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Accounting Changes and Error Corrections

Introduction

From time to time, a company will find that it must alter its accounting to reflect a change in accounting
principle or estimate, or it may locate an accounting error that must be corrected. These changes can have
a substantial impact on the reported results of a business from period to period, which can make financial
statements much less comparable over time. Examples of these changes are:

e An organization switches from reporting its sale transactions as gross sales to net sales, reflecting
the finding that the business is really operating as an agent for another party. The effect is a drastic
decline in the amount of reported sales.

e An entity switches its inventory costing method from the first in, first out method to the weighted
average method, which results in a one-time increase in the value of ending inventory, which in
turn boosts net income.

o A firm evaluates its accounts receivable and concludes that a sudden decline in general economic
conditions will drastically increase the amount of bad debts it will experience. This calls for a dou-
bling of the balance in the allowance for doubtful accounts, which reduces profits.

In this course, we address the rules pertaining to accounting changes and error corrections and how to
disclose them, as well as several related situations. The guidance in this course applies to the financial
statements issued by all entities. It also applies to historical summaries of information that are based on
financial statements, such as the five-year and ten-year histories of financial results frequently found in
annual reports.

Changes in Accounting Principle

Accounting principles are the rules and guidelines that an entity must follow when reporting financial in-
formation. There is an assumption in generally accepted accounting principles (GAAP) that, once an ac-
counting principle has been adopted by a business, the principle shall be consistently applied in recording
transactions and events from that point forward. Consistent application is a cornerstone of accounting, since
it allows the readers of financial statements to compare the results of multiple accounting periods. Given
how important it is to maintain consistency in the application of accounting principles, a business should
only change a principle in one of the two following situations:

e The change is required by an update to GAAP. In recent years, a number of GAAP updates have
required changes in accounting principle, such as new standards on revenue recognition, fair value
measurement, and business combinations. There are any number of industry-specific standards that
are also changed; common targets for these changes are the real estate, financial services, and health
care industries.

e The use of an alternative principle is preferable. There are a small number of situations in which
there are two or more alternative applications of GAAP that can be used, depending on a number
of indicators. If the circumstances of a business change, the indicators could point toward the use
of an alternative principle. For example, a business has previously recognized its sales at gross, but
its increasing control by a manufacturer indicates that sales should instead be recognized at net, as
would be used by an agent.
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Tip: Thoroughly document the reason for any change in accounting principle, since it will likely be re-
viewed and possibly contested by the company’s auditors. There should be a clearly defensible reason for
the change.

Whenever there is a change in accounting principle, retrospective application of the new principle to prior
accounting periods is required, unless it is impracticable to do so. Retrospective application means that a
principle must be used as the basis for creating financial statements as though the principle had always been
used for all periods presented. If it is impracticable to retroactively apply changes to prior interim periods
of the current fiscal year, then the change in accounting principle can only be made as of the start of a
subsequent fiscal year.

Tip: Where possible, companies are encouraged to adopt changes in accounting principle as of the first
interim period of a fiscal year, so that the change covers the entire fiscal year. This makes interim periods
more comparable throughout a fiscal year.

The activities required for retrospective application are:

1. Alter the carrying amounts of assets and liabilities for the cumulative effect of the change in prin-
ciple as of the beginning of the first accounting period presented.

2. Adjust the beginning balance of retained earnings to offset the change noted in the first step.

3. Adjust the financial statements for each prior period presented to reflect the impact of the new
accounting principle.

If it is impracticable to make these changes, then do so as of the earliest reported periods for which it is
practicable to do so. It is considered impracticable to make a retrospective change when any of the following
conditions apply:

e Assumptions. Making a retrospective application calls for assumptions about what management
intended to do in prior periods, and those assumptions cannot be independently substantiated.

o Efforts made. The company has made every reasonable effort to enact a retrospective change.

e Estimates. Estimates are required, which are impossible to provide due to the lack of information
available when the prior-period financial statements were issued and evidence of the circumstances
that existed at that time.

EXAMPLE

The Billabong Machining Company maintains a large number of old-style engine parts that it maintains for the auto-
motive after-market. The company has been using the first in, first out (FIFO) method, but management has decided
to switch to the last in, first out (LIFO) method. In order to incorporate this change in accounting principle into the
financial statements for prior years, the accounting staff would have to derive assumptions regarding the periods in
which different LIFO cost layers occurred, which cannot be independently substantiated. Consequently, the change is
made on a go-forward basis.

The preceding retrospective application is required, except in situations where there are explicit transition
requirements related to the introduction of a new accounting standard.

When making prior period adjustments due to a change in accounting principle, do so only for the direct
effects of the change, net of tax. A direct effect is a recognized change in an asset or liability that is required
in order to switch to the use of a different accounting principle. An indirect effect is one that results from a
change in accounting principle that is applied retrospectively.
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EXAMPLE

Armadillo Industries changes from the last in, first out method of inventory accounting to the first in, first out method.
Doing so calls for an increase in the ending inventory in the preceding period, which in turn increases net profits for
that period. Altering the inventory balance is a direct effect of the change in principle.

An indirect effect of the change in principle would be a change in the corporate accrual for profit sharing in the prior
period, since the change will impact profits. Since it is an indirect effect, Armadillo does not record the change.

Note: When an organization initially adopts an accounting principle, this is not considered a change in
accounting principle — it is simply the first time that an event has arisen that requires the use of the principle.

Disadvantages of Retrospective Application

The requirement to retrospectively apply changes in accounting principle can present several difficult issues
for the accounting department and the readers of an organization’s financial statements. These issues in-
clude:

e Confusion. There can be confusion among the recipients of an entity’s financial statements when
the newest version of a financial statement varies from one that was previously released. This issue
can be mitigated by sending an accompanying note to recipients, asking them to destroy the previ-
ous version of the financials.

o Contractual effects. A business may have agreed to certain loan covenants that require it to meet
liquidity or other targets. If a retrospective change is made, a business might find that it has been
out of compliance with a loan agreement for a considerable period of time, which could lead to
some interesting discussions with the lender.

o Work load. The task of making retrospective changes can be complex, since prior periods must be
re-opened in the accounting software and altered.

Changes in Accounting Estimate

A change in accounting estimate occurs when there is an adjustment to the carrying amount of an asset or
liability, or the subsequent accounting for it. Examples of changes in accounting estimate are changes in:

The allowance for doubtful accounts

The reserve for obsolete inventory

The useful life of depreciable assets

The salvage values of depreciable assets

The amount of expected warranty obligations
Actuarial assumptions related to pensions

The quantities of mineral reserves yet to be depleted

Changes in accounting estimate occur relatively frequently, and so would require a major amount of effort
to make an ongoing series of retroactive changes to prior financial statements. Instead, GAAP only requires
that changes in accounting estimate be accounted for in the period of change and thereafter (which is pro-
spective application). Thus, no retrospective change is required or allowed. Also, do not issue pro forma
financial statements for prior periods that show what the effects of a change in accounting estimate would
have been.
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EXAMPLE

The controller of Grunge Motor Sports notes that a downward trend in general economic conditions has increased the
probability that Grunge’s customers will not pay. This leads her to alter the original estimation that 1.2% of all ac-
counts receivable will eventually be charged off as bad debts. Her new estimate is 1.4% of all receivables, which
results in the following entry.

Debit Credit
Bad debt expense 28,000
Allowance for doubtful accounts 28,000

This is a change in accounting estimate, so it is accounted for in the period of change.

There may be cases in which a change in accounting estimate is indistinguishable from a change in ac-
counting principle. When this situation arises, it should be accounted for as a change in accounting estimate.
For example, a business may have previously deferred certain costs and recognized them in later periods,
but now elects to charge them to expense, on the grounds that their future benefit is no longer clear. In this
case, a new method of accounting is being used to accelerate expense recognition, but the reason for it is
that the underlying estimation method can no longer be trusted.

EXAMPLE

The controller of Inscrutable Corporation is evaluating the company’s fixed assets, and concludes that the pattern of
consumption of these assets argues in favor of switching to an accelerated depreciation method from the current
straight-line method. Though a different calculation method will now be used for depreciation, the reason for it is
based on a change in accounting estimate that is derived from new information. This change should be accounted for
on a prospective basis, with no retrospective application.

Disadvantages of Prospective Application

When there are changes in accounting estimates, the financial statements to which these changes have been
prospectively applied (i.e., on a go-forward basis) are no longer comparable to those financial statements
that were already issued prior to the prospective application. This is usually not considered to be a major
issue, since changes in accounting estimate tend to have immaterial effects on the financial statements.

Changes in Reporting Entity

There are situations where a change in the entities included in consolidated financial statements effectively
means that there is a change in the reporting entity. For example:

e Consolidated results are presented instead of the financial statements of an individual entity.
e There is a change in the specific subsidiaries that comprise a group of businesses for which consol-
idated financial statements are being presented.

In these situations, apply the change in reporting entity retrospectively to all of the periods being reported.
The result should be the consistent presentation of financial information for the same reporting entity for
all periods, including interim periods. This presentation allows for historical trend analysis across all of the
reporting periods.
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There are a number of situations that are not considered a change in reporting entity. For example:

e A change in the legal structure of an existing entity is not considered a change in reporting entity.
For example, a change from a C corporation to an S corporation does not require the application of
the accounting for changes in reporting entity.

e A business combination accounted for using the acquisition method is not a change in reporting
entity; there is no retroactive consolidation with the financial statements of the acquiree for any
periods presented that are prior to the acquisition date.

Correction of an Error in Previously Issued Financial Statements

From time to time, financial statements will be inadvertently issued that contain one or more errors. The
following are considered to be errors:

e A mathematical miscalculation
e A mistake in the application of GAAP
e The misuse of facts existing when the financial statements were prepared

A change from an unacceptable accounting principle to a generally accepted accounting principle is con-
sidered to be the correction of an error. For example, switching from the cash basis of accounting to the
accrual basis of accounting (which is recognized under GAAP) is considered to be the correction of an
error.

When an error is discovered, the prior period financial statements to which the error applies must be
restated. A restatement involves the revision of previously-issued financial statements. Restatement re-
quires the following steps:

1. Alter the carrying amounts of assets and liabilities for the cumulative effect of the error as of the
beginning of the first accounting period presented.

2. Adjust the beginning balance of retained earnings to offset the change noted in the first step.

3. Adjust the financial statements for each prior period presented to reflect the impact of the error.

EXAMPLE

The controller of Kelvin Corporation is reviewing depreciation records, and finds that the depreciation for certain
manufacturing equipment has been incorrectly calculated for the past five years, resulting in a depreciation expense
that is cumulatively too low by $82,000. She creates the following adjustment to correct the error:

Debit Credit
Retained earnings 82,000
Accumulated depreciation 82,000

EXAMPLE

A customer of International Automation pays the company $60,000, which is intended to pay for an automation con-
sulting project that spans the end of 20X3 and the beginning of 20X4, with two-thirds of the work to be completed in
20X4. The accounting staff inadvertently recognizes the entire payment as revenue in 20X3. The correcting entry is:

Debit Credit
Retained earnings 40,000
Deferred revenue (liability) 40,000
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The correction of an error is not the same as an accounting change. An accounting change, as noted earlier,
involves either a change in estimate or a change in accounting principle.

Corrections Related to Prior Interim Periods

An interim period is a financial reporting period that is shorter than a full fiscal year, such as a three-month
reporting period. GAAP specifies several situations in which the financial statements of prior interim peri-
ods of the current fiscal year should be adjusted. These adjustments are for the following:

Adjustment or settlement of litigation
Income taxes

Renegotiation proceedings

Utility revenue under rate-making processes

Adjustments for these items are only necessary if all of the following criteria apply:

e The effect of the change is material to income from continuing operations, or its trend

e The adjustments are directly related to the prior interim periods

e The adjustment amount could not be reasonably estimated prior to the current interim period, but
can now be estimated

If an adjustment occurs in any interim period other than the first period, use the following steps to account
for it:

1. Include any portion of the adjustment that relates to current business activities in the current interim
period.

2. Restate prior interim periods of the current fiscal year to include that portion of the item that relates
to the business activities in those periods.

3. Restate the first interim period of the current fiscal year to include that portion of the item that
relates to the business activities in prior fiscal years.

The Materiality of an Error

When an accounting error is discovered, determine whether it is material enough to report. To do so, com-
pare its effect to the full-year estimated income or the full-year earnings trend. If it is not material, there is
no need to disclose it. However, if the error is material in relation to the estimated income or earnings trend
for an interim period, disclose the error in the financial statements for that interim period.

EXAMPLE

Armadillo Industries has profits of $1,000,000 in its first quarter, and expects to generate $4,000,000 of profits for the
entire fiscal year. The company has historically considered materiality to be 5% of its profits. In the first quarter, the
accounting department uncovers a $100,000 error. Though this amount is 10% of first-quarter profits, it is only 2.5%
of full-year expected profits. Given the minimal impact on full-year profits, Armadillo does not have to segregate this
information for reporting purposes in its first quarter interim reporting, though it must still disclose the information.

The Materiality Principle

The preceding directive in this section to report a material error does not describe the parameters of mate-
riality. This is a concept that is difficult to pin down, since GAAP does not provide a clear definition of
what is material or immaterial. One way to view materiality is through the materiality principle, which is
based on general usage. Under this principle, an item is considered to be material if it is probable that users



Accounting Changes and Error Corrections

of the financial statements would have altered their actions if certain information had not been in error. If
users would not have altered their actions, then the error is said to be immaterial.

The SEC’s View of Materiality

The Securities and Exchange Commission has a conservative view of how to deal with the materiality
concept, which it has stated in its staff accounting bulletins (SABs). An SAB is a summarization of the
views of the SEC staff regarding how GAAP is to be applied. The views stated in an SAB are followed by
the staffs of the Office of the Chief Accountant and the Division of Corporate Finance when reviewing the
filings of publicly-held companies. For this reason, SABs are closely adhered to by entities registering their
securities within the United States. If a publicly-held company does not incorporate the concepts in these
bulletins into their financial statements and disclosures, it may receive a comment letter from the SEC.

The following two issues related to materiality have been addressed by the SEC in an SAB. The text is
a slightly compressed version of the full SEC discussion. In essence, the SEC’s views on materiality might
lead an accountant to engage in a relatively detailed analysis of most issues, with a higher resulting proba-
bility that issues must be recognized in the financial statements.

Situation: During the course of preparing or auditing year-end financial statements, financial management
or the company’s independent auditor becomes aware of misstatements in the company’s financial state-
ments. When combined, the misstatements result in a 4% overstatement of net income and a $.02 (4%)
overstatement of earnings per share. Because no item in the company’s consolidated financial statements
is misstated by more than 5%, management and the independent auditor conclude that the deviation from
GAAP is immaterial and that the accounting is permissible.

In the staff’s view, may a company or the auditor of its financial statements assume the immateriality of
items that fall below a percentage threshold set by management or the auditor to determine whether
amounts and items are material to the financial statements? No. The SEC is aware that certain companies,
over time, have developed quantitative thresholds as “rules of thumb” to assist in the preparation of their
financial statements, and that auditors also have used these thresholds in their evaluation of whether items
might be considered material to users of a company’s financial statements. One rule of thumb in particular
suggests that the misstatement or omission of an item that falls under a 5% threshold is not material in the
absence of particularly egregious circumstances, such as self-dealing or misappropriation by senior man-
agement. The SEC reminds companies and the auditors of their financial statements that exclusive reliance
on this or any percentage or numerical threshold has no basis in the accounting literature or the law.

The use of a percentage as a numerical threshold, such as 5%, may provide the basis for a preliminary
assumption that a deviation of less than the specified percentage with respect to a particular item on the
company’s financial statements is unlikely to be material. The SEC has no objection to such a “rule of
thumb” as an initial step in assessing materiality. But quantifying, in percentage terms, the magnitude of a
misstatement is only the beginning of an analysis of materiality; it cannot appropriately be used as a sub-
stitute for a full analysis of all relevant considerations. Materiality concerns the significance of an item to
users of a company’s financial statements. A matter is “material” if there is a substantial likelihood that a
reasonable person would consider it important.

As a result of the interaction of quantitative and qualitative considerations in materiality judgments,
misstatements of relatively small amounts that come to the auditor’s attention could have a material effect
on the financial statements. Among the considerations that may well render material a quantitatively small
misstatement of a financial statement item are the following:

o \Whether the misstatement arises from an item capable of precise measurement or whether it arises
from an estimate and, if so, the degree of imprecision inherent in the estimate

o Whether the misstatement masks a change in earnings or other trends

e  Whether the misstatement hides a failure to meet analysts’ consensus expectations for the enterprise

e Whether the misstatement changes a loss into income or vice versa

7
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o  Whether the misstatement concerns a segment or other portion of the company’s business that has
been identified as playing a significant role in the company’s operations or profitability
Whether the misstatement affects the company’s compliance with regulatory requirements

e  Whether the misstatement affects the company’s compliance with loan covenants or other contrac-
tual requirements

e Whether the misstatement has the effect of increasing management’s compensation; for example,
by satisfying requirements for the award of bonuses or other forms of incentive compensation

e Whether the misstatement involves concealment of an unlawful transaction

For the reasons noted above, a company and the auditors of its financial statements should not assume that
even small intentional misstatements in financial statements, for example those pursuant to actions to “man-
age” earnings, are immaterial.

The materiality of a misstatement may turn on where it appears in the financial statements. For example,
a misstatement may involve a segment of the company’s operations. In that instance, in assessing materi-
ality of a misstatement to the financial statements taken as a whole, companies and their auditors should
consider not only the size of the misstatement but also the significance of the segment information to the
financial statements taken as a whole.

In determining whether multiple misstatements cause the financial statements to be materially mis-
stated, companies and the auditors of their financial statements should consider each misstatement sepa-
rately and the aggregate effect of all misstatements. If the misstatement of an individual amount causes the
financial statements as a whole to be materially misstated, that effect cannot be eliminated by other mis-
statements whose effect may be to diminish the impact of the misstatement on other financial statement
items. To take an obvious example, if a company’s revenues are a material financial statement item and if
they are materially overstated, the financial statements taken as a whole will be materially misleading even
if the effect on earnings is completely offset by an equivalent overstatement of expenses.

Even though a misstatement of an individual amount may not cause the financial statements taken as a
whole to be materially misstated, it may nonetheless, when aggregated with other misstatements, render the
financial statements taken as a whole to be materially misleading. Companies and the auditors of their
financial statements accordingly should consider the effect of the misstatement on subtotals or totals. The
auditor should aggregate all misstatements that affect each subtotal or total and consider whether the mis-
statements in the aggregate affect the subtotal or total in a way that causes the company’s financial state-
ments taken as a whole to be materially misleading.

Companies and auditors also should consider the effect of misstatements from prior periods on the
current financial statements. This may be particularly the case where immaterial misstatements recur in
several years and the cumulative effect becomes material in the current year.

Situation: During the course of preparing annual financial statements, a company is evaluating the materi-
ality 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 company previously evaluated the misstatement as being immaterial to
each of the prior year financial statements (i.e., years 1-4). For the purpose of evaluating materiality in the
current year (i.e., year 5), the company quantifies the error as a $20 overstatement of expenses.

Has the company appropriately quantified the amount of this error for the purpose of evaluating materiality
for the current year? No. In this example, the company has only quantified the effects of the identified
unadjusted error that arose in the current year income statement. Prior year misstatements should be con-
sidered in quantifying misstatements in current year financial statements.

The techniques most commonly used in practice to accumulate and quantify misstatements are gener-
ally referred to as the “rollover” and “iron curtain” approaches. The rollover approach, which is the ap-
proach used in the example, quantifies a misstatement based on the amount of the error originating in the
current year income statement. This approach ignores the effects of correcting the portion of the current
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year balance sheet misstatement that originated in prior years (i.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 misstate-
ment’s year(s) of origination. Had the company 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 be-
cause the amount that originates in each year is quantitatively small.

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. There-
fore, 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 mis-
stated, 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.

Companies 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. This can be accom-
plished by quantifying an error under both the rollover and iron curtain approaches and by evaluating the
error measured under each approach. Thus, a company’s financial statements would require adjustment
when either approach results in quantifying a misstatement that is material, after considering all relevant
guantitative and qualitative factors.

It is possible 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:

e Correct the $20 error originating in the current year;
e Correct the $80 balance sheet carryover error that originated in Years 1 through 4; but also
e 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
guantitative 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 state-
ments.

Accounting Changes and Error Corrections Disclosures

There are a number of variations on the disclosures required for the various types of accounting changes
and error corrections, so we address each one within the following sub-sections.



Accounting Changes and Error Corrections

Change in Accounting Principle

When there is a change in accounting principle, disclose all of the following items in the period in which
the change takes place:

¢ Nature of the change. The nature of the change and why the new principle is preferable.
o Application method. State the method used to apply the change, including:

o The information being adjusted

o The effect of the change on income from continuing operations, net income, any other
affected financial statement line items, and any affected per-share amounts

o The cumulative effect of the change on retained earnings in the balance sheet as of the
beginning of the earliest period presented

o The reasons why retrospective application is impracticable (if this is the case), and the
alternative method used to report the change

e Indirect effects. If the election has been made to recognize the indirect effects of a change in prin-
ciple, disclose the effects, the amounts recognized in the current period, any applicable per-share
amounts, and the same information for all prior periods presented (unless impracticable to do so).

These disclosures are required for all interim and annual financial statements that are reported.

When a new accounting principle is adopted, disclose the effect of the change on income from contin-
uing operations, net income, and any related per-share amounts for all remaining interim periods in the
current fiscal year.

SAMPLE DISCLOSURE

In 20X1, we adopted amended standards that simplify how entities test goodwill for impairment. These amended
standards permit an assessment of qualitative factors to determine whether it is more likely than not that the fair value
of a reporting unit in which goodwill resides is less than its carrying value. For reporting units in which this assessment
concludes that it is more likely than not that the fair value is more than its carrying value, these amended standards
eliminate the requirement to perform goodwill impairment testing. The adoption of these amended standards did not
have an impact on our consolidated financial statements.

Change in Accounting Estimate

If there is a change in estimate that will affect several future periods, disclose the effect on income from
continuing operations, net income, and any related per-share amounts. This disclosure is not needed for
ongoing changes in estimate that arise in the ordinary course of business, such as changes in reserves. In
effect, this disclosure is only required if the change is material. If there is not an immediate material effect,
but a material effect is expected in later periods, provide a description of the change in estimate.
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Accounting Changes and Error Corrections

SAMPLE DISCLOSURE

The Company uses valuation techniques in order to determine the fair value of derivative financial instruments. During
20X2 we revisited the approach of including the basis spread in our calculation of the fair value of derivative instru-
ments to better reflect the contract terms under the current market conditions. As a result of this change in estimate, a
gain of $800,000 was recognized in net income.

SAMPLE DISCLOSURE
In 20X2, the Company evaluated the useful life criteria for its oil tankers and concluded that the average useful life

assumption should be reduced by 2.5 years. This change in estimate resulted in an accelerated rate of depreciation,
which resulted in a charge of $1,700,000 against net income.

Change in Reporting Entity

In those rare cases where there has been a change in reporting entity, disclose the nature of and reason for
the change. In addition, report the effect of the change on income, net income, other comprehensive income,
and any related per-share amounts for all periods presented. If there is not an immediate material effect, but
a material effect is expected in later periods, state the nature of and reason for the change in the period in
which the change occurred.

SAMPLE DISCLOSURE

In August 20X3, Coronary Associates resigned as the sole corporate member of the Ekaterina-Klingman General
Hospital (EKG), and no longer controls the activities and affairs of EKG. The replacement of EKG has been accounted
for as a change in reporting entity; therefore, the 20X1 and 20X2 combined financial statements have been adjusted
to exclude the financial position and activities of EKG.

Error Corrections
When the financial statements are restated to correct an error, disclose the following information:

e A statement that the previously issued financial statements have been restated, and describe the
error

e The effect of the error correction on financial statement line items and per-share amounts for each
period presented

e The cumulative effect of the error correction on retained earnings as of the beginning of the earliest
period presented

o The before-tax and after-tax effect on net income for each prior period reported. If the results of
only one period are reported, indicate the effect on net income for the immediately preceding period

If there is an error correction related to prior interim periods of the current fiscal year, disclose the effect

on income from continuing operations, net income, and related per-share amounts for all of the prior interim
periods of the current fiscal year, as well as the restated results for these line items.
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Accounting Changes and Error Corrections

SAMPLE DISCLOSURE

Subsequent to the original issuance of the Company’s annual consolidated financial statements, the Company deter-
mined that certain revenue transactions were previously recognized in the Company's consolidated financial state-
ments prior to meeting relevant revenue recognition criteria. These transactions relate to bill and hold transactions for
which there was not sufficient supporting documentation to establish that revenue had been earned. The restatement
of the Company’s consolidated financial statements reflects a correction of revenue to include only those bill and hold
transactions with complete supporting documentation.

SAMPLE DISCLOSURE

During the fiscal year ended December 31, 20X3, the Company discovered that it had improperly recognized fixed
assets during the fiscal year ended December 31, 20X1. The correction of this error reduced beginning net assets by
$247,000 and required a restatement of fiscal year 20X2 financial statements as reflected in the income statement,
balance sheet, and statement of cash flows.

Prior Period Adjustments

If there is a material retroactive prior period adjustment made during any interim period, disclosure must
be made of the effect on net income and earnings per share of any prior period included in the report, as
well as on retained earnings.

Historical Summaries

If a business issues historical summaries of its results for a number of prior years, be sure to adjust these
summaries for any errors found in the affected years, and disclose the changes alongside the summaries.

EXAMPLE

Armadillo Industries provides the following disclosure regarding a change in its method of accounting for the valua-
tion of its inventory:

On January 1, 20X1, Armadillo changed its method for valuing inventory to the weighted-average method.
The company had previously used the LIFO method to value its inventory. The new method was adopted
because management felt that having very old inventory layers misrepresented the value of the company’s
reported inventory. The company’s comparative financial statements for previous years have been adjusted
to apply the new method retrospectively.

The following financial statement line items for fiscal years 20X1 and 20X0 were affected by this change in
accounting principle:

20X1 Income Statement

As Computed  As Reported under Effect of

under LIFO Weighted Average Change
Sales $1,000,000 $1,000,000 $0
Cost of goods sold 600,000 580,000 20,000
Selling, general and administrative expenses 375,000 375,000 0
Income before taxes 25,000 45,000 20,000
Income taxes 9,000 16,000 -7,000
Net income $16,000 $29,000 $13,000
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Accounting Changes and Error Corrections

20X0 Income Statement

As Originally Effect of

Reported As Adjusted Change
Sales $900,000 $900,000 $0
Cost of goods sold 540,000 525,000 15,000
Selling, general and administrative expenses 350,000 350,000 0
Income before taxes 10,000 25,000 15,000
Income taxes 3,000 9,000 -6,000
Net income $7,000 $16,000 $9,000

20X1 Balance Sheet

As Computed As Reported under Effect of

under LIFO Weighted Average Change
Cash $100,000 $100,000 $0
Accounts receivable 350,000 350,000 0
Inventory 400,000 420,000 20,000
Total assets $850,000 $870,000 20,000
Accounts payable $125,000 $125,000 $0
Income tax liability 9,000 16,000 7,000
Paid-in capital 500,000 500,000 0
Retained earnings 216,000 229,000 13,000
Total liabilities and stockholders’ equity $850,000 $870,000 20,000

20X0 Balance Sheet

As Originally Effect of

Reported As Adjusted Change
Cash $80,000 $80,000 $0
Accounts receivable 320,000 320,000 0
Inventory 360,000 375,000 15,000
Total assets $760,000 $775,000 15,000
Accounts payable $100,000 $100,000 $0
Income tax liability 3,000 9,000 6,000
Paid-in capital 500,000 500,000 0
Retained earnings 157,000 166,000 9,000
Total liabilities and stockholders’ equity $760,000 $775,000 15,000
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Accounting Changes and Error Corrections

Summary

Retrospective changes can require detailed detective work, judgment, and thorough documentation of the
changes made. Given the amount of labor involved, it is cost-effective to find justifiable reasons for not
making retrospective changes. Two valid methods for doing so are to question the materiality of the neces-
sary changes, or to find reasons to instead treat issues as changes in accounting estimate.

If retrospective application is completely unavoidable, it may make sense to have the company’s audi-
tors review proposed retrospective changes in advance. Doing so minimizes the risk that an issue will be
discovered by the auditors during the annual audit, which will require additional retrospective changes.
When working with the auditors in advance in this manner, fully document the discussion; otherwise, either
or both parties may have forgotten essential elements of the retrospective application by the time the annual
audit occurs, which could be many months later.
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Accounting Changes and Error Corrections

Review Questions

1. Anexample of a change in accounting estimate is:
a. A change in the salvage value of a depreciable asset
b. A change in expense from period to period
C. The resetting of a product’s price
d. The revaluation of inventory using a different cost layering method

2. You should adjust the financial statements of prior interim periods of the current fiscal year when:
The adjustment is not related to the prior interim periods

The amount of the adjustment cannot be estimated

The effect of the change is material to income from continuing operations

The effect of the change is immaterial to income from continuing operations

oo oe

3. The following are all disadvantages of retrospective application, except for:
a. The application of the change
b. The comparability of financial statements
c. The effect on loan covenants
d. The presence of multiple versions of the financial statements
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Answers to Course Questions

1. Anexample of a change in accounting estimate is:

a.

b.
C.
d

oo

A change in the salvage value of a depreciable asset

A change in expense from period to period

The resetting of a product’s price

The revaluation of inventory using a different cost layering method

Correct. A change in salvage value is considered a change in accounting estimate.
Incorrect. A change in expense from period to period is a normal outcome of business opera-
tions.

Incorrect. Resetting a product’s price is an example of a normal operating business decision.
Incorrect. The use of a different cost layering method is considered a change in accounting
principle.

2. You should adjust the financial statements of prior interim periods of the current fiscal year when:

oo oTe

The adjustment is not related to the prior interim periods

The amount of the adjustment cannot be estimated

The effect of the change is material to income from continuing operations
The effect of the change is immaterial to income from continuing operations

Incorrect. Adjustment is only warranted when the adjustment is related to the prior interim
periods.

Incorrect. The adjustment can only be made if the amount of the adjustment can be estimated.
Correct. Prior interim periods should be adjusted when the effect of an accounting change
is material to the reported amount of income from continuing operations.

Incorrect. Adjustment is only warranted when the effect of the change is material to income
from continuing operations.

3. The following are all disadvantages of retrospective application, except for:

a.

b.
C.
d

The application of the change

The comparability of financial statements

The effect on loan covenants

The presence of multiple versions of the financial statements

Incorrect. It can be difficult to reopen prior periods and make changes that reflect a retrospec-
tive application.

Correct. With retrospective application, a change is incorporated into all presented fi-
nancial statements, so that they should be very comparable.

Incorrect. A retrospective application might result in a business finding that it failed its loan
covenant requirements in a prior period.

Incorrect. Recipients of prior period financial statements will already have an earlier version
of these statements, which could be confused with the replacement version.
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Glossary

A
Accounting change. A change in accounting principle, estimate, or reporting entity.

Accounting principles. The rules and guidelines that an entity must follow when reporting financial infor-
mation.

C

Change in accounting estimate. An alteration that adjusts or will adjust the carrying amount of assets or
liabilities. It is derived from new information.

Change in accounting principle. A switch from the use of one generally accepted accounting principle to
another, when there is a choice of principle.

F

Fiscal year. The 12-month period over which an entity reports on the activities that appear in its annual
financial statements.

I
Interim period. A financial reporting period that is shorter than a full fiscal year.
P

Prospective application. When a change is applied on a go-forward basis. No adjustments are made to prior
periods.

R
Restatement. The revision of previous financial statements when they are found to contain a material error.

Retrospective application. When a principle must be used as the basis for creating financial statements as
though the principle had always been used for all periods presented.
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Final Examination

The final examination for this course is provided below. Feel free to circle your choice for the best answer
to each question. To enter your answers online and receive an immediate grade and completion certificate,
follow these steps:

1. Go to www.accountingtools.com/cpe

2. Click on the “Access the Training Module | Complete a Test” button near the top of the page.

3. Login with your user name and password.

4. Select the Take a Test option and then select the Programs option. Click on the program that you
want to take.

5. Take the test. You can stop and restart the test at any time.

1. Only change an accounting principle when:
a. Doing so will impair the comparability of presented reporting periods
b. The result will yield a larger profit
c. The change is required by an update to GAAP
d. The use of an alternative principle is not preferable

2. Retrospective application to prior accounting periods is required:
a. Forachange in accounting procedure
b. For a change in accounting practice
c. Forachange in accounting principle
d. Inno situations

3. Retrospective application is not considered possible when:
a. Estimates are required, which are impossible to provide
b. The company has not made every reasonable effort to make the change
c. Assumptions about what management intended can be substantiated
d. There is a change in accounting principle

4. The following are examples of accounting errors, except for:
a. A mathematical miscalculation
b. The misuse of facts existing when financial statements were prepared
c. A mistake in the application of GAAP
d. Changing from an unacceptable principle to GAAP

5. A disadvantage of only applying a change in estimate on a prospective basis is that:
a. These changes tend to be material

b. There is a lack of comparability with prior financial statements

c. There can be a noticeable impact on prior contractual agreements

d. The auditors will have to revise their work papers
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