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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.
Objective of the AcSB.


a
14.
“Due process”.


b 
15.
Purpose of Emerging Issues Committee.


d
16.
Responsibilities of Provincial Securities Commissions.


b
17.
Publications of FASB.


c
18.
Purpose of IASC.


d
19.
Definition of GAAP.


d
20.
Role of professional judgement.


d
21.
Exercise of professional judgement.


c
22.
Major factors in the reporting environment.


b
23.
Identification of standard setting organizations.


b
24.
Nature of the “Balanced Scorecard”.

a
25.
GAAP hierarchy


b
26. 
GAAP constraints


d
27. 
Reporting principles


b
28.
Differential reporting


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
Development of accounting principles.


E1-35
Challenges facing financial reporting.

E1-36
Challenges facing financial reporting.

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 referred 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.
IASC.



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.
The key objective of the CICA AcSB is



a.
to develop a framework for measurement and reporting .



b.
to enhance relevance, quality, and credibility of information.

c.
to facilitate the global flow of capital.



d.
all of these.


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 purpose of the Emerging Issues Committee is to



a.
lobby the AcSB on issues that affect a particular industry.

b.
provide guidance on specific accounting issues not dealt with in the Handbook.



c.
do research on issues that relate to long-term accounting problems.



d.
develop a conceptual framework as reference for the solution of future problems.


16.
Which of the following is not a responsibility of the Provincial Securities Commissions?



a.
Review and monitor the financial statements of companies whose shares are publicly traded.



b.
Oversee and monitor the capital marketplace.



c.
Set the regulations for company reporting to investors.



d.
Research GAAP issues and make recommendations to the AcSB.


17.
Canadian accountants need to be aware of the standards set by the FASB in the United States because



a.
U.S. GAAP can be used by companies listed on the Canadian stock markets.



b.
many Canadian companies are listed on U.S. stock markets and therefore must follow U.S. GAAP.



c.
Canadian and U.S. GAAP are very similar although Canadian GAAP is more rule oriented.



d.
U.S. GAAP is replacing the international accounting standards and will soon become acceptable around the world.


18.
The purpose of the International Accounting Standards Committee (IASC) is to



a.
issue enforceable standards which regulate the financial accounting and reporting of multinational companies.



b.
develop a uniform currency in which the financial transactions of companies throughout the world would be measured.



c.
increase the transparency of financial reporting by achieving a single, global method of accounting.



d.
arbitrate accounting disputes between auditors and international 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.
Professional judgement plays an important role in Canada because



a.
the business environment is complex and there cannot be a rule for every situation.



b.
Canadian accounting standards are based primarily on general principles rather than specific rules.



c.
professional accountants have the experience and education that enables them to apply GAAP principles.



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.
An organization that has not published financial accounting standards is the



a.
Canadian Institute of Chartered Accountants.



b.
Certified Management Accountants of Canada.



c.
International Accounting Standards Board.


d.
Emerging Issues Committee.


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. The GAAP hierarchy would consider the following source to be the highest:
a. Accounting Guidelines

b. Industry practice

c. FASB accounting standards

d. EIC abstracts

26. Which of the following types of organizations have a GAAP constraint?

a. Not-for-profit organization

b. Public corporation   

c. Partnership

d. Private corporation

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.   Differential reporting means a company can deviate from Handbook recommendations in all of the following areas except:

a. Income taxes

b. Foreign currency accounting

c. Annual impairment test for goodwill

d. Fair value of financial instruments

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
	Item
	Ans.
	Item
	Ans.
	Item
	Ans.
	Item
	Ans.
	Item
	Ans.
	Item
	Item

	1.
	d
	6.
	d
	11.
	b
	16.
	d
	21.
	d
	25.
	a

	2.
	a
	7.
	c
	12.
	d
	17.
	b
	22.
	c
	26.
	b

	3.
	c
	8.
	c
	13.
	d
	18.
	c
	23.
	b
	27.
	   d

	4.
	a
	9.
	a
	14.
	a
	19.
	d
	24
.
	b
	28.
	   b

	5.
	d
	10.
	c
	15.
	b
	20.
	d
	
	
	  29.
	   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.

The CICA Handbook is the primary source of GAAP in Canada. It is, 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 CICA Handbook outlines 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 the CICA Handbook in concert with other sources like research studies, accounting textbooks, journals, studies and articles, International Accounting Standards, and standards published in other countries.

Ex. 1-34—Development of accounting principles.

Presented below are three independent, unrelated statements regarding the formulation of generally accepted accounting principles. Each statement contains some incorrect or debatable statement(s).

Statement I

The users of financial accounting statements have coinciding and conflicting needs for statements of various types. To meet these needs, and to satisfy the financial reporting responsibility of management, accountants prepare different sets of financial statements for different users.

Statement II

The AcSB should be responsive to the needs and viewpoints of the entire economic community, not just the public accounting profession. The AcSB, therefore, will succeed because it will deal effectively with all interested groups.

Statement III

In the past there have been instances where the CICA’s authority to set accounting standards has been challenged. However, the authority given to it by the Canada Business Corporations Act and the provincial incorporating statutes provides it with adequate protection against losing its standard-setting authority.

Instructions

Evaluate each of the independent statements and identify the areas of fallacious reasoning in each and explain why the reasoning is incorrect. Complete your discussion of each statement before proceeding to the next statement.

Solution 1-34
Statement I

It is true that users of financial accounting statements have coinciding and conflicting needs for statements of various types. However, to meet these needs, accountants generally prepare a single set of general-purpose financial statements, rather than a number of different types of financial statements. It may be argued that accountants often do prepare special statements for particular purposes, but in general the accounting profession has relied on general purpose financial statements prepared in conformance with generally accepted accounting principles.

Statement II

It is true that the AcSB should be responsive to the needs of the entire economic community, not just the public accounting profession. However, it is not clear whether the AcSB will succeed. The needs of the entire economic community are not always the same. The AcSB needs to try to identify those needs, evaluate them, and then attempt to ensure that standards come as close as possible to satisfying those needs. The AcSB will have the best chance of success if it deals with problems promptly, sets proper priorities, takes whatever action it thinks is right and in the public interest, and handles pressures responsibly without overreacting to them.

Statement III

It is true that the Canada Business Corporation Act and the provincial incorporating statutes require that financial statements be prepared in accordance with the Handbook. However, if the various governments determined that a specific guideline recommended by the Handbook did not meet the information disclosure requirements that they thought were necessary, they could change the legislation such that the Handbook was required in most instances but that certain exceptions were allowed. This would undermine the authority given to the CICA. So far, in our history, the government has accepted the CICA’s explanation for the necessity for certain guidelines, but there is no guarantee that they will always be able to do so. In 1999, David Brown, chairman of the Ontario Securities Commission, spoke at length on the topic of aggressive financial reporting by companies. His speech was intended as a wake-up call to the CICA that the Securities Commission had some serious concerns about the way financial statements were prepared and they way they were audited. 

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—Challenges Facing Financial Reporting.

Briefly describe the Enron fiasco and describe some of the changes in regulations related to accounting and auditing that have resulted.

Solution 1-36
Enron management overstated the company’s financial health and the auditors gave the company financial statements an unqualified audit report, indicating that the financial statements were fairly presented. Analysts and credit rating agencies did not recognize that Enron was unsound. Both Enron and Arthur Andersen (the auditors) became bankrupt. The fiasco raised concerns about all sectors of the capital markets.

In the United States and Canada, new oversight bodies were put in place for auditors, including new rules on independence. New rules require company management to attest to the financial statements and other company disclosures. There has been a shift towards more government regulation of the capital markets and away from self-regulation.





















