
Chapter 1—The objective of general purpose financial reporting

This chapter, which the IASB originally issued in 2010, is carried forward from Chapter 1

of the existing Conceptual Framework. The IASB proposes only limited changes to this

chapter. To highlight the changes, they are shown in mark-up. Deleted text is struck

through and new text is underlined. The format of the numbering has also been

changed (for example, from ‘OB1’ to ‘1.1’), but this is not shown as a mark-up.

Introduction

1.1 The objective of general purpose financial reporting forms the foundation of the

Conceptual Framework. Other aspects of the Conceptual Framework—a reporting

entity concept, flow logically from the objective:

(a) the qualitative characteristics of, and the constraint on, useful financial

information, and the cost constraint on such information (Chapter 2);

(b) financial statements and the reporting entity (Chapter 3);

(c) elements of financial statements (Chapter 4);

(d) recognition and derecognition (Chapter 5);

(e) measurement (Chapter 6);

(f) presentation and disclosure (Chapter 7); and

(g) capital maintenance (Chapter 8).

—flow logically from the objective.

Objective, usefulness and limitations of general purpose
financial reporting

1.2 The objective of general purpose financial reporting5 is to provide financial

information about the reporting entity that is useful to existing and potential

investors, lenders and other creditors in making decisions about providing

resources to the entity.6 Those decisions involve buying, selling or holding

equity and debt instruments, and providing or settling loans and other forms of

credit.

1.3 Decisions by existing and potential investors about buying, selling or holding

equity and debt instruments depend on the returns that they expect from an

investment in those instruments, for example dividends, principal and interest

payments or market price increases. Similarly, decisions by existing and

potential lenders and other creditors about providing or settling loans and other

forms of credit depend on the principal and interest payments or other returns

that they expect. Investors’, lenders’ and other creditors’ expectations about

5 Throughout this Conceptual Framework, the terms financial reports and financial reporting refer to general
purpose financial reports and general purpose financial reporting unless specifically indicated otherwise.

6 Throughout this Conceptual Framework, the term entity refers to the reporting entity unless specifically
indicated otherwise.
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returns depend on their assessment of the amount, timing and uncertainty of

(the prospects for) future net cash inflows to the entity and their assessment of

management’s stewardship of the entity’s resources. Consequently, existing and

potential investors, lenders and other creditors need information to help them

assess the prospects for future net cash inflows to an entity make those

assessments.

1.4 To assess an entity’s prospects for future net cash inflows, help existing and

potential investors, lenders and other creditors make those assessments, they

need information about:

(a) the resources of the entity, claims against the entity, and changes in

those resources and claims (see paragraphs 1.12–1.21); and

(b) how efficiently and effectively the entity’s management and governing

board7 have discharged their responsibilities to use the entity’s resources

(see paragraphs 1.22–1.23). Examples of such responsibilities include

protecting the entity’s resources from unfavourable effects of economic

factors such as price and technological changes and ensuring that the

entity complies with applicable laws, regulations and contractual

provisions. Information about management’s discharge of its

responsibilities is also useful for decisions by existing investors, lenders

and other creditors who have the right to vote on or otherwise influence

management’s actions.8

1.5 Many existing and potential investors, lenders and other creditors cannot

require reporting entities to provide information directly to them and must rely

on general purpose financial reports for much of the financial information they

need. Consequently, they are the primary users to whom general purpose

financial reports are directed.9

1.6 However, general purpose financial reports do not and cannot provide all of the

information that existing and potential investors, lenders and other creditors

need. Those users need to consider pertinent information from other sources,

for example, general economic conditions and expectations, political events and

political climate, and industry and company outlooks.

1.7 General purpose financial reports are not designed to show the value of a

reporting entity; but they provide information to help existing and potential

investors, lenders and other creditors to estimate the value of the reporting

entity.

1.8 Individual primary users have different, and possibly conflicting, information

needs and desires. The Board IASB, in developing financial reporting standards,

will seek to provide the information set that will meet the needs of the

maximum number of primary users. However, focusing on common

7 Throughout this Conceptual Framework, the term management refers to management and the governing
board of an entity unless specifically indicated otherwise.

8 Note for readers of this Exposure Draft: the deleted text forms the basis for paragraphs 1.22–1.23.

9 Throughout this Conceptual Framework the terms primary users and users refer to those existing and
potential investors, lenders and other creditors who must rely on general purpose financial reports

for much of the financial information they need.
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information needs does not prevent the reporting entity from including

additional information that is most useful to a particular subset of primary

users.

1.9 The management of a reporting entity is also interested in financial information

about the entity. However, management need not rely on general purpose

financial reports because it is able to obtain the financial information it needs

internally.

1.10 Other parties, such as regulators and members of the public other than

investors, lenders and other creditors, may also find general purpose financial

reports useful. However, those reports are not primarily directed to these other

groups.

1.11 To a large extent, financial reports are based on estimates, judgements and

models rather than exact depictions. The Conceptual Framework establishes the

concepts that underlie those estimates, judgements and models. The concepts

are the goal towards which the Board IASB and preparers of financial reports

strive. As with most goals, the Conceptual Framework’s vision of ideal financial

reporting is unlikely to be achieved in full, at least not in the short term,

because it takes time to understand, accept and implement new ways of

analysing transactions and other events. Nevertheless, establishing a goal

towards which to strive is essential if financial reporting is to evolve so as to

improve its usefulness.

Information about a reporting entity’s economic resources,
claims against the entity and changes in resources and claims

1.12 General purpose financial reports provide information about the financial

position of a reporting entity, which is information about the entity’s economic

resources and the claims against the reporting entity. Financial reports also

provide information about the effects of transactions and other events that

change a reporting entity’s economic resources and claims. Both types of

information provide useful input for decisions about providing resources to an

entity.

Economic resources and claims

1.13 Information about the nature and amounts of a reporting entity’s economic

resources and claims can help users to identify the reporting entity’s financial

strengths and weaknesses. That information can help users to assess the

reporting entity’s liquidity and solvency, its needs for additional financing and

how successful it is likely to be in obtaining that financing. That information

can also help users to assess management’s stewardship of the reporting entity’s

economic resources. Information about priorities and payment requirements of

existing claims helps users to predict how future cash flows will be distributed

among those with a claim against the reporting entity.

1.14 Different types of economic resources affect a user’s assessment of the reporting

entity’s prospects for future cash flows differently. Some future cash flows

result directly from existing economic resources, such as accounts receivable.

Other cash flows result from using several resources in combination to produce
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and market goods or services to customers. Although those cash flows cannot be

identified with individual economic resources (or claims), users of financial

reports need to know the nature and amount of the resources available for use

in a reporting entity’s operations.

Changes in economic resources and claims

1.15 Some Cchanges in a reporting entity’s economic resources and claims result

from that entity’s financial performance (see paragraphs OB17–OB20 1.17–1.20)

and other changes in them result from other events or transactions such as

issuing debt or equity instruments (see paragraph OB21 1.21). To properly assess

both the prospects for future cash flows from the reporting entity and

management’s stewardship of the entity’s resources, users need to be able to

distinguish between both of these identify those two types of changes.

1.16 Information about a reporting entity’s financial performance helps users to

understand the return that the entity has produced on its economic resources.

Information about the return the entity has produced provides an indication of

how well management has discharged its responsibilities to make efficient and

effective use of the reporting entity’s resources can help users to assess

management’s stewardship of the reporting entity’s economic resources.

Information about the variability and components of that return is also

important, especially in assessing the uncertainty of future cash flows.

Information about a reporting entity’s past financial performance and how its

management discharged its stewardship responsibilities is usually helpful in

predicting the entity’s future returns on its economic resources.

Financial performance reflected by accrual accounting

1.17 Accrual accounting depicts the effects of transactions and other events and

circumstances on a reporting entity’s economic resources and claims in the

periods in which those effects occur, even if the resulting cash receipts and

payments occur in a different period. This is important because information

about a reporting entity’s economic resources and claims and changes in its

economic resources and claims during a period provides a better basis for

assessing the entity’s past and future performance than information solely

about cash receipts and payments during that period.

1.18 Information about a reporting entity’s financial performance during a period,

reflected by changes in its economic resources and claims other than by

obtaining additional resources directly from investors and creditors (see

paragraph OB21 1.21), is useful in assessing the entity’s past and future ability to

generate net cash inflows. That information indicates the extent to which the

reporting entity has increased its available economic resources, and thus its

capacity for generating net cash inflows through its operations rather than by

obtaining additional resources directly from investors and creditors.

Information about a reporting entity’s financial performance during a period

can also help users to assess management’s stewardship of the reporting entity’s

economic resources.

1.19 Information about a reporting entity’s financial performance during a period

may also indicate the extent to which events such as changes in market prices or
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interest rates have increased or decreased the entity’s economic resources and

claims, thereby affecting the entity’s ability to generate net cash inflows.

Financial performance reflected by past cash flows

1.20 Information about a reporting entity’s cash flows during a period also helps

users to assess the entity’s ability to generate future net cash inflows and to

assess management’s stewardship of the entity’s resources. It indicates how the

reporting entity obtains and spends cash, including information about its

borrowing and repayment of debt, cash dividends or other cash distributions to

investors, and other factors that may affect the entity’s liquidity or solvency.

Information about cash flows helps users understand a reporting entity’s

operations, evaluate its financing and investing activities, assess its liquidity or

solvency and interpret other information about financial performance.

Changes in economic resources and claims not resulting
from financial performance

1.21 A reporting entity’s economic resources and claims may also change for reasons

other than financial performance, such as issuing additional ownership shares.

Information about this type of change is necessary to give users a complete

understanding of why the reporting entity’s economic resources and claims

changed and the implications of those changes for its future financial

performance.

Information about the efficiency and effectiveness of the use of
the entity’s resources

1.22 Information about how efficiently and effectively the entity’s management has

discharged its responsibilities to use the entity’s resources helps users assess

management’s stewardship of those resources. Such information is also useful

for predicting how efficiently and effectively management will use the entity’s

resources in future periods and, hence, is useful for assessing the entity’s

prospects for future net cash inflows. Information about management’s

discharge of its responsibilities is also useful for decisions by existing investors,

lenders and other creditors who have the right to vote on or otherwise influence

management’s actions.

1.23 Examples of management’s responsibilities to use the entity’s resources include

protecting the entity’s resources from unfavourable effects of economic factors,

such as price and technological changes, and ensuring that the entity complies

with applicable laws, regulations and contractual provisions.
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Chapter 2—Qualitative characteristics of useful financial
information

This chapter, which the IASB originally issued in 2010, is carried forward from Chapter 3

of the existing Conceptual Framework. The IASB proposes only limited changes to this

chapter. To highlight the changes, they are shown in mark-up. Deleted text is struck

through and new text is underlined. The format of the numbering has also been

changed (for example, from ‘QC1’ to ‘2.1’), but is not shown as a mark-up.

Introduction

2.1 The qualitative characteristics of useful financial information discussed in this

chapter identify the types of information that are likely to be most useful to the

existing and potential investors, lenders and other creditors for making

decisions about the reporting entity on the basis of information in its financial

report (financial information).

2.2 Financial reports provide information about the reporting entity’s economic

resources, claims against the reporting entity and the effects of transactions and

other events and conditions that change those resources and claims. (This

information is referred to in the Conceptual Framework as information about the

economic phenomena.) Some financial reports also include explanatory

material about management’s expectations and strategies for the reporting

entity, and other types of forward-looking information.

2.3 The qualitative characteristics of useful financial information10 apply to

financial information provided in financial statements, as well as to financial

information provided in other ways. Cost, which is a pervasive constraint on the

reporting entity’s ability to provide useful financial information, applies

similarly. However, the considerations in applying the qualitative

characteristics and the cost constraint may be different for different types of

information. For example, applying them to forward-looking information may

be different from applying them to information about existing economic

resources and claims and to changes in those resources and claims.

Qualitative characteristics of useful financial information

2.4 If financial information is to be useful, it must be relevant and faithfully

represent what it purports to represent. The usefulness of financial information

is enhanced if it is comparable, verifiable, timely and understandable.

Fundamental qualitative characteristics

2.5 The fundamental qualitative characteristics are relevance and faithful

representation.

10 Throughout this Conceptual Framework, the terms qualitative characteristics and cost constraint refer to
the qualitative characteristics of, and the cost constraint on, useful financial information.
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Relevance

2.6 Relevant financial information is capable of making a difference in the decisions

made by users. Information may be capable of making a difference in a decision

even if some users choose not to take advantage of it or are already aware of it

from other sources.

2.7 Financial information is capable of making a difference in decisions if it has

predictive value, confirmatory value or both.

2.8 Financial information has predictive value if it can be used as an input to

processes employed by users to predict future outcomes. Financial information

need not be a prediction or forecast to have predictive value. Financial

information with predictive value is employed by users in making their own

predictions.

2.9 Financial information has confirmatory value if it provides feedback about

(confirms or changes) previous evaluations.

2.10 The predictive value and confirmatory value of financial information are

interrelated. Information that has predictive value often also has confirmatory

value. For example, revenue information for the current year, which can be

used as the basis for predicting revenues in future years, can also be compared

with revenue predictions for the current year that were made in past years. The

results of those comparisons can help a user to correct and improve the

processes that were used to make those previous predictions.

Materiality

2.11 Information is material if omitting it or misstating it could influence decisions

that the primary users of general purpose financial reports (see paragraph 1.5)

make on the basis of financial information about a specific reporting entity. In

other words, materiality is an entity-specific aspect of relevance based on the

nature or magnitude, or both, of the items to which the information relates in

the context of an individual entity’s financial report. Consequently, the Board

IASB cannot specify a uniform quantitative threshold for materiality or

predetermine what could be material in a particular situation.

Measurement uncertainty

2.12 One factor affecting the relevance of financial information is the level of

measurement uncertainty. Measurement uncertainty arises when a measure for

an asset or a liability cannot be observed directly and must instead be estimated.

The use of estimates is an essential part of the preparation of financial

information and does not necessarily undermine its relevance, but the estimate

needs to be properly described and disclosed (see paragraph 2.20).

2.13 An estimate can provide relevant information, even if the estimate is subject to a

high level of measurement uncertainty. Nevertheless, if measurement

uncertainty is high, an estimate is less relevant than it would be if it were

subject to low measurement uncertainty. Thus, there is a trade-off between the

level of measurement uncertainty and other factors that make information

relevant. For example, for some estimates, a high level of measurement

uncertainty may outweigh those other factors to such an extent that the
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resulting information may have little relevance. On the other hand, a high level

of measurement uncertainty does not prevent the use of an estimate if that

estimate provides the most relevant information.

Faithful representation

2.14 Financial reports represent economic phenomena in words and numbers. To be

useful, financial information must not only represent relevant phenomena, but

it must also faithfully represent the phenomena that it purports to represent. A

faithful representation provides information about the substance of an

economic phenomenon instead of merely providing information about its legal

form. Providing information only about a legal form that differs from the

economic substance of the underlying economic phenomenon would not result

in a faithful representation.

2.15 To be a perfectly faithful representation, a depiction would have three

characteristics. It would be complete, neutral and free from error. Of course,

perfection is seldom, if ever, achievable. The Board’s IASB’s objective is to

maximise those qualities to the extent possible.

2.16 A complete depiction includes all information necessary for a user to

understand the phenomenon being depicted, including all necessary

descriptions and explanations. For example, a complete depiction of a group of

assets would include, at a minimum, a description of the nature of the assets in

the group, a numerical depiction of all of the assets in the group, and a

description of what the numerical depiction represents (for example, original

cost, adjusted historical cost or fair value). For some items, a complete depiction

may also entail explanations of significant facts about the quality and nature of

the items, factors and circumstances that might affect their quality and nature,

and the process used to determine the numerical depiction.

2.17 A neutral depiction is without bias in the selection or presentation of financial

information. A neutral depiction is not slanted, weighted, emphasised,

de-emphasised or otherwise manipulated to increase the probability that

financial information will be received favourably or unfavourably by users.

Neutral information does not mean information with no purpose or no

influence on behaviour. On the contrary, relevant financial information is, by

definition, capable of making a difference in users’ decisions.

2.18 Neutrality is supported by the exercise of prudence. Prudence is the exercise of

caution when making judgements under conditions of uncertainty. The

exercise of prudence means that assets and income are not overstated and

liabilities and expenses are not understated. Equally, the exercise of prudence

does not allow for the understatement of assets and income or the

overstatement of liabilities and expenses, because such mis-statements can lead

to the overstatement of income or the understatement of expenses in future

periods.

2.19 Faithful representation does not mean accurate in all respects. Free from error

means there are no errors or omissions in the description of the phenomenon,

and the process used to produce the reported information has been selected and

applied with no errors in the process. In this context, free from error does not
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mean perfectly accurate in all respects. For example, an estimate of an

unobservable price or value cannot be determined to be accurate or inaccurate.

However, a representation of that estimate can be faithful if the amount is

described clearly and accurately as being an estimate, the nature and limitations

of the estimating process are explained, and no errors have been made in

selecting and applying an appropriate process for developing the estimate.

A faithful representation, by itself, does not necessarily result in useful

information. For example a reporting entity may receive property, plant and

equipment through a government grant. Obviously, reporting that an entity

acquired an asset at no cost would faithfully represent its cost, but that

information would probably not be very useful. A slightly more subtle example

is an estimate of the amount by which an asset’s carrying amount should be

adjusted to reflect an impairment in the asset’s value. That estimate can be a

faithful representation if the reporting entity has properly applied an

appropriate process, properly described the estimate and explained any

uncertainties that significantly affect the estimate. However, if the level of

uncertainty in such an estimate is sufficiently large, that estimate will not be

particularly useful. In other words, the relevance of the asset being faithfully

represented is questionable. If there is no alternative representation that is

more faithful, that estimate may provide the best available information.11

Applying the fundamental qualitative characteristics

2.20 Information must be both relevant and faithfully represented if it is to be useful.

Neither a faithful representation of an irrelevant phenomenon nor an unfaithful

representation of a relevant phenomenon helps users make good decisions. For

example, an estimate can be faithfully represented if the reporting entity has

properly applied an appropriate process, properly described the estimate and

explained any uncertainties that significantly affect the estimate. However, if

the estimate is not relevant, the information provided will not be useful.

2.21 The most efficient and effective process for applying the fundamental

qualitative characteristics would usually be as follows (subject to the effects of

enhancing characteristics and the cost constraint, which are not considered in

this example). First, identify an economic phenomenon that has the potential to

be is capable of being useful to users of the reporting entity’s financial

information. Second, identify the type of information about that phenomenon

that would be most relevant if it is available and can be faithfully represented.

Third, determine whether that information is available and can be faithfully

represented. If so, the process of satisfying the fundamental qualitative

characteristics ends at that point. If not, the process is repeated with the next

most relevant type of information.

Enhancing qualitative characteristics

2.22 Comparability, verifiability, timeliness and understandability are qualitative

characteristics that enhance the usefulness of information that is relevant and

faithfully represented. The enhancing qualitative characteristics may also help

11 Note for readers of the Exposure Draft: the deleted paragraph is paragraph QC16 in the existing

Conceptual Framework. Part of the paragraph is included in paragraph 2.20.
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determine which of two ways should be used to depict a phenomenon if both are

considered equally relevant and faithfully represented.

Comparability

2.23 Users’ decisions involve choosing between alternatives, for example, selling or

holding an investment, or investing in one reporting entity or another.

Consequently, information about a reporting entity is more useful if it can be

compared with similar information about other entities and with similar

information about the same entity for another period or another date.

2.24 Comparability is the qualitative characteristic that enables users to identify and

understand similarities in, and differences among, items. Unlike the other

qualitative characteristics, comparability does not relate to a single item. A

comparison requires at least two items.

2.25 Consistency, although related to comparability, is not the same. Consistency

refers to the use of the same methods for the same items, either from period to

period within a reporting entity or in a single period across entities.

Comparability is the goal; consistency helps to achieve that goal.

2.26 Comparability is not uniformity. For information to be comparable, like things

must look alike and different things must look different. Comparability of

financial information is not enhanced by making unlike things look alike any

more than it is enhanced by making like things look different.

2.27 Some degree of comparability is likely to be attained by satisfying the

fundamental qualitative characteristics. A faithful representation of a relevant

economic phenomenon should naturally possess some degree of comparability

with a faithful representation of a similar relevant economic phenomenon by

another reporting entity.

2.28 Although a single economic phenomenon can be faithfully represented in

multiple ways, permitting alternative accounting methods for the same

economic phenomenon diminishes comparability.

Verifiability

2.29 Verifiability helps assure users that information faithfully represents the

economic phenomena it purports to represent. Verifiability means that

different knowledgeable and independent observers could reach consensus,

although not necessarily complete agreement, that a particular depiction is a

faithful representation. Quantified information need not be a single point

estimate to be verifiable. A range of possible amounts and the related

probabilities can also be verified.

2.30 Verification can be direct or indirect. Direct verification means verifying an

amount or other representation through direct observation, for example, by

counting cash. Indirect verification means checking the inputs to a model,

formula or other technique and recalculating the outputs using the same

methodology. An example is verifying the carrying amount of inventory by

checking the inputs (quantities and costs) and recalculating the ending

inventory using the same cost flow assumption (for example, using the first-in,

first-out method).
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2.31 It may not be possible to verify some explanations and forward-looking financial

information until a future period, if at all. To help users decide whether they

want to use that information, it would normally be necessary to disclose the

underlying assumptions, the methods of compiling the information and other

factors and circumstances that support the information.

Timeliness

2.32 Timeliness means having information available to decision-makers in time to be

capable of influencing their decisions. Generally, the older the information is

the less useful it is. However, some information may continue to be timely long

after the end of a reporting period because, for example, some users may need to

identify and assess trends.

Understandability

2.33 Classifying, characterising and presenting information clearly and concisely

makes it understandable.

2.34 Some phenomena are inherently complex and cannot be made easy to

understand. Excluding information about those phenomena from financial

reports might make the information in those financial reports easier to

understand. However, those reports would be incomplete and therefore

potentially misleading.

2.35 Financial reports are prepared for users who have a reasonable knowledge of

business and economic activities and who review and analyse the information

diligently. At times, even well-informed and diligent users may need to seek the

aid of an adviser to understand information about complex economic

phenomena.

Applying the enhancing qualitative characteristics

2.36 Enhancing qualitative characteristics should be maximised to the extent

possible. However, the enhancing qualitative characteristics, either individually

or as a group, cannot make information useful if that information is irrelevant

or not faithfully represented.

2.37 Applying the enhancing qualitative characteristics is an iterative process that

does not follow a prescribed order. Sometimes, one enhancing qualitative

characteristic may have to be diminished to maximise another qualitative

characteristic. For example, a temporary reduction in comparability as a result

of prospectively applying a new financial reporting standard may be worthwhile

to improve relevance or faithful representation in the longer term. Appropriate

disclosures may partially compensate for non-comparability.

The cost constraint on useful financial reporting

2.38 Cost is a pervasive constraint on the information that can be provided by

financial reporting. Reporting financial information imposes costs, and it is

important that those costs are justified by the benefits of reporting that

information. There are several types of costs and benefits to consider.
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2.39 Providers of financial information expend most of the effort involved in

collecting, processing, verifying and disseminating financial information, but

users ultimately bear those costs in the form of reduced returns. Users of

financial information also incur costs of analysing and interpreting the

information provided. If needed information is not provided, users incur

additional costs to obtain that information elsewhere or to estimate it.

2.40 Reporting financial information that is relevant and faithfully represents what

it purports to represent helps users to make decisions with more confidence.

This results in more efficient functioning of capital markets and a lower cost of

capital for the economy as a whole. An individual investor, lender or other

creditor also receives benefits by making more informed decisions. However, it

is not possible for general purpose financial reports to provide all the

information that every user finds relevant.

2.41 In applying the cost constraint, the Board IASB assesses whether the benefits of

reporting particular information are likely to justify the costs incurred to

provide and use that information. When applying the cost constraint in

developing a proposed financial reporting standard, the Board IASB seeks

information from preparers, users, auditors, academics and others about the

expected nature and quantity of the benefits and costs of that standard. In most

situations, assessments are based on a combination of quantitative and

qualitative information.

2.42 Because of the inherent subjectivity, different individuals’ assessments of the

costs and benefits of reporting particular items of financial information will

vary. Therefore, the Board IASB seeks to consider costs and benefits in relation to

financial reporting generally, and not just in relation to individual reporting

entities. That does not mean that assessments of costs and benefits always

justify the same reporting requirements for all entities. Differences may be

appropriate because of different sizes of entities, different ways of raising capital

(publicly or privately), different users’ needs or other factors.
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The IASB proposes new Chapters 3–7. Because these are new chapters, no mark-up

has been used.

Chapter 3—Financial statements and the reporting entity

Introduction

3.1 This chapter discusses:

(a) the role of financial statements (paragraphs 3.2–3.10); and

(b) the reporting entity (paragraphs 3.11–3.25).

The role of financial statements

3.2 General purpose financial reports provide information about the reporting

entity’s economic resources, claims against the entity and changes in those

economic resources and claims (see paragraph 1.12). General purpose financial

statements are a particular form of general purpose financial reports.12

3.3 In financial statements, the financial effects of transactions and other events are

classified into the following elements: assets, liabilities, equity, income and

expenses. Chapter 4 discusses the definitions of these elements.

3.4 The objective of financial statements is to provide information about an entity’s

assets, liabilities, equity, income and expenses that is useful to users of financial

statements in assessing the prospects for future net cash inflows to the entity

and in assessing management’s stewardship of the entity’s resources.

3.5 Financial statements provide information about the financial effects of

transactions and other events of a specified period. Those transactions and

other events give rise to changes in the entity’s assets, liabilities and equity.

These changes, combined with the effects of transactions and other events from

previous periods, give rise to the entity’s assets, liabilities and equity at the end

of the period.

3.6 Financial statements consist of statements, including a statement of financial

position and statement(s) of financial performance, and notes to the financial

statements. Assets, liabilities and equity are recognised in the statement of

financial position. Income and expenses are recognised in the statement(s) of

financial performance. However, not all assets and liabilities are necessarily

recognised. Chapter 5 discusses the recognition and derecognition of assets,

liabilities, equity, income and expenses.

3.7 Financial statements include monetary information about assets, liabilities,

equity, income and expenses, which involves measurement. Chapter 6 discusses

the measurement of assets, liabilities, equity, income and expenses.

3.8 Financial statements present, in the statement of financial position and the

statement(s) of financial performance, information about assets, liabilities,

12 Throughout this [draft] Conceptual Framework, the term financial statements refers to general purpose
financial statements unless specifically indicated otherwise.
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equity, income and expenses included in those statements. They also disclose

other information that is relevant to users. Presentation and disclosure are

discussed in Chapter 7.

3.9 Financial statements are prepared from the perspective of the entity as a whole,

instead of from the perspective of any particular group of investors, lenders or

other creditors.

Going concern assumption

3.10 This [draft] Conceptual Framework is based on the assumption that the reporting

entity is a going concern and will continue in operation for the foreseeable

future. Hence, it is assumed that the entity has neither the intention nor the

need to liquidate or cease trading. If such an intention or need exists, the

financial statements may have to be prepared on a different basis and, if so, the

basis used is disclosed in the financial statements.

The reporting entity

3.11 A reporting entity is an entity that chooses, or is required, to prepare general

purpose financial statements.

3.12 A reporting entity is not necessarily a legal entity. It can comprise a portion of

an entity, or two or more entities.

Boundary of the reporting entity

3.13 Financial statements provide information about the assets, liabilities, equity,

income and expenses generated by the set of economic activities that lie within

the boundary of the reporting entity.

3.14 When one entity (the parent) has control over another entity (the subsidiary), it

would be possible to determine the boundary of the reporting entity using

either:

(a) direct control only (see paragraphs 3.19–3.20); or

(b) both direct and indirect control (see paragraphs 3.21–3.25).13

3.15 In this [draft] Conceptual Framework:

(a) financial statements of a reporting entity whose boundary is based on

direct control only are called unconsolidated financial statements; and

(b) financial statements of a reporting entity whose boundary is based on

both direct and indirect control are called consolidated financial

statements.

3.16 For financial statements to give a faithful representation of the economic

activities of the reporting entity, they need to describe the set of economic

activities included within the reporting entity.

13 The notion of control is discussed in paragraphs 4.17–4.23.
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3.17 Financial statements are sometimes prepared for two or more entities that do

not have a parent-subsidiary relationship with each other. These financial

statements are referred to as combined financial statements.

3.18 If a reporting entity is not a legal entity, the boundary of the reporting entity

needs to be set in such a way that the financial statements:

(a) provide the relevant financial information needed by those existing and

potential investors, lenders and other creditors who rely on the financial

statements; and

(b) faithfully represent the economic activities of the entity.

Direct control only

3.19 In unconsolidated financial statements, the parent reports only on:

(a) the economic resources it controls directly; and

(b) the direct claims against the parent.

Hence, the investment in the controlled entity (the subsidiary) is reported as an

asset.

3.20 The returns to investors, lenders and other creditors of a parent depend on the

future net cash inflows to the parent entity. The lenders and other creditors of

the parent often do not have a claim against the subsidiary. In addition, in some

jurisdictions, dividends to holders of shares issued by the parent depend on the

distributable profits of the parent. Hence, distinguishing economic resources

held directly by the parent from those held by its subsidiaries can provide useful

information to users of financial statements. One way to provide information

about economic resources held directly by the parent, and about direct claims

against the parent, is to determine the boundary of the reporting entity using

direct control only.

Both direct and indirect control

3.21 In consolidated financial statements, the reporting entity reports on:

(a) the economic resources that the parent controls directly and those that it

controls indirectly by controlling its subsidiaries; and

(b) the direct claims against the parent and the indirect claims against it

through claims against its subsidiaries.

3.22 The returns to investors, lenders and other creditors of a parent depend partly

on the future net cash flows to the parent from the subsidiary. Those cash flows

depend on the future net cash inflows to the subsidiary. To assess the prospects

for future net cash inflows to the parent entity, investors, lenders and other

creditors need information about:

(a) the economic resources, claims and changes in economic resources and

claims of both the parent and its subsidiaries as a single unit; and

(b) how efficiently and effectively the parent’s management have discharged

their responsibilities to use the resources of both the parent and its

subsidiaries.
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3.23 Consequently, in general, consolidated financial statements are more likely to

provide useful information to users of financial statements than unconsolidated

financial statements.

3.24 Consolidated financial statements of the parent are not intended to provide

information to users of a subsidiary’s financial statements. Investors, lenders

and other creditors of a subsidiary seek information about the subsidiary’s

resources, and the claims against the subsidiary, from the financial statements

of the subsidiary.

3.25 When an entity is required to present consolidated financial statements, the

entity may also choose, or be required, to present unconsolidated financial

statements. To enable users to receive the information they need about all the

economic resources the parent controls, both directly and indirectly, and about

claims against both the parent and its subsidiaries, it is necessary to disclose in

the unconsolidated financial statements how users may obtain the consolidated

financial statements.
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