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Welcome to the seventh edition of Modern Advanced Accounting in Canada. This
book’s well-deserved reputation for being the most current, concise, and techni-
cally accurate advanced accounting text on the market has not only been main-
tained but has been improved upon in this new edition. This edition is 100 percent
compliant with International Financial Reporting Standards (IFRSs), not only
with regard to the typical advanced accounting topics of business combinations
and foreign currency transactions, but also for the topics studied in intermediate
accounting and other courses. It also contains the reporting requirements for pri-
vate enterprises and not-for-profit organizations. All of the extracts from financial
statements are now taken from Canadian entities.

The book reflects standards that are expected to be in effect as of January 1,
2014, based on standards approved by the IASB or based on exposure drafts that
were outstanding as of December 31, 2012. We have made every effort to illustrate
and explain the requirements of the current standards at the time of publication,
anticipating how these might change, what the effects of the changes will be, and
what they will mean to the industry, professionals, and students.

We have also continued the presentation of advanced accounting topics that
has been so well received by such a large number of instructors and students.
Emphasis on the direct approach of preparing consolidated financial statements
along with the “building block” development of the basics of consolidations has
been maintained and strengthened. The working-paper approach is illustrated in
Chapters 3 through 5, either in the body of the chapter or in the appendices.

Finally, as requested by instructors on behalf of their students, the following
enhancements to problem material have been made in this edition:

® At least one new case has been added to each chapter to encourage critical
thinking and classroom discussion. There are now five to seven cases in each
chapter.

¢ All of the web-based problems have been changed to Canadian companies.
These problems involve the analysis and interpretation of the recently
published financial statements of public companies and not-for-profit
organizations.

* One new self-study problem has been added to ten chapters, such that each
chapter now has two self-study problems.

e The questions and/or solutions have been revised for approximately
55 percent of the end-of-chapter cases and problems.

¢ Finally, even more problems and questions can be found online for addi-
tional study on Connect.



New FEATURES

The financial statement disclosure examples in the body of each chapter have
been changed to Canadian companies and to more recent years. The IFRS
disclosure requirements are summarized, each followed by a real-life exam-
ple from a public company or a not-for-profit organization.

A new section on Analysis and Interpretation of Financial Statements has
been added for each chapter. These sections compare the impact of different
reporting methods on key financial ratios and illustrate and explain the inter-
relationship of financial statements.

The following new IFRSs have been explained and applied in the appropri-
ate chapters of the text: IFRS 10: Consolidated Financial Statements, IFRS 11:
Joint Arrangements, IFRS 12: Disclosure for Interests in Other Entities, and
IFRS 13: Fair Value Measurement.

The titles and format of financial statements as traditionally used by
Canadian companies are used in the illustrations throughout the body of
the text, on the assumption that many Canadian companies will continue to
use the same titles and format as used in the past. In the self-study problems
and end-of-chapter material, both the format suggested by the IASB and the
traditional format of Canadian companies are used.

Major reorganization has occurred in Chapters 3, 4, 11, and 12. Substantial
revisions have been made in eight chapters.

The following sections are provided at the end of all relevant chapters:

ASPE Differences. This section highlights the differences in GAAP between
accounting standards for private enterprises (ASPE) and IFRSs. There are
sufficient illustrations throughout the text for the user of the text to know
and apply both sets of GAAP.

U.S. GAAP Differences. This section highlights the differences in GAAP
between IFRSs and U.S. GAAP. Since the IASB and the FASB are working to
merge their standards over the next few years, it is important to know where
the differences lie so that we can anticipate where changes in IFRSs are likely
to be made.

Each chapter’s Summary includes the following:

o Significant Changes in GAAP in the Last Three Years. This section summa-
rizes the major changes in GAAP since the publication of the sixth edition
of the text.

e Changes Expected in GAAP in the Next Three Years. This section summarizes
the changes expected in IFRSs in the next few years, based on the projects
currently on the IASB’s work plan.

Preface Xiii



Xiv

Preface

ORGANIZATION

Chapter 1 begins with an overview of the conceptual framework for financial
reporting. Most of this material was previously contained in the prologue. The
remainder of the chapter presents a survey of international accounting practices.
It includes a listing of major countries requiring or permitting the use of IFRSs for
listed companies. Some of the major differences between IFRSs and U.S. GAAP
are identified, and the convergence project between the FASB and the IASB to
harmonize their accounting standards is described. Some of the major differences
between IFRSs and ASPE are identified. A new self-study problem on U.S. GAAP
differences has been added.

Chapter 2 commences with an overview of the CICA pronouncements that
make up the “big picture.” Readers are encouraged to revisit this big picture many
times as consolidation topics are developed in later chapters so that they do not
lose sight of the forest as they examine the myriad of details that make up the
trees. The chapter continues with a comprehensive example to illustrate the fair
value, cost, and equity methods of reporting investments in equity securities, and
it concludes with two self-study problems that compare these different reporting
methods. Coverage of the comprehensive example could be postponed until after
Chapter 4 without breaking continuity or could be omitted altogether if it is felt
that adequate coverage has occurred in previous intermediate accounting courses.
The new standards on Fair Value Measurement (IFRS 13) and Financial Instru-
ments: Classification and Measurement (IFRS 9) are briefly described.

Chapter 3 describes two forms of business combinations and three methods that
have been proposed or used to account for business combinations. The direct and
working-paper methods are used to illustrate the acquisition method of accounting
for a business combination. The new definition of control is discussed and used as
the criterion for preparation of consolidated financial statements. A new section on
reporting depreciable assets is added. Reverse takeovers are covered in an appendix.

Chapter4 examines the preparation of consolidated financial statements for non—
wholly owned subsidiaries at the date of acquisition. The direct method is used in
the body of the chapter and the working-paper method is used in the appendix.
Four theories of consolidation are discussed and illustrated. All four theories are
currently or have recently been required under Canadian GAAP. Accounting for
contingent consideration and bargain purchases are also illustrated.

Chapter 5 covers the preparation of consolidated financial statements sub-
sequent to the date of acquisition when the parent uses the cost method in its
internal records. The amortization and impairment of the acquisition differen-
tial is explained and illustrated, including an application of the effective interest
method. A new appendix on goodwill impairment is added. The parent’s journal
entries under the equity method are summarized. Ten basic steps in the prepara-
tion of consolidated statements are introduced and form the foundation for the
consolidation topics in the chapters that follow. The direct approach is used in
the body of the chapter. Appendix B illustrates the working-paper approach for
the same examples used throughout the chapter.



Chapter 6 discusses and illustrates the accounting for intercompany revenues
and expenses, as well as intercompany unrealized profits or losses in inventory and
land. The revenue recognition, matching, and historical cost principles are used to
explain the rationale for consolidation adjustments associated with the holdback
and realization of intercompany profits. The consolidation adjustments when the
entities use the revaluation model for reporting land are described in the appendix.

Chapter 7 discusses the elimination of intercompany profits in depreciable assets,
the recognition of gains or losses resulting from the elimination of intercompany bond-
holdings, and the related income tax adjustments that are required. Two self-study
problems are presented using the direct approach and involving the effective interest
method for bond amortization. The consolidation adjustments when the entities use
the revaluation model for reporting depreciable assets are described in the appendix.

Chapter 8 discusses the preparation of the consolidated cash flow statement
and such ownership issues as subsidiaries with preferred shares, step purchases,
reduction of parent’s interest, and indirect holdings. In all situations, the direct
approach is used. The chapter concludes with two self-study problems involving
changes in ownership and preferred shares.

Chapter 9 examines other consolidation reporting issues, including special-
purpose entities, deferred income taxes and business combinations, and segment
disclosures. The accounting for joint arrangements is illustrated both under the
equity method in the body of the chapter and under proportionate consolidation
in the appendix. A new self-study problem on deferred income taxes pertaining to
business combinations has been added.

Chapter 10 introduces the topic of foreign currency and four different perspec-
tives in which currencies can be viewed. Foreign currency transactions are dis-
cussed, as are the concepts of hedging and hedge accounting. The handling of
foreign currency gains and losses is illustrated, as are the accounting for fair value
and cash flow hedges. The appendix describes how discounting can be applied
when determining the fair value of a forward contract.

Chapter 11  concludes the foreign currency portion of the text by examining and
illustrating the translation and subsequent consolidation of subsidiaries whose func-
tional currency is the same as the parent’s (i.e., integrated subsidiary) and whose
functional currency is not the same as the parent’s (self-sustaining subsidiary). The
reporting of exchange gains and losses from the translation of self-sustaining subsid-
iaries in other comprehensive income is also illustrated. A new self-study problem
has been added to illustrate the preparation of consolidated financial statements after
translating the foreign operations under both the temporal and current-rate methods.

Chapter 12 discusses in depth the 13 not-for-profit sections in the CICA Hand-
book. The chapter concludes with a comprehensive illustration of the required
journal entries and the preparation of financial statements using both the deferral
method and the restricted fund method. Appendix 12A provides a real-life exam-
ple of the deferral method by reproducing the financial statements of the United
Way/Centraide Ottawa. Appendix 12B provides a comprehensive outline of the
PSAB reporting requirements for federal, provincial, and local governments.

Preface
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ConNECT

McGraw-Hill Connect™ is a web-based assignment and assessment platform
that gives students the means to better connect with their coursework, with their
instructors, and with the important concepts that they will need to know for suc-
cess now and in the future.

With Connect, instructors can deliver assignments, quizzes, and tests online.
Nearly all the problems from the text are presented in an auto-gradeable format
and tied to the text’s learning objectives. Instructors can edit existing questions
and author entirely new problems; track individual student performance—by
question, assignment, or in relation to the class overall—with detailed grade
reports; and integrate grade reports easily with Learning Management Systems
(LMS) such as WebCT and Blackboard.

By choosing Connect, instructors are providing their students with a powerful
tool for improving academic performance and truly mastering course material.
Connect allows students to practise important skills at their own pace and on their
own schedule. Importantly, students’ assessment results and instructors’ feedback
are all saved online, so students can continually review their progress and plot
their course to success.

Connect also provides 24/7 online access to an eBook—an online edition of
the text—to aid them in successfully completing their work, wherever and when-
ever they choose.

Key Features
Simple Assignment Management

With Connect, creating assignments is easier than ever, so you can spend more
time teaching and less time managing.

* Create and deliver assignments easily with selectable end-of-chapter ques-
tions and testbank material to assign online.

¢ Streamline lesson planning, student progress reporting, and assignment
grading to make classroom management more efficient than ever.

* Go paperless with the eBook and online submission and grading of student
assignments.

Smart Grading

When it comes to studying, time is precious. Connect helps students learn more
efficiently by providing feedback and practice material when they need it, where
they need it.

¢ Automatically score assignments, giving students immediate feedback on
their work and side-by-side comparisons with correct answers.

® Access and review each response; manually change grades or leave com-
ments for students to review.

e Reinforce classroom concepts with practice tests and instant quizzes.

Instructor Library
The Connect Instructor Library is your course creation hub. It provides all the

critical resources you’'ll need to build your course, just how you want to teach it.



* Assign eBook readings and draw from a rich collection of textbook-specific
assignments.

® Access instructor resources, including ready-made PowerPoint presentations
and media to use in your lectures.

* View assignments and resources created for past sections.
* Post your own resources for students to use.

eBook

Connect reinvents the textbook learning experience for the modern student. Every
Connect subject area is seamlessly integrated with Connect eBooks, which are
designed to keep students focused on the concepts key to their success.

¢ Provide students with a Connect eBook, allowing for anytime, anywhere
access to the textbook.

® Merge media, animation, and assessments with the text’s narrative to engage
students and improve learning and retention.

¢ Pinpoint and connect key concepts in a snap using the powerful eBook
search engine.

* Manage notes, highlights, and bookmarks in one place for simple, compre-
hensive review.

Instructor Resources
The following instructor resources are available online on Connect:

® Solutions Manual: This manual, prepared by the author, contains complete
solutions to all the text’s end-of-chapter review questions, cases, problems,
and web-based problems.

* Computerized Test Bank: This test bank contains over 1,000 multiple-choice,
true/false, and problem questions. Each test item is coded for level of diffi-
culty and learning objective.

* Microsoft® PowerPoint® Presentations: These slides cover key concepts
found in each chapter using outlines, summaries, and visuals.

Superior Learning Solutions and Support
The McGraw-Hill Ryerson team is ready to help you assess and integrate any of

our products, technology, and services into your course for optimal teaching and
learning performance. Whether it’s helping your students improve their grades, or
putting your entire course online, the McGraw-Hill Ryerson team is here to help
you do it. Contact your Learning Solutions Consultant today to learn how to maxi-
mize all of McGraw-Hill Ryerson’s resources!

For more information on the latest technology and Learning Solutions offered
by McGraw-Hill Ryerson and its partners, please visit us online: www.mcgrawhill
.ca/he/solutions.

%)mm Solutions that make a difference.
il JBerson | Technology that fits.

I E=1E-3

MH-Campus Connect LearnSmart Tegrity Custom
LMS Course Adaptive Lecture Print &
I Learning Capture Digital
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After studying this chapter, you should be able to do the following:

[P Describe the conceptual framework for finan- I} Describe how accounting standards in

cial reporting. Canada are tailored to different types of
ITiF3 Identify factors that can influence a country’s organizations.
accounting standards. {0} Analyze and interpret financial statements
ITiE} Identify the role that the IASB intends to play to assess the impact of different accounting
in the establishment of uniform worldwide methods on key financial statement ratios.
accounting standards. Y74 Identify some of the differences between IFRS
ITI3 Identify the direction that the FASB intends to and ASPE.
follow for public companies.

INTRODUCTION

Welcome to advanced accounting. We wish you a prosperous learning experience.
We will study three major accounting topics: consolidations, foreign currency
transactions and operations, and not-for-profit and government organizations.
The topics are presented and illustrated in accordance with the generally accepted
accounting principles (GAAP) that are expected to be in effect in Canada as of
January 1, 2014. You may have had some exposure to these topics in your previ-
ous accounting courses. We will build on this prior knowledge and the concep-
tual framework studied in intermediate accounting while we develop a thorough
understanding of these selected topics.

Prior to the 1990s, the study of accounting principles in Canada focused on the
CICA Handbook - Accounting (hereafter referred to as CICA Handbook or Handbook)
and involved very little, if any, thought or discussion of accounting standards in
other parts of the world. But since then, rapid changes have taken place through-
out the world, and even more drastic changes are coming. Canadian companies
now view the entire world as their marketplace; not only are they exporting their
products to more countries than ever before, but they are also establishing facto-
ries and offices in foreign locations. Companies that used to raise capital strictly
in their home countries are now finding that capital markets are available to them
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Canadian companies are
now able to raise capital
resources on the world’s
marketplace.

around the world. Because their shares trade on stock exchanges, they are often
required to prepare financial reports using accounting principles of countries
other than Canada. Many accounting firms have offices throughout the world,
and there are abundant opportunities for their Canadian staff members to trans-
fer to these offices. With all these changes taking place, an accounting education
that takes a narrow, parochial view is clearly inadequate. Canadian students of
accounting need to be fully aware of what is happening in the rapid movement
toward worldwide accounting standards, and it is imperative that the textbooks
of today address this topic.

Before embarking on the study of the major topics in this book, we will review
the role of accountants and the objectives of reporting. Then, we will survey the
accounting principles and practices used in a sample of other countries. It is hoped
that this exposure to other countries’ standards will help us understand the future
direction of standards in our own country.

THE ConCEPTUAL FRAMEWORK FOR FINANCIAL REPORTING

Professional accountants provide a variety of services ranging from accounting
to tax planning to assurance to business consulting. In this course, we will focus
on financial accounting; that is, providing general-purpose financial information
to external users such as investors and creditors. These users usually have lim-
ited financial resources to invest in an entity. They wish to invest where they can
earn the highest return with the lowest amount of risk. The general-purpose set
of financial statements (balance sheet, income statement, cash flow statement, and
notes to the financial statements) will be used by the external users to help them
make their resource allocation decisions and to assess the stewardship of manage-
ment. The general-purpose reports are not the only source of information used for
decision making but provide a good starting point.

In most cases, users want to receive the general-purpose financial statements
prepared in accordance with generally accepted accounting principles (GAAP)
because by following these principles, the information is relevant, reliable, under-
standable, and comparable. However, there are times when users may want or
require special-purpose financial reports that do not follow GAAP. For example,
entities may need to prepare non-GAAP-based statements for legislative or regu-
latory purposes, or for contract compliance. Or, a prospective lender may want
to receive a balance sheet with assets reported at fair value rather than historical
cost. As accountants, we are able to provide financial information in a variety of
formats or using a variety of accounting policies because we have the skills and
abilities to produce this information. If we do provide fair-value-based financial
statements, we cannot say that the statements were prepared in accordance with
GAAP. We would simply state that the statements were prepared in accordance
with the policies described in the notes to the financial statements.

GAAP encompass broad principles and conventions of general application,
as well as rules and procedures that determine accepted accounting practices at
a particular time. The process of developing GAAP is political. Both preparers
and users of financial statements have an opportunity to comment on a proposal
for a new accounting standard before it becomes generally accepted. If a new
requirement is preferred by the preparers but not accepted by users, it is unlikely
to become part of GAAP. Therefore, as we study existing accounting practices and
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proposed changes, we need to continually evaluate whether information provided
by a reporting entity will satisfy users’ needs.

In most cases, the users of the financial statements have access to informa-
tion about the entity in addition to that provided in the financial statements. For
example, the owner of a private company may also be the manager and would have
intimate knowledge of the company. In such cases, the owner/manager may place
less reliance on the financial statements than outside investors in public companies
do. In other situations, the owner may not understand the financial reporting for
complex transactions such as business combinations. In both of these situations, the
owners may feel that the costs of complying with some of the complex sections of
the Handbook are not worth the benefit. They may prefer to issue more simplified
statements. The Canadian Institute of Chartered Accountants (CICA) recognized
this difference in users’ needs. In 2002, differential reporting was incorporated in the
Handbook whereby qualifying enterprises could choose to apply differential report-
ing options and still be in compliance with GAAP. In 2011, these differential options
were eliminated and replaced with a Handbook that is now segregated into different
parts for different types of organizations.

The CICA Handbook is an authoritative document in Canada because many
legal statutes require its use. For example, companies incorporated under the
Canada Business Corporations Act and certain provincial Companies Acts are
required to prepare financial statements in accordance with the CICA Handbook.
Publicly traded companies are required to submit financial statements that com-
ply with GAAP to the securities commissions under which they are registered.

The CICA Handbook provides the accounting and reporting requirements as
well as explanations and guidance for most transactions and events encountered
by an entity. When an entity following International Financial Reporting Standards
(IFRSs) encounters transactions or events that are not explicitly addressed by the
standards, the entity should adopt accounting practices that are consistent with the
spirit of the IFRSs and consistent with the financial statement concepts. These con-
cepts are described in the “The Conceptual Framework for Financial Reporting,”
which is a document found just prior to the IFRSs in Part I of the Handbook. Enti-
ties that are reporting under Accounting Standards for Private Enterprises (ASPE)
should adopt accounting practices that are consistent with Section 1000: Financial
Statement Concepts, in Part II of the Handbook.

The financial statement concepts describe the principles and assumptions under-
lying the preparation of financial statements. They are very important parts of GAAP
because they provide the framework for the development and issuance of other finan-
cial accounting standards. The main items included in this document are as follows:

* The objective of general-purpose financial reporting
¢ Qualitative characteristics of useful financial information
® Underlying assumptions

* Definition, recognition, and measurement of the elements of financial statements

You will probably recognize most of the concepts and remember studying
them in your intermediate accounting courses. If you can explain the accounting
practices learned there in terms of these basic concepts, you should have no trou-
ble applying these concepts in the new situations we will encounter in this course.
If you do not understand or cannot explain accounting requirements in terms
of these basic concepts, it is never too late to start. As you study the accounting

Financial statements should
cater to the needs of the
users.

The Handbook is divided into
different parts to cater to
different types of reporting
entities.

All accounting practices
should be able to be traced
back to and supported by the
conceptual framework.
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Lots of judgment is involved
when preparing financial
statements.

Judgment is involved

when adopting accounting
policies, making estimates
and writing the notes to the
financial statements.

requirements in this course, try to understand them in terms of the basic concepts
and principles that the Handbook describes.

By gaining a broad understanding of the logic and basic principles behind the
accounting requirements, you will develop confidence and be able to apply these
basic principles in a wide variety of situations. Rather than simply accepting account-
ing practices or memorizing specific requirements in the Handbook, you will begin to
understand the logic of the requirements and evaluate whether these are consistent
with the basic financial statement concepts. You will soon realize that most of the
requirements in accounting can be understood, developed, and derived from these
basic principles and concepts. Then, in turn, you will be able to use professional
judgment to apply these basis principles to whatever situation you may encounter.

Professional Judgment

Judgment is the ability to make a decision in situations where the answer is not
clear-cut. Professional judgment is the ability to make decisions for issues encoun-
tered by professionals in carrying out their day-to-day responsibilities. Judgment
is a skill developed over many years of study and learning from one’s experiences.
Professional judgment is derived from knowledge and experience in the profes-
sion. It is not something that is learned from rote or memorization of requirements
or answers to certain problems. It often involves making choices between mean-
ingful alternatives and the ability to understand the consequences of one’s actions.
In the preparation of financial statements, there are three main areas where judg-
ment needs to be applied. First, accounting policies such as when to recognize rev-
enue and whether or not to consolidate a special-purpose entity involve making a
decision after considering various methods. The method adopted for a particular
company must be appropriate for that company based on its existing situation. For
example, if Company A is selling to customers with poor credit history and without
obtaining any security for the receivables from these customers, it would be appro-
priate to recognize revenue when cash is received. If competitors were selling to cus-
tomers with very high credit ratings, it would be appropriate for them to recognize
revenue when the goods are delivered. The professional judgment of an accountant
will take these factors into consideration and recognize that although one method is
appropriate for the competitors, another may be more appropriate for Company A.
Second, judgment is involved in making accounting estimates of many kinds.
What is the estimated useful life of property, plant, and equipment? What is the
recoverable amount for goodwill? Will a forward contract be effective as a hedge of
expected sales for the next three years? The answers to these questions are not clearly
defined. In the classroom, we are usually provided with this information, but in the
real world, we must gather data and make our own assessment. Whether we feel that
the company can continue as a going concern or not would likely have a material
difference on the valuation of goodwill and the bottom line on the income statement.
Third judgment is involved in deciding what to disclose and how to disclose
it in the notes to the financial statements. For example, in disclosing a contingent
liability resulting from a lawsuit, the company could simply say that it has been
sued but no provision is made in the financial statements because it feels that the
lawsuit has no merit. Or, it could provide details of the lawsuit and give some
probabilities of different outcomes in the note.
Is there too much latitude in accounting? Do the financial statements ever por-
tray the complete facts? One could argue that there is no latitude because accountants
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are not free to randomly select any reporting method. They must represent faithfully
what really happened and what really exists using the generally accepted conceptual
framework. If the revenue has been earned, then the revenue should be recognized. If
the expenditure will provide a future benefit, then the cost of the expenditure should
be recognized as an asset. Latitude is necessary so that the accountant can choose the
methods to reflect the real situation. If the requirements are written too rigidly, com-
panies may be forced to use methods that do not reflect their own situations.

If accountants take their jobs seriously and have high ethical standards, they
will present the financial statements as reliably as possible by using appropriate
accounting policies, by making the best estimates possible, and by making honest
and forthright statements in the notes to the financial statements. They will use
judgment to fairly present the financial position and financial performance of the
entity. Otherwise, the individual accountants and the entire accounting profession
will lose credibility.

In this course, we will have an opportunity to develop our judgment skills and
to exercise judgment through the use of cases. The cases provide realistic scenarios
where conflicts exist and choices must be made. The answers are not usually clear-
cut. In fact, different valid answers can be defended. For these cases, it is how you
support your recommendation that is important, as opposed to what your final
recommendation is. You will need to apply basic principles and use judgment to
come up with an answer that “tells it how it is” as accurately as possible. In so
doing, you will be developing the skills required of a professional accountant.

A SURVEY OF INTERNATIONAL ACCOUNTING

GAAP have varied in the past from country to country around the world. If a
detailed study had been made of the accounting practices used by every coun-
try in the world, it would probably have concluded that very few countries used
exactly the same standards for external financial reporting purposes. Some com-
parisons would have yielded minor differences; others would have shown sub-
stantial ones. Differences existed in terminology and style of presentation, as well
as in methods of measurement and disclosure.

Differences in measurement ranged from departures to the historical cost
principle to varying standards within the historical cost model. A variety of meth-
ods existed worldwide for measuring and reporting inventories, research and
development costs, fixed assets, leases, computer software, and deferred income
taxes. Income-smoothing devices varied from country to country. In Canada and
the United States, GAAP allowed little opportunity to smooth income, while in
other countries income-smoothing devices were allowed under GAAP or were
encouraged by government regulation. This was often accomplished by setting up
reserves, which are special equity accounts, and using them to transfer amounts
to and from the statement of comprehensive income as needed. Inadequate disclo-
sures often masked the real effect on yearly income measurements.

Asset revaluations have long been acceptable in many countries. Circum-
stances for these revaluations range from price-level-adjusted historical costs,
used to counteract distortions resulting from very high inflation rates, to the regu-
lar or periodic adjustment of asset measurements to current replacement costs.
Even under historical costs, great variations have existed in yearly measurements.
The accounting for the asset of goodwill, which arises as a result of one company

Financial statements
should present what really
happened during the period:
that is, they should tell it
how it is.

In past years, the variety of
accounting principles being
used throughout the world
was large.

Asset revaluations have been
a common practice in many
countries.
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Information disclosed is
often more voluminous in
other countries than that
required in Canada.

Technology has improved the
global flow of information.

buying another business, is a prime example. Practices included the immediate
write-off of purchased goodwill to equity, capitalization with amortization over
greatly varying periods, capitalization without amortization (thus, leaving it on
the balance sheet forever), and capitalization and write-off to income only when
there was evidence of impairment.

Not only were there differences in measurement, but there were often also
differences in the presentation and description of elements in financial state-
ments. For example, in many countries, long-term assets were, and continue to
be, presented before current assets on the balance sheet, and shareholders” equity
appears before liabilities.

Examples of areas where disclosure differences still exist are segment report-
ing, reporting financial forecasts, shareholder and environmental disclosures, and
other value-added information. While many foreign multinational companies dis-
close the lines of business they are in and the geographical area in which they
operate, there is still inconsistency in the level of detail provided. While the provi-
sion of financial forecasts is not common in North America, some companies in
Europe do provide this information. Foreign companies often provide voluminous
disclosures about their shares, shareholders’ rights, and changes in shareholders’
equity. Finally, while this is not required by accounting standards, multinational
companies are increasingly providing information about environmental safety
and protection issues and the ways in which they have added value to society by
their distributions to owners, creditors, employees, and governments.

Differences in accounting standards have always existed, but they have been
receiving greater attention in recent years because of the many changes taking place
in the world economy. For example, the dismantling of the former Soviet empire
has been accompanied by a shift from controlled to market-driven economies, and
most of the countries in Europe have joined together to form the European Union
(EU). The North American Free Trade Agreement allows the free flow of goods and
services among Canada, the United States, and Mexico, and this agreement may
soon be expanded to include some countries in South America.

In the midst of all this, there have been major advances in computer and com-
munication technology that are dramatically improving the global flow of infor-
mation and changing how business activities are conducted. As a result, foreign
currencies now trade 24 hours a day in the world’s financial centres. Accompa-
nying this shift toward a global marketplace has been substantial growth in the
size and number of multinational corporations. This growth has been achieved to a
great extent by takeovers and mergers, often financed through the capital markets
of many countries. Not only has there been a shift to a global marketplace for goods
and services, but there has also been a shift toward a global capital market. Many of
the world’s stock exchanges now list foreign companies. There is also considerable
activity involving mergers of stock exchanges from different parts of the world.

With such a global capital market comes the need to provide the suppliers of
capital with useful accounting information. Fragmented accounting principles seri-
ously compromise comparability, which is one of the key concepts associated with
information usefulness. To counter this, securities regulators in foreign countries
often require foreign companies listed on their stock exchanges either to prepare
financial statements in accordance with their domestic accounting standards or
to prepare reconciliations from foreign to domestic standards. For example, for-
eign companies listed on U.S. stock exchanges are required by the Securities and
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Exchange Commission (SEC) to prepare reconciliations of net income measured in
accordance with foreign GAAP to net income in accordance with U.S. GAAP, unless
they use the IFRSs issued by the International Accounting Standards Board (IASB).
Prior to the adoption of IFRSs in 2011, Canadian companies that were listed on U.S.
stock exchanges also had to prepare these reconciliations. Exhibit 1.1 provides an
extract from the 2010 financial statements of Encana Corporation, a leading North
American natural gas producer. It shows the reconciliation of net income from
Canadian GAAP to U.S. GAAP.

It is important to note that Encana’s net income under Canadian GAAP was
substantially different from net income under U.S. GAAP. The main difference in
the Encana example is the impairment test for property, plant, and equipment.
Under U.S. GAAP, future cash flows were based on the average price this past
year and were discounted at 10%. Under Canadian GAAP, the future cash flows
were based on forecast pricing and were not discounted. The extract below is
only a small portion of Note 21. The entire note is seven pages long. It provides
narrative explanations of the main reasons for the difference in net income and
provides condensed financial statements under U.S. GAAP. With such a signifi-
cant difference in net income and such extensive note disclosure, it is little wonder
that there is pressure to develop one high-quality, worldwide accounting stan-
dard. These requirements substantially increase a company’s costs of prepar-
ing financial statements. Investment analysts and other users then incur further
additional costs when interpreting financial statements prepared under different
standards. Because of these problems, many countries in the world have either
recently adopted, or are seriously considering adopting IFRSs. However, there
still are many countries that have not adopted IFRSs and may not ever do so. In
order to fully understand the issues and how changes may occur in the future, we
must first examine the major causes of differences in GAAP between countries.

m Extracts (in Part) from Encana’s 2010 Financial Statements

For the years ended December 31 Note 2010

Net Earnings—Canadian GAAP $ 1,499

Less:

Net Earnings from Discontinued Operations — Canadian GAAP -

Net Earnings from Continuing Operations — Canadian GAAP 1,499

Increase (Decrease) in Net Earnings from Continuing

Operations under U.S. GAAP:

Revenues, net of royalties =
Operating Dii), H (7)
Depreciation, depletion and amortization B, Dii) 1,234
Administrative Dii) ()
Interest, net A =
Foreign exchange (gain) loss, net G 35
Stock-based compensation — options C -
Income tax expense (recovery) E (415)

Net Earnings (Loss) from Continuing Operations — U.S. GAAP 2,343

Net Earnings (Loss) from Discontinued Operations — U.S. GAAP -

Net Earnings (Loss) - U.S. GAAP $ 2,343

The SEC requires foreign
companies to reconcile their
earnings to U.S. GAAP unless
they use IFRSs.

Encana reported a significant
difference between net
earnings under Canadian
GAAP and net earnings under
U.S. GAAP.

The reconciliation of net
income from a foreign
country’s GAAP to U.S. GAAP
is very costly to prepare.

2009 2008
$ 1,862 $ 5,944
32 (555)
1,830 6,499
(16) (46)
(10,926) (1,755)
22 27

= ©)

128 =

= 2
3,378 695
(5,584) 5,365
32 (555)

$ (5,552) $ 4,810

Source: http://www.sec.gov/Archives/edgar/data/1157806/000110465911007980/a11-4497_240f.htm#introduction_143230 Page 46.
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Accounting income and
taxable income are virtually
the same in some countries.

Highly developed capital
markets often result in the
development of quality
accounting standards.

Code law systems specify
what individuals and
corporations can do, while
common law systems
specify what cannot be done.

Factors That Can Influence a Country’s Accounting Standards

Many factors can influence a country’s accounting standards. Usually, there is not
one dominant factor. The following five factors can affect standards.

The Role of Taxation In some countries, income tax has a minimal effect on how
net income is measured for financial reporting. For example, in Canada and the
United States, companies often report net incomes on their operating statements
that are substantially different from the taxable incomes they report on their tax
returns. This has led to the GAAP concept of inter-period tax allocation. However,
in some countries where such differences exist, full tax allocation has not always
been used.

In other countries, taxation has a profound effect on how accounting income is
measured. Accounting income will not differ much from taxable income if a coun-
try’s tax statutes state that expenses must be recorded on the income statement if
they are to be allowed as a deduction on the tax return. In countries where this is
the case, the result is often the use of extreme conservatism in accounting mea-
surements on the part of companies trying to keep their incomes as low as pos-
sible within the law. Germany and Japan are examples of countries whose tax laws
have strongly influenced GAAP. In the United States, while taxable income and
accounting income are different numbers, one area where consistency is required
is the costing of inventory. If LIFO (last in, first out) is to be used for tax purposes,
it must also be used for financial reporting.

The Level of Development of Capital Markets In countries where publicly
traded debt and equity securities play a substantial role in the financing of busi-
ness activities, accounting and disclosure standards tend to be much more exten-
sive than in countries where this is not the case. This is because highly developed
public capital markets tend to have fairly sophisticated investors who demand
current and useful information from those who have received their capital. Can-
ada, the United Kingdom, and the United States all have highly developed capi-
tal markets and strong accounting and disclosure standards. In countries where
business financing tends to be private rather than public, there is less reliance
on extensive accounting standards because the private suppliers of capital can
demand and receive the information they need directly from the “consumers” of
such capital. Japan is a prime example; there, corporate capital needs have been
supplied by very large private suppliers, such as banks. However, it should be
noted that when Japan’s economy took a severe dive in the 1990s, many of Japan’s
major banks incurred massive loan losses that nearly bankrupted them; this was
cited as a major contributor to the Japanese recession. Germany and Switzerland
also have very large banks that satisfy much of the capital needs of business. His-
torically, a large number of businesses in Mexico were state owned, but in the
1990s, a change to private ownership resulted in a shift to financing through pri-
vate and public capital markets.

Differing Legal Systems Two different kinds of legal system are in existence
today: code law systems and common law systems. Code law systems, which orig-
inated with the Roman Empire, contain very detailed statutes that govern a wide
range of human activities. In general, they specify what individuals and corpora-
tions can do. Common law systems have less-detailed statutes and rely on the court
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system to interpret statutes and thus establish precedents through case law. In gen-
eral, they specify what individuals and corporations cannot do (i.e., what is illegal).

In many common law countries, governments tend to take a hands-off
approach to the setting of accounting standards. While there may be statutes requir-
ing that companies make information available to the providers of capital, the type
of information required is left to the private sector. In the United States, the SEC,
which administers securities legislation, has given the right to develop accounting
standards to a private group, the Financial Accounting Standards Board (FASB). In
Canada, the CICA Handbook pronouncements constitute the accounting standards
required by the provincial and federal Companies Acts and the Ontario Securities
Commission (OSC). The United Kingdom also uses a private standard-setting body.

In code law countries such as Germany, France, and Japan, the private sector
is involved only in an advisory capacity, and accounting standards are reflected
in legal statutes, often as protection for creditors and other capital suppliers. It
should not be surprising to note that tax law also heavily influences accounting
standards in these countries.

Ties between Countries Political and economic ties between countries have his-
torically had some effect on accounting standards. For example, the accounting
standards and professional accounting organizations of countries that were once
colonies are often patterned after those of the “home” country. There have been
strong similarities between the standards of India, South Africa, Australia, New
Zealand, and Malaysia and those of Great Britain. During their early development,
Canadian accounting standards were influenced by Great Britain’s, but in later
years, this influence shifted away from Britain to the United States due to the very
strong economic ties that developed between those two countries. The formation of
the European Union has certainly had an effect on the accounting standards used
by its member countries. We will see more of this later.

Inflation Levels The historical cost model, which implicitly assumes a rela-
tively stable unit of measure, is used by many countries. However, the model is
not useful when inflation rates are very high. Countries that have experienced
high inflation rates often make financial reporting adjustments to counteract the
effects of inflation. These adjustments involve price-level-adjusted statements, or
a shift from historical costs to current-value accounting, or both. Many countries
in South America that experienced inflation rates of 1,000% or more per annum in
the 1980s and 1990s adopted inflation-based accounting. Inflation in most of these
South American countries is now more reasonable and inflation accounting has
been discontinued. Mexico used price-level accounting because of high inflation
rates from 1983 to 2007. Canada, the United States, and the United Kingdom all
experimented with the supplemental reporting of price level and current-value
information in the 1970s when the inflation rate approached 20%. The experiment
was not successful because of the high cost of providing such information and the
general lack of comprehension on the part of financial statement users. All three
countries abandoned the experiment when inflation declined.

Toward Accounting Harmonization and Convergence

A truly global economy will require some sort of harmonized accounting stan-
dards if it is to function properly. Three organizations that have been working

In Germany, France, and
Japan, accounting standards
are set by legal statutes.

High inflation rates often
result in departures
from historical cost
measurements.

The European Union, the
IASB, and the FASB have
been working toward
accounting harmonization.





