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Mr. Lawrence Salva, Chairman
Committee on Corporate Reporting
Financial Executives International
200 Campus Park Drive, PO Box 674
Florham Park, NJ 07932-0674

Mr. Sam Ranzilla, Chairman

Center for Public Company Audit Firms

American Institute of Certified Public Accountants
Harborside Financial Center

201 Plaza Three

Jersey City, NJ 07311-3881

September 19, 2006

Dear Sirs:

Several companies have recently issued press releases announcing the
restatement of their financial statements due to errors in their accounting
for grants of stock options to employees, members of the board of
directors, and other service providers. Many other companies have
announced that they are currently looking into their past practices related
to the granting of stock options. The Office of the Chief Accountant has
prepared this letter to discuss certain of the existing accounting guidance
related to grants of stock options. As with all staff guidance, this letter has
not been approved by the Commission.

The accounting guidance applicable to the grants in question was, in most
cases, Accounting Principles Board Opinion No. 25, “Accounting for Stock
Issued to Employees” {Opinion 25). The accounting under Opinion 25 relies
heavily on the determination of the measurement date, which is defined as
“the first date on which are known both (1) the number of shares that an
individual employee is entitled to receive and (2) the option or purchase
price, if any.” Under Opinion 25, the final amount of compensation cost of
an option is measured as the difference between the exercise price and the
market price of the underlying stock at the measurement date. As such, for
the purpose of determining compensation cost pursuant to Opinion 25, it is
important to determine whether a company’s stock option granting
practices resulted in the award of stock options with an exercise price that
was lower than the market price of the underlying stock at the date on
which the terms and recipients of those stock options were determined with
finality. The topics addressed in this letter largely relate to questions about
whether a company’s determination of the measurement date of past stock
option awards was appropriate.

This letter expresses only the views of the Office of the Chief Accountant on
accounting issues related to Opinien 25, and its limited application should
not be extended by analogy or relied upon in any other circumstances.
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Certain option granting practices might raise legal or regulatory issues. It
should be noted that the views presented herein are limited to the
ramifications of these questions to the financial statements (including the
footnotes thereto), and that this letter does not address how these
questions might affect disclosures outside of the financial statements or the
circumstances under which any of these practices could violate laws or
regulations. Of course, any analysis will be heavily dependent on the
particular facts and circumstances of each company, and evidence of
fraudulent or manipulative conduct would require different or additional
analysis.

As can be seen from the views expressed in this letter, the staff believes
that many of the issues that have been raised in public disclosures or
uncovered in reviews of option granting practices resulted in the grant of
in-the-money options and accordingly do have an accounting consequence
under Opinion 25. On the other hand, there may also be situations where
an at-the-money grant was actually decided with finality, but there were
unimportant delays in the completion of administrative procedures to
document the grant that did not involve misrepresentation of the option
granting actions. In those situations, if compensation cost would not have
otherwise been recorded pursuant to Opinion 25, short delays in completing
the administrative procedures to finalize the grant would not result in an
accounting consequence.

The staff's views are presented in several sections. In the discussion
regarding each issue, we briefly describe the issue and the application of
the applicable accounting guidance. For ease of discussion, each section of
the letter addresses a particular question or issue on its own, and implicitly
assumes no other issues exist, That is, we have not attempted to provide
specific discussion on all possible combinations of issues that might arise.
Therefore, companies may need to consider the views expressed in multipie
sections of the letter. As always, we encourage companies that have
questions about the application of the accounting literature to consult with
us. Instructions for doing so may be found at
http://www.sec.gov/about/offices/oca/ocaaccount. htm.

A. Dating an Option Award to Predate the Actual Award Date

As noted previously, pursuant to paragraph 10(b) of Opinion 25, the
measurement date for determining the compensation cost of a stock option
is the first date on which both of the following are known: (1) the number
of options that an individual employee is entitled to receive and (2) the
option or purchase price. Thus, even if documents related to an award of
options are dated as of an earlier date, the measurement date cannot occur
until the date the terms of the award and its recipient are actually
determined. As such, dating the underlying stock option grant documents
as of a date prior to the date on which the terms of the award and its
recipient are determined does not affect the appropriate measurement date
under Opinion 25.

B. Option Grants with Administrative Delays

In most instances, the determination of the measurement date of a stock
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option involves little or no uncertainty. Typically, a company’s corporate
governance provisions, stock option plans, and applicable laws specify the
actions required in order to effect the grant of a stock option (collectively
referred to as “required granting actions”). Absent provisions of the option
or company practices that indicate the terms of the award could change at
a later date, the date when these actions are completed in full has
generally been regarded as the measurement date.

However, we understand that some companies have accounted for their
option grants using a measurement date that is other than the date at
which all required granting actions have been completed. Two such
examples that we have become aware of are as follows.

a) Companies may have been awarding stock options by obtaining oral
authorization from the board of directors (or compensation committee
thereof) and subsequently completing the documents evidencing the
award at a later date, or

b) Companies may have delegated the authority to award options to a
member or committee of management. That member or committee of
management determined option awards to be made to subordinates
within specific parameters previously communicated by the board of
directors (or compensation committee thereof) and obtained any
appropriate approvals at a later date.

The delay in completion of all required granting actions suggests that
options terms may not have been final until the completion of those
actions. Nonetheless, some companies that utilized the practices described
above have asserted that the measurement date occurred before the
required granting actions were completed because all option terms and
recipients were final and known at an earlier date, and the completion of
required granting actions represented only an administrative delay, rather
than a period during which any of the terms of the award remained under
consideration or subject to change.

The staff believes that a conclusion that a measurement date occurred
before the completion of required granting actions must be considered
carefully, as the fact that the applicable corporate governance provisions,
terms of the stock option plans, or applicable laws require certain
procedures to be completed in order to effect a stock option grant suggests
that option terms may not have been final (or “known”) until those
procedures were completed. Question 18 of FASB Interpretation No. 44,
“Accounting for Certain Transactions Involving Stock

Compensation” (Interpretation 44) addresses a similar circumstance, noting
that a measurement date for an option cannot occur before shareholder
approval except in the very limited circumstance that management and the
board of directors control sufficient shareholder votes to approve the plan.
That guidance illustrates the underlying principle that the terms of a stock
option cannot be considered known and no longer subject to change until
the persons empowered to make grants have determined, with finality, the
terms and recipients of those awards.

In many cases, when options were awarded before (or in the absence of)
compietion of required granting actions, the terms cannot be considered to
have been determined with finality until (and unless) such actions were
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completed. Indeed, as evidenced by some of the option granting practices
and patterns of conduct that the staff has become aware of, awarding
options in a manner that did not comply with the required granting actions
does suggest that the terms and recipients of the options may have been
subject to change. For example, in the event that the company’s stock price
declined prior to finalizing the required granting actions, the company may
have retracted awards (e.g., failed to follow through with the initially
determined awards) or lowered the exercise price of options. This type of
practice indicates that, for all awards (including those awards for which the
terms were not changed), the terms and recipients were not determined
with finality (and therefore were not “known”) prior to the completion of all
required granting actions. Similarly, any evidence indicating that the
preparation of documentation was done in a manner calculated to disguise
the true nature of the option granting actions would preclude a company
from concluding that a measurement date occurred prior to the completion
of all required granting actions. If a company operated as if the terms
of its awards were not final prior to the completion of all required
granting actions (such as by retracting awards or changing their
terms), the staff believes the company should conclude that the
measurement date for all of its awards (including those awards that
were not changed) would be delayed until the completion of all
required granting actions.

On the other hand, in certain instances where a company’s facts,
circumstances, and pattern of conduct evidence that the terms and
recipients of a stock option award were determined with finality on an
earlier date prior to the completion of all required granting actions, it may
be appropriate to conclude that a measurement date under Opinion 25
occurred prior to the completion of these actions. This would only be the
case, however, when a company’s facts, circumstances, and pattern of
conduct make clear that the company considered the terms and recipients
of the awards to be fixed and unchangeable at the earlier date. The
practices described in the preceding paragraph would, of course, preclude a
company from concluding that a measurement date occurred prior to the
completion of all required granting actions.

In evaluating whether a company’s facts and circumstances do support a
conclusion that the terms of stock option awards were fixed (“known”) prior
to the completion of all required granting actions, it is important that all
information be considered. As previously noted, the fact that such actions
were not yet completed suggests that the terms may not have been final.
As such, we believe that the existence of other evidence indicating that
option terms or recipients were not yet considered final until ail required
granting actions were complete would make a conclusion that a
measurement date occurred at an earlier time difficult to reach. Reference
should be made to Section G of this letter for a discussion of certain factors
that should be considered in this analysis, such as the company’s pattern of
historical stock option grants and the presence or absence of
documentation of past stock option granting actions.

Any analysis will be heavily dependent upon the particular facts and
circumstances of each company, and evidence of fraudulent or manipulative
conduct would affect the analysis. Additionally, as a company’s practices
may have varied for different groups of employees or categories of awards,
the staff recognizes that a company may reach different conclusions with
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respect to these matters for different employee groups or award categories.
Of course, any changes to an award subsequent to the completion of
required granting actions must be evaluated to determine whether a
modification (such as a repricing) or cancellation has occurred. We
encourage companies to discuss unigue facts and circumstances with the
staff.

C. Validity of Prior Grants

We understand that, in certain circumstances, the validity of past option
grants has been called into question, even though both the company and
the affected employees have and continue to comply with the terms of such
options. For example, an option plan may preclude grants that are in-the-
money at the grant date, or may contain a cap on the number of options
that may be issued. Notwithstanding these restrictions, options that may
not have complied with the terms of the plan were awarded to employees.
This could arise due to some of the practices described in this letter.

Questions have arisen as to whether an option can be accounted for as a
fixed option with a measurement date on the date that the terms and
recipient of the award were determined if uncertainty exists as to the
validity of the grant. Specifically, the following questions have arisen;

a) If, for example, a shareholder-approved option plan only permits at-
the-money grants, some have questioned whether the compensation
committee may have lacked the authority under the entity’s corporate
governance procedures to authorize an in-the-money grant. If that
were the case, under the plan, only the shareholders had the ability to
approve such a grant and shareholder approval was not obtained.
Pursuant to Question 18 of Interpretation 44, absent such
authorization, it is possible that a measurement date did not occur at
the date that the terms and recipient of the award were determined.

b) Some have questioned whether the non-compliance of options with
the company’s option plan may create uncertainty as to whether the
company will ultimately have the ability to settle the award in stock or
instead may be required to settle the award in cash. Absent an ability
to settle the award in stock, it is possible that the option would be
accounted for as a cash-settled stock appreciation right pursuant to
FASB Interpretation No. 28, “Accounting for Stock Appreciation Rights
and Other Variable Stock Option or Award Plans.”

We understand that, in many of these cases, (a) the company has, as
applicable, been honoring the awards and settling in stock, (b) the
company intends to honor outstanding unexercised awards and has a
reasonable basis to conclude that the most likely outcome is that the
awards will be honored, and (c¢) the company intends to settle the
outstanding unexercised awards in stock and has a reasonable basis to
conclude that it will be able to do so (even if such settlement is not entirely
within the company’s control). In those circumstances, the staff believes
that the substantive arrangement that is mutually understood by both the
company and its employees represents the underlying economic substance
of the past option grants, and should serve as the basis for the company’s
accounting. Accordingly, assuming all other conditions for the
establishment of a measurement date have been satisfied, the staff
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believes it would be appropriate to account for the awards as fixed options
with a measurement date on the date that the terms and recipients were
determined with finality. While legal opinions regarding the validity of the
option grant and the company’s ability to honor the award would be heipful,
the staff does not believe that a company would necessarily be required to
obtain a legal opinion in order to reach these accounting conclusions.

When a company either does not intend to or does not have a reasonable
basis to conclude that it will be able to honor the award or settle it in stock,
further analysis of the facts and circumstances would be necessary to
determine the appropriate accounting for the options. The staff understands
that significant uncertainty as to a company’s ability to honor options arises
more often for grants that were made to senior officers of the company
(particularly officers who were involved in the option granting process), and
less often for grants made to rank-and-file employees, Accordingly, the
staff believes that the need for a legal analysis may be greater when
questions exist as to the validity of grants made to senior officers who
participated in the option granting process.

D. Uncertainty as to Individual Award Recipients

We understand that some companies may have approved option awards
before the number of options to be granted to each individual employee
was finalized. For example, the compensation committee may have
approved an award by authorizing an aggregate number of options to be
granted prior to the preparation of a final list of individual employee
recipients. In these cases, the allocation of options to individual employees
was completed by management after the award approval date, or the
unaliocated options were reserved for grants to future employees. Pursuant
to paragraph 10(b) of Opinion 25, no measurement date can occur until
“the number of shares that an individual employee is entitled to receive” is
known.

In certain circumstances, the approved award may contain sufficient
specificity to determine the number of options to be allocated to individual
employees, notwithstanding the absence of a detailed employee list. If
management’s role was limited to ensuring that an allocation was made in
accordance with definitive instructions (e.g., the approved award specified
the number of options to be granted based on an individual's level within
the organization), the measurement date could appropriately be the date
the award was approved. However, if management was provided with
discretion in determining the number of options to be allocated to each
individual employee, a measurement date could not occur for such options
prior to the date on which the allocation to the individual employees was
finalized. If the allocation of a portion of the award is specified at the award
approval date with the allocation of the remainder left to the discretion of
management, the measurement date could appropriately be the date the
award was approved only for those options whose allocation was specified.

The staff also has become aware that some companies may have changed
the list of recipients or the number of options allocated to each recipient

subsequent to the preparation of the initial list at the award approval date,
When changes to a list are made subsequent to the preparation of the list
that was prepared on the award approval date, based on an evaluation of
the facts and circumstances, the staff believes companies should conclude
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that either (a) the list that was prepared on the award approval date did
not constitute a grant, in which case the measurement date for the entire
award would be delayed until a final list has been determined or (b) the list
that was prepared on the award approval date constituted a grant, in which
case any subsequent changes to the list would be evaluated to determine
whether a modification (such as a repricing) or cancellation has occurred.
When a company determines that a repricing occurred, variable accounting
should be applied to the option from the date of modification to the date
the award is exercised, is forfeited, or expires unexercised.

E. Exercise Price Set by Reference to a Future Market Price

Some companies have awarded options with provisions designed to protect
an employee from immediate declines in the stock price. Typically, these
awards do not have a stated exercise price at the award approval date but
instead include a formula for establishing the exercise price. For example,
an award may establish an exercise price as the lowest market price of the
company’s stock over a 30-day period beginning with the award approval
date. If the market price of the company’s stock increases following the
award approval date, the exercise price will be equal to the price of the
company’s stock on the award approval date. If the market price of the
company’s stock declines following the award approval date, the exercise
price will be equal to the lowest price of the company’s stock during the 30-
day period following the award approval date.

Pursuant to paragraph 10(b) of Opinion 25 and Question 11(a) of
Interpretation 44, if the original terms of a stock option award provide for a
reduction to the award's exercise price if a specified future event or
condition occurs, variable accounting would be required from the award
approval date until that uncertainty is resolved. However, a measurement
date would occur and variable accounting would cease at the date the
contingency is resolved or the contingency provision expires. In the fact
pattern described above, the amount of compensation cost related to the
option would be the difference between the market price of the underlying
stock at the end of the 30-day contingency period and the lowest market
price of the stock during the contingency period, which would be the
exercise price of the option.

In contrast, if the original terms of an award do not include terms that
would cause an adjustment of the exercise price upon the occurrence of a
contingent event and the exercise price is nonetheless reduced after the
award approval date, the staff believes a repricing of the award has
occurred. Variable accounting would therefore be appropriate for the option
from the date of modification to the date the award is exercised, is
forfeited, or expires unexercised.

It should be noted that the views expressed in this section of the letter do
not apply to arrangements that meet the criteria for a noncompensatory
plan pursuant to paragraph 7 of Opinion 25.

F. Grants Prior to the Commencement of Employment
Many companies grant options to new employees at the commencement of

their employment. We understand that, in some cases, companies have
determined the terms and conditions of awards to certain new employees
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prior to the commencement of employment. For example, the exercise
price for a stock option may have been determined based on the market
price of the stock on the date an offer of employment was extended to and
accepted by an individual, with employment commencing subsequent to the
date of offer. The appropriate accounting in this circumstance will depend
upon whether the individual performs services in the capacity of a non-
employee prior to commencing employment. If awards were provided to
individuals who rendered services to the company prior to the
commencement of employment, the provisions of FASB Statement No. 123,
“Accounting for Stock-Based Compensation” (Statement 123) and EITF
Issue No. 96-18, “Accounting for Equity Instruments That Are Issued to
Other Than Employees for Acquiring, or in Conjunction with Selling, Goods
or Services” should be applied. Once the individual becomes an employee,
the accounting for the change in grantee status should be evaluated
pursuant to Interpretation 44.

If the individual provided no services to the company prior to commencing
employment, the staff believes that, generally, a measurement date cannot
occur prior to the date that the individual begins rendering employee
service in exchange for the stock options. Opinion 25 applies only to share-
based payment awards issued to employees; as clarified by Question 1(b)
of Interpretation 44, prior to commencing employment, the individual
would not be considered an employee. As such, the staff believes
compensation cost for a fixed stock option would be measured based on the
difference between the exercise price of the option and the market price of
the underlying stock at the commencement of employment.

G. Documentation of Option Granting Activities is Incompiete or
Cannot be Located

We understand that, in the course of reviewing their option-granting
activities several years after the fact, some registrants have not been able
to locate definitive and complete documentation evidencing certain of their
past option granting activities. For example, (a) the legal documents
evidencing past grants may not exist in the company’s records, (b)
contemporaneous documentation of the date on which a telephonic or in-
person meeting of the compensation committee was held may not have
been prepared, (c) written documentation includes only “as of” dates, and
not the dates the documentation was actually prepared and approved, or
(d) the company may have reason to believe that the documentation that is
contained in the company's records is not accurate.

The appropriate accounting in circumstances where records cannot be
located or may be inaccurate will depend on the particular facts and
circumstances. We understand that, in some cases, the lack of
documentation or existence of contradictory documentation may lead a
company to conclude either that the terms of options cannot reasonably be
considered fixed, resulting in the application of variable accounting, or that
awards do not substantively exist until the board of directors affirms which
awards will be honored. However, the staff does not believe that the lack of
complete documentation being available several years after the activities
occurred should necessarily result in a “default” to variable accounting or to
treating the awards as if they had never been granted. Rather, a company
must use a/f available relevant information to form a reasonable conclusion
as to the most likely option granting actions that occurred and the dates on
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which such actions occurred in determining what to account for. The
existence of a pattern of past option grants with an exercise price equal to
or near the lowest price of the entity’s stock during the time period
surrounding those grants could indicate that the terms of those grants were
determined with hindsight. Further, in some cases, the absence of
documentation, in combination with other relevant factors, may provide
evidence of fraudulent conduct. The staff expresses no view in this letter as
to the manner in which various facts and forms of evidence should be
evaluated under Opinion 25 to determine whether a company’s historical
accounting records are accurate. We encourage companies to discuss
unique facts and circumstances with the staff.

H. Timing of Option Grants

Some companies appear to have engaged in technigues to select their
award dates in coordination with the disclosure of information to the public.
For example, a company may have granted stock options while it knew of
material non-public information that was likely to result in an increase to
the stock price. Alternatively, a company may have delayed the grant of
options until after material information that was expected to result in a
decrease to the stock price was issued. To the extent such practices were
used, questions have been raised as to whether an adjustment would be
necessary to the market price of the stock at the measurement date for the
purpose of measuring compensation cost. Pursuant to paragraph 10(a) of
Opinion 25, the staff believes that compensation cost must be computed on
the measurement date by reference to the unadjusted market price of a
share of stock of the same class that trades freely in an established market.

I. Changes to Option Grants Due to the Release of New Information

The staff is aware that some companies may have changed the terms of
previously granted awards due to the release of new information to the
public, For example, a company may have granted options to employees at
one date, subsequently released information to the public that caused the
stock price to decline, and lowered the exercise price of the previously
granted options to the market price immediately following the release of
the unfavorable news. In that circumstance, the steff believes a repricing of
the award has occurred. Variable accounting should therefore be applied to
the option from the date of modification to the date the award is exercised,
is forfeited, or expires unexercised.

J. Income Tax Benefits Related to Options

We understand that some companies may have documented option
exercises as though such exercises occurred as of a date other than the
actual date of exercise, which resulted in a reduction of the amount of
income taxes due by the employee, with a corresponding reduction in the
income tax benefit received by the company. Pursuant to paragraph 17 of
Opinion 25, any tax deduction that the company is entitled to receive in
excess of the compensation cost recorded for financial reporting purposes is
recorded as an addition to paid-in capital. Accordingly, the staff believes
that the company should record the excess tax benefit it otherwise would
have been entitled to receive on the actual exercise date as an addition to
paid-in capital. Any amount of such benefit forgene by the company due to
the mischaracterized exercise, and any other tax obligations of the
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employee paid by the company, should be recorded as compensation cost
to the employee.

We also understand that the discovery of information about option
practices, such as the practices discussed in the previous paragraphs, have
caused some companies to question the availability or amount of income
tax deductions related to options, the period in which those deductions
would be available, and the possibility of other obligations including
interest, penalties, and additional payroll taxes. Prior to the adoption of
FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes,”
companies should consider the guidance in FASB Statement No. 5,
“Accounting for Contingencies” and FASB Statement No. 109, “Accounting
for Income Taxes” with respect to these tax contingencies.

The determination of the grant date for income tax purposes may differ
from the determination of the measurement date pursuant to Opinion 25.
The income tax determination wili depend upon the statutes, laws, and
regulations of the jurisdictions in which a company operates. The staff
expresses no view as to the appropriate grant date of an option for income
tax purposes, or on the manner in which the issues addressed in this letter
should be evaluated in regard to income tax considerations.

* k ok K Kk

The views noted herein are based upon and in accordance with pre-existing
accounting literature. Companies that determine their prior accounting to
be in error and that those errors are material should restate their financial
statements to reflect the correction of those errors. Evaluation of
materiality requires a consideration of all relevant facts and circumstances.
Qualitative factors (for example, if the error is intentional) may cause
misstatements of quantitatively small amounts to be material. When
disclosures of these issues are made, it is important that the registrant
discuss not only the accounting restatements, but also the circumstances
that gave rise to the errors.

Generally, previously filed reports containing financial statements
determined to be materially misstated require amendment. The staff
understands that errors related to the issues addressed in this letter may
affect several years of filings, and that companies may believe that
amending all of the affected filings is unnecessary. Companies that propose
to correct material errors without amending all previously filed reports
should contact the staff of the Division of Corporation Finance. No
amendment of previously filed reports is necessary to correct prior financial
statements for immaterial errors. Such corrections, if necessary, may be
made the next time the registrant files the prior financial statements.

Registrants that have applied Opinion 25 in historical periods for recognition
purposes and provided the footnote disclosures required by Statement 123
may determine that the amount of pro forma compensation cost previously
disclosed pursuant to Statement 123 was in error. Although the staff's
views expressed herein are discussed in the context of awards accounted
for pursuant to Opinion 25, these views may also be useful to registrants in
their determination of the grant date and measurement date under
Statement 123. While a complete reconsideration of measurements made
under Statement 123 to adjust inputs such as volatility and expected term
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may not be possible, the staff would expect registrants to make appropriate
adjustments to the input related to the market price of the underlying stock
used in the measurement of fair value under Statement 123. If a registrant
determines that material errors existed in the amount of pro forma
compensation cost previously disclosed, the staff believes that the
registrant should correct the footnote disclosures provided for prior periods.
It should be noted that, because of differences in standards, the views
expressed herein are not necessarily representative of the staff's views with
respect to the determination of the grant date and measurement date
pursuant to FASB Statement No. 123R, “Share-Based Payment.”

As you know, the staff is continuing to consider these and related matters
and may have further discussions on the accounting for stock options with
companies and their independent auditors. We encourage companies that
wish to discuss the particular facts and circumstances of their stock option
grants and the accounting conclusions they have reached to contact the
Office of the Chief Accountant.

Further questions about these matters should be directed to Joe Ucuzoglu,
Professianal Accounting Fellow in the Office of the Chief Accountant (202-
551-5301), or Alison Spivey, Associate Chief Accountant in the Office of the
Chief Accountant (202-551-5305). Questions on filing requirements should
be directed to the staff of the Division of Corporation Finance (202-551-
3400).

Sincerely,

Conrad Hewitt
Chief Accountant

cc: Carol Stacey, Chief Accountant, Division of Corporation Finance
Robert Herz, Chairman, Financial Accounting Standards Board
Mark Olson, Chairman, Public Company Accounting Oversight Board

http://www.sec.gov/info/accountants/staffletters/fei_aicpa091906.htm
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SECURITIES AND EXCHANGE COMMISSION

17 CFR Part 211

[Release No. SAB 108]

Staff Accounting Bulletin No. 108

AGENCY: Securities and Exchange Commission.
ACTION: Publication of Staff Accounting Bulletin.

SUMMARY: The interpretations in this Staff Accounting Bulletin express the
staff's views regarding the process of quantifying financial statement
misstatements, The staff is aware of diversity in practice. For example,
certain registrants do not consider the effects of prior year errors on
current year financial statements, thereby allowing improper assets or
liabilities to remain unadjusted. While these errors may not be material if
considered only in relation to the balance sheet, correcting the errors could
be material to the current year income statement. Certain registrants have
proposed to the staff that allowing these errors to remain on the balance
sheet as assets or liabilities in perpetuity is an appropriate application of
generally accepted accounting principles. The staff believes that approach is
not in the best interest of the users of financial statements. The
interpretations in this Staff Accounting Bulletin are being issued to address
diversity in practice in quantifying financial statement misstatements and
the potential under current practice for the build up of improper amounts
an the balance sheet.

DATE: September 13, 2006.

FOR FURTHER INFORMATION CONTACT: Mark S. Mahar, Office of the
Chief Accountant (202) 551-5300, Todd E. Hardiman, Division of
Corporation Finance (202) 551-3400, or Toai P. Cheng (202) 551-6918,
Division of Investment Management, Securities and Exchange Commission,
100 F Street NE, Washington, DC 20549.

SUPPLEMENTARY INFORMATION: The statements in staff accounting
bulletins are not rules or interpretations of the Commission, nor are they
published as bearing the Commission's official approval. They represent
interpretations and practices followed by the Division of Corporation
Finance, the Division of Investment Management and the Office of the Chief
Accountant in administering the disclosure requirements of the Federal
securities laws.

Nancy M. Morris
Secretary

http://www.sec.gov/interps/account/sab108.htm 7/26/2007
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Part 211 - [AMEND]

Accordingly, Part 211 of Title 17 of the Code of Federal Regulations is
amended by adding Staff Accounting Builetin No. 108 to the table found in
Subpart B.

STAFF ACCOUNTING BULLETIN NO. 108

The staff hereby adds Section N to Topic 1, Financial Statements, of the
Staff Accounting Bulletin Series. Section N provides guidance on the
consideration of the effects of prior year misstatements in quantifying
current year misstatements for the purpose of a materiality assessment.

Note: The text of SAB 108 will not appear in the Code of Federal
Regulations.

Topic 1: Financial Statements

* kK Ok ok

N. Considering the Effects of Prior Year Misstatements when
Quantifying Misstatements in Current Year Financial Statements

Facts: During the course of preparing annual financial statements, a
registrant is evaluating the materiality of an improper expense accrual
(e.g., overstated liability) in the amount of $100, which has built up over 5
years, at $20 per year.! The registrant previously evaluated the
misstatement as being immaterial to each of the prior year financial
statements (/.e., years 1-4). For the purpose of evaluating materiality in
the current year (i.e., year 5), the registrant quantifies the error as a $20
overstatement of expenses.

Question 1: Has the registrant appropriately quantified the amount of this
error for the purpose of evaluating materiality for the current year?

Interpretive Response: No. In this example, the registrant has only
quantified the effects of the identified unadjusted error that arose in the
current year income statement. The staff believes a registrant’s materiality
evaluation of an identified unadjusted error should quantify the effects of
the identified unadjusted error on each financial statement and related
financial statement disclosure.

Topic 1M notes that a materiality evaluation must be based on all relevant
quantitative and qualitative factors.2 This analysis generally begins with
quantifying potential misstatements to be evaluated. There has been

diversity in practice with respect to this initial step of a materiality analysis.

The diversity in approaches for quantifying the amount of misstatements
primarily stems from the effects of misstatements that were not corrected

7/26/2007 http://www.sec.gov/interps/account/sabl 08.htm
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at the end of the prior year (“prior year misstatements”). These prior year
misstatements should be considered in quantifying misstatements in
current year financial statements.

The techniques most commonly used in practice to accumulate and quantify
misstatements are generally referred to as the “rollover” and “iron curtain”
approaches.

The rollover approach, which is the approach used by the registrant in this
example, quantifies a misstatement based on the amount of the error
originating in the current year income statement. Thus, this approach
ignores the effects of correcting the portion of the current year balance
sheet misstatement that originated in prior years (/.e., it ignores the
“carryover effects” of prior year misstatements).

The iron curtain approach quantifies a misstatement based on the effects of
correcting the misstatement existing in the balance sheet at the end of the
current year, irrespective of the misstatement’s year(s) of origination. Had
the registrant in this fact pattern applied the iron curtain approach, the
misstatement would have been quantified as a $100 misstatement based
on the end of year balance sheet misstatement. Thus, the adjustment
needed to correct the financial statements for the end of year error would
be to reduce the liability by $100 with a corresponding decrease in current
year expense.

As demonstrated in this example, the primary weakness of the rollover
approach is that it can result in the accumulation of significant
misstatements on the balance sheet that are deemed immaterial in part
because the amount that originates in each year is quantitatively small. The
staff is aware of situations in which a registrant, relying on the rollover
approach, has allowed an erroneous item to accumulate on the balance
sheet to the point where eliminating the improper asset or liability would
itself result in a material error in the income statement if adjusted in the
current year, Such registrants have sometimes concluded that the improper
asset or lability should remain on the balance sheet into perpetuity.

In contrast, the primary weakness of the iron curtain approach is that it
does not consider the correction of prior year misstatements in the current
year (i.e., the reversal of the carryover effects) to be errors. Therefore, in
this example, if the misstatement was corrected during the current year
such that no error existed in the balance sheet at the end of the current
year, the reversal of the $80 prior year misstatement would not be
considered an error in the current year financial statements under the iron
curtain approach. Implicitly, the iron curtain approach assumes that
because the prior year financial statements were not materially misstated,
correcting any immaterial errors that existed in those statements in the
current year is the “correct” accounting, and is therefore not considered an
error in the current year. Thus, utilization of the iron curtain approach can
result in a misstatement in the current year income statement not being
evaluated as an error at all,

The staff does not believe the exclusive reliance on either the rollover or
iron curtain approach appropriately quantifies all misstatements that could
be material to users of financial statements.

9 of 48
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In describing the concept of materiality, FASB Concepts Statement No. 2,
Qualitative Characteristics of Accounting Information, indicates that
materiality determinations are based on whether “it is probable that the
judgment of a reasonable person relying upon the report would have been
changed or influenced by the inclusion or correction of the item” (emphasis
added).2 The staff believes registrants must quantify the impact of
correcting all misstatements, including both the carryover and reversing
effects of prior year misstatements, on the current year financial
statements. The staff believes that this can be accomplished by quantifying
an error under both the rollover and iron curtain approaches as described
above and by evaluating the error measured under each approach. Thus, a
registrant’s financial statements would require adjustment when either
approach results in quantifying a misstatement that is material, after
considering all relevant quantitative and qualitative factors.

As a reminder, a change from an accounting principle that is not generally
accepted to one that is generally accepted is a correction of an error.2

The staff believes that the registrant should quantify the current year
misstatement in this example using both the iron curtain approach (/.e.,
$100) and the roliover approach (i.e., $20). Therefore, if the $100
misstatement is considered material to the financial statements, after all of
the relevant quantitative and qualitative factors are considered, the
registrant’s financial statements would need to be adjusted.

It is possibie that correcting an error in the current year could materially
misstate the current year’s income statement. For example, correcting the
$100 misstatement in the current year will:

* Correct the $20 error originating in the current year;

» Correct the $80 balance sheet carryover error that originated in Years
1 through 4; but also

» Misstate the current year income statement by $80.

If the $80 understatement of current year expense is material to the
current year, after all of the relevant quantitative and qualitative factors are
considered, the prior year financial statements should be corrected, even
though such revision previously was and continues to be immaterial to the
prior year financial statements. Correcting prior year financial statements
for immaterial errors would not require previously filed reports to be
amended. Such correction may be made the next time the registrant files
the prior year financial statements.

The following example further illustrates the staff’s views on quantifying
misstatements, including the consideration of the effects of prior year
misstatements:

Facts: During the course of preparing annual financial statements, a
registrant is evaluating the materiality of a sales cut-off error in which $50
of revenue from the following year was recorded in the current year,
thereby overstating accounts receivable by $50 at the end of the current
year. In addition, a similar sales cut-off error existed at the end of the prior

Page 4 of 7
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year in which $110 of revenue from the current year was recorded in the
prior year. As a result of the combination of the current year and prior year
cut-off errors, revenues in the current year are understated by $60 ($110
understatement of revenues at the beginning of the current year partially
offset by a $50 overstatement of revenues at the end of the current year).
The prior year error was evaluated in the prior year as being immaterial to
those financial statements.

Question 2: How should the registrant quantify the misstatement in the
current year financial statements?

Interpretive Response: The staff believes the registrant should quantify the
current year misstatement in this example using both the iron curtain
approach (i.e., $50) and the rollover approach (i.e., $60). Therefore,
assuming a $60 misstatement is considered material to the financial
statements, after all relevant quantitative and qualitative factors are
considered, the registrant’s financial statements would need to be adjusted.

Further, in this example, recording an adjustment in the current year could
alter the amount of the error affecting the current year financial
statements. For instance:

« If only the $60 understatement of revenues were to be corrected in
the current year, then the overstatement of current year end
accounts receivable would increase to $110; or,

« If only the $50 overstatement of accounts receivable were to be
corrected in the current year, then the understatement of current
year revenues would increase to $110.

If the misstatement that exists after recording the adjustment in the
current year financial statements is material (considering all relevant
quantitative and qualitative factors), the prior year financial statements
should be corrected, even though such revision previously was and
continues to be immaterial to the prior year financial statements.
Correcting prior year financial statements for immaterial errors would not
require previously filed reports to be amended. Such correction may be
made the next time the registrant files the prior year financial statements.

If the cut-off error that existed in the prior year was not discovered until
the current year, a separate analysis of the financial statements of the prior
year (and any other prior year in which previously undiscovered errors
existed) would need to be performed to determine whether such prior year
financial statements were materially misstated. If that analysis indicates
that the prior year financial statements are materially misstated, they
would need to be restated in accordance with Statement 154.%

Facts; When preparing its financial statements for years ending on or
before November 15, 2006, a registrant quantified errors by using either
the iron curtain approach or the rollover approach, but not both. Based on
consideration of the guidance in this Staff Accounting Bulletin, the
registrant concludes that errors existing in previously issued financial
statements are material.

http://www.sec.gov/interps/account/sab108.htm 7/26/2007
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Question 3: Will the staff expect the registrant to restate prior period
financial statements when first applying this guidance?

Interpretive Response: The staff will not object if a registrant® does not
restate financial statements for fiscal years ending on or before November
15, 2006, if management properly applied its previous approach, either iron
curtain or rollover, so0 long as all relevant qualitative factors were
considered.

To provide full disclosure, registrants electing not to restate prior periods
should reflect the effects of initially appiying the guidance in Topic 1N in
their annual financial statements covering the first fiscal year ending after
November 15, 2006. The cumulative effect of the initial application should
be reported in the carrying amounts of assets and liabilities as of the
beginning of that fiscal year, and the offsetting adjustment should be made
to the opening balance of retained earnings for that year, Registrants
should disclose the nature and amount of each individual error being
corrected in the cumulative adjustment. The disclosure should also include
when and how each error being corrected arose and the fact that the errors
had previously been considered immaterial.

Early application of the guidance in Topic 1N is encouraged in any report for
an interim period of the first fiscal year ending after November 15, 2006,
filed after the publication of this Staff Accounting Bulletin. In the event that
the cumulative effect of application of the guidance in Topic 1N is first
reported in an interim period other than the first interim period of the first
fiscal year ending after November 15, 2006, previously filed interim reports
need not be amended. However, comparative information presented in
reports for interim periods of the first year subsequent to initial application
should be adjusted to reflect the cumulative effect adjustment as of the
beginning of the year of initial application. In addition, the disciosures of
selected quarterly information required by Item 302 of Regulation S-K
should reflect the adjusted results.

1 For purposes of these facts, assume the registrant properly determined
that the overstatement of the liability resulted from an error rather than a
change in accounting estimate. See FASB Statement 154, Accounting
Changes and Error Corrections, paragraph 2, for the distinction between an
error and a change in accounting estimate.

2 Topic 1N addresses certain of these quantitative issues, but does not aiter
the analysis required by Topic 1M.

3 Concepts Statement 2, paragraph 132. See also Concepts Statement 2,
Glossary of Terms - Materiality.

4 Statement 154, paragraph 2h.
3 Statement 154, paragraph 25.

§1f a registrant’s initial registration statement is not effective on or before

http://www.sec.gov/interps/account/sab108.htm 7/26/2007
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November 15, 2006, and the registrant’s prior year(s) financial statements
are materially misstated based on consideration of the guidance in this
Staff Accounting Bulletin, the prior year financial statements should be
restated in accordance with Statement 154, paragraph 25. If a registrant’s
initial registration statement is effective on or before November 15, 2006,
the guidance in the interpretive response to Question 3 is applicable.

http://www.sec.gov/interp/account/sab108. htm

Home | Previous Page Modified: 09/21/2006

http://www.sec.gov/interps/account/sab108.htm 7/26/2007

11 of 48



ACC's 2007 ANNUAL MEETING Enjoying the Ride on the Track to Success

Corporation Finance: Sample Letter Sent in Response to Inquiries Related to Filing Restat... Page 1 of 5 Corporation Finance: Sample Letter Sent in Response to Inquiries Related to Filing Restat... Page 2 of §

Horne | Previous Page _filings to restate financial statements and r_elated MD&_A if your company
includes the comprehensive disclosure outlined below in that next Form 10-K,
rather than including the comprehensive disclosure in an amendment to your
most recent Form 10-K.

In taking this position, we understand that you will include the following

. - disclosure in your Form 10-K amendment (or your next Form 10-K, as
Sample Letter Sent in Response to Inquiries Related to appropriate):

Filing Restated Financial Statements for Errors in
Accounting for Stock Option Grants

An explanatory note at the beginning of the Form 10-K amendment that
discusses the reason for the amendment.

In December 2006, the Division of Corporation Finance responded to Selected Financial Data for the most recent five years as required by Item
inquiries from several public companies requesting filing guidance as they 301 of Regulation $-K, restated as necessary and with columns labeled
prepare to restate previously issued financial statements for errors in “restated”.

accounting for stock option grants. The following illustrative letter provides
information for registrants to consider as they prepare reports to be filed Management’s Discussion and Analysis as required by Item 303 of
with the Commission to correct errors in accounting for stock option grants. Regulation $-K, based on the restated annual and quarterly financial
information, explaining the company’s operating results, trends, and
liquidity during each interim and annuai period presented, Discussions
relative to interim periods may be incorporated into the annual-period

January 2007 discussions or presented separately.
Name * Audited annual financial statements for the most recent three years,
Chief Financial Officer restated as necessary and with columns labeled “restated”.
XYZ Corporation
Address e If interim period information for the most recent two fiscal years as

required by Item 302 of Regulation S-K is required to be restated, the
Dear Chief Financial Officer: information presented for the balance sheets and statements of income
should be in a level of detail consistent with Regulation S-X Article 10-01
(a)(2) and (3), and appropriate portions of 10-01(b) and with columns
labeled “restated”. Note that there is no need to present cash flow
information as it is not required by Item 302.

We understand that you plan to restate previously issued financial statements
for errors in your accounting for grants of stock options to employees, members
of the board of directors, and other service providers and that you have
determined that your periodic filings for multiple periods contain materially
inaccurate financial statements and related disclosures. In this letter, we are
providing you with guidance as you consider how you will address these
deficiencies in your perjodic filings. You should not interpret this guidance to the periods presented in the financial statements (audited), in selected
mean that we will not review your filings if you follow it. Furthermore, as with financial data, and in the interim period information (see paragraph 26 of
all staff guidance, the Commission has not approved this letter or the guidance FASB Statement No. 154).

we provide in it.

Footnote disclosure reconciling previously filed annual and quarterly
financial information to the restated financial information, on a line-by-
line basis and for each material type of error separately, within and for

The disclosure referred to in the Chief Accountant’s September 19, 2006

The Securities Exchange Act of 1934 requires you and your company to file letter that applies to your restatement (the letter can be found at
reports with the Cammission and to determine the accuracy and adequacy of http://www sec.gov/info/accountants/staffletters/fei_aicpa091906.htm).

the information you provide in them. Generally, previously filed reports
containing financial statements determined to be materially misstated require Audited financial statement footnote disclosure of the nature and amount
amendment. However, since the restatement for errors in accounting for grants of each material type of error separately that is included in the

of stock options will affect a significant number of years, you have indicated that cumulative adjustment to opening retained earnings.

your company would be unduly burdened by amending all previously filed
reports and that the filing of those numerous amendments could adversely Audited financial statement footnote disclosure of the restated stock
impact the ability of a reader of your financial statements to easily and fully compensation cost in the following manner:

understand the impact of the restatement.

o For the most recent three years: restated net income and

The staff of the Division of Corporation Finance will not raise further comment compensation cost and pro forma disclosures, required by

regarding your company’s need to amend prior Exchange Act filings to restate paragraph 45.c. of FASB Statement No. 123, Accounting for Stock-

financial statements and related MD&A if your company amends its most recent Based Compensation, as clarified and amended by FASB Statement

Form 10-K and includes in that amendment the comprehensive disclosure No. 148, for each annual period presented in the financial

outlined below. If your next Form 10-K is due to be filed within two weeks of the statements for which the intrinsic value method of accounting in

Form 10-K amendment that you would file in response to this guidance, we will APB Opinion 25 was used, with columns labeled “restated” as

not comment on your company’s need to amend or file prior Exchange Act appropriate.
http://www.sec.gov/divisions/corpfin/guidance/oilgasltr012007.htm 7/26/2007 http://www.sec.gov/divisions/corpfin/guidance/oilgasltr012007.htm 7/26/2007

12 of 48



ACC's 2007 ANNUAL MEETING

Corporation Finance: Sample Letter Sent in Response to Inquiries Related to Filing Restat... Page 3 of 5

o For each annual period preceding the most recent three years:
disclosure of the information required by paragraph 45.¢.2. of
FASB Statement No. 123, the restated stock compensation cost
that should have been reported for each fiscal year. The total of
the restated stock-based compensation cost should be reconciled
to the disclosure of the cumulative adjustment to opening retained
earnings. While the disclosure required by paragraph 45,¢.2. is net
of tax, material tax adjustments related to the accounting for
stock-based compensation should also be disclosed by year.
Registrants may also elect to voluntarily provide the full restated
information previously disclosed pursuant to paragraph 45.c. of
FASB Statement No. 123, for each period prior to the most recent
three years, either in the audited financial statement footnotes or
elsewhere in the filing.

o For companies that adopted (1) FASB Statement No. 123 using the
retroactive restatement method specified in FASB Statement No.
148 and/or (2) FASB Statement No. 123R, Accounting for Share-
Based Payment, using the modified retrospective application
method for all prior years for which FASB Statement No. 123 was
effective: the disclosure outlined in the preceding two paragraphs
should include the restated stock-based compensation pursuant to
FASB Statement No. 123 and also the restated stock-based
compensation cost that shouid have been reported under the
accounting principle originalty used for each period, presumably
Accounting Principles Board Opinion No. 25, Accounting for Stock
Issued to Employees.

s Appropriate revisions, if necessary, to previous disclosure under Items 9A
and 9B:

o As we discussed in "Staff Statement on Management’s Report on
Internal Control Over Financial Reporting” (May 16, 2005)
(available at http://www.sec.gov/spotlight/soxcomp.htm), in
disclosing any material weaknesses that were identified as a result
of the restatement and/or investigation, you should consider
including in your disclosures: the nature of the material
weaknesses, the impact on the financial reporting and the control
environment, and management’s current plans, if any, for
remediating the weakness. While there is no requirement for
management to reassess or revise its original conclusion of the
effectiveness of internal control over financial reporting,
management should consider whether its original disclosures are
still appropriate and should supplement its original disclosure to
include any other material information that is necessary for such
disclosures not to be misleading.

© In light of the restatement and new facts discovered by
management, including identification of any material weaknesses,
disclose the certifying officers’ conclusion regarding the
effectiveness of the company’s disclosure controls and procedures
as of the end of the period covered by the amended filing. If the
certifying officers’ conclusion remains the same, that disclosure
controls and procedures are effective, you should consider
discussing the basis for that conclusion.

In advising you that the staff of the Division of Corporation Finance will not raise
further comment regarding your company’s need to amend prior Exchange Act
filings to restate financial statements and related MD&A, it is important that we

Enjoying the Ride on the Track to Success
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advise you that this guidance does not:

* mean the Division of Corporation Finance will not comment on or require
changes in your Form 10-K amendment or Form 10-K that includes the
comprehensive disclosure we outlined above;

+ mean the Division of Corporation Finance has concluded that you or your
company have complied with all applicable financial statement
requirements;

« mean the Division of Corporation Finance has concluded that the
company has satisfied all rule and form eligibility standards under the
Securities Act and the Exchange Act;

mean that the Division of Corporation Finance has concluded that the
company is current in filing its Exchange Act reports;

mean that the Division of Corporation Finance has concluded that the
company has complied with the reporting requirements of the Exchange
Act;

foreclose any action recommended by the Division of Enforcement with
respect to your disclosure, filings or failures to file under the Exchange
Act; or

foreclose any action recommended by the Division of Enforcement under
Section 304 of the Sarbanes-Oxley Act, Forfeiture of Certain Bonuses and
Profits, with respect to the periods that the company’s financial
statements require restatement, irrespective of whether the company
amended the filings to include the restated financial statements.

As you know, the staff of the Office of the Chief Accountant is continuing to
consider matters related to the accounting for stock options (we refer you again
to Conrad Hewitt’s September 15th letter at
http://www.sec.gov/info/accountants/staffletters/fei_aicpa091906.htm). If you
would like to discuss the particular facts and circumstances of your stock option
grants and the accounting conclusions you have reached, we encourage you to
contact Joe Ueuzoglu, Professional Accounting Fellow in the Office of the Chief
Accountant at 202-551-5301 or Mark Barrysmith, Professional Accounting
Fellow in the Office of the Chief Accountant 202-551-5304.

We have provided this guidance to you based on our understanding of your
circumstances surrounding your decision to restate your financial statements to
correct errors related to your accounting for stock options. Materially different
circumstances, including filing delinquencies and restatements for other
reasons, could result in our reaching a different conclusion.

Please direct any guestions about the guidance we have provided to you in this
letter to the staff of the Chief Accountant’s Office in the Division of Corporation
Finance (202-551-3400).

Sincerely,

Carol A. Stacey
Chief Accountant
Division of Corporation Finance

http://www.sec. gov/divisions/corpfin/guidance/oilgasltr012007.htm 7/26/2007 http://’www.sec.gov/divisions/corpfin/guidance/oilgasltr012007.htm 7/26/2007
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Summary

This Statement replaces APB Opinion No. 20, Accounting Changes, and FASB
Statement No. 3, Reporting Accounting Changes in Interim Financial Statements, and
changes the requirements for the accounting for and reporting of a change in accounting
principle. This Statement applies to all voluntary changes in accounting principle. It also
applies to changes required by an accounting pronouncement i the urusual instance that
the pronourcement does not inclide specific transition provisions. When a pronounce-
ment includes specific transition provisions, those provisions should be followed.

Opinion 20 previously required that most voluntary changes in accounting principle
be recognized by including in net income of the period of the change the cumulative
effect of changing to the new accounting principle. This Statement requires retrospec-
tive application to prior periods’ financial statements of changes in accounting
principle, unless it is impracticable to determine either the period-specific effects or the
cumulative effect of the change. When it is impracticable to determine the period-
specific effects of an accounting change on ore or more individual prior periods
presented, this Statement requires that the new accounting principle be applied to the
balances of assets and liabilities as of the beginning of the earliest pericd for which
retrospective application is practicable and that a comresponding adjustment be made to
the opening balance of retained earnings (or other appropriate components of equity or
net assets in the statement of financial position) for that period rather than being
reported in an income statement. When it is impracticable to determine the cumulative
effect of applying a change in accounting principle to all prior periods, this Statement
requires that the new accounting principle be applied as if it wete adopted prospectively
from the earliest date practicable.

This Statement defines retrospective application as the application of a different
accounting principle to prior accounting periods as if that principle had always been
used or a5 the adjustment of previcusly issued financial statements to reflect a change
in the reporting entity. This Statement also redefines restatement as the revising of
previously issued financial statements to reflect the correction of an etror.

This Statement requires that retrospective application of a change in accounting
principle be limited to the direct effects of the change. Indirect effects of a change in
accourting principle, such as a change in nondiscretionary profit-sharing payments
resulting from an accounting change, should be recognized in the period of the
accourting change.

This Statement also requires that a change in depreciation, amortization, or depletion
method for long-lived, nonfinancial assets be accounted for as a change in accounting
estimate effected by a change in accounting principle.

This Statement carries forward without change the guidance contained in Opinion 20
for reporting the correction of an error in previously issued financial statements and a
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change in accounting estimate. This Statement also carries forward the guidance in
Opinion 20 requiring justification of a change in accounting principle on the basis of
preferability.

Reasons for Issuing This Statement

This Statement is the result of a broader effort by the FASB to improve the
comparability of cross-border financial reporting by working with the International
Accounting Standards Board (IASB) toward development of a single set of high-quality
acoounting standards. As part of that effort, the FASB and the IASB identified
opportunities to improve financial reporting by eliminating certain narrow differences
between their existing accounting standards. Reporting of accounting changes was
identified as an area in which financial reporting in the United States could be improved
by eliminating differences between Opinion 20 and IAS 8, Accounting Policies,
Changes in Accounting Estimates and Errors.

How the Changes in This Statement Improve Financial Reporting

Under the provisions of Opinion 20, most accounting changes weze recognized by
including in net income of the period of the change the cumulative effect of changing
to the newly adopted accounting principle. This Statement improves financial reporting
because its requirement to report volurtary changes in accounting principles via
retrospective application, unless impracticable, enhances the consistency of financial
information between periods. That improved consistency enhances the usefulness of
the financial information, especially by facilitating analysis and understanding of
comparative accounting data.

Also, in instances in which full retrospective application is impracticable, this
Statement improves consistency of finarcial information between periods by requiring
that a new accounting principle be applied as of the earliest date practicable.

This Statement requires that a change in depreciation, amortization, or depletion
method for long-lived, nonfinancial assets be accounted for as a change in accounting
estimate that is effected by a change in accounting principle. The provisions of this
Statement better reflect the fact that an entity should change its depreciation,
amortization, or depletion method only in recognition of changes in estimated future
benefits of an asset, in the pattern of consumption of those benefits, or in the
information available to the entity about those benefits.

A change in accounting principle required by the issuance of an accounting
pronouncement was not within the scope of Opinion 20. Including all changes in
accounting principle within the scope of this Statement establishes, unless impracti-
cable, retrospective application as the transition method for new accounting standards,
but only in the urmsual instance that the new accounting pronouncemert does not
include explicit transition provisions.

15 of 48



ACC's 2007 ANNUAL MEETING Enjoying the Ride on the Track to Success

Statement of
Financial Accounting
Standards No. 154

Accounting Changes and Error Corrections

a replacement of APB Cpinion No. 20
and FASB Statement No. 3

May 2005

Capyright © 2005 by Financial Accounting Standards Board. All rights reserved. No
part of this publication may be reproduced, stored in a retrieval system, or transmitted, in
any form or by any means, electronic, mechanical, photocopying, recording, or other-

g Financial Accounting Standards Board wise, without the prior written permission of the Financial Accounting Standards Board.

of the Financial Accounting Foundation
401 MERRITT 7, PO BOX 5116, NORWALK, GONNECTICUT 06856-5116

16 of 48



ACC's 2007 ANNUAL MEETING

Statem ent of Financial A ing Standards No. 154

Accounting Changes and Error Corrections

a replacement of APB Opinion No. 20 and FASB Statement No. 3

May 2005
CONTENTS
Paragraph
Numbers
1
2
3
4-24
4-18
. 1
Justification for a Change in Accourting Principle . 12-14
Reporting a Change in Accounting Principle Made in an Interim
Period... . 15-16
Disclosures . 17-18
Change in Accounting Estimat 19-22
Disclosures 22
Change in the Reporting Ertity 23-24
Disclosures 2
Correction of an Error in Previously Issued Financial Statements 25-26
Disclosures 2%
Effective Date and Transition 27
Appendix A: Illustrations Al-A8
Appendix B: Background Information and Basis for Conclusions B1-B38
Appendix C: Amendments to Existing Promourcements. ..................... C1-Cl19

Enjoying the Ride on the Track to Success

Stat of Fi ial A ing Standards No. 154

Accounting Changes and Error Corrections
a replacement of APB Opinion No. 20 and FASB Statement No. 3

May 2005

INTRODUCTION

L. This Statement provides guidance on the accounting for and reporting of accounting
changes and eror corrections. It establishes, unless impracticable, retrospective
application as the required method for reporting a change in accourting principle in the
absence of explicit transition requirements specific to the newly adopted accounting
principle. This Statement also provides guidance for determining whether retrospective
application of a change in accounting principle is impracticable and for reporting a
change when retrospective application is impracticable. The correction of an error in
previously issued finarcial statements is mot an accounting change. However, the
repotting of an error correction involves adjustments to previously issued financial
statements similar to those gencrally applicable to reporting an accounting change
retrospectively. Therefore, the reporting of a correction of an error by restating
previously issued financial statements is also addressed by this Statement.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING
Definitions
2. The following terms are defined as used in this Statement:

a. Accounting change—a change in (1) an accounting principle, (2) an accounting
estimate, or (3) the reporting entity. The comection of an error in previously issued
financial statements is not an accounting change.

Accounting pronouncement—a source of generally accepted accounting prin-
ciples (GAAP) in the United States, including FASB Statements of Financial
Accounting Standards, FASB Interpretations, FASB Staff Positions, FASB State-
ment 133 Tmpl tation Issues, Ei ing Issues Task Force Consensuses, other
pronouncements of the FASB or other designated bodies, or other forms of GAAP
as described in categories (a)—(c) of AICPA Statement on Auditing Standards (SAS)
No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted

=
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Accounting Principles, as codified in the AICPA Codification of Statements on
Auditing Standards, AU Section 411, The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles.! AICPA accounting interpretations
and implementation guides (“Q & A’s™) issued by the FASB staff, as described in
category (d) of SAS €9, also are considered accounting pronouncements for the
purpose of applying this Statement.

c. Change in accounting principle—a change from one generally accepted account-
ing principle to another generally accepted accounting principle when there are two
or more gererally accepted accounting principles that apply or when the accounting
principle formerly used is no longer generaily accepted A change in the method of
applying an accounting principle also is considered a change in accounting
principle.

d Change in accounting estimate—a change that has the effect of adjusting the
camrying amount of an existing asset or lability or altering the subsequent
accounting for existing or future assets or liabilities. A change in accounting
estimate is a necessary consequernce of the assessment, in conjunction with the
periodic p jon of fi ial stat ts, of the present status and expected
future benefits and obligations associated with assets and liabilities. Changes in
accounting estimates result from new information. Examples of items for which
estimates are necessary are uncollectible bles, inventory obsol
service lives and salvage values of depreciable assets, and warranty obligations.

e. Change in accounting estimate effected by a change in accounting principle—a
change in accounting estimate that is inseparable from the effect of a related change
in accounting principle. An example of a change in estimate effected by a change in
principle is a change in the method of depreciation, amertization, or depletion for
long-lived, nonfinancial assets.

f. Change in the reporting entity—a change that results in financial statements that,
in effect, are those of a different reporting ertity. A change in the reporting entity is
limited mainly to (1) preserting consolidated or combined financial statements in
place of financial statements of individual ertities, (2) changing specific subsidiaries
that make up the group of entities for which consolidated financial statements ate
presented, and (3} changing the entities included in combined financial statemerts.
Neither a business combination accourted for by the purchase method nor the
consolidation of a variable interest entity pursuant to FASB Interpretation No. 46

VThe Board’s technioal agenda includes a project that could result in the issuance of a Statement of
Financial Accounting Standards that identifies the sources of accounting principles and the framework for
selecting the principles used inthe preparation of financial statetents of nongovernmental enterprises that
are presented in conformity with GAAP. The Board issued an Exposure Draft of that proposed Statement
in April 2005
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(revised December 2003), Consolidation of Variable Interest Entities, is a change in
reporting entity.

g Direct effects of a change in accounting principle—those recognized changes in
assets or liabilities necessary to effect a change in accounting principle. An example
of a direct effect is an adjustment to an inventory balance to effect a change in
inventory valuation method. Related changes, such as an effect on deferred income
tax assets or liabilities or an impairment adjustment resulting from applying the
lower-of cost-or-market test to the adjusted inventory balance, also are examples of
direct effects of a change in accounting principle.

h Error in previously issued fi ial stat etror in recognition, meas-
urement, presentation, or disclosure i financial statements resulting from math-
ematical mistakes, mistakes in the application of GAAP, or oversight or misuse of
facts that existed at the time the financial statements were prepared. A change from
an accounting principle that is not generally accepted to one that is generally
accepted is a correction of an error.

i. Indirect effects of a change in accounting principle—any changes to current or
future cash flows of an entity that result from making a change in accounting
principle that is applied retrospectively. An example of an indirect effect is a change
in a nondiscretionary profit sharing or royalty payment that is based on a reported
amount such as revenne or net income.

j. Restatement—the process of revising previously issued financial staternents to
reflect the correction of an error in those financial statements.

k Retrospective application—the application of a different accounting principle to
one or more previously issued financial statements, or to the statement of financial
position at the beginning of the current period, as if that principle had always been
used, or a change to financial statements of prior accounting periods to present the
financial statements of a new reporting entity as if it had existed in those prior years.

Scope

3. This Statement applies to financial statements of business entetprises and not-for-
profit organizations, both of which are referred to herein as entities. This Statement also
applies to historical summaries of information based on primary financial statements
that include an accounting period in which an accourting change or error corection is
reflected. The guidance in this Statement also may be appropriate in presenting
financial information in other forms or for special purposes.
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Accounting Changes
Change in Accounting Principle

4. Apresumption exists that an accounting principle once adopted shall not be changed
in accounting for everts and transactions of a similar type. Consistent use of the same
accounting principle from one acoounting period to another enhances the utility of
financial statements for users by facilitating analysis and understanding of comparative
accounting data.

3. Neither (a) initial adoption of an accounting principle in recognition of events or
transactions occurring for the first time or that previously were immaterial in their effect
nor (b) adoption or modification of an accounting principle necessitated by transactions
or events that are clearly different in substance from those previously cccurring is a
change in accounting principle. A reporting entity shall change an accounting principle
only if (a) the change is required by a newly issued accourting pronouncement or
(b) the entity can justify the use of an allowable altemative accounting principle on the
basis that it is preferable.

6. It is expected that accounting pronouncements normally will provide specific
transition requirements. However, in the unusual instance that there are no transition
requirements specific to a particular accounting pronouncement, a change in accounting
principle effected to adopt the requirements of that accounting pronouncement shal be
reported in accordance with paragraphs 7-10 of this Statement.2 Early adoption of an
accounting pronouncemert, when permitted, shall be effected in a marmer consistent
with the transition requi of that pronc

7. An entity shall report a change in accounting principle through retrospective
application of the new accounting principle to all prior periods, unless it is impracti-
cable to do so. Retrospective application requires the following:

»

. The cumulative effect of the change to the new accounting principle on periods prior
to those presented shall be reflected in the carrying amounts of assets and liabilities
as of the begimming of the first period presented.

b. An offsetting adjustment, if any, shall be made to the opening balance of retained

eamings (or other appropriate components of equity or net assets in the statement of

financial position) for that period.

*This requirement is nct limited to newly issued accounting proncuncements. For example, if an existing
pronounceme it permits @ choioe between two or more alternative accounting principles, and provides
requirements for changing from one to another, those requirements shall e followed.
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c. Fimancial statements for each individual prior period presented shall be adjusted to
reflect the period-specific effects of applying the new accounting principle.

8. If the cumulative effect of applying a change in accounting principle to all prior
periods can be determined, but it is impracticable to determine the period-specific
effects of that change on all prior periods presented, the cumulative effect of the change
to the new accounting principle shall be applied to the carrying amounts of assets and
liabilities as of the beginning of the earliest period to which the mew accounting
principle can be applied. An offsetting adjustment, if any, shall be made to the opening
balance of retained earnings (or other appropriate components of equity or net assets in
the statement of financial position) for that period.

9. If it is impracticable to determine the cumulative effect of applying a change in
accounting principle to any prior period, the new accounting principle shall be applied
as if the change was made prospectively as of the earliest date practicable. APB
Opinion No. 20, Accounting Changes, illustrated that type of change with a change
from the first-in, first-out (FIFQ) method of invertory valuation to the last-in, first-out
(LIFO) method. This Statement carries forward that example (as INustration 2 in
Appendix A) for illustrative purposes without implying that such a change would be
considered preferable as required by paragraph 13 of this Statement.

10. Retrospective application shall include only the direct effects of a change in
accounting principle, including any related income tax effects. Indirect effects that
would have been recognized if the newly adopted accounting principle had been
followed in prior periods shall not be included in the retrospective application If
indirect effects are actually incurred and recognized, they shall be reported in the period
in which the acoounting change is made.

Impracticability

11. 1t shall be deemed impracticable to apply the effects of a change in accounting
principle retrospectively only if any of the following conditions exist:

a. After making every reasonable effort to do so, the entity is unable to apply the
requirement,

b. Retrospective application requires assumptions about management’s intent in a prior
period that carmot be independently substantiated.
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¢. Retrospective application requires significart estimates of amounts, and it is
impossible to distinguish objectively information about those estimates that:

(1) Provides evidence of circumstances that existed on the date(s) at which those
amounts would be recognized, measured, or disclosed under retrospective
application, and

(2) Would have been available when the financial statements for that prior period
wete issued.?

Justification for a Change in Accounting Principle

12. In the preparation of financial statements, once an accounting principle is adopted,
it shall be used consistently in accounting for similar events and transactions.

13. An entity may change an accounting principle only if it justifies the use of an
allowable alternative acoounting principle on the basis that it is preferable. However, a
method of accounting that was previously adopted for a type of transaction or evert that
is being terminated or that was a single, nonrecurring event in the past shall not be
changed. For example, the method of accounting shall not be changed for a tax or tax
credit that is being discontinued. Additionally, the method of transition elected at the
time of adoption of an accounting pronouncement shall not be subsequently changed.
However, a change in the estimated period to be benefited by an asset, if justified by the
facts, shall be recognized as a change in accounting estimate.

14. The issnance of an accounting pronouncement that requires use of a new
accounting principle, interprets an existing principle, expresses a preference for an
accounting principle, or rejects a specific principle may require an entity to change an
accounting principle. The issuarce of such a pronouncement constitutes sufficient
support for making such a change provided that the hierarchy established for GAAP is
followedl The burden of justifying other changes in accounting principle rests with the
entity making the change.

Reporting a Change in Accounting Principle Made in an Interim Period
15. A change in accounting principle made in an interim period shall be reported by

retrospective application in accordance with paragraphs 7-10 of this Statement.

*This Statement requires 2 determination of whether information currently available to develep significant

estimates would have been avalable when the affected or event uld have been
in the financial statements. However, it is not niecessary to maintain documentation from the time that an
affected transaction or event would have been ! to determine whether i fonto developthe

estimates would have been available at that time,
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However, the impracticability exception in paragraph 11 may not be applied to
prechange interim periods of the fiscal year in which the change is made. When
retrospective application to prechange interim periods is impracticable, the desired
change may only be made as of the beginning of a subsequent fiscal year.

16. If a public company that regularly reports intetim information makes an account-
ing change during the fourth quarter of its fiscal year and does not report the data
specified by paragraph 30 of APB Opinion No. 28, Interim Financial Reporting (as
amended), in a separate fourth-quarter report or in its annual report, that entity shall
include disclosure of the effects of the accounting change on interim-period results, as
required by paragraph 17 of this Statement, in a note to the annual financial statements
for the fiscal year in which the change is made.

Disclosures

17. An entity shall disclose the following in the fiscal period in which a change in
accounting principle is made:

a The nature of and reason for the change in accounting principle, including an
explanation of why the newly adopted accounting principle is preferable.
b. The method of applying the change, and:

(1) A description of the prior-period information that has been retrospectively
adjusted, if any.

(2) The effect of the change on income from continuing operations, net income (or
other appropriate captions of changes in the applicable net assets or performance
indicator), any other affected financial statement line itern, and any affected
per-share amounts for the carrent period and any prior periods retrospectively
adjusted. Presentation of the effect on financial statement subtotals and totals
other than income from continuing operations and net income (or other
appropriate captions of changes in the applicable net assets or performance
indicator) is not required.

(3) The cumulative effect of the change on retained eamings or other components
of equity or net assets in the statement of financial position as of the beginning
of the earliest period presented.

(4) If retrospective application to all prior periods (paragraph 7) is impracticable,
disclosure of the reasons therefor, and a description of the alternative method
used to report the change (paragraphs 8 and 9).

¢. If indirect effects of a change in accounting principle are recognizad:

(1) A description of the indirect effects of a change in accounting principle,
including the amounts that have been recognized in the current period, and the
related per-share amounts, if applicable,
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(2) Unless impracticable,4 the amount of the total recognized indirect effects of the
accounting change and the related per-share amounts, if applicable, that are
attributable to each prior petiod presented

Financial statements of subsequent periods® need not repeat the disclosures required by
this paragraph. If a change in accounting principle has no material effect in the period
of change but is reasonably certain to have a material effect in later periods, the
disclosures required by paragraph 17(2) shall be provided whenever the financial
statements of the period of change are presented.

18. In the fiscal year in which a new accounting principle is adopted, financial
information reported for interim periods after the date of adoption shatl disclose the
effect of the change on income from contiming operations, net income (or other
appropriate captions of changes in the applicable net assets or performance indicator),
and related pet-share amounts, if applicable, for those postchange interim periods.

Change in Accounting Estimate

19. A change in accounting estimate shall be accourtted for in (a) the period of change
if the change affects that period only or (b) the period of change and future periods if
the change affects both. A change in accounting estimate shall not be accounted for by
restating or retrospectively adjusting amounts reported in financial statements of prior
periods ot by reporting pro forma amounts for prior periods.

20. Distinguishing between a change in an accounting principle and a change in an
accounting estimate is sometimes difficult. In some cases, a change in accounting
estimate is effected by a change in accounting principle. One example of this type of
change is a change in method of depreciation, amortization, or depletion for long-lived,
nonfinancial assets (hereinafter referred to as depreciation method). The new depre-
ciation method is adopted in partial or complete recognition of a change in the
estimated future benefits inherert in the asset, the pattemn of consumption of those
benefits, or the information available to the entity about those benefits. The effect of the
change in accounting principle, or the method of applying it, may be inseparable from
the effect of the change in accounting estimate. Changes of that type often are related

4Compl with this discl qui is p unless an entity cannct comply with it after
making every reasonable effort to do so.

SAn entity that Jssues interim financial statements shall provide the required disclosures In the financial
statements of both the interim period of the change and the annual period of the change,
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to the contimiing process of obtaining additional information and revising estimates
and, therefore, are considered changes in estimates for purposes of applying this
Statement.

21. Like other changes in accounting principle, a change in accounting estimate that is
effscted by 2 change in accounting principle may be made only if the new accounting
principle is justifiable on the basis that it is preferable. For example, an entity that
corcludes that the pattem of consumption of the expected benefits of an asset has
changed, and determines that a new depreciation method better reflects that pattern,
may be justified in making a change in accounting estimate effected by a change in
accounting principle. (Refer to paragraph 13.)

Disclosures

22. The effect on income from continuing operations, net income {or other appropriate
captions of changes in the applicable net assets or performance indicator), and any
related per-share amounts of the current period shall be disclosed for a change in
estimate that affects several future periods, such as a change in service lives of
depreciable assets. Disclosure of those effects is not necessary for estimates made each
period in the ordinary course of accounting for items such as uncollectible accounts ot
inventory obsol ; however, discl is required if the effect of a change in the
estimate is material.” When an entity effects a change in estimate by changing an
accourting principle, the disclosures required by paragraphs 17 and 18 of this
Statement also are required. If a change in estimate does not have a material effect in
the period of change but is reasonably certain to have a material effect in later periods,
a description of that change in estimate shall be disclosed whenever the financial
statements of the period of change are presented.

SHowever, a change to the straight-line method at a specific point in the service life of an asset may be
planned at the time some depre clation methods, such &s the modified acce lerated cost recovery system, are
adopted to fully depreciate the cost over the estimated life of the asset. Consistent application of such a
policy does not constinate 2 change n accounting principle for purposes of applying this State ment.
TThe requirement to disclose the effects if 2 change in estimate is material is carried forward from
Oplnion 20. The Board did not reconsider the need for that requirement in the project that led to issuance
of this Statement. Numerous Statements have been issued by the Board subsequent to Cpinion 20 that
address required changes {n estimates. Those Statements also include various disclosure requirements.
This Statement is not inte nded to impose new disclasure requirements or change the existing disclosures
that GAAP requires for specific changes in estimate
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Change in the Reporting Entity

23. When an accourting change results in financial statements that are, in effect, the
statements of a different reporting entity, the change shall be retrospectively applied to
the financial statements of all prior periads presented to show financial information for
the new reporting entity for those periods. Previously issued interim financial
information shall be presented on a retrospective basis. However, the amount of interest
cost previously capitalized through application of FASB Statement No. 58 Capitali-
zation of Interest Cost in Financial St That Include b  for
by the Equity Method, shall not be changed when retrospectively applymg the
accounting change to the financial statements of prior periods.

Disclosures

24. 'When there has been a change in the reporting entity, the financial statements of the
period of the change shall describe the nature of the change and the reason for it. In
addition, the effect of the change on incoms before extraordinary items, net income (or
other appropriate captions of changes in the applicable net assets or performance
indicator), other comprehensive income, and any related per-share amounts shall be
disclosed for all periods presented. Financial statements of subsequent periods need not
repeat the disclosures required by this paragraph. If a change in reporting entity does
not have a material effect in the period of change but is reasonably certain to have a
material effect in later periods, the nature of and reason for the change shall be disclosed
whenever the financial statemerts of the period of change are presented. (Paragraphs
51-58 of FASB S it No. 141, Busi Ce ions, describe the manner of
repotting and the disclosures required for a business combination.)

Correction of an Error in Previously Issued Financial Statements

25. Any error in the financial statements of 2 ptior period discovered subsequert to
their issnance shall be reported as a prior-period adjustment by restating the prior-
peried fi ial it requires that:

®

. The cumulative effect of the error on periods prior to those presented shall be
reflected in the carrying amounts of assets and liabilities as of the begiming of the
first period presented.

. An offsetting adjustment, if any, shall be made to the opening balance of setained
eamings (or other appropriate components of equity or net assets in the statement of
financial position) for that period.

c. Financial statements for each individual prior period presented shall be adjusted to

reflect correction of the period-specific effects of the eror.

o
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Disdosures

26. When financial statements are restated to correct an error, the entity shall disclose
that its previously issued financial statements have been restated, along with a
description of the nature of the error. The entity also shall disclose the following:

o

. The effect of the correction on each financial statement line item and any per-share
amounts affected for each prior period presented

The cumulative effect of the change on retained earnings or other appropriate
components of equity or net assets in the statement of financial position, as of the
begirming of the earliest period presented,

=

In addition, the entity shall make the disclosures of prior-period adjustments and
testatements required by paragraph 26 of APB Opinion No. 9, Reporting the Results of
Operations. Financial statements of subsequent periods® need not repeat the disclosures
required by this paragraph.

Effective Date and Transition

27. This Statement shall be effective for accounting changes and corrections of errors
made in fiscal years beginning after December 13, 2005. Early adoption is permitted for
acoounting changes and corrections of errors made in fiscal years beginning after the
date this Statement is issued. This Statement does not change the transition provistons
of any existing accounting pronouncements, including those that are in a transition
phase as of the effective date of this Statement.

The provisions of this Statement need
not be applied to immaterial items.

8Refer to footncte 5.

11
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This Statement was adopred by the unanimous vote of the seven members of the
Financial Accounting Standards Board:

Robert H. Herz, Chairman
George J. Batavick

G. Michael Crooch
Katherine Schipper

Leslie F. Seidman

Edward W. Trott

Donald M. Young
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Appendix A

ILLUSTRATIONS

Al This appendix presents generalized examples intended to illustrate how to apply
certain provisions of this Statement. The examples do not address all possible situations
or applications of this Statement, nor do they establish additional requirements.

Illustration 1—Retrospective Application of a Change in Accounting Principle

A2 ABC Company decides at the beginning of 20X7 to adopt the FIFQ method of
inventory valuation. ABC Company had used the LIFO method for financial and tax
reporting since its inception on January 1, 20X5, and had maintained records that are
adequate to apply the FIFO method retrospectively. ABC Company concluded that the
HEFO method is the preferable inventory valuation method for its inventory. The change
in accounting principle is reported through retrospective application as described in
paragraph 7 of this Statement.

A3. The effects of the change in accounting principle on invertory and cost of sales are
presented in the following table:

Inventory Determined by Cost of Sales Determined by
Date LIFO Method FIFO Method LIFO Method FIFO Method
1/1/20X5 $§0 $0 $ 0 § 0
12/31/20X5 100 80 800 820
12/31/20X6 200 240 1,000 940
12731720X7 320 3% 1,130 1,100

A4, This illustration is based on the following assumptions:

14

For each year presented, sales are $3,000 and selling, general, and administrative
costs are §1,000. ABC Company’s effective income tax rate for all years is 40
percent, and there are no permanent or temporary differences under FASB Statement
No. 109, Accounting for Income Taes, prior to the change.

b. ABC Company has a nondiscretionary profit-sharing agreement in place for all
years. Under that agreement, ABC Company is required to contribute 10 percent of
its reportted income before tax and profit sharing to a profit-sharing pool to be
distributed to employess. For simplicity, it is assumed that the profit-sharing
cortribution is not an inventoriable cost.
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o

ABC Comparyy determined that its profit-sharing expense would have decteased by
$2 in 20X5 and increased by $6 in 20X6 if it had used the FIFO method to compute
its inventory cost since inception. The terms of the profit-sharing agreement do not
address whether ABC Company is required to adjust its profit-sharing accrual for the
incremental amounts.” At the time of the accounting change, ABC Company
decides to contribute the additional $6 attributable to 20X6 profit and to make no
adjustment related to 20X3 profit. The $6 payment is made in 20X7.

Profit sharing and income taxes accrued at each year-end under the LIFQ method are
paid in cash at the begirming of each following year.

e. ABC Company’s amnual report to shareholders provides two years of financial
results, and ABC Company is not subject to the requirements of FASE Statement
No. 128, Earnings per Share.

o

AS5. ABC Company’s income statements as originally reported under the LIFO method
are presented below.

Income Statement

2%6 s
Sales $3,000 $3,000
Cost of goods sold 1,000 800
Selling, general, and administrative expenses 1,000 1,000
Income before profit sharing and income taxes 1,000 1,200
Profit sharing 100 120
Income before income taxes 200 1,080
Income taxes 360 432
Net income § 540 $ 648

®In accordance with paragraph 10 of this Statemext, recognized indirect effects of a change in accounting
principle are recorded in the period of change. That provision applies even if recognition of the indirect
effect is explicitly required by the terms of the profit-sharing contract.
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A6, ABC Company’s income statements reflecting the retrospective application of the
accounting change from the LIFO method to the FIFO method are presented below:

Ircome Statement

20X7 20X6

- As Adjusted

_(Noted)
Sales $3,000 $3,000
Cost of goods sold 1,100 940
Selling, general, and administrative expenses 1,000 1,000
Income before profit sharing and income taxes 900 1,060
Profit sharing 96 100
Income before income taxes 804 960
Income taxes 322 384
Net income $ 482 $ 576

A7. ABC Company’s disclosure related to the accounting change is presented below.
NOTE A:
Change in Method of Accounting for Inventory Valuation

On January 1, 20X7, ABC Company elected to change its method of valuing its
inventory to the FIFQ method, whereas in all prior years inventoty was valued using
the LIFO method. The new method of accounting for inventory was adopted (state
justification for change in accounting principle) and comparative financial statements of
prior years have been adjusted to apply the new method retrospectively. The following
financial statement line items for fiscal years 20X7 and 20X6 were affected by the
change in accounting principle.

15
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Income Statement

20X7

As Computed As Reported Effect of

under LIFO  under FIFO Change
Sales $3,000 $3000 30
Cost of goods sold 1,130 1,100 30)
Selling, general, and administrative expenses 1,000 1,000 0
Income before profit sharing and income taxes 870 900 )
Profit sharing 87 96* 9
Income before income taxes 783 804 i
Income taxes 313 322 9
Net income § 40 § 482 $I2

H

*This amount includes a $90 profit-sharing payment attributable to 20X7 profits and $6 profit-sharing
‘Ppayment atributable to 20X6 profits, which is an indirect effect of the change in accounting principle. The
incremental payment attributable to 20X6 would have been tecognized in 20X6 if ABC Company's
inventory had originally been accounted for using the FIFO method.

20X6

As Originally As Effect of

Reported  Adjusted Change

Sales $3,000 $3,000 $0
Cost of goods sold 1,000 940 (60)
Selling, general, and administrative expenses 1,000 1,000 0
Income before profit sharing and income taxes 1,000 1,060 60
Profit sharing 100 100 0
Income before income taxes 900 960 60
Income taxes 360 384 _u
Net income § 540 $ 576 $36
16

Balance Sheet
1231/%7

Cash
Inventory
Total assets
Accrued profit sharing
Income tax liability
Total liabilities
Paid-in capital
Retained eamings
Total stockholders” equity
Total liabilities and stockholders’
equity

1231/X6

Cash
Inventory
Total assets
Accrued profit sharing
Income tax liability
Total liabilities
Paid-in capital
Retained eatnings
Total stockholders’ equity
Total liabilities and stockholders®
equity

As a result of the accounting change, retained eamings as of Jaruary 1, 20X6, decreased
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As Computed  As Reported  Effect of
under LIFQ under FIFO Change
$2,738 $2,732 $(6)
320 390 0
$3,058 $3,122 =
87 %0 3
313 338 25
400 428 w3
1,000 1,000 0
1,638 1,694 36
2,658 2,694 36
$3,058 $3,122 $64
As Originally As Effect of
Reported Adjusted Change
$2,448 $2,448 $0
200 240 40
$2,648 52,688 $40
100 100 0
360 376 16
460 476 16
1,000 1,000 0
1,188 1,212 %
2,188 2,212 ¥
$2,648 $2,688 $40

from $648, as originally reported using the LIFO method, to $636 using the FIFO

method

17

25 of 48



ACC's 2007 ANNUAL MEETING

Statement of Cash Flows
20X7

Net income
Adjustments to reconcile net income
to net cash provided by operating
activities
Increase in inventory
Decrease in accrued profit sharing
Decrease in income tax Hability
Net cash provided by operating
activities
Net increase in cash
Cash, Tammary 1, 20X7
Cash, December 31, 20X7

20X6

Net income
Adjustments to reconcile net income
to net cash provided by operating
activities
Increase in inventory
Decrease in accrued profit sharing
Decrease in income tax liability
Net cash provided by operating
activities
Net increase in cash
Cash, Jammary 1, 20X6
Cash, December 31, 20X6

18

As Computed  As Reported  Effect of
under LIFO under FIFO Change
$ 470 $ 482 §12
120) (150) (30)
(13) (10) 3
@ ey 9
290 284 _®
290 284 6)
2,448 2448 0
$2,738 $2,732 846
As Originally As Effect of
Reported Adjusted Change
$ 540 $ 576 $36
(100) (160) (60)
(20) 20) 0
&) @)
348 348 Y
348 348 0
2,100 2,100 0
$2,448 $2448 $0
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il ion 2—R ting an A ing Change When Determining

P

Cumulative Effect for All Prior Years Is Not Practicable

A8, Assume ABC Company changed its accounting principle for inventory measure-
ment from FIFO to LIFO effective January 1, 20X4, ABC Company reports its financial
statemerts on a calendar year-end basis and had used the FIFQ method since its
inception. ABC Company determined that it is impracticable to determine the
cumulative effect of applying this change retrospectively because records of inventory
purchases and sales are no longer available for all prior years. However, ABC Company
has all of the information necessary to apply the LIFQ method on a prospective basis
beginning in 20X1. Therefore, ABC Company should present prior periods as if it had
(a) carried forward the 20X0 ending balance in inventory (measured on a FIFQ basis)
and (b) begun applying the LIFC method to its inventory begiming January 1, 20X1.
(The example assumes that ABC Company established that the LIFO method was
preferable for ABC Company’s inventory. No particular inventory measurement
method is necessarily preferable in all instances.)

19
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Appendix B

BACKGROUND INFORMATION AND BASIS FOR CONCLUSIONS
Introduction

B1. This appendix summarizes considerations that Board members deemed significant
in reaching the conclusions in this S t. It includes reasons for acoepting certain
approaches and rejecting others. Individual Board members gave greater weight to
some factors than to others.

B2. In September 2002, the FASB and the Intemnational Accounting Standards Board
(IASB) (collectively, the Boards) committed to a broad effort to improve international
comparability of financial reporting by working toward development of a single set of
high-quality accounting standards. As part of that effort, the Boards jointly undertook
a project to eliminate certain narow differences between the accounting pronounce-
ments issued by the IASB and the accounting pronouncements issued by the FASB and
its predecessors. Both Boards agreed to limit the scope of the short-term project to
issues for which (a) the Boards’ respective accounting pronouncements were differert;
(b} convergerce to a high-quality solution would appear to be achievable in the short
term, usually by selecting between the existing standards of either the FASB or the
IASB; and (¢) the issue was not within the scope of other projects on the current agenda
of either Board. The reporting of accourting changes is one such difference that the
FASB decided should be addressed in the short-term convergence project.

B3, In May 2002, the IASB issued its Exposure Draft, Fnprovemenis to International
Accounting Standards (Improvements Exposure Draft), which, among other things,
praposed changing the accounting for certain changes in accounting principles to
tequite that those changes be reported through retrospective application to prior
petiods. The Tmprovemerts Exposure Draft also proposed classifying a change in
depreciation method for a previously recorded asset as a change in estimate and
accounting for it prospectively. The JASB affirmed those changes during its redelib-
erations of the proposed standard. In December 2003, the IASE issued IAS 8,
Accouning Policies, Changes in Accounting Estimates and Errors (Revised 2003).

B4. In December 2003, the Board issued an Exposure Draft, Accounting Changes and
Error Corrections, for a 120-day comment period. That Exposure Draft proposed
retrospective application for voluntary changes in accounting principle and for changes
in accounting principle requited by a new accounting pronouncement that does not
provide specific transition provisions. The Board received 66 comment letters on the
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Exposure Draft. In late 2004 and early 2005, the Board redeliberated the issues
identified in the Exposuce Draft and concluded that on the basis of existing information,
it could reach an informed decision on the matters addressed in this Statement without
a public hearing or roundtable meeting.

Scope

B5. The Board decided to incorporate the guidance for all accounting changes and
etror corrections, including changes made in interim periods, into this Statement to
facilitate its objective of codification and simplification of U.S. GAAP. Thus, this
Statement supersedes FASB Statement No. 3, Reporting Accounting Changes in
Interim Financial Statements, as well as Opinion 20. The Board noted that FASB
Statement No. 117, Financial Statements of Not-for-Profit Organizations, requires that
rot-for-profit organizations apply the disclosure and display provisions required by
GAAP for accounting changes; therefore, the Board decided to include not-for-profit
financial statements within the scope of this Statement,

B6. Under Infernational Financial Reporting Standards (IFRS), entities are required to
apply the general guidance for a change in accounting principle when applying a new
standard, unless that standard has other specific transition gnidance. The Board
concluded that including transition for new accounting pronouncements in the scope of
this Statement would establish retrospective application as the presumed transition
method for new accounting pronouncements. However, the Board noted that this
Statement does not preclude the Board or other standard setters from establishing
specific transition provisions in future pronouncements that may differ from the
provisions of this Statement. The Board expects to establish transition guidance on a
standard-by-standard basis by selecting the transition requirements appropriate for
those specific citcumstances.

Change in Accounting Principle

B7. During the deliberations that led to the Exposure Draft, the Board concluded that
use of the retrospective application approach described in IAS 8 would enhance the
interperiod comparability of financial information. Accordingly, the Board proposed
converging with the requirements of IAS 8 for reporting a change in an accounting
principle. The Board noted that, in addition to the benefit of convergence, retrospective
application as if a newly adopted accounting principle had always been used results in
greater consistency across periods. The FASB’s conceptual framework describes
comparability (including consistency) a3 one of the qualitative characteristics of
accourting information. The Board concluded that retrospective application improves
financial reporting because it enhances the comsistency of financial information
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between periods. That improved consistency enhances the usefulness of the financial
statements, especially by facilitating analysis and understanding of comparative
accounting data.

B8. During initial deliberations, the Board noted that in some cases the JASB and the
FASB use different terms to desctibe the same principle. For example, the term
retrospective application as used by the IASB is synonymous with the term rerroactive
restaterent as used in Opinion 20. The Boards beliove that whenever possible, it is
preferable to use the same terms to reduce the potential for inconsistent application of
accounting pronouncements. Thus, the Board proposed using the term rezrospective
application to describe the manner of reporting & change in accounting principle or a
change in reporting entity and to use the term restatement only to refor to the cormrection
of an error. That change reflects the Board's conclusion that a terminology change
would better distinguish changes in amounts reported for prior periods related to a
change in accounting principle or a change in the reporting entity from those related to
the correction of an etror. Most respondents to the Exposure Draft agreed with the
Board's decision and it was affirmed in redeliberations.

B9, Many respondents to the Bxposure Draft, including many users of financial
statements, supported the Board's proposal for requiring retrospective application for
volantary changes and mandated changes in accourting principle in instances where
specific transition provisions are not provided in accounting pronouncements. Others
disagreed with the Board’s proposal generally for the reasons that were cited in Opinion
2, suchas a disincentive to change to a preferable accounting principle or the dilution
of public confidence in financial reporting. During redeliberations, the Board again
considered those reasons and affirmed the retrospective approach because that approach
improves consistency of information across fiscal periods and converges with the
requirements of TAS 8.

B10. Some respondents to the Exposure Draft expressed concern that the proposed
requirements did not adequately differentiate between the terms retrospective applica-
tion, for changes in accounting principle and changes in the reporting entity, and
restatement, for corrections of errors. Those respondents were concemed that mumerous
teissuances of financial statements to reflect retrospective application might dilute
investor confidence in those financial statements, The Board believes that this
Statement adequately differentiates between the two terms and the requitements for
each. In addition, the Board will consider transition requirements in new accounting
standards on a standard-by-standard basis. The Board believes this should mitigate the
concems raised by 1espondents. Thus, during redeliberations, the Board decided to
retain the terminology as originally proposed.

28 of 48



ACC's 2007 ANNUAL MEETING

Exceptions from the General Principle of Retrospective Application

Bl1. The Board believes that under certain cirou it would be impracticable for
an entity to determine (a) the period-specific effects of an accounting change on all
prior periods presented or (b) the cumulative effect of applying a change in accounting
principle to all prior periods. In those instances, the Board decided to require a limited
form of retrospective application to provide financial statement users with the most
consistent financial information practicable. The Board decided that if it is impracti-
cable for an entity to determine the period-specific effects of a change in accounting
principle for all prior periods, the cumulative effect of the change to the new accounting
principle should be applied to the carrying amounts of assets and liabilities as of the
beginning of the earliest period to which the new principle is applied, and an offsetting
adjustment should be made to the opening balance of retained eamings (or other
appropriate components of equity or net assets in the statement of financial position) for
that period The Board believes that method maximizes consistency across accounting
periods for which the necessary information is available, and it also provides better
information than a cumulative-effect adjustment in the period of change.

BI2. This Statement requires that the cumulative effect of the change in accounting
principle be recorded directly in the opening retained earnings balance {or other
appropriate components of equity or net assets in the statement of financial position)
when it is impracticable to determine the period-specific effects of a change in
accourting principle. The Board also considered requiring the cumulative effect of the
change to be included in the net income (or other appropriate captions of changes in the
applicable net assets or performance indicator) of the period in which the change was
made, as was required by Opinion 20. However, the Board rejected that alternative on
the basis that the curmulative effect of the change in accounting principle does not relate
to the period in which the change was made. Therefore, it would be inappropriate to
record the cumulative effects on prior periods in net income of the period of change,
since none of the effects relate to that period. The Board believes that the requirements
of this Statement recast prior-period financial statements to the extent practicable and
therefore affirmed that decision in its redeliberations.

BI13. For circumstances for which it is impracticable to determine the cumulative effect
of applying a change in accounting principle to all prior periods, this Statement requires
that the entity apply the new accounting principle as if it was made prospectively as of
the earliest date practicable. The Board decided that adjustment of one or more prior
periods provides more consistency across periods than the prospective approach
required by Opinion 20 for that type of change.
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Bl4. To enhance consistency of application, the Board decided to provide guidance
limiting the use of the impracticability exception. The Exposure Draft contained an
exception to retrospective application for circumstances in which the effects of
retrospective application are not determinable. Marny respondents to the Exposure Draft
roted that it might be possible to determine the effects of retrospective application but
only at unreasonable cost and effort. Those respondents requested that the Board adopt
an exception for cases in which retrospective application would invelve “undue cost or
effort.” Other respondents noted that an impracticability exception similar to “undue
cost or effort” appears in certain other FASB Statements. During redeliberations, the
Board considered those comments and revised its proposed guidance to indicate that
retrospective application is impracticable if an entity canmot apply it after making every
reasonable effort to do so. The Board also noted that such language was consistent with
a similar exception in TAS 8.

B15. The Board noted that retrospective application also would be impracticable if it
would require assumptions about management's intent in a prior period that carmot be
independently substantiated. The Board was concerned that retrospective application in
that case might requite an inappropriate use of hindsight and decided to provide an
exception from the general principle of retrospective application in those circumstances.

B16. The Board also di 1 whether spective application involving significant
estimates made as of a prior period would be impracticable. The Board notes that it is
frequently necessary to make estimates in order to apply an accounting principle.
Estimation is inherently subjective, and estimates are frequently developed for the
purpose of preparing financial statements after the close of a fiscal period The use of
estimates in retrospective application of an accounting principle is potentially more
difficult because a longer period of time may have passed since a transaction or event
occurred. However, in the context of retrospective application, the objective of
estimates related to prior periods is the same as the objective of estimates related to
current periods. That objective is to make an estimate that reflects the conditions that
existed at the date the transaction or event would have been recognized in the financial
statements had the newly adopted accounting principle been applied as of that carlier
date. Achieving that objective requires differentiating between information that
provides additional evidence about conditions that existed when an event or transaction
occurred and information about conditions that arose subsequently. For some types of
estimates (for example, an estimate of fair value based on inputs that are not derived
from observable market sources), it may not be practicable to distinguish the
information that would have been available about conditions that previously existed
from all other types of information. Therefore, the Board decided, and affirmed its
decision during redeliberations, that prospective application from the date of change
should be required when retrospective application would involve making a significant
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estimate for which it is not possible to objectively distinguish information that provides
additional evidence about conditions that previously existed from other types of
information.

B17. A mumber of respondents to the Exposure Draft stated that the proposed
provisions wete unclear as to whether contemporaneous documentation was required to
objectively determine whether information used to develop significant estimates would
have been available at the time the affected transactions or events would have been
recognized in the financial statements. The Board does mot believe that contempora-
reous documentation is necessary. Therefore, the Board added a footrote to paragraph
11 of this Statement to clarify that point.

B18. The Board agrees with the Accounting Principles Board’s conclusion that an
entity should not change an accounting principle unless the entity can justify the newly
adopted accounting principle on the basis that it is preferable. Thus, the Board decided
to retain the requirement of Opinion 20 that the nature and justification for a change in
accounting principle be disclosed Similarly, the Board decided that a change in
estimate effected by a change in accounting principle must be justified on the basis that
the new method is preferable.

Indirect Effects

B19. Some respondents asked that the Board clarify how to report the indirect effects
of a change in accounting principle that is accounted for by retrospective application.
‘The Board considered requiring that the indirect effects of an accounting change be
included in the retrospective application. Some Board members draw no distinction
between indirect effects and other consequential effects of an accounting change and,
therefore, believe that indirect effects should be included as part of the retrospective
application of the change that gives rise to them. In addition, they believe that including
indirect effects in retrospective application may, in some cases, provide befter
information to users by showing more consistent trend information related to the items
indirectly affected by an accounting change. Other Board members believe that an
effect on the cash flows of the entity that is caused by the adoption of an accounting
change should be recognized in the period in which that adoption occurs. They believe
the accounting change is the necessary “past event” in the definition of an asset or a
liability that gives rise to accounting recognition of the indirect effect. They also believe
that certain practical issues are more easily resolved by recognizing all such effects in
the period the accounting change is adopted. The Board considered the various views
and ultimately decided to adopt the latter view. The Board also decided to require
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disclosure of any indirect effects of an accounting change that have been recognized,
and the amount of those effects attributable to each prior period presented unless
impracticable.

B2). Some Board members expressed concern about circumstances in which the
indirect effects of an accounting change are explicitly governed by a contractual
agreement. For example, a royalty agreement may require that the amount due to the
counterparty be subsequently adjusted, or “trued up,” if the reported reference amount
(for example, revenues) is subsequertly adjusted to reflect an accounting change.
However, the Board believes that such cases are rare and that in those cases, the
acoounting change is still the necessary past event that gives rise to the indirect effect.
Therefore, the Board decided that even when the indirect effect is explicitly required to
be recognized, it should be recognized in the period of the accounting change.

Disclosures

B2L. The Board noted that it is important to provide financial statement users with
information that allows them to distinguish between the effect of a change in
accounting principle and other income statement changes. Therefore, the Board
proposed contiming to require disclosure of the effects of a change in accounting
principle. Generally, those disclosure requitements are consistent with those required
by Opinion 20.

B22. Some respondents to the Exposure Draft suggested eliminating certain proposed
disclosures, such as the requirement to disclose the impact of retrospective application
on each line of the financial statements. Other respondents suggested expanding the
disclosures to include, for example, a requirement for those entities that use the
impracticability exception to specify the information that is missing and which
therefore makes retrospecti plication impracticable. The Board considered those
suggestions in its redeliberations and modified or clarified some of the required
disclosures. For example, the Board clarified that the requirement to disclose the effect
on each financial statement line item applies only to line items actually affected by the
change and that presertation of the effect on financial statement subtotals, other than
income from continuing operations and net income, is not required, The Board also
decided to add an illustration of the application of this Statement as an appendix to the
Statement.

Change in Accounting Estimate

B23. Paragraph 21 of FASB Concepts Statement No. 1, Objectives of Financial
Reporting by Business Enterprises, states that “esti resting on exp ions of the
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future are often needed in financial reporting, but their major use, especially of those
formally incorporated in financial statements, is to measure financial effects of past
transactions or events or the present status of an asset or liability.”

B24. The Board carried forward without reconsideration the general provisions in
Opinion 20 related to a change in accounting estimate. Those ptovisions are consistent
with the requirements of IFRS, with the exception that IFRS requites a change in the
method of depreciation or amortization for a long-lived, nonfinancial asset to be
reported as a change in estimate. The Board noted that the information an entity would
meed to establish a basis for changing the depreciation, amortization, or depletion
method for a long-lived, nonfinancial asset (hereinafter described as a change in
depreciation method) would be obtained by continued observation of actual use of the
expected benefits of the asset as compared to previous estimations of the pattern of
consumption that formed the basis for the initial method Thus, during initial
deliberations, the Board concluded that a change in depreciation method is a change in
estimate effected by a change in accounting principle. That decision was affirmed in
redeliberations.

B25. The Board noted that because it is a change in estimate, a change in depreciation
method should not be accounted for by retrospective application to prior periods.
However, appropriate disclosures should be requited for the change in accounting
principle that effected the change in estimate. Thus, the Board decided that a change in
estimate effected by a change in accounting principle should be subject to the same
requirement to justify the change in principle on the basis that the new principle is
preferable. Most respondents to the Exposure Draft agreed with the Board's initial
decision. The Board affirmed the disclosure requirements related to a change in
estimate during redeliberations.

B26. Several respondents to the Exposure Draft stated that there may be valid reasons
unrelated to the available information about the pattern of consumption of future
benefits for deciding that a depreciation method other than the one currently used is
preferable. Some respondents stated that a change from one method of depreciation to
another can be justified as preferable if the new method is more prevalent in the
industey in which the reporting entity operates. The Board noted that the objective of
depreciation accounting is to allocate the cost of a capital asset over its expected useful
life in a marmer that best represents the pattern of consumption of the expected benefits.
Therefore, in redeliberations, the Board affirmed that betier reflecting the pattern of
consumption of the asset being depreciated should be the sole basis in determining the
preferable depreciation method.
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Change in the Reporting Entity

B27. The Board carried forward without reconsideration the guidance in paragraphs
12, 34, and 35 of Opinion 20 on changes in the reporting entity. Editorial changes have
been made to the guidance carried forward to make it easier to read within the context
of this Statement. In addition, this Statement classifies the recasting of financial
statements for a change in the reporting ertity as a retrospective application rather than
as a restatement,

Accounting Change in Interim-Period Information

B28. During initial deliberations, the Board decided not to permit voluntary accounting
changes made in interim pericds if it is impracticable to distinguish between the
cumulative effects on prior years and the effects on prior interim periods of the year of
change. Statement 3 required an entity to report an accounting change made during an
interim period as if it had been adopted at the beginning of the fiscal year. Therefore,
an entity making an accounting change in other than the first interim period must have
been able to distinguish between the effects on the year of change and the effects on
prior years to have met the requirements of Statement 3. The Board expects that
accounting changes for which it is impracticable to distinguish between the cumulative
effects on prior years and the effects on prior interim periods of the year of change will
be rare. Also, the benefit of intraperiod consistency of annual reporting outweighs the
hardship placed on enterprises that are unable to make that distinction for a given
change. Respondents to the Exposure Draft did not disagree with the Board’s initial
decision. Therefore, that decision was affirmed during redeliberations.

B29. The Board decided to carry forward the disclosure requirements contained in
paragraphs 11(s) and 14 of Statement 3 to this Statement.

Correction of an Error

B30. The Board carried forward without substantive change the provisions for
comrection of an error from paragraphs 13, 36, and 37 of Opinion 20. Editorial changes
have been made to the sections carried forward to make those sections easier to read
within the context of this Statement. Also, the Board concluded that when an entity
restates its financial statements to correct an error, it should disclose that fact so as to
distinguish corrections of errors from accounting changes. In response to concems of
the respondents to the Exposure Draft, the Board decided to limit the use of the term
restaternent in this Statement to refer only to the revising of financial statements to
comect an error in those previously reported financial statements.
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Convergence of U.S. GAAP and International Fi ial Reporting Standard:

B3L. This Statement is the result of a broader effort by the FASB to improve the
comparability of cross-border financial reporting by working with the TASB toward
development of a single set of high-quality accounting standards. Although conver-
gence is an important objective in this Statemert, this Statement and TAS 8 differ in
some areas. Those areas include the correction of an error, indirect effects of a change
in accounting principle, and certain elements of disclosure.

B32. This Statement and IAS 8 both require restatement to correct an error that exists
in previously issued financial statements. However, in this Statement that requirement
is absolute, while JAS 8 permits an exception to the restatement requirement in
instances in which it is not practicable to determine the effect of the error on any or all
prior periods. Under IAS 8, if restatement is impracticable, the correction of an error is
effected by restating the opening balances of assets, liabilities, and equity ot net assets
for the earliest period for which pective t is practicable (which may be
the current interim or annual period). The Board considered permitting a similar
exception; however, it rejected that proposal because it would be inconsistent for a
teporting entity to state that its financial statements for a prior period are prepared in
accordance with GAAP if an error had been discovered that affected those financial
statements but was not corrected because it was impracticable to do so.

B33. This Statement explicitly requires that the indirect effects of a change in
accourtting principle be reported in the period in which those effects are actually
incurred. This Statement also requires specific disclosures related to the indirect effects
of a change in accounting principle. JAS 8 does not specifically address the accounting
for or disclosure of indirect effects of a change in accounting principle.

B34. IAS 8 includes some disclosure requirements that differ from the disclosures
required by this Statement. The FASB consideted each of the disclosure requirements
of JAS 8 as well as other potential requirements and concluded that the requirements
in this Statement are appropriate and sufficient.

Effective Date and Transition

B35. The Board decided that the provisions of this Statement should be effective for
accounting changes made in fiscal years beginning after December 15, 2005. The Board
decided to require prospective application of this Statement because it does not believe
the benefits of adjusting previously issued financial statements to retrospectively apply
accounting changes that were made before this Statement was issued outweigh the costs
of doing so.
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B36. The Board noted that there may be some accounting pronouncements that are in
the transition phase on the effective date of this Statement and that might require
transition provisions that are inconsistent with this Statement. The Board decided that
changing the transition provisions of existing pronouncements would not be cost-
beneficial. Thus, the Board decided to exclude from the provisions of this Statement
transition provisions of any existing pronouncements.

Benefits and Costs

B37. The mission of the FASB is to establish and improve standards of financial
accounting and reporting for the guidance and education of the public, including
preparers, auditors, and users of financial information. In fulfilling that mission, the
Board endeavors to determine that a proposed standard will fill a significant need and
that the costs imposed to meet that standard, as compared with other alternatives, are
justified in relation to the overall benefits of the resulting information. Although the
costs to implement a new standard may not be botne evenly, investors and creditors—
both present and potential—and other users of financial information benefit from
improvements in financial reporting, thereby facilitating the functioning of markets for
capital and credit and the efficient allocation of resources in the economy.

B38. The Board acknowledges that there will be costs involved in retrospective
application related to accounting changes beyond those previously required to develop
pro forma disclosures of the effects of accounting changes on prior periods. However,
the Board believes that the benefits to users of more comparable information in
comparative financial statements will outweigh the effort that will be required on the
part of preparers. Further, the Board notes that this Statement will reduce the mmber
of reconciling items between U.S. GAAP ard IFRS, which should reduce the costs
bome by an entity that is required to prepare a reconciliation of its balance sheet and
statement of financial performance determined under IFRS to U.S. GAAP.

33
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Appendix C

AMENDMENTS TO EXISTING PRONOUNCEMENTS
Cl. This Statement supersedes the following pronouncements:

a. AFB Opinion No. 20, Accounting Changes

b. FASB Statement No. 3, Reporting Accounting Changes in Interim Financial
Statemenits

<. FASB Statement No. 73, Reporting a Change in Accounting for Railread Track
Striectures

d. FASB Interpretation No. 20, Reporting Accounting Changes wnder AICPA State-
menis of Position.

C2 ARB No. 43, Chapter 2A, “Form of Statements—Comparative Financial State-
ments,” is amended as follows:

a. Paragraph 3, as amended by Opinion 20:

It is necessary that prior-year figures shown for comparative purposes be in fact
comparable with those shown for the most recent period, or that any exceptions
to comparability be clearly brought out as described in FASB Statemert No. 154,
Accounting Changes and Error CorrectionsAPB—OpinionNo-20;-Accownting
Eharges.

C3. APB Opinion No. 22, Disclosure of Acoounting Policies, is amended as follows:

a. Paragraph 14:

Financial statement disclosure of accounting policies should not duplicate details
(e.g., composition of invertories or of plant assets) presented elsewhere as part
of the financial statements. In some cases, the disclosure of accounting policies
should refer to related details presented elsewhere as part of the financial
statements; for example, changes in accounting policies during the period should
be described with cross-reference to the disclosure required by FASB Statement
No 154 Acoolmtmg Changes and Error Corrections. APB—Gpﬂ-nvn-Na—H
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C4. APB Opinion No. 25, Accounting for Stock Issued 10 Employees, is amended as
follows:

a. Paragraph 15:

Accruing compensation expense may require estimates, and adjustment of those
estimates in later periods may be necessary (FASB Statement No. 154,
Accounting Chanaes and Error Corrections, paragraphs 19-22)APBOpinien
Ne—20,4 b phy31+-te-33. For example, if a stock option
is not exerclsed (or awarded stock is returned to the corporation) because an
employee fails to fulfill an obligation, the estimate of compensation expense
recorded in previous periods should be adjusted by decteasing compensation
expense in the period of forfeiture.

C5. APB Opinion No. 28, huterim Financial Reporting, is amended as follows:

a. Paragraph 24:

Changes in an interim or annual accounting practice-or-potieyprinciple made in
an interim period should be reported in the period in which the change is made,
in aceordance with the provisions of FASB Statement No. 134, Accownting

Changes and Error CorrectionsAPB-GpirdonNo— 20, Accounting-Changes.

b. Paragraph 25:
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The effect of a change in an accounting estimate, inclnding a change in the
estimated effective annual tax rate, should be accounted for in the period in
which the change in estimate is made. No restatement of previously reported
interim information should be made for changes in estimates, but the effect on
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eamings of a change in estimate made in a current interim period should be
reported in the current and subsequent interim periods, if material in relation to
any period presented and should continue to be reported in the interim financial
information of the subsequent year for as many periods as necessary to avoid
misleading comparisons. Such disclosure should conform with paragraph 22 of

Statement 154, 4 —20-

d. Paragraphs 27-27D, footnote 5 to paragraph 27C, and the related headings:
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C6. AT'B Opinion No. 30, Reporting the Resuits of Operations—Reporting the Effects
of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions, is amended as follows:

4. Paragraph 25, as amended by FASB Statements No, 16, Prior Period Adjustmers,
and No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets:

Circumstances attendant to extraordinary items frequently require estimates, for
example, of associated costs and occasionally of associated reverme, based on
judgment and evaluation of the facts known at the time of first accounting for the
event. Each adjustment in the current period of an element of an extraordinary
item that was reported in a prior period should be separately disclosed as to year
of origin, nature, and amount and classified separately in the current period in the
same manner as the original item. If the adjustment is the correction of an error,

the provisions of FASB S it No. 154, A ing Changes and Error
Corrections, paragraphs 25 and 26 APB-OpinienNe—20; 4 ing-Ch
paragraphs-36-and-37-should be applied.

C7. FASB Statement No. 16, Prior Period Adjustments, is amended as follows:

a. Footnote 3, as amended by FASB Statements No. 96, Accounting for licome Taves,
and No. 109, Accounting for Income Taxes:

As defined in paragraph 2 of FASB Statement No. 154, A ing Changes and
Error Correctionsparagrapt-13-of-APB-Opinion-No—320. That paragraph also

describes the distinction between a correction of an etror and a change in
accounting estimate.
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b. Footnote 6, as amended by FASB Statement No. 141, Business Combinations:

e, i . £ the
In—addition—to requirements—ot-these

: N L o
Hrrrest: ofpreviousty-1ssued

£ inlet.

C8. FASB Statement No. 19, Financial Accounting and Reporting by Oil and Gas
Producing Companies, is amended as follows:

a. Paragraph 30, as effectively amended by FASB Statement No. 69, Disclosures about

Oil and Gas Producing Activities:

Capitalized acquisition costs of proved properties shall be amortized (depleted)
by the unit-of-production method so that each unit produced is assigned a pro
rata portion of the unamortized acquisition costs. Under the unit-of-production
method, amortization (depletion) may be computed either on a property-by-
property basis or on the basis of some reasonable aggregation of properties with
a common geological structural feature or stratigraphic condition, such as a
reservoir or field When an enterprise has a relatively large number of royalty
interests whose acquisition costs are not individually significart, they may be
aggregated, for the purpose of computing amortization, without regard to
commonality of geological structural features or stratigraphic conditions; if
information is not available to estimate teserve quantities applicable to royalty
interests owned (paragraph 59E), a method other than the unit-of-production
method may be used to amortize their acquisition costs. The unit cost shall be
computed on the basis of the total estimated units of proved oil and gas reserves.
{Joint production of both oil and gas is discussed in paragraph 38.) Unit-of-
production amortization rates shall be revised whenever there is an indication of
the need for revision but at least orce a year; those revisions shall be accounted
for prospectively as changes in accounting estimates—see paragraphs 19-22 of

FASB §i No. 154, A ing Changes and Error Corrections.para-
graphs31-33-6£APR-Opinion-No—20 A ing-Chy 2

b. Paragraph 35:

Capitalized costs of exploratory wells and exploratory-type stratigraphic test
wells that have found proved reserves and capitalized development costs shall be
amortized (depreciated) by the unit-of-production method so that each unit
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produced is assigned a pro rata portion of the unamortized costs. It may be more
appropriate, in some cases, to depreciate natural gas cycling and processing
plants by a method other than the unit-of-procuction method. Under the
unit-of procuction method, amortization (depreciation) may be computed sither
on a property-by-property basis or on the basis of some reasonable aggregation
of properties with a common geological structural feature or stratigraphic
condition, such as a reservoir or field. The unit cost shall be computed on the
basis of the total estimated units of proved developed reserves, rather than on the
basis of all proved reserves, which is the basis for amortizing acquisition costs
of proved properties. If significant development costs (such as the cost of an
offshore production platform} are incurred in connection with a planned group
of development wells before all of the plarmed wells have been drilled, it will be
necessary to exclude a portion of those development costs in determining the
unit-of-production amortization rate until the additional development wells are
drilled. Similarly it will be necessary to exclude, in computing the amortization
rate, those proved developed reserves that will be produced only after significant
additional development costs are incurred, such as for improved recovery
systems. However, inno case should future development costs be anticipated in
computing the amortization rate. (Joint production of both oil and gas is
discussed in paragraph 38) Unit-of-production amortization rates shall be
revised whenever there is an indication of the need for revision but at least once
a year; those revisions shall be accounted for prospectively as changes in

acoounting estimates—see paragraphs 19-22 of Statement 154 =
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Cl0. FASB Statement No. 52, Foreign Currency Translation, is amended as follows:
a. Paragraph 45:

Once a determination of the functional currency is made, that decision shall be
consistently used for each foreign entity unless significant changes in economic
facts and circumstances indicate clearly that the functional currency has changed.
(EASB Statement No. 154, Acmmtmg Changg.v and Error Corrections, para-
graph SAPB-OpinienNe- ph-8, states that

“adoption or modification of an acoounhng principle necessitated by transactions
or events that are clearly different in substance from those previously oceurring”
is not a change in accounting principles.)

Cl1. FASB Statement No. 67, Accounting for Costs and Initial Rental Operations of
Real Estate Projects, is amended as follows:

C9. FASB Statement No. 25, Suspension of Certain Accounting Requirements for Oil a. Paragraph 12:

and Gas Producing Companies, is amended as follows: Estimates and cost allocations shall be reviewed at the end of each financial

reporting period until a project is substantially completed and available for sale.
Costs shall be revised and reallocated as necessary for material changes on the
basis of current estimates.8 Changes in estimates shall be reported in accordance
with paragraphs 19-22 of FASB Si t No. 154, Accounting Change: and

: 31 o£AFR Opimion Ne—20.A
Error Cor P 1-ef AFR-Opinten-Ne-

a. Paragraph 4 and its related footnote 1, as effectively amended by Statement 69:

The effective date for application of paragraphs 11-41, 44-47, and 60 of FASE
Statemens No. 19 is suspended insofar as those paragraphs pertain to a regicired
form of successful efforts accounting, Those paragraphs are not suspended
insofar as they provide definitions of terms in paragraph 11 or provide direction
and guidance for financial statement disclosures required by paragraphs
59M-59R. Statement No. 19, mcludmg pa(agmphs 1147, continues in effect as

g 3

Cl12. FASB Statement No. 71, Acoounting for the Effects of Certain Types of
Regulation, is amended as follows:

an aceourting pronour, nta isstred-by-the FASE for the purpose of a. Paragraph 31:
applying paragraphs 12-14 of FASB $ No. 154, Accounting Changes

Opinien-20FASE Statement No. 154, Accounting Changes and Error Correc-
tions, defines various types of accounting changes and establishes guidelines for

2
41
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Cl4. FASB Si No. 143, A ing for Asset Retirement Obligations, is
amended as follows:

reporting each type. Other authoritative pronouncements specify the manner of
reporting initial application of those pronouncements.

. . a. Paragraph 15:
C13. FASB Statement No. 123 {revised December 2004), Share-Based Payment, is

amended as follows: Changes resulting from revisions to the timing or the amount of the original

estimate of undiscounted cash flows shall be recognized as an increase or a
decrease in (a) the carrying amount of the liability for an asset retiremnent
obligation and (b} the related asset retirement cost capitalized as part of the
carrying amount of the related long-lived asset. Upward revisions in the amount
of urdiscounted estimated cash flows shall be discounted using the current
credit-adjusted risk-free rate. Downward revisions in the amount of undiscounted
estimated cash flows shall be discounted using the credit-adjusted risk-free rate
that existed when the original lability was recognized If an entity carmot
identify the prior period to which the downward revision relates, it may use a
weighted-average credit-adjusted risk-free rate to discount the downward revi-
sion to estimated future cash flows. When asset retirement costs change as a
result of a revision to estimated cash flows, an entity shall adjust the amount of
asset retirement cost allocated to expense in the period of change if the change
affects that period only or in the period of change and future periods if the change
affects more than ome period as required by FASB Statement No. 134,
b, Paragraph AZ3: Accounting  Changes and _Error _Corrections (é)a(aggaghs 19-22)AP8
SpintorrNo— 20, Accounting Changes-{paragraph 31, for a change in estimate.

Assumptions used to estimate the fair Yalue‘of equiq{ and liability instrume‘nls C15. FASB S it No. 144, A
granted to employees should be determined in a consistent manner from period
to period. For example, an entity might use the closing share price or the share
price at another specified time as the “current” share price on the grant date in
estimating fair value, but whichever method is selected, it should be used
consistently. The valuation technique an entity selects to estimate fair value for
a particular type of instrument also should be used consistertly and should not be

Chﬁfﬂgaﬂ U;llss a ‘lilffe:nza‘m““fiﬂnﬂ;t‘;h:“mq“eﬁ f_xpefte:;:’ Pmd"t:: a bf::; Statement No. 154 Accounting Changes and Error CarrecnomAPB—Gpmn
estimate of fair value. A changs in eif valuation technique or the mef . or the amortization period a5 required by FASE

of determining appropriate assumptions used in a valuation technique is a change Stateme nt No. 142, Goodwi ll and Other Inangible Assets.” Any revision to the
in accounting estimate for purposes Of, ap[)}ilggn%w}ﬁ remaining useful life of a long-lived asset resulting from that review also shall be
Accounting Changes and Error Cor: ° GRS comsidered in developing estimates of future cash flows used to test the asset
Ehomges, and should be applied prospectively to new awards. (asset group) for recoverability (paragraph 18). However, any change in the

a. Paragraph 38:

A nonpublic entity shall make a policy decision of whether to measure all of its
liabilities incurred under share-based payment arrangements at fair value or to
measure z2ll such liabilities at intrinsic value.2? Regardless of the method
selected, a nonpublic ertity shall remeasure its liabilities under share-based
payment arrangements at each reporting date until the date of settlement. The
fair-value-based method is preferable for purposes of justifying a change in
accounting principle under FASB Si No. 154 Accounting Changes and
Error CorrectionsAPB—Opinien-No—20:4 herges. Ilustration 10
(paragraphs A127-A133) provides an example of acconnting for an instrument
classified as a liability using the fair-value-based method. Illustration 11(c)
(paragraphs A143--A148) provides an example of accounting for an instrument
classified as a liability using the irtrinsic value method.

ing for the Impairment or Disposal of
Long-Lived Assets, is amended as follows:

a. Paragraph 9 and its related footnote 7:

When a long-lived asset (asset group) is tested for tecoverability, it also may be
necessary to review depreciation estimates and method as required by FASB

43
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accounting method for the asset resulting from that review shall be made only
after applying this Statement.

7Paragraphs 1922 of Statement 154 address the accounting for changes in estimates, Including

changes in the method of ton, amortization, and depletiond
piaion 20-addross-th for-changes tnestt 424 of Crink
address i tg-for-eh darth thed-6f Paragraph 11 of Statement 142

addresses the determination of the useful life of an mtanglble asset,

b. Paragraph 28:

For purposes of this Statement, a long-lived asset to be abandoned is disposed of
when it ceases to be used If an entity commits to a plan to abandon a long-lived
asset before the end of its previously estimated useful life, depreciation estimates
shall be revised in 1 with phs 19-22 of $ it 1548pia-
ien20 to reflect the use of the asset over its shortened useful life (refer to
paragraph 9).16 A long-lived asset that has been temporarily idled shall not be
accourted for as if abandoned.

<. Footnote 24:

This caption shall be modified appropriately when an entity reports an extraor-
dmary item ot the cumulative effect of 2 change in accounting principle or bothin

ith-Opinien20. If applicable, the p ion of per-share data will
need similar modification.

C16. FASB Interpretation No. 1, Accounting Changes Related 1o the Cost of Inventory,
is amended as follows:

a. Paragraph 1:

EASE Statement No. 154,
Accounting Changes and Error Corrections, specifies how changes in accourt-
ing principles should be reported in financial statements and what is required to
justify such changes. Under that OpinienStatement, the term ing prin-
ciple includes “not only accounting principles and practices but also the methods
of applying them.”
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b. Paragraph 5:

A change in composition of the clements of cost included in inventory is an
acoounting change. A company which makes such a change for financial
teporting shall conform to the requitements of FASB Statement No. 154,
Accounting Changes and Error CorrectionsAPB-Opimion Ne—26, including
justifying the change on the basis of preferability as spsclﬁad by paragraphs
12-14 of that Sf h-16-of-APB-Gpinion-No—20. In applying
Statement 154A-P:8—9pﬁﬁen—#e—20 preferability among accounting principles
shall be determined on the basis of whether the new principle constitutes an
improvemert in financial reporting and not on the basis of the income tax effect
alone.

Cl17. FASB T ion No. 7, Applying FASR St No. 7 in Financial

of Established Operating Enterprises, is amended as follows:

a. Paragraph 5:

Except in the circumstances described in the preceding paragraph, the effect of
a development stage subsidiary’s change in accounting principle to conform its
accounting to the requirements of Statement No. 7 generally would be reflected
in an established operating enterprise’s consolidated financial statements that
include that subsidiary. When a development stage subsidiary adopts a new
accourting principle to conform its accounting to the requirements of Statement
No. 7 and the effect of that subsidiary’ s accounting change is also reflected in an
established operating enterprise’s consolidated financial statements that include
that subsidiary, the provisions of paragraph 14 of Statement No. 7 apply. In that
situation, the established operating enterprise’s consolidated financial statements
for periods prior to the period in which the subsidiary’s accounting change is
made and financial summaries and other data derived therefrom shall be restated
by prior period adjustment. It should be noted that Statement No. 7 does not
address the question of how an established operating enterprise should report
accourting changes adopted with respect to the revenue and costs related to
activities of the parent company or any subsidiaries that are mot in the
development stage; that question is covered by FASB Statement No. 154,
A ing Changes and Error Corrections APB-OpinionNo—20—Aecounting
Ehanges>
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and amual estimates originally used for the pre-change interim periods, modified
only for the effect of the change in accounting principle on those year-to-date and
estimated armual amounts.

C18. FASB Interp ion No, 18, A ing for Income Taxes in Interim Periods, is
amended as follows:

a. Footnote 1, as replaced by Statement 144: C19. Many pronouncements issued by the Accounting Principles Board and the FASB

contain references to the cumulative effect of a change in accounting principle.
All such references appearing in paragraphs that establish standards or illustrate their
application are hereby amended to include the following footnote:

The terms used in this definition are described in APB—Opinion—No—20;
Areounting—Changes—i—APB Opinion No. 30, Reporting the Results of
Operations—Reporting the Effecis of Disposal of a Segment of a Business, and

Extraordinary, Unusual and Infrequently Occurring Events and Transactions,
andHn FASB Statement No. 144, Accounting for the Fmpairment or Disposal of
Long-Lived Assets, and in FASB Statement No. 134, Accounting Changes and
Error Corrections. See paragraph 10 of Opinion 30 for extraordinary items and
paragraph 26 for unusual items and infrequently occurring items. See paragraph
7(a) of Statement 15420—of Opinisn—20 for cumulative effects of changes in
accounting principles. See paragraphs 41-44 of Statement 144 for discontinued
operations.

After the effective date of FASB Statement No. 154, Accounting Changes and
Error Corrections, voluntary changes in accounting principle will no longer be
reported via a cumulative-effect adjustment through the income statement of the
pericd of change.

That conclusion requires amendments to the following existing pronouncements:

. Opinion 28
. Opinion 30
. FASB Statement No. 128, Earnings per Share
FASB Statement No. 130, Reporting Comprehensive Icome
. FASB Statement No. 131, Disclosures about Segments of an Enterprise ond Reloted
Information
< B ifac thatthy Lti t of 2 ciange i ; Statement 141
pe that—the ntive—effect-of a—change—in : . Statement 144

Interpretation 18.

b. Paragraph 21 and the heading preceding it:

o RD e

-

Y

c. Paragraph 64:

‘When an enterprise makes an eumulative-effeet-type-accounting change in other
than the first interim period of the enterprise’s fiscal year, paragraph 15 of FASB
Statement No. 154, Accounting Changes and Error Correctxons, P h10-ef
FASB-S: Ho—3—R h in-InterimFinsnetal
Statements;”—requires that ﬁmmml information for the pre-change interim
periods of the fiscal year shall be reported by refrospectivelyrestated by applying
the newly adopted accounting principle to those pre-change interim periods. The
tax (or benefit) applicable to those pre-change interim periods shall be recom-
puted The revisedrestated tax (or benefit) shall reflect the year-to-date amounts
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Restatements Restatement Considerations

« “Accounting Irregularities” SAB 99: Materiality

— Intentional misstatements or omissions of amounts _ Quantitative and Qualitative
or disclosures in the financial statements _
[ron Curtain Method

« “Errors”
— Unintentional misstatements or omissions of Rollover Method
SAB 108: Dual Method

amounts or disclosures in the financial statements
— Correction of prior year financial statements

— Data processing mistakes

— Incorrect accounting estimates . . .
— Restatement of prior year financial

statements

— Misapplication of accounting principles

ACC's 2007 Annual Meeting: ACC's 2007 Annual Meeting:
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Regulatory Considerations
 Filing and Disclosure Requirements
— Form 8-K must be filed within 4 days

— Form 12b-25 may only be filed where
registrant intends to file Form 10-Q within 5
days or Form 10-K within 15 days

¢ SOX Implications

— Management’s assessment of internal
controls over financial reporting

— Disclosure of material weaknesses

ACC's 2007 Annual Meeting:

Enjoying the Ride on the Track to Success October 29-31, Hyatt Regency Chicago

Enjoying the Ride on the Track to Success

Practical Considerations

Disclosure to the SEC Division of
Corporation Finance

— January 2007 Carol Stacey letter

— Sept 19, 2006 OCA letter

Internal investigations

— Management vs. Independent Counsel
SEC Division of Enforcement and DOJ

Dealing with independent auditors and
forensic “shadow” teams

ACC's 2007 Annual Meeting:
Enjoying the Ride on the Track to Success

K—_\wami(m of
Corporate Counsel
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Role of the Audit Committee Real-Life Restatements
» Oversight of the restatement process « O’Sullivan Industries
« Determine whether to retain its own « Tyco International

counsel and forensic accountants

» Approve all audit services, including
forensic involvement

* Review and discuss the restatement and
public filings (including the MD&A) with
management and the independent auditor

ACC's 2007 Annual Meeting: ACC's 2007 Annual Meeting:
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Tax Sharing Agreement

Tax Sharing and Tax Beocfit Reimbursement Agreement (the "Agrecment™)
dazed as of February 1, 1994, by snd among Tandy Corporation, a Delaware
corporation, having its peincipal office at 1500 One Tandy Censer, Fot Woeth,
Texas 76102 ("Tandy"), TE Electromics Inc, a Delaware cocporation and a
whally-owmed subsidiary of Tandy having its principal office at 1800 One Tandy
Center, Fort Worth, Texas 76102 (*TE™) sod O'Sulfivan Industries Holdings, Inc.,
# Delsware corpoeation, having It peincipal office st 1900 Gulf Street, Lamar,
Missouri 64739 ("Holdings*)

WHEREAS, Tandy and certain of its subsidiarics, inchuding Holdings, shall
cffect the initial public offering of the stock of Holdings (the "[PO") and certain
relsted transactions described in the Registration Statement on Foem S-1 under the
Securities Act of 1933, dated November 24, 1993, and the Prospectus contained
iberein, s umended from time to time; and

WHEREAS, prior to the Contribution (as defined below), TE owned coe
hundred shares of Holdings common stock, and

WHEREAS, following the execution of the Underwriting Agreement, dated
the date hereof. by and among TE. Holdings. Merrill Lvnch & Co.. Wheat First

ACC's 2007 Annual Meeting:

Enjoying the Ride on the Track to Success

October 29-31, Hyatt Regency Chicago
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o inNeurse Rar sisnciation T AN

SEC Comment Letter

o e e

e s
SECURITIES AND EXCHANGE COMMISHION
WADMRGTON, 5.C. 20545064

Ve Fas & U35 Mal

Fehrnary 33, 200

O S b, Holdings, b
Form O foc o your ambed Faoe 30, 2000
Pheda 12734

o V00 oyt e e 30,2003
e N 3D I132

Dcns M. Pucey

We hink

comply it oo comments. 1f o Ssagre, e we chsmder yo opcation a1 0wy
Tiewm e

eptanayee. -
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The inReurse Rar sesnciation

The inAeurse Rar sesnciation Th A ST ANNIVI RS AKY]

O’Sullivan’s Response

Notel2 — Income Taxes

3. Provide us with additional infi ling the Tax Sharing and Tax Benefit dSull
Reimbursement Agreement. Speelﬁeallyleuus Fumiture
¢ Tlow you originally refl the agr in 1994. What were the mechanics of
ling this agr in your financial 2 Tell us the authori P
literature you relied on.

* Tell us why it is appropriate to reflect payments you have made to RadioShack as
Federal Income Tax Expense. Tn this regard, we note that RadioShack reflected
the $27.7 million settlement as Other Income in their Form 10-Q for the quarter
ended June 30,2002, Tell us the authoritative literature you rely on.

* Explain in better detail the mechanics of how you recorded the RadioShack
scttlement. Clarify how the $27.7 million in payments resulted in a deferred tax
asset. Clarify what this deferred tax asset represents and how you will realize this
asset.

ACC's 2007 Annual Meeting: ACC's 2007 Annual Meeting:
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Revised Accounting Discussion Hypothetical: Restatement of Long Term
O'SULLIVAN INDUSTRIES HOLDINGS, INC. Compensation (LTC)

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

March 31, 2003 * Chief Accounting Officer informs in-house

Note 2—Revised Accounting for Tax Sharing Agreement with Former Parent counsel of pote ntial errors relati ng to the

i In 1994, Former Parent, then Tandy Corporation, completed an initial public offering of Company’s historical accounting for |Ong term
O'Sullivan. In connection with the offering, O’Sullivan entered into a tax sharing and tax benefit .
reimbursement agreement with Former Parent. O'Sullivan and Former Parent made elections under com pensaﬂon
Sections 338(g) and 338(h)(10) of the Internal Revenue Code with the effect that the tax basis of
O’Sullivan’s assets was increased to the deemed purchase price of the assets, and an equal amount ° 1 1
of such increase was included as taxable income in the consolidated federal tax return of Former These errors ap pear to be matenal to prlor
Parent. The result was that the tax basis of O’Sullivan’s assets exceeded the historical book basis 1 1 1
O’Sullivan used for financial reporting purposes. perIOd flnanCIaI Statements

The increased tax basis of O'Sullivan’s assets results in increased tax deductions and i M anagement re pOI’tS tO AUd |t Com m |ttee and
accordingly reduced federal and state income taxes payable by O’Sullivan. Under the tax sharing - .
agreement, O’Sullivan is contractually obligated to pay Former Parent nearly all of the federal tax reta' ns cou nsel tO Cond UCt |ndependent
benefit expected to be realized with respect to such additional basis. The payments under the . - - - - - -
agreement represent additional consideration for the stock of O’'Sullivan Industries, Inc. and further |nveSt|gat|0n Of h|St0r|Ca| StOCk Op“on gl’antlng
increase the tax basis of its assets from the 1994 initial public offering when payments are made to pl’aCticeS
Former Parent.
ACC's 2007 Annual Meeting: ACC's 2007 Annual Meeting:
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Restatement Considerations Restatement Considerations
. What do you tell your CEO? * Are there other internal actions that need to take
When d tify the Audit C itt dth place, such as:
restegf tr?eylglcj);r%’;fy € AuditL.ommitiee and the — instituting an insider trading blackout?
« Should the internal investigation be conducted — halting a stock buyback program?
by management or by independent counsel — imposing a moratorium on the issuance of
under the oversight of a special committee? options?
* When do you call the SEC? — delaying a securities offering?
* Do you alert the ratings agencies? — amending federal tax returns?
 What do you tell your investors and when? « How often do you need to communicate with
* How do you handle media inquiries? regulators on the status of your investigation?

ACC's 2007 Annual Meeting: ACC's 2007 Annual Meeting:
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Restatement Considerations

* Who should communicate with the audit and

forensic teams?

* Who determines that the restatement is complete?
* What are you required to disclose in your amended

Form 10-K about:

— The internal investigation?

— Scope limitations?

— The amount of the restatement?
— The causes of the restatement?

ACC's 2007 Annual Meeting:
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October 29-31, Hyatt Regency Chicago
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Alert

tove Cole AB002191

AUDIT = TAX = ADVISORY

SEC Staff Guidance on Quantifying
Financial Statement Misstatements

A new Staff Accounting Bulletin addresses how the effects of prior-year uncorrected mis-
statements should be considered when quantifying misstatements in current-year financial

statements.! The SAB requires ¥ to quantify using both the balance-

sheet and income-statement approaches and to evaluate whether either approach results in
quantifying an error that is material in light of relevant quantitative and qualitative factors.
The SAB does not change the staff’s previous guidance in SAB 99 on evaluating the materi-

ality of misstatements.2

When the effect of initial adoption is determined to be material, the SAB allows registrants to

record that effect as a effect adj to beginni f-y retained earnings.
The requirements are effective for annual financial statements covering the first fiscal year
ending after November 15, 2006. See Initial Adoption below.

Quantifying Misstatements

The new guidance applies when uncorrected misstatements in a previous year affect the current
year, either because the misstatements carry over or reverse. The SAB provides the example
of a liability that is overstated by $100, because a $20 misstatement occurred in each year of
a five-year period, and discusses two methods currently used to quantify the current-year
misstatement. These methods are commonly referred to as the “rollover” and “iron curtain™

methods.

Under the rollover method, the current-year effect would be the amount by which the current-
year income statement is misstated (i.e., $20). Under the iron curtain method, the current-
year effect would be the amount by which the year-end balance sheet is misstated (i.e., $100).
The SAB points out that the rollover method could cause a misstatement to accumulate until

it is too large to be corrected in a single year, resulting in errors remaining in the balance

" Staff Accounting Bulletin No. 108 (Topic 1N), Considering the Effects of Prior Year Misstatements when
Quantifying Misstatements in Current Year Financial Statements, available at www.sec.gov.
2 Staff Accounting Bulletin No. 99 (Topic 1M), Materiality, available at www.sec.gov.
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sheet. The SAB also points out that the iron
curtain method does not consider the correc-
tion of prior-year misstatements in the current
year. For example, if the $80 misstatement
from the prior years in the example was cor-
rected in the current year, the current-year
income statement would be misstated by the
$80 out-of-period correction, but the year-
end balance sheet would not be misstated,
and no uncorrected misstatement would exist

at year-end.

In order to eliminate diversity in practice

for quantifying misstatements and to address
the shortfalls of each of the two methods,
the SAB requires registrants to quantify mis-
statements using both methods, with adjust-
ment required if either method results in a
material error. The materiality of the quanti-
fied misstatement would be evaluated using
the staff’s previously published guidance in
SAB 99.

Correcting Errors

The new SAB addresses the mechanics of
correcting misstatements that include effects
from prior years. The SAB indicates that the
current-year correction of a material error
that includes prior-year effects may result in
the need to correct prior-year financial state-
ments, even if the misstatement in the prior
year or years is considered immaterial. For
example, if the $100 error in the above
example was determined to be material in
the current year, the current-year correction
would result in an $80 misstatement of the
current-year income statement (the portion
of the $100 error that originated in prior

years). In this case, the prior-year financial

ACC's 2007 ANNUAL MEETING

statements would need to be corrected, even
though the misstatement had been consid-
ered, and continues to be, immaterial to the

prior-year’s financial statements.

The SAB points out that “correcting prior-
year financial statements for immaterial errors
would not require previously filed reports to
be amended.” The “correction may be made
the next time the registrant files the prior
year financial statements.” The correction
could therefore be made in subsequent fil-
ings by adjusting the prior-year financial

made

as long as the
to those financial statements are considered
immaterial. Although the subject is not
specifically addressed in the SAB, the prior-
year financial statements reflecting immate-
rial corrections need not be labeled “restated,”
and the adjustments would not necessarily
require mention in the auditors’ report.
Registrants should, however, disclose the
fact that they have adjusted the prior-year
financial statements and provide appropriate
context for the adjustments made so that
readers can understand why the comparative
financial statements presented in the current-
year report do not agree with the previously

issued financial statements.

Previously Undetected Misstatements
Misstatements originating in years subse-
quent to the issuance of the SAB that are
not detected in the years they arose will be
evaluated using the method outlined in the
SAB to determine whether the prior-year
financial statements were materially mis-
stated. Financial statements that are found to
be materially misstated would be restated in
accordance with Statement 154.3

3 FASB Statement No.154, Accounting Changes and Error Corrections, May 2005, available at www.fasb.org.

In the previous example regarding the over-

stated liability that grew by $20 per year over
a five-year period, assume that the misstate-
ment was not identified until year five. The
registrant would need to use the approach
outlined in the SAB to separately evaluate
each year affected by the misstatement and
determine whether individual prior years
were materially misstated. If, for example,
the fourth year was found to be materially
misstated, the financial statements for year
four would have to be restated and labeled as
restated. If the misstatements in the first three
years were determined to be immaterial,
financial statements for those years could be
adjusted without labeling them restated.

Initial Adoption

A registrant applying the new guidance for
the first time that identifies material errors
in existence at the beginning of the first fis-
cal year ending after November 15, 2006,
may correct those errors through a one-time
cumulative-effect adjustment to beginning-
of-year retained earnings. The cumulative-
effect alternative is available only if the
application of the new guidance results in a
conclusion that a material error exists as of
the beginning of the first fiscal year ending
after November 15, 2006, and those misstate-
ments were determined to be immaterial based
on a proper application of the registrant’s pre-
vious method for quantifying misstatements.

Because of the beginning-of-year recognition
of the cumulative-effect adjustment, misstate-
ments occurring in the year of adoption cannot
be included in that adjustment. The cumulative-
effect adjustment may be reflected in a Form
10-K for the year of adoption or, if early
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adoption is chosen, the adjustment may be reflected in any Form 10-Q filed after issuance of
the SAB. For example, a registrant with a June 30 year-end may wait until it issues its Form
10-K for the year ending June 30, 2007, to reflect the cumulative-effect adjustment, or it may

reflect the adjustment in its first, second, or third quarter Form 10-Q for the fiscal year end-

ing June 30, 2007. In any event, the lati ffect adj would be calculated as of

July 1, 2006, the first day of the fiscal year of adoption.

The SAB requires the following discl ifa lative-effect adj is recorded:

® The nature and amount of each individual error included in the cumulative-effect adjustment,
® When and how each error arose, and

® The fact that the errors had previously been considered immaterial.

The cumulative-effect adjustment is available only for prior-year uncorrected misstatements.

The adjustment should not include amounts related to changes in accounting estimates.

Companies that issue reports before the SAB is adopted should make the disclosures required
by SAB 74.4

Foreign Private Issuers

The SAB’s guidance applies to all SEC registrants. A foreign private issuer that presents its
primary financial statements on a basis other than U.S. GAAP will need to determine how
the adoption of the SAB will affect its primary financial statements and the related U.S.
GAAP iliation because the ive-effect dation provided by
the SEC may not be acceptable for preparation of its primary financial statements. We expect

this implementation issue to require additional discussion with the SEC staff.

Non-SEC Registrants
The SAB’s guidance does not apply to non-SEC registrants. It is currently not clear whether
the FASB will consider the cumulative-effect treatment under U.S. GAAP.

Registrants should not consider the descriptive and summary statements above about the Staff
Accounting Bulletin, or any other cited requirements, as a substitute for the text of SEC or FASB
requirements. Registrants should refer to the texts of the SEC and FASB requirements, consider their
particular circumstances, and consult their accounting and legal advisors when considering the impli-
cations of the SAB

4 Staff Accounting Bulletin No. 74 (Topic 11M), Disclosure Of The Impact That Recently Issued Accounting
Standards Will Have On The Financial Statements Of The Registrant When Adopted In A Future Period, avail-
able at www.sec.gov.
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