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Financial position

The elements directly related to the measurement of financial position are assets, liabilities and equity. These
are defined as follows:

(@) An asset is a resource controlled by the entity as a result of past events and from which future
economic benefits are expected to flow to the entity.

(b) A liability is a present obligation of the entity arising from past events, the settlement of which is
expected to result in an outflow from the entity of resources embodying economic benefits.

(c) Equity is the residual interest in the assets of the entity after deducting all its liabilities.

The definitions of an asset and a liability identify their essential features but do not attempt to specify the
criteria that need to be met before they are recognised in the balance sheet. Thus, the definitions embrace items
that are not recognised as assets or liabilities in the balance sheet because they do not satisfy the criteria for
recognition discussed in paragraphs 82 to 98. In particular, the expectation that future economic benefits will
flow to or from an entity must be sufficiently certain to meet the probability criterion in paragraph 83 before
an asset or liability is recognised.

In assessing whether an item meets the definition of an asset, liability or equity, attention needs to be given to
its underlying substance and economic reality and not merely its legal form. Thus, for example, in the case of
finance leases, the substance and economic reality are that the lessee acquires the economic benefits of the use
of the leased asset for the major part of its useful life in return for entering into an obligation to pay for that
right an amount approximating to the fair value of the asset and the related finance charge. Hence, the finance
lease gives rise to items that satisfy the definition of an asset and a liability and are recognised as such in the
lessee’s balance sheet.

Balance sheets drawn up in accordance with current International Accounting Standards may include items
that do not satisfy the definitions of an asset or liability and are not shown as part of equity. The definitions
set out in paragraph 49 will, however, underlie future reviews of existing International Accounting Standards
and the formulation of further Standards.

Assets

The future economic benefit embodied in an asset is the potential to contribute, directly or indirectly, to the
flow of cash and cash equivalents to the entity. The potential may be a productive one that is part of the
operating activities of the entity. It may also take the form of convertibility into cash or cash equivalents or a
capability to reduce cash outflows, such as when an alternative manufacturing process lowers the costs of
production.

An entity usually employs its assets to produce goods or services capable of satisfying the wants or needs of
customers; because these goods or services can satisfy these wants or needs, customers are prepared to pay for
them and hence contribute to the cash flow of the entity. Cash itself renders a service to the entity because of
its command over other resources.

The future economic benefits embodied in an asset may flow to the entity in a number of ways. For example,
an asset may be:

@) used singly or in combination with other assets in the production of goods or services to be sold by
the entity;

(b) exchanged for other assets;

(©) used to settle a liability; or

(d) distributed to the owners of the entity.
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Many assets, for example, property, plant and equipment, have a physical form. However, physical form is
not essential to the existence of an asset; hence patents and copyrights, for example, are assets if future
economic benefits are expected to flow from them to the entity and if they are controlled by the entity.

Many assets, for example, receivables and property, are associated with legal rights, including the right of
ownership. In determining the existence of an asset, the right of ownership is not essential; thus, for example,
property held on a lease is an asset if the entity controls the benefits which are expected to flow from the
property. Although the capacity of an entity to control benefits is usually the result of legal rights, an item may
nonetheless satisfy the definition of an asset even when there is no legal control. For example, know-how
obtained from a development activity may meet the definition of an asset when, by keeping that know-how
secret, an entity controls the benefits that are expected to flow from it.

The assets of an entity result from past transactions or other past events. Entities normally obtain assets by
purchasing or producing them, but other transactions or events may generate assets; examples include property
received by an entity from government as part of a programme to encourage economic growth in an area and
the discovery of mineral deposits. Transactions or events expected to occur in the future do not in themselves
give rise to assets; hence, for example, an intention to purchase inventory does not, of itself, meet the definition
of an asset.

There is a close association between incurring expenditure and generating assets but the two do not necessarily
coincide. Hence, when an entity incurs expenditure, this may provide evidence that future economic benefits
were sought but is not conclusive proof that an item satisfying the definition of an asset has been obtained.
Similarly the absence of a related expenditure does not preclude an item from satisfying the definition of an
asset and thus becoming a candidate for recognition in the balance sheet; for example, items that have been
donated to the entity may satisfy the definition of an asset.

Liabilities

An essential characteristic of a liability is that the entity has a present obligation. An obligation is a duty or
responsibility to act or perform in a certain way. Obligations may be legally enforceable as a consequence of
a binding contract or statutory requirement. This is normally the case, for example, with amounts payable for
goods and services received. Obligations also arise, however, from normal business practice, custom and a
desire to maintain good business relations or act in an equitable manner. If, for example, an entity decides as
a matter of policy to rectify faults in its products even when these become apparent after the warranty period
has expired, the amounts that are expected to be expended in respect of goods already sold are liabilities.

A distinction needs to be drawn between a present obligation and a future commitment. A decision by the
management of an entity to acquire assets in the future does not, of itself, give rise to a present obligation. An
obligation normally arises only when the asset is delivered or the entity enters into an irrevocable agreement
to acquire the asset. In the latter case, the irrevocable nature of the agreement means that the economic
consequences of failing to honour the obligation, for example, because of the existence of a substantial penalty,
leave the entity with little, if any, discretion to avoid the outflow of resources to another party.

The settlement of a present obligation usually involves the entity giving up resources embodying economic
benefits in order to satisfy the claim of the other party. Settlement of a present obligation may occur in a
number of ways, for example, by:

(@) payment of cash;

(b) transfer of other assets;

(c) provision of services;

(d) replacement of that obligation with another obligation; or
(e) conversion of the obligation to equity.

An obligation may also be extinguished by other means, such as a creditor waiving or forfeiting its rights.

Liabilities result from past transactions or other past events. Thus, for example, the acquisition of goods and
the use of services give rise to trade payables (unless paid for in advance or on delivery) and the receipt of a
bank loan results in an obligation to repay the loan. An entity may also recognise future rebates based on
annual purchases by customers as liabilities; in this case, the sale of the goods in the past is the transaction that
gives rise to the liability.

Some liabilities can be measured only by using a substantial degree of estimation. Some entities describe these
liabilities as provisions. In some countries, such provisions are not regarded as liabilities because the concept
of a liability is defined narrowly so as to include only amounts that can be established without the need to
make estimates. The definition of a liability in paragraph 49 follows a broader approach. Thus, when a
provision involves a present obligation and satisfies the rest of the definition, it is a liability even if the amount



has to be estimated. Examples include provisions for payments to be made under existing warranties and
provisions to cover pension obligations.



