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SYNOPSIS: The Canadian Accounting Standards Board �hereafter, AcSB� recently is-
sued an exposure draft to adopt separate GAAP for private enterprises. This new
GAAP is justified as being consistent with the current FASB/IASB conceptual frame-
work, but is sensitive to the different cost-benefit considerations facing private entities.
We view this proposal as being innovative and responsive to the differential reporting
needs of private entities. In this article we explain our reasoning and conclusions on
several issues raised by the exposure draft starting with a discussion about the need for
a separate conceptual framework for private enterprises. We sketch a preliminary con-
ceptual framework that could be used to develop and justify the type of changes pro-
posed in this exposure draft. We then discuss key issues raised in the exposure draft
such as reliance on historical cost as the key basis of measurement, the significant
reduction in disclosure requirements for private enterprises, and stopping the emerging
issues committee from providing implementation guidance �no EICs�. We also com-
ment on the mechanism for financing the standard-setting board, the need to ensure
compatibility between accounting and auditing standards, and a process for adjusting
the education system to support this new private enterprise GAAP.
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INTRODUCTION

The AcSB recently issued a call for comment on a proposal �hereafter, the proposal; AcSB
2009a� on Generally Accepted Accounting Principles �hereafter, GAAP� for private enter-
prises. The AcSB also issued a document explaining the background and basis for its

conclusions �AcSB 2009b�. Under this proposal, all Canadian private enterprises have a choice of
using the same accounting standards as public companies �International Financial Reporting Stan-
dards or IFRS as of 2011� or using this new “Made in Canada” accounting standards for private
enterprises1. The Financial Accounting Standards Committee �hereafter, the committee� of the
American Accounting Association �hereafter, AAA� view the proposal as being innovative, and
responded to the proposal �AAA FASC 2009a�.

The committee’s interest in this proposal was piqued by three factors. First, the committee
was impressed by the AcSB’s success in eliciting participation of numerous private entities and
their lenders to develop the exposure draft on GAAP for private enterprises. The AcSB set up a
diverse advisory committee, participated in studies designed by third parties who surveyed pre-
parers and users �CFERF 2009; KPMG 2009�, and had extensive interaction and user involvement
�especially of lenders�. Second, the proposal explicitly allows companies to choose which financial
reporting standards they wish to use and thus embraces regulatory competition. Our committee has
a deep interest in the debate over increasing regulatory competition in accounting �AAA FASC
2007; AAA FASC 2009c�, and placing less importance on comparability as a qualitative consid-
eration for setting accounting standards �Ball et al. 2000, 2003; Benston et al. 2006�. Third, the
proposal advocates reliance on historical cost as a key measurement basis with minimal use of fair
value, and a significant reduction in disclosure requirements. The committee views accounting
measurement and disclosure to be the key elements of financial reporting and thus views the
proposal as addressing key fundamental concepts underlying financial reporting.

REGULATORY COMPETITION AND HISTORICAL COST ACCOUNTING
Two key ideas underlying the proposal are regulatory competition and reliance on historical

cost as the key measurement basis. Both of these ideas have profound implications for the type of
accounting standards that should be developed.

Most accounting discussions are based on an implicit acceptance of current regulatory ar-
rangements whereby accounting standards are set by an authoritative body whose pronouncements
are backed by law �and the state�. The need for a monopoly standard setter seems intuitive to most
accountants. A monopoly standard setter can follow due process and coordinate activities of a
diverse set of agents in society. One concern raised by Sunder �2009� is that once a standard-
setting body builds up a base of knowledge and operating procedures, it becomes resistant to new
ways of thinking and new technologies. This is why most monopolies fail in the economy and the
same danger also applies to accounting standard setting.

One clear example in which our society has benefited from having standards competition is in
the phone system �Jamal and Sunder 2007�. The International Telegraph Union �hereafter, ITU�
was the established global telephone standard setter, which had a monopoly backed by govern-
ments all over the world. The ITU developed a sophisticated �though costly� telephone system that
worked well all over the world. However, new technologies allow an alternative way of transmit-
ting phone calls over the Internet. A rival standard setter �you only need one rival—in this case the
Internet Engineering Task Force �IETF�� created the standards that now route all telephone calls

1 Canadian public companies that are cross-listed on U.S. stock exchanges also have a choice of reporting under Canadian
GAAP �IFRS as of 2011� or U.S. GAAP.
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over the Internet and make Skype, Google Talk, and other Internet-based applications possible. It
is clear that the ITU would not have destroyed the installed assets of global telephone firms to
support an Internet-based phone system.

Thus the basic idea of competition in standard setting is not that current standards are nec-
essarily bad �though there are many people who argue that� but rather that a monopolist gets
locked into one way of thinking �with conceptual framework, definitions etc.� and then becomes
irresponsive to alternative ways of thinking. Sunder �2009� proposes that the best thing for ac-
counting would be to have the IASB, the FASB, and possibly other national standard setters
�AcSB� compete to develop the best standard on each topic �looking for the best solution� rather
than attempting to converge with each other. The IASB’s insistence on being principles-based, as
opposed to the presumed rules-based orientation of the FASB is one dimension on which the two
standard setters could compete, if they wanted to. Sunder �2009� also proposes that standards
competition can make accounting education more conceptual and interesting, and help attract
more and better students to the accounting profession.

The debate about historical cost versus fair value is a long-standing debate, which is unlikely
to be settled soon. From a normative �modeling� perspective, the key issues are the amount of
emphasis to be placed on verifiability and conservatism. Modelers who place an emphasis on
verifiability and conservatism tend to favor the use of historical cost accounting, whereas those
who place less emphasis on these concepts tend to favor the use of fair values, which are often a
combination of market values and values derived from a model. The committee has tended to view
verifiability and conservatism as being core concepts of accounting and has thus favored the use of
historical cost accounting for all companies �AAA FASC 2006; AAA FASC 2009b�.

The proposal justifies the use of historical cost accounting and a marked reduction in disclo-
sure requirements based on cost-benefit arguments. However, there are other explanations that can
also be advanced to justify reliance on historical cost accounting. Early academic research, which
focused on accounting’s primary role to help the owner manage his/her business �i.e., the stew-
ardship role�, provides an alternative justification for the use of historical cost �Ijiri 1975�. More
recent work on contracting can also be used to justify reliance on historical cost accounting
�Kothari et al. 2009�. Since the proposal focuses on private enterprises, the stewardship role of
accounting becomes more important than the informational role of providing information to un-
related third party users of accounting who are remote from the company and its management.

THE CONCEPTUAL FRAMEWORK
The proposal is based on a judgment by the AcSB that the new private entity GAAP should

be based on the same conceptual framework as that used by public companies �FASB/IASB
conceptual framework�, and that all departures from public company financial reporting can be
justified by cost-benefit considerations �AcSB 2009b�. Our committee does not agree that a com-
mon conceptual framework should be used to support two very different sets of accounting
standards in Canada �IFRS for public companies, and a separate GAAP for private entities�. In the
long run, we encourage the AcSB to develop a separate conceptual framework for private enter-
prises. In the absence of a separate conceptual framework, all differences between the private
entity GAAP and IFRS will have to be justified on a cost-benefit consideration. While there are
some obvious cost-benefit differences between publicly traded and private entities, we believe it
will be easier conceptually to develop and justify different accounting treatments based on a
different conceptual framework. There is also the potential that the private entity GAAP will be
stigmatized as an inferior GAAP. Our comments first sketch out a preliminary conceptual frame-
work that we have developed for all companies �AAA FASC 2009b�, and we then use that
framework to comment on the exposure draft. A key feature differentiating a conceptual frame-
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work for private enterprises vis-à-vis public companies is the increased focus on a stewardship
�accountability� perspective whereby the owners and managers of the business are themselves
major potential users of the financial statements. For public companies, the focus is primarily on
external users where third parties who are remote from the business and management use financial
statements for decision making and to forecast the magnitude and timing of future cash flows.
Accounting standard setting has traditionally struggled with this dual use nature of accounting, and
one of the problems with accounting �since the early 1960s� is that standards are either tilted too
much toward external users, or too much toward internal users �Davidson and Trueblood 1961�.
Our preliminary framework �AAA FASC 2009b� has the following five principles drawn from a
long tradition of accounting scholarship and research:2

�1� Recognition and measurement rest on interpreting transactions �Ijiri 1975�. The word
“transactions” refers to actual, verifiable events in which the firm is involved. This is a
key principle underlying the use of historical cost accounting. This transaction perspec-
tive would severely limit the use of fair values.

�2� Operating activities should be separated from financial activities �Ohlson 1995�. This is a
cornerstone of current finance theory and should apply to both private and public enter-
prises.

�3� The centrality of operating earnings measurement. This income statement orientation �as
opposed to a balance sheet focus� means that accounting should be directed toward the
determination of income, for income is the starting point for forecasting. Accordingly, the
balance sheet is viewed as a means to income measurement �rather than vice versa� and
the income statement should distinguish transitory income components from more per-
manent �operating� income, which is useful for understanding the future. All transactions
should flow through the income statement �this is called the clean surplus relation in the
theory literature; see Feltham and Ohlson 1995�.

�4� Balance sheet conservatism. This principle recognizes that standards must be developed
such that operating assets cannot exceed cost and there is a prospect of downward ad-
justment in the carrying value of an asset. In a world where management is typically
optimistic and biased, neutrality of accounting numbers is obtained by having conserva-
tive accounting standards �Bushman and Piotroski 2006�.

�5� Owners’ equity accounting rests on a proprietorship perspective. Shareholders’ equity
reports only income and transactions that pertain to the common shareholder. All other
claims, including preferred stock and contingent equity claims, are reported as liabilities.
There should be no fair valuing of compound securities. Each security should be either a
liability or classified as equity.

RECOGNITION AND MEASUREMENT CHANGES
We strongly support the proposed GAAP based on historical cost with very minimal reliance

on fair values �our framework concept number 1—based on actual transactions�. The proposed
private enterprise GAAP is also oriented toward the measurement of operating earnings, with all

2 One committee member, Robert Bloomfield, has dissented from that document. Bloomfield endorses the conclusions
and recommendations of the present document, but disagrees that those conclusions should be derived from a different
conceptual framework than that applied to public companies, and disagrees that the conceptual framework should have
the five characteristics described here. Instead, Bloomfield argues that the proposed accounting for private companies is
well justified within the conceptual frameworks proposed by the IASB and FASB, because the costs of many of the
reporting requirements being eliminated for private companies are likely to be onerous for private companies, while the
benefits are more limited �because investors in private companies typically have greater ability to request and receive
supplementary information from management�.
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items going through the income statement �the clean surplus relation� and not to comprehensive
income. The balance sheet provisions use conservatism with lower of cost or market adjustments
�hereafter, LCM� and no provision for subsequently writing “up” asset values at future dates.
Finally, owners’ equity is presented from a proprietorship perspective and compound financial
instruments follow the legal form �largely debt or largely equity� rather than trying to determine
the fair value of each component. The committee members had developed this preliminary frame-
work as part of a broader conceptual framework project for all reporting entities �as we get ready
to participate in the FASB/IASB conceptual framework development process� and are surprised at
the degree to which the proposal corresponds to our preliminary conceptual framework.

One issue for AcSB to monitor is the recent attempt by the FASB and the IASB to issue a new
lease accounting standard to force all leases on the balance sheet. Off balance sheet financing is a
very serious deficiency of current financial reporting. We urge the AcSB to monitor these lease
accounting developments and be ready to fast track changes in lease accounting for Canadian
GAAP for private enterprises.

SIGNIFICANT REDUCTION IN DISCLOSURE REQUIREMENTS
The proposal argues for a substantial reduction in required disclosures for private enterprises

on cost-benefit considerations. A large amount of literature documents how private companies,
especially those owned by their founding families, have very different governance mechanisms,
investment horizons, monitoring, and need for liquidity than public companies �Anderson and
Reeb 2003; Bushman et al. 2004; Welker 1995�. We are philosophically in agreement with the
proposed reduction for private enterprises given their significant economic differences from public
companies. Private enterprises have chosen not to access public capital markets, so public inves-
tors have less risk with respect to such enterprises. In addition, users of financial statements �e.g.,
bankers� tend to be sophisticated and can arrange privately to gain access to additional information
if they need it. There is some empirical evidence in the research literature documenting differences
in disclosure needs and responsiveness of private companies in providing voluntary disclosures
and less earnings management by private firms �Chen et al. 2008�.

The committee suggests that the AcSB keep in mind a few issues as they make decisions
about required disclosure. The first issue is item number 2 in our framework—the separation of
operating from financing activity. The FASB and the IASB are currently conducting a joint finan-
cial statement presentation project. The AcSB should monitor this project as well and be ready to
fast track new formats for separating operating versus financing activities for the Canadian GAAP
for private enterprises.

A second issue to keep in mind arises from item number 3 in our framework—the need to
distinguish between permanent �or recurring� components of earnings from transitory �non-
recurring� components. This is a crucial distinction that should be preserved, despite the overall
desire to reduce disclosure requirements.

A third issue relates to a variety of complex accounting issues �e.g., pensions, stock option
compensation� where publicly traded enterprises are required to make complex valuation calcula-
tions and face extensive disclosures. While we are sympathetic to the argument for not requiring
these complex valuation �usually fair value� measurements, these items should still be disclosed. If
a private enterprise has a pension plan, then the existence of the plan should be disclosed in the
financial statements, even if all the detailed valuation and disclosure requirements of pension
accounting are not required of a private enterprise.

A fourth consideration is that there are some items that are likely of interest to all readers of
the financial statements �e.g., management compensation�. In this case it is more efficient for the
company to provide an easily accessible disclosure rather than requiring each user to individually
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request this information from the private enterprise. In the U.S., public companies are required to
disclose management compensation information in the SEC proxy statement. For private enter-
prises, it is even more important for users to know management compensation levels since gov-
ernance controls are likely to be weaker and Canadian private enterprises have significant tax
incentives to maintain reported net income below certain earnings thresholds. Because Canadian
private enterprises do not have any direct equivalent of the SEC proxy statement, we believe it is
reasonable to disclose management compensation information in the financial statements.

REDUCING DETAILED GUIDANCE AND INTERPRETATIONS
The proposal argues for dropping detailed guidance issued by the Emerging Issues Committee

�hereafter, EIC� to allow preparers and auditors to exercise professional judgment in interpreting
principles-based standards. We strongly support this approach. In the academic literature �e.g.,
Schipper 2003�, a principles-based standard has the following elements:

�1� is based on some underlying principle or conceptual framework;
�2� has few elements of detailed implementation rule guidance; and
�3� has no bright-line criteria for generating very different accounting treatment for similar

transactions.
Due to item number 1 above, we recommended previously that the AcSB should develop a

separate conceptual framework for the new GAAP for private enterprises. There cannot be a
principles-based GAAP without a conceptual framework. If GAAP for private enterprises is going
to be significantly different from GAAP for public enterprises, and evolve differently over time,
additional conceptual structure will be needed to guide this evolution. Cost-benefit is an important
principle, but it is insufficient to guide the orderly evolution of this new private entity GAAP.
Ultimately both public and private GAAP will have to be justified and modified in the future by
reference to their respective conceptual frameworks.

With respect to item number 2 above, our committee has repeatedly expressed concern to the
SEC about too much implementation guidance �rules� being provided in the U.S. �see our response
to the SEC in AAA FASC �2007� and AAA FASC �2009c��. We strongly favor a principles-based
accounting system with an emphasis on professional judgment. Professional judgment is the
hallmark of a profession and is important for both preparers and auditors of financial statements
�Sunder 2007�.

We do not mean to imply that the content of an EIC cannot have merit. For example, the
exposure draft discusses EIC 122, where callable debt is classified as a current liability in the final
year of the loan agreement unless the debt terms are re-negotiated before year-end. We agree with
this accounting treatment and believe it is consistent with the first principle of our conceptual
framework—accounting should reflect the terms of actual transactions. If the bank has a right to
call this debt within a one-year period, the debt should be recorded as a current liability. If there
is a clear conceptual framework and good professional judgment is exercised, there should be no
need for an EIC on this topic. We view EICs mainly as detailed rules that auditors can use as
bargaining devices with management �Nelson et al. 2002�. In the short run they help the auditor
and stop management from misbehaving. In the long term, the EICs undermine professional
judgment, the status of auditors, and the quality of financial reporting �Sunder 2007�. We strongly
support the proposal to do away with EICs.

One item left unresolved in the proposal is the issue of accounting for leases, which is left
based on the current standards distinguishing between capital �finance� leases and operating leases.
The concern about bright-line criteria �and off balance sheet financing� led us to recommend
previously that proposed changes to lease accounting be fast tracked. Lease accounting is an
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example of the inappropriate use of bright-line standards in accounting �Schipper 2003�. It is
unfortunate that the new private company GAAP �which seeks to be principles-based� would
continue to have such bright-line-oriented lease accounting rules.

OTHER ISSUES
One key issue with respect to standard setting raised by the proposal is the financing mecha-

nism used to support the standard-setting function. One option is to focus on independence of the
standard setter, and hence reliance on public financing from a tax on public companies �the U.S.
model�. A slightly different �and less pure� version of this model is to depend on large corpora-
tions, audit firms, or professional associations to finance the standard-setting process �the Cana-
dian and IASB model�. While on the surface these models can be justified on the grounds of
independence, there are also a lot of costs involved. A standard-setting bureaucracy whose funding
is independent of its output has a tendency toward standards overload, too much complexity, and
a loss of focus on practicality and usefulness of its standards. The need to develop this separate
GAAP for private enterprises is a vivid illustration of how impractical it is to use public company
GAAP for a sizeable portion of the economy.

We propose a model for consideration whereby users of the standards pay a fee to the
standard-setting organization. In other areas of the economy �e.g., ISO certification, e-commerce
privacy certification� it is common for the users of the standards to finance the standard-setting
body �see Jamal et al. �2003, 2005� for examples in e-commerce�. This gives the standard-setting
body �and users of its standards� an incentive to develop good practical standards. This financing
model would also force the private GAAP standard-setting board to ensure that its standards are
high quality and useful, or else private companies can switch to IFRS as developed for public
companies �Doidge et al. 2004; Dye and Sunder 2001�.

A second issue is the separation of accounting and auditing standard setting. The transaction-
based conceptual framework we presented previously is also easily verifiable. A key requirement
for obtaining benefits of principles-based GAAP is to have an audit profession that is also
principles-based �FASB 2004; Jamal and Tan 2009�. Verifiability should also be potentially added
as a key concept in a conceptual framework for private enterprises. Audit firms can also be
encouraged �or required� to split their audit practice and require individual auditors to either
specialize in auditing public companies or private companies. Public company auditors can oper-
ate in a rule-oriented manner driven by fear of lawsuits and Canadian Public Accountability Board
�CPAB� inspections �CPAB is the Canadian equivalent of the PCAOB�. Private company auditors
can be encouraged to be more principles-based. If auditors continue to act in a mostly rule-
oriented manner, the potential benefits of a principles-based GAAP for private enterprises will not
be realized �Jamal and Tan 2009�.

A third issue is that the adoption of a separate private company GAAP will create additional
demands on universities and other education related organizations �e.g., professional exams and
post-university training�. Canada is now poised for a future where publicly traded companies use
IFRS, cross-listed public companies can use IFRS or U.S. GAAP, and private enterprises can use
IFRS or the new proposed GAAP for private enterprises. We believe that Canada will provide an
excellent environment to test the proposition that regulatory competition and the ability to choose
among multiple sets of accounting standards might be an excellent way to attract talented students
to accounting, stimulate classroom discussion, and better develop the professional judgment of
accountants and auditors �Sunder 2002, 2007, 2009�. This does, however, require an education
plan to bring universities, provincial review programs, and professional exams on a transition path
for smooth implementation.
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SUMMARY AND CONCLUSION
We are pleased with and strongly support the proposal for a “made in Canada” GAAP for

private enterprises. We agree with the focus on historical cost �transaction-based�, an operating
income orientation, and reduced use of fair value accounting. The coming competition �and choice
offered� between rival sets of accounting standards is a very innovative and encouraging devel-
opment in accounting. A separate conceptual framework is needed to guide this development
approach and we have sketched out a preliminary version that could guide the AcSB’s delibera-
tions. We have outlined some additional considerations for the AcSB to consider, and we would
like to see additional progress in aligning the educational and professional certification systems to
implement these standards properly.
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