, a 
result that they find counterintuitive. How, they ask, can a bad thing (declining credit standing) produce a good thing (increased ownersB equity)? 
 
87. Like all measurements at fair value, fresh-start measurement of liabilities can produce unfamiliar results when compared with reporting the liabilities on 
an amortized basis. A change in credit standing represents a change in the relative positions of the two classes of claimants (shareholders and creditors) 
to an entityBs assets. If the credit standing diminishes, the fair value of creditorsB claims diminishes. The amount of shareholdersB residual claim to the 
entityBs assets may appear to increase, but that increase probably is offset by losses that may have occasioned the decline in credit standing. Because 
shareholders usually cannot be called on to pay a corporationBs liabilities, the amount of their residual claims approaches, and is limited by, zero. Thus, a 
change in the position of borrowers necessarily alters the position of shareholders, and vice versa. 
 
88. The failure to include changes in credit standing in the measurement of a liability ignores economic differences between liabilities. Consider the case of 
an entity that has two classes of borrowing. Class One was transacted when the entity had a strong credit standing and a correspondingly low interest rate. 
Class Two is new and was transacted under the entityBs current lower credit standing. Both classes trade in the marketplace based on the entityBs current 
credit standing. If the two liabilities are subject to fresh-start measurement, failing to include changes in the entityBs credit standing makes the classes of 
borrowings seem differentJeven though the marketplace evaluates the quality of their respective cash flows as similar to one another. 
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CON 7 
ACCOUNTING ALLOCATIONS THAT EMPLOY PRESENT VALUE 
(INTEREST METHODS OF ALLOCATION) 
 
89. Present value techniques also are used in periodic reporting conventions known collectively as interest methods of allocation. Most accountants are 
familiar with interest methods in the amortization of discount or premium, as outlined in Opinion 21. Similar techniques are used in a variety of situations, 
and questions about interest methods of allocation have arisen in several FASB projects. 
 
90. Financial statements usually attempt to represent the changes in assets and liabilities from one period to the next. By using current information and 
assumptions, fresh-start measurements capture all the factors that create change, including (a) physical consumption of assets (or reduction of liabilities), 
(b) changes in estimates, and (c) holding gains and losses that result from price changes. In contrast, accounting allocations are planned approaches 
designed to represent only the first factorJconsumption or reduction. The second factorJchanges in estimatesJmay receive some recognition, but the 
effects of a change often have been spread over future periods. The third factorJholding gains and lossesJgenerally has been excluded from allocation 
systems. 
 
91. In principle, the purpose of all accounting allocations is to report changes in the value, utility, or substance of assets and liabilities over time. Paragraph 
149 of FASB Concepts Statement No. 6, Elements of Financial Statements, describes the use of accounting allocations as follows: 
 

However, many assets yield their benefits to an entity over several periods, for example, prepaid insurance, buildings, and various kinds of 
equipment. Expenses resulting from their use are normally allocated to the periods of their estimated useful lives (the periods over which they are 
expected to provide benefits) by a "systematic and rational" allocation procedure, for example, by recognizing depreciation or other amortization. 
Although the purpose of expense allocation is the same as that of other expense recognition(to reflect the using up of assets as a result of 
transactions or other events or circumstances affecting an entityJallocation is applied if causal relations are generally, but not specifically, 
identified. [Emphasis added.] 

 
92. Accounting allocations attempt to relate the change in an asset or liability to some observable real-world phenomenon. Simple straight-line depreciation 
relates that change to the estimated useful life of the asset. If one-half of the life has passed, then straight-line depreciation should have charged one-half of 
the original cost (net of salvage value) to expense. Other depreciation techniques rely on more specific relations like the number of units produced, but the 
principle is the same. An interest method relates changes in the reported amount with changes in the present value of a set of future cash inflows or 
outflows. 
 
93. However precisely they may be described, allocation methods are only representationsJthey are not measurements of an asset or liability. The 
selection of a particular allocation method and the underlying assumptions always involve a degree of arbitrariness. As a result, no allocation method can 
be demonstrated to be superior to others in all circumstances. The Board will continue to decide whether to require an interest method of allocation on a 
project-by-project basis. While an interest method could be applied to any asset or liability, it is generally considered more relevant than other methods 
when applied to assets and liabilities that exhibit one or more of the following characteristics: 
 
a.  The transaction giving rise to the asset or liability is commonly viewed as a borrowing and lending. 
b.  Period-to-period allocation of similar assets or liabilities employs an interest method. 
c.  A particular set of estimated future cash flows is closely associated with the asset or liability. 
d.  The measurement at initial recognition was based on present value. 
 
94. Like all allocation systems, the manner in which an interest method of allocation is applied can greatly affect the pattern of income or expense. In 
particular, the interest method requires a careful description of the following: 
 
a.  The cash flows to be used (promised cash flows, expected cash flows, or some other estimate) 
b.  The convention that governs the choice of an interest rate (effective rate or some other rate) 
c.  How the rate is applied (constant effective rate or a series of annual rates) 
d.  How changes in the amount or timing of estimated cash flows are reported. 
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95. Existing accounting pronouncements vary in the extent to which they provide the guidance outlined in paragraph 94, and they vary considerably in their 
choice of cash flow and interest rate conventions. However, in most situations, the interest method is based on contractual cash flows and assumes a 
constant effective interest rate over the life of those cash flows. That is, the method uses promised cash flows (rather than expected cash flows) and bases 
the interest rate on the single rate that equates the present value of the promised cash flows with the initial price of the asset or liability. 
 
96. A complete description of an interest method of allocation includes the mechanism for accommodating changes in estimated cash flows. Actual cash 
flows often occur sooner or later and in greater or lesser amounts than expected. If the variation is ignored, either the asset or liability will be fully amortized 
before all of the cash flows occur or a balance may remain after the last cash flow. In contrast, a change in market interest rates does not create a similar 
problem for a fixed-rate asset or liability, because the change in rates does not change the cash flows. The interest method is grounded in historical cost 
notions, and, in this context, a change in prevailing interest rates is akin to a price change. Unless the change in rates also changes estimated cash flows, 
as in the case of a variable-rate loan, the rate change has no effect on the amortization scheme. 
 
97. Changes from the original estimate of cash flows, in either timing or amount, can be accommodated in the interest amortization scheme or included in a 
fresh-start measurement of the asset or liability. As indicated in paragraph 14, the Board decided not to address in this Statement the conditions that might 
govern the choice between those two approaches. If the amount or timing of estimated cash flows changes and the item is not remeasured, the interest 
amortization scheme must be altered to incorporate the new estimate of cash flows. The following techniques have been used to address changes in 
estimated cash flows: 
 
a.  A prospective approach computes a new effective interest rate based on the carrying amount and remaining cash flows. 
b.  A catch-up approach adjusts the carrying amount to the present value of the revised estimated cash flows, discounted at the original effective interest 

rate. 
c.  A retrospective approach computes a new effective interest rate based on the original carrying amount, actual cash flows to date, and remaining 

estimated cash flows. The new effective interest rate is then used to adjust the carrying amount to the present value of the revised estimated cash 
flows, discounted at the new effective interest rate. 

 
98. The Board considers the catch-up approach to be preferable to other techniques for reporting changes in estimated cash flows because it is consistent 
with the present value relationships portrayed by the interest method and can be implemented at a reasonable cost. Under the catch-up approach, the 
recorded amount of an asset or liability, as long as estimated cash flows do not change, is the present value of the estimated future cash flows discounted 
at the original effective interest rate. If a change in estimate is effected through the catch-up approach, the measurement basis after the change will be the 
same as the measurement basis for the same asset or liability before the change in estimate (estimated cash flows discounted at the original effective rate). 
 
99. In contrast to the catch-up approach, the prospective approach obscures the impact of changes in estimated cash flows and, as a result, produces 
information that is less useful and relevant. The interest rate that is derived under the prospective approach is unrelated to the rate at initial recognition or to 
current market rates for similar assets and liabilities. The amount that remains on the balance sheet can be described as Fthe unamortized amount,G but no 
more. 
 
100. The retrospective approach has been used in some pronouncements, and some consider it the most precise and complete of the three approaches 
listed in paragraph 97. However, the retrospective approach requires that entities retain a detailed record of all past cash flows. The costs of maintaining a 
complete record of all past cash flows usually outweigh any advantage provided by this approach. 
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CON 7 
COMPARISON OF THE CASH FLOW AND INTEREST RATE 
CONCEPTS IN THIS STATEMENT WITH THOSE USED IN OTHER 
ACCOUNTING MEASUREMENTS 
 
101. The wide range of interest rate conventions and cash flow conventions used in existing accounting pronouncements was one of the factors that 
prompted the Board to add a present value project to its agenda. Accounting applications of present value have traditionally focused on the rate of interest 
applied to promised cash flows or, in the absence of a contract, a single most-likely estimate of future cash flows. That emphasis is consistent with the 
traditional accounting view of present value in which the interest rate is assumed to capture all the uncertainties and risks inherent in the cash flow estimate. 
However, a particular rate properly should consider (a) the uncertainties and risks of cash flows attributed to a particular asset or liability and (b) the 
objective of the measurement. This section compares the present value concepts in this Statement with cash flow and interest rate conventions found in 
existing accounting pronouncements. 
 
102. Many accounting pronouncements simply specify Fan appropriate rateG with little or no additional guidance. The appropriate rate of interest, however, 
does not exist in a vacuum. There is no way to identify the appropriate rate of interest without first understanding (a) the nature of the underlying estimated 
cash flows, (b) the assumptions used in estimating cash flows, and (c) the objective of the measurement. Without a specific objective of the measurement, 
such as a price, the selection of an interest rate necessarily includes an element of arbitrariness. In many cases, the measurement objective is apparent 
from the topic addressed in the pronouncement. For example, the reference to interest rates in APB Opinion No. 16, Business Combinations, arises in 
connection with a business combination accounted for as a purchase (in which the measurement objective is fair value). 
 
Incremental Borrowing Rates 
 
103. Some accounting pronouncements specify use of the entityBs Fincremental borrowing rate.G Under certain conditions, the incremental borrowing rate 
may be consistent with the present value concepts in this Statement. If the rate is applied to promised cash flows to determine the fair value of a liability 
and if the terms of the liability are similar to those that the entity could obtain in an incremental borrowing, the resulting measurement would approximate 
the fair value of the entityBs liability (refer to paragraph 78). 
 
104. An entityBs borrowing rate is rarely, if ever, appropriate for the measurement of that entityBs assets. The uncertainties and risks embodied in a particular 
asset are usually unrelated to the risks assumed by those who hold the entityBs obligations as assets. There are cases in which recognition of a liability and 
its measurement using present value are accompanied by recognition of an asset measured at a similar amount. However, in those situations, present 
value is used only to measure the liability. The recorded amount of the asset presumably is its fair value, as evidenced by the value of the debt incurred to 
acquire the asset. 
 
Asset-Earning Rates 
 
105. Some accounting pronouncements specify that the rate the entity expects to earn from invested assets be used in the measurement of liabilities. 
Conventions that employ asset-based or expected-earning rates to measure liabilities are designed primarily to obtain particular patterns of recognized 
income or to present a purported symmetry between carrying amounts of assets and carrying amounts of liabilities. However, the expected-earning rates 
on actual or hypothetical asset portfolios are usually unrelated to the uncertainties and risks inherent in the liabilityBs estimated cash flows. When used in the 
measurement of liabilities, asset-based or expected-earning rates are not consistent with the present value concepts described in this Statement. 
 
106. Some have suggested that the cash flows from particular assets may mirror a liabilityBs cash flows, such that a change in one offsets a change in the 
other. For example, the fair value of a promise to deliver 100 shares of stock in a particular company is (before considering the effect of credit standing) 
equal to the fair value of the stock. In concept, a marketplace participant should be indifferent (before considering the effect of credit standing) about 
holding (a) an entityBs liability as an asset or (b) a portfolio of assets having the same cash flows (in timing and amount) as the entityBs liability. 
 
107. For some financial instruments, the cash flows of the instruments are indexed or closely related to the value of particular financial assets. In such 
cases, the values of the assets are clearly related to the values of the underlying liabilities. Some have suggested extending the use of replicating portfolios 
in estimating the fair value of other liabilities. This is one of several techniques that the Board is addressing as it studies issues related to the fair value of 
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CON 7 
financial instruments. Many modern pricing models, including the Black-Scholes model for pricing options, are built on replicating portfolios. However, the 
simple use of expected-earning rates to measure liabilities obscures both the investment risks inherent in the entityBs assets and the uncertainties and risks 
inherent in the liabilities, which are different and unrelated risks. 
 
108. Some have suggested that asset-earning rates are appropriate if a legal or contractual funding arrangement exists. They reason that a funding 
arrangement links the liability to a particular group of assets, or to the return from those assets. This notion is not consistent with the present value concepts 
in this Statement. Unless the liability obligates the entity to deliver specific assets, there is no relationship between the value of the assets and the cash 
flows necessary to meet the obligation. Accounting pronouncements have allowed balance sheet offsetting of funding assets against an obligation in some 
limited situations (like accounting for pensions); even so, those display conventions should not alter the underlying measurement concepts. 
 
Implicit Offsetting 
 
109. Some suggest that the factors that affect estimated future cash flows offset one another, making present 
value unnecessary. In their view, the undiscounted sum of future cash flows implicitly captures those offsetting 
factors. The time value of money, inflation, and uncertainty interact with one another. They do not, however, 
cancel each other (except by coincidence). For example, $1 of cash flow due 10 years hence and indexed to 
inflation is not worth $1 today. The indexed amount returns the cost of inflation but does not provide for the time 
value of money, which exists even when inflation does not. Marketplace participants demand a real (inflation-
free) interest rate after removing the effects of inflation from their expectations. 
 

This Statement was adopted by the affirmative vote of five members of the Financial Accounting Standards Board. Messrs. Larson and Trott 
dissented. 
 

Messrs. Larson and Trott dissent from this Statement because of its adoption of fair value as the sole objective of using cash flow information and 
present value in accounting measurements at initial recognition and fresh-start measurements. They agree with the guidance in the Statement for using 
cash flow information and present value if the objective is to estimate fair value. However, they believe that cash flow information and present value used in 
cost-accumulation and other measurements also produces relevant information. 
 

Members of the Financial Accounting Standards Board: 
 

Edmund L. Jenkins, Chairman  Gaylen N. Larson  Gerhard G. Mueller 
Anthony T. Cope        James J. Leisenring      Edward W. Trott 
John M. Foster 
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Statements of Standard Accounting Practice (SSAPs) 
and Financial Reporting Standards (FRSs) 

(http://www.asb.co.uk/asb/technical/standards.cfm) 

Financial Reporting Standards (FRSs) 

FRS 27 - Life Assurance 
FRS 26 (IAS 39) - Financial Instruments: Measurement 
FRS 25 (IAS 32) - Financial Instruments: Disclosure and Presentation 
FRS 24 (IAS 29) - Financial Reporting in Hyperinflationary Economies 
FRS 23 (IAS 21) - The Effects of Changes in Foreign Exchange Rates 
FRS 22 (IAS 33) - Earnings per share 
FRS 21 (IAS 10) - Events after the Balance Sheet Date 
FRS 20 (IFRS2) - Share-based Payment 
FRS 19 - Deferred Tax 
FRS 18 - Accounting Policies 
FRS 17 - Retirement Benefits 
FRS 16 - Current Tax 
FRS 15 - Tangible Fixed Assets 
FRS 14 - Earnings per Share 
FRS 13 - Derivatives and other Financial Instruments: Disclosures 
FRS 12 - Provisions, Contingent Liabilities and Contingent Assets 
FRS 11 - Impairment of Fixed Assets and Goodwill 
FRS 10 - Goodwill and Intangible Assets 
FRS 9 - Associates and Joint Ventures 
FRS 8 - Related Party Disclosures 
FRS 7 - Fair Values in Acquisition Accounting 
FRS 6 - Acquisitions and Mergers 
FRS 5 - Reporting the Substance of Transactions 
FRS 4 - Capital Instruments 
FRS 3 - Reporting Financial Performance 
FRS 2 - Accounting for Subsidiary Undertakings 
FRS 1 (Revised 1996) - Cash Flow Statements 
FRSSE (Effective June 2002) - Financial Reporting Standard for Smaller Entities  
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Statements of Standard Accounting Practice (SSAPs) 

SSAP 25 - Segmental reporting 
SSAP 24 - Accounting for pension costs 
SSAP 21 - Accounting for leases and hire purchase contracts 
SSAP 20 - Foreign currency translation 
SSAP 19 - Accounting for investment properties 
SSAP 17 - Accounting for post balance sheet events 
SSAP 15 - Status of SSAP 15 
SSAP 13 - Accounting for research and development 
SSAP 9 - Stocks and long-term contracts 
SSAP 5 - Accounting for value added tax 
SSAP 4 - Accounting for government grants 
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Statements of Financial Accounting Standards (SFASs) 

(http://www.fasb.org/st/) 
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Statement No. 123 (revised 2004) (Issue Date 12/04) 
Share-Based Payment 
 
Statement No. 153 (Issue Date 12/04) 
Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29 

Statement No. 152 (Issue Date 12/04)  
Accounting for Real Estate Time-Sharing Transactions—an amendment of FASB 
Statements No. 66 and 67 
 
Statement No. 151 (Issue Date 11/04) 
Inventory Costs—an amendment of ARB No. 43, Chapter 4 

Statement No. 132 (revised 2003) (Issue Date 12/03) 
Employers' Disclosures about Pensions and Other Postretirement Benefits—an 
amendment of FASB Statements No. 87, 88, and 106 
 
Statement No. 150 (Issue Date 5/03) 
Accounting for Certain Financial Instruments with Characteristics of both Liabilities and 
Equity 
 
Statement No. 149 (Issue Date 4/03) 
Amendment of Statement 133 on Derivative Instruments and Hedging Activities 
 
Statement No. 148 (Issue Date 12/02) 
Accounting for Stock-Based Compensation—Transition and Disclosure—an 
amendment of FASB Statement No. 123 
 
Statement No. 147 (Issue Date 10/02) 
Acquisitions of Certain Financial Institutions—an amendment of FASB Statements 
No. 72 and 144 and FASB Interpretation No. 9 
 
Statement No. 146 (Issue Date 6/02) 
Accounting for Costs Associated with Exit or Disposal Activities 
 
Statement No. 145 (Issue Date 4/02) 
Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB Statement 
No. 13, and Technical Corrections 
 
Statement No. 144 (Issue Date 8/01) 
Accounting for the Impairment or Disposal of Long-Lived Assets 
 
Statement No. 143 (Issue Date 6/01) 
Accounting for Asset Retirement Obligations 
 
Statement No. 142 (Issue Date 6/01) 
Goodwill and Other Intangible Assets 
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Statement No. 141 (Issue Date 6/01) 
Business Combinations 
 
Statement No. 140 (Issue Date 9/00) 
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of 
Liabilities-a replacement of FASB Statement No. 125 
 
Statement No. 139 (Issue Date 6/00) 
Rescission of FASB Statement No. 53 and amendments to FASB Statements No. 63, 89, 
and 121 
 
Statement No. 138 (Issue Date 6/00) 
Accounting for Certain Derivative Instruments and Certain Hedging Activities-an 
amendment of FASB Statement No. 133 
 
Statement No. 137 (Issue Date 6/99) 
Accounting for Derivative Instruments and Hedging Activities—Deferral of the Effective 
Date of FASB Statement No. 133—an amendment of FASB Statement No. 133 
 
Statement No. 136 (Issue Date 6/99) 
Transfers of Assets to a Not-for-Profit Organization or Charitable Trust That Raises 
or Holds Contributions for Others 
 
Statement No. 135 (Issue Date 2/99) 
Rescission of FASB Statement No. 75 and Technical Corrections 
 
Statement No. 134 (Issue Date 10/98) 
Accounting for Mortgage-Backed Securities Retained after the Securitization of 
Mortgage Loans Held for Sale by a Mortgage Banking Enterprise—an amendment of 
FASB Statement No. 65 
 
Statement No. 133 (Issue Date 6/98) 
Accounting for Derivative Instruments and Hedging Activities 
 
Statement No. 132 (Issue Date 2/98) 
Employers' Disclosures about Pensions and Other Postretirement Benefits—an 
amendment of FASB Statements No. 87, 88, and 106 
 
Statement No. 131 (Issue Date 6/97) 
Disclosures about Segments of an Enterprise and Related Information 
 
Statement No. 130 (Issue Date 6/97) 
Reporting Comprehensive Income 
 
Statement No. 129 (Issue Date 2/97) 
Disclosure of Information about Capital Structure 
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Statement No. 128 (Issue Date 2/97) 
Earnings per Share 
 
Statement No. 127 (Issue Date 12/96) 
Deferral of the Effective Date of Certain Provisions of FASB Statement No. 125—an 
amendment to FASB Statement No. 125 
 
Statement No. 126 (Issue Date 12/96) 
Exemption from Certain Required Disclosures about Financial Instruments for 
Certain Nonpublic Entities—an amendment to FASB Statement No. 107 
 
Statement No. 125 (Issue Date 6/96) 
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of 
Liabilities 
 
Statement No. 124 (Issue Date 11/95) 
Accounting for Certain Investments Held by Not-for-Profit Organizations 
 
Statement No. 123 (Issue Date 10/95) 
Accounting for Stock-Based Compensation 
 
Statement No. 122 (Issue Date 5/95) 
Accounting for Mortgage Servicing Rights—an amendment of FASB Statement No. 65 
 
Statement No. 121 (Issue Date 3/95) 
Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to 
Be Disposed Of 
 
Statement No. 120 (Issue Date 1/95) 
Accounting and Reporting by Mutual Life Insurance Enterprises and by Insurance 
Enterprises for Certain Long-Duration Participating Contracts—an amendment of 
FASB Statements 60, 97, and 113 and Interpretation No. 40 
 
Statement No. 119 (Issue Date 10/94) 
Disclosure about Derivative Financial Instruments and Fair Value of Financial Instruments 
 
Statement No. 118 (Issue Date 10/94) 
Accounting by Creditors for Impairment of a Loan-Income Recognition and 
Disclosures—an amendment of FASB Statement No. 114 
 
Statement No. 117 (Issue Date 6/93) 
Financial Statements of Not-for-Profit Organizations 
 
Statement No. 116 (Issue Date 6/93) 
Accounting for Contributions Received and Contributions Made 
 
Statement No. 115 (Issue Date 5/93) 
Accounting for Certain Investments in Debt and Equity Securities 
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Statement No. 114 (Issue Date 5/93) 
Accounting by Creditors for Impairment of a Loan—an amendment of FASB 
Statements No. 5 and 15 
 
Statement No. 113 (Issue Date 12/92) 
Accounting and Reporting for Reinsurance of Short-Duration and Long-Duration 
Contracts 
 
Statement No. 112 (Issue Date 11/92) 
Employers' Accounting for Postemployment Benefits—an amendment of FASB 
Statements No.5 and 43 
 
Statement No. 111 (Issue Date 11/92) 
Rescission of FASB Statement No. 32 and Technical Corrections 
 
Statement No. 110 (Issue Date 8/92) 
Reporting by Defined Benefit Pension Plans of Investment Contracts—an amendment 
of FASB Statement No. 35 
 
Statement No. 109 (Issue Date 2/92) 
Accounting for Income Taxes 
 
Statement No. 108 (Issue Date 12/91) 
Accounting for Income Taxes-Deferral of the Effective Date of FASB Statement No. 
96—an amendment of FASB Statement No. 96 
 
Statement No. 107 (Issue Date 12/91) 
Disclosures about Fair Value of Financial Instruments 
 
Statement No. 106 (Issue Date 12/90) 
Employers' Accounting for Postretirement Benefits Other Than Pensions 
 
Statement No. 105 (Issue Date 3/90) 
Disclosure of Information about Financial Instruments with Off-Balance-Sheet Risk 
and Financial Instruments with Concentrations of Credit Risk 
 
Statement No. 104 (Issue Date 12/89) 
Statement of Cash Flows-Net Reporting of Certain Cash Receipts and Cash Payments 
and Classification of Cash Flows from Hedging Transactions—an amendment of 
FASB Statement No. 95 
 
Statement No. 103 (Issue Date 12/89) 
Accounting for Income Taxes-Deferral of the Effective Date of FASB Statement No. 
96—an amendment of FASB Statement No. 96 
 
Statement No. 102 (Issue Date 2/89) 
Statement of Cash Flows-Exemption of Certain Enterprises and Classification of Cash 
Flows from Certain Securities Acquired for Resale—an amendment of FASB Statement 
No. 95 

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d

ÅÔ¢ÊÔ·¸Ô ìÁËÒÇÔ·ÂÒÅÑÂàªÕÂ§ãËÁè
Copyright  by Chiang Mai University
A l l  r i g h t s  r e s e r v e d



Statement No. 101 (Issue Date 12/88) 
Regulated Enterprises-Accounting for the Discontinuation of Application of FASB 
Statement No. 71 
 
Statement No. 100 (Issue Date 12/88) 
Accounting for Income Taxes-Deferral of the Effective Date of FASB Statement No. 
96—an amendment of FASB Statement No. 96 
 
Statement No. 99 (Issue Date 9/88) 
Deferral of the Effective Date of Recognition of Depreciation by Not-for-Profit 
Organizations—an amendment of FASB Statement No. 93 
 
Statement No. 98 (Issue Date 5/88) 
Accounting for Leases: Sale-Leaseback Transactions Involving Real Estate, Sales-
Type Leases of Real Estate, Definition of the Lease Term, and Initial Direct Costs of 
Direct Financing Leases—an amendment of FASB Statements No. 13, 66, and 91 and 
a rescission of FASB Statement No. 26 and Technical Bulletin No. 79-11 
 
Statement No. 97 (Issue Date 12/87) 
Accounting and Reporting by Insurance Enterprises for Certain Long-Duration 
Contracts and for Realized Gains and Losses from the Sale of Investments 
 
Statement No. 96 (Issue Date 12/87) 
Accounting for Income Taxes 
 
Statement No. 95 (Issue Date 11/87) 
Statement of Cash Flows 
 
Statement No. 94 (Issue Date 10/87) 
Consolidation of All Majority-owned Subsidiaries—an amendment of ARB No. 51, 
with related amendments of APB Opinion No. 18 and ARB No. 43, Chapter 12 
 
Statement No. 93 (Issue Date 8/87) 
Recognition of Depreciation by Not-for-Profit Organizations 
 
Statement No. 92 (Issue Date 8/87) 
Regulated Enterprises-Accounting for Phase-in Plans—an amendment of FASB 
Statement No. 71 
 
Statement No. 91 (Issue Date 12/86) 
Accounting for Nonrefundable Fees and Costs Associated with Originating or 
Acquiring Loans and Initial Direct Costs of Leases—an amendment of FASB 
Statements No. 13, 60, and 65 and a rescission of FASB Statement No. 17 
 
Statement No. 90 (Issue Date 12/86) 
Regulated Enterprises-Accounting for Abandonments and Disallowances of Plant 
Costs—an amendment of FASB Statement No. 71 
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Statement No. 89 (Issue Date 12/86) 
Financial Reporting and Changing Prices 
 
Statement No. 88 (Issue Date 12/85) 
Employers' Accounting for Settlements and Curtailments of Defined Benefit Pension 
Plans and for Termination Benefits 
 
Statement No. 87 (Issue Date 12/85) 
Employers' Accounting for Pensions 
 
Statement No. 86 (Issue Date 8/85) 
Accounting for the Costs of Computer Software to Be Sold, Leased, or Otherwise 
Marketed 
 
Statement No. 85 (Issue Date 3/85) 
Yield Test for Determining whether a Convertible Security is a Common Stock 
Equivalent—an amendment of APB Opinion No. 15 
 
Statement No. 84 (Issue Date 3/85) 
Induced Conversions of Convertible Debt—an amendment of APB Opinion No. 26 
 
Statement No. 83 (Issue Date 3/85) 
Designation of AICPA Guides and Statement of Position on Accounting by Brokers 
and Dealers in Securities, by Employee Benefit Plans, and by Banks as Preferable for 
Purposes of Applying APB Opinion 20—an amendment FASB Statement No. 32 and 
APB Opinion No. 30 and a rescission of FASB Interpretation No. 10 
 
Statement No. 82 (Issue Date 11/84) 
Financial Reporting and Changing Prices: Elimination of Certain Disclosures—an 
amendment of FASB Statement No. 33 
 
Statement No. 81 (Issue Date 11/84) 
Disclosure of Postretirement Health Care and Life Insurance Benefits 
 
Statement No. 80 (Issue Date 8/84) 
Accounting for Futures Contracts 
 
Statement No. 79 (Issue Date 2/84) 
Elimination of Certain Disclosures for Business Combinations by Nonpublic 
Enterprises—an amendment of APB Opinion No. 16 
 
Statement No. 78 (Issue Date 12/83) 
Classification of Obligations That Are Callable by the Creditor—an amendment of 
ARB No. 43, Chapter 3A 
 
Statement No. 77 (Issue Date 12/83) 
Reporting by Transferors for Transfers of Receivables with Recourse 
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Statement No. 76 (Issue Date 11/83) 
Extinguishment of Debt-an amendment of APB Opinion No. 26 
 
Statement No. 75 (Issue Date 11/83) 
Deferral of the Effective Date of Certain Accounting Requirements for Pension Plans 
of State and Local Governmental Units—an amendment of FASB Statement No. 35 
 
Statement No. 74 (Issue Date 8/83) 
Accounting for Special Termination Benefits Paid to Employees 
 
Statement No. 73 (Issue Date 8/83) 
Reporting a Change in Accounting for Railroad Track Structures—an amendment of 
APB Opinion No.20 
 
Statement No. 72 (Issue Date 2/83) 
Accounting for Certain Acquisitions of Banking or Thrift Institutions—an amentsumt 
of APB Opinion No.17, an interpretation of APB Opinions 16 and 17, and an 
amendment of FASB Interpretation No.9 
 
Statement No. 71 (Issue Date 12/82) 
Accounting for the Effects of Certain Types of Regulation 
 
Statement No. 70 (Issue Date 12/82) 
Financial Reporting and Changing Prices: Foreign Currency Translation—an 
amendment of FASB Statement No. 33 
 
Statement No. 69 (Issue Date 11/82) 
Disclosures about Oil and Gas Producing Activities—an amendment of FASB 
Statements 19, 25, 33, and 39 
 
Statement No. 68 (Issue Date 10/82) 
Research and Development Arrangements 
 
Statement No. 67 (Issue Date 10/82) 
Accounting for Costs and Initial Rental Operations of Real Estate Projects 
 
Statement No. 66 (Issue Date 10/82) 
Accounting for Sales of Real Estate 
 
Statement No. 65 (Issue Date 9/82) 
Accounting for Certain Mortgage Banking Activities 
 
Statement No. 64 (Issue Date 9/82) 
Extinguishments of Debt Made to Satisfy Sinking-Fund Requirements—an 
amendment of FASB Statement No. 4 
 
Statement No. 63 (Issue Date 6/82) 
Financial Reporting by Broadcasters 
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Statement No. 62 (Issue Date 6/82) 
Capitalization of Interest Cost in Situations Involving Certain Tax-Exempt 
Borrowings and Certain Gifts and Grants—an amendment of FASB Statement No. 34 
 
Statement No. 61 (Issue Date 6/82) 
Accounting for Title Plant 
 
Statement No. 60 (Issue Date 6/82) 
Accounting and Reporting by Insurance Enterprises 
 
Statement No. 59 (Issue Date 4/82) 
Deferral of the Effective Date of Certain Accounting Requirements for Pension Plans 
of State and Local Governmental Units—an amendment of FASB Statement No. 35 
 
Statement No. 58 (Issue Date 4/82) 
Capitalization of Interest Cost in Financial Statements That Include Investments 
Accounted for by the Equity Method—an amendment of FASB Statement No. 34 
 
Statement No. 57 (Issue Date 3/82) 
Related Party Disclosures 
 
Statement No. 56 (Issue Date 2/82) 
Designation of AICPA Guide and Statement of Position (SOP) 81-1 on Contractor 
Accounting and SOP 81-2 concerning Hospital-Related Organizations as Preferable for 
Purposes of Applying APB Opinion 20—an amendment of FASB Statement No. 32 
 
Statement No. 55 (Issue Date 2/82) 
Determining whether a Convertible Security is a Common Stock Equivalent—an 
amendment of APB Opinion No. 15 
 
Statement No. 54 (Issue Date 1/82) 
Financial Reporting and Changing Prices: Investment Companies—an amendment of 
FASB Statement No. 33 
 
Statement No. 53 (Issue Date 12/81) 
Financial Reporting by Producers and Distributors of Motion Picture Films 
 
Statement No. 52 (Issue Date 12/81) 
Foreign Currency Translation 
 
Statement No. 51 (Issue Date 11/81) 
Financial Reporting by Cable Television Companies 
 
Statement No. 50 (Issue Date 11/81) 
Financial Reporting in the Record and Music Industry 
 
Statement No. 49 (Issue Date 6/81) 
Accounting for Product Financing Arrangements 
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Statement No. 48 (Issue Date 6/81) 
Revenue Recognition When Right of Return Exists 
 
Statement No. 47 (Issue Date 3/81) 
Disclosure of Long-Term Obligations 
 
Statement No. 46 (Issue Date 3/81) 
Financial Reporting and Changing Prices: Motion Picture Films 
 
Statement No. 45 (Issue Date 3/81) 
Accounting for Franchise Fee Revenue 
 
Statement No. 44 (Issue Date 12/80) 
Accounting for Intangible Assets of Motor Carriers—an amendment of Chapter 5 of 
ARB No. 43 and an interpretation of APB Opinions 17 and 30 
 
Statement No. 43 (Issue Date 11/80) 
Accounting for Compensated Absences 
 
Statement No. 42 (Issue Date 11/80) 
Determining Materiality for Capitalization of Interest Cost—an amendment of FASB 
Statement No.34 
 
Statement No. 41 (Issue Date 11/80) 
Financial Reporting and Changing Prices: Specialized Assets-Income-Producing Real 
Estate—a supplement to FASB Statement No. 33 
 
Statement No. 40 (Issue Date 11/80) 
Financial Reporting and Changing Prices: Specialized Assets-Timberlands and 
Growing Timber—a supplement to FASB Statement No. 33 
 
Statement No. 39 (Issue Date 10/80) 
Financial Reporting and Changing Prices: Specialized Assets-Mining and Oil and 
Gas—a supplement to FASB Statement No. 33 
 
Statement No. 38 (Issue Date 9/80) 
Accounting for Preacquisition Contingencies of Purchased Enterprises—an 
amendment of APB Opinion No. 16 
 
Statement No. 37 (Issue Date 7/80) 
Balance Sheet Classification of Deferred Income Taxes—an amendment of APB 
Opinion No. 11 
 
Statement No. 36 (Issue Date 5/80) 
Disclosure of Pension Information—an amendment of APB Opinion No. 8 
 
Statement No. 35 (Issue Date 3/80) 
Accounting and Reporting by Defined Benefit Pension Plans 
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Statement No. 34 (Issue Date 10/79) 
Capitalization of Interest Cost 
 
Statement No. 33 (Issue Date 9/79) 
Financial Reporting and Changing Prices 
 
Statement No. 32 (Issue Date 9/79) 
Specialized Accounting and Reporting Principles and Practices in AICPA Statements of 
Position and Guides on Accounting and Auditing Matters—an amendment of APB 
Opinion No. 20 
 
Statement No. 31 (Issue Date 9/79) 
Accounting for Tax Benefits Related to U.K. Tax Legislation Concerning Stock Relief 
 
Statement No. 30 (Issue Date 8/79) 
Disclosure of Information about Major Customers—an amendment of FASB Statement 
No. 14 
 
Statement No. 29 (Issue Date 6/79) 
Determining Contingent Rentals—an amendment of FASB Statement No. 13 
 
Statement No. 28 (Issue Date 5/79) 
Accounting for Sales with Leasebacks—an amendment of FASB Statement No. 13 
 
Statement No. 27 (Issue Date 5/79) 
Classification of Renewals or Extensions of Existing Sales-Type or Direct Financing 
Leases—an amendment of FASB Statement No. 13 
 
Statement No. 26 (Issue Date 4/79) 
Profit Recognition on Sales-Type Leases of Real Estate—an amendment of FASB 
Statement No. 13 
 
Statement No. 25 (Issue Date 2/79) 
Suspension of Certain Accounting Requirements for Oil and Gas Producing 
Companies—an amendment of FASB Statement No. 19 
 
Statement No. 24 (Issue Date 12/78) 
Reporting Segment Information in Financial Statements That Are Presented in 
Another Enterprise's Financial Report—an amendment of FASB Statement No. 14 
 
Statement No. 23 (Issue Date 8/78) 
Inception of the Lease—an amendment of FASB Statement No. 13 
 
Statement No. 22 (Issue Date 6/78) 
Changes in the Provisions of Lease Agreements Resulting from Refundings of Tax-
Exempt Debt—an amendment of FASB Statement No. 13 
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Statement No. 21 (Issue Date 4/78) 
Suspension of the Reporting of Earnings per Share and Segment Information by 
Nonpublic Enterprises—an amendment of APB Opinion No. 15 and FASB Statement 
No. 14 
 
Statement No. 20 (Issue Date 12/77) 
Accounting for Forward Exchange Contracts—an amendment of FASB Statement No. 8 
 
Statement No. 19 (Issue Date 12/77) 
Financial Accounting and Reporting by Oil and Gas Producing Companies 
 
Statement No. 18 (Issue Date 11/77) 
Financial Reporting for Segments of a Business Enterprise: Interim Financial 
Statements—an amendment of FASB Statement No. 14 
 
Statement No. 17 (Issue Date 11/77) 
Accounting for Leases: Initial Direct Costs—an amendment of FASB Statement No. 13 
 
Statement No. 16 (Issue Date 6/77) 
Prior Period Adjustments 
 
Statement No. 15 (Issue Date 6/77) 
Accounting by Debtors and Creditors for Troubled Debt Restructurings 
 
Statement No. 14 (Issue Date 12/76) 
Financial Reporting for Segments of a Business Enterprise 
 
Statement No. 13 (Issue Date 11/76) 
Accounting for Leases 
 
Statement No. 12 (Issue Date 12/75) 
Accounting for Certain Marketable Securities 
 
Statement No. 11 (Issue Date 12/75) 
Accounting for Contingencies: Transition Method—an amendment of FASB 
Statement No. 5 
 
Statement No. 10 (Issue Date 10/75) 
Extension of "Grandfather" Provisions for Business Combinations—an amendment of 
APB Opinion No. 16 
 
Statement No. 9 (Issue Date 10/75) 
Accounting for Income Taxes: Oil and Gas Producing Companies—an amendment of 
APB Opinions No. 11 and 23 
 
Statement No. 8 (Issue Date 10/75) 
Accounting for the Translation of Foreign Currency Transactions and Foreign 
Currency Financial Statements 
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Statement No. 7 (Issue Date 6/75) 
Accounting and Reporting by Development Stage Enterprises 
 
Statement No. 6 (Issue Date 5/75) 
Classification of Short-Term Obligations Expected to Be Refinanced—an amendment 
of ARB No. 43, Chapter 3A 
 
Statement No. 5 (Issue Date 3/75) 
Accounting for Contingencies 
 
Statement No. 4 (Issue Date 3/75) 
Reporting Gains and Losses from Extinguishment of Debt—an amendment of APB 
Opinion No. 30 
 
Statement No. 3 (Issue Date 12/74) 
Reporting Accounting Changes in Interim Financial Statements—an amendment of 
APB Opinion No. 28 
 
Statement No. 2 (Issue Date 10/74) 
Accounting for Research and Development Costs 
 
Statement No. 1 (Issue Date 12/73) 
Disclosure of Foreign Currency Translation Information 
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International Accounting Standards (IASs) 
and International Financial Reporting Standards (IFRSs) 

 
(http://www.iasplus.com/standard/standard.htm) 

International Financial Reporting Standards Last Revised 

Preface to International Financial Reporting Standards May 2002 

IFRS 1 First-time Adoption of International Financial Reporting Standards June 2003 

IFRS 2 Share-based Payment February 2004 

IFRS 3 Business Combinations March 2004 

IFRS 4 Insurance Contracts March 2004 

IFRS 5 Non-current Assets Held for Sale and Discontinued Operations March 2004 

IFRS 6 Exploration for and Evaluation of Mineral Assets December 2004 

International Accounting Standards Last Revised 

IAS 1 Presentation of Financial Statements Dec. 2003 

IAS 2 Inventories Dec. 2003 

IAS 3 Consolidated Financial Statements. Originally issued 1976, effective 1 Jan 1977. 
No longer effective. Superseded in 1989 by IAS 27 and IAS 28.

-- 
 

IAS 4 Depreciation Accounting. Withdrawn in 1999, replaced by IAS 16, 22, and 38, all 
of which were issued or revised in 1998. 

-- 
 

IAS 5 Information to Be Disclosed in Financial Statements. Originally issued October 
1976, effective 1 January 1997. No longer effective. Superseded by IAS 1 in 1997. 

-- 
 

IAS 6 Accounting Responses to Changing Prices. Superseded by IAS 15. -- 
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IAS 7 Cash Flow Statements 1992 

IAS 8 Profit or Loss for the Period, Fundamental Errors and Changes in Accounting 
Policies  

Dec. 2003 
 

IAS 9 Accounting for Research and Development Activities. Superseded by IAS 38
effective 1.7.99 

-- 
 

IAS 10 Events After the Balance Sheet Date 1999 

IAS 11 Construction Contracts 1993 

IAS 12 Income Taxes 2000 

IAS 13 Presentation of Current Assets and Current Liabilities. Superseded by IAS 1. -- 

IAS 14 Segment Reporting 1997 

IAS 15 Information Reflecting the Effects of Changing Prices 
 

Withdrawn 
Dec. 2003 

IAS 16 Property, Plant and Equipment Dec. 2003 

IAS 17 Leases Dec. 2003 

IAS 18 Revenue 1993 

IAS 19 Employee Benefits 2002 

IAS 20 Accounting for Government Grants and Disclosure of Government Assistance 1983 

IAS 21 The Effects of Changes in Foreign Exchange Rates Dec. 2003 

IAS 22 Business Combinations 1998 

IAS 23 Borrowing Costs 1993 

IAS 24 Related Party Disclosures Dec. 2003 

IAS 25 Accounting for Investments. Superseded by IAS 39 & IAS 40 effective 2001. -- 

IAS 26 Accounting and Reporting by Retirement Benefit Plans 1987 

IAS 27 Consolidated Financial Statements and Accounting for Investments in 
Subsidiaries  

Dec. 2003 
 

IAS 28 Accounting for Investments in Associates Dec. 2003 

IAS 29 Financial Reporting in Hyperinflationary Economies 1989 
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IAS 30 Disclosures in the Financial Statements of Banks and Similar Financial 
Institutions 

1990 
 

IAS 31 Financial Reporting of Interests In Joint Ventures Dec. 2003 

IAS 32 Financial Instruments: Disclosures and Presentation Dec. 2003 

IAS 33 Earnings Per Share Dec. 2003 

IAS 34 Interim Financial Reporting 1998 

IAS 35 Discontinuing Operations 1998 

IAS 36 Impairment of Assets 1998 

IAS 37 Provisions, Contingent Liabilities and Contingent Assets 1998 

IAS 38 Intangible Assets 1997 

IAS 39 Financial Instruments: Recognition and Measurement Dec. 2003 

IAS 40 Investment Property Dec. 2003 

IAS 41 Agriculture 2001 
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