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Fmancial

Report on the AICPA SEC and
PCAOB Conference

The 2006 annual AICPA National Conference on cur-
rent SEC and PCAOB Developments was held in Wash-
mgton, D.C. on December 11-13. At the conference, the
SEC staff shared its views on various complex account-
ing and reporting matters that it believes registrants and
auditors should focus on this reporting season. The
remarks made by the Chief Accountant, Conrad Hewitt,
the Deputy Chief Accountants — Julie Erhardt, Zoe-
Vonna Palmrose, and Scott Taub, members of the staff
of the Office of the Chief Accountant, and certain mem-
bers of the staff of the Division of Corporation Finance
may be accessed at the SEC’s web site: http://www.

sec.gov/news/speech/speecharchive /2006speech.shtml
H2fourthq.

Conference Themes

At this year’s conference, the speakers continued to focus on the complexity
of financial reporting and the need for disclosure that communicates infor-
mation to users in a clear and transparent manner. However, one of the SEC
staff's key messages was that despite the volume and complexity of the
accounting rules, appropriate professional judgment is an important part of
“preparing, auditing, and understanding high quality financial statements.”
Scott Taub, the Deputy Chief Accountant, noted that following the rules that
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do exist is not inconsistent with
applying professional judgment. In
applying rules-based standards,
professional judgment is needed to
determine where within the scope
exceptions and guidance the com-
pany’s transaction falls. He further
noted that accountants apply pro-
fessional judgment, just a different
type, when the standards rely more
on principles and subjective
analyses.

Mr. Taub noted that the staff
believes that the bright-lines that
do exist in the standards must be
respected. This means that the staff:
e Will ask registrants to capitalize a

lease even if it just barely exceeds

the 90% threshold, but won't ask

a company to capitalize a lease

that has minimum lease pay-

ments equal to 89% of the fair
value of the leased asset.

e Will accept the shortcut method
for testing the effectiveness of a
hedge when a company has met
all of the criteria, but won't accept
application of the shortcut
method when a company has met
all but one of the necessary
criteria.

Mr. Taub further observed that
when the literature says to use a
best estimate, to consider available
information, or to assess the likeli-
hood of something occurring, then
judgment must be used. Also, when
the literature is unclear, it is neces-
sary to apply professional judgment
to determine the appropriate
accounting model. He revisited a
theme from last year and stressed
that this does not mean structur-
ing a transaction around the litera-
ture to achieve the desired account-
ing.

The staff commented that pre-
parers can avoid second guessing
by considering, assessing, and doc-
umenting all of the relevant facts
and conclusions and disclosing that
conclusion. Mr. Taub noted that,
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“We wind up agreeing with a regis-
trant's accounting a much higher
percentage of the time when it turns
out the registrant identified the
issue, thought about the account-
ing, and documented its consider-
ations at the time the transaction
occurred.”

Uncertain Tax Positions

FASB Interpretation (FIN) No. 48,
Accounting for Uncertainty in Income
Taxes, becomes effective at the
beginning of fiscal years beginning
after December 15, 2006. The Inter-
pretation allows companies to rec-
ognize the benefit of uncertain tax
positions in their financial state-
ments only if those positions are
more likely than not to be ultimately
sustained based on technical mer-
its and ignoring the probability of
the position being reviewed by a
taxing authority.

The SEC staff discussed the
application of its interim reporting
rules, Rule 10-01(a)(5) of Regula-
tion S-X, to FIN 48. If a new account-
ing pronouncement is adopted dur-
ing an interim period, this rule
requires all of the disclosures
required by the pronouncement to
be provided in the financial state-
ments in the interim period of adop-
tion and in subsequent interim
periods until annual financial state-
ments are filed on Form 10-K. The
staff observed that it was not the
FASB's intent to require a roll for-
ward of the tabular reconciliation
of unrecognized tax benefits (FIN
48, paragraph 21a) in interim peri-
ods. The staff believes that that the
reconciliation need not be provided
in the interim period in which FIN
48 is adopted. However, companies
should disclose any material period-
to-period changes in unrecognized
tax benefits in the subsequent
interim period financial statements

before annual financial statements
are filed.

FIN 48 requires companies to
record interest and penalties on
unrecognized tax benefits. The staff
believes that if a company changes
its policy for the income statement
classification of interest and penal-
ties upon adoption of FIN 48, a
preferability letter (Regulation S-K,
[tem 601(b)(18)) is not required. The
staff also believes that companies
making such a change in classifica-
tion in the period of adoption are
not required to justify it under para-
graphs 13 and 14 of FASB Statement
No. 154, Accounting Changes and Error
Corrections.

The staff observed that FIN 48
does not provide prescriptive guid-
ance on the quantity or type of doc-
umentation required to comply with
FIN 48's recognition or measure-
ment provisions. FIN 48 does not
place any limits on the types of evi-
dence a company can look to in
making its recognition determina-
tions. A company should consider
among the sources of available evi-
dence both informal and formal
guidance from taxing authorities
and other sources, and then weigh
the items based on their persua-
siveness. The staff also commented
that a company should not lose
sight of common sense and rea-
sonable judgment in implementing
FIN 48. For example, detailed analy-
sis and documentation is not nec-
essary for a company to support
“obvious” tax positions.

The staff reminded registrants to
provide the disclosure required by
SAB 74 (Topic 11-M), Disclosure of the
Impact that Recently Issued Accounting
Standards Will Have on the Financial
Statements of the Registrant When
Adopted in a Future Period. As the effec-
tive date of FIN 48 approaches, the
staff commented that it expects
quantified company-specific dis-
closures, rather than general dis-



closure such as, “the company is
still evaluating the effect of FIN 48.”

Revenue Recognition

Revenue Recognition and
Transfers of Financial Assets

In order to recognize revenue on the
transfer of financial assets, the SEC
staff observed that registrants must
transfer accounts receivable. (See
FASB Statement No. 140, Account-
ing for Transfers and Servicing of Finan-
cial Assets and Extinguishments of
Liabilities.) If a registrant has rights to
future cash flows from a transaction
that has not met the criteria for rev-
enue recognition, then it would gen-
erally be inappropriate for the com-
pany to recognize revenue from the
sale of those future cash flows (even
if it makes the sale on a non-
recourse basis). For example, Com-
pany A has not recognized revenue
from the sale of its widgets because
its customer, No Credit Co., has a
low credit rating. Consequently,
Company A should not recognize
revenue from the sale of its receiv-
able from No Credit Co. to an out-
side party.

The staff believes that the sale of
financial assets that are not accounts
receivable is a financing transaction
that is like the sale of future revenues
pursuant to EITF Issue No. 88-18,
Sales of Future Revenues.

Revenue Recognition

Disclosures

A topic that frequently generates

SEC staff comments is revenue

recognition accounting policy dis-

closures. The staff commonly com-
ments on the following topics and
recommended that registrants:

e Revenue streams — Clearly iden-
tify each significant revenue
stream and the related revenue
recognition policy. Describe the
company'’s individual revenue

streams consistently in the finan-
cial statements, description of
business, and MD&A.

Multiple deliverables — Clearly
describe each deliverable in mul-
tiple element arrangements.

e Deferred revenue — Explain why
revenue is deferred and when the
company expects to recognize it.

e Rebates, returns and allowances
— Disclose how estimates of
rebates, returns and allowances
are made.

Multiple Element
Arrangements

The SEC staff discussed multiple

element arrangements such as:

e Contract termination agreements;

e Executory contracts, including
modifications to contracts that
include upfront payments; and

e Litigation settlements that
require future services or other
concessions.

Since they do not involve revenue
recognition, they are not subject to
EITF Issue No. 00-21, Revenue
Arrangements with Multiple Deliverables,
and are not covered by specific
authoritative literature.

The staff suggested the following
analytic framework for such arrange-
ments based on Issue 00-21
concepts:

e Consider whether the arrange-
ment should be separated into
two or more elements for account-
ing purposes — These arrange-
ments are usually complex, and
the accounting depends upon
specific facts and circumstances.
The staff believes that there is no
one determinative factor in ana-
lyzing the arrangements but
believes that registrants should
consider whether:

— The elements have independ-

ent economic value or sub-
stance;
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— Any of the elements separately
would meet the definition of
an asset or liability;

— There are instances where sim-
ilar elements would be pur-
chased or sold on an individ-
ual basis; and

— The company has a reasonable
basis to make an allocation
among the elements.

e Consider how each of the ele-
ments should be measured — The
SEC staff believes that fair value
is a more appropriate allocation
basis than the stated amounts in
the contract.

Share Based Payment

Options Backdating

Several members of the SEC staff

commented on stock based com-

pensation and backdating issues.

The comments with the broadest

application to issuers follow:

e Sound corporate governance poli-
cies for grants of stock-based
compensation, including proce-
dures to ensure compliance with
the law (e.g., Form 4 filing require-
ments), are important.

e Certain procedures that would
have met the grant date require-
ments of APB Opinion No. 25,
Accounting for Stock Issued to Employ-
ees, may not satisfy the more
detailed, comparable guidance in
FASB Statement No. 123 (Revised
2004), Share-Based Payment. All cor-
porate governance procedures
must be completed in order to
establish a grant date under cur-
rent GAAP. Therefore, any delays
that are encountered, either
administrative or board approval
when required, would delay the
measurement of compensation
cost.

e Backdated option exercise dates
and related tax effects are a risk
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in addition to backdated grant

dates.

e [ferrors resulting from backdated
stock options are quantitatively
immaterial, Staff Accounting Bul-
letin (SAB) No. 108, Considering the
Effects of Prior Year Misstatements when
Quantifying Misstatements in Current
Year Financial Statements, does not
provide a “free pass” to cure such
issues. Companies must also con-
sider the qualitative effects of
these errors in assessing materi-
ality under SAB No. 99, Materiality.

e [f the validity of a prior grant is in
question, the registrant can
account for the grant by relying
on the substantive understand-
ing between the company and its
employees that reflects the under-
lying economics of the grant. The
staff observed that this guidance
does not invalidate the role of
shareholder approval for certain
grants (see question 19 of FIN No.
44, Accounting for Certain Transactions
[nvolving Stock Compensation).

At the conference, the Chief
Accountant of the Division of Cor-
poration Finance (Corp Fin) indi-
cated that the staff is drafting guid-
ance for registrants that have
multiyear restatements as a result
of backdated stock options. The staff
issued the letter on January 17, 2007
(http://www.sec.gov/divisions/corpfi
n/guidance/oilgasltr012007.htm). In
the letter, the staff observes that if
a registrant is filing its current year
Form 10-K within two weeks of an
amended Form 10-K that would oth-
erwise be required, then the com-
pany can include the information
required in its current year Form 10-
K. If this does not fit the registrant’s
timing, then the company should
file the required information in an
amended Form 10-K. This informa-
tion includes:

e An explanatory note at the begin-
ning of the amended Form 10-K
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that explains the reason for the
amendment.

e Selected Financial Data (Regula-
tion S-K, Item 301) for the most
recent five years, restated as nec-
essary, with the columns labeled
“restated;”

e MDE&A (Regulation S-K, Item 303)
based on the restated annual and
quarterly financial information.
Discussions that relate to interim
periods can be incorporated into
the annual-period discussion or
presented separately;

e Audited financial statements for
the most recent three years,
restated as necessary, and with
columns labeled “restated;”

e Interim period information for the
most recent two fiscal years (Reg-
ulation S-K, Item 302), restated
as necessary. Cash flow informa-
tion is not required;

e Footnote disclosure reconciling
previously filed quarterly and
annual financial information to
the restated financial informa-
tion, on a line-by-line basis and
for each material type of error
separately, within and for the peri-
ods presented in the audited
financial statements, the selected
financial data, and the interim
period information (Statement
154, paragraph 26);

e The disclosure required by the
SEC Chief Accountant’s Septem-
ber 19, 2006 letter that applies to
the restatement (http:.//www.sec.
gov/info/accountants/stafflet-
ters/fei_aicpa091906.htm);

¢ Audited financial statement foot-
note disclosure of the nature and
amount of each material type of
error separately that is included
in the cumulative adjustment to
opening retained earnings;

¢ Audited financial statement foot-
note disclosure of the restated
stock compensation cost as follows:
1. Restated net income and com-

pensation cost and pro forma

disclosures for each annual
period required by FASB State-
ment No. 123, Accounting for
Stock-Based Compensation. Label
the columns “restated,” as
appropriate;

2. For each annual period pre-
ceding the most recent three
years — The restated stock com-
pensation cost that should
have been reported for each
fiscal year (see Statement 123,
paragraph 45c2); the total of
the restated stock-based com-
pensation cost reconciled to
the disclosure of the cumula-
tive adjustment to opening
retained earnings, including
material tax adjustments
related to the accounting for
stock-based compensation by
year; and, if the registrant
chooses, the full restated infor-
mation previously disclosed
under Statement 123, para-
graph 45c for each period prior
to the most recent three years,
either in the financial state-
ment footnotes or elsewhere
in the filing; and

e Appropriate revisions to disclo-
sures regarding disclosure con-
trols and internal control over
financial reporting.

In the letter, the staff observes
that the outlined guidance does not
preclude further action or comment
from Corp Fin or the Division of
Enforcement.

Special Classes of Stock

Granted to Employees

The SEC staff commented on “spe-

cial” types of stock based awards

that are granted to employees as
performance incentives. The staff
provided two examples:

e An instrument tailored to the
results of a particular operating
division within a public company
that the employee has responsi-
bility for managing (e.g., an instru-
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ment tailored to the results of a
group of restaurants that the
employee manages);

e Aninstrument linked to the appre-
ciation realized through a future
initial public offering or sale of
the company for a company that
is not yet public. These instru-
ments have no or limited value if
the IPO or sale does not occur.
The staff observed that the

accounting issue is whether the
awards are substantive equity or a
performance/profit sharing arrange-
ment. The attributes associated with
each instrument are listed in the
table below. (The staff discussed
the above examples, but did not
apply the model below to the two
instruments.)

Awards that are determined to
be equity should be accounted for
under Statement 123(R) and meas-
ured and recognized at fair value.
With respect to valuation, the staff
believes an approach based on a
current liquidation scenario would be
inappropriate for a special class of
stock whose value is driven prima-
rily by future share price apprecia-
tion or profits. The staff also com-
mented that the terms of these
instruments often result in a
requirement to classify the instru-
ments outside of permanent equity
(see EITF Topic D-98, Classification
and Measurement of Redeemable Securi-
ties) and to present earnings per
share using the two-class method
(see EITF Issue No. 03-6, Participat-
ing Securities and the Two-Class Method
under FASB Statement No. 128).

Equity Instrument

e Substantive voting rights

e Pari passu dividend rights

e Claims on the company’s assets
in liquidation

Awards that are determined to
be performance bonus or profit
sharing arrangements should be
accounted for as liabilities and com-
pensation expense, not as a return
of capital or minority interest
expense. If the employee made a
payment for the arrangement at its
outset, the payment should be
reported as a deposit liability.

Business Combinations

Unfavorable Contracts for Sales
of Products or Services
The SEC staff discussed contracts
for sales of products or services that
are acquired in a business combi-
nation transaction and how to
assess and account for unfavorable
contracts. If a contract reflects a
lower price than what could be
negotiated in a current market
transaction, then the staff advised
registrants to assess what events
and circumstances had changed
since contract inception to support
a conclusion that the contract had
become unfavorable. The staff
believes that contract terms origi-
nally negotiated between the
acquired entity and its customer
represented a market rate of return
at the date the contract was entered
into. If circumstances have not
changed, registrants should expect
the staff to raise concerns about an
assertion that an acquired contract
was in an unfavorable position.

If the registrant can support that
a contract is unfavorable, then it

Performance Bonus or Profit
Sharing Arrangement

Few if any assets underlie the
special class

The holder's claim to those
assets is heavily subordinated

Put or call rights that limit the
employee’s downside risk or
provide for cash settlement
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should record a liability upon acqui-
sition that allows the company to
reflect a market rate of return for
the acquired contract. The staff
advised that the assumptions used
to determine the current market rate
of return for the contract should
reflect those of an actual transac-
tion in a competitive bidding envi-
ronment, not those used as a start-
ing point in contract negotiations
such as list price. The staff bases
this view on paragraph 37c of FASB
Statement No. 141, Business Combi-
nations, which provides guidance on
assigning amounts to inventory
acquired in a business combination.

Customer Relationship
Intangible Assets

The SEC staff continued last year's
discussion of how to estimate the
fair value of customer-related intan-
gible assets in a business combi-
nation. Last year the staff expressed
the view that the income approach
is generally more appropriate than
the cost method for valuing cus-
tomer-related intangible assets. This
year the staff clarified that it does
not require the income approach,
and that use of the income
approach does not mean automatic
staff acceptance of assumptions
used in the valuation. The staff
encouraged registrants to carefully
assess the appropriate valuation
method and to select the method
that provides the best estimate of
fair value.

The staff stressed that registrants
should carefully assess the method
for valuing customer relationship
intangibles, and also should con-
sider the factors that cause the
acquired entity’s customers to con-
tinue buying products or services.
For products for which there are
many market choices, this assess-
ment may result in the identifica-
tion and valuation of other intan-
gibles such as brand names and
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intellectual property. For example,
customers may continue to buy the
acquired product or service because
of the brand name and technolog-
ical superiority of the product in
addition to the customer relation-
ship. The company should consider
and value all these identified intan-
gibles, not just customer relation-
ships, and the relative importance
of these factors should be reflected
in the valuation.

Consolidation of Variable

Interest Entities

Continuing to build on the 2005 and

2004 conference discussions of the

identification of a variable interest

entity (VIE), the SEC staff this year
discussed the accounting by a reg-
istrant who is the general partner
in a limited partnership that a reg-

istrant had initially identified as a

VIE. The staff discussed this part-

nership structure as having the fol-

lowing attributes:

e The registrant general partner or
GP makes no or only a non-sub-
stantive investment in the lim-
ited partnership or limited liabil-
ity entity;

e The limited partners (LPs) have
no kick-out rights (these are rights
that support the LP's ability to dis-
solve the limited partnership or
remove the GP without cause);
and

e The registrant (GP) and at least
one of the LPs are related parties
as defined in paragraph 16 of
FASB Interpretation (FIN) No. 46R,
(December 2004) Consolidation of
Variable Interest Entities, and para-
graph 24 of FASB Statement No.
57, Related Party Disclosures.

The registrant considered the GP
relationship with the partnership in
isolation and concluded that:

e The partnership is a VIE because
the holders of the equity invest-
ment at risk as a group do not
have the ability to make decisions
about the entity’s activities that
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have a significant effect on its suc-

cess; and
e Since the GP does not absorb

greater than 50% of the expected

gains and losses, the GP is not a

primary beneficiary and should

not consolidate the VIE.

The staff suggested that the
above analysis is incomplete
because it does not consider the
GP’s relationship with the LP
investors. If the relationship
between the GP and one or more
LPs is significant (based on facts
and circumstances), the staff com-
mented that the GP and related
party LP interests should be con-
sidered in the aggregate. If the inter-
ests are considered together, the
partnership passes the FIN 46R
paragraph 5b(1) test that the GP and
related party LP holders as a group
have the ability to make decisions
that affect the success of the entity.
As a result, the entity would not be
a VIE, and the accounting should
be evaluated under the voting inter-
est model.

The staff observed that the GP
would be required to consolidate
the limited partnership under the
voting interest model of EITF Issue
No. 04-5, Determining Whether a General
Partner, or the General Partners as a
Group, Controls a Limited Partnership or
Similar Entity When the Limited Partners
Have Certain Rights. Issue 04-5
addresses the accounting treatment
for investments by a GP in a limited
partnership and establishes a frame-
work to determine if the GP should
consolidate a limited partnership
that is not a VIE. The staff criticized
partnership structures that were
designed to circumvent the consol-
idation requirements of this issue.

Fair Value Accounting

Inception Gains
Last year, the SEC staff discussed
the general challenges and benefits

presented by fair value accounting.

This year the staff focused on a spe-

cific challenge, namely the imple-

mentation of FASB Statement No.

157, Fair Value Measurements. State-

ment 157 defines fair value as the

exit price — the price an entity would
receive in a sale of an asset or pay to
transfer a liability. The Statement

157 definition of fair value:

e Eliminates the presumption in
GAAP that the transaction price
represents fair value; and

¢ Nullifies footnote 3 of EITF Issue
No. 02-3, Issues Involved in Account-
ing for Derivative Contracts Held for
Trading Purposes and Contracts Involved
in Energy Trading and Risk Manage-
ment Activities, which generally did
not permit inception gains.

The staff observed that inception
gains are not always appropriate
despite the fact that the fair value at
initial recognition is not limited to
the transaction price. Under State-
ment 157, companies can record a
day one gain for the difference
between transaction price and model
price, but this difference should be
zero if the transaction occurred in
the company’s principal market. That
is, the staff advised companies to
calibrate valuation models for instru-
ments traded in a company’s princi-
pal market to match transaction
price at inception.

The staff further observed that
companies should use calibrated
valuation models for subsequent
valuations (also called day two val-
uations) based on Statement 157,
footnote 18. This means that com-
panies would only be able to record
gains or losses based on actual
changes in market conditions.

Fair Value and Existing
Guidance

Given the increasing use of fair
value in financial reporting, the staff
discussed management’s responsi-
bility for valuations. While man-
agement is not expected to be



expert in performing valuations and
may hire a valuation specialist,
management is still responsible for
determining the approach and
assumptions used by the special-
ist, and for ensuring that the
approaches and assumptions are in
accordance with GAAP.

The staff also addressed certain
fair value accounting issues that
exist in the “darker corners” of the
current accounting literature. The
staff cautioned that all applicable
guidance must be considered in fair
value accounting and provided sev-
eral examples including the follow-
ing example with multiple embed-
ded derivatives related to a complex
derivative instrument.

DIG Issue BI15 requires that all
the embedded features requiring
separate accounting under FASB
Statement No. 133, Accounting for
Derivative Instruments and Hedging Activ-
ities, must be bundled together and
valued as a single compound deriv-
ative instrument. The staff observed
that it has seen a number of
instances in which companies inap-
propriately valued the instrument
by simply adding the value of each
of the embedded features together.
The features of one embedded item
can affect the valuation of other
items, and consequently the inter-
action of the embedded features
should be considered in reaching a
value for the instrument as a whole.

Accounting for Inventory at

Fair Value

The SEC staff discussed the propri-
ety of reporting inventory at fair
value. The staff cited Chapter 4
(inventory pricing) of ARB 43,
Restatement and Revision of Accounting
Research Bulletins, as the relevant
accounting literature for determin-
ing the measurement of inventory,
and noted that only in exceptional
cases should inventory be recorded
at an amount in excess of its origi-
nal cost. The staff observed that pre-

cious metals such as gold and silver

qualify as exceptions and can be

carried at monetary value because

they:

e Are sold in an effective govern-
ment-controlled market; and

e Have fixed monetary value with
no substantial cost of marketing.
The staff noted that, excluding

precious metals as discussed above,

registrants must meet all of the fol-

lowing ARB 43 criteria to carry

inventory over cost:

¢ An inability to determine approx-
imate costs;

¢ Immediate marketability at quoted
market prices; and

e The characteristic of unit inter-
changeability.

The staff believes that registrants
can determine approximate inven-
tory cost in most situations, includ-
ing those involving commodity
inventories, and consequently they
do not meet the criteria in ARB 43
to carry inventory above cost. The
staff observed that in today’s infor-
mation-saturated environment, it
would be rare that a registrant could
support its inability to determine
inventory cost.

Further, the staff noted that ARB
43 takes precedence over industry
practices that permit measuring
inventory at fair value. The EITF is
currently considering whether enti-
ties within the scope of the AICPA
Audit and Accounting Guide, Bro-
kers and Dealers in Securities, should
account for physical commodity
inventories at fair value. The staff
noted that the FASB would be
required to amend ARB 43 before
this position could become final.

Financial Instruments —
Derivatives

Hedge Documentation

The SEC staff discussed the docu-
mentation required for hedge
accounting. In order to qualify for

Financial Reporting

hedge accounting the documenta-

tion must include:

e Adescription of the hedged item
and of the hedging instrument;

e A statement designating which
type of hedge accounting is being
followed (e.g., fair value, cash flow,
or net investment in foreign oper-
ations);

e A statement of the intended
hedge objective, including a dis-
cussion of the nature of the risk
being hedged and any related
hedge strategy or methodology;

e A discussion explaining how the
hedging instrument’s effective-
ness in offsetting the change in
fair value or cash flows associated
with the hedged risk will be
assessed, both prospectively and
retrospectively; and

e A discussion of the method that
will be used to measure hedge
ineffectiveness.

The staff observed that it has
accepted a variety of approaches to
hedge documentation as long as
registrants have all the elements
noted above. However, if the docu-
mentation is missing elements,
hedge accounting may be inappro-
priate. The staff stressed that there
are no bright lines for sufficient doc-
umentation. Consequently, regis-
trants and their auditors must apply
judgment to determine if the hedge
documentation is appropriate.

Statement 133 allows a company
to designate a group of individual
transactions as the hedged item if
those individual transactions share
the same risk exposure. When the
transactions share the same fun-
damental attributes, the shared risk
exposure might be obvious. How-
ever, when transactions have dif-
fering characteristics (such as indi-
vidual commodity sales with
different delivery points), the com-
pany must document that the indi-
vidual transactions have a suffi-
ciently homogenous risk exposure
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to be included in a single hedging
relationship. The staff further
advised that the company may be
required to periodically update its
analysis throughout the life of the
hedge if there are changes in the
composition of the group of trans-
actions.

Shortcut Method

This year the SEC staff continued
its 2005 discussion of the limited
applicability of the “shortcut”
method of assessing hedge effec-
tiveness. The staff reiterated that
this method is only available to
hedges involving certain “straight-
forward” interest rate swaps and rec-
ognized interest-bearing assets and
liabilities. Under the shortcut
method, companies are permitted
to assume no ineffectiveness in a
hedging relationship, and do not
have to perform on-going prospec-
tive and retrospective assessments
of the effectiveness of the hedge.
The shortcut method is only avail-
able to companies that meet all the
general hedge requirements (e.g.,
contemporaneous formal docu-
mentation) of Statement 133 as well
as all the criteria specific to short-
cut method hedge accounting.

At the 2005 conference, the staff
stressed that all the criteria in State-
ment 133 must be met to qualify for
the shortcut method. The staff
remarked that there is no “spirit” or
“principle” to the shortcut method
that can be met without satisfying
all the criteria. This year the staff
discussed two situations that did
not meet the requirements for the
shortcut method.

Trust preferred securities are debt
instruments with features that typ-
ically allow the issuer to defer inter-
est payments. Often, companies
enter into interest rate swaps to
hedge the exposure to changes in
the future cash flows due to interest
rate fluctuations, and these com-
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panies sometimes elect to apply
hedge accounting. The staff objects
to the shortcut method when the
debt contains interest deferral fea-
tures, whether or not the interest
rate swap contains a mirror image
deferral option. The staff believes
that the shortcut method can only
be applied to “straightforward”
instruments, and that debt with
deferrable interest payments is not
a “straightforward” instrument.

Many variable-rate debt instru-
ments allow the borrower to prepay
the debt at par on an interest rate
reset date. Statement 133 generally
precludes application of the short-
cut method when the interest-bear-
ing asset or liability is prepayable
at other than fair value. Some com-
panies have applied the shortcut
method for such instruments, argu-
ing that par value on an interest rate
reset date is equal to fair value. The
staff observed that par value is not
equal to fair value if the interest rate
is not adjusted for changes in the
borrower’s creditworthiness or
credit sector spreads. Consequently,
the staff believes the shortcut
method is not appropriate.

The staff emphasized that while
application of the shortcut method
is not appropriate in the above sit-
uations, hedge accounting might
have been acceptable if justified by
a full effectiveness assessment.

Critical Terms Match Method
Companies that do not qualify for
the shortcut method may be able
to meet the requirements to use the
critical terms match method which
also assumes no ineffectiveness in
a hedge relationship. The critical
terms match method from para-
graph 65 of Statement 133 is a long-
haul, not a shortcut method, and
registrants must perform and doc-
ument periodic evaluations of the
hedge relationship.

A company using the critical
terms match method must period-
ically assess whether:

e The critical terms of the hedged
item and the hedging derivative
still match; and

e There has been a decline in the
creditworthiness of one of the
counterparties.

The SEC staff provided two exam-
ples of hedging relationships where
the critical terms of the derivative
instrument and the hedged item do
not match, resulting in the need to
measure and recognize hedge inef-
fectiveness:

e The two counterparties in a fair
value hedge of an interest rate
exposure using an interest rate
swap differ in their creditworthi-
ness; and

¢ The settlement dates of the fore-
casted transaction and the hedg-
ing derivative differed. Even a dif-
ference of just a few days is a
difference in critical terms.

The staff reiterated that a com-
pany could still apply hedge
accounting in these situations if a
full assessment of hedge effective-
ness supported such treatment. In
fact, the staff noted that when a
company had performed and doc-
umented an analysis demonstrat-
ing that the amounts of potential
ineffectiveness would be insignifi-
cant, it had accepted the company
not recording known amounts of
ineffectiveness.

Quantification of Errors

The SEC staff has frequently been
asked how to quantify the effect
when a company has inappropri-
ately applied the shortcut method
or assumed there is no ineffective-
ness in a hedge relationship. Some
registrants have argued that the
error equals the amount of ineffec-
tiveness that would have been rec-
ognized under the long-haul
method. The staff does not agree



with this unless the company met
the requirements for, and thus was
eligible to use, the long-haul
method (including periodic retro-
spective and prospective analysis
of effectiveness). Consequently, the
staff commented that if the com-
pany did not meet these require-
ments, the error should be quanti-
fied as the effect of applying hedge
accounting.

Classification of Warrants in a
Registered Offering
In contrast to last year, the SEC
staff's interpretive guidance of EITF
Issue No. 00-19, Accounting for Deriv-
ative Financial Instruments Indexed to,
and Potentially Settled in, a Company's
Own Stock, was relatively light. How-
ever, the staff did discuss one nar-
row issue on the appropriate clas-
sification of a warrant in a registered
unit offering based on its interpre-
tation of U.S. securities law.

To illustrate, assume a company
issues a unit in a registered trans-
action that consists of a share of
stock and a warrant to purchase an
additional share of stock at a fixed
price in the future. The warrant
expires in three years. The staff
believes securities law requires the
warrant to be settled in registered
shares since it was registered at
inception. This is true even if:

e The warrant agreement states that
exercise of the instrument can
only occur if there is an effective
registration statement at the time
of exercise; or

e The registration statement or war-
rant agreement indicates that the
warrant’s value would be signifi-
cantly affected by the investor's
inability to exercise, perhaps
resulting in a complete loss of
value.

The staff believes that the con-
tractual limitation on exercise when
the company is unable to deliver
registered shares merely replicates

legal requirements. Further, the lim-
itation is intended to prevent the
issuer from being contractually
compelled to violate the securities
law by issuing unregistered shares,
and does not represent a viable
alternative to settlement in regis-
tered shares. Consequently, if an
effective registration statement is
not in place when a holder exer-
cises, the staff believes that cash
settlement is assumed. To avoid lia-
bility classification for these instru-
ments, the staff advised that the
warrant agreement must explicitly
state that:

e Nonperformance is a specific set-

tlement alternative; and
¢ In no event will cash settlement
be required.

Further analysis would be nec-
essary under the remaining provi-
sions of Issue 00-19 to determine
whether the warrant otherwise qual-
ifies for equity classification.

Statements of Cash
Flows

At last year's conference, the SEC
staff observed that the statement
of cash flows has been receiving
increased focus by investors and
analysts. The staff began and con-
tinues to subject the statement to
greater scrutiny and to question
classification. Registrants should
make sure that cash flows are prop-
erly classified within the three major
categories required by FASB State-
ment No. 95, Statement of Cash Flows:
operating, investing and financing.
This year the staff again cautioned
registrants to exercise judgment
regarding classification and to look
to Statement 95 for guidance and
examples. When Statement 95 does
not offer specific guidance, regis-
trants should consider the nature
of the activity and the predominant
source of the cash flows.
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The staff discussed the classifi-
cation of restricted cash, which is
typically classified within investing
cash flows. The staff believes these
cash flows may be more appropri-
ately classified as operating cash
flows if the restricted cash clearly
relates to the operating activities of
the organization. For example, a
public school that receives govern-
ment grants that may be used only
to fund school operations should
classify the receipt and use of those
restricted funds within operating
cash flows.

The staff repeated its “assess,
document, disclose” advice as
applied to material cash flow clas-
sification judgments. When a reg-
istrant believes others might rea-
sonably classify similar cash flows
in a different manner, the staff
believes the registrant should pro-
vide disclosure that describes the
amounts involved, the classifica-
tion chosen, alternative classifica-
tions considered and rejected, and
the basis for selecting the classifi-
cation ultimately chosen.

Benefit Plans

Offsetting Benefit Plan Changes

The SEC staff has observed regis-
trants that have entered into inter-
related offsetting benefit plan trans-
actions, decreasing benefits under
certain arrangements such as
annual bonuses and increasing ben-
efits under pension and other
postemployment benefit plans. If
the fair value of both the increase
and the decrease were recognized
immediately in the income state-
ment, there would be no income
statement effect. However, if the
transactions are viewed independ-
ently, the deferred recognition pro-
visions of FASB Statements Nos. 87,
Employers’ Accounting for Pensions, and
106, Employers Accounting for Postre-
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tirement Benefits Other than Pensions,
result in the recognition of certain
plan changes over future periods
while the changes in annual bonus
plans are recognized immediately
in the income statement. Conse-
quently, the result of such offset-
ting benefit plan changes is reduced
expense and increased net income
in the period of the transactions.

For example, a company may
negotiate with its employees to
exchange an earned and presently
due bonus for an equal increase in
the benefits payable under its pen-
sion plan. If the two changes were
considered individually, the elimi-
nation of the bonus accrual would
be reflected as an immediate reduc-
tion in expense in the income state-
ment, while the benefit enhance-
ment in the pension plan would be
reflected as prior service cost and
recognized as expense over future
years. The SEC staff believes that
this accounting does not reflect
either GAAP or the underlying eco-
nomic substance of the offsetting
benefits transaction.

The staff believes that concur-
rently negotiated changes in vari-
ous benefits plans should be
accounted for together rather than
separately. The staff bases this
approach on the FASB Staff Imple-
mentation Guides to Statements
87, 88 and 106. This guidance directs
that in some circumstances, it may
be most appropriate to immediately
recognize in income part or all of
the change in the obligation under
a defined benefit plan rather than
reflecting such change as a plan
amendment that is amortized into
income over future periods. If the
reduction in expense for the
decrease in bonuses is recognized
at the same time as the increase in
the obligation in the current period,
the registrant would appropriately

recognize the two transactions as
one and report them in the current
period income statement. If the two
benefit changes are reported in this
manner, registrants would not report
increased net income as a result of
the offsetting transactions.

Defined Benefit Plan Changes

The SEC staff discussed registrants

that reduced or eliminated defined

benefit plans such as pension plans

in exchange for the creation of fixed

contribution plans. The staff noted

that Statements 87 and 106 are clear

that a plan is a defined contribu-

tion plan only if it:

e Provides benefits in return for
services rendered;

e Provides an individual account for
each participant; and

e Has terms that specify how con-
tributions to the accounts of indi-
viduals are to be determined
rather than the amount of bene-
fits to be received.

The staff observed that it has
seen plans that don’'t meet these
criteria and specifically discussed
plans that lacked individual
accounts for each participant. Even
if the employer is liable to the plan
for only the amount of the total
fixed contribution, these plans are
not defined contribution plans.
Consequently, the staff believes that
these plans should be accounted
for as defined benefit plans.

Executive
Compensation
Disclosure Rules

John White, the Director of Corp Fin,
and Carol Stacey, the Chief Accoun-
tant of Corp Fin, both discussed the
new executive compensation dis-
closure rules that became effective
for Forms 10-K and 10-KSB for fis-

cal years ending on or after Decem-
ber 15, 2006.' This means that cal-
endar year end filers are required
to make the new disclosure in their
annual reports for 2006. The pur-
pose of the new rules is not to reg-
ulate the type or level of compen-
sation, but to inform investors
about all components of executive
and director compensation.

Mr. White provided an overview
of the requirements of the new
rules, including:

e A Summary Compensation Table
(SCT) that includes a new total
compensation amount;

e The named executive officers
included in the table are defined
to include the Principal Executive
Officer, Principal Financial Officer,
and the three other most highly
paid executives;

e Compensation Discussion and
Analysis (CD&A), the MD&A-like
discussion of executive compen-
sation policy and decisions. The
CEO and CFO Section 302 Sar-
banes-Oxley certifications cover
this information;

e A compensation committee report
certifying that the compensation
committee has reviewed the
CD&A and approved that the
CD&A be included in the regis-
trant's annual report over the com-
mittee member names. This
report is furnished rather than
filed, resulting in a lower level of
legal liability;

e The Grants of Plan-Based Awards
Table, a table that supplements
the SCT and includes both cash
and equity awards. The rules
require that a narrative disclosure
accompany this table and the SCT
to provide context and explana-
tions for the information in the
tables;

e Tables for Outstanding Equity
Awards at Fiscal Year-End and for

'For further background regarding the new executive compensation disclosure rules, see our Financial Reporting letter, Executive and
Director Compensation Disclosure Rules, available at http:/www.bdo.com/about/publications/assurance/FRLExecComp-9-06-3.pdf.
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Vested during the fiscal year;

e Tables for Pension Benefits and
for Nonqualified Deferred Com-
pensation and narrative disclo-
sures for other postemployment
payments payable at termination
or change in control; and

e A Director Compensation Table.
Mr. White focused on the CD&A,

what he termed the “heart” of the
new disclosure rules. Mr. White said
that he wished he had enough inspi-
rational power as a speaker to
inspire his listeners to draft mean-
ingful CD&As. In the new CD&A, reg-
istrants are required to analyze and
discuss material factors underlying
compensation policies and deci-
sions. CD&A is a company report,
not a compensation committee
report. It must discuss compensa-
tion awarded to the executives in
plain English. It provides context
for the disclosure and the numbers
in the executive compensation
tables.

After the conference, on Decem-
ber 22, 2006, the SEC revised its
rules to require registrants to report
option and stock awards costs over
the requisite service period in the
SCT and Director Compensation
Table, similar to the manner in
which they are reported under
Statement 123(R). The previous
rules required the entire grant date
fair value of option and stock awards
to be reflected in the SCT and Direc-
tor Compensation Table in the year
of the grant, regardless of the extent
to which the award had vested. For
example, under the revised rules, if
a named executive officer receives
an option grant with a fair value of
$25 million with a 5-year cliff vest-
ing, the amount reported in the SCT
under option awards for each year
of the vesting period would be $5
million.

The revised rules still require dis-
closure of the entire grant date fair
value of an award, but in a different
location. The SEC amended the
Grants of Plan-Based Awards Table
to add a column showing the entire
grant date fair value of each equity
award (grant by grant) computed in
accordance with Statement 123(R).
In the above example, the amount
reported in the Grants of Plan-
Based Awards Table in the year of
the grant would be $25 million. For
directors, the complete grant date
fair value of each equity award
granted during the year is now
required to be reported in a foot-
note to the Director Compensation
Table.

Form 8-K and
Restatement Reporting

The SEC staff discussed financial
statement restatements and the
SEC requirement to file an Item 4.02
Form 8-K. The staff referred to the
General Accounting Office’s July 24,
2006 report on restatements
(http-/www.gao.gov/new.items/d066
78.pdf). This report observed that a
number of companies notified
investors of their restatements in
their Forms 10-Q or 10-K rather than
filing a report under Item 4.02 of
Form 8-K. The report recommended
that the SEC clarify its rules regard-
ing the requirement to file a Form 8-
K to notify investors about a finan-
cial statement restatement.

At the conference, the staff dis-
cussed the registrant’s process for
evaluating an error and possible
restatement. If the registrant deter-
mines that its previously issued
financial statements can no longer
be relied upon because of errors or
its auditor advises that the previ-
ously issued audit report or com-
pleted interim review should no
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longer be relied on, the company
must file a Form 8-K within four
business days. If the registrant
determines that an error and an
associated restatement are not
material (and that a Form 8-K filing
is therefore not necessary), the staff
advised that the company should
be prepared to support its conclu-
sion. Also, the staff may question
the timing of the Form 8-K if it is
filed shortly before an amended
Form 10-K or 10-Q filing. Given the
time it usually takes to prepare
restated financial statements, this
suggests that the Form 8-K may not
have been filed within four business
days of the date the registrant con-
cluded the financial statement
should not be relied upon.

The staff observed that regis-
trants are always required to file
[tem 4.02 Form 8-Ks when prior
financial statement should not be
relied upon. The staff quoted its Fre-
quently Asked Questions document
(http:.//www.sec.gov/divisions/corp
fin/form8kfag.htm). Question 1
states, “The registrant may disclose
triggering events, other than Items
4.01 and 4.02 events, on the peri-
odic report under revised Item 5 of
Part Il of Forms 10-Q and 10-QSB
and Item 9B of Form 10-K and Item
8B of Form 10-KSB, as applicable.
All Iltem 4.01 and Item 4.02 events
must be reported on Form 8-K.”

Management’s
Discussion and Analysis
of Financial Condition
and Results of
Operations (MD&A)
Since the Commission released
interpretive guidance on MD&A” in
December 2003, the SEC staff has

observed that it has seen improve-
ments in MD&A such as more use

’ Release 33-8350, Commission Guidance Regarding Management's Discussion and Analysis of Financial Condition and Results of Operations.
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of executive summaries and
increased presentation of tables,
charts and graphs to supplement
narrative disclosure. However, the
staff commented that it still sees
room for improvement, particularly
in analysis of results of operations,
critical accounting estimates, and
liquidity.

Analysis of results of operations — The
staff believes that MD&A often falls
short on disclosure that explains
the “why” behind the numbers.
MD&A should provide a context in
which an investor can understand
the company’s results. It should
bridge the gap between the financial
statements prepared in accordance
with GAAP and the economic real-
ities of a company’s operations. It
should clearly explain the substance
of transactions disclosed in the
footnotes. In addition, the analysis
should explicitly identify known
trends associated with important
events and whether or not man-
agement believes these trends will
continue.

Critical accounting estimates — The
staff believes that many issuers have
ignored the guidance regarding dis-
closure of critical accounting esti-
mates that was contained in
Release 33-8090, Disclosures in Man-
agement's Discussion and Analysis about
the Application of Critical Accounting Poli-
cies. These disclosures should com-
municate uncertainties and how
they might affect the financial state-
ments. The staff commented that
repeating disclosure from the
accounting policies footnote does
not satisfy the MD&A requirements
to disclose known uncertainties that
are reasonably likely to materially
affect future operating results.

Critical accounting estimates dis-
closure should focus on numbers
in the financial statements that are
sensitive to material change from
external factors. The disclosure
should provide insight into:
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e The assumptions used in deriv-
ing estimates, particularly those
that factor into fair value estima-
tions;

e How the estimate was arrived at,
including all assumptions that fac-
tored into the initial estimate, and
how susceptible the estimate is
to variability;

¢ [f any of the assumptions have
changed from the prior period, the
reason for the change and result-
ing impact on the estimate; and

e Factors that could cause the esti-
mate to change in the future and
the potential magnitude of future
changes.

The discussion should be limited
to those estimates that are most
critical. Examples of critical
accounting estimates that should
be discussed in MD&A include
material items recorded at fair
value, impairment of long-lived
assets and goodwill, pension and
other post-retirement benefit costs,
and loss contingencies.

Liquidity — The liquidity section of
MD&A should focus on known
trends and uncertainties that are
reasonably likely to materially affect
liquidity. Management should not
simply recite the cash flows state-
ment line by line, but should pro-
vide meaningful analysis of why lig-
uidity changed, not just how much
it changed. For example, if accounts
receivable have decreased from the
prior year, the liquidity discussion
should address:

e Was the decrease due to improved
collections or a decrease in rev-
enue?

e Was there a change in credit terms
that affected collections?

e Were receivables factored or secu-
ritized during the current or prior
year?

e What is the likelihood that the cir-
cumstances and events causing
the current year decrease in
receivables will continue in the
future?

Company borrowings and other
material obligations and access to
financing are a key component of
liquidity. With regard to material
obligations and new borrowings,
the discussion should answer ques-
tions such as the following:

e What are the payment due dates?

e How does the company intend to
satisfy its obligations (e.g., with
current cash on hand and oper-
ating cash flows or with new bor-
rowings)?

e Are new borrowings a key com-
ponent in satisfying current
demands?

¢ [f so, are there specific plans for
obtaining such borrowings?

e Does management foresee any
difficulties in accessing additional
financing?

Disclosure of off-balance sheet
arrangements is another key com-
ponent of liquidity. Management
should discuss the magnitude and
importance of off-balance arrange-
ments that are reasonably likely to
affect liquidity, including material
losses and obligations that could
result from such arrangements.

The table of contractual obliga-
tions supplements the discussion
of liquidity. The “Other Long-term
Liabilities” line of the table should
include all material long-term obli-
gations not reported on the first
three lines of the table, whether or
not disclosed elsewhere in the filing.
Examples of items to disclose on
this line include material pension
or other post-retirement benefit
funding obligations and income or
other material tax obligations. Man-
agement should use its judgment
in deciding how to present the tim-
ing of payments reported for these
items. The staff encourages the use
of footnotes to supplement the dis-
closures in the table.

Finally, the staff discussed MD&A
liquidity disclosures related to the
recently enacted Pension Protec-



tion Act of 2006, which strengthens
the funding requirements for cer-
tain types of pension benefit plans.
Registrants should provide trans-
parent disclosure of the Act’s antic-
ipated impact on the company’s lig-
uidity and capital resources.
Although in some circumstances it
will be difficult to forecast precise
funding requirements, the staff
believes it will often be possible to
provide disclosure of the magnitude
of future cash commitments assum-
ing present market conditions
remain constant.

Non-GAAP Financial
Measures

The SEC staff observed that it had
seen instances of full non-GAAP
income statements. These state-
ments are typically structured as
follows:

1. The first column reflects a GAAP
income statement;

2. The second column contains var-
ious adjustments; and

3. The third column combines the
first two columns to arrive at a
non-GAAP income statement.
The staff has objected to these

presentations, both in filings and
earnings releases, and required reg-
istrants to amend filings to remove
such presentations. The staff objects
because it believes:

e These presentations inappropri-
ately imply that they are on a com-
prehensive basis of accounting
(but they are not); and

¢ They rarely provide the disclosures
that explain the reasons why man-
agement believes that presenta-
tion of the multiple non-GAAP
financial measures reflected in
such statements provides useful
information to investors.
Consequently, the staff believes

such presentations do not comply

with the requirements of Regulation

G or Item 10(e) of Regulation S-K.

Pro Formas and
Forecasts

The SEC staff reminded registrants

that it is inappropriate to include

in pro forma information adjust-

ments that contain elements of a

forecast. The Regulation S-X, Article

11 rules restrict pro forma income

statement adjustments to entries

that are:

¢ Directly attributable to the trans-
action;

e Factually supportable; and

e Expected to have a continuing
impact.

The staff noted that pro forma
financial information should illus-
trate only the isolated and objec-
tively measurable effects of a par-
ticular transaction. Pro forma
financial information should
exclude effects that rely on judg-
mental estimates of how historical
management practices and operat-
ing decisions may or may not have
changed as a result of a business
purchase transaction.

The staff pointed out that infor-
mation about the possible or
expected impact of current actions
taken by management in response
to the transaction is considered a
projection. The staff noted that the
presentation of forward looking and
projected information should be
confined to supplemental informa-
tion separately identified as fore-
cast and not as Article 11 pro forma
information.

SAB 108

The SEC staff discussed SAB 108
and the approach it believes regis-
trants should use to quantify the
misstatement of current year finan-
cial statements that results from
misstatements of prior year finan-
cial statements. The SAB was issued
in September and requires issuers
to use both of the two approaches

Financial Reporting

(iron curtain and rollover) currently
used to assess the materiality of
errors. It requires issuers to adjust
their financial statements if the
either approach results in a con-
clusion that an error is material.

To evaluate whether financial
statements are materially mis-
stated, issuers and auditors typi-
cally follow a two-step process. They
(1) identify and quantify misstate-
ments that have not been corrected
and (2) evaluate whether the effects
of those misstatements are mate-
rial. SAB 99 (Topic 1M) provides
guidance for performing the second
step in the process. In assessing
materiality under SAB 99, regis-
trants must also consider the qual-
itative effects of these errors.

The staff discussed whether large
errors could be immaterial, and con-
cluded that it is only possible if the
registrant were able to support that
its financial statements were reli-
able notwithstanding the large error.
The staff observed that it could
hypothesize only two very limited
circumstances in which this might
occur — errors in break-even years
and in discontinued operations. The
staff cautioned that registrants
should consider all relevant factors
in reaching a judgment on materi-
ality and should have compelling
support for their conclusions.

The staff also discussed whether
an individual error could be imma-
terial simply because of the exis-
tence of an offsetting error of equal
magnitude. While the staff believes
that registrants must evaluate each
error individually, no matter what
its effect when combined with other
errors, practice is inconsistent.
Companies should assess all rele-
vant qualitative and quantitative
factors and consider errors on an
individual and aggregate basis.
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International Reporting
Issues

Julie Erhardt, Deputy Chief Accoun-
tant for international matters, dis-
cussed the SEC’s action plan for con-
vergence between International
Financial Reporting Standards (IFRS)
and U.S. accounting standards.
Based on the action plan for con-
vergence (also known as the
“roadmap”), IFRS could coexist with-
out reconciliation to U.S. GAAP in
the U.S. capital markets by 2009. Ms.
Erhardt noted that an early mile
marker in the roadmap has not been
reached. That marker is the antici-
pated shift in the number of regis-
trants filing “home country” finan-
cial statements prepared pursuant
to IFRS. The staff expected the num-
ber of IFRS filers to increase from 40
in 2004 to 300 in 2005. However, the
staff observed that the number of
IFRS filers stayed static at 40 in 2005.

The staff of Corp Fin noted that
its reviewers and the review process
for foreign private issuers are the
same as that used for domestic filers.
In accordance with Sarbanes-Oxley
Act, the staff reviews all registrants,
including foreign private issuers, at
least once every three years.

The staff discussed issues that it
identified in financial statements
prepared on the basis of IFRS or
jurisdictional adaptation of IFRS in
2005, the first year that many Euro-
pean companies were required to
implement IFRS in their primary
financial statements. The staff iden-
tified two big picture issues — pres-
entation and disclosure, and
observed that it is too early in the
reviews to identify issues regarding
the application of IFRS accounting.
¢ Presentation — The staff observed

that certain required information

and footnotes were located out-
side the financial statements por-
tion of the filing, and advised reg-
istrants to consider an overall
layout for 2006 that is transpar-
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ent and understandable. Also, the
staff commented that it contin-
ues to have questions about the
nature of accounts labeled as
“operating income.”

e Disclosure — The staff commented
on disclosures that were omitted,
lacking in clarity, and lacking in
depth. For example, information
omitted included the number of
authorized shares; events and cir-
cumstances that cause recogni-
tion of an impairment loss; the
method used to calculate the
impairment loss; and description
of the method of accounting for
consolidated and equity method
investments. Information lacking
in depth included revenue recog-
nition criteria taken directly from
IAS No. 18, Revenue, and listed as
the registrant’s revenue recogni-
tion policy.

Internal Control over
Financial Reporting

At the conference, the SEC staff
addressed the upcoming release of
the Commission’s proposed inter-
pretive guidance regarding man-
agement’s assessment of internal
control over financial reporting
(ICFR). The SEC discussed the pro-
posal at an open meeting on
December 13, and the proposal clar-
ifies that companies performing
evaluations of ICFR in accordance
with the guidance would meet the
ICFR evaluation required by SEC
rules. Also, the SEC proposed
amendments to Regulation S-X that
clarify the auditor's reporting
requirement pursuant to Section
404(b) of the Sarbanes-Oxley Act.
The SEC issued the proposed guid-
ance on December 20, 2006, and it
can be found at www.sec.gov/spot-
light/soxcomp.htm.

The staff observed that the num-
ber of companies reporting mate-
rial weaknesses has decreased, but

the type of material weaknesses
being reported are typically the
cause of restatements (e.g., revenue
recognition, income taxes, and esti-
mates and significant liabilities).
When a restatement occurs, finan-
cial statement users and the staff
generally assume that ICFR was
ineffective. The staff commented
that management’s evaluation
should be sufficiently robust and
should focus on the areas of high-
est risk, including estimates and
complex accounting issues.

The staff voiced its concern that
registrants were not reporting mate-
rial weaknesses involving controls
over fraud risk. Two resources dis-
cussed for robust fraud risk assess-
ments were:

e COSO guidance for smaller pub-
lic companies, available for a fee
at: http://www.coso.org/publica-
tions.htm; and

e Management Override of Internal Con-
trols; The Achilles Heel of Fraud Pre-
vention available on the AICPA
website at http://www.aicpa.org/
audcommctr/download/achilles_h
eel pdf

PCAOB Matters

The PCAOB staff spoke about the
Board’s upcoming release of a pro-
posed new auditing standard on
internal control that would super-
sede the current standard on the
topic, AS No. 2, An Audit of Internal
Control Over Financial Reporting Per-
formed in Conjunction with an Audit of
the Financial Statements. The Board
has assessed the implementation
of AS 2 over the last two years and
is proposing a new standard in an
effort to increase efficiencies while
maintaining the effectiveness of an
ICFR audit. The staff outlined the
objectives of the new standard:
e Focus the audit on the matters
most important to internal
control,


http://www.coso.org/publications.htm
http://www.coso.org/publications.htm
http://www.aicpa.org/audcommctr/download/achilles_heel.pdf
http://www.aicpa.org/audcommctr/download/achilles_heel.pdf
www.sec.gov/spotlight/soxcomp.htm
www.sec.gov/spotlight/soxcomp.htm.

e Eliminate unnecessary proce-
dures;

e Scale the audit for smaller com-
panies; and

e Simplify the requirements.

The PCAOB released the pro-
posed new standard, An Audit of Inter-
nal Control Over Financial Reporting that
is Integrated with an Audit of the Finan-
cial Statements, on December 19,
2006. The proposed guidance has
integrated the Staff Questions and
Answers — Auditing Internal Control Over
Financial Reporting, clarified the def-
initions of a material weakness and
significant deficiency, expanded the
potential for use of the work of oth-
ers, and expanded the considera-
tion of the results of prior year test-
ing as part of the current year risk
assessment. Also, the proposed
standard clarifies the extent of the
auditor’s work with respect to man-
agement’s assessment.

On December 19, 2006, the
PCAOB also proposed a new audit-

ing standard on using the work of
others, a new independence rule on
non-audit services related to internal
control, and certain related amend-
ments to the PCAOB's interim audit-
ing standards. The proposals can be
found at www.pcaobus.org/Stan-
dards/Proposed_Standards_and_
Related Rules.aspx.

XBRL Reporting
Program

In 2005, the SEC established a vol-
untary program for issuers to file
information in Extensible Business
Reporting Language (XBRL). XBRL
tags data based on taxonomies that
categorize the financial statement
information. In September 2006, the
SEC announced a $54 million ini-
tiative to transform its EDGAR data-
base from a form-based search tool
to an interactive tool based on
XBRL. At the conference, several
speakers either commented on their

Financial Reporting

positive experiences with XBRL or
answered questions about related
rule making, standard setting, and
regulatory initiatives.

For Further Information

If you would like further informa-
tion or to discuss the implications
of these matters, please contact the
BDO Seidman, LLP engagement
partner serving you or one of the
following partners:

Lee Graul
lgraul@bdo.com
312-616-4667

Wayne Kolins
wkolins@bdo.com
212-885-8595

Jeff Lenz
jlenz@bdo.com
312-666-3944

Material discussed in this Financial Reporting letter is meant to provide general information and should not be acted
upon without first obtaining professional advice appropriately tailored to your individual circumstances.
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