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The Canadian Financial Reporting Environment


CHAPTER 1
THE CANADIAN
FINANCIAL REPORTING ENVIRONMENT

Multiple Choice—Conceptual

Answer
No.
Description


d
1.
Accounting characteristics.


a
2.
Nature of financial accounting.


c
3.
Definition of financial accounting.


a
4.
Financial reporting entity.


d
5.
Efficient use of resources.


d
6.
Capital allocation process.


c
7.
Assessing management stewardship.


c
8.
Objectives of financial reporting.


a
9.
Role of AcSB.


c
10.
Body responsible for setting GAAP.


b
11.
Preparation of biased information.


d
12.
Parties instrumental in development of reporting standards.


d
13.
Stakeholders in the financial reporting environment..


a
14.
“Due process”.


d 
15.
Causes of subprime lending crisis.

d
16.
Management bias.

b
17.
Adoption of IFRS.

c
18.
Role of OSC.


d
19.
Definition of GAAP.


b
20.
Changing nature of the economy.

d
21.
Exercise of professional judgement.


c
22.
Major factors in the reporting environment.


a
23.
Impact of technology on financial reporting.

b
24.
Nature of the “Balanced Scorecard”.

a
25.
Responsibility for financial statements.

d
26. 
GAAP for private enterprises.

d
27. 
Reporting principles


b
28.
SOX.

a
29
AcSB’s standard setting process
Exercises

Item
Description

E1-30
Objectives of financial reporting.


E1-31
Role of securities commissions and stock exchanges.


E1-32
User needs.


E1-33
Sources of GAAP.


E1-34
Standard Setting.


E1-35
Challenges facing financial reporting.

E1-36
Stakeholders in the financial reporting environment.

MULTIPLE CHOICE—Conceptual


1.
The essential characteristic(s) of accounting is (are)



a.
communication of financial information to interested persons.



b.
communication of financial information about economic entities.



c.
identification, measurement, and communication of financial information.



d.
all of these.


2.
Financial accounting is concerned with the process that culminates in



a.
the preparation of financial reports.



b.
specialized reports for inventory management and control.



c.
specialized reports for income tax calculation and recognition.

d.
reports on changes in stock prices and future estimates of market position.


3.
Financial accounting can be broadly defined as the area of accounting that prepares financial statements to be used



a
by parties internal to the business enterprise only.



b.
by investors only.



c.
by parties both internal and external to the business enterprise.



d.
primarily by management.


4.
The information provided by financial reporting pertains to



a.
individual business enterprises, rather than to industries or an economy as a whole or to members of society as consumers.



b.
business industries, rather than to individual enterprises or an economy as a whole or to members of society as consumers.



c.
individual business enterprises, industries, and an economy as a whole, rather than to members of society as consumers.



d.
an economy as a whole and to members of society as consumers, rather than to individual enterprises or industries.


5.
Whether a business is successful and thrives is determined by



a.
free enterprise.



b.
competition.



c.
markets.



d.
all of these.


6.
An effective capital allocation process



a.
encourages innovation.

b.
promotes productivity.



c.
provides an efficient and liquid market for buying and selling securities.



d.
all of these.

   7.
In assessing management stewardship, users traditionally refer to



a.
non-financial measurements.



b.
forward-looking data.



c.
historical data .



d.
none of these.


8.
Which of the following statements is not an objective of financial reporting?



a.
Provide information that is useful to users in making resource allocation decisions.



b.
Provide information about an entity’s economic resources, obligations, and equity/net assets.



c.
Provide information on the liquidation value of an enterprise.



d.
Provide information about changes in an entity’s economic resources, obligations, and equity/net assets.


9.
The role of the Accounting Standards Board (AcSB) in the formulation of accounting principles in Canada can be best described as



a.
primary.



b.
secondary.



c.
sometimes primary and sometimes secondary.



d.
non-existent.


10.
The body that has the responsibility to set generally accepted accounting principles in Canada is the



a.
FASB.



b.
IASB.



c.
AcSB.



d.
OSC.


11.
The preparation by some companies of biased information is sometimes referred to as



a.
conservative financial reporting.



b.
aggressive financial reporting.



c.
full disclosure of all material facts.



d.
management stewardship.


12.
Which of the following parties is not instrumental in the development of financial reporting standards in Canada?



a.
the Financial Accounting Standards Board (FASB)



b.
the Provincial Securities Commissions



c.
the International Accounting Standards Board (IASB)

d.
the American Institute of Certified Public Accountants

13.
Which of the following is not a stakeholder in the Canadian Financial Reporting Environment?



a.
Investors



b.
Creditors



c.
Auditors 



d.
All of these are stakeholders
 14.
In establishing financial accounting standards, “due process” refers to



a.
the process of giving interested parties ample opportunity to express their views.



b.
the practice of researching, creating a task force, issuing an exposure draft and establishing the new GAAP.



c.
the researching of the legal implications of proposed new accounting standards.

d.
the requirement that all accountants must receive a copy of financial standards.


15.
The widely publicized subprime lending crisis was not caused by



a.   Capital market participants who acted in their own self-interest.



b.   A lack of transparency.



c.   A lack of investor understanding of the investment's true risk.


d.  The practice of securitizing assets.

16. 
Which of the following describes one of the causes of management bias?

a.  The need to comply with contracts, such as debt covenants.

b.  The desire to meet financial analyst's expectations.

c.  The tendency to emphasize positive events only.

d.   All of these


17.
The adoption of International Financial Reporting Standards is an example of

a. The impact of technology on user's needs.

b. The impact of globalization on capital markets

c. Ethical behaviour.

d. None of the above

18.
Which of the following statements does not describe the activities and authority of the Ontario Securities Commission (OSC)?

a.
The OSC reviews and monitors the financial statements of companies whose shares are listed on the Toronto Stock Exchange



b.
The OSC issues its own disclosure requirements for listed companies.


c.
The OSC has the ability to fine or delist companies.


d.
The OSC issues financial accounting standards for Canadian companies.

19.
Generally accepted accounting principles include



a.
specific rules, practices and procedures.



b.
broad principles and conventions of general applications including underlying concepts.


c.
pronouncements by the Emerging Issues Committee.



d.
all of these.

20.

Which of the following aspects is often described as one of the main issues of measuring performance in the “knowledge-based” economy?

a.  "Knowledge-based" assets are mostly linked to physical assets.

b.  The success of "knowledge-based" companies includes non-financial components.

c.  "Knowledge-based" companies are dominating the market.

d.  All of these.


21.
The exercise of professional judgement does not involve which of the following:



a.
the use of knowledge gained through education.



b.
the application of knowledge gained through experience.



c.
the use of ethical decision making.



d.
none of these.

 22.
Which of the following are major factors in the rapidly changing financial reporting environment in Canada?



a.
Increased demand for accountants and the impact of technology



b.
Globalization and the unethical actions of accountants


c.
The growing number of institutional investors and the knowledge based economy



d.
All of these


23.
Which of the following is NOT likely a drawback of the dramatic advancement of technology on financial reporting?

a. Users of financial information have access to more information.

b. Quality and reliability may be compromised 

c. Equal and fair access may be at issue.

d. None of these are drawbacks

24.
The business strategy model called the “Balanced Scorecard”



a.
ensures that all of the financial statements are accurate and balanced.



b.
views the company from the financial, customer, internal processes perspectives, and learning and growth perspectives.


c.
begins each reporting period with zero balances in all areas of measurement.



d.
views the financial statements as the major component of useful information for decision making within the company.
25.

Financial statements are prepared for the user. Which of the following best describes the responsibility for the preparation of financial statements?

a. They are the responsibility of management.

b. They are the responsibility of external auditors.

c. They are the responsibility of shareholders.

d. They are the responsibility of standard setters.

26.
       Which of the following supports the use of "simplified GAAP" for private companies?

a.  Private companies usually have less complex business models.

b. The financial statement users of private companies tend to have first-hand information.

c.  Private companies tend to have fewer users.

d.  All of these

27.
Canada Customs and Revenue Agency does not require a corporation to use the same reporting principles for tax as for accounting.  Which of the following accounting principles is most likely to be the same for accounting and tax purposes?

a. Amortization expense

b. Development costs

c. Long-term leases

d. Revenue Recognition

28.       The Sarbanes-Oxley Act (SOX) was not enacted to

a.  Help prevent fraud and poor financial reporting practices.

b.  Ensure the act was applied internationally.

c.  Enable the SEC to increase its policing efforts.

d.  Introduce new independence rules for auditors

29.
Which of the following does not describe a step in the AcSB’s standard setting process?

a. Issue an emerging Issues Abstract

b. Develop an Exposure Draft

c. Write a project proposal

d. Develop a Re-exposure Draft.


Multiple Choice Answers—Conceptual
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	Item
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	Item

	1.
	d
	6.
	d
	11.
	b
	16.
	d
	21.
	d
	26.
	d

	2.
	a
	7.
	c
	12.
	d
	17.
	b
	22.
	c
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	3.
	c
	8.
	c
	13.
	d
	18.
	d
	23.
	a
	28.
	   b

	4.
	a
	9.
	a
	14.
	a
	19.
	d
	24.

.
	b
	  29.
	   a

	5.
	d
	10.
	c
	15.
	d
	20.
	b
	25.
	a
	
	


Exercises
Ex. 1-30—Objectives of financial reporting.

What are the objectives of financial reporting by business enterprises?

Solution 1-30
The objectives of financial reporting are to provide information:

(a)
that is useful to investors, members, contributors, creditors and other users in making their resource allocation decisions and/or assessing management stewardship.

(b)
to help users in evaluating an entity’s economic resources, obligations and equity/net assets and the changes to these items.

(c)
to help users evaluate the economic performance of an entity.

Ex. 1-31—Role of Securities Commissions and Stock Exchanges.

Explain the role of securities commissions and stock exchanges in financial reporting.

Solution 1-31
The securities commissions and stock exchanges monitor the financial statements to ensure that they provide full and plain disclosure of material information and to ensure that the companies may continue to list shares on the stock exchanges. Securities commissions oversee and monitor the capital marketplace.

Ex. 1-32—User Needs.

Explain why providing information to users is a challenging task.

Solution 1-32

First, users have very different knowledge levels. Some users have accounting designations or have worked in the finance industry for several years. Others have limited knowledge of how the information is gathered and reported. Second, users have very different needs. Some users are institutional investors who hold a large percentage of equity share holdings and generally devote significant resources to managing their investment portfolios. Others are credit managers at banks or credit unions who deal mainly with small business or personal loans. Still others are labour negotiators whose knowledge of financial reporting is limited to periodic reviews of financial information for the purpose of negotiations.

Ex. 1-33—Sources of GAAP.

International Financial Reporting Standards (IFRS) are the primary source of GAAP for public companies in Canada. They are, however, insufficient to address all of the accounting issues facing accountants. Explain why this is so and outline some other sources of GAAP accountants use.

Solution 1-33
The standards outline the specific accounting treatment for a multitude of items but for some items the guidelines are very general. Also, the business environment is complex and constantly changing and, therefore, some items may not be discussed at all. Accountants must, therefore, use IFRS in concert with other sources like research studies, accounting textbooks, journals, studies and articles.

Ex. 1-34—Standard setting

Explain the relationship between Canadian GAAP and International Financial Reporting Standards (IFRS).

Solution 1-34
Since the decision to adopt IFRS was made, Canadian GAAP has been continuously adjusted (converged) to mirror IFRS. Even prior to that convergence, both standards were principles based (rather than rules-based).
Ex. 1-35—Challenges Facing Financial Reporting.

In North America, the financial reporting environment is changing at a very rapid pace. Briefly describe four things that are effecting this rapid change.

Solution 1-35
1)
Globalization:  Many companies today are trading internationally. To make this process more efficient, companies are seeking capital globally and many are listing their stock on several stock markets around the world. The move is to global markets and global investors. To effect this change, financial statements have to be more uniform around the world so that comparisons of investment decisions can be more effectively made.

2)
Technology:  Accountants identify, measure and communicate information to users. Technology affects this process in profound ways. The use of networks and the convergence of computers and telecommunications enable companies to connect electronically to their banks, their suppliers, their customers and regulatory agencies. Users need access to information more rapidly—beyond the quarterly and annual financial statements.

3)
Changing nature of the economy: North America has moved from a traditional manufacturing and resource extraction economy to a ‘knowledge based economy’. This provides a real challenge to accountants because users need more relevant models for measuring and reporting value creating assets. Many of the assets in this new economy represent knowledge and expertise of people. Measuring such items has been very difficult because of their subjective nature. 
4)   Increased requirement for accountability: The growing number of institutional investors and their more sophisticated knowledge levels means that there is an increased demand by institutional investors for accountability. Such investors become more involved in how companies are run. Accountants are going to have to move beyond the financial reporting model to more all-inclusive models of business reporting. These new models will need to include key indicators/measurements that will help predict value creation and monitor organizational performance.
Ex. 1-36— Stakeholders in the financial reporting environment

Briefly describe the much-publicized subprime lending crisis in the United States, identify the stakeholders and how they were affected.

Solution 1-36
At the center of this issue were securitized mortgage assets that were sold to investors. These assets were based on mortgages that had been extended to high-risk borrowers who could no longer afford their mortgage payments once interest rates rose. This led to a flooding of the housing market as borrowers walked away from their houses (and debt).  The primary stakeholders were the lenders, investors, borrowers and standard setters. Lenders (acting in their own self-interest) sold these investments to investors who may not have fully understood the high-risk nature of their investment. Borrowers lost their homes they could no longer afford, and standard setters were faced with a major blow to the public's confidence in the existing standards.
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