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HIGHLIGHTS

[Best understood in context of full Statement]

e Financial reporting is not an end in itself but is intended to provide information that is useful in making
business and economic decisions.

e 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.

o 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.

e 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.

e The objectives state that:
— 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.
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— 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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Statement of Financial Accounting Concepts No. 1
Objectives of Financial Reporting by Business Enterprises

STATEMENTS OF FINANCIAL
ACCOUNTING CONCEPTS

This is the first in a series of Statements of Finan-
cial Accounting Concepts. The purpose of the series
is to set forth fundamentals on which financial ac-
counting 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 pro-
vided 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 ac-
counting 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 enhanc-
ing 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 Con-
cepts does not establish generally accepted account-
ing 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 succes-
sor rule or arrangement of similar scope and intent).*
Like other pronouncements of the Board, a State-
ment 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 cur-
rent generally accepted accounting principles may be
inconsistent with those that may derive from the ob-
jectives 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 ac-
cepted accounting principles, (b) amend, modify, or
interpret Statements of Financial Accounting Stand-
ards, Interpretations of the FASB, effective Opinions
of the Accounting Principles Board, or effective Bul-
letins 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 inter-
pretations of the objectives and concepts in the State-
ments of Financial Accounting Concepts.

To establish objectives and concepts will not, by
itself, directly solve financial accounting and report-
ing problems. Rather, objectives and concepts are
tools for solving problems. Moreover, although indi-
vidual 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.

The new series of Statements of Financial Ac-
counting Concepts is intended and expected to serve
the public interest within the context of the role of fi-
nancial 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.

*Rule 203 prohibits a member of the American Institute of Certified Public Accountants from expressing an opinion that financial statements
conform with generally accepted accounting principles if those statements contain a material departure from an accounting principle promul-
gated by the Financial Accounting Standards Board, unless the member can demonstrate that because of unusual circumstances the financial

statements otherwise would have been misleading.
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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; ele-
ments 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 re-
porting; and criteria for evaluating and selecting ac-
counting information (qualitative characteristics).

INTRODUCTION AND BACKGROUND

1. This Statement establishes the objectives of gen-
eral 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 ob-
jectives 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 recogni-
tion, 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 infor-
mation (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

'In August 1977, the Board announced its sponsorship of a research study on the objectives and basic concepts underlying financial reporting by
organizations other than business enterprises. The Board published the research report, Financial Accounting in Nonbusiness Organizations: An
Exploratory Study of Conceptual Issues, by Robert N. Anthony, in May 1978. It issued a Discussion Memorandum, *“Objectives of Financial
Reporting by Nonbusiness Organizations,” in June 1978 and held public hearings in October and November 1978.

2Attributes to be measured” refers to the traits or aspects of an element to be quantified or measured, such as historical cost/historical proceeds,
current cost/current proceeds, etc. Attribute is a narrower concept than measurement, which includes not only identifying the attribute to be meas-
ured but also selecting a scale of measurement (for example, units of money or units of constant purchasing power). “Property” is commonly
used in the sciences to describe the trait or aspect of an object being measured, such as the length of a table or the weight of a stone. But “prop-
erty” may be confused with land and buildings in financial reporting contexts, and “attribute’” has become common in accounting literature and is

used in this Statement.
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the unit of measure to be used. Thus, although desig-
nation in the objectives of certain information as rel-
evant has implications for communicating the infor-
mation, 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 ac-
counting standards prescribing accounting proce-
dures 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
(please see “Statements of Financial Accounting
Concepts” on page CON1-3). Until the FASB reex-
amines its pronouncements, pronouncements of pre-
decessor standard-setting bodies, and existing finan-
cial reporting practices, pronouncements such as
APB Statement No. 4, “Basic Concepts and Account-
ing Principles Underlying Financial Statements of
Business Enterprises,” or the Accounting Terminol-
0gy Bulletins will continue to serve their intended
purpose—to describe objectives and concepts under-
lying standards and practices existing before the issu-
ance of this Statement.

4. This Statement includes a brief exposition of the
reasons for the Board’s conclusions.3 It therefore in-
cludes 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 finan-
cial reporting and are not restricted to information
communicated by financial statements. Although fi-
nancial reporting and financial statements have es-
sentially the same objectives, some useful informa-

tion 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 de-
scribe some major characteristics of financial report-
ing and financial statements and give some ex-
amples, 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 finan-
cial reporting. They are a principal means of commu-
nicating accounting information to those outside an
enterprise. Although financial statements may also
contain information from sources other than account-
ing records, accounting systems are generally orga-
nized on the basis of the elements of financial state-
ments (assets, liabilities, revenues, expenses, etc.)
and provide the bulk of the information for financial
statements. The financial statements now most fre-
quently 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 (state-
ment of sources and applications of funds). To list
those examples from existing practice implies no
conclusions about the identity, number, or form of fi-
nancial 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 commu-
nicate information to those outside an enterprise by
means of financial reporting other than formal fi-
nancial statements either because the information is
required to be disclosed by authoritative pronounce-
ment, regulatory rule, or custom or because manage-
ment considers it useful to those outside the enter-
prise and discloses it voluntarily. Information
communicated by means of financial reporting other

3The Board has previously provided a more detailed discussion of the environment of financial reporting and the basis underlying the Board’s
conclusions on objectives of financial reporting by business enterprises in Chapters 1-3 of Tentative Conclusions on Objectives of Financial
Statements of Business Enterprises (Stamford, CT: Financial Accounting Standards Board, December 2, 1976). The Board may reissue pertinent
parts of that discussion, and perhaps other related material, in a more permanent publication.
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than financial statements may take various forms and
relate to various matters. Corporate annual reports,
prospectuses, and annual reports filed with the Secu-
rities and Exchange Commission are common ex-
amples of reports that include financial statements,
other financial information, and nonfinancial infor-
mation. News releases, management’s forecasts or
other descriptions of its plans or expectations, and de-
scriptions of an enterprise’s social or environmental
impact are examples of reports giving financial infor-
mation other than financial statements or giving only
nonfinancial information.

8. Financial statements are often audited by inde-
pendent accountants for the purpose of enhancing
confidence in their reliability. Some financial report-
ing by management outside the financial statements
is audited, or is reviewed but not audited, by inde-
pendent 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 in-
tended to provide information that is useful in mak-
ing business and economic decisions—for making
reasoned choices among alternative uses of scarce re-
sources in the conduct of business and economic ac-
tivities. 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 objec-
tives in this Statement are affected by the economic,
legal, political, and social environment in the United
States. The objectives are also affected by character-
istics and limitations of the information that financial
reporting can provide (paragraphs 17-23).

10. The United States has a highly developed ex-
change economy. Most goods and services are ex-
changed for money or claims to money instead of be-
ing 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 in-
vestment decisions by allocating their present and ex-
pected cash resources.

11. Production and marketing of goods and services
often involve long, continuous, or intricate processes
that require large amounts of capital, which in turn

FASB Statement of Concepts

require substantial savings in the economy. Savings
are often invested through a complex set of interme-
diaries 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 enter-
prises, 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 partici-
pation in directing corporate affairs, directors and
professional managers commonly control enterprise
resources and decide how those resources are allo-
cated in enterprise operations. Management is ac-
countable to owner-investors, both directly and
through an elected board of directors, for planning
and controlling enterprise operations in their inter-
ests, including gaining or maintaining competitive
advantage or parity in the markets in which the enter-
prise buys, sells, and obtains financing and consider-
ing and balancing various other, often competing in-
terests, such as those of employees, customers,
lenders, suppliers, and government.

13. Business enterprises raise capital for production
and marketing activities not only from financial insti-
tutions 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 invest-
ment funds and its cost of raising capital. Those hav-
ing funds to invest normally assess the expected
costs, expected returns, and expected risks of alterna-
tive investment opportunities. They attempt to bal-
ance expected risks and returns and generally invest
in high risk ventures only if they expect commensu-
rately high returns and will accept low expected re-
turns only if expected risk is commensurately low. A
business enterprise is unlikely to be able to compete
successfully in the markets for lendable or invest-
ment 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 mar-
ket price appreciation commensurate with the risks
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they perceive. Thus, well-developed securities mar-
kets 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 allo-
cation in the economy. However, government inter-
venes 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 op-
erations and programs; by regulating business activi-
ties; 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 mat-
ters. 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 informa-
tion of the kind provided by financial reporting by in-
dividual business enterprises.

16. The effectiveness of individuals, enterprises,
markets, and government in allocating scarce re-
sources 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 alter-
native courses of action and the expected returns,
costs, and risks of each. The function of financial re-
porting is to provide information that is useful to
those who make economic decisions about business
enterprises and about investments in or loans to busi-

ness enterprises. Independent auditors commonly ex-
amine or review financial statements and perhaps
other information, and both those who provide and
those who use that information often view an inde-
pendent auditor’s opinion as enhancing the reliability
or credibility of the information.

Characteristics and Limitations of Information
Provided

17. The objectives of financial reporting are affected
not only by the environment in which financial re-
porting 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 fi-
nancial information based on approximate measures
of the financial effects on individual business enter-
prises 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 quan-
tified and expressed in units of money. Information
that is to be formally incorporated in financial state-
ments 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 eco-
nomic things and events and require a common de-
nominator. The numbers are usually exchange prices
or amounts derived from exchange prices. Quantified
nonfinancial information (such as number of em-
ployees or units of product produced or sold) and
nonquantified information (such as descriptions of
operations or explanations of policies) that are re-
ported normally relate to or underlie the financial in-
formation. Financial information is often limited by
the need to measure in units of money or by con-
straints 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 report-
ing may provide information about industries and
economies in which an enterprise operates but usu-
ally only to the extent the information is relevant to
understanding the enterprise. It does not attempt to
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measure the degree to which the consumption of
wealth satisfies consumers’ wants. Since business en-
terprises are producers and distributors of scarce re-
sources, financial reporting bears on the allocation of
economic resources to producing and distributing ac-
tivities 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 numer-
ous estimates, classifications, summarizations, judg-
ments, and allocations. The outcome of economic ac-
tivity 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 par-
ticular, with few exceptions the measures are ap-
proximations, which may be based on rules and con-
ventions, 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 pro-
jections, but financial statements and most other fi-
nancial reporting are historical. For example, the ac-
quisition price of land, the current market price of a
marketable equity security, and the current replace-
ment price of an inventory are all historical data—no
future prices are involved. Estimates resting on ex-
pectations of the future are often needed in financial
reporting, but their major use, especially of those for-
mally 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 deter-
mine current depreciation and the current undepreci-
ated 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 previ-
ous 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 extrapolat-
ing past trends or relationships. Users of the informa-
tion 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.

FASB Statement of Concepts

22. Financial reporting is but one source of informa-
tion needed by those who make economic decisions
about business enterprises. Business enterprises and
those who have economic interests in them are af-
fected by numerous factors that interact with each
other in complex ways. Those who use financial in-
formation for business and economic decisions need
to combine information provided by financial report-
ing with pertinent information from other sources,
for example, information about general economic
conditions or expectations, political events and politi-
cal climate, or industry outlook.

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 ad-
vantage. The collective time needed to understand
and use information is also a cost. Sometimes a dis-
parity between costs and benefits is obvious. How-
ever, the benefits from financial information are usu-
ally difficult or impossible to measure objectively,
and the costs often are; different persons will hon-
estly disagree about whether the benefits of the infor-
mation justify its costs.

Potential Users and Their Interests

24. Many people base economic decisions on their
relationships to and knowledge about business enter-
prises and thus are potentially interested in the infor-
mation provided by financial reporting. Among the
potential users are owners, lenders, suppliers, poten-
tial 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, la-
bor 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 hav-
ing direct economic interests in particular business
enterprises. Managers and directors, who are charged
with managing the enterprise in the interest of own-
ers (paragraph 12), also have a direct interest. Mem-
bers of other groups—such as financial analysts and
advisors, regulatory authorities, and labor unions—
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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 di-
rectly concerned with a particular business enterprise
are generally interested in its ability to generate fa-
vorable cash flows because their decisions relate to
amounts, timing, and uncertainties of expected cash
flows. To investors, lenders, suppliers, and employ-
ees, 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 invest-
ment worthwhile. They are directly concerned with
the ability of the enterprise to generate favorable cash
flows and may also be concerned with how the mar-
ket’s perception of that ability affects the relative
prices of its securities. To customers, a business en-
terprise 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 enter-
prise provide those goods or services. To managers,
the cash flows of a business enterprise are a signifi-
cant part of their management responsibilities, in-
cluding 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 sig-
nificantly share a common interest in an enterprise’s
ability to generate favorable cash flows. Other poten-
tial users of financial information share the same in-
terest, derived from investors, creditors, employees,
customers, or managers whom they advise or repre-
sent or derived from an interest in how those groups
(and especially stockholders) are faring.

26. Some of the potential users listed in para-
graph 24 may have specialized needs but also have
the power to obtain information needed. For ex-
ample, 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 statu-
tory 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 in-
vestors and creditors or potential investors and credi-
tors 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 pri-
vate 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 di-
rectors, the potential users listed in paragraph 24 are
commonly described as “external users,” and ac-
counting and reporting are sometimes divided con-
ventionally into internal and external parts. That
broad distinction more nearly suits the purposes of
this Statement than does another common conven-
tional distinction—that between managerial or man-
agement 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, rev-
enues, expenses, earnings, etc.)* because manage-
ment uses information provided by both manage-
ment accounting and financial accounting.
Management needs, in addition to financial account-
ing information, a great deal of management ac-
counting information to carry out its responsibilities
in planning and controlling operations. Much of that
information relates to particular decisions or to par-
ticular cost or profit centers and is often provided in
more detail than is considered necessary or appropri-
ate 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 infor-
mation 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 gen-
eral purpose external financial reporting by business
enterprises. The objectives stem primarily from the
informational needs of external users who lack the

“That distinction between managerial and financial accounting is made, for example, by Eric L. Kohler, A Dictionary for Accountants, 5th ed.
(Englewood Cliffs, NJ: Prentice-Hall, Inc., 1975), pp. 208 and 303, and by Sidney Davidson, James S. Schindler, Clyde P. Stickney, and Roman
L. Weil, Accounting: The Language of Business, 3rd ed. (Glen Ridge, NJ: Thomas Horton and Daughters, Inc., 1977), pp. 24 and 34.
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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 ex-
ternal aspect. Management is as interested in infor-
mation about assets, liabilities, earnings, and related
elements as external users and, among its other re-
quirements, generally needs the same kinds of infor-
mation about those elements as external users (para-
graph 25). Thus, management is a major user of the
same information that is provided by external finan-
cial reporting. However, management’s primary role
in external financial reporting is that of communicat-
ing information for use by others. For that reason, it
has a direct interest in the cost, adequacy, and under-
standability of external financial reporting.

30. General purpose external financial reporting is
directed toward the common interest of various po-
tential users in the ability of an enterprise to generate
favorable cash flows (paragraph 25). Thus, the objec-
tives in this Statement are focused on information for
investment and credit decisions for reasons that are
largely pragmatic, not to narrow their scope. The ob-
jectives 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 in-
formation 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 al-
location of resources in the economy. In addition, in-
formation 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 in-
vestors 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 State-
ment.

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 ob-
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jectives begin with a broad focus on information that
is useful in investment and credit decisions; then nar-
row that focus to investors’ and creditors’ primary in-
terest in the prospects of receiving cash from their in-
vestments in or loans to business enterprises and the
relation of those prospects to the enterprise’s pros-
pects; and finally focus on information about an en-
terprise’s economic resources, the claims to those re-
sources, and changes in them, including measures of
the enterprise’s performance, that is useful in assess-
ing the enterprise’s cash flow prospects. The reasons
for focusing the objectives of financial reporting pri-
marily 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 con-
trary, 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 ex-
ample, 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 pro-
vides information that helps identify relatively effi-
cient and inefficient users of resources, aids in assess-
ing relative returns and risks of investment
opportunities, or otherwise assists in promoting effi-
cient 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 func-
tion of financial reporting to try to determine or influ-
ence the outcomes of those decisions. The role of fi-
nancial 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 par-
ticular 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 fi-
nancial reporting is intended to serve.
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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 invest-
ment, credit, and similar decisions. The information
should be comprehensible to those who have a rea-
sonable understanding of business and economic ac-
tivities 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 se-
curities from other investors or creditors and
those who buy newly issued securities from the en-
terprise or an underwriter, both those who commit
funds for long periods and those who trade fre-
quently, 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 serv-
ices who extend credit, customers and employees
with claims, lending institutions, individual lenders,
and debt securityholders.> The terms also may com-
prehend security analysts and advisors, brokers, law-
yers, 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 un-
derstandability of financial information. Cost-benefit
considerations may indicate that information under-
stood 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 divi-
dends or interest and the proceeds from the sale, re-
demption, 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 divi-
dends and may also be affected by perceptions of in-
vestors and creditors generally about that ability,
which affect market prices of the enterprise’s securi-
ties. Thus, financial reporting should provide infor-
mation to help investors, creditors, and others assess
the amounts, timing, and uncertainty of prospective
net cash inflows to the related enterprise.

SDebt securityholders are included in both groups because they are investors as that term is commonly used as well as creditors by contract and
usual legal definition. Moreover, it is often convenient to refer to them as investors without making a precise distinction between “investors in
debt securities” and “investors in equity securities.” That distinction is made if it is significant.

OSeveral respondents to the Exposure Draft, “Objectives of Financial Reporting and Elements of Financial Statements of Business Enterprises,”
interpreted this objective as requiring “cash flow information,” ““current value information,” or “management forecast information.” However,
the objective focuses on the purpose for which information provided should be useful—emphasizing the importance of cash to people and the
activities they use to increase cash inflows that also help increase the productive resources and outputs of goods and services in an
economy—rather than the kinds of information that may be useful for that purpose. The objective neither requires nor prohibits “cash flow infor-
mation,” “current value information,” “management forecast information,” or any other specific information. Conclusions about “current value
information” and “management forecast information” are beyond the scope of this Statement. Paragraphs 42-44 note that information about
cash receipts and disbursements is not usually considered to be the most useful information for the purposes described in this objective.
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38. People engage in investing, lending, and similar
activities primarily to increase their cash resources.
The ultimate test of success (or failure) of those ac-
tivities 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 serv-
ices) commensurate with the risk involved. More-
over, investment, credit, and similar decisions nor-
mally 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 expecta-
tions about those prospective cash receipts and assess
the risk that the amounts or timing of the 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 ex-
ceeds (or is less than) the cash spent (invested) over
the long run (footnote 7).8 A successful enterprise re-
ceives 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, inter-
est 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
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flows to investors and creditors are related to ex-
pected 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 enter-
prise to transfer resources to other entities and own-
ers’ 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, obliga-
tions, and owners’ equity. That information helps in-
vestors, creditors, and others identify the enterprise’s
financial strengths and weaknesses and assess its li-
quidity and solvency. Information about resources,
obligations, and owners’ equity also provides a basis
for investors, creditors, and others to evaluate infor-
mation about the enterprise’s performance during a
period (paragraphs 42-48). Moreover, it provides di-
rect 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 re-
sources in the enterprise’s operations. Indirect meas-
ures of cash flow potential are widely considered
necessary or desirable, both for particular resources

7Questions of measurement scale and unit of measure are beyond the scope of this Statement (paragraph 2). Therefore, the description in para-
graphs 38, 39, and others ignore, for example, that a dollar of cash received as dividends, interest, or proceeds from resale or repayment is not
necessarily equal in purchasing power to a dollar invested or loaned earlier, a dollar of cash collected from customers is not necessarily equal in
purchasing power to a dollar spent earlier, and a dollar of cash paid to a creditor is not necessarily equal in purchasing power to a dollar received
earlier.

8Descriptions of operations of business enterprises commonly describe a cycle that begins with cash outlays and ends with cash receipts. That
description is not only straightforward and convenient but also generally fits manufacturing, merchandising, financial, and service enterprises
whose operations comprise primarily activities such as acquiring goods and services, increasing their value by adding time, place, or form utility,
selling them, and collecting the selling price. Cash receipts may precede cash payments, however, and commonly do in the operations of some
service and financial enterprises. The order of cash flows does not affect the basic nature of operations but may complicate descriptions and
analyses.

9Economic resources, claims to those resources, changes in resources and claims, and the elements that represent them in financial statements are
the subject of the next phase in the Board’s conceptual framework project on elements of financial statements of business enterprises.
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and for enterprises as a whole. That information may
help those who desire to estimate the value of a busi-
ness enterprise, but financial accounting is not de-
signed 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 de-
cisions reflect investors’ and creditors’ expectations
about future enterprise performance, those expecta-
tions are commonly based at least partly on evalua-
tions of past enterprise performance.!0

43. The primary focus of financial reporting is infor-
mation about an enterprise’s performance provided
by measures of earnings and its components. Inves-
tors, creditors, and others who are concerned with as-
sessing the prospects for enterprise net cash inflows
are especially interested in that information. Their in-
terest in an enterprise’s future cash flows and its abil-
ity to generate favorable cash flows leads primarily to
an interest in information about its earnings rather
than information directly about its cash flows. Finan-
cial statements that show only cash receipts and pay-
ments during a short period, such as a year, cannot
adequately indicate whether or not an enterprise’s
performance is successtul.

44. Information about enterprise earnings and its
components measured by accrual accounting gener-
ally provides a better indication of enterprise per-
formance than information about current cash re-
ceipts and payments. Accrual accounting attempts to
record the financial effects on an enterprise of trans-
actions and other events and circumstances that have
cash consequences for an enterprise 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 enterprise. Accrual account-
ing is concerned with the process by which cash ex-

pended 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 recog-
nizes 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 opera-
tions and other transactions, events, and circum-
stances that affect an enterprise. Although business
enterprises invest cash to obtain a return on invest-
ment 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 con-
ducted 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 pay-
roll 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 recog-
nized and that the effect on earnings be deferred until
the periods the resources are used. Similarly, receiv-
ables and the related effects on earnings must often
be accrued before the related cash is received, or ob-
ligations 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 sacri-
fices is to relate the accomplishments and the effects
so that reported earnings measures an enterprise’s

1Omnyestors and creditors ordinarily invest in or lend to enterprises that they expect to continue in operation—an expectation that is familiar to
accountants as “the going concern” assumption. Information about the past is usually less useful in assessing prospects for an enterprise’s future
if the enterprise is in liquidation or is expected to enter liquidation. Then, emphasis shifts from performance to liquidation of the enterprise’s
resources and obligations. The objectives of financial reporting do not necessarily change if an enterprise shifts from expected operation to ex-
pected liquidation, but the information that is relevant to those objectives, including measures of elements of financial statements, may change.

HeCost” is the sacrifice incurred in economic activities—that which is given up or foregone to consume, to save, to exchange, to produce, etc.
For example, the value of cash or other resources given up (or the present value of an obligation incurred) in exchange for a resource is the cost of
the resource acquired. Similarly, the expiration of future benefits caused by using a resource in production is the cost of using it.
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performance during a period instead of merely listing
its cash receipts and outlays.12

46. Earnings and its components relate to an indi-
vidual enterprise during a particular period. Over the
life of an enterprise (or other very long period), total
reported earnings equals the net cash receipts exclud-
ing those from capital changes (ignoring changes in
value of money noted in footnote 7), but that relation-
ship between earnings and cash flows rarely, if ever,
holds for periods as short as a year. The major differ-
ence between periodic earnings measured by accrual
accounting and statements of cash receipts and out-
lays is timing of recognition of the components of
earnings.

47. Investors, creditors, and others often use re-
ported earnings and information about the compo-
nents 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 ex-
ample, they may use earnings information to help
them (a) evaluate management’s performance, (b)
estimate “‘earning power’ or other amounts they per-
ceive as “representative” of long-term earning ability
of an enterprise, (c) predict future earnings, or (d) as-
sess the risk of investing in or lending to an enter-
prise. They may use the information to confirm, reas-
sure themselves about, or reject or change their own
or others’ earlier predictions or assessments. Meas-
ures of earnings and information about earnings dis-
closed by financial reporting should, to the extent
possible, be useful for those and similar uses and pur-
poses.

48. However, accrual accounting provides measures
of earnings rather than evaluations of management’s
performance, estimates of “earning power,” predic-
tions of earnings, assessments of risk, or confirma-
tions or rejections of predictions or assessments. In-
vestors, creditors, and other users of the information
do their own evaluating, estimating, predicting, as-
sessing, confirming, or rejecting. For example, pro-
cedures such as averaging or normalizing reported
earnings for several periods and ignoring or averag-
ing out the financial effects of “nonrepresentative”
transactions and events are commonly used in esti-
mating “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.

FASB Statement of Concepts

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 divi-
dends and other distributions of enterprise resources
to owners, and about other factors that may affect an
enterprise’s liquidity or solvency. For example, al-
though 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 en-
terprise’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 inter-
preting earnings information provided. Information
about 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 dis-
charged its stewardship responsibility to owners
(stockholders) for the use of enterprise resources en-
trusted to it. Management of an enterprise is periodi-
cally accountable to the owners not only for the cus-
tody and safekeeping of enterprise resources but also
for their efficient and profitable use and for protecting
them to the extent possible from unfavorable eco-
nomic impacts of factors in the economy such as in-
flation or deflation and technological and social
changes. To the extent that management offers secu-
rities of the enterprise to the public, it voluntarily ac-
cepts wider responsibilities for accountability to pro-
spective investors and to the public in general.
Society may also impose broad or specific responsi-
bilities on enterprises and their managements.

51. Earnings information is commonly the focus for
assessing management’s stewardship or accountabil-
ity. Management, owners, and others emphasize en-
terprise performance or profitability in describing
how management has discharged its stewardship ac-
countability. A central question for owners, manag-
ers, potential investors, the public, and government is

12The process described in this paragraph is commonly called the “matching of costs and revenues,” and “matching” is a significant part of it,
though not the whole. “Matching” is one of the subjects of the next phase in the conceptual framework project on elements of financial

statements.
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how an enterprise and its owners are faring. Since
earnings and its components for a single period are
often an insufficient basis for assessing manage-
ment’s stewardship, owners and others may estimate
“earning power” or other average they consider “rep-
resentative” 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 de-
cisions 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 inves-
tors) for enterprise performance as reflected by finan-
cial reporting and they are judged at least to some ex-
tent 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 perform-
ance. Business enterprises are highly complex insti-
tutions, 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 circum-
stances that are often beyond the control of manage-
ment, such as general economic conditions, supply
and demand characteristics of enterprise inputs and
outputs, price changes, and fortuitous events and cir-
cumstances. What happens to a business enterprise is
usually so much a joint result of a complex interac-
tion of many factors that neither accounting nor other
statistical analysis can discern with reasonable accu-
racy the degree to which management, or any other
factor, affected the joint result. Actions of past man-
agements affect current periods’ earnings, and ac-
tions 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 manage-
ment’s performance. The information is therefore
limited for purposes of assessing management per-
formance 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 expla-
nations 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 finan-
cial impact on it. In addition, dividing continuous op-
erations into accounting periods is a convention and
may have arbitrary effects. Management can aid in-
vestors, creditors, and others in using financial infor-
mation by identifying arbitrary results caused by
separating periods, explaining why the effect is arbi-
trary, and describing its effect on reported informa-
tion. Moreover, financial reporting often provides in-
formation 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 un-
derlying assumptions or methods used, including dis-
closure of significant uncertainties about principal
underlying assumptions or estimates. Financial re-
porting may, of course, provide information in addi-
tion to that specified by financial accounting stand-
ards, regulatory rules, or custom.

THE CONCEPTUAL FRAMEWORK: A
PERSPECTIVE

55. Paragraphs 40-54 focus the objectives of finan-
cial reporting by business enterprises on information
about the economic resources of an enterprise, the
claims to those resources, and the effects of transac-
tions, events, and circumstances that change re-
sources and claims to them. The paragraphs empha-
size information about an enterprise’s performance
provided by measures of earnings and its compo-
nents and also broadly describe other kinds of infor-
mation 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 evaluat-
ing and selecting accounting information (qualitative
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characteristics). Those matters are, as noted in para-
graph 2, topics of other Statements that are expected
to follow this Statement on objectives.

56. Financial statements are the basic means of com-
municating the information described in para-
graphs 40-54 to those who use it. The elements of fi-
nancial statements provide “. .. information about
the economic resources of an enterprise, the claims to
those resources (obligations of the enterprise to

FASB Statement of Concepts

transfer resources to other entities and owners’ eq-
uity), and the effects of transactions, events, and
circumstances that change resources and claims to
those resources” (paragraph 40), including *“. . . in-
formation about an enterprise’s performance pro-
vided by measures of earnings and its components”
(paragraph 43). Thus, the next phase of the concep-
tual framework project pertains to the elements of fi-
nancial statements.

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

Standards Board:
Donald J. Kirk, John W. March Robert T. Sprouse
Chairman Robert A. Morgan Ralph E. Walters
Oscar S. Gellein David Mosso

Appendix A

BACKGROUND INFORMATION

57. The need for a conceptual framework for finan-
cial accounting and reporting, beginning with consid-
eration of the objectives of financial reporting, is gen-
erally recognized. The Accounting Principles Board
issued APB Statement No. 4, “Basic Concepts and
Accounting Principles Underlying Financial State-
ments of Business Enterprises,” in 1970. When the
Financial Accounting Standards Board came into ex-
istence, the Study Group on the Objectives of Finan-
cial Statements was at work, and its report, “Objec-
tives of Financial Statements,” was published in
October 1973 by the American Institute of Certified
Public Accountants.

58. The Financial Accounting Standards Board is-
sued a Discussion Memorandum, “Conceptual
Framework for Accounting and Reporting: Consider-
ation of the Report of the Study Group on the Objec-
tives of Financial Statements,” dated June 6, 1974
and held a public hearing on September 23 and 24,
1974 on the objectives of financial statements. The
Discussion Memorandum and the hearing were
based primarily on the Report of the Study Group on
the Objectives of Financial Statements. The Board
received 95 written communications responding to
the Discussion Memorandum, and 20 parties pre-
sented their views orally and answered Board mem-
bers’ questions at the hearing.

59. On December 2, 1976, the Board issued three
documents:

Tentative Conclusions on Objectives of Financial
Statements of Business Enterprises,

FASB Discussion Memorandum, “Conceptual
Framework for Financial Accounting and Reporting:
Elements of Financial Statements and Their Meas-
urement,” and

Scope and Implications of the Conceptual Frame-
work Project.

The same task force, with only one membership
change, provided counsel in preparing both Discus-
sion Memoranda. Eleven persons from academe, the
financial community, industry, and public accounting
served on the task force while the Discussion Memo-
randa were written.

60. The Board considered the 12 objectives of finan-
cial statements in the Study Group Report but has not
attempted to reach conclusions on some of them—
for example, reporting current value and changes in
current value, providing a statement of financial ac-
tivities, providing financial forecasts, determining the
objectives of financial statements for governmental
and not-for-profit organizations, and reporting enter-
prise activities affecting society. Some issues about
reporting current values and changes in current val-
ues were discussed in the Discussion Memorandum,
“Elements of Financial Statements and Their Meas-
urement,” and the Board has a project on supplemen-
tary disclosures of the effects of changing prices on
business enterprises (paragraph 61). The Board also
has a project on objectives of financial reporting by
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organizations other than business enterprises (foot-
note 1). The other matters may be dealt with in later
phases of the conceptual framework project.

61. The Board held public hearings (a) August 1
and 2, 1977 on the Tentative Conclusions on Objec-
tives of Financial Statements and Chapters 1-5 of the
Discussion Memorandum concerning definitions of
the elements of financial statements and (b) Janu-
ary 16-18, 1978 on the remaining chapters of the
Discussion Memorandum concerning capital mainte-
nance or cost recovery, qualities of useful financial
information (“‘qualitative characteristics”), and meas-
urement of the elements of financial statements.

62. The Board received 283 written communica-
tions on the subject of the August 1977 hearing, of
which 214 commented on the objectives and 221
commented on the elements, and 27 parties presented
their views orally and answered Board members’
questions at the hearing. The Board issued an Expo-

sure Draft of a proposed Statement of Financial Ac-
counting Concepts on “Objectives of Financial Re-
porting and Elements of Financial Statements of
Business Enterprises,” dated December 29, 1977 and
received 135 letters of comment.

63. The major difference between this Statement
and the Exposure Draft is the scope of the subject
matter. “Elements of financial statements of business
enterprises” and the brief comments on “qualitative
characteristics” (paragraphs 41-66 and 69-75, re-
spectively, of the Exposure Draft) have been omitted
to be the subjects of separate exposure drafts. Other
significant changes are (a) the “Highlights” preced-
ing the text, (b) the subheadings in the third objec-
tive (paragraphs 40-54), and (c) reorganization
of the “Introduction and Background” paragraphs,
including the position of “characteristics and limita-
tions of information provided” in the forepart of the
Statement.
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