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CHAPTER 1: Accounting and Financial Reporting for COVID-19, the CARES Act and PPP Loans- 2021 Edition  

 

Accounting and Financial Reporting for  

COVID-19,  the CARES Act and PPP Loans 

2021 Edition 
 

 

 

After reading the course material, you will be able to: 

 

• Recognize some types of concentrations that might require disclosure under the risk and 

uncertainty rules including supply-chain shortages 

• Identify the definition of near term 

• Recall the frequency in which an entity should test goodwill for impairment 

• Recognize some exit and disposal costs 

• Recall how to classify business interruption insurance proceeds on the financial statements 

• Identify the benchmark used to determine going concern 

• Recognize how to report on going concern 

• Identify a method that can be used to measure variable consideration revenue 

• Recognize an example of a construction-type contract 

• Identify an advantage of remote auditing 

• Recall how to present debt issuance costs in the financial statements 

• Recognize how to account for PPP loan forgiveness 

• Identify how to treat the forgiveness of a PPP loan for tax purposes, and 

• Identify an example of a circumstance in which an emphasis-of-matter paragraph might be 

necessary. 
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I. Accounting Issues Related to COVID-19 
 

Accountants and auditors must consider the impact that the COVID-19 pandemic has on the financial 

health of their clients, and how to reflect its effects in 2021, 2022 and 2023 financial statements and 

disclosures. With a new round of PPP loans being issued in 2021 in accordance with the Consolidated 

Appropriations Act, 2021, many companies are seeking forgiveness of those loans well into 2022.  

Therefore, the accounting and financial reporting effects of COVID-19 (including PPP loans)  directly 

impact financial statements through 2022, and into 2023.     

 

In this section, the author identifies some (but not all) of the accounting and financial reporting issues 

to be considered by businesses in capturing the accounting and financial reporting effects of the COVID-

19 pandemic. 

 

II.  Disclosure of Risks and Uncertainties- COVID-19 and Supply-Chain Shortages 
 

The COVID-19 pandemic has uncovered the fact that many U.S. companies have had a “current 

vulnerability due to certain concentrations” that may not have been disclosed previously. 

 

Examples of concentrations related to COVID-19 include companies that have: 

 

1. A large percentage of materials, supplies and products is purchased from countries that have closed 

or slowed down during COVID-19. 

 

Example: A large percentage of supplies and goods are purchased from China or other countries 

that have supply chains restricted from import.  

 

2. There is a concentration of supply of materials and products that is subject to supply shortages. 
 

Example: A business is unable to purchase important parts and products due to supply shortages. 

 

3. A significant amount of revenue is derived from customers located in certain countries that have 

been impacted by COVID-19-related economic issues. 

 

Example:  A large percentage of sales is made to Europe that has restricted businesses and trade 

during the COVID-19 pandemic. 

 

4. There are industry-specific risks related to COVID-19 shutdowns and business operating restrictions. 

 

Example: A large percentage of operations  is located within the restaurant and hospitality business. 

 

5. Geographic risk exists due to a company being located in a city or state that has implemented severe 

restrictions on conducting business during the COVID-19 pandemic. 

 

Example: A large percentage of operations is located in New York City or Los Angeles which have 

extremely restrictive rules on business operations during the COVID-19 pandemic. 

 

In any of the previous circumstances, an entity may have a current vulnerability due to a concentration. 
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These concentrations create risk to companies, and may require a concentration of risk disclosure in 

accordance with ASC 275, Risks and Uncertainties. 

 

ASC 275 risks and uncertainties disclosure rules 

 

ASC 275 requires an entity to disclose a concentration if, based on information known to management 

before the financial statements are issued or are available to be issued (for nonpublic entities), all of the 

following criteria are met: 

 

1. The concentration exists at the date of the financial statements. 

 

2. The concentration makes the entity vulnerable to the risk of a near-term severe impact, and 

 

3. It is at least reasonably possible that the events that could cause the severe impact, will occur in the 

near term. 

 

ASC 275 defines near term,  severe impact, and reasonably possible, as follows: 

 

Near term: a period of time not to exceed one year from the date of the financial statements. 

 

Severe impact: a significant financially disruptive effect on the normal functioning of an entity. 

Severe impact is a higher threshold than material. Matters that are important enough to 

influence a user's decisions may be considered material, yet they may not be so significant as 

to disrupt the normal functioning of the entity. 

 

Reasonably possible: the change of a future event or events occurring is more than remote but 

less than likely (probable). 

 

Therefore, a business concentration might require disclosure if it is reasonably possible that the 

concentration (such as a supply-chain concentration or a concentration in an industry) could result in a 

severe impact on the company within one year from the balance sheet date. Any potential impact outside 

one year does not require disclosure although a company may choose to include such a disclosure. 

 

ASC 275 offers examples of categories of concentrations that have the potential for a severe impact on 

a business, as identified in the following table: 

 

 

Examples of Concentrations- ASC 275 

 

Type of Concentration How there is a Potential Severe Impact 

 

Concentrations in the volume of business 

transacted with a particular customer, supplier, 

lender, grantor, or contributor 

The potential for the severe impact can result from 

total or partial loss of the business relationship.  

 

Special exception: It is always considered at least 

reasonably possible that any customer, grantor, or 

contributor will be lost in the near term. This 

assumption requires companies to always disclose 
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major customers, grantors, and contributors 

regardless of whether there is a risk of a near term 

severe impact. 

 

Concentrations in revenue from particular 

products, services, or fundraising events 

The potential for a severe impact can result from 

volume or price changes or the loss of patent 

protection for the particular source of revenue. 

 

Concentrations in the available sources of 

supply of materials, labor, or services, or of 

licenses or other rights used in the entity's 

operations 

 

The potential for the severe impact can result from 

changes in the availability to the entity of a resource 

or a right. 

 

Concentrations in the market or geographic 

area in which an entity conducts its operations 

The potential for the severe impact can result from 

negative effects of the economic and political forces 

within the market or geographic area.  

 

Special exception: It is always considered at least 

reasonably possible that operations located outside 

an entity's home country will be disrupted in the 

near term. 

 

 

Required disclosure- COVID-19 concentration: 

 

If there is a concentration that exists at the date of the financial statements that makes the entity 

vulnerable to the risk of a near-term severe impact, and it is at least reasonably possible that the events 

that could cause the severe impact, will occur in the near term (within one year of the balance sheet date), 

ASC 275 requires the following disclosure: 

 

1. Information that is adequate to inform users of the general nature of the risk associated with the 

concentration. 

 

ASC 275 exempts from disclosure any concentrations that might be associated with any of the following: 

 

• Management or key personnel 

• Proposed changes in government regulations 

• Proposed changes in accounting principles 

• Deficiencies in the internal control structure, and 

• The possible effects of acts of God, war, or sudden catastrophes. 

 

Isn’t a disclosure of the risks associated with COVID-19 exempt under the act of God provision in 

ASC 275? 

 

No. ASC 275 provides that concentrations related to the possible effects of acts of God, war or sudden 

catastrophes are not subject to the ASC 275 disclosure.  
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The overall impact of COVID-19 on the economy is not an act of God and not exempt from the 

disclosure. In fact, the economic effects from COVID-19 (such as supply-chain shortages, customer and 

geographic concentrations), are man-made and are based on decisions made for economic reasons.  

COVID-19 has done nothing more than expose concentrations of risk that already existed within U.S. 

businesses.  

 

Types of concentrations that could require disclosure- COVID and post-COVID 

 

Accountant and auditors should be aware of  concentrations of risk that may exist in companies as a 

direct result of the COVID-19 pandemic, and may include: 

 

1. A concentration of customers  

 

2. A concentration of supply of materials and products from foreign and domestic sources. 

 

3. A concentration of business operations in a particular geographic area such as NY city during 

pandemic shutdown. 

 

4. A concentration within a particular industry, such as restaurants and hotels, or foreign operations. 

 

5. A concentration of federal, state and local government rules and restrictions 

 

Note: Although most companies do, in fact, include a disclosure of concentration in individual 

customers (major customers), many fail to disclose concentrations in business operations and supply 

chain sources in certain geographic areas, such as foreign countries. In particular, few nonpublic entities 

disclose the risks associated with concentrations of supply, such as purchasing a large percentage of 

materials and products from a particular country, such as China, or other foreign sources. For some 

companies, expansion of operations into foreign countries may be evidence of a growth-oriented 

business model. Yet, it also may indicate there is greater risk of having a concentration in a particular 

geographic area that is outside the United States. That risk becomes more obvious when there is an 

incident such as the COVID-19 pandemic. Investors and lenders may not learn of a concentration risk 

unless disclosed under ASC 275. 

 

What about the concentration of risk associated with being located in a certain geographic area or 

industry? 

 

If nothing else,  the COVID-19 pandemic has placed greater emphasis on two concentrations that may 

exist within any particular business: One is the geographic location (state and city or town) in which the 

business operates. The other concentration is the industry in which it operates, such as being in the 

restaurant or hospitality business. 

 

Consider two businesses: 

 

• A restaurant located in New York City, and 

 

• A liquor store located in Boca Raton, Florida. 

 

All businesses have a concentration both geographically and within a particular industry.     
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A restaurant located in New York City has an industry concentration (restaurant industry) and a 

geographic concentration (being located in New York City) where it is reasonably possible that both 

concentrations will have a severe impact on its operations within the next year.  The fact is,  in 2020 and 

2021, the state, city or town in which an entity operates can have a dramatic effect on whether that 

business can operate and whether it will survive in the aftermath of COVID-19.  A previously  successful 

restaurant in New York City has tremendous obstacles to survival over the next year due to being located 

within New York City (geographic concentration), where there are severe restrictions on restaurant 

operations (industry concentration) by local government.   

 

Compare the New York City restaurant scenario with a liquor store located in Boca Raton, Florida, 

where the business has been labeled an “essential business” that remains open during the pandemic. 

Moreover, the liquor store is located within Boca Raton, Florida, where local government has been 

flexible in allowing businesses to operate during the pandemic. Both the restaurant and liquor store 

businesses have two concentrations (within a particular industry and geographical area), but only one 

(the restaurant in New York City) is likely to have a concentration that creates a risk of a severe impact 

on its operations for which a ASC 275 disclosure might be required. 

 

Following are sample disclosures of ASC 275’s application: 

 

Example 1: U.S. Supplier with a Concentration of Supply Purchased from China- Concentration 

of Risk Disclosure- Elaborate Disclosure 

 

Company X has a concentration of its product supply it purchases from China. In March 2020,  X shut 

down its business based on a state mandate due to COVID-19 pandemic. Since then, the federal 

government has restricted the import of certain goods from China. 

 

Following is a sample disclosure in X’s December 31, 2020 or 2021 financial statements: 

 

 

NOTE X: Impact of COVID-19 {Certain Concentrations] 

 

Historically, the Company purchases 60% of its products from distributors located in China and 

other parts of Asia. In early 2020, suppliers located in China shut down operations as a result of the 

coronavirus (COVID-19) outbreak.   

 

On January 31, 2020, the U.S. Health and Human Services Secretary declared the COVID-19 

pandemic a public health emergency in the United States.  Since that time, the Federal government 

has placed restrictions on the import of certain supplies from China, some of which continue to 

remain in effect. 

 

[optional add-on] 

It is reasonably possible that the concentration of supply from China could result in a severe 

impact on the Company’s business in the near term. or   

 

The impact of the ongoing federal import restrictions on the Company’s operations in the 

near term is unknown. 
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Example 2: A U.S. Restaurant Group is Impacted by COVID-19 Restrictions- Concentration of 

Risk Disclosure- Elaborate Disclosure 

 

Company X has a concentration within the restaurant business with 10 restaurants in Massachusetts.   

 

During 2020, the Company experienced a severe impact on its operations due to a city and state COVID-

19 shutdown and other local operating restrictions.  Throughout 2020 and early 2021,  local government  

placed restrictions on the Company’s operations in terms of occupancy limits and hours of operations. 

Although the restaurants have reopened,  the previous COVID-19 shutdowns and restrictions have 

impacted the volume of its business since reopening. 

 

Following is a sample disclosure in X’s December 31, 2020 or 2021 financial statements: 

 

 

NOTE X: Impact of COVID-19  [Certain Concentrations] 

 

Throughout 2020, the operations of the Company’s 10 restaurants were severely impacted by  

restrictions placed on the restaurant industry by state and local governments in response to the 

coronavirus (COVID-19) outbreak. 

 

On January 31, 2020, the U.S. Health and Human Services Secretary declared a public health 

emergency for the United States.  

 

In March 2020, the Governor of the Commonwealth of Massachusetts announced that all 

nonessential businesses (including restaurants) were required to close down operations 

indefinitely, with the exception of take-out and delivery services which remained open. In June 

2020,  the Company was allowed to re-open its restaurants for inside dining but at restricted 

occupancy levels.   

 

In October 2020, the Governor of the Commonwealth of Massachusetts implemented new 

enhanced restrictions on the hours of operation, maximum operating capacity of restaurants and 

instituted other limitations which continued in effect until June 2021.   Collectively, these state and 

local operating restrictions and mandates have severely impacted the Company’s ability to operate 

at efficient levels. 

 

In June 2021,  the Company reopened its restaurant operations, with limited restrictions remaining 

in effect. 

 

[optional add-on] 

It is reasonably possible that the previous and ongoing restrictions on operations could have 

a severe impact on the Company’s operations in the near term.  or 

 

The impact of the previous and ongoing federal, state and local government restrictions on 

the Company’s operations in the near term is unknown. 

 

 

  



10 

 

CHAPTER 1: Accounting and Financial Reporting for COVID-19, the CARES Act and PPP Loans- 2021 Edition  

 

Example 2A: A U.S. Restaurant Group is Impacted by COVID-19 Restrictions- Concentration of 

Risk Disclosure- Abbreviated Disclosure 

 

Same facts as Example 2 except the Company believes the Example 2 disclosure is too voluminous and 

presents an abbreviated disclosure  of risks and uncertainties as follows: 

 

 

NOTE X:  Certain Concentrations 

 

Throughout  2020 and early 2021, the operations of the Company’s 10 restaurants were 

severely impacted by  restrictions placed on the restaurant industry by state and local 

government in response to the coronavirus (COVID-19) outbreak.  Collectively, these state and 

local operating restrictions and mandates have severely impacted the Company’s ability to 

operate at efficient levels. 

 

In June 2021,  the Company reopened its restaurant operations with limited restrictions 

remaining in effect. 

 

[optional add-on] 

It is reasonably possible that the previous and ongoing restrictions on operations could 

have a severe impact on the Company’s operations in the near term.  or 

 

The impact of the previous and ongoing federal, state and local government restrictions 

on the Company’s operations in the near term is unknown. 

 
Example 3:  Generic COVID-19 Disclosure- Any essential business that remained open and was 

not negatively impacted by COVID-19 

 

Overall COVID-19 concentration 

 

 

NOTE X: Impact of Covid-19 

 

In response to orders by the U.S. Health and Human Services Secretary and by the Governor of 

the Commonwealth of Massachusetts related to the coronavirus (COVID-19) pandemic 

(Pandemic), most local businesses were required to close or significantly restrict segments of their 

operations during 2020 and the first half of 2021. The Company’s operations were classified as 

an essential business and were allowed  to remain open during the Pandemic. 
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Example 4:  Generic COVID-19 Disclosure- Any business that was shut down or operations were 

restricted during COVID-19 

 

 

NOTE X: Impact of Covid-19 

 

In response to an order by the Governor of the Commonwealth of Massachusetts related to the 

coronavirus (Covid-19) pandemic (Pandemic), the Company, along with most local businesses was 

required to close  and significantly restrict its operations during a significant part of 2020 and into 

the first half of 2021.  In  June 2021, the Company reopened its operations, without restrictions.  

[or insert: “with limited restrictions remaining in effect”]. 

 

[optional add-on] 

It is reasonably possible that the previous [and ongoing] restrictions could have a severe impact 

on the Company’s operations in the near term.  or 

 

The impact of the previous and ongoing federal, state and local  government restrictions on the 

Company’s operations in the near term is unknown. 

 

 

Can an entity include the COVID-19 disclosure as part of its nature of operations (activities or 

business) disclosure? 

 

Yes.  Another option is for an entity to include a COVID-19 disclosure as part of its nature of operations 

(activities or business) disclosure as required by ASC 275. 

 

Specifically, ASC 275-10-05-4, Nature of Operations, states that disclosures of the nature of operations: 

 

“provides information useful in assessing the risks and uncertainties related to the 

environments in which the entity operations.” 

 

Providing a generic disclosure of COVID-19 in the nature of operations note in lieu of a separate risks 

and uncertainties disclosure satisfies the requirement to provide the user with useful information in 

assessing the overall risks and uncertainties of the entity’s business in which it operations. 

 

Two examples are given below: 

 

 

NOTE 1: Nature of Operations: 

 

The Company is engaged in the business of designing and manufacturing medical supplies and 

equipment sold primarily to hospitals and medical facilities located throughout the United States. 

 

During the COVID-19 pandemic that occurred in 2020 and 2021, the Company’s operations 

were classified as an essential business and allowed to remain open. 
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NOTE 1: Nature of Operations: 

 

The Company owns and operates 10 restaurants located throughout New England. 

 

During the COVID-19 pandemic that occurred in 2020 and 2021, the Company’s restaurant 

operations were severely impacted by restrictions placed on the restaurant industry by state and 

local governments. In 2021, the Company reopened its restaurants with limited restrictions 

remaining in effect. 

 

 

Concentration of supply (supply-chain shortages)-  2021 financial statements 

 

Recent statistics are alarming regarding supply-chain shortages:1 

 

• 50% of small business owners reported that supply-chain disruptions have a significant 

impact on their business, up from 32% two months ago. 
 

• 55% of owners impacted report that the supply-chain disruption is worse than it was three 

months ago. 
 

• 86% of owners anticipate supply-chain disruptions will continue for at least the next five 

months or more. 
 

For the first time, businesses across most industries are experiencing supply shortages that are having a 

severe impact on their businesses.  Few businesses are exempt from this phenomenon which was a direct 

byproduct of the COVID-19 shutdowns that occurred in 2020 and 2021. 

 

Here are a few examples: 

 

• A liquor store  has difficulty purchases sufficient inventory of liquor and wines to accommodate 

its sales demand, due to shortages of glass and  plastic bottles. 

• An automobile dealership has a limited supply of new cars because the manufacturer has a 

shortage of silicon chips it purchases from Taiwan. 

• A metal fabricator cannot purchase a supply of key parts needed to manufacture its products.  

• A brick distributor cannot fulfill its sales orders because of a shortage of brick supply from certain  

manufacturer. 

• Food stores have shortages of basic products such as bottled water, toilet paper and meats. 
 

Although most businesses do, in fact, have a concentration of supply of key products and goods, rarely 

does a company’s concentration in product supply result in a risk requiring disclosure under ASC 275.   

 

But in 2021 and 2022,  events have changed. 

 
1 Covid-19 Small Business Survey, The NFIB (National Federation of Independent Businesses) Research Center, September 

15, 2021. 
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ASC 275 requires an entity to disclose a concentration  in supply of products and goods, if all of the 

following exist: 

   

1. The concentration of supply exists at the date of the financial statements. 

 

2. The concentration of supply makes the entity vulnerable to the risk of a near-term (one-year) severe 

impact (supply shortage), and 

 

3. It is at least reasonably possible that the supply shortage will occur in the near term (within one year 

of the balance sheet date). 

 

A severe impact is a low threshold that is satisfied if it is reasonably possible that, within the next year, 

the supply concentration will have a significant financially disruptive effect on the normal functioning 

of an entity in terms of restricting the ability of a company to purchase necessary products to conduct its 

business. 

 

Moreover,  ASC 275 states that in evaluating the concentration in supply, an entity must consider: 

  

“vulnerability from concentrations arises because an entity is exposed to risk of loss greater 

than it would have had it mitigated its risk through diversification.2” 

 

Therefore,  not all concentrations in supply require disclosure under ASC 275.  Instead, disclosure is 

required only for those concentrations in supply that create a risk that could have been mitigated if the 

entity diversified its sources of supply.   

 

How elaborate must the concentration disclosure be if there is a supply shortage? 

 

ASC 275 states that the disclosure must provide: 

 

“information that is adequate to inform users of the general nature of the risk associated 

with the concentration.”   

 

Following are examples that illustrate the ASC 275 disclosure rules pertaining to a concentration of 

supply in a supply-chain shortage environment. 

 

 

  

 
2  Implicit in the language is that diversification is among suppliers and not diversification into another trade or business. 
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Example 1: Automobile Dealership- Supply Shortage  

 

Company X is a Ford automobile dealership and is required to purchase all new cars and most auto parts 

from Ford Motor Company.  

 

At December 31, 2021, X is having difficulty purchasing new cars from Ford due to Ford’s chip shortage 

in the aftermath of the COVID-19 shutdown.  Moreover,  there is an auto-part shortage that is directly 

impacting X’s auto repairs department. 

 

X is concerned that it is reasonably possible the continued shortage in both the supply of new 

automobiles and auto parts may have a near-term (within one year of balance sheet date) severe impact 

on its sales and operations, and its ability to satisfy customer demand for its products and services. 

  

Conclusion:   A disclosure is required under ASC 275 for the following reasons: 

 

1. The concentration of supply of automobiles and parts  exists at the date of the financial statements, 

as X purchases all of its automobiles and parts from one company, Ford Motor Company. 

 

2. The concentration of supply makes the entity vulnerable to the risk of a near-term (one-year) severe 

impact (because there is a severe supply shortage), and 

 

3. It is at least reasonably possible that the supply shortage from Ford Motor Company may occur in 

the near term (within one year of the balance sheet date). 

 

Moreover,  the vulnerability from the concentration in purchases of automobiles and parts arises because 

X  is exposed to risk of loss from using one supplier (Ford) that is greater than it would have had it 

mitigated its risk through diversification (e.g., purchasing automobiles and parts from additional 

suppliers). 

  

Following is a sample disclosure in X’s December 31, 2021 financial statements: 

 

 

NOTE X: Certain Concentrations in Supply 

 

Under its dealership contract, the Company is required to purchase all of its new automobiles and 

most automobile parts from one vendor,  Ford Motor Company. The Company has experienced 

supply shortages in its purchases of new automobiles and automobile parts used in its repairs 

department.  These shortages continue to impact the Company’s ability to satisfy customer demand 

for new automobiles and service department repairs, and could result in a loss of sales, which would 

affect operating results adversely.  

 

[optional add-on] 

It is reasonably possible that  continued supply shortages will result in a severe impact on the 

Company’s business in the near term.   
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Example 2: Supply Shortage- Single Vendor 

 

Company X purchases product from a single vendor that has resulted in regular and continuous supply 

shortages that have a significant impact on X’s business.   

 

X uses this single vendor because the vendor’s prices are typically lower than other vendors in the market 

and historically, this vendor has provided higher quality service.   

 

Such concentration risk could be mitigated if  X diversified its sources of supply by purchased product 

from several more expensive vendors, most of which have availability of product supply, but might not 

have as high-quality customer service.  

 

It is reasonably possible that X’s continued use of a single vendor could have a severe impact on X’s 

business in the near term due to intermittent supply shortages. 

 

Conclusion:  X has a disclosure required under ASC 275, because X has a vulnerability from its 

concentration in purchasing from one vendor that creates a risk that is greater than if X diversified from 

purchasing from several vendors.    

 

 

NOTE X: Certain Concentrations in Supply 

 

The Company current purchases most of its products from one supplier and has experienced regular  

supply shortages in its purchases of product from its supplier. These shortages continue to impact the 

Company’s ability to satisfy customer demand, and could result in a loss of sales, which would affect 

operating results adversely. 

 

[optional add-on] 

It is reasonably possible that  continued supply shortages will result in a severe impact on the 

Company’s business in the near term.   

 

 

Example 3: Supply Shortage- All Available Vendors 

 

Company Y is a retail food store. 

 

Y purchases 80% of its products from three large food distributors, all of which have supply shortages 

due to nationwide supply-chain distribution delays. 

 

Y can purchase its products from numerous other distributors.  However,  all of the vendors have similar 

supply-chain shortages.  

 

It is reasonably possible that Y’s continued supply shortages from its three food distributors could have 

a severe impact on Y’s business in the near term due to regular and continuous supply shortages. 

 

Conclusion:  Although there is a concentration by using a few (three) food distributors, Y is not exposed 

to a risk of loss greater than it would have had it diversified by purchasing from additional distributors. 
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The reason is because all vendors have supply-chain shortages. Such shortages are not mitigated by 

expanding the number of  distributors from whom Y purchases product. 

 

Thus,  although there is a risk from supply-chain shortages, disclosure under ASC 275 is not required. 

 

III. Asset Impairments- Long-Lived Assets 

 
GAAP provides all long-term assets with some form of required asset impairment test. Some are 

performed automatically on an annual basis (such as goodwill), while others are performed only if there 

is a triggering event. 

 

When there is a decline in the economy, such as is the case during the COVID-19 pandemic, long-term 

assets should be reviewed for impairment using the GAAP rules. 

 

The following chart offers a summary of the existing GAAP rules for impairment of both intangible and 

tangible assets. 

 

Accounting for Impairments of Assets 

Type of asset Authority for 

impairment 

Accounting 

treatment 

Type of impairment 

test  

INTANGIBLE ASSETS 

Goodwill 

  

General rule 

ASC 350 

Not amortized Tested annually for 

impairment 

[One-step approach]3 

Private company 

alternative-  

ASU 2014-02  

Amortized over 

maximum of 10 

years straight line 

No annual test for 

impairment unless there is a 

triggering event 

Intangibles with indefinite lives 

(tradename, etc.) 

ASC 350 Not amortized 

until life is no 

longer indefinite 

  

Tested annually for 

impairment 

Intangibles with finite lives 

(patent, agreement not to 

compete, etc.) 

ASC 360 Amortized Tested for impairment only 

if there is an indication that 

an impairment might exist 

TANGIBLE ASSETS 

Long-lived tangible assets 

(equipment and real estate) 

ASC 360 Depreciated Tested for impairment only 

if there is an indication that 

an impairment might exist  

 
3   ASU 2017-04 changes goodwill from a two-step to a one-step test as follows: for public business entities for annual or 

interim goodwill impairment tests in fiscal years beginning after December 15, 2019.  For all other entities (including non-

public and not-for-profit entities), the amendments in ASU 2017-04 are effective for annual or interim goodwill impairment 

tests in fiscal years beginning after December 15, 2020.  Early implementation is permitted. 
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Impact of  COVID-19 pandemic on fair value and cash flows for all asset impairment tests 

 

Each of the asset impairment tests identified in the previous table uses fair value or cash flows,  both of 

which are directly impacted by changes in economic circumstances from the COVID-19 pandemic. 

  

An economic downturn affects business cash flows which, in turn, affects fair value for purposes of 

determining whether an entity has an impairment of goodwill and other long-lived assets. 

 

If fair value declines, an entity may be required to record an impairment loss for goodwill, and indefinite 

lived assets such as patents, and plant and equipment. 

 

Each of the GAAP impairment rules provides that a triggering event or qualitative factor may be the 

precursor to performing a quantitative test for impairment. The list of triggering events includes negative 

cash flow issues, operating losses, and external economic factors such as those created by the COVID-

19 pandemic. Consequently, a company that has historically operated profitably and has had no long-

lived asset impairments, now might find itself in the precarious situation of having a potential 

impairment among its various long-lived assets.  

 

All GAAP long-lived asset impairment models provide that once a long-lived asset is written down, it 

may not be written back up in subsequent periods.  Therefore, a short-term decline in fair value due to 

the COVID-19 pandemic can result in a one-time impairment writedown of long-lived assets which 

cannot reverse in future years when the fair value recovers. 

 

IV.  Inventory Costs and Valuation Issues 
 

Throughout 2020 and into 2021, U.S. manufacturers have experienced reduced manufacturing volume 

due to: 

 

• The sudden decline in product demand in the post-COVID-19 period, and 

• Inability to manufacturer at full capacity due to materials supply-chain labor shortages.  

 

These facts have resulted in several unintended consequences in valuing inventories: 

 

1. Manufacturers may be allocating fixed overhead to inventories using a lower-than-normal capacity, 

thereby creating an artificially higher unit cost that exceeds net realizable value.   

 

2. Manufacturers may be capitalizing as fixed overhead costs certain abnormal idle facility costs 

incurred during the pandemic shutdown.  These costs should be expensed as period costs.  

 

3. Declining sales prices have resulted in a lower net realizable value (NRV), which directly impacts 

inventory valuations.  NRV is used to value both: 

 

a. Lower of cost and net realizable value if FIFO or average cost method is used, and  

 

b. Lower of cost or market, if LIFO or retail method is used.  

 



18 

 

CHAPTER 1: Accounting and Financial Reporting for COVID-19, the CARES Act and PPP Loans- 2021 Edition  

 

A.  GAAP Review of Inventories  
 

ASC 330, Inventory, requires that certain rules be followed in valuing inventories: 

 

1. Inventory costing rules required by GAAP follow: 

 

a. Lower of cost and net realizable value is used to value FIFO and average cost inventories, and 

 

b. Lower of cost or market is used to value LIFO and retail method inventories. 

  

2. Inventory cost includes an allocation of variable production overheads and fixed production 

overheads. 

 

3. Overheads are allocated to inventories using the following approach: 

 

a. Variable production overheads: are allocated to inventories based on actual  use of  the 

production facilities (e.g., actual production volume). 

 

b. Fixed production overheads: are allocated to inventories based on normal capacity of the 

production facilities 

 

4. Normal capacity: is the production expected to be achieved over a number of periods or seasons 

under normal circumstances, taking into account the loss of capacity resulting from planned 

maintenance. 

 

a. Normal capacity includes a range of production levels within which ordinary variations in 

production levels are expected. 

 

b. When production is abnormally low,  fixed overhead should continue to be allocated to each unit 

of production using normal capacity, and not to the lower actual production volume. 

 

Examples of factors that might be anticipated to cause an abnormally low production level outside the 

normal capacity range include some of the following which exist due to the COVID-19 pandemic: 

 

• There is a significant reduced demand for a product  

• There are labor and materials shortages, and 

• There is unplanned facility or equipment downtime.  

  

5. Abnormal amounts of idle facility expense, freight, handling costs, and wasted materials (spoilage) 

should be recognized as current period charges and not capitalized as part of production overhead. 

  

a. Abnormal amounts of idle facility expense include: 
 

• Rent, utilities and insurance  

• Depreciation on the facility 

• Freight 

• Handling costs, and 

• Wasted materials (spoilage).  
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What capacity level should an entity use to allocate fixed overhead when volume declines due to  the 

COVID-19 economic slowdown? 

 

The goal is to ensure that not too much fixed overhead is  allocated to inventory cost.  If this does occur,  

inventory cost is overstated and is subsequently written down only through  using the lower of cost and 

net realizable value (FIFO or average cost)  or the lower of cost or market (for LIFO or retail method). 

 

To avoid allocating excess costs to inventory due to the COVID-19 shutdown, there are two adjustments 

a company should address: 

 

1. Remove from overhead abnormal amounts (during the shutdown period) for idle facility costs, 

freight, handling costs and waste materials (spoilage) costs, and charge them to expense as period 

costs, not capitalized as part of production overhead. 

 

2. If production volume is abnormally low (due to the shutdown), allocate fixed overhead (exclusive of 

abnormal amounts that are expensed) based on the normal capacity level, not the lower actual 

production level. 

  

Example:  A company has the following manufacturing volume. 

 

Full capacity (100%) 100,000 units 

Normal capacity (80%) 80,000 units 

 

In 2021, the Company’s actual manufacturing volume is 60,000 units due to a shutdown of production 

related to the COVID-19 pandemic until May 31, 2021, and shortages of materials and labor in the later 

part of 2021. 

 

Conclusion:  In valuing year-end 2021 inventory, X should take two actions as follows: 

 

a. Remove from fixed overhead abnormal idle costs incurred during the idle period (Jan 1 to May 31, 

2021), and expensed them as period costs.  Those costs consist of: 

 

• Rent, utilities and insurance on the facility   

• Depreciation on the facility 

• Freight 

• Handling costs, and 

• Wasted materials (spoilage).  

 

b. Allocate the remainder of fixed overhead (after removing abnormal idle costs) to inventory based on 

the 80,000 units normal capacity manufacturing volume. 

 

By taking these two actions,  the company avoids allocating an unusually high amount of fixed overhead 

to inventory. 

 

Change the facts:  Assume instead that actual manufacturing volume is 90,000 units. 
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Conclusion: Fixed overhead should be allocated using 90,000 units, which is the greater of normal 

capacity (80,000 units) and actual manufacturing volume (90,000 units).     

 

Observation: It is important for companies to review the normal capacity used to allocate fixed overhead 

when there has been abnormally low production volume due to the economic shutdown.   

 

Should idle facility costs during the pandemic shutdown be expensed as period costs? 

 

Yes. GAAP requires that abnormal amounts of idle facility expense, freight, handling, and waste 

materials be expensed as period costs. That means they should be removed from fixed overhead and not 

be included as part of the overhead capitalized to inventory. 

 

Although GAAP does not define “abnormal” amounts of idle facility expense,  there is little dispute that 

a two- or three-month plant shutdown due to the COVID-19 pandemic is “abnormal” and such costs to 

operate the facility during the shutdown should not be included in fixed overhead.  As to what is included 

in facility expenses, typically such costs include all fixed costs to operate the manufacturing facility 

including rent, depreciation, utilities, insurance, and other occupancy costs. 

 

Watch out for reduced net realizable value due to declining sales prices. 

 

An important issue related to inventory valuations is use of net realizable value (NRV). NRV is directly 

affected by reductions in sales prices of inventory items.    

 

1. ASC 330 requires inventories to be valued as follows: 

 

a. Lower of cost and net realizable value, if FIFO or average cost method is used, and  

 

b. Lower of cost or market, if LIFO or retail method is used.  

 

2. Once written down,  inventory writedowns cannot be reversed in the subsequent year. 

 

Net realizable value is defined as estimated selling prices in the ordinary course of business, less 

reasonably predictable costs of completion, disposal, and transportation, as presented in the following 

example: 

 

 

Net realizable value 

 

Estimated selling prices in the ordinary course of business 

 

$XX 

- Less reasonably predicable costs of completion, disposal, and transportation (XX) 

 

=  NET REALIZABLE VALUE 

 

$XX 

 

 

A decline in estimated sales price results in a lower NRV, which, in turn, results in both a lower of cost 

and net realizable value computation (for FIFO and average cost), and lower of cost or market4 (for LIFO 

and retail). 

 
4  Using LCM,  market value is based on replacement cost.  The ceiling for replacement cost is NRV. 
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With the economic decline from COVID-19, estimated selling prices could decline simply because 

demand for products is disproportionately low relative to historical levels. If sales prices decline,  net 

realizable value (NRV) also declines, resulting in lower inventory valuations. Management, accountants, 

and auditors should be aware of the impact NRV may have on inventory valuations in 2020 and 2021. 

 

V.  Trade Receivables and the Allowance for Doubtful Accounts 
 

Companies should pay close attention to trade receivables and the collectability of those receivables in 

light of the economic downturn.  Collectibility of trade receivables is likely to be an issue well into 2021 

and 2022,  as companies need to rebalance their cash flow needs.    

 

Consider the following: 

 

1. Companies that have long-term customers who have historically paid their balances timely, may 

learn that those same customers are now encountering significant cash flow problems in the 

aftermath of the COVID-19 shutdown or slowdown of their operations.   

 

2. Using historical trends and ratios for estimating trade receivable bad debts may not be meaningful 

given the current economic climate as customer payment experience might not be an indication of 

future ability to pay. 

 

3. Even after businesses re-open their operations after the COVID-19 shutdown, it may take months, 

perhaps years, for some businesses to stabilize their liquidity to the extend they can regain the ability 

to make timely payments on receivables.   

 

Companies should consider whether the allowance for doubtful accounts is sufficient to accommodate  

bad debts within a volatile economic climate.  

   

VI.  Business Interruption Insurance Recovery and Presentation 
 

One of the significant legal issues surrounding COVID-19 is whether business interruption insurance 

covers damages incurred from the effects of COVID-19. Most insurance companies are taking the 

position that the effects of  COVID-19 are excluded from the standard business interruption insurance 

policy coverage. Businesses, on the other hand, allege that the economic impact of COVID-19 is covered 

under the force majeure (act of God) provision of their policies. 

 

This issue is not clear and is likely to require litigation to settle.    

 

The courts are flooded with litigation related to whether insurance policies should cover business 

interruptions and shutdowns due to COVID-19. 

 

Consider a few legal issues that remain unresolved by the courts: 

 

1. Business interruption insurance coverage protects against losses incurred due to property damage in 

periods of suspended operations. 

 

2. Most policies have language that states that contagious diseases are not considered property 
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damage, unless the contagion contaminates tangible property (such as HVAC and ventilation 

systems). 

 

3. If actual contamination of property (such as contaminated HVAC and ventilation systems) forces an 

entity to shut down its business, the business interruption policy might cover such losses. 

 

4. Some policies have “Bacterial Exclusions and/or Virus Exclusions.” If a policy excludes bacteria 

only,  the coronavirus losses may be covered. 

 

5. It is not clear if the coronavirus coverage is excluded from coverage under the standard pollution 

exclusions.  There is also a dispute as to whether a virus is a pollutant. 

 

Companies should read their insurance policies to ascertain whether there might be a valid  insurance 

claim that can be made for recovery of lost business. If so, such a claim cannot be recorded as a receivable 

until it is realized, as it is a gain contingency.  In such cases,  a disclosure is warranted if material. 

 

Additionally, going forward, companies should evaluate their insurance coverage and consider whether 

the purchase of separate virus/bacterial interruption insurance is warranted. 

 

What if insurance does cover losses related to COVID-19? 

 

Question: How should insurance recoveries of  losses and costs incurred as a result of COVID-19 be 

classified in the statement of income, and when should those recoveries be recognized? 

 

Response: Following are the GAAP rules related to accounting for business interruption insurance 

recoveries: 

 

1. Any insurance recoveries of losses and costs incurred should be classified in a manner consistent 

with the related losses within the income from continuing operations. 

 

Note: ASC 220-30,  Income Statement- Reporting Comprehensive Income- Business Interruption 

Insurance, states that an entity may choose how to classify a business interruption insurance recovery 

in its statement of income, provided that classification is not contrary to existing GAAP.  

 

2. A receivable related to an insurance recovery and related gain should not be recognized on the 

income statement until realized, which occurs when any contingencies relating to the insurance claim 

have been resolved and settled.5  

 

Note: ASC 450-30-25-1, Contingencies-Gain Contingencies-Recognition, states that a contingency 

that might result in a gain usually should not be reflected in the financial statements because to do 

so might be to recognize revenue before realization.   

 

ASC 450-30-50, Contingencies-Gain Contingencies-Disclosure, also states that adequate disclosure 

shall be made if there is a contingency (insurance claim) that might result in a gain, but that care 

 
5 ASC 410-30-35, Asset Retirement and Environmental Obligations—Environmental Obligations-Subsequent Measurement, 

further states that an asset relating to a recovery shall be recognized only when realization of the claim for recovery is 

probable.  There are instances in which the probable criterion is achieved prior to the insurance claim being settled or resolved, 

although such an instance is likely to be rare. 
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should be exercised to avoid any misleading implications as to the likelihood that the claim will be 

realized (settled). 

 

Income statement display of business interruption insurance recoveries- COVID-19 

 

Question: How should business interruption insurance recoveries be displayed in the statement of 

income? 

 

Response: The governing authority is found in ASC 220-30-45, Income Statement-Reporting 

Comprehensive Income- Business Interruption Insurance, which states: 

 

1. An entity may choose how to classify business interruption insurance recoveries in the statement of 

income, as long as that classification is not contrary to existing GAAP. 

 

Observation: ASC 220 gives companies latitude in presenting a business interruption insurance 

recovery in the income statement. Note that although ASC 220 applies to business interruption insurance 

recoveries, the same concept applies to other insurance recoveries, including property insurance 

recoveries.   Although not codified,   the most practical location in which to present business interruption 

insurance recoveries is in the other income section of the income statement. 

 

Question: What are the disclosures required for a business interruption insurance recovery? 

 

ASC 220-30-50, Income Statement- Reporting Comprehensive Income- Business Interruption 

Insurance, states that  the following information should be disclosed in the notes to financial statements 

in the period(s) in which the insurance recoveries are recognized: 

 

1. The nature of the event resulting in the business interruption losses, and 

 

2. The aggregate amount of business interruption recoveries recognized during the period and the line 

item(s) in the statement of operations in which those recoveries are classified.  

 

Example: Assume that in 2021, Company Y settles with an insurance company and receives $300,000 

under a business interruption policy for the COVID-19 claim it made in 2020. 

 

Conclusion: Company Y should record the insurance recovery when the claim is settled in 2021. At that  

date, the Company should record revenue on the income statement, in the other income section and 

include a disclosure.  A sample presentation is disclosure follows: 

 
 

X Company 

Statement of Income 

For the Year Ended December 31, 2021 

 

Sales $2,400,000 

Operating expenses (1,050,000) 

Other income: 

   Gain on insurance recovery- COVID 19  

 

   300,000 

Net income $1,650,000 
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X Company 

Notes to Financial Statements 

For the Year Ended December 31, 2021 

 

Note X:  Insurance Recovery 

 

In 2021, the Company received $300,000 as an insurance settlement under its business 

interruption insurance policy, covering losses incurred during the Company’s 2020 shutdown 

from the COVID-19 pandemic. The total amount of insurance received is presented in the other 

income section of the statement of income. 

 

 

VII.   Revenue and Contracts 
 

A.  Variable Consideration Revenue 
 

The COVID-19  pandemic has created an uncertain economic environment in 2021, making it difficult 

to predict the future with any specificity. In computing estimates, historical data is may not be 

meaningful, and future predictive information may not be reliable. 

 

One particularly important estimate involves variable consideration (revenue) in the form of purchase 

volume incentives, rebates and bonuses received by companies once they achieve a certain volume 

purchase milestone. 

 

Common examples of variable consideration include the following: 

 

• Discounts  

• Rebates  

• Refunds  

• Credits 

• Incentives  

 

• Performance bonuses  

• Penalties  

• Contingencies 

• Price concessions, and  

• Other similar items.  

 

Under the new revenue standard, ASC 606, Revenue from Contracts with Customers: 

 

1. An entity must estimate and record variable consideration revenue over the contracted period of 

time, subject to a constraint.    

 

2. An entity is not permitted to defer recording variable revenue until it achieves a volume milestone, 

unless there is a constraint discussed below.  

 

Note: With the degree of future business being volatile, it may be difficult for companies to estimate 

variable consideration, particular for those contracts that provide retroactive revenue incentives based 

on achieving certain volume levels. 
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ASU 2014-09, Revenue from Contracts with Customers (Topic 606) became effective in 2019 and 

requires the following starting in 2019 financial statements:6 

 

1. In determining the transaction price for revenue, if the consideration promised in a contract includes 

a variable amount (such as an incentive, rebate or bonus), an entity shall estimate the amount of  

variable consideration to which the entity will be entitled using either the: 

 

a. Expected value method: The expected value is the sum of probability-weighted amounts in a 

range of possible consideration amounts (outcomes), or  

 

b. Most likely amount method: This  amount is the single most likely amount in a range of possible 

consideration amounts (that is, the single most likely outcome of the contract).  

 

2. Constraining estimates of variable consideration 

 

ASC 606 places a constraint on the amount of variable consideration that can be estimated and 

recorded as part of the transaction price of the revenue model. 

 

a. An entity shall record estimated variable consideration as revenue only to the extent that it is 

probable that a significant reversal in the amount of revenue recognized will not occur when the 

uncertainty associated with the variable consideration is subsequently resolved.  

 

b. In assessing whether it is probable that a significant reversal in the amount of cumulative revenue 

recognized will not occur, an entity shall consider both the likelihood and the magnitude of the 

revenue reversal.  

 

 The following chart identifies factors that increase the likelihood or magnitude of a revenue 

reversal: 

  

 
6  ASU 2020-05, Revenue from Contracts with Customers (Topic 606) and Leases (Topic 842) No. 2020-05 June 2020 

Effective Dates for Certain Entities, extends the required effective date of ASC 606 for nonpublic entities that have not yet 

made financial statements available for issuance by one year to reporting periods beginning after December 15, 2019 

(calendar year 2020) an interim periods within annual periods beginning after December 15, 2020. 
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Factors that could increase the likelihood or the magnitude of a revenue reversal7 

 

• The amount of consideration is highly susceptible to factors outside the entity’s 

influence. Those factors may include volatility in a market, the judgment, or actions of 

third parties, weather conditions, and a high risk of obsolescence of the promised good 

or service.  

 

• The uncertainty about the amount of consideration is not expected to be resolved for a 

long period of time.  

 

• The entity’s experience (or other evidence) with similar types of contracts is limited, 

or that experience (or other evidence) has limited predictive value.  

 

• The entity has a practice of either offering a broad range of price concessions or 

changing the payment terms and conditions of similar contracts in similar 

circumstances.  

 

• The contract has a large number and broad range of possible consideration amounts. 

 

 

What is the impact of the post-COVID-19 environment on estimating variable consideration revenue 

in ASC 606? 

 

A company that receives variable consideration based on achieving a milestone (such as an incentive, 

rebate or bonus), is required to estimate and record such variable consideration as revenue over the period 

earned using either the expected value method or the most likely amount method.  Therefore, waiting to 

record variable revenue until a milestone is achieved (such as reaching a purchases threshold), is no 

longer an option in ASC 606. 

 

The constraints provision of ASC 606 might make it difficult for an entity to estimate variable 

consideration due to the current uncertain economic climate. 

 

Specifically, ASC 606 does state that an entity shall estimate variable consideration only to the extent 

that it is probable that a significant reversal in the amount of cumulative revenue8 recognized will not 

occur when the uncertainty associated with the variable consideration is subsequently resolved.  

 

In making that estimate, an entity must consider the likelihood and magnitude of a potential revenue 

reversal when the variable consideration is actually calculated in the future.   

 

One key factor in ASC 606 that could increase the likelihood that variable consideration would be 

reversed is if the amount is “highly susceptible to factors outside the entity’s influence,” such as the 

 
7  For purposes of determining the magnitude of a potential revenue reversal,  revenue is considered to be the total revenue 

assigned to the transaction price for the performance obligation, including both fixed and variable consideration.  
8  In evaluating whether a potential reversal of revenue would be “significant,”  the term “revenue” means the total revenue 

assigned to the transaction price for the performance obligation, including both fixed and variable consideration.  FASB TRG 

Memo 14 confirms that approach.    
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volatility of the market and actions of third parties. One such factor outside the entity’s influence is the 

impact of COVID-19 on the entity’s sales and purchases volume. 

 

Companies with significant variable consideration must assess whether they have the ability to estimate 

variable consideration and record it over the period earned rather than wait until the specific milestone 

is achieved.  Given the uncertainty of the market in the short term,  estimates that were valid pre-COVID-

19  pandemic may no longer be useful in estimating variable consideration revenue in 2021 and beyond.   

 

To the extent that it is not probable that a significant reversal in the amount of cumulative revenue will  

not reverse, an entity should not estimate variable revenue. 

 

Example 1:  Variable Consideration 

 

Company X is a distributor that enters into a contract with the manufacturer of Product B.     

 

Under the contract, X receives a performance bonus by the end of 2021 if X achieves a milestone of 

purchasing quantities of Product B from the manufacturer.  The bonus is $800,000 once X purchases $5 

million of goods of Product B by December 31, 2021. Historically, the probability of achieving the $5 

million milestone has been 100% and B has received its bonus at the end of each year. 

 

Historically,  X has achieved milestones and received performance bonuses from the manufacturer with 

respect to similar contracts performed previously.   

 

Conclusion:  Under ASC 606, X is required to estimate variable consideration and recognize it as 

revenue to the extent that it is probable that a significant reversal in the amount of variable consideration 

recognized will not occur once that variable consideration is resolved (e.g., once an actual calculation is 

made at the conclusion of the period). 

 

X is required to use either the expected value or the more likely amount method, to estimate variable 

consideration to include in the transaction price. Because X has only one possible amount, the more 

likely than not method is used. 

 

Assuming X has no constraints, X should record the $800,000 of variable consideration as revenue 

equally over the 12 months in 2021. 

 

Change the facts: Because of the COVID-19 pandemic,  X has no idea whether it will achieve the $5 

million of purchases. First, X was shut down for four months in 2020 and has had limited purchases  

since its re-opening date through early 2021. 

 

Conclusion:  The uncertainty of the market is a constraint that should be considered in recording variable 

consideration. It is not probable that a portion of the $800,000 will not reverse if it is recorded. In fact,  

it is possible that all of the $800,000 will reverse if X does not achieve the $5 million purchases milestone 

in 2021. 

 

ASC 606 offers factors that increase the likelihood of a revenue reversal.  One of them is that the “amount 

of consideration is highly susceptible to factors outside the entity’s influence, such as the volatility of 

the market.” 
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As a result,  the constraint overrides ASC 606’s requirement to record the $800,000 over the period 

earned, which is 12 months in 2021. Instead, X should record the $800,000 as revenue only once it 

actually achieves the $5 million purchases milestone, if it is achieved at all. 

 

B.  Losses on Onerous Contracts- Impact of COVID-19 and Inflation on Unrealized 

Losses 
 

Due to a combination of  the economic shutdown, coupled with limitations on operations after re-opening 

of businesses,  a company may have been exposed to unrealized losses related to certain contracts. When 

the contract has a built-in loss, it is considered “onerous.” 

 

Although U.S. GAAP does not define the term “onerous,” there is a definition found in international 

accounting standards within IAS 37, Provisions, Contingent Liabilities and Contingent Assets, which 

defines onerous contracts as: 

 

“Those contracts for which the unavoidable costs of meeting the obligations under 

the contract exceed the economic benefits expected to be received under it.”  

 

Simply put, an onerous contract is one that is upside down, in which fixed contract costs exceed any 

revenue expected to be derived from the contract. 

 

Examples where there can be an onerous contract include: 

 

1. There is a fixed-price construction contract in which a contractor’s estimated total contract costs 

exceed the contract revenue, resulting in an unrealized loss on the contract. 

 

Example: In a fixed price construction contract,  construction costs increase due to inflation (wood, 

labor,  steel, etc.), creating an unrealized loss. 

 

2. A contract is delayed due to an economic shutdown or permitting delays, for which penalties continue 

to accrue. 

 

3. A contract has costs that have increased and exceed contract revenue due to unanticipated fulfillment 

costs from the COVID-19 virus. 

 

In each of these previous examples,  there is an unrealized loss in the contract as estimated total contract 

costs exceed contract revenue. 

 

Should an entity accrue an unrealized loss associated with an upside down (onerous contract)?   

 

Should an entity accrue an unrealized loss associated with an upside down (onerous contract)?   

 

It depends on the type of contract. 

 

The general rules for accruing losses that have been incurred to date, are found in ASC 450, 

Contingencies, as follows: 

 

1. An estimated loss should be accrued at the balance sheet date if: 
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a. Information available before the financial statements are available to be issued (or issued for 

public companies), indicates it is probable that an asset had been impaired or a liability had been 

incurred at the date of the financial statements,  and 

 

b. The amount of loss can be reasonably estimated. 

 

Losses recorded under ASC 450’s contingency rules are for current losses incurred at the balance sheet 

date, and not for future losses. 

 

Thus,  the general rule is that unrealized losses on onerous contracts are not accrued under ASC 450’s 

contingent loss rules because such losses relate to future losses.  ASC 450’s contingent loss rules only 

apply to losses incurred as of the balance sheet date, and not unrealized future losses. 

 

Special exception for certain construction-type contracts- losses accrued 

 

Although the general rule found in ASC 450 does not allow for accruing future losses on onerous 

contracts, GAAP provides a special exception for accruing future losses on certain construction-type 

contracts that are upside down (onerous contracts). 

 

ASC 606, Revenue from Contracts with Customers,  became effective in 2019 for nonpublic entities, 

and retains onerous contract language previously found in ASC 605-35 related to “construction-type” 

contracts.   

 

1. Specifically, ASC 606-10-60-9  states: 

 

“For guidance on determining the need for a provision for losses for construction-type 

and production-type contracts, see Subtopic 605-35.”  

 

2. ASC 605-35 provides a list of construction-type and production-type contracts for which a future 

loss should be accrued outside the contingency rules found in ASC 450, as follows: 

 

a. Construction contracts to general building, heavy earth moving, dredging, demolition, design-

build, specialty contractors such as mechanical, electrical and paving 

 

b. Contracts to design and build ships and transport vessels 

 

c. Contracts for design, develop, manufacture, or modify complex aerospace or electronic 

equipment to a buyer’s specifications 

 

d. Contracts for construction consulting service, such as under-agency contracts or construction 

management agreements 

 

e. Contracts for services performed by architects, engineers, or architectural or engineering design 

firms, and, 

 

f. Arrangements to deliver software or software systems, requiring significant production, 

modification, or customization of software. 
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Rules in ASC 605-35- accruing losses on onerous contracts- construction-type or production-type 

contracts 

 

If a construction-type or production-type contract has an onerous loss, the rules in ASC 605-35 (as 

amended) state the following should be applied: 

 

1. For a contract on which a loss is anticipated, an entity shall recognize the entire anticipated loss as 

soon as the loss becomes evident. 

 

2. When the current estimates of the amount of consideration (revenue) that an entity expects to receive 

under the contract, less the contract cost, indicate a loss, an entity should record a provision for the 

entire loss on the contract. 

 

3. A provision for a loss shall be made in the period in which the loss becomes evident.  

 

4. In determining the amount that an entity expects to receive, the entity shall use the principles for 

determining the transaction price in ASC 606 with some exceptions:  

 

a. If there is variable consideration, any variable consideration not recorded due to the constraining 

estimates rule shall not be eliminated from the transaction price. 

 

b. In addition, the entity shall adjust the amount to reflect the effects of the customer’s credit risk. 

 

5. If a group of contracts are combined in ASC 606, they shall be treated as one unit in determining the 

necessity for a provision for a loss.  

 

a. If contracts are not combined, the loss is determined at the contract level.  

 

6. An entity can make an accounting policy election to determine provisions for losses at either the 

contract level or the performance obligation level.  

 

a. An entity shall apply this accounting policy election in the same manner for similar types of 

contracts. 

 

Example 1: Company X, a contractor,  has a long-term construction contract with a customer. 

 

The contract is impacted due to: 

 

• Delays from the aftermath of COVID-19, and 

• An increase in construction costs from a shortage of labor,  and an increase in labor and materials 

costs due to inflation. 

 

The contract will not be completed until 2022. 

 

X cannot terminate the contract and is required to absorb the losses associated with cost overruns from 

the delays and increases in construction costs. 

 

Jack
Highlight



31 

 

CHAPTER 1: Accounting and Financial Reporting for COVID-19, the CARES Act and PPP Loans- 2021 Edition  

 

On December 31, 2021, it is apparent that X will incur a loss on the contract as follows: 

 

Transaction price- fixed (per contract) $1,000,000 

Estimated total contract costs for the performance obligation  (1,200,000) 

Indicated loss $(200,000) 

 

Conclusion: On December 31, 2021, X should accrue a loss on the contract as follows: 

 

 

Entry- 12-31-21: 

 

dr 

 

cr 

Loss on contract 200,000  

                          Accrued loss on contract  200,000 

   

 

Observation: The timing of the test of  loss on an onerous contract is fluid. That is, the loss is accrued 

at any time at which an anticipated loss becomes “evident.” That can occur at any time at which the 

contract costs exceed the amount of consideration (revenue) expected to be received. The test can be 

done either at the contract level or performance obligation level, although the two are likely to be the 

same in most instances. 

 

Example 2: Company X is in the travel business and has an indicated loss from a group tour it is hosting 

in Italy in August 2021.  X is liable under a hotel contract with a hotel in Rome,  Italy, and has no right 

to terminate the hotel contract due to the COVID-19 pandemic and other travel restrictions. Yet, X’s 

customers have cancelled their reservations, leaving X with an indicated loss on the hotel contract. As 

of December 31, 2020,  X knows it has an indicated loss of $100,000 on the trip. 

 

Should X accrue the loss? 

 

Conclusion: No. The contingency loss rule found in ASC 450 does not provide for accruing future 

losses.  

 

Moreover,  unless X qualifies as a construction-type contract (which it does not), the special rule for 

accruing indicated losses on onerous contracts found in ASC 605-35 does not apply.   

 

The result is that on December 31, 2020, X should not accrue the $100,000 loss on the hotel contract. 

However,  X may choose to disclose the loss. 

 

Should future losses be accrued for traditional manufacturers or other types of onerous contracts? 

 

No.  There is no authority permitting an entity to accruing future losses on manufacturing or other types 

of onerous contracts because the contingency rules found in ASC 450 do not permit accruing future 

losses.  The only authority outside of ASC 450 (other than specialized industry rules) that permits 

accruing losses on onerous contracts is found in ASC 605-35 related to construction-type or production-

type contracts. 

 

Observation: Accountants and auditors of construction-type companies need to be aware of the onerous 

contract rule found in ASC 605-35. Any contracts with indicated (unrealized losses) should be accrued 
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under the special exception in AC 605-35.  The list of construction-type contracts includes architects and 

engineers, as well as traditional construction companies. 

 

VIII.  Loan Modifications and Covenants 
 

Companies with loans outstanding may have to address loan terms with their lenders to avoid being 

placed in default, in light of the unprecedented economic decline that might continue depending on the 

industry in which an entity operates. 

 

Most lenders have offered borrowers a short-term waiver of payment terms allowing borrowers a brief 

period in which to make interest-only payments.  Some borrowers need systemic changes to their loan 

terms to accommodate lower cash flow generated from their operations. 

 

Consider some of the more obvious short-term modifications that might be required: 

 

1. A company may have to seek a waiver of loan financial covenants such as debt-equity and coverage 

ratios, particularly if business has declined and the company is in violation of these ratios. 

 

Note: If a covenant violation occurs that would otherwise give the lender the right to call the debt, 

the loan is classified as short-term on the balance sheet, unless the lender waives its call right for a 

period greater than one year.  The waiver should be obtained prior to the available to be issued 

(report) date. 

 

2. A company may have to seek an extension of time for submitting audited (or reviewed) financial 

statements to its third-party users, as it could take longer for an auditor or accountant to complete its 

engagement, particularly if an engagement is performed remotely.   

 

3. In certain cases, a company that is experiencing cash flow challenges might seek a short-term 

modification of  its loan.  The easiest approach is to obtain a forbearance agreement with a lender 

allowing the company to make partial payments or payments of interest only in lieu of principal and 

interest payments.     

 

Observation: If an entity is renegotiating loan terms with its lender,  it might make sense to also address 

the impact of the new lease standard on loan covenants. Most companies will be recording large lease 

obligations once the new lease standard becomes effective in 2022. Unless there is a specific exclusion 

under a loan agreement, the additional lease obligation might result in a violation of a debt-equity ratio 

and other covenants. 

 

IX.   Income Tax Issues- CARES Act 

 
On December 22, 2017,  former President Trump signed the Tax Cuts and Jobs Act into law.  Under this 

Act, effective January 1, 2018,  significant changes were made to the corporate tax rate and other 

business tax provisions that directly affect financial statements. 

 

On March 27, 2020,  the former President signed the  Coronavirus Aid, Relief and Economic Security 

Act (the CARES Act),  which amends portions of the Tax Cuts and Jobs Act. 
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The CARES Act has two provisions related to income taxes that are particularly helpful to businesses in 

years through 2020: 

 

1. There is a change in the NOL rules as the CARES Act: 

 

a. Introduces a five-year net operating loss (NOL) carryback provision which is available for NOLs 

created in 2018- 2020, and  

 

b. Permits unused NOLs (after the five-year carryback) to be carried over indefinitely and applied 

against 100% of future taxable income in 2018, 2019 and 20209. 

 

2. There is an increase in the amount of interest that is deductible under IRC 163(j) from 30% to 50% 

of Adjusted Taxable Income (earnings before interest, depreciation, and amortization (EBITDA)). 

 

A.  Deferred Tax Assets from NOLs- the CARES Act 
 

The 2020 CARES Act amends the net operating loss (NOL) rules that were passed in 2017 under the 

Tax Cuts and Jobs Act (the Act), as noted in the following chart: 

 

Net Operating Loss (NOL) Rules 

 

Tax Cuts and Jobs Act (2017) 2020 CARES Act 

 

For NOLs created for tax years ending after 

December 31, 2017 (new law): 

 

• NOLs can no longer be carried back. 

 

• NOLs can be carried forward indefinitely but 

limits the use of the NOLs to 80% of future 

taxable income per year. 

 

 

 

For NOLs created in 2018, 2019 and 2020: 

 

• NOLs can be carried back 5 years for a 

refund of prior years’ taxes.  

 

• Any unused NOLs (after carryback) are 

carried forward indefinitely and can be 

applied toward 100% of future taxable income 

through 2020 (80% of future taxable income 

after 2020). 
 

 

Under the CARES Act: 

 

1. NOLs created in 2018,  2019 and 2020 can be carried back five years for a refund of prior years’ 

taxes.10  

 

2. Any unused NOLs (after the five-year carryback) are carried forward indefinitely and can be applied 

toward 100% of future taxable income through 2020 (80% of future taxable income after 2020). 
 

Three particular GAAP issues relate to the new NOL rules starting with 2020 financial statements: 

 
9  After 2020,  unused NOLs may be applied toward 80% of future taxable income in accordance with the Tax Cuts and Jobs 

Act provisions. 
10 An entity may elect to forgo the five-year NOL carryback and carry over any NOL to future years. 
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1. A company must record a refund receivable for a tax refund created due to a five-year carryback of 

a  2018, 2019 or 2020 NOL.  
 

2. For any unused NOL carried forward (after the five-year carryback),  a deferred tax asset must be 

computed  using the 21% corporate tax rate, representative of the estimated future tax benefit from 

use of the unused NOL. 

 

3. A valuation account must be recognized against a deferred tax asset, if based on the weight of 

available evidence, it is more likely than not (more than 50% probability) that some portion or all of 

the deferred tax asset will not be realized during the indefinite carryforward period. 

 

Note: ASC 740, Income Taxes, requires a company to record a deferred tax asset for the tax benefit of a 

net operating loss carryforward. The asset represents the tax benefit that will be received when the 

company uses that NOL in future years. In order to actually use the NOL, the company must have future 

income to absorb that NOL. 

 

Example 1: Company X generates a federal income tax loss in 2020 in the amount of $500,000.  

 

X carries back $200,000 of the $500,000 to years 2015-2017 by filing a Form 1139 and obtains a refund 

from the IRS.  The tax rate paid in 2015-2017 was 35%. 

 

The remaining $300,000 of the 2020 NOL is carried forward to future years (2021 and beyond) and can 

be applied toward 80% of future taxable income, indefinitely. 

 

Conclusion:  The entries in 2020 are as follows: 

 

 

Entry in 2020: 

 

dr 

 

cr 

IRS refund receivable (1) 70,000  

         Income tax expense- current federal  70,000 

Deferred tax asset  (2) 63,000  

         Income tax expense- deferred federal  63,000 

 

(1):  NOL carryback: $200,000 x 35% = $70,000.   

(2):  Unused NOL carryforward to 2021 and beyond: $300,000 x 21% = $63,000. 

 

 

How does the indefinite carryforward period impact the need for a valuation account on deferred tax 

assets? 

  

First,  a quick review of  the GAAP rules for valuation accounts: 

 

1. ASC 740, Income Taxes, requires a company to recognize a valuation account against a deferred tax 

asset if, based on the weight of available evidence, it is more likely than not (more than 50% 

probability), that some portion or all of the deferred tax asset will not be realized by future taxable 

income. 
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2. The valuation account should be sufficient to reduce the deferred tax asset to an amount that is more 

likely than not to be realized when the NOL is used in future years. 

 

In order to determine the amount of the valuation account, the following question must be asked: 

 

“Will the company have enough future taxable income during the NOL carryforward 

period to use the unused NOL?” 

 

If the answer is “yes,” there is no need for a valuation account. If the answer is “no,” a valuation account 

must be established for a portion or all of the deferred tax asset. 

 

The only time a valuation account is needed is if there is more than a 50% probability that there will not 

be enough future taxable income during the NOL carryforward period to utilize the unused NOL. 

 

Although there are several sources of future taxable income, in most cases involving a deferred tax asset, 

future taxable income comes from two sources: 

 

1. Estimated future taxable income during the carryforward period, and 

 

2. Taxable temporary differences that will reverse into future taxable income during the carryforward 

period as evidenced by the existence of deferred tax liabilities. 

  

Going back to Example 1:  

 

• Company X has an unused $300,000 NOL from 2020 (after the five-year carryback) available to 

carryforward indefinitely to future years against 80% of future taxable income in 2021 and 

thereafter.   

 

• On December 31, 2020, There is a $63,000 deferred tax asset recorded related to that $300,000 

NOL ($300,000 x 21% = $63,000). 

 

X must determine whether it is more likely than not that a portion of the $63,000 deferred tax asset will 

not be realized by future taxable income during an indefinite future carryforward period.  To the extent 

a portion of the deferred tax asset will not be realized, a valuation account is required. The question is 

whether X expects to have at least $300,000 of future taxable income to utilize the NOL during the 

indefinite future years. 

 

Assume X can justify that  the company will generate future taxable income of  at least $400,000 

cumulatively for the foreseeable future. 

 

The calculation of the amount required in the valuation account on December 31, 2020, follows: 
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Unused NOL available in 2020 carried forward indefinitely to 2021 and 

beyond 

 

$(300,000) 

Estimated future taxable income in 2021 and beyond ($400,000 x 80%) (1)          320,000 

Portion of NOL not expected  to be realized $              0 

Tax rate          21% 

Valuation required  $              0 

 

(1): Starting in 2021,  unused NOLs are carried forward indefinitely and can be used against 

80% of taxable income.  

 

 

Conclusion:  Under the CARES Act NOL rules, an unused NOL can be carried forward indefinitely and 

applied toward 80% of future taxable income for years 2021 and later.  In this example, X should be able 

to justify that there will be sufficient future taxable income during the indefinite future periods to utilize 

the $(300,000) unused NOL. Therefore, there is no need for a valuation account against the December 

31, 2020 deferred tax asset in the amount of $63,000.   

 

Observation: The previous example illustrates the profound impact of the new NOL indefinite 

carryforward rule on the accounting for income taxes in ASC 740. Because an NOL created after 2017 

can be carried forward indefinitely, it will be rare for an entity to need a valuation account to be offset 

against a deferred tax asset created from that unused NOL.    

 

What if an entity has recorded a deferred tax asset in 2019 for an unused 2019 NOL and now is 

permitted a five-year carryback of that NOL? 

 

A company might have a deferred tax asset from an unused NOL created in 2018 and 2019 during years 

in which NOLs could be carried forward, but not carried back under the Tax Cuts and Jobs Act (TCJA). 

 

Now, under the CARES Act, the entity is able to carry back 2018 and 2019 NOLs for five years. The 

carryback results in receipt of a refund of taxes paid in prior years at 34% or 35%. This scenario results 

in the removal of  the deferred tax asset previously recorded at 21%, and the recording of an IRS refund 

receivable at 34% related to the carryback refund due. That leaves the 13% difference as a credit that 

should be credited to income tax expense. 

The authority is found in ASC 740-10-45-15, Income Taxes-Overall-Other Presentation Matters, which 

states: 

 

“When deferred tax accounts are adjusted for the effect of a change in tax laws or rates, 

the effect shall be included in income from continuing operations for the period that 

includes the enactment date.” 

 

To account for this change from a deferred tax asset for the carryforward, to an IRS refund receivable 

for the NOL carryback,  an entity should record an adjustment to income from continuing operations.  

The best location for the adjustment is a credit to income tax expense. 

 

In this situation,  the entry looks like this: 
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Entry on March 27, 2020: 

 

dr 

 

cr 

IRS refund receivable  34%  

         Deferred tax asset  21% 

         Income tax expense (adjustment)  13% 

 

To record an IRS receivable related to the five-year carryback of a 2019 NOL 

authorized by the Cares Act, and reverse off a deferred tax asset previous recorded 

under the Tax Cuts and Jobs Act. 

 

 

Example 1:  In 2019, Company X generates a federal income tax loss of $500,000 and records a deferred 

tax asset of $105,000 ($500,000 x 21%) on December 31, 2019, representing the tax benefit of the 

$500,000 unused NOL. 

 

In 2020,  the CARES Act is signed and X carries back the $500,000 NOL for five years to receive a 

refund of taxes paid in the 2014, the fifth year of the NOL carryback period.  The 2014 taxes paid were 

at a 34% tax rate so that the refund due for the NOL carryback to 2014 is $170,000 ($500,000 x 34%). 

 

Conclusion:  The deferred tax asset is reversed and an IRS refund receivable is recorded for the $500,000 

carryback and refund due of $170,000 ($500,000 x 34%).  The 13% difference of $65,000 is credited to 

income from continuing operations as a credit to income tax expense. 

 

 

Entry in  2020: 

 

dr 

 

cr 

IRS refund receivable  ($500,000 x 34%) 170,000  

         DIT asset  ($500,000 x 21%)  105,000 

        Income tax expense  (500,000 x 13%)  65,000 

 

 

The 2020 disclosure is summarized below: 

 

 

[ 2020 Disclosure] 

 

NOTE 2: INCOME TAXES 

 

A summary of the current and deferred portions of federal income tax expense follows: 

 

    Current portion  (credit) $XX 

    Deferred XX 

    Adjustment due to change in deferred tax asset  (65,000) 

        Total income tax expense $XX 

 

On March 27, 2020, the President signed into law the Coronavirus Aid, Relief and Economic 

Security Act (the Act).  The Act includes a new provision that allows a company to carry back a 

net operating loss five years for a refund of federal income taxes paid in prior years. 
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In 2020,  the Company carried back a 2019 net operating loss of $500,000 and received a federal 

income tax refund in the amount of $170,000.  On December 31, 2020, there are no unused net 

operating losses available for carryforward to future years. 

 

As part of the net operating loss carryback, the Company adjusted deferred tax assets in the 

amount of $105,000 to zero, and recorded an income tax expense credit in the amount of 

$65,000, which is presented as a separate component of income tax expense.   

 

 

Why is the entry in Example 1 made in 2020? 

 

The NOL carryback rule is created as part of the CARES Act which was signed into law on March 27, 

2020 (the enactment date). On that date, the law changed and the $500,000 NOL for 2019 can be carried 

back to obtain a refund of prior years’ taxes.  In 2020,  a receivable from the IRS is created  when the 

company files the NOL carryback ($500,000 x 34% = $170,000).  On that 2020 date, the previously 

recorded deferred tax asset of $105,000 no longer exists as there is no more NOL carryforward. Thus, 

in 2020, on the date the NOL carryback is recorded,  the entry is made.   

 

Note that an entry cannot be made as of December 31, 2019 due to the fact that on that date, the law did 

not permit the five-year NOL carryback.  

 

B.  50% Limitation on Interest Deduction- the CARES Act 
 

Another key change made to the Tax Cuts and Jobs Act by the 2020 CARES Act, relates to the limitation 

on the business interest deduction.     

 

Previous 30% rule for deductibility of interest- Tax Cuts and Jobs Act 

 

Under the Tax Cuts and Jobs Act, rules were passed to limit the amount of interest that is deductible as 

follows: 

 

1. Interest expense, net of interest income, is deductible to the extent it does not exceed 30% of adjusted 

taxable income (ATI) (which is tax EBITDA (earnings before interest, taxes, depreciation, and 

amortization))  for tax years 2018 to 2021.  

 

2. Starting in 2022,  the 30% interest deduction limitation is based on earnings before interest only. 

 

3. Any disallowed interest expense is carried forward indefinitely. 

 

4. The 30% limitation does not apply to companies with average annual gross receipts of $25 million 

($26 million in 2020) or less. 

 

CARES Act 50% rule for deductibility of interest 

 

In 2020,  the CARES Act made further changes to the interest deduction limitation, as follows: 

 

1. The limitation on the deductibility of interest is increased from 30% to 50% of  ATI for tax years 

2019 and 2020 only.  
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2. Starting in 2021,  the percentage of deductibility shifts back to 30%. 

 

Because a portion of interest may be disallowed in a year and can be carried forward indefinitely, that 

interest creates a temporary difference and a deferred tax asset.   

 

Example 1: In 2020, Company X, a C corporation, has the following: 

 

 

Net sales 

 

$27,000,000 

Cost of goods sold 19,000,000 

Gross profit 8,000,000 

Operating expenses:  

     Interest expense 3,800,000 

     Depreciation and amortization 500,000 

     Other operating expenses  700,000 

Net income before income taxes 3,000,000 

Federal and state income taxes    900,000 

Net income $2,100,000 

 

 

Assume there are no book-tax differences other than the interest deduction. 

 

The computation of the amount of deductible and disallowed interest expense in 2020 follows: 

 

 

Adjusted taxable income (ATI) (EBITDA): 

 

Net income $2,100,000 

Interest expense 3,800,000 

Depreciation and amortization 500,000 

Taxes 900,000 

Adjusted taxable income (ATI) $7,300,000 

Maximum interest deduction percentage         50% 

Maximum interest deduction allowed 3,650,000 

Interest expense  3,800,000 

Disallowed interest deduction- Schedule M-1 item on 2020 tax return $150,000 

 

 

Under the CARES Act, the 2020 interest deduction is limited to $3,650,000 (50% of ATI) resulting in 

$150,000 of the $3,800,000 of interest expense being nondeductible as a Schedule M-1 item on the 

entity’s 2020 tax return, and carried forward indefinitely. 

 

The result is there is a $150,000 temporary difference on which deferred income taxes should be 

measured and recorded as follows: 
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Temporary difference- December 31, 2020: 

 

     Disallowed interest- books $          0 

     Disallowed interest- tax 150,000 

     Temporary difference 150,000 

 Federal tax rate      21% 

 Deferred tax asset (future tax benefit)- on December 31, 2020 $31,500 

 

 

 

Entry:  December 31, 2020: 

 

dr 

 

cr 

Deferred tax asset  31,500  

                    Income tax expense- deferred  31,500 

 

 

Must a company disclose the unused interest deduction carryforward in its 2020 financial statements,  

similar to an unused NOL? 

 

Not necessarily.  

 

ASC 740-50-3, Income Taxes- Disclosure, requires disclosure of  “the amounts and expiration dates of  

operating loss and tax credit carryforwards for tax purposes.” There is no requirement to disclose other 

unused carryforwards such as disallowed interest expense under the Act. That said, nothing precludes a 

company from including such a disclosure. 

 

X.   Accounting for PPP Loans under the CARES Act 
 

A.  How Should PPP Loans be Accounted for Under GAAP?    
 

There is no authoritative guidance as to the proper way in which a PPP loan and forgiveness should be 

accounted for under GAAP.  As a result, a company should account for a PPP loan and forgiveness by 

selecting an option among several found within the GAAP codification. 

 

1. The authoritative and nonauthoritative GAAP guidance is found in the following documents: 

 

a. AICPA Technical Question and Answer (TQA) 3200.18, Borrower Accounting for a Forgivable 

Loan Received Under the Small Business Administration Paycheck Protection Program (issued 

June 10, 2020) (nonauthoritative) 

 

b. FASB ASC 470, Debt 

 

c. FASB ASC 958, Not-for-Profit Entities  

 

d. International Accounting Standard (IAS) 20, Accounting for Government Grants and 

Disclosures, and 

 

e. FASB ASC 450-30, Gain Contingencies. 

http://www.aicpa.org/InterestAreas/FRC/Pages/RecentlyIssuedTechnicalQuestionsandAnswers.aspx
https://www.aicpa.org/content/dam/aicpa/interestareas/frc/downloadabledocuments/tqa-sections/tqa-section-3200-18.pdf
https://www.aicpa.org/content/dam/aicpa/interestareas/frc/downloadabledocuments/tqa-sections/tqa-section-3200-18.pdf
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Note: Although the AICPA Technical Q&A is nonauthoritative, it does provide useful guidance to 

practitioners as to the GAAP options that are available to account for PPP loans. 

 

2. In general,  a company may account for its PPP loan using the following accounting standards: 

 

a. Account for the PPP loan as traditional debt in accordance with ASC 470, Debt- 

PREFERRED METHOD 

 

b. Account for the PPP loan as a government grant following the guidance found in ASC 958, Not-

for-Profit Entities or  IAS 20,  Accounting for Government Grants and Disclosures, or 

 

c. Account for the PPP loan under the gain contingency rules, found in ASC 450-30, Gain 

Contingencies. 

 

Although there are several options for accounting treatment,  the best approach is to account for a PPP 

loan as a traditional loan under the ASC 470, Debt, which is discussed in the following section. 

 

B.  Accounting for a PPP Loan as Debt  
 

Most companies and their practitioners account for PPP loans as debt, as it is the most obvious choice 

among several options.  After all,  there is a loan agreement that has been executed and the entity has a 

legal obligation to repay the PPP loan unless it is forgiven by the SBA. Thus, accounting for it as debt 

under GAAP is consistent with an entity’s legal obligation to repay the obligation. 

 

In choosing to treat the PPP loan as debt,  the following procedures should be followed in accordance 

with the loan terms. 

 

1. The loan should be initially accounted for consistent with the terms of the PPP loan agreement, which 

are as follows: 

 

a. There is a five-year term  (or two-year term for certain earlier loans made). 

 

b. Interest accrues at one percent per annum.  

 

c. The loan payment deferral period (for principal and interest payments) is as follows: 

 

• If the forgiveness application is not filed within 10 months after the end of the 24-week (or 

8-week) covered period, principal and interest payments begin 10 months from the end of the 

24-week (or 8-week) covered period. 

 

• If the forgiveness application is filed within 10 months after the end of the 24-week (or 8-

week) covered period,  principal and interest payments are deferred until the date on which 

the SBA notifies the lender and borrower of the amount of the loan forgiveness approved. 

 

d. There is no prepayment penalty, and  

 

e. There is no personal guarantee or collateral. 
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2. The initial proceeds received from the PPP loan are recorded as a loan on the balance sheet until it 

is forgiven or a decision as to forgiveness is made. 

 

a. The loan amount is presented as current and long-term in accordance with the terms of the loan 

agreement regardless of whether forgiveness of the loan is anticipated. 

 

3. Interest should be accrued at one percent per annum until the loan is forgiven or payments 

commence. 

 

4. The forgiveness of the loan is recorded only once the loan obligation is extinguished based on 

receiving the SBA formal notification of the amount of the loan forgiveness approved.   

 

a. Once the loan is forgiven by the SBA, the amount forgiven is accounted for under ASC 835-30, 

Liabilities- Extinguishments of Liabilities. 

 

• The forgiven amount is recorded as a gain on extinguishment of debt on the income statement. 

 

b. The forgiveness of the PPP loan, if material, should be accounted for under ASC 225-20, Income 

Statement-  Unusual and Infrequent Items, as follows: 

 

• The gain on extinguishment of debt should be treated as a material event or transaction that 

is considered to be of an unusual nature or of a type that indicates infrequency of occurrence 

or both, and 

 

• The gain should be reported as a separate component of income from continuing operations, 

such as a separate line in the other income section of the income statement.  

 

c. The gain on extinguishment of debt income is nontaxable income and treated as a permanent 

difference on the tax return. 

 

Should a PPP loan be presented as debt even if the loan is expected to be forgiven? 

 

Yes. The loan is debt and there is a legal obligation to repay it regardless of whether an entity expects to 

satisfy all the requirements for forgiveness. At the balance sheet date, the loan obligation is not 

relinquished and therefore the debt is still owed. ASC 470, Debt, does not offer any exception that 

permits an entity to remove a debt obligation from its balance sheet based on anticipated future events 

occurring, such as a subsequent forgiveness of debt. 

 

Should a PPP loan be shown current on the 2020 balance sheet if the entity expects that it will be 

forgiven within 12 months of the balance sheet date? 

 

No.  The general rule in ASC 470, Debt and ASC 210-10-45, Balance Sheet-Overall-Other Presentation 

Matters, is that a PPP loan is presented as current and long-term based on the terms of the loan that exist 

at the 2020 balance sheet date, regardless of any anticipated forgiveness of debt subsequent to the 

balance sheet date.  What is expected to occur after the balance sheet date has no bearing on how a loan 

is accounted for and presented at the balance sheet date.  Any event occurring after the balance sheet 
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date (such as forgiveness of debt) is disclosed as a Type 2 subsequent event, and not recognized 

retroactive to the balance sheet date. 

 

With respect to a PPP loan,  ASC 470 does not offer a provision under which an entity is permitted to 

classify a debt as current at the balance sheet date, (and ignore the terms of the loan agreement), based 

on anticipation of  a forgiveness of debt occurring subsequent to the balance sheet date. 

 

Example:  Company X receives a $1,000,000 PPP loan on May 31, 2020 with a five-year term.   

 

X files an application for forgiveness on December 1, 2020 and, on April 30, 2021 X receives SBA 

notification that the $1,000,000 loan has been forgiven. X’s financial statements are available to be 

issued to the bank on May 31, 2021. 

 

Because X’s PPP loan is forgiven on April 30, 2021 (before the financial statements are available to be 

issued), X wants to present the entire $1,000,000 as a short-term loan payable.  Is this correct? 

 

Conclusion: No. Even though the loan is forgiven on April 30, 2021, prior to the financial statements 

being available to be issued on May 31, 2021, the forgiveness occurred after the balance sheet date.  

Therefore, as of December 31, 2020,  the loan should be presented in accordance with its terms which 

call for principal and interest payments starting on the date on which the SBA notifies the lender (and 

borrower) of the amount of the loan forgiven, which is April 30, 2021. On that date,  there are 49 months 

remaining on the 60-month loan.  An amortization schedule of the $1,000,000 loan, at one percent per 

annum, for 49 months yields the following results: 

 
 

Amortization Schedule: $1,000,000 

Loan date: May 31, 2020 

Payments start date: April 30, 2021 

1%, 49 months remaining 

 

Payment Date Interest Principal Balance 

 

April 30, 2021 

 

$   833 

 

$  20,003 

 

$  979,997 

May 31, 2021 $   817 $  20,020 $  959,977 

June 30, 2021 $   800 $  20,036 $  939,941 

July 31, 2021 $   783 $  20,053 $  919,888 

August 31, 2021 $   767 $  20,070 $  899,818 

September 30, 2021 $   750 $  20,086 $  879,732 

October 31, 2021 $   733 $  20,103 $  859,629 

November 30, 2021 $   716 $  20,120 $  838,509 

December 31, 2021 $   700 $  20,137 $  819,372 

  $ 180,628 

 
 

 

Therefore, on December 31, 2020, the loan is presented on X’s balance sheet as follows: 
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Company X 

Balance Sheet 

December 31, 2020 

Current liabilities:  

   Current portion of long-term debt $180,628 

  

Long-term debt:  

   Long-debt (net of current portion of $180,628) $819,372 

  

 

Assume on the available to be issued date, an entity has not been notified by the SBA as to the amount 

of the PPP loan forgiven?  How much is the current portion of debt on its December 31, 2020 balance 

sheet? 

 

The SBA must notify an entity not later than 150 days from filing the application for forgiveness. 

Therefore,  the current portion of debt should be measured based on the assumption that principal and 

interest payments begin 150 days after the application for forgiveness was filed.  

 

Observation: The author has noticed certain commentators asserting that a PPP loan should be presented 

on the balance sheet as a short-term obligation if the loan has been forgiven subsequent to the balance 

sheet date and before the available-to-be-issuance date (issued date for public companies).This 

conclusion is incorrect and incongruous with the authority found in ASC 470. Debt is presented and 

measured based on facts and obligations in place at the balance sheet date.  The forgiveness of a PPP 

loan after the balance sheet, is a Type 2 subsequent event, which has no effect on the classification of a 

loan as current or long term at the balance sheet date, although the subsequent event should be disclosed.   

 

Should interest be accrued even if the PPP loan is expected to be forgiven? 

   

Yes.  The PPP loan agreement provides a legal obligation to pay interest at an annual rate of one percent 

until the loan is forgiven. If an application for forgiveness is not approved by the SBA and the PPP loan 

must be repaid, principal and interest payments commence on the date on which the SBA notifies the 

lender (and borrower) as to the amount of the PPP loan that is forgiven, which could be zero or a partial 

forgiveness. Therefore, interest must be accrued up to the date on which the SBA notifies the lender (and 

borrower) as to the amount of the loan forgiven,  or, if no amount is forgiven, the date on which principal 

and interest payments begin.   

 

Moreover, interest should be accrued using the effective interest method in accordance with ASC 835-

30, Interest-Imputation of Interest,  which is one percent per annum. 

 

Example: Company X receives a $800,000 PPP loan on May 1, 2020 with a five-year term.   

 

X is issuing financial statements for the year ending December 31, 2020. 

 

X receives SBA notification of the entire PPP loan being forgiven on March 31, 2021.  
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Conclusion:  Even though the loan is forgiven on March 31, 2021,  in its 2020 financial statements, X 

should accrue interest for the period May 1, 2020 to December 31, 2020 as follows: 

 

 

Entry- December 31, 2020: 

 

dr 

 

cr 

Interest expense 5,333  

                          Accrued interest  5,333 

 

To accrue interest on the PPP loan at 1% for the period May 1, 2020 to December 31, 2020, 

computed as follows: $800,000 x 1% x 8/12 =  $5,333. 

 

 

Moreover,  in 2021,  X should accrue interest for the period January 1, 2021 to the loan forgiveness date 

of March 31, 2021, even though the loan and accrued interest are forgiven as of March 31, 2021. 

 

Debt issuance costs- PPP loan 

 

Costs paid to third parties to secure and complete a PPP loan should be considered debt issuance costs 

and are presented as a reduction of the PPP loan on the balance sheet and on the statement of cash flows. 

 

ASC 835-30, Interest- Imputed Interest (as amended by ASU 2015-3) provides guidance on recognizing, 

amortizing and presenting debt issuance costs in connection with the issuance of debt, including 

obtaining  a PPP loan. 

 

More specifically, ASC 835-30 states the following rules: 

 

1. Debt issuance costs consist of third-party incremental costs that are directly attributable to  obtaining 

a specific PPP loan and include: 

 

a. Legal fees  

 

b. CPA/accounting fees to assist in the company filing of the PPP loan application, and  

 

c. Commissions and other costs required to obtain the specific PPP loan. 

 

2. Debt issuance costs exclude: 

 

a. Internal general and administrative costs and overhead of the borrowing entity 

 

b. CPA/accounting fees related to the forgiveness of debt computation and filing after the PPP loan 

is obtained 

 

c. CPA/accounting, legal and other professional fees to search for PPP loan financing among 

several lender alternatives, and 

 

d. Any other professional and other costs incurred after the PPP loan is funded. 
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Note: A key element of debt issuance costs is that such costs are directly incurred as part of obtaining  

specific financing.  For a PPP loan, debt issuance costs include the borrower's attorney's fees and 

other professional fees (including CPA fees) incurred to obtain a specific PPP loan from an identified 

lender. 

 

3. Debt issuance costs shall be reported on the balance sheet as a direct deduction from the face amount 

of the PPP note: 

 

a. Debt issuance costs shall not be classified on the balance sheet as a deferred charge or deferred 

credit asset.  

 

Presentation on the balance sheet: 

  

 

Current liabilities: 

 

Current portion of long-term debt XX 

  

Long-term debt:  

Note payable- PPP loan XX 

Less debt issuance costs (XX) 

Long-term debt, less debt issuance costs XX 

 

 

4. Debt issuance costs should be amortized over the term of the PPP loan (two years or five years) using 

an effective interest method.   

 

 a. The amortization of debt issuance costs shall be reported on the income statement as interest 

expense, not as amortization expense. 

 

Note: Even though the debt issuance costs are removed from the balance sheet on the date of the 

forgiveness of the PPP loan,  the debt issuance costs should be amortized up to the forgiveness date 

using the loan term of either two or five years. 

 

5. Debt issuance costs should be presented on the statement of cash flows as follows: 

 

 a. Netted against the PPP loan proceeds and presented as a net cash inflow from financing activities. 

 

 b. The amortization of debt issuance costs (interest expense) is a positive non-cash adjustment to 

net cash flow from operating activities.   

 

6. An entity shall disclose in the notes to financial statements a description of a PPP loan payable, which 

shall include the effective interest rate.   

 

Note: Many practitioners may not be aware that existing GAAP requires disclosure of the effective 

interest rate on debt.   

 

ASC 835-30-45-2 states the following: 
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 "The description of the note shall include the effective interest rate." 

 

For most loans, the nominal interest rate in the note is the same or similar to the effective interest 

rate.  Thus, disclosure of the nominal rate generally suffices to satisfy disclosure of the effective 

interest rate. However, with the presentation of debt issuance costs as a reduction in the loan balance, 

the effective interest rate increases because the denominator (debt) is reduced by the debt issuance 

costs. 

  

The author suggests satisfying the requirement to disclose the effective interest rate by inserting the 

following language into to PPP loan disclosure: 

 

“….interest at one percent per annum, which approximates the effective interest rate….” 

 

Observation: In 2015, the FASB changed the rules to account for debt issuance costs with  amendments 

made by ASU 2015-03.  These amendments require that debt issuance costs related to a recognized debt 

liability be presented on the balance sheet as a direct deduction from that debt liability.  This presentation 

is consistent with the guidance in FASB Concepts Statement 6, which states that debt issuance costs are 

similar to a debt discount and reduce the proceeds of borrowing, thereby increasing the effective interest 

rate. Concepts Statement 6 further states that debt issuance costs are not assets because they provide no 

future economic benefit.  

   

C.  Accounting for Forgiveness of PPP Loan  
 

How should the forgiveness of debt be accounted for if the PPP loan is treated as debt? 

 

ASC 405-20, Liabilities: Extinguishments of Liabilities, provides guidance on accounting for forgiveness 

of debt as follows: 

 

1. Debt is derecognized (removed) only if it  is extinguished, which occurs when either of the following 

conditions is met: 

 

a. The debtor pays the creditor and is relieved of its obligation for the liability, or 

 

b. The debtor is legally released from being the primary obligor under the liability, either judicially 

or by the creditor. 

 

2. With respect to a PPP loan, the debtor (borrower) is “legally released” when the SBA approves the 

forgiveness application, which could be as long as 150 days from the date the application for 

forgiveness is submitted. 

 

Note: The lender has 60 days from receiving the application for forgiveness from the borrower to 

submit it to the SBA for forgiveness. Then, the SBA has another 90 days to accept the forgiveness 

application and notify the lender and borrower of the amount of the loan that is forgiven.  In total, 

there is a potential of 150 days from submission of an application for forgiveness until a borrower 

receives a formal approval of forgiveness from the SBA. 

 

3. When the debt is forgiven by the SBA, the amount forgiven is accounted for under ASC 405-20, 

Liabilities- Extinguishments of Liabilities, as follows: 
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a. The debt is reduced by the amount forgiven and a gain on extinguishment of debt is recorded on 

the income statement. 

 

b. The amount of the gain should include adjustments for the following components, if applicable: 

 

1) Amount of the net carrying amount of PPP loan that is forgiven 

 

2) Reversal of accrued interest that is forgiven, and 

 

3) Reversal of the carrying value of any debt issuance costs related to the forgiven debt. 

 

c. The gain on extinguishment, if material, should be presented under ASC 225-20, Income 

Statement-  Unusual and Infrequent Items, as follows: 

 

1) The gain is a material event or transaction that is unusual nature or of a type that indicates 

infrequency of occurrence or both, and 

 

2) The gain is reported as a separate component of income from continuing operations using a 

title such as: 

 

• “Gain on extinguishment of debt”  

• “Gain on early extinguishment of debt” 

• “Forgiveness of debt income” 

• “Gain on forgiveness of debt” 

 

Note: Typically, the best location for the gain on extinguishment (forgiveness of debt) to be 

displayed is on a separate line in the other income section of the income statement.  

 

GAAP does not specifically identify an income statement location in which to present the gain 

on extinguishment of debt.  The author suggests that it be presented in the other income section 

on a separate line item.  Previously,  GAAP required gain on extinguishment of debt to be treated 

as an extraordinary item on the income statement. In 2015, the FASB eliminated the concept of 

extraordinary items altogether in GAAP.   

 

Example of suggested location on the income statement follows: 
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Company X 

Statement of Income 

For the Year Ended December 31, 2021 

  

Net sales $XX 

Cost of sales XX 

Gross profit XX 

Operating expenses XX 

 

Net operating income 

 

XX 

Other income: 

   Gain on extinguishment of debt11 

 

XX 

 

Net income before income taxes 

 

XX 

 

Income taxes 

 

Net income 

 

XX 

 

$XX 

  

 

Example:  Company Z receives a PPP loan for $600,000 on April 1, 2020, and is notified by the SBA 

that the entire loan is forgiven on March 31, 2021. 

 

On the March 31, 2021 forgiveness date,  the following balances existed: 

 

PPP note balance 

(dr) cr 

$600,000 

Accrued interest liability (accrued to March 31, 2021) 6,000 

Debt issuance costs, unamortized balance             (10,000) 

 

Conclusion:  On March 31, 2021,  the SBA forgives Z’s PPP loan.  On that date, Z records a gain on 

extinguishment of debt in the amount of $596,000 net, which consists of:  the loan amount forgiven 

($600,000), plus the accrued interest ($6,000) forgiven, less than unamortized balance of debt issuance 

costs ($10,000). 

 

   

Entry: March 31, 2021 forgiveness date: dr cr 

Note payable- PPP 600,000  

Accrued interest liability 6,000  

                 Debt issuance costs  10,000 

                 Gain on extinguishment of debt  596,000 

   

 

The gain on extinguishment of debt is presented on the income statement as follows: 

  

 
11  Or alternative title such as “gain on forgiveness of debt” 
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Company X 

Statement of Income 

For the Year Ended December 31, 2021 

 

Net sales $XX 

Cost of sales XX 

Gross profit XX 

Operating expenses XX 

 

Net operating income 

 

XX 

Other income: 

   Gain on extinguishment of debt12 

 

596,000 

 

Net income before income taxes 

 

XX 

Income taxes 

 

XX 

Net income $XX 

 

 

Presentation of PPP loan transactions on the statement of  cash flows 

 

How should a PPP loan and the related forgiveness be presented on the statement of cash flows? 

 

The PPP loan activity should be presented on the statement of cash flows as follows: 

 

 

PPP Loans and Forgiveness- Presentation on Statement of Cash Flows 

 

Activity Presentation on Statement of Cash Flows 

 

PPP loan proceeds, reduced by debt 

issuance costs  (1) 

Cash inflow in financing activities 

 

PPP loan repayments, if any 

 

Cash outflow in financing activities 

  

Accrued interest to the forgiveness date 

 

Increase in accrued interest liability- operating activities 

 

Gain on extinguishment of debt Non-cash adjustment (reduction) in operating activities 

 

Amortization of debt issuance costs 

[Interest expense] 

 

Non-cash adjustment (positive) in operating activities 

(1): PPP loan proceeds are reduced by debt issuance costs and shown net as a cash inflow in financing 

activities on the statement of cash flows 

 

 

 
12  Or alternative title such as “gain on forgiveness of debt” 
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Example: On April 1, 2020, Company X receives a $600,000  PPP loan.  X selects an 8-week covered 

period over which X can use the $600,000 proceeds to pay for eligible expenses (payroll, interest, rent 

and utilities). 

 

On November 30, 2020,  X receives extremely fast notification that the SBA has forgiven the $600,000 

PPP loan in its entirety. 

  

Debt issuance costs related to the loan follow: 

 

Debt issuance costs capitalized April 1, 2020 $10,000 

Amortization (interest expense) – April 1 to November 30, 2020  (1) (1,330) 

Debt issuance costs- unamortized on November 30, 2020 $8,670 

  

(1): $10,000/60 months = 166 x 8 months =   $1,330 rounded 

 

 

On November 30, 2020, X accrues $4,000 of interest expense for the period April 1 to November 30, 

2020 as follows: $600,000 x 1% x 8/12  = $4,000. 

 

   

Entries to record PPP loan proceeds- April 1, 2020: dr cr 

Cash 600,000  

                 Note payable- PPP loan  600,000 

Debt issuance costs 10,000  

                 Cash  10,000 

 

Entries on November 30, 2020 to record the 

forgiveness of debt: 

 

  

Interest expense- debt issuance costs13 1,330  

                  Debt issuance costs  1,330 

Interest expense 4,000  

                 Accrued interest liability 

 

 4,000 

 

On November 30, 2020, X makes the following entry to record the forgiveness of debt: 

 

 

Net loan forgiven: 

 

 

PPP note balance $600,000 

Accrued interest liability 4,000 

Debt issuance costs balance   (8,670) 

        Net gain on extinguishment 

 

$595,330 

 

 

 

 
13  ASC 835-30-45-3, Interest- Imputed Interest, requires amortization of debt issuance costs to be recorded as interest expense 

and not amortization expense, although in practice, it is common for companies to record amortization expense.  
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Entry: November 30, 2020 forgiveness date: dr cr 

Note payable- PPP loan 600,000  

Accrued interest liability 4,000  

                  Debt issuance costs  8,670 

                 Gain on extinguishment of debt  595,330 

   

 

The presentation of the 2020 statement of cash flows follows: 

 
 

Company X 

Statement of Cash Flows 

For the Year Ended December 31, 2020 

 

  

Net cash provided by (used in) operating activities:  

   Net income $XX 

   Adjustments to reconcile net income to cash from operating activities:  

         Gain on extinguishment of debt (595,330) 

         Interest expense- debt issuance costs14       1,330 

         Decrease in trade receivables          XX 

         Increase in accounts payable XX 

         Increase in accrued interest liability 4,000 

         Net cash provided by (used in) operating activities        XX 

  

Net cash provided by (used in) financing activities:  

   Cash received from PPP loan, net of debt issuance costs paid 590,000 

          Net cash provided by (used in) financing activities XX 

  

  

Supplementary cash flow disclosures:  

       Income taxes paid $XX 

        Interest paid      (1) 0 

  

 

Note: (1): In the previous example,  the supplementary cash flow disclosure shows that interest paid is 

zero.  Interest expense is $5,330 consisting of $1,330 interest on amortization of debt issuance costs, and 

$4,000 of accrued interest.  None of the $5,330 of interest was paid so that interest paid is zero. 

 

D.  Tax Effects of PPP Loans 

 
In general, if a PPP loan is treated as debt for GAAP under ASC 470,  there is unlikely to be any 

significant tax effect to the transaction. 

 

Section 1106(j) of the CARES Act specifically provides that any PPP loan forgiveness is excluded from 

taxable income and therefore is nontaxable.  On its face,  this nontaxability provision is a tremendous 

 
14  ASC 835-30-45-3, Interest- Imputed Interest,  requires amortization of debt issuance costs to be recorded as interest 

expense and not amortization expense, although in practice, it is common for companies to record amortization expense. 
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windfall for companies who not only receive an unsecured PPP loan, but more importantly receive 

forgiveness of the loan with no tax consequences. 

 

Consider the following: 

 

1. The PPP loan is treated as debt for both GAAP and tax purposes. 

 

2. For GAAP,  the gain on extinguishment of debt income is a permanent difference with no tax effect 

on the financial statements. 

 

a. The amount of the gain on extinguishment of debt for GAAP and tax purposes may differ if there 

are debt issuance costs written off and netted against the gain on the financial statements.  For 

GAAP,  the gain on forgiveness of debt is net of the balance of debt issuance costs which are 

deductible for tax purposes when the loan is forgiven.  

 

3. There are no significant GAAP-tax differences in interest expense and amortization of debt issuance 

costs, related to a PPP loan.15 

 

4. There is no deferred tax asset or liability recorded as the gain on extinguishment is a permanent 

difference that never reverses. 

 

5. Eligible expenses related to a PPP loan are tax deductible for federal tax purposes.16 

 

Example: In 2021, Company X has recorded a $606,000 gain on extinguishment of a PPP loan on its 

income statement, computed as follows: 

 

PPP note balance forgiven $600,000   

Accrued interest liability forgiven     6,000  

     Gain on extinguishment of debt (other income) $606,000   

 

Company X has 2021 net income of $300,000. 

  

 
15 IRS Regs. Sec. 1.446-5(a) provides that debt issuance costs capitalized are deductible over the term of the debt.  Regs. Sec. 

1.446-5(b) states that the issuer must treat the costs as if they create original issue discount (OID) and take such OID into 

account under the rules of Regs. Sec. 1.163-7. Thus, the debt issuance costs increase or create original issue discount (OID).  

Although the amount of debt issuance costs amortized for tax purposes might not equal the exact amount amortized for GAAP 

using an effective interest method (or, if not material, a straight-line method),  typically the book-tax difference is not material. 
16  Change made in December 2020 by Section 276 and 278 of the Consolidated Appropriations Act, 2021., reversing previous 

IRS position addressed in Revenue Ruling 2020-27, and other documents.  
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Company X 

Statement of Income 

For the Year Ended December 31, 2021 

  

Net sales $XX 

Cost of sales XX 

Gross profit XX 

Operating expenses XX 

Net operating income XX 

Other income: 

   Gain on extinguishment of debt17 

 

606,000 

 

Net income before income taxes 

 

XX 

Income taxes 

 

XX 

Net income  (given) $300,000 

 

 

Conclusion: On  its 2021 tax return,  X should reduce taxable income by $606,000 of non-taxable gain 

on forgiveness of debt (a permanent difference).  The gain on extinguishment of debt that is excludable 

from taxable income is the amount for forgiven debt and accrued interest.18  

 

The book-tax M-1 reconciliation on the 2021 tax return is presented as follows: 

 

M-1 Reconciliation: 

  

Net income per books  (given) $300,000 

M-1 items: 

    Gain on extinguishment of PPP loan- non-taxable income 

 

(606,000) 

  

Taxable loss per tax return      $(306,000) 

 

Note: If the Company has unamortized debt issuance costs that are recorded as part of the net gain on 

extinguishment on the financial statements, those costs are deductible for tax purposes when the loan is 

forgiven and should be recorded as a deduction on the tax return. 

 

Tax deductibility of PPP loan eligible expenses 

 

On December 27, 2020, President Trump signed the $2.3 trillion Consolidated Appropriations Act, 2021. 

 

A key provision of the new Act is to clarify that eligible expenses paid with PPP loan proceeds and used 

to obtain forgiveness of PPP loans are deductible for federal tax purposes. 

 

 
17  Or alternative title such as “gain on forgiveness of debt” 
18 The author assumes the reversal of the accrued interest liability of $6,000, which is included as part of the gain on 

extinguishment of debt for GAAP, is part of nontaxable income for tax purposes. Section 276 of Consolidated Appropriations 

Act, 2021, states that “no amount shall be included in the gross income of the eligible recipient by reason of forgiveness of 

indebtedness….”       
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Division N, Section 276 of the Consolidated Appropriations Act, 2021 states: 

 

… no deduction shall be denied, no tax attribute shall be reduced, and no basis increase 

shall be denied, by reason of the exclusion from gross income [by Section 1106 of the 

CARES Act].” 

 

This provision applies to PPP loans under the CARES Act and new PPP loans under the Consolidated 

Appropriations Act, 2021. 

 

This new provision supersedes previous IRS guidance in Revenue Ruling 2020-27 and other documents 

stating that such expenses were nondeductible in 2020 when paid or incurred. 

 

E.  Disclosures Required- PPP Loan Treated as Debt 
 

An entity that accounts for a PPP loan as debt, has certain GAAP disclosures that must be included in 

its financial statements as follows: 

 

1. The accounting policy used to account for the PPP loan as debt and the forgiveness of debt 

 

2. The accounting policy used for debt issuance costs and related amortization 

 

3. The terms of the PPP loan and forgiveness 

 

4. Type 2 subsequent event disclosure, if the loan is forgiven after the 12-31-20 balance sheet date and 

before the available to be issued date. 

 

5. Disclosure of the significant reconciling items between the reported income tax expense and the 

expected income tax expense at the federal and state statutory rate, based on PPP loan transactions.19  

 

6. Type 2 subsequent event disclosure- new PPP loan (first or second-draw) received in 2021 before 

the available to be issued date. 

 

Example 1: Company X (a C corporation) received a $1 million PPP loan on June 1,  2020 and incurred 

debt issuance cost of $19,250.   

 

In 2020, X has $1 million of eligible expenses for payroll, interest, rent and utilities, paid with the $1 

million of PPP loan proceeds.20 

 

On January 31, 2021, X applied for forgiveness of the PPP loan.   

 

On March 31, 2021,  X is notified by the SBA that the entire $1 million loan has been forgiven. 

 
19 ASC 740, Income Taxes, requires a nonpublic entity to disclose the nature of significant reconciling items when the reported 

income tax expense differs from  the expected amount of expense (using the federal 21% statutory rate and state tax rate). A 

numerical reconciliation is not required for a nonpublic entity, although a public entity must present a reconciliation between 

the expense based on the statutory rate and actual income tax expense. 
20  Eligible expenses are deductible when paid and incurred based on  Section 276 and 278 of the Consolidated Appropriations 

Act, 2021, and Venues Act, which reverses the previous IRS position that eligible expenses are not deductible, as addressed 

in Revenue Ruling 2020-27, and other documents.  
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April 30, 2021 is the available to be issued (report) date  

 

December 31, 2020 disclosure 

 

Information as of December 31, 2020 follows: 

  

PPP note balance $1,000,000 

 

Unamortized debt issuance costs: 

($19,250 less amortization (interest $2,250*) 

 

 

(17,000) 

 

Net loan balance 

 

$983,000 

  

Current portion (June 30, 2021** to December 31, 2021)     (given) $183,000 

Long-term portion 800,000 

 $983,000 

 

  *  $19,250/60 months x 7 months (6-1 to 12-31-20) = $2,250 

** PPP loan filing date January 31, 2021 + 150 days = June 30, 2021 rounded 

 

Conclusion: A sample 2020 disclosure follows:  

 
 

Company X 

Notes to Financial Statements 

For the Year Ended December 31, 2020 

 

 

 

NOTE 1:  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

 

Debt issuance costs: 

 

Debt issuance costs incurred in connection with the issuance of long-term debt are capitalized and amortized to 

interest expense over the five-year term of the debt using a straight-line method, which approximates the 

effective interest method. The unamortized amount is presented as a reduction of long-term debt on the balance 

sheet. 

 

As of December 31, 2020, unamortized debt issuance costs in the amount of $17,000 are presented as a 

reduction of $1,000,000 of long-term debt. 

 

Forgivable loans- Paycheck Protection Program (PPP): 

 

The Company’s policy is to account for forgivable loans received through the Small Business Administration 

(SBA) under Coronavirus Aid, Relief and Economic Security Act (CARES Act) Paycheck Protection Program 

(PPP), as debt in accordance with Accounting Standards Codification (ASC) 470, Debt, and other related 

accounting pronouncements.  The forgiveness of debt, in whole or in part, is recognized once the debt is 

extinguished, which occurs when the Company is legally released from the liability by the SBA.  Any portion 

of debt forgiven, adjusted for accrued interest forgiven and unamortized debt issuance costs, is recorded as a 

gain on extinguishment of debt, and presented in the other income section of the statement of income.  
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NOTE 3: LONG-TERM DEBT: 

 

Long-term debt consists of  the following as of December 31, 2020: 

 

Note balance $1,000,000 

Less unamortized debt issuance costs  (17,000) 

   Net loan balance 983,000 

Less current portion   183,000 

Long-term debt $800,000 

 

As of December 31, 2020, the Company has an unsecured loan outstanding in the amount of $1 million, due to 

the  Small Business Administration (SBA) and administered by a local bank, as part of the Coronavirus Aid, 

Relief and Economic Security Act (CARES Act) Paycheck Protection Program (PPP). 

  

Under the terms of the note dated June 1, 2020, loan payments are deferred until the Company receives 

notification from the SBA as to the amount of the loan forgiven. Thereafter, monthly payments are due in the 

amount $20,800, including interest at one percent per annum, which approximates the effective interest rate.   

The note is due on June 1, 2025.  

 

A summary of the annual maturities of long-term debt for the five-years subsequent to 2020 follows: 

 

NOTE 3: LONG-TERM DEBT: 

 

Year 

 

 

 

Annual 

principal payments 

 

2021 $183,000 

2022 236,000 

2023 236,000 

2024 236,000 

2025 92,000 

 

Interest expense was $8,083 in 2020. 

 

The loan terms provide that a portion or all of the loan is forgivable to the extent that the Company uses loan 

proceeds to fund qualifying payroll and other expenses during a designated 24-week period.  On March 31, 

2021, the Company received notification from the SBA that the entire loan balance of $1 million has been 

forgiven.  (1) 

 

 

Example 1A:  Same facts as Example 1 except that on the April 30, 2021 available to be issued (report) 

date,  the Company has not received notification from the SBA of forgiveness of the PPP loan. 

 

Conclusion:  In the 2020 financial statements, the Note 3, Long-Term Debt disclosure should be 

changed to reflect the subsequent event as follows:  (1) 

 

“In 2021, the Company submitted to its lender and the SBA an application for forgiveness of the 

entire loan balance of $1 million, which is pending.” 21 (1) 

 

 
21  Type 2 subsequent event. 
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Observation:  Some companies that received  PPP loans in 2020 or second-draw loans in 2021, will not 

receive SBA notification of forgiveness until after year-end. During the timeframe between receipt of 

PPP loan proceeds and SBA  forgiveness of the loan, a company is required to maintain the loan on its 

balance sheet and not record the anticipated forgiveness of debt on its income statement. Recording 

forgiveness of debt income prior to receiving SBA approval of the forgiveness, would be tantamount to 

recognizing a gain contingency, which is not permitted by GAAP.  However,  the forgiveness (pending 

or completed) is a Type 2 subsequent event that should be disclosed. 

 

Example 2: Roll forward Example 1 to year-end December 31, 2021 with disclosure of the forgiveness 

of the $1 million PPP loan in 2021. 

 

December 31, 2021 disclosure 

 

Information on March 31, 2021 forgiveness date: 

  

PPP note balance $1,000,000 

Accrued interest  

Unamortized debt issuance costs: 

($19,250 less amortization (interest $3,210) 

*8,333 

 

**(16,040) 

 

Gain on extinguishment of debt 

 

$992,293 

  

* Accrued interest: June 1, 2020 to March 31, 2021: $1,000,000 x 1% x 10/12 = $8,3331    

 

**Debt issuance costs (June 1, 2020) less amortization (June 1, 2020 to March 31, 2021: 19,250 x 10/60 

= 3,210. $19,250 – 3,210 = $16,040. 

 

   

Entry: March 31, 2021 forgiveness date: dr cr 

Note payable- PPP loan 1,000,000  

Accrued interest liability 8,333  

                  Debt issuance costs  16,040 

                 Gain on extinguishment of debt  992,293 

   

 

Conclusion: A sample 2021 disclosure follows:  
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Company X 

Notes to Financial Statements 

For the Year Ended December 31, 2021 

 

NOTE 1:  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

 

Debt issuance costs: 

 

Debt issuance costs incurred in connection with the issuance of long-term debt are capitalized and amortized to 

interest expense over the five-year term of the debt using a straight-line method, which approximates the 

effective interest method. The unamortized amount is presented as a reduction of long-term debt on the balance 

sheet. 

 

Forgivable loans- Paycheck Protection Program (PPP): 

 

The Company’s policy is to account for forgivable loans received through the Small Business Administration 

(SBA) under Coronavirus Aid, Relief and Economic Security Act (CARES Act) Paycheck Protection Program 

(PPP), as debt in accordance with Accounting Standards Codification (ASC) 470, Debt, and other related 

accounting pronouncements.  The forgiveness of debt, in whole or in part, is recognized once the debt is 

extinguished, which occurs when the Company is legally released from the liability by the SBA.  Any portion 

of debt forgiven, adjusted for accrued interest forgiven and unamortized debt issuance costs, is recorded as a 

gain on extinguishment of debt, and presented in the other income section of the statement of income.  

 

NOTE 2:  INCOME TAXES: 

 

The provision for income taxes consists of the following: 

 

Federal:  

   Current  $XX 

   Deferred XX 

 XX 

State:  

   Current  $XX 

   Deferred XX 

 XX 

Total provision for income taxes  $XX 

  
 In 2021, the Company’s current tax provision reflects $1 million of nontaxable income related to forgiveness 

of a loan received, plus accrued interest, through the Small Business Administration’s (SBA’s) Paycheck 

Protection Program (PPP).22 

 

 

 

 

 

 
22 ASC 740, Income Taxes, requires a nonpublic entity to disclose the nature of significant reconciling items when the 

reported income tax expense differs from  the expected amount of expense based on the federal 21% statutory rate and state 

tax rate.  One significant reconciling item is the $1 million of nontaxable forgiveness of debt income in 2021.  A numerical 

reconciliation is not required for a nonpublic entity, although a public entity must present a reconciliation between income 

tax expense based on the statutory rate and actual income tax expense. 
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NOTE 3: LONG-TERM DEBT: 

 

In June 2020,  the Company received  an unsecured loan in the amount of $1 million from the  Small Business 

Administration (SBA), as part of the Coronavirus Aid, Relief and Economic Security Act (CARES Act) Paycheck 

Protection Program (PPP). 

 

Under the terms of the note dated June 1, 2020, loan payments are deferred until the Company receives 

notification from the SBA as to the amount of the loan forgiven. Thereafter, monthly payments are due in the 

amount $20,800, including interest at one percent per annum, which approximates the effective interest rate.   

The note is due on June 1, 2025.  

 

The loan terms provided that a portion or all of the loan was forgivable to the extent that the Company used 

loan proceeds to fund qualifying payroll and other expenses during a designated 24-week period. In 2021, the 

Company submitted to its lender and the SBA an application for forgiveness of the entire loan balance of $1 

million. 

 

On March 31, 2021,  the Company received notification from the SBA that the entire loan balance of $1 

million has been forgiven.  On the forgiveness date, the Company removed the loan balance and related 

accounts, and  recorded in other income on its statement of income, a gain on extinguishment of debt in 

the amount of $992,293, reflective of the $1 million loan forgiven, $8,33323 of accrued interest forgiven, 

and reduced by $16,04024 of unamortized debt issuance costs. 

 

 

Disclosure of significant reconciling items in income tax expense 

 

ASC 740-10-50, Income Taxes-Overall-Disclosure, requires the following disclosure if the reported 

amount of income tax expense differs from the expected income tax expense based on the statutory rate 

(federal 21% plus state tax rate). 

 

1. A nonpublic entity must disclose the nature of significant reconciling items with no requirement for 

a numerical reconciliation. 

 

2. A public entity is required to disclose a reconciliation of the actual income tax expense to income 

tax expense using statutory tax rates (21% plus the state tax rate).  

 

With respect to PPP loans,  in 2021, a company may have a significant reconciling item (a permanent 

difference) between actual income tax expense and income tax expense using the statutory rate of 21% 

plus the state tax rate:  

 

1. In 2021,  there may be a significant amount of nontaxable income related to forgiveness of the PPP 

loan. 

 

In this case,  a company should include the following disclosure in its income tax expense note for  2021. 

 

  

 
23  Accrued interest: June 1, 2020 to March 31, 2021: $1,000,000 x 1% x 10/12 = $8,333 accrued interest on March 31, 2021. 
24  $19,250 debt issuance costs (June 1, 2020) less amortization (June 1, 2020 to March 31, 2021: 19,250 x 10/60 = 3,210. 

$19,250 – 3,210 = $16,040 balance on March 31, 2021). 
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2021 Notes to Financial Statements: 

 

NOTE X: Income Taxes 

In 2021, the Company’s current tax provision reflects $XX of nontaxable income related to 

forgiveness of a loan received, plus accrued interest, through the Small Business 

Administration’s Paycheck Protection Program (PPP). 

 

Subsequent event disclosure- new PPP loan received in 2021 before 2020 financial statements are 

issued 

 

Now that the Consolidated Appropriations Act, 2021 has extended PPP loans under the CARES Act, a 

company is eligible to obtain a second-round  PPP loan if it can demonstrate its gross receipts for any 

one quarter in 2020 declined by 25% or more when compared with the same quarter’s gross receipts in 

2019. 

 

Consequently, the following scenario may occur for 2020 year-end engagements: 

 

1. Companies impacted by COVID-19 may qualify for and obtain a new second  draw of PPP loans 

and  may receive them in 2021.   

 

2. Because the deadline for applying for the new PPP Loans is March 31, 2021, many companies will 

apply for and receive the second draw of PPP loans before the available to be issued date of their  

financial statements. 

 

3. Companies may be required to assess whether the receipt of a new PPP loan in 2021 qualifies as a 

Type 2 subsequent event requiring disclosure in 2020 financial statements. 

 

Should a company include a subsequent event disclosure in its 2020 financial statements if it receives 

a new PPP loan in 2021 prior to the available to be issued date (report date) of its financial statements? 

 

ASC 855, Subsequent Events, defines subsequent events as: 

 

“events or transactions occurring after the balance sheet date but before financial 

statements are issued or available to be issued.”   

 

A PPP loan received after the 2020 balance sheet date would be considered a Type 2 subsequent event 

defined as: 

 

“events that provide evidence about conditions that did not exist at the date of the balance 

sheet but arose subsequent to that date.” 

 

Receipt of a PPP loan after the balance sheet date is a Type 2 subsequent event.  The larger issue is 

whether such a transaction rises to the level that warrants a disclosure. 

 

ASC 855-10-55-3 provides several examples of Type 2 nonrecognized subsequent events that should be 

disclosed, if material, occurring after the balance sheet date and before the financial statements are 

available to be issued (report date):  
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1. Sale of a bond or capital stock 

 

2. A business combination 

 

3. Settlement of litigation when the event giving rise to the claim took place after the balance sheet date 

 

4. Loss of plant or inventories as a result of a fire or natural disaster that occurred after the balance 

sheet date 

 

5. Changes in estimated credit losses on receivables arising after the balance sheet date 

 

6. Changes in the fair value of assets or liabilities or foreign exchange rates after the balance sheet date  

 

7. Entering into significant commitments or contingent liabilities (such as significant guarantees) 

after the balance sheet date. 

 

In looking at the previous list, clearly executing an significant new PPP loan after the balance sheet date 

and before the financial statements are available to be issued (report date), would be considered a 

significant commitment  requiring disclosure.   

 

If, instead, a company receives an immaterial PPP loan after year end, a subsequent event disclosure 

would not be required. 

 

ASC 855-10-50 requires a Type 2 nonrecognized subsequent event (such as receipt of a new material 

PPP loan) to be disclosed so that the financial statements are not misleading. For such an event,  the 

following should be disclosed: 

 

1. The nature of the event, and 

 

2. An estimate of its financial effect, or a statement that such an estimate cannot be made. 

 

Example: On March 15, 2021, Company X receives its second PPP loan in the amount of $500,000.  

X’s financial statements are being reviewed and the available to be issued date (review report date) is 

April 30, 2021. 

 

The $500,000 loan is material to the financial statements. 

 

Conclusion: X should disclose the additional loan as a subsequent event.  This disclosure is in addition 

to all other PPP loan disclosures for the previous 2020 PPP loan and its forgiveness. 

 

Sample disclosure: 
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Company X 

Notes to Financial Statements 

December 31, 2020 

 

Note X: Subsequent Event- PPP Loan 

 

The Company has evaluated subsequent events through April 30, 2021, which is the date on which 

the financial statements were available to be issued.25 

 

In March 2021, the Company received a loan in the amount of $500,000 from the Small Business 

Administration (SBA) as part of Coronavirus Aid, Relief and Economic Security Act’s Paycheck 

Protection Plan, as amended by the Consolidated Appropriations Act, 2021. 

 

Under the terms of the loan, a portion or all of the loan is forgivable to the extent that loan proceeds 

are used to fund eligible expenses and the Company satisfies other conditions [optional sentence].  

 

 

Should a subsequent event disclosure be made if an entity has applied for a PPP loan but not received 

it as of the available to be issued dates? 

 

No. ASC 855’s example of a nonrecognition subsequent event (Type 2) that should be disclosed is where 

the company enters into “significant commitments” after the balance sheet date,  which occurs only if 

an entity has actually executed a loan agreement,  not simply applied for a PPP loan. 

 

F.  Accounting for an Economic Injury Disaster Loan (EIDL) 
 

In addition to the PPP loan program,  the SBA offers loans and grants under the Economic Injury Disaster 

Loan (EIDL) program, which is available to certain small businesses that have suffered substantial 

economic injury due to the effects of COVID-19.  The CARES Act expands the existing EIDL program 

by appropriating $10 billion for small businesses that have up to 500 employees.26 

 

The SBA offers two types of funding under its EIDL program: 

 

1. EIDL loans up to $2 million: The SBA offers loans to small businesses up to $2 million each.  These 

loans have more traditional loan terms consisting of an interest rate up to 3.75%, a 30-year 

amortization period, and personal guarantees for loans in excess of $200,000. 

 

2. EIDL $10,000 advance: A small business can receive up to a $10,000 EIDL advance which is 

immediately forgivable as a grant. 

 

  

 
25 ASC 855 requires an entity to disclosure the date through which it has evaluated subsequent events, which should be the 

available to be issued dates( the report date). 
26  Small Business Administration (SBA) 
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EIDL ($10,000) advance and PPP loan 

 

There may be instances in which an entity has obtained both a $10,000 EIDL advance (grant) followed 

by receipt of a larger PPP loan. In such instances, it is important to understand the interrelation of these 

two amounts because the $10,000 EIDL advance (grant) directly impacts the amount of PPP loan that is 

forgiven. 

 

The $10,000 EIDL advance program was created under the CARES Act to allow small businesses to 

obtain emergency funds within three days of applying, at the inception of the COVID-19 pandemic. 

 

Factors to consider in understanding the $10,000 EIDL advance include the following:   

 

1. An applicant obtains the $10,000 EIDL advance in 2020 by applying directly on the SBA website in 

lieu of having to seek it through a participating lender. 

 

2. The recipient entity of the $10,000 EIDL advance must have been in business prior to January 31, 

2020 to qualify for the advance, and is not required to submit any documentation to receive the funds. 

 

3. The $10,000 EIDL advance is considered a grant  upon receipt and is not required to be repaid.  

 

4. Because the $10,000 advance is immediately forgiven as a grant, it should be recorded as grant 

income or grant revenue on the income statement. 

 

5. EIDL advances (grants) have the following tax attributes under the CARES Act, as amended by the 

Consolidated Appropriations Act, 2021.  

 

a. The grants are non-taxable.  

 

b. The grants do not reduce the amount of PPP loan forgiveness. 

 

c. The nontaxable grant income does not reduce the basis in an S corporation or partnership.   

 

d. Expenses related to the EIDL proceeds are tax-deductible.27 

 

Example:  On April 30, 2020,  Company X receives a $10,000 EIDL advance. 

 

Conclusion: X should record the $10,000 advance as grant income in the other income section on its 

income statement. 

 

   

Entry: April 30, 2020 EIDL advance date: dr cr 

Cash 10,000  

                   Grant income  10,000 

   

 

The grant income is presented on the income statement as follows: 

 
27 Change made in December 2020 by Section 278 of the Consolidated Appropriations Act, 2021.  
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Company X 

Statement of Income 

For the Year Ended December 31, 2020 

  

Net sales $XX 

Cost of sales XX 

Gross profit XX 

Operating expenses XX 

 

Net operating income 

 

XX 

Other income: 

   Grant income- EIDL advance 

 

10,000 

 

Net income before income taxes 

 

XX 

 

Income taxes 

 

 

XX 

Net income $XX 

 

 

 

Company X 

Notes to Financial Statements 

For the Year Ended December 31, 2020 

 

NOTE X: Other income 

 

In 2020, the Company received a $10,000 advance from the Small Business 

Administration’s  Economic Injury Disaster Loan (EIDL) program to assist businesses with 

the effects of the COVID-19 pandemic.  The $10,000 advance is a grant with no obligation 

for repayment, and is presented in other income on the statement of income. 
  

 

G.  Other GAAP Approaches for PPP Loans 
 

There are other GAAP approaches to account for PPP loans that may be available. 

 

The author briefly addresses them in this section, notwithstanding that he believes they are remotely 

appealing in both substance and form, and inferior to the debt model.  

 

In lieu of using the debt model found in ASC 470, Debt, an entity may consider using one of the 

following GAAP models to account for its PPP loan: 

 

1. Account for the PPP loan as a grant using ASC 958, Not-for-Profit Entities  
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2. Account for the PPP loan as a governmental grant using IAS 20, Accounting for Government Grants 

and Disclosures, and 

 

3. Account for the PPP loan under the gain contingency rules, found in ASC 450-30, Gain 

Contingencies. 

 

Each of these three optional methods is discussed below. 

 

Accounting for the PPP loan as a grant using ASC 958 guidance 

 

A business entity may use the guidance found in ASC 958,  Not-for-Profit Entities, to account for the 

PPP loan as, in substance, a grant that is expected to be forgiven.   

 

Although ASC 958 applies to not-for-profit entities,   paragraph ASC 958-605-15-4 states that: 

 

“guidance in the Contributions Received” Subsections applies to all entities (NFP and 

business entities) that receive contributions….” 

 

By following the grant model in ASC 958-605: 

 

1. An entity treats the PPP loan proceeds as a “conditional contribution” which is defined as a 

“contribution that is subject to a donor-imposed condition.” 

  

2. The PPP loan proceeds are initially recorded as a refundable advance liability on the balance sheet 

until the conditions of PPP loan forgiveness are substantially met. 

 

3. As the conditions for forgiveness are substantially met or explicitly waived, the entity recognizes 

contribution income. 

 

Note: Although subjective, conditions for forgiveness are likely met as an entity pays eligible 

expenses with PPP loan proceeds and maintains required salary levels during the 24-week covered 

period. 

 

Using the ASC 958-605 approach, the refundable advance liability is reduced and contribution 

income is recorded as the condition is satisfied.  In the case of the PPP loan, the condition related to 

forgiveness is the payment of proceeds toward eligible expenses. As those expenses are paid, a 

corresponding amount of refundable advance liability is reduced (debited) and contribution income 

is recognized on the income statement. Using the ASC 958 approach,  and entity is likely to recognize 

forgiveness of debt income (as contribution income) earlier than using the debt approach which 

requires formal approval of the SBA to recognize the gain on forgiveness of debt. 

 

4. PPP loan issuance costs are expensed.  

 

5. PPP loan proceeds should be included in operating activities on the statement of cash flows. 

 

Following are the entries made when using the ASC 958-605 grant model: 
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Entries- PPP Loan Treated as Conditional Contribution per ASC 958 

 

Entry: when PPP loan proceeds are received in 2020: 

 

dr 

 

cr 

Cash XX  

               Refundable advance liability  XX 

Operating expenses (acquisition costs) XX  

               Cash  XX 

 

Entry: PPP loan proceeds are used to pay eligible expenses 

in 2020: 

Eligible expenses (payroll, interest, rent, utilities) 

               Cash 

Refundable advance liability 

 

 

dr 

XX 

 

XX 

 

 

cr 

 

XX 

             Contribution revenue/income  XX 

   

 

Observation:  In general,  use of ASC 958 for business entities has been rare and inconsistent with the 

intent of ASC 958 as it was written specifically to address issues pertaining to not-for-profit 

organizations. 

 

In the nonauthoritative AICPA TQA 3200.18,  Long-Term debt, Borrower Accounting for a Forgivable 

Loan Received Under the Small Business Administration Paycheck Protection Program, the AICPA 

addresses the fact that on several occasions, the FASB has discussed use of the guidance in ASC 958-

605 for business entities.    

 

More specifically, during the April 17, 2020 Private Company Counsel (PCC) meeting,  the FASB staff  

stated that a business entity is permitted to use the guidance found in ASC 958 with respect to the 

accounting for PPP loans, as noted in the following meeting minutes:  

 

“questions are arising related to….. borrower accounting for loan forgiveness.  FASB staff 

noted that business entities, which are scoped out of Accounting Standards Update No. 

2018-08, Not-for-Profit Entities (Topic 958): Clarifying the Scope and the Accounting 

Guidance for Contributions Received and Contributions Made, for transfers of assets from  

governmental entities, are not precluded from applying the guidance by analogy when 

appropriate.”28  [FASB Staff] 

 

Accounting for the PPP loan as a governmental grant using IAS 20 

 

U.S. GAAP has no authoritative guidance to address the accounting for government grants received by 

for-profit (business) entities. Therefore,  a for-profit (business) entity has two choices if it wishes to 

account for a PPP loan as a grant, instead of a loan: 

 

Option 1: Use the not-for-profit organization rules for grants found in ASC 958-605 (previously 

discussed), or  

 

 
28 Minutes of Private Company Counsel (PCC) meeting, April 17, 2020. 
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Option 2: Use the international standards found in IAS 20, which offers grant accounting guidance 

to business  entities. 

 

Using IAS 20 

 

A business entity (other than a not-for-profit organization) is permitted to follow international standards 

to account for a PPP loan as a government grant in accordance with IAS 20, Accounting for Government 

Grants and Disclosure of Government Assistance, which provides guidance on how a business entity 

should account for government grants.    

 

With respect to receipt of government grants, U.S. GAAP does not offer guidance that is parallel to that 

found in IAS 20 for a business entity, unless a business entity chooses to follow the not-for-profit rules 

for grants found in ASC 958.  

 

In applying the IAS 20 accounting model to a business entity that receives a forgivable PPP loan, certain 

rules are followed: 

 

1. The PPP loan proceeds are treated as government assistance and recorded as a deferred income 

liability on the balance sheet until there is reasonable assurance (it is probable) that: 

 

a. Any conditions attached to the grant are met, and 

 

b. The grant (forgiveness of the PPP loan) will be received. 

 

Note: International standards use the term “reasonable assurance” which is synonymous with the 

term “probable” (likely to occur) as used in U.S. GAAP. 

 

2. Once an entity achieves the “reasonable assurance” (probable) threshold, income is recognized on a 

systematic basis over the period in which the entity recognizes the expenses for which the grants are 

intended to compensate. 

 

a. The income is presented on the income statement in one of two ways: 

 

• As a credit on the income statement, such as other income, or  

 

• As a reduction of the related expenses, as it recognizes the related cost to which the loan 

relates. 

 

Observation: Use of the IAS 20 approach likely results in income being recognized earlier than if 

the debt approach were to be used. Under IAS 20, income is recognized once the reasonable 

assurance threshold is achieved, which occurs when there is reasonable assurance that any conditions 

attached to the grant are met, and the grant will be received. That threshold is likely to be satisfied 

as an entity uses PPP loan proceeds to pay for eligible expenses (payroll, rent, interest, and utilities) 

and not waiting until formal SBA approval for forgiveness of the PPP loan. Moreover, once 

reasonable assurance is achieved, under the IAS 20 model, income is recorded as the related expenses 

are paid over time. There will likely be instances in which companies elect to use the IAS 20 approach 

solely because it offers them the opportunity to recognize income earlier (perhaps in 2020 versus 

2021), than if the PPP loan were to be accounted for as debt. 
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Accounting for the PPP loan as a gain contingency using ASC 450-30 

 

Perhaps the most obscure model that can be used to account for a PPP loan is to follow the rules for gain 

contingencies found in ASC 450-30, Gain Contingencies.  It is mentioned in this section because the 

AICPA offers it as an option in its TQ&A Section 3200.18 Long-Term Debt, Borrower Accounting for a 

Forgivable Loan Received Under the Small Business Administration Paycheck Protection Program. 

 

Under the gain contingency model,  gain contingency (income) is recognized on the income statement 

when all contingencies related to receipt of the PPP loan are satisfied, and accounted for as follows: 

 

1. The proceeds received from the PPP loan are recorded as a deferred income liability on the balance 

sheet. 

 

2. The proceeds remain as a liability until the proceeds are realized (e.g., all contingencies related to 

the receipt of the proceeds are met). 

 

Note: With respect to a PPP loan, all contingencies would be considered met and the procedures 

realized when the entity is notified that the SBA has forgiven the loan.  

 

3. Once the gain is realized, the liability is reduced and income is recognized on the income statement. 

 

Observation: Generally, using the gain contingency approach,  the timing of recognition of income on 

the income statement is the same as when it is recognized using the debt method in ASC 470.  

Consequently, the author sees little benefit in using the gain contingency approach in lieu of accounting 

for the PPP loan under the debt rules. 

 

 

Year in Which Forgiveness Income is Recognized 
 

 

 

 

GAAP Approach Used 

Income 

statement 

recognition 

 

 

 

Comments  

2020 

 

2021 

As debt per ASC 470 

 
 ✓  Recognize when debt is extinguished by SBA. 

As a grant per ASC 958 
✓   Recognized as the conditions for forgiveness are 

substantially met as the company pays the eligible 

expenses with PPP loan proceeds. 

 

As government grant per IAS 20 
✓   Recognized when there is reasonable assurance that 

conditions attached to the grant (forgiveness) are met, 

which is as the eligible expenses are paid with PPP loan 

proceeds. 

 

As a gain contingency per ASC 

450 
 ✓  Recognized when gain is realized which is when the debt 

is extinguished by SBA. 
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H.  Reporting Issues- PPP Loans 
 

Although an auditor or accountant is not required to make any changes to his or her audit, review, or 

compilation report with respect to the PPP loan transactions,  the auditor or accountant may wish to 

include an emphasis-of-matter paragraph in a 2020 audit or review  report, notifying third-party users 

of the PPP loan forgiveness as a subsequent event occurring in 2021.  

 

Emphasis-of-matter paragraph (PPP loan forgiveness subsequent event) in the accountant’s 

review report 

 

AR-C 90, of SSARS No. 21, Review of Financial Statements, provides the guidance for including an 

emphasis-of-matter paragraph in a review report, and states: 

 

1. If the accountant considers it necessary to draw users’ attention to a matter appropriately presented 

or disclosed on the financial statements that, in the accountant’s professional judgment, is of such 

importance that it is fundamental to users’ understanding of the financial statements, the accountant 

should include an emphasis-of-matter paragraph in the accountant’s review report: 

 

Note:  An emphasis-of-matter paragraph references a matter that is already disclosed elsewhere on 

the financial statements, such as in the notes.  

 

2. AR-C 90 offers examples of circumstances in which an accountant may consider it necessary (but is 

not required) to include an emphasis-of-matter paragraph in a review report, which include the 

following: 

 

a. An uncertainty relating to the future outcome of unusually important litigation or regulatory 

action 

 

b. A major catastrophe that has had, or continues to have, a significant effect on the entity's financial 

position 

 

c. A significant transaction with related parties, and 

 

d. An unusually important subsequent event (such as a PPP loan forgiveness). 

 

3. The accountant should include the emphasis-of-matter paragraph in a review report immediately after 

the accountant’s conclusion paragraph as follows:  

 

FIRST:   ACCOUNTANT'S CONCLUSION PARAGRAPH 

THEN:   EMPHASIS-OF-MATTER PARAGRAPH 

  

The following is an example of an emphasis-of-matter paragraph that can be used in a 2020 year-end 

review report for a subsequent event, when there is an SBA forgiveness of a PPP loan that occurs in 

2021. 

 

  

Jack
Highlight



71 

 

CHAPTER 1: Accounting and Financial Reporting for COVID-19, the CARES Act and PPP Loans- 2021 Edition  

 

Review report: 

 

Emphasis of Matter- Subsequent Event  

As discussed in Note X to the financial statements,  in 2020, the Company received an 

unsecured loan in the amount of $XX, due to the  Small Business Administration 

(SBA), as part of the Coronavirus Aid, Relief and Economic Security Act (CARES 

Act) Paycheck Protection Program (PPP). In March 2021, the Company received 

notification from the SBA that  the entire $XX loan balance [or $XX of the loan 

balance] was forgiven.  Our conclusion is not modified with respect to this matter. 

 

Emphasis-of-matter paragraph (PPP loan forgiveness subsequent event) in the auditor’s report 

 

Similar to a review engagement, an auditor may find the need to include an emphasis-of-matter 

paragraph in the 2020 auditor’s report for the PPP loan forgiveness subsequent event occurring in 2021.  

 

The authority is found in AU-C 706A: Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs 

in the Independent Auditor’s Report, which states: 

 

1. If the auditor considers it necessary to draw users’ attention to a matter appropriately presented or 

disclosed on the financial statements that, in the auditor’s professional judgment, is of such 

importance that it is fundamental to users’ understanding of the financial statements, the auditor 

should include an emphasis-of-matter paragraph in the auditor’s report….. 

 

2. AU-C 706A does not specify where the emphasis-of-matter paragraph should be placed in the 

auditor’s report provided it is not positioned in the first section (opinion section) or the second section 

(basis for opinion section).  

 

 Auditor’s report: 

 

Emphasis of Matter- Subsequent Event  

As discussed in Note X to the financial statements,  in 2020, the Company received an 

unsecured loan in the amount of $xxx, due to the Small Business Administration 

(SBA), as part of the Coronavirus Aid, Relief and Economic Security Act (CARES 

Act) Paycheck Protection Program (PPP). In March 2021,  the Company received 

notification from the SBA that  the entire $xxx loan balance was forgiven. Our opinion 

is not modified with respect to this matter. 

 

Emphasis-of-matter paragraph- for new 2021 PPP loans 

 

As previously, discussed,  the Consolidated Appropriations Act, 2021, offers funding for a second round 

of PPP loans (extension of first-time loans and second-draw loans),  and requires applications for such 

loans to be submitted by March 31, 2021.  Therefore, in some cases,  the additional PPP loans will be 

received in 2021 prior to accountants and auditors issuing their compilation, review or audit reports on 

2020 financial statements. 

 

Should an accountant or auditor include an emphasis-of-matter paragraph in his or her 2020 report 

if an entity receives a new PPP loan in 2021 prior to the available to be issued date (report date) of its 

financial statements? 
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If an entity receives a new PPP loan in 2021 prior to the availability to be issued date of its 2020 financial 

statements (report date), a subsequent event disclosure is warranted if the loan is material.  The second 

issue is whether a corresponding emphasis-of-matter paragraph is required in the accountant’s/auditor’s 

compilation, review or audit report. 

 

AR-C 90 offers the following examples of circumstances in which an accountant may consider it 

necessary (but is not required) to include an emphasis-of-matter paragraph in a review report [The rules 

for an auditor’s report are similar]. 

 

1. An uncertainty relating to the future outcome of unusually important litigation or regulatory action 

 

2. A major catastrophe that has had, or continues to have, a significant effect on the entity's financial 

position 

 

3. A significant transaction with related parties, and 

 

4. An unusually important subsequent event (such as a new 2021 PPP loan). 

 

Although not authoritative,  the author suggests the following: 

 

1. If an entity receives a significant (material) PPP loan after 2020 year end,  the accountant or auditor 

should include an emphasis-of-matter paragraph in his or her review or audit report as well as 

disclosing it as a subsequent event. 

 

2. The accountant or auditor should not include an emphasis-of matter paragraph in a compilation report 

unless the financial statements include a corresponding disclosure in the notes.   

 

Note: If an accountant issues a compilation report on financial statements that omit substantially all 

disclosures, an emphasis-of-matter paragraph related to a new PPP loan is not permitted because a 

corresponding subsequent event disclosure is not included in the financial statements.   

 

Example: Company X receives a new $500,000 second-round PPP loan on March 1, 2021. The available 

to be issued date for the financial statements is April 30, 2021 (report date).  

 

The PPP loan is material to the financial statements and the accountant or auditor chooses to include an 

emphasis-of-matter paragraph in his or her 2020 report. 

 

Conclusion: Examples of an emphasis-of-matter paragraph for each type of engagement follows: 

 

2020 compilation report- financial statements include disclosures: 

 

As discussed in Note X to the financial statements,  in March 2021, the Company received 

a loan in the amount of $500,000 from the Small Business Administration (SBA) as part 

of Coronavirus Aid, Relief and Economic Security Act’s Paycheck Protection Plan (PPP), 

as amended by the Consolidated Appropriations Act, 2021. 
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2020 review report: 

 

Emphasis of Matter- Subsequent Event – New PPP Loan 

As discussed in Note X to the financial statements,  in March 2021, the Company received 

a loan in the amount of $500,000 from the Small Business Administration (SBA) as part 

of Coronavirus Aid, Relief and Economic Security Act’s Paycheck Protection Plan (PPP), 

as amended by the Consolidated Appropriations Act, 2021. Our conclusion is not modified 

with respect to this matter. 

 

2020 audit report: 

 

Emphasis of Matter- Subsequent Event – New PPP Loan 

As discussed in Note X to the financial statements,  in March 2021, the Company received 

a loan in the amount of $500,000 from the Small Business Administration (SBA) as part 

of Coronavirus Aid, Relief and Economic Security Act’s Paycheck Protection Plan (PPP), 

as amended by the Consolidated Appropriations Act, 2021. Our opinion is not modified 

with respect to this matter. 

 

I.  Accountant Reporting and Disclosure Issues Peculiar to 2021 First- and Second-

Draw PPP Loans 
 

Although most of this section addresses the accounting, disclosures and reporting of PPP loans received 

in 2020,  accountants and companies must deal with new  PPP loans (either first or second-draw loans) 

received in 2021 and expected to be forgiven in late 2021 or the first half of 2022. 

 

Following is a brief summary of the accounting and reporting logistics for PPP loans received in 2021 

(first- or second-draw loans) assuming the loans are accounted for as debt in accordance with ASC 470, 

Debt. 

 

Example:  Second-Draw Loan Received in 2021, Forgiven in 2022 

 

On April 15, 2021,  Company X receives a second-draw PPP loan in the amount of $1 million.   

 

There are no debt issuance costs. 

 

On October 15, 2021 (the end of the 24-week covered period), X files for forgiveness of the PPP loan 

with the SBA, through its local bank. 

 

On March 10, 2022,  X receives notice from the SBA that the entire $1 million loan has been forgiven. 

 

X’s accountant,  Joyce CPA,  issues its review report on X’s 2021 financial statements with a review 

report date of March 30, 2022 (the available to be issued date). 

 

Conclusion: 

 

X should account for its $1 million PPP loan as follows: 
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Date Action to be taken 

 

On April 15, 2021 X records the $1 million loan as debt in its general ledger. 

 

On December 31, 2021 X records accrued interest from April 15, 2021 to 

December 31, 2021. 

 

December 31, 2021 financial statements The $1 million PPP loan is shown on the balance sheet as 

debt and presented as current and long-term as if the loan 

is not being forgiven. 

 

The 2021 statement of cash flows presents the following 

items: 

• $1 million loan proceeds received in the financing 

activities section. 

• The change in accrued interest as an adjustment to 

net income in the operating activities section. 

 

2021 financial statements include disclosures as follows: 

 

• Accounting policy for recording PPP loan as debt 

and the accounting for forgiveness 

• Traditional debt disclosures (five-year principal 

payments, interest expense, etc.). 

• Type 2 subsequent event disclosure stating that the 

loan was forgiven on March 10, 2022.  

 

Accountant’s 2021 review report Accountant may include an emphasis-of-matter 

paragraph referencing the subsequent event (March 10, 

2022 forgiveness of debt) prior to the available to be 

issued date.  Such a paragraph is not required. 

 

On March 10, 2022 X accrues interest from January 1, 2022 to March 10, 

2022 forgiveness date. 

 

X records forgiveness of the $1 million PPP loan (and 

accrued interest to date) as a gain on extinguishment of 

debt on X’s general ledger. 

 

December 31, 2022 financial statements The 2022 income statement presents the gain on 

extinguishment of debt in the other income section. 

 

The 2022 statement of cash flows presents in the 

operating activities section two adjustments to net 

income: 

• Gain on extinguishment of debt 

• Change in accrued interest  
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The 2022 financial statements include disclosures as 

follows: 

• Accounting policy for recording PPP loan as debt 

and accounting for forgiveness 

• Traditional debt disclosures (five-year principal 

payments, interest expense, etc.). 

• Disclosure of the 2022 PPP loan forgiveness  

 

Accountant’s 2022 review report Accountant may include an emphasis-of-matter paragraph 

referencing the 2022 forgiveness, although not required. 

 

 

J.  CPA Independence- Involvement in a PPP Loan Application and Forgiveness 
 

Most CPA firms have received requests from clients to assist them in the PPP loan process in some 

manner.  In fact, some firms have created new profit centers to deal with the high volume of  PPP loans 

consulting services.  Typically, clients are more than willing to pay for professional expertise if they are 

receiving  “free” cash flow from forgivable loans. 

 

CPA firm services related to PPP loans may include a wide range of assistance that includes: 

 

• Answering client questions regarding the client applications for PPP loan and PPP loan 

forgiveness 

• Reviewing the client-prepared PPP loan and forgiveness applications and calculations 

• Gathering information necessary for filing PPP loan and forgiveness applications  

• Interacting with the lender and SBA to gain information for client loan application filing, and 

• Preparing a draft PPP loan or loan forgiveness application for the client to submit through a 

lender’s on-line portal. 

 

In some instances, clients have obtained their PPP loans without CPA firm involvement. As the 24-week 

covered period comes to an end,  those clients seek to engage the CPA to assist in the preparation and 

filing of the loan forgiveness application to ensure that the amount of loan forgiveness is maximized.  

 

For certain clients, a CPA firm might already be performing attest services (such as compilation, review, 

and audit engagements) and nonattest services (such as tax return preparation and bookkeeping services).  

Now those clients seek the CPA’s assistance with another nonattest service in the form of assisting in 

the PPP loan process.  The commingling of attest and nonattest services for the same client brings into 

question whether a CPA’s independence is impaired with respect to the attest client. 

 

Impact of PPP loans on a CPA’s independence 

 

Does the performing of PPP loan nonattest services for an attest client impair  a CPA’s independence?  

 

In most cases, assisting a client in a PPP loan or loan forgiveness application is a consulting service, 

which is considered a nonattest service, similar to tax return preparation, payroll tax and bookkeeping 

services. 

 

Jack
Highlight



76 

 

CHAPTER 1: Accounting and Financial Reporting for COVID-19, the CARES Act and PPP Loans- 2021 Edition  

 

The authority for a CPA performing consulting services is found in the AICPA Statement on Standards 

for Consulting Services (SSCS) No. 1. 

 

Paragraph .09 of  CS Section 100, of SSCS No. 1, Consulting Services: for Attest Clients, states: 

 

“The performance of consulting services for an attest client does not impair 

independence.  However, members and their firms performing attest services for a 

client should comply with applicable independence standards, rules and regulations 

issued by AICPA, the state boards of accountancy, state CPA societies, and other 

regulatory agencies.” 

 

What this means is that the performance of a PPP loan consulting engagement for an attest client does 

not, by definition, impair independence.  

 

The accountant should look at the other independence rules to determine whether he or she is 

independent. 

 

Independence guidance for nonattest services is found in the AICPA Code of Professional Conduct,  

General Requirements for Performing Nonattest Services (ET 1.295.040). 

 

The three safeguards to ensure independence is maintained 

 

ET 1.295.040 provides that an accountant who performs nonattest services (such as PPP loan assistance 

consulting), for an attest client,  retains his or her independence provided three safeguards are satisfied.  

 

Safeguard 1: Client must agree to perform certain functions:  

  

Before the CPA performs a PPP loan assistance nonattest service for an attest client, the CPA should 

determine that the client has agreed to: 

   

• Assume all management responsibilities with respect to the PPP loan assistance engagement 

• Oversee the service, by designating an individual, preferably within senior management, who 

possesses suitable skill, knowledge, and/or experience  

• Evaluate the adequacy and results of the PPP loan assistance service performed, and 

• Accept responsibility for the results of the PPP loan assistance service. 

 

Safeguard 2: The CPA cannot assume management responsibilities for the PPP loan assistance 

nonattest service.   

 

Safeguard 3: There must be a written establishment and documentation of the responsibilities through 

execution of an engagement letter. 

 

If the CPA satisfies these three safeguards with respect to conducting the PPP loan assistance service for 

an attest client,  the CPA’s independence is not impaired and the CPA is permitted to perform the attest 

service (such as a compilation, review or audit engagement). 
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Insert in the compilation, review or audit engagement letter: 

 

You [management] are also responsible for all management decisions and 

responsibilities, and for designating an individual with suitable skills, knowledge, and 

experience to oversee our PPP loan assistance services [tax preparation and 

bookkeeping services]. You are responsible for evaluating the adequacy and results of 

services performed and accepting responsibility for such services.   
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Glossary 
 

Debt issuance costs:  specific third-party incremental costs that are directly attributable to obtaining a 

specific PPP loan.   

 

EIDL program: loans and grants offered by the SBA under the Economic Injury Disaster Loan (EIDL) 

program, which are available to certain small businesses that have suffered substantial economic injury 

due to the effects of COVID-19. 

 

Eligible expenses:  expenses that consist of Payroll costs,  mortgage interest, rent and utility payments, 

that an entity must use PPP loan procedures to pay in order to obtain forgiveness of the PPP loan amount. 

 

Extinguishment of liabilities: a debt that is recognized (removed) when either a) the debtor pays the 

creditor and is relieved of its obligation for the liability, or b) The debtor is legally released from being 

the primary obligor under the liability, either judicially or by the creditor. 

 

Fair value: the price that would be received to sell an asset or paid to transfer a liability in an orderly 

transaction between market participants at the measurement date. 

 

Near term: is a period of time not to exceed one year from the date of the financial statements. 

 

Normal capacity: is the production expected to be achieved over a number of periods or seasons under 

normal circumstances, taking into account the loss of capacity resulting from planned maintenance. 

 

Onerous contract: contract for which the unavoidable costs of meeting the obligations under the 

contract exceed the economic benefits expected to be received under it.  

 

PPP loans: forgivable loans through the Paycheck Protection Program (PPP) of the CARES Act as 

authorized by Congress and issued through the Small Business Administration (SBA) 7(a) loan program 

and given to small businesses to assist them during the COVID-19 pandemic.   

 

Severe impact: a significant financially disruptive effect on the normal functioning of an entity. Severe 

impact is a higher threshold than material. Matters that are important enough to influence a user's 

decisions are deemed to be material, yet they may not be so significant as to disrupt the normal 

functioning of the entity. 
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1CHAPTER 2: LEASES

FASB issues ASU 2020-05- second delay of effective date of AS U 2014-09 due to COVID-19

In response to the impact of COVID-19 on the ability of companies to implement certain new standards, ASU
2020-05 offers a limited deferral of the effective dates of two standards, one of which is the lease standard, as
follows:

– ASU 2014-09, Accounting Standards Update No. 2014-09, Revenue from Contracts with Customers
(Topic 606) (Revenue), and

– ASU 2016-02, Leases (Topic 842) (Leases).

ASU 2020-05’s new implementation date of the lease standard, is as follows:

1. For any of the following entities, the effective date is for fiscal years beginning after December 15, 2018
(2019 calendar year) , including interim periods within those fiscal years:

a. A public business entity
b. A not-for-profit entity that has issued, or is a conduit bond obligor for, securities that are traded, listed, or

quoted on an exchange or an over the-counter market
a. An employee benefit plan that files financial statements with the U.S. Securities and Exchange

Commission (SEC).

2CHAPTER 2: LEASES
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FASB issues ASU 2020-05- second delay of effective date of AS U 2014-09 due to COVID-19

1. For all other entities (including nonpublic entities):

ASU 2020-05 extends the effective date to apply to financial statements issued for fiscal years
beginning after December 15, 2021 (calendar year 2022), and interim periods within fiscal years
beginning after December 15, 2022. Earlier application is permitted.

a. Nonpublic effective date: Calendar year 2022

b. Restate balance sheet on January 1, 2022

c. IMPORTANT: Leases in effect on December 31, 2021 will be capitalized as of January 1, 2022.

d. PLANNING: Remove leases where possible on December 31, 2021.

3CHAPTER 2: LEASES

IMPORTANT:
Leases in effect on December 31, 2021 will be capitalized as of
January 1, 2022.

PLANNING:
Remove leases where possible on December 31, 2021.

Too late? Amend leases retrospectively to December 31,
2021 or January 1, 2022.

4CHAPTER 2: LEASES

3

4



3

JANUARY 1, 2022 ENTRY:

Right-of-use (ROU) asset XX
Lease liability XX

5CHAPTER 2: LEASES

EXISTING GAAP     

Under current GAAP, ASC 840, Leases (formerly FASB No. 13), divides leases into two 
categories: operating and capital leases.

Capital leases are capitalized while operating leases are not.  In order for a lease to qualify as a 
capital lease, one of four criteria must be met:

1. The present value of the minimum lease payments must equal or exceed 90% or more of the 
fair value of the asset.

2. The lease term must be at least 75% of the remaining useful life of the leased asset.

3. There is a bargain purchase at the end of the lease, or

4. There is a transfer of ownership.

6CHAPTER 2: LEASES
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SEC Companies Adopted Lease Standard

SEC companies adopt lease standard in 2019

In 2019, SEC companies adopted the new lease standard found in ASU 2016-02.

On the first day of the 2019 fiscal year, SEC companies records right-of-use assets and
lease obligations reflective of the present value of all outstanding lease obligations.

Large retailers were impacted the most by implementing the lease standard as most
have large “big-box” leases and few own their own real estate.

Following is a sample of some of the largest U.S. retailers and the amount of lease
obligations recorded on their balance sheet in their 2019/2020 annual reports:

7CHAPTER 2: LEASES

SEC Companies Adopted Lease Standard

.

8

Leases Obligations Outstanding- Major Retailers
2019/2020

Retailer

Lease 
Obligations
(in millions)

Stockholders’ 
equity 

(in millions)
% equity

Office Depot Inc. $1,208 $2,173 56%
Walgreens Co. 24,399 21,136 115%
CVS 20,522 64,170 32%
Home Depot 5,894 (3116) NA
Amazon 52,814 62,060 85%
Costco 3,477 18,705 19%
Kroger 7,102 8,573 83%
Target 3,845 11,833 32%
Lowes 4,444 1,972 225%
Albertsons 14,679 2,278 644%

Source: 2019/2020 Annual reports
CHAPTER 2: LEASES
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Basic Concepts- ASU 2016-02   

An entity should use the right-of-use model to account for leases which requires the entity 
to recognize assets and liabilities arising from a lease. 

Thus, most existing operating leases will be brought onto the balance sheet.

In accordance with the right-of-use model :

1. A lessee recognizes assets and liabilities for any leases that have a maximum possible lease 
term of more than 12 months. 

a. Leases with terms of 12 months or less have the option of remaining as operating 
leases.

9CHAPTER 2: LEASES

Basic Concepts- ASU 2016-02

Lessee with a term of more than 12 months:
• Leases recognized on balance sheet as lease assets and 

liabilities

Leases with 12 months or less:
• Option not to record on the balance sheet 
• Record as rent expense

10CHAPTER 2: LEASES
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Basic Concepts- ASU 2016-02   
Lessee with a term of more than 12 months:

At inception (present value):

Right of use asset                     XX

Lease obligation        XX

After inception:

Amortization expense              XX

Right of use asset                  XX

Lease obligation XX

Interest expense  XX

Cash XX

11CHAPTER 2: LEASES

LESSEE
Two types of leases:

• Finance lease (Type A)- most non-real estate

• Operating lease (Type B)- most real estate

BOTH ARE CAPITALIZED IF MORE THAN 12 
MONTHS

12CHAPTER 2: LEASES
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LESSEE
Two types of leases:

13

Lessee Lease Classification 
(ASU 2016-02) Author’s Description Used in Course

Finance lease Finance lease (Type A)

Operating lease Operating lease (Type B)

CHAPTER 2: LEASES

LESSOR
From the lessor’s perspective, ASU 2016-02 
amendments provide for three potential types of 
leases:

• Sales-type lease- transaction recorded 
• Direct financing lease, or    (VERY RARE)
• Operating lease- transaction not recorded

14CHAPTER 2: LEASES
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ASU 2016-02- Amendments

1.   ASU 2016-02 is separated into three sections as follows:

Section A:  Leases —Amendments in this section codify the Board’s decision in the leases 
project and create a new Topic 842. . 

Section B: Conforming Amendments —Amendments in this section conform guidance 
throughout the Accounting Standards Codification as a result of the FASB’s decisions in the 
leases project.  

Section C: Background Information and Basis for Con clusions

• Numerous amendments since passage

15CHAPTER 2: LEASES

Identifying a Lease

1. At inception of a contract, an entity shall determine  
whether that contract is or contains a lease . 

2. A contract is or contains a lease if the contract:

Conveys the right to control the use of identified
property, plant, or equipment (an identified 
asset) for a period of time in exchange for 
consideration. 

16CHAPTER 2: LEASES
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Identifying a Lease

Lease must have TWO ELEMENTS:

• ELEMENT 1: Must be an identified asset ,
and

• ELEMENT 2: Lessee must have a right to 
control the use of the identified asset for a 
period of time  

17CHAPTER 2: LEASES

Identifying a Lease

ELEMENT 1: Must be an Identified Asset 

1.   An asset typically is identified by:

a.   Being explicitly specified in a contract, or

b. Being implicitly specified at the time that the asset is made available  
for use by the customer. 

2. There is no identified asset if the supplier has the substantive right to 
substitute the asset (substantive substitution rights) throughout the 
period of use, even if the asset is specified.  KEY

18CHAPTER 2: LEASES
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Identifying a Lease

How can lessees and lessors avoid lease accounting under ASU 
2016-02?

Permit the lessor to substitute the leased asset for an asset with one of 
equal or better value and use at any time, with proper notice.  

• That substitution right should be available to the lessor outside the right 
of substitution for repairs, maintenance and technological upgrades.   

• Further, the benefit of the substitution must exceed the cost, from the 
perspective of the lessor.  

19CHAPTER 2: LEASES

Separating Components of a Contract

How are CAM charges and reimbursements 
accounted for in lease contracts?

20CHAPTER 2: LEASES
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Separating Components of a Contract

RECAP:

a. Fixed lease payment:
• Used in PV of lease obligation calculation

b. CAM charges:
• Non-lease component part of maintenance expense

c. Real estate tax and insurance reimbursements: 
• Variable lease expense 
• Not part of PV of lease obligation calculation

21CHAPTER 2: LEASES

Separating Components of a Contract

What if reimbursements for RE taxes and insurance a re part of 
the fixed monthly lease payment?

• If the fixed lease payment includes real estate taxes and 
insurance, the RET and insurance are included as part of lease 
payments used in the present value lease obligation calculation.

22CHAPTER 2: LEASES
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Separating Components of a Contract

Accounting policy election- practical expedient:

A lessee may make an accounting policy election not to separate 
nonlease components (CAM) from lease components and account 
for all separate lease and nonlease components associated with that 
lease as a single lease component. 

Observation: The practical expedient is effective in dealing with leases 
that have both CAM charges and fixed lease payments.  By using the 
practical expedient,  the lessee combines both lease payments and fixed 
CAM charges into on single component used in the present value 
computation for the lease obligation.

23CHAPTER 2: LEASES

Lease of a Related Party 

Leases between related parties:

Should be classified in accordance with the lease classification criteria 
applicable to all other leases on the basis of the legally enforceable terms and 
conditions of the lease. 

The classification and accounting for the leases should be the same as for 
leases between unrelated parties.

• Leases more than 12 months- capitalized

• Leases 12 months or less- not capitalized

24CHAPTER 2: LEASES
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LESSEE ACCOUNTING    

At commencement date, lessee measures and records:

• Lease liability, and 
• Right-of-use asset

25CHAPTER 2: LEASES

LESSEE ACCOUNTING    

Lease liability

The lease liability shall be measured at the present value 
of the lease payments not yet paid, discounted using the 
discount rate for the lease at lease commencement. 

26CHAPTER 2: LEASES
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RIGHT-OF-USE ASSET

Initial Measurement of the Right-of-Use Asset 

Right-of-use asset:

Lease Liability
+   Lease payments made at or before commencement d ate
+   Initial direct costs incurred by lessee

=    RIGHT OF USE ASSET

27CHAPTER 2: LEASES

RIGHT-OF-USE ASSET

Initial entry:
Right-of-use asset                              xx

Lease liability                                          xx
AP- initial direct costs                            xx
Other- payments made previously        xx

Timing of entry :
– Existing leases 1-1-22
– New leases- at commencement date   

28CHAPTER 2: LEASES
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RIGHT-OF-USE ASSET
Initial direct costs:

At the commencement date, initial direct costs for a lessee are included 
as part of the cost of the right-of-use asset.

Initial direct costs are defined as:

“Incremental costs of a lease that would not have been 
incurred if the lease had not been obtained (executed).”

29CHAPTER 2: LEASES

RIGHT-OF-USE ASSET
Initial direct costs:

Examples of initial direct costs include : 

a. Commissions

b. Payments made to an existing tenant to incentivize that 
tenant to terminate its lease. 

30CHAPTER 2: LEASES
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RIGHT-OF-USE ASSET
Initial direct costs exclude : 

a. General overheads, including, for example, depreciation, occupancy and 
equipment costs, unsuccessful origination efforts, and idle time 

b. Costs related to activities performed by the lessor for advertising, 
soliciting potential lessees, servicing existing leases, or other ancillary 
activities 

c. Costs related to activities that occur before the lease is obtained, such as 
costs of obtaining tax or legal advice , negotiating lease terms and 
conditions, or evaluating a prospective lessee’s financial condition. 

31CHAPTER 2: LEASES

RIGHT-OF-USE ASSET
Example 2:  Computation of Right-of-Use Asset 

Company X enters into a five-year lease that commences of January 1, 20X1.

The lease liability is calculated at the present value of five years of monthly lease 
payments of $10,000, discounted using a 4% incremental borrowing rate is 
$543,000. 

Commissions paid on the lease are $10,000.

Prior to the lease commencement date of January 1, 20X1, X paid $20,000 
toward current lease.

32CHAPTER 2: LEASES
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RIGHT-OF-USE ASSET
Conclusion: The right-of-use asset is recorded at $573,000 consisting of:

The initial entry by the lessee to record a lease on the January 1, 20X1 
commencement date is as follows:

33

Lease liability $543,000
Initial direct costs- commissions 10,000
Lease payments made prior to commencement date 20,000

$573,000

Entry at January 1, 20X1 commencement date dr cr
Right-of use asset 573,000

Lease obligation- PV lease payments 543,000
AP- commissions on lease 10,000
Other account- lease payments before commence 20,000

CHAPTER 2: LEASES

LEASE LIABILITY  

In order to compute a lease liability,  you need three 
items:

1. Discount rate  

2. Lease payments

3. Lease term over which to capture the lease payments

34CHAPTER 2: LEASES
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LEASE LIABILITY  

Lease payments   X   Discount rate =  Lease liabili ty

35CHAPTER 2: LEASES

DISCOUNT RATE        
Discount rate:

• Rate lessor charges the lessee  (implicit rate), or

• Lessee’s incremental borrowing rate to borrow on a 
collateralized basis, or

• Risk-free rate of return- option for nonpublic co. only

36CHAPTER 2: LEASES
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DISCOUNT RATE 
Practical expedient- risk-free rate of return – nonpu blic entities:
• A nonpublic entity may elect to use a risk-free discount rate (U.S. 

Treasury Rate) for the lease, determined using a period comparable with 
that of the lease term, as an accounting policy election for all leases.

• A nonpublic entity that chooses to use the risk-free rate of return must 
apply it to all leases and must disclose that it has elected to use it.

NEW: ASU 2021-09
• Non-public entities may elect to use risk-free rate by class of assets and 

not for the entire entity, and must disclose those classes in the notes.
• Must use the implicit rate, if available,  and not the risk-free rate.

37CHAPTER 2: LEASES

DISCOUNT RATE 
EFFECTIVE DATE: Non-public entities: Calendar year 2022.

Existing operating leases capitalized on balance sheet as of January 1,
2022.

Rising interest rate environment impacts calculations at implementation
date:

• As interest rates increase, the asset and liability calculation declines prior
to the effective date.

• Fed expected to increase short-term rates by early 2022.

38CHAPTER 2: LEASES
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DISCOUNT RATE 

39

Interest rates Value of lease asset and 
liability at inception

CHAPTER 2: LEASES

LEASE PAYMENTS     
Lease payments used in the present value computation consist of the following payments relating to the 
use of the underlying asset during the lease term: 

a. Fixed payments , include in-substance fixed payments (less any lease incentives paid or payable to 
the lessee)  

b. Exercise price of an option to purchase the underlying asset if the lessee is reasonably certain 
to exercise that option 

c.  Other elements:

– Variable lease payments that depend on an index/rate (such as the CPI or a market interest rate), 

– Payments for penalties for terminating the lease if the lease term reflects the lessee exercising an option to terminate the 
lease 

– Fees paid by the lessee to the owners of a special-purpose entity for structuring the transaction.  

– Amounts probable of being owed by the lessee under residual value guarantees (lessees only)
40CHAPTER 2: LEASES
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LEASE PAYMENTS 

Lease payments used in the present value computation do not include any of the following: 

a. Variable lease payments other than those that depend on an index or a rate (real estate taxes 
and insurance)

b. Any guarantee by the lessee of the lessor’s debt 

c. Amounts allocated to nonlease components (CAM cha rges)

d. Residual value deficiency that is attributable to damage, extraordinary wear and tear, or 
excessive usage 

e. Obligations to restore an underlying leased asset to its original condition 
41CHAPTER 2: LEASES

LEASE PAYMENTS 

Example 1:  Fixed Monthly Payments- No Option to Purchase

Company X is a lessee and enters into a five-year lease of equipment with 
annual lease payments of $100,000 due on the first day of each year.

The initial direct costs related to the lease is $5,000 for a commission paid.

Assume the discount rate (incremental borrowing rate) is 4%.

42CHAPTER 2: LEASES
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LEASE PAYMENTS 
Conclusion- Example 1:

The stream of lease payments and the present value computation is as 
follows:

43

Year

Fixed annual 
lease payments

Payment of 
lease option to 

purchase

Total lease 
payments

PV factor
4%

Present 
value

Beg- 1 $100,000 $0 $100,000 1.000 $100,000

Beg- 2 100,000 0 100,000 .96154 96,154

Beg- 3 100,000 0 100,000 .92456 92,456

Beg- 4 100,000 0 100,000 .88900 88,900

Beg- 5 100,000 0 100,000 .85480 85,480

$462,990

CHAPTER 2: LEASES

LEASE PAYMENTS 
Conclusion- Example 1:

The result is that present value of lease payments of $462,990 is the lease obligation and the 
right-of-use asset is $467,990 computed as follow: 

44

PV of lease payments $462,990

Initial direct costs- commissions 5,000

$467,990

CHAPTER 2: LEASES
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LEASE PAYMENTS 
Conclusion- Example 1:

45

Entry at commencement date: dr cr

Right-of-use asset 467,990

AP- commissions 5,000

Lease liability 462,990

CHAPTER 2: LEASES

LEASE PAYMENTS 

Example 1:  Including Option to Purchase as Part of  Lease Payments

Company X is a lessee and enters into a five-year lease of equipment with annual lease 
payments of $100,000 due on the first day of each year.

X has an option to purchase the equipment at the end of the lease for $10,000.  X estimates 
the residual value at the end of the lease will be about $25,000.

The initial direct costs related to the lease is $5,000 for a commission paid.

Because the option price of $10,000 is significantly lower than the estimated residual value 
of $25,000 at the end of the lease, X believes it is reasonably certain it will exercise its 
purchase option at the end of the lease.

46CHAPTER 2: LEASES
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LEASE PAYMENTS 
Conclusion- Example 1:

Because it is reasonably certain that X will exercise its option to purchase at 
the end of the lease, X should include the $10,000 cost to purchase in 
the computation of lease payments used in the present value 
computation.

Assume the discount rate (incremental borrowing rate) is 4%.

47CHAPTER 2: LEASES

LEASE PAYMENTS 
Conclusion- Example 1:

The stream of lease payments and the present value computation is as 
follows:

48

Year

Fixed annual 
lease payments

Payment of 
lease option to 

purchase

Total lease 
payments

PV factor
4%

Present 
value

Beg- 1 $100,000 $0 $100,000 1.000 $100,000

Beg- 2 100,000 0 100,000 .96154 96,154

Beg- 3 100,000 0 100,000 .92456 92,456

Beg- 4 100,000 0 100,000 .88900 88,900

Beg- 5 100,000 0 100,000 .85480 85,480

End- 5 0 10,000 10,000 .82193 8,219

$471,209

CHAPTER 2: LEASES
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LEASE PAYMENTS 
Conclusion- Example 1:

Because it is reasonably certain that the lease option will be exercised at the end of the 
lease, the payment of the lease purchase option of $10,000 is included in the stream of lease 
payments and used in the present value calculation.  

The result is that present value of lease payments of $471,209 is the lease obligation and the 
right-of-use asset is $476,209 computed as follow: 

49

PV of lease payments $471,209

Initial direct costs- commissions 5,000

$476,209

CHAPTER 2: LEASES

LEASE PAYMENTS 
Conclusion- Example 1:

50

Entry at commencement date: dr cr

Right-of-use asset 476,209

AP- commissions 5,000

Lease liability 471,209

CHAPTER 2: LEASES
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LEASE TERM           
The lease term consists of the following components:

a. The noncancellable period of the lease 

b. Periods covered by an option to extend the lease if the lessee is 
reasonably certain to exercise that option 

c. Other components of lease term:

– Periods covered by an option to terminate the lease if the lessee is reasonably 
certain not to exercise that option, and 

– Periods covered by an option to extend (or not to terminate) the lease in which 
exercise of the option is controlled by the lessor. 

51CHAPTER 2: LEASES

LEASE TERM           
Option to extend the lease term and the reasonably certain 
assessment

1. The lease term includes any option to extend the lease if 
certain criteria are met:

a. At the commencement date of the lease, if it is reasonably 
certain that the lessee will exercise the option to extend the 
lease, the extension period is included as part of the lease 
term. 

52CHAPTER 2: LEASES
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LEASE TERM           

Example:
• X signs a five-year lease with a five-year renewal option.
• It is reasonably certain X will sign the five-year option given the extensive leasehold 

improvements X incurred.

Conclusion: 
• The lease term is 10 years (5 years noncancellable period plus 5 year renewal option 

period).

• The present value computation should include 10 years of lease payments.

• The present value computation will be significantly higher than if computed using only 
the 5-year base period.

53CHAPTER 2: LEASES

LEASE TERM           

2.  Reasonably certain assessment :

a. In making the reasonably certain assessment, the lessee should 
consider all economic factors relevant to that assessment including:

– Contract-based 
– Asset-based 
– Market-based, and 
– Entity-based factors

54CHAPTER 2: LEASES
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LEASE TERM           

Examples of economic factors to consider include, but are not 
limited to, any of the following: 

Contractual terms and conditions for the optional p eriods 
compared with current market rates , such as: 

1.The amount of lease payments in any option period relative 
to the market rates.

2.The lower the payments versus the market value,  the more 
likely it is reasonably certain to exercise the option to extend. 

55CHAPTER 2: LEASES

LEASE TERM           

Examples of economic factors to consider include, but are not 
limited to, any of the following: 

Significant leasehold improvements that are expected to have 
significant economic value for the lessee when the option to extend 
or terminate the lease or to purchase the underlying asset becomes 
exercisable.

1. The greater the amount spent on leasehold improvements,  the 
more likely it is reasonably certain to exercise the option to 
extend.

56CHAPTER 2: LEASES
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LEASE TERM           
Examples of economic factors to consider include, but are not limited to, 
any of the following: 

Costs relating to the termination of the lease and the signing of a new 
lease , such as negotiation costs, relocation costs, costs of identifying another 
underlying asset suitable for the lessee’s operations, or costs associated with 
returning the underlying asset in a contractually specified condition or to a 
contractually specified location. 

The importance of that underlying asset to the less ee’s operations , 
considering, for example, whether the underlying asset is a specialized asset 
and the location of the underlying asset. 

57CHAPTER 2: LEASES

Subsequent Reassessment of Lease Elements- Lessee

The general rule is that once a lease is measured and recorded at 
the commencement date, it is not reassessed or reme asured
throughout the lease term.

However, ASU 2016-02 provides guidance under which a lessee is 
required to reassess any of the following:

• Lease term
• Option to purchase, extend or terminate a lease , and
• Lease payments.

58CHAPTER 2: LEASES
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Subsequent Measurement and 
Accounting for Leases- Lessee

Once the lease liability and right of use asset are recorded, both are 
subsequently measured as follows:

Lease liability:
• Principal and Interest expense is recorded using the effective interest 

method.

Right of use asset:
• Amortization expense is recorded

59CHAPTER 2: LEASES

Lease Classification-Lessee

Once the lease is recorded, the next step is to classify it:

Lessee :

• Finance Lease (Type A)

• Operating Lease  (Type B) 

60CHAPTER 2: LEASES
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Lease Classification-Lessee

Regardless of whether there is a finance (Type A) or operating (Type B) 
lease, lease expense elements consist of the following:

Recurring elements: 
• Interest expense
• Amortization expense  

Non-recurring elements:
• Variable lease payments such as RE taxes and insurance.

61CHAPTER 2: LEASES

Lease Classification-Lessee
.

62

Types of Leases- Lessee
Finance Lease (Type A) Operating Lease (Type B)

Lessee expects to consume a major part of the 
economic benefits of the leased asset.

Lessee does not expect to consume a major part
of the economic benefits of the leased asset.  

Most non-real estate (equipment) Most real estate

Accelerated lease expense Straight-line lease expense

Two separate lease components on income 
statement: 

interest and amortization expense

One single lease component on the income 
statement:

Lease expense (combination of Interest and   
amortization expense)

Activity presented in operating and financing 
activities sections on CF statement

All activity presented in operating activities section 
only on CF statement

CHAPTER 2: LEASES
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Land Leases

Most land leases involving 99-year or 999-year leases 
Are classified as a Finance Lease (TYPE A)
(accelerated expense)

Lessee expects to consume a major part of the economic 
benefits of the leased asset.

63CHAPTER 2: LEASES

FINANCE LEASE (A) VERSUS 
OPERATING LEASE (B)

Chart: 
TYPE A VERSUS B LEASES                  
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Lease Classification-Lessee

Finance lease (Type A lease)-

Must satisfy at least one of five criteria

65CHAPTER 2: LEASES

Lease Classification-Lessee

66

Finance Lease (Type A) Operating Lease (Type B)
Lessee expects to consume a major part of the 
economic benefits of the leased asset.

Lessee does not expect to consume a major part of the 
economic benefits of the leased asset.   

Satisfies one or more of  5 criteria Does not satisfy any of the 5 criteria

1. Lease transfers ownership 1. FAILED: Lease does not transfer ownership

2. Lease grants lessee option to purchase that 
lessee is reasonably certain to exercise

2. FAILED: Lease does not grant lessee option to 
purchase that lessee is reasonably certain to exercise

3. Lease term is 75% or more of the remaining 
life

3. FAILED: Lease term is less than 75% of the remaining 
life

4. Present value is 90% or more of fair value 4. FAILED: Present value is less than 90% of fair value

5. Leased asset is a specialized nature with no 
alternative use

5. FAILED: The underlying asset is not of such a 
specialized nature with no alternative use to the 
lessor at the end of the lease term.

Most equipment Most real estate
CHAPTER 2: LEASES
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Lease Classification-Lessee

67

Finance Lease (Type A) Operating Lease (Type B)

Two recurring separately presented expense 
accounts

An operating (Type B) lease has one single 
lease cost , based on combining two recurring 
expense elements:

1. Interest expense:  recorded through the 
lease obligation using the effective interest 
method

1. Interest expense:  recorded through the lease 
obligation using the effective interest method

2. Amortization expense : recorded on the 
right-of-use asset, computed on a straight-
line basis. 

2. Amortization expense: amount that brings 
the total combined lease cost to a straight-line 
expense based on the remaining cost and 
lease term, at the beginning of each period.

Presentation on income statement:
• Interest expense
• Amortization expense

Presentation on income statement:
• Lease expense (combination of interest and 

amortization)CHAPTER 2: LEASES

Lease Classification-Lessee

Example 1: Finance Lease (Type A)

Company X signs a 10-year lease with annual lease payments ranging 
from $100,000 in Year 1 to $130,000 in the last year.  Total payments 
over the 10 years is $1,200,000.

The lease is classified as a finance lease (Type A).

X records a right-of-use asset and lease obligation for $900,000, the 
present value of the lease payments at the incremental borrowing rate of 
4%.

.
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Lease Classification-Lessee

Example 1: Finance Lease (Type A)

69

Entry at commencement date:

Right of use asset
dr

900,000
cr

Lease obligation 900,000
To record lease

CHAPTER 2: LEASES

Lease Classification-Lessee

Example 1: Finance Lease (Type A)

Conclusion: Total lease expense is computed as follows:

For Year 1, interest expense on the lease obligation is $36,000.

70

Entry- Year 1:

Interest expense (given)
dr

36,000
cr

Lease obligation 64,000
Cash 100,000

To record Year 1 lease payment and interest
computed using the effective interest method.

CHAPTER 2: LEASES
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Lease Classification-Lessee

Example 1: Finance Lease (Type A)

71

Right-of-use asset- cost    $900,000
Lease term 10
Amortization expense- Year 1 $90,000

Entry- Year 1:

Amortization expense
dr
90,000

cr

Right-of-use asset 90,000
To amortize right-of-use asset

CHAPTER 2: LEASES

Lease Classification-Lessee

Example 1: Finance Lease (Type A)

Total lease expense in Year 1 for the finance (Type A) lease is as 
follows:

72

Interest expense    $36,000

Amortization expense 90,000

Total lease expense- Year 1- finance lease $126,000

CHAPTER 2: LEASES
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Lease Classification-Lessee

Example 2:  Operating Lease  (Type B)

Same facts as Example 1 except the lease is classified as an operating 
(Type B) lease.

73CHAPTER 2: LEASES

Lease Classification-Lessee
Example 2:  Operating Lease (Type B)

For Year 1, interest expense on the lease obligation is $36,000.

74

Entry at commencement date:
Right of use asset

dr
900,000

cr

Lease obligation 900,000
To record lease

Entry- Year 1:
Interest expense (given)

dr
36,000

cr

Lease obligation 64,000
Cash 100,000

To record Year 1 lease payment and interest
computed using the effective interest method.

CHAPTER 2: LEASES
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Lease Classification-Lessee
Example 2- Conclusion: Operating Type B
Amortization expense on the right-of-use asset is $84,000 in Year 1, computed as follows:

75

Total lease cost (10 years)  $1,200,000
Remaining number of years 10
Annual straight-line expense 120,000
Less: interest recorded in Year 1 (36,000)
Amortization expense- Year 1  (PLUG) $84,000

Entry- Year 1:
Amortization expense

dr
84,000

cr

Right-of-use asset 84,000
To amortize right-of-use asset

CHAPTER 2: LEASES

Lease Classification-Lessee

Example 2: Operating Lease (Type B)

Total lease expense in Year 1 for the operating (Type B) lease is as follows:

76

Interest expense    $36,000
Amortization expense 84,000
Total lease expense- Year 1- finance lease $120,000

CHAPTER 2: LEASES
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Lease Classification-Lessee

A comparison of lease expense for the finance lease (A) (Example 1) 
versus operating lease (B) (Example 2) follows:

77

Finance 
(Type A) 
Lease

Example 1

Operating 
(Type B) 
Lease

Example 2

Interest expense    $36,000 $36,000
Amortization expense 90,000 84,000
Total lease expense- Year 1 $126,000 $120,000

CHAPTER 2: LEASES

Lease Classification-Lessee

Observation: Examples 1 and 2 illustrate the fact that total lease 
expense for a finance (Type A) lease is higher than lease expense for an 
operating (Type B) at the front-end of the lease and reverses in the later 
years.  The reason is because lease expense for a finance lease is 
accelerated while lease expense for an operating lease is recorded on a 
straight-line basis.

78CHAPTER 2: LEASES
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FINANCE LEASE (A) VERSUS 
OPERATING LEASE (B)

Chart: 
TYPE A VERSUS B LEASES                  
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79CHAPTER 2: LEASES

BALANCE SHEET- LESSEE     x
1. A lessee shall either present in the balance sheet or disclose in the notes all of the 

following: 
a. Right-of-use assets separately from other assets 

b. Lease liabilities separately from other liabilities

c. Finance (Type A) lease right-of-use assets presented separately from operating (Type B) 
right-of-use assets 

d. Finance (Type A) lease obligations presented separately from operating (Type B) lease 
obligations 

2. If a lessee does not present finance and operating lease right-of-use assets and 
lease liabilities separately in the balance sheet, the lessee shall do the following: 

a. Disclose which line items in the balance sheet include right-of-use assets and lease 
liabilities. 

80CHAPTER 2: LEASES
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BALANCE SHEET- LESSEE x

3. Right-of-use assets and lease liabilities shall be subject to the same considerations 
as other assets and liabilities in classifying them as current and noncurrent in 
classified balance sheets.

4. In the balance sheet, a lessee is prohibited from presenting both of the following: 

a. Finance lease right-of-use assets in the same line item as operating lease right-
of-use assets 

b. Finance lease liabilities in the same line item as operating lease liabilities. 

81CHAPTER 2: LEASES

Income Statement -Lessee

In the income statement, a lessee shall present both of the following: 

1. Finance leases:  
– Interest expense and amortization expense shall be presented separately

in a manner consistent with how other interest and amortization expense is 
presented.

1. Operating leases: 
– Interest and amortization expense are combined and presented as one 

single item in the lessee’s income from continuing operations. 

82CHAPTER 2: LEASES
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Statement of Cash Flows- Lessee  x

83

Finance Lease (Type A) Operating Lease (Type B)

Initial lease setup is a noncash transaction that is 
disclosed.

Initial lease setup is a noncash transaction that is 
disclosed.

Payments of the principal portion of the lease liability 
presented within financing activities. 

Lease payments are presented in operating activities 
including principal portion.

Interest expense related to the lease liability is 
presented in operating activities as part of net income 
(if the indirect method is used) Lease expense (interest and amortization expense) is 

presented in operating activities as a single line item
as part of net income (if the indirect method is used).Amortization expense is an add back to net income in 

the operating activities section if the indirect method 
is used.

Interest paid is disclosed Interest paid is not disclosed it is embedded as part 
of lease expense.

CHAPTER 2: LEASES

Statement of Cash Flows- Lessee x

84

Finance Lease (Type A) Operating Lease (Type B)

Both finance and operating leases: Any payments that represent costs to bring another asset to the condition 
and location necessary for its intended use, should be classified within investing activities.

Variable lease payments and short-term lease payments not included in the lease liability are presented 
within operating activities.  Such payments are part of lease expense and included as part of net income in 
the operating activities section.

CHAPTER 2: LEASES
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Sample Financial Statements- Lessee

85

Company X
Balance Sheet

December 31, 20X2

ASSETS:

Property, Plant and Equipment:
Equipment $XX
Less: Accumulated depreciation XX

Total equipment XX

Right-of-use lease assets- Finance leases (TYPE A) XX
Less: accumulated amortization XX

Total right-to-use assets- finance leases XX

Right-of-use lease assets- Operating Leases (TYPE B) XX
Less: accumulated amortization XX

Total right-to-use assets- operating leases XX

Total plant and equipment XX

CHAPTER 2: LEASES

Sample Financial Statements- Lessee

86

Company X
Balance Sheet

December 31, 20X2

LIABILITIES AND EQUITY:

Current liabilities:
Current portion of long-term debt XX
Current portion of lease obligation- Finance leases (Type A ) XX
Current portion of lease obligations- Operating Leases (Ty pe B) XX

Long-term liabilities:
Long-term debt
Long-term lease obligation- Finance leases (Type A) XX
Long-term lease obligations- Operating Leases (Type B) XX

CHAPTER 2: LEASES
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Sample Financial Statements- Lessee

87

Company X
Statement of Income

For the Year Ended December 31, 20X2

Net sales $XX
Cost of goods sold XX
Gross profit on sales XX

Operating expenses:

Interest expense XX
Interest expense- lease obligations – finance leases (a) XX
Amortization expense- right-of-use lease assets – finance l eases (a) XX
Depreciation and amortization XX
Lease expense- operating leases (b) XX
Payroll and payroll-related expenses XX
Utilities XX
Rent XX
Office expenses XX

Total operating expenses XX

Net operating income $XX

(a): ASU 2016-02 requires that for a Finance lease (Type A), interest expense from the lease obligation and amortization
expense related to right-of-use leased assets be separated from other interest and amortization expense.

(b): For operating leases (Type B), interest expense and amortization expense is presented as one single line item on the
income statement called “lease expense.”

CHAPTER 2: LEASES

Sample Financial Statements- Lessee

88

Company X
Statement of Cash Flows 

For the Year Ended December 31, 20X2

Operating activities:

Net income (a) $XX

Adjustments to reconcile net income to cash from operating activities: XX
Depreciation XX
Amortization expense- right-of-use leased assets- finance leases XX
Noncash portion of lease expense- operating leases (a) XX
Change in (Repayment of) lease obligations (principal) - op erating leases (b) (XX)

Investing activities: XX

Financing activities:
Repayments of long-term debt
Repayments of right-of-use lease obligations (principal) - finance leases (XX)

(a): Amortization portion of operating lease expense. Should not be identified as amortization expense.
(b.) All cash flow related to operating leases is presented in the operating activities. This includes the principal
portion of the operating lease obligation.

CHAPTER 2: LEASES
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Sample Financial Statements- Lessee

Supplementary cash flow disclosures:

In 20X2,  the Company recorded noncash transactions consisting of $XX of  right of use assets and 
lease obligations related to finance leases, and $XX of right of use assets and lease obligations 
related to operating leases.

Interest paid $XX (1)

(1): Should reflect only finance leases.  There is no interest expense in operating leases as interest and 
amortization related to operating leases is subsumed into lease expense.

89CHAPTER 2: LEASES

DISCLOSURES- Lessee

• MANY NEW DISCLOSURES

90CHAPTER 2: LEASES

89

90



46

DISCLOSURES- Lessee
ASU 2016-02 states that the objective of the ASU’s disclosure requirements is to enable users
of financial statements to understand the amount, timing, and uncertainty of cash flows arising
from leases.

To achieve that objective, a lessee shall disclose qualitative and quantitative information about
all of the following:

a.    Its leases 

b. The significant judgments made in applying the ASU 2016-02 requirements

to those leases, and

c.   The amounts recognized in the financial statements relating to those leases. 

91CHAPTER 2: LEASES

DISCLOSURES- Lessee

1.  TRANSITION DISCLOSURES- 2022

A lessee shall provide the transition disclosures required by ASC 250 that includes:

a. Information on the transition method and

b. Practical expedients elected, etc.

NOTE: If an entity elects the Method 2 transition method, it shall provide the transition disclosures as of the

beginning of the period of adoption (January 1, 2022), rather than at the beginning of the earliest period presented.

92CHAPTER 2: LEASES
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DISCLOSURES- Lessee
2. QUALITATIVE DISCLOSURES:

ASU 2016-02 requires that a lessee shall disclose the following: 

a. Information about the nature of its leases, including: 

• A general description of those leases
• The basis, and terms and conditions, on which variable lease payments are determined
• The existence, and terms and conditions, of options to extend or terminate the lease. A lessee

should provide narrative disclosure about the options that are recognized as part of the right-of-use
asset and lease liability and those that are not

• The existence, and terms and conditions, of residual value guarantees provided by the lessee
• The restrictions or covenants imposed by leases, for example, those relating to dividends or

incurring additional financial obligations

Note: A lessee should identify the information relating to subleases included in the disclosures above.

93CHAPTER 2: LEASES

DISCLOSURES- Lessee

b. Information about leases that have not yet commenced but that create significant rights and obligations
for the lessee.

c. Information about significant assumptions and judgments made in applying the requirements of ASU
2016-02 (ASC 842), which may include the following:

• The determination of whether a contract contains a lease 
• The allocation of the consideration in a contract between lease and non-lease components, and
• The determination of the discount rate for the lease

d. If a nonpublic entity (entity that is not a public business entity) makes an accounting policy election to 
use a risk-free rate as the discount rate, it shall disclose its election and the class or classes of 
underlying assets to which the election has been applied

94CHAPTER 2: LEASES
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DISCLOSURES- Lessee

3. QUANTITATIVE DISCLOSURES

Next slide

95CHAPTER 2: LEASES

DISCLOSURES- Lessee
NOTE X: Lease Information

A summary of total lease cost, by component, and other lease information for the years ended
December 31, 20X2 and 20X1, follows:

20X2 20X1

Total lease cost:
Finance lease cost: $XX $XX

Amortization of right-of-use assets XX XX
Interest on lease obligations XX XX

Operating lease cost [combined interest and amortization expense] XX XX
Short-term lease cost (1) [leases- 12 months or less] XX XX
Variable lease cost [RET and insurance] XX XX

Total XX XX
Sublease income (XX) (XX)
Total lease cost $XX $XX

(1) ASC 842-20-25-2 does not require disclosure of short-term lease cost for
leases with a lease term of one month or less.

96CHAPTER 2: LEASES
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DISCLOSURES- Lessee
NOTE X: Lease Information

20X2 20X1
Other lease information:
(Gains) and losses on sale and leaseback transactions $(XX) $(XX)

Cash paid for amounts included in the measurement of lease obligations: XX XX
Operating cash flows from finance leases XX XX
Operating cash flows from operating leases XX XX
Financing cash flows from finance leases XX XX

Right-of-use assets obtained in exchange for new finance lease obligations XX XX

Right-of-use assets obtained in exchange for new operating lease obligations XX XX

Weighted-average remaining lease term:
Finance leases XX years XX years

Operating leases XX years XX years

Weighted-average discount rate:
Finance leases x.x% x.x%

Operating leases x.x% x.x%

97CHAPTER 2: LEASES

DISCLOSURES- Lessee

98

NOTE X:  Lease Information

A summary of  the minimum future payments for finance and operating leases, reconciled to the lease 
obligations recorded at December 31, 20X2 follows:

Minimum future lease payments
Due date
(Year)

Finance
leases

Operating
leases

20X3 $        XX $        XX
20X4 XX XX
20X5 XX XX
20X6 XX XX
20X7 XX XX
Beyond 20X7 XX XX

XX XX
Less effects of discounting (XX) (XX)
Lease obligations recorded on December 31, 20X2 XX XX
Less current portion (XX) (XX)
Long-term lease obligations $      XX $      XX

CHAPTER 2: LEASES
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DISCLOSURES- Lessee

99CHAPTER 2: LEASES

EXAMPLE
Computation of Weighted- Average Remaining Lease Te rm

As of December 31, 2022

Lease
Lease obligation

balance 
at 12-31-22

%

Remaining lease term 
at 12-31-22
(in years)

Weighted-average 
years

remaining

Operating leases
1 $177,298 15.9% 4 .64
2 81,696 7.3% 3 .22
3 74,374 6.6% 2 .13
4 781,598 70.2% 9 6.32

$1,114,956 100.0% 7.3  years

Finance lease
5 $135,430 100.0% 6 6.0

$135,430 100.0% 6.0  years

DISCLOSURES- Lessee

100CHAPTER 2: LEASES

EXAMPLE
Computation of Weighted- Average Discount Rate

As of December 31, 2022

Lease

Remaining lease 
payments per lease

at 12-31-22 %
Discount 

Rate

Weighted-average 
discount rate

Operating leases
1 $200,000 15.1% 5% .76
2 90,000 6.8% 5% .34
3 80,000 6.1% 5% .31
4 950,000 72.0% 4% 2.89

$1,320,000 100.0% 4.3%

Finance lease
5 150,000 100.0% 3% 3.0

$150,000 100.0% 3.0%
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Short Term Leases- Lessee    
Short-Term Leases - Lessee

A lessee may elect not to capitalize certain short-term leases and, instead, account 
for them the same way in which operating leases are accounted for under existing 
lease standards.

ASU 2016-02 defines a short-term lease as a lease that, at the commencement 
date:

– Has a lease term of 12 months or less, and 

– Does not include an option to purchase the underlying asset that the lessee 
is reasonably certain to exercise.

101CHAPTER 2: LEASES

Short Term Leases     
Short-term leases:

1. A lessee is not required to recognize lease assets or lease 
liabilities for short-term leases. 

2 For short-term leases, the lessee recognizes lease payments as 
rent expense in the income statement on a straight-line basis over the 
lease term. 

102CHAPTER 2: LEASES

101

102



52

SHORT-TERM LEASES
PLANNING:

• For related-party leases,  make sure the lease term 
is 12 months with no options that are reasonably 
expected to be implemented, to avoid capitalization 
requirements of ASU 2016-02.

• Will the banks accept the 12-month term?

103CHAPTER 2: LEASES

Deferred Income Taxes
There may be book-tax differences requiring deferred 
income taxes once new lease standard is adopted in 
2022.

Previous operating leases :
Book- capitalized under new standard
Tax- Remain off the books and treated as true-
leases- rent expense recorded as incurred.

104CHAPTER 2: LEASES
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Deferred Income Taxes

Previous capital leases:
Book- capitalized under new standard
Tax- May also be capitalized depending on whether 
it meets the true lease rules or is treated as a 
conditional sales contract. 

105CHAPTER 2: LEASES

Deferred Income Taxes

106CHAPTER 2: LEASES

December 31, 2022 Book Tax Temp 
difference

Right of use asset, net of 
accumulated amortization $1,000,000 $0 $1,000,000

Lease obligation (800,000) 0 (800,000)

Net 200,000 0 200,000

21%

DIT liability $42,000

105
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LESSOR RULES

Lease Classification- LESSOR

1. No significant changes from existing ASC 840 accounting for 
leases by lessors

2. Criteria for sales-type (direct finance leases) and operating 
leases has changed.

3. Leverage leases are eliminated

107CHAPTER 2: LEASES

LESSOR RULES

Lease Classification- LESSOR

From the lessor’s perspective, the ASU 2016-02 provides three 
potential types of leases:

• Sales-type lease
• Direct financing lease (RARELY) , or
• Operating lease

108CHAPTER 2: LEASES
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Sales-Type Lease  - Lessor 

ASU 2016-02 uses the same five criteria used by a lessee to classify a 
finance (Type A) lease, in assessing whether a sales-type lease exists for 
a lessor. 

A lessor’s lease is a sales-type lease if the lessee is expected to consume 
a major part of the economic benefits (life) of the leased asset when the 
lease meets any one of the following five criteria at the lease 
commencement date:

109CHAPTER 2: LEASES

Lease Classification-Lessor

110

SALES TYPE LEASE OPERATING LEASE
Lessee is expected to consume a major part of the 
economic benefits of the leased asset.

Lessee  is not expected to consume a major part of the 
economic benefits of the leased asset.   

Satisfies one or more of  5 criteria at the 
commencement date

Does not satisfy any of the 5 criteria at the 
commencement date

1. Lease transfers ownership 1. FAILED: Lease does not transfer ownership

2. Lease grants lessee option to purchase that 
lessee is reasonably certain to exercise

2. FAILED: Lease does not grant lessee option to 
purchase that lessee is reasonably certain to exercise

3. Lease term is 75% or more of the remaining life 3. FAILED: Lease term is less than 75% of the remaining 
life

4. Present value is 90% or more of fair value 4. FAILED: Present value is less than 90% of fair value

5. Leased asset is a specialized nature with no 
alternative use

5. FAILED: The underlying asset is not of such a 
specialized nature with no alternative use to the 
lessor at the end of the lease term.

Most equipment Most real estate
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Sales-Type Lease  - Lessor 

111

Sales-Type Lease Operating Lease

Lessor effectively transfers control to 
the lessee

Lessor does not effectively transfer 
control to lessee

1. Lessor derecognizes (removes) the underlying 
fixed asset that is leased

1. The fixed asset that is leased is retained on the 
books of the lessor and depreciated.

2. Lessor record a new lease asset (net 
investment in lease) consisting of two 
elements:

a. A lease receivable and 
b. An unguaranteed residual asset

2. There is no recording of a  net investment in the  
lease asset or profit/loss arising from the lease.

CHAPTER 2: LEASES

Sales-Type Lease  - Lessor 

112

Sales-Type Lease Operating Lease

3. At commencement, lessor records:

a. A selling profit or loss arising from the 
lease.  (1)

b. Interest income is recognized over the 
lease term.

3. Lease (rental) income: 

a. Recorded to income on lessor’s income 
statement on a straight-line basis over 
the lease term .

4. Variable lease payments received: if  not 
included in the net investment in the lease, 
should be recorded as income in the period 
when the changes in facts and circumstances on 
which the variable lease payments are based 
occur

4. Variable lease payments received: are recorded 
in income in the period in which the changes in 
facts and circumstances on which the variable 
lease payments are based occur. 

(1): Profit is deferred for a direct financing lease.

CHAPTER 2: LEASES
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Sales-Type Lease  - Lessor 

113

Sales-Type Lease Operating Lease

5. Initial direct costs are expensed, if, at the 
commencement date, the fair value of the leased 
asset differs from the carrying amount.

5. Initial direct costs are deferred and recorded to 
expense over the lease term on the same basis 
as lease income . 

6. Cash received from leases is part of operating 
activities

6. Cash received from leases is part of operating 
activities (rental income part of net income).

CHAPTER 2: LEASES

Lease Classification-Lessor

114

EXAMPLES OF LESSORS AND CLASSIFICATION

SALES TYPE LEASE OPERATING LEASE
Landlords with long-term single-tenant lease 
building.

Example: Lessor of building to CVS over 30-year 
lease.

Residential landlord- multi-tenant building , no option to 
purchase

Example: 100-unit residential apartment building

Landlord of real estate with option to purchase 
granted and reasonably certain to exercise.

Commercial landlord - multi-tenant commercial building 
with no options to purchase granted

Example: Strip mall or office building

Lessor of equipment that is 75% or more of the 
useful live of the equipment or 90% or more of the 
fair value of the equipment.

CHAPTER 2: LEASES
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Lessor

Most real estate leases with multiple tenants (residential or 
commercial) will be accounted for as operating leas es by 
lessor:

Cash                                                  XX
Rental income                            XX

Record rent income on straight-line basis over lease 
term.

115CHAPTER 2: LEASES

Sales-Type Lease  - Lessor 

Initial entry:

Net investment in lease xx
Fixed asset xx
Profit on lease xx

Expense (initial direct costs) xx
AP/cash xx

116CHAPTER 2: LEASES
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Sales-Type Lease  - Lessor 

After the commencement date, a lessor measures the net investment in the lease as follows: 

a. Credit the lease payments collected during the period to the net investment in lease asset 

Cash xx
Net investment in lease xx

b.  Record interest income on the net investment in the lease, measured as follows: 

Net investment in lease xx
Interest income xx

c. Reducing the net investment in the lease for an impairment, if any.  

117CHAPTER 2: LEASES

Sales-Type Lease  - Lessor 

When none of the five criteria to classify a lease as a 
sales-type lease are met, a lessor shall classify the 
lease as either a (an):

• Direct financing lease, or  (RARELY)   
• Operating lease 

118CHAPTER 2: LEASES
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Operating Lease- Lessor

Example: Operating Lease
Lessor executes a five-year lease with a lessee calling for annual 
lease payments as follows:

The lessor categorizes the lease as an operating lease.

119

Year
Annual lease 

payments
1 $50,000
2 52,000
3 54,000
4 56,000
5 58,000

$270,000

CHAPTER 2: LEASES

Operating Lease- Lessor 
Conclusion:
The lessor should retain the leased asset on its books and depreciate it.  

The lessor should recognize those lease payments received in lease income 

on a straight-line basis in the amount of $54,000 annually as follows:

120

Total lease payments- 5 years $270,000

Divided by 5

Straight line basis/year $54,000

Entry: Year 1:
dr cr

Cash 50,000
Lease income 54,000

Rent receivable 4,000
To record Year 1 lease income on a straight-line ba sis
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DISCLOSURES- LESSORS

• MANY NEW DISCLOSURES FOR LESSORS

121CHAPTER 2: LEASES

EFFECTIVE DATE

Fiscal years beginning after December 15, 2018, including interim periods within those fiscal years, 
for any of the following:
• A public business entity 
• A not-for-profit entity that has issued, or is a conduit bond obligor for, securities that are traded, 

listed, or quoted on an exchange or an over the-counter market 
• An employee benefit plan that files financial statements with the U.S. Securities and Exchange 

Commission (SEC).

For all other entities (including non-public entities), effective for fiscal years beginning after 
December 15, 2021 , and interim periods within fiscal years beginning after December 15, 2020.

• CALENDAR YEAR 2022 FOR NON-PUBLIC ENTITIES

122CHAPTER 2: LEASES
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TRANSITION      
1. Existing leases are not grandfathered .

2. Existing leases must be restated at the effective date of January 1, 2022 .

123CHAPTER 2: LEASES

TRANSITION   
An entity shall apply the standard as of January 1, 2022, using one of the following two 
methods:

Method 1: Modified Retrospective Approach- NOT RECOMMENDED

• Restate all prior years to be beginning of the earliest year presented (Jan 1, 2021)

Method 2: (Transition Approach ) (ASU 2018-11) - HIGHLY RECOMMENDED

• Restate for 2022 only as of January 1, 2022.

• Include new disclosures for 2022 only, and old disclosures for comparative 2021.
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TRANSITION   X 

Method 1: [Modified Retrospective Approach]- NOT RECOMMENDED

a. Retrospectively to each prior reporting period presented in the financial statements.

b. The application date for Method 1 is the later of:

• The beginning of the earliest period presented in the financial statements , and
• The commencement date of the lease.

Example: Comparative 2022 and 2021 financial statements
Restate leases as of January 1, 2021, beginning of earliest year presented.

125CHAPTER 2: LEASES

TRANSITION
Method 2: ( Transition Approach- ASU 2018-11)- BEST METHOD- HIGHLY 
RECOMMENDED

Apply the standard retrospectively at the beginning of the period of adoption (January 1, 2022)

a. Existing operating leases: record right-of-use asset and liability at the present value of 
the remaining lease term and payments at the January 1, 2022 discount rate.

Existing operating leases entry:

January 1, 2022:
Right-of-use asset XX

Lease obligation XX
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TRANSITION
Method 2: ( Transition Approach- ASU 2018-11)- BEST METHOD- HIGHLY 
RECOMMENDED

Apply the standard retrospectively at the beginning of the period of adoption (January 1, 2022)

b. Existing capital leases: Record  asset and liability as the existing carrying amounts 
under previous GAAP. Carry over the existing discount rate.

Existing capital leases entry:

January 1, 2022 at carrying amounts:
Old lease obligation- capital lease XX

Old capital asset XX
Right-of-use asset- NEW XX

Lease obligation- NEW XX

127CHAPTER 2: LEASES

TRANSITION
Make election- package of practical expedients

ASU 2016-02 offers an entity to elect a package of practical expedients so that in implementing the lease
standard:

1. Entity is not required to assess whether any expired or existing contracts contain leases.

2. Entity is not required to assess whether initial direct costs exist for any existing leases.

3. Entity may use an expedient in transitioning existing leases to new standard on January 1, 2022:

– All existing operating leases under previous GAAP are automatically classified as
operating leases (Type B ) under the new lease standard, and

– All existing capital leases under previous GAAP are automatically classified as
finance leases (Type A) under the new lease standard.
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TRANSITION

129CHAPTER 2: LEASES

Transition using Practical Expedient 
January 1, 2022

Existing lease type Automatically classified as 
new lease type

Measurement on January 1, 
2022- ROU asset and lease 
liability

Existing operating lease New operating lease (Type B) Present value of lease payments 
using discount rate on January 1, 
2022

Existing capital lease New finance lease (Type A) Carrying amount of capital lease 
asset and liability on January 1, 
2022, including existing discount 
rate.

TRANSITION- RECOMMENDED PLAN

1. Elect to use the Method 2 (Transition method) under ASU 2018-11:

a. Implement new standard as of January 1, 2022.

2. Elect the package of practical expedients: On January 1, 2022:

• Existing operating leases: Value and record ROU asset and lease liability and
automatically classify them as operating leases (Type B).

• Existing capital leases : Record the capital lease asset and liability under the new
standard at previous carrying amounts on January 1, 2022, and automatically classify them
as finance leases (Type A).

3. New disclosures for 2022 only and include previous GAAP disclosures for 2021.
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TRANSITION - EXAMPLE             
Example 1: Lessee Transition: Existing Operating Lease to N ew Operating (Type B) Lease

A lessee is a nonpublic entity and is implementing ASU 2016-02 effective January 1, 2022.

Lessee will issue 2022 financial statements with 2021 comparatively.

A lessee entered into a five-year lease of a vehicle on January 1, 2021, with five annual lease payments of $33,000
payable at the end of each year, as follows:

131

Due date Lease payment

12-31-21 $33,000
12-31-22 33,000
12-31-23 33,000
12-31-24 33,000
12-31-25 33,000

CHAPTER 2: LEASES

TRANSITION - EXAMPLE             
Example 1: Lessee Transition: Existing Operating Lease to N ew Operating (Type B) Lease

The lessee has accounted for the lease as an operating lease under existing GAAP.

On the January 1, 2022 lease implementation date, four annual lease payments remain unpaid
as follows:

The lessee‘s incremental borrowing rate is 6 percent on January 1, 2022. 

132

Lease payments remaining on January 1, 2022

Due date Lease payment

12-31-22 $33,000
12-31-23 33,000
12-31-24 33,000
12-31-25 33,000
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TRANSITION - EXAMPLE             
Example 1: Lessee Transition: Existing Operating Lease to N ew Operating (Type B) Lease

Lessee also elects to use Method 2 Transition approach on the January 1, 2022, effective
date of the new lease standard:

Lessee elects to use the package of practical expedients.

133CHAPTER 2: LEASES

TRANSITION - EXAMPLE             
Example 1: Lessee Transition: Existing Operating Lease to N ew Operating (Type B) Lease

Conclusion:

1. Compute the lease obligation and ROU asset at the PV of the lease payments at 6% on
January 1, 2022.

2. Existing operating lease is automatically classified as an operating lease (Type B) under
the new standard.

3. Include new lease disclosures for 2022 only.   If 2021 FS are presented comparatively,  
previous GAAP disclosures are included for 2021 (two sets of disclosures).
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TRANSITION - EXAMPLE             
Example 1: Lessee Transition: Existing Operating Le ase to New Operating (Type B) Lease 

Conclusion:
On January 1, 2022, the lessee measures the lease liability at $114,345, using the incremental borrowing
rate of 6%, computed as follows:

The right-of-use asset is measured at the amount of the lease liability on January 1, 2022.

135

Present Value of  Lease Obligation on January 1, 2022 Implementation Date

Year Due date
Lease

payment
PV factor

6%
PV at 6%

Jan 1, 2022

1 12-31-22 $33,000 .943 $31,119
2 12-31-23 33,000 .890 29,370
3 12-31-24 33,000 .840 27,720
4 12-31-25 33,000 .792 26,136

$114,345

CHAPTER 2: LEASES

TRANSITION - EXAMPLE             
Example 1: Lessee Transition: Existing Operating Lease to N ew Operating (Type B) Lease

On January 1, 2022 , the lessee recognizes the following to reflect the transition of the existing operating lease to a new
operating (Type B) lease under ASU 2016-02.

Once the initial lease is recorded, the lease is automatically classified as an operating lease (Typ e B) under the
package practical expedient.

The lessee should apply the subsequent measurement guidance in ASU 2016-02 as follows:

• Record principal and interest on the lease liability on a direct reduction basis as lease payments are made.
• Amortize the right-of-use asset and record amortization expense under the Type B operating lease rules.

136

Entry January 1, 2022: dr cr

Right of use asset- new operating lease Type B 114,345
Lease liability- new operating lease Type B 114,345

To record lessee’s transition from operating lease to operating (Type B) 
lease under the new lease standard and practical expedient.
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TRANSITION - EXAMPLE             

What if comparative financial statements are presented for 2021 and 2022?

Because the Transition Method 2 is used:

1. The lease is measured and recorded as of January 1, 2022.

2. New disclosures under the new ASU 2016-02 are included for 2022 only.

3. If comparative 2021 financial statements are presented, the previous GAAP disclosures are
included for 2021.

137CHAPTER 2: LEASES

TRANSITION - EXAMPLE             
Example 2: Lessee Transition: Existing Capital Lease to New Finance (Type A) Lease X

A lessee is a nonpublic entity and is implementing ASU 2016-02 effective January 1, 2022.

Lessee will issue 2022 financial statements comparative with 2021.

A lessee has entered into an equipment that is classified as a capital lease under existing
GAAP.

Information on capital lease as of January 1, 2022:
– Capital asset balance $100,000
– Capital lease obligation balance $125,000

Discount rate used in the capital lease computation 5%
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TRANSITION - EXAMPLE             

Example 2: Lessee Transition: Existing Capital Lease to New Finance (Type A) Lease

Lessee also elects to use Method 2 Transition approach on the January 1, 2022, effective
date of the new lease standard:

Lessee elects to use the package of practical expedients.

139CHAPTER 2: LEASES

TRANSITION - EXAMPLE             

Example 2: Lessee Transition: Existing Capital Lease to New Finance (Type A) Lease

Conclusion:

1. Compute the lease obligation and ROU asset at the carrying amount of the capital lease
under existing GAAP, at January 1, 2022.

2. Existing capital lease is automatically classified as a finance lease (Type A) under the
new standard.

3. Include new lease disclosures for 2022 only.  If 2021 FS are presented comparatively,  
previous GAAP disclosures are included for 2021 (two sets of disclosures).
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TRANSITION - EXAMPLE             
Example 2: Existing Capital Lease

Conclusion:

On January 1, 2022, the lessee records the capital lease at its carrying amounts on January 1, 2022.

Because the practical expedient is elected, the capital lease is automatically classified as a finance lease (Type A)
under the new standard as follows:

141

Entry January 1, 2022: dr cr

Lease liability- capital lease old 125,000
Capital lease asset- old 100,000

Right-of-use asset- finance lease  Type A new 100,000
Lease liability- finance lease- Type A new 125,000

To record lessee’s transition from capital lease to finance lease (Type A) 
under the new lease standard and practical expedient.

CHAPTER 2: LEASES

TRANSITION - EXAMPLE             
Example 2: Existing Capital Lease

Conclusion:

Once the previous capital lease is recorded as a finance lease (Type A) under the new standard on
January 1, 2022, the lessee should apply the subsequent measurement guidance for finance leases (Type
A) as follows

• Record principal and interest on the lease liability on a direct reduction basis as lease payments are
made, using the carryover discount rate of 5%.

• Amortize the right-of-use asset and record amortization expense on a straight-line basis over the
remaining lease term.
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IMPACT OF ASU 2016-02  

• Huge impact on retailers  
• Lease vs. buy decision
• Lease terms likely to be shortened
• Deferred income taxes created

143CHAPTER 2: LEASES

Financial Covenants                          
EBITDA:    Lessees

FINANCE LEASES (TYPE A)

• Automatic increase in EBITDA under new lease rules for finance leases.
• Favorable- shift from rent expense to interest and amortization

OPERATING LEASES (TYPE B)

• No change in EBITDA
• No interest and amortization to add back from NI
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Financial Covenants                          

EXAMPLE:

Company X adopts the new lease standard and needs to compute EBITDA 
under the new and previous lease standard.

A comparison of EBITDA for Company X under the existing lease standard as 
compared with the new lease standard (both finance and operating leases) 
follows:

Assume all amounts are the same for each type of lease.

145CHAPTER 2: LEASES

Financial Covenants                          

.
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Company X Existing GAAP
Operating Lease

NEW LEASE STANDARD
New Finance 

(Type A) Lease
New  Operating 
(Type B) Lease

Net sales $10,000,000 $10,000,000 $10,000,000
Cost of sales (7,000,000) (7,000,000) (7,000,000)
Gross profit 3,000,000 3,000,000 3,000,000
Operating expenses:

Rent expense (800,000) 0 0
Lease expense (interest/amortization) (800,000)

Interest expense 0 (500,000) 0
Amortization expense 0 (300,000) 0
Depreciation (200,000) (200,000) (200,000)
All other operating expenses (1,000,000) (1,000,000) (1,000,000)

Total operating expenses (2,000,000) (2,000,000) (2,000,000)

Net income before income taxes 1,000,000 1,000,000 1,000,000
Income taxes (400,000) (400,000) (400,000)
Net income $600,000 $600,000 $600,000
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Financial Covenants                          

.

147

Company X Existing GAAP
Operating 

Lease

NEW LEASE STANDARD

New Finance 
(Type A) Lease

New  Operating 
(Type B) Lease

EBITDA:

Net income $600,000 $600,000 $600,000
Add:

Interest 0 500,000 0
Income taxes 400,000 400,000 400,000
Depreciation 200,000 200,000 200,000
Amortization 0 300,000 0

EBITDA $1,200,000 $2,000,000 $1,200,000

CHAPTER 2: LEASES

Financial Covenants                          
Conclusion:

Under the new lease standard:

• There is an increase in EBITDA for Finance Leases (Type A)

• There is no change in EBITDA for Operating Leases (Type B)
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Financial Covenants                       

DEBT EQUITY RATIO:

Negative impact from higher ratio

149CHAPTER 2: LEASES

IMPACT ON NONPUBLIC ENTITIES 

• Related party leases:  structure at 12 months or less, or 
tenant-at-will (TAW) arrangements

150CHAPTER 2: LEASES
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What are the options non-public entities have avail able to them if they 
seek to avoid implementing the new standard?

Option 1: Convert leases to short-term leases with a lease term of 12 
months or less.  BEFORE 12-31-21

Option 2: Use the tax-basis of accounting which does not recognize ASU 
2016-02 rules.   

Option 3:  Ensure that lease contract language does not qualify the 
contract as a lease (e.g., lessor right to substitute the leased asset).

151CHAPTER 2: LEASES

What are the options non-public entities have avail able to them if they 
seek to avoid implementing the new standard?

Option 4: Insert a GAAP exception into the audit, review or 
compilation report    

Option 5: Ignore complying with ASU 2016-02 due to immateriality of leases .

Option 6: Hope the PCC provides private company exception- DON’T HOLD 
YOUR BREATH.
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Example- GAAP Departure- Not Implementing Lease Stand ard

Example: Company X decides not to adopt the new lease standard in 2022 
calendar year-end.

The accountant includes a GAAP departure in the 2022 report.

153CHAPTER 2: LEASES

SSARS NO. 25- QUALIFIED CONCLUSION REVIEW REPORT

.

154

Independent Accountant’s Review Report

To the Board of Directors
XYZ Company

We have reviewed the accompanying financial statements of XYZ Company, which comprise the balance sheet as of December 31, 2022, and the
related statements of income, changes in stockholders’ equity, and cash flows for the year then ended, and the related notes to the financial
statements. A review includes primarily applying analytical procedures to management’s financial data and making inquiries of company management.
A review is substantially less in scope than an audit, the objective of which is the expression of an opinion regarding the financial statements as a
whole. Accordingly, we do not express such an opinion.

Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these financial statements in accordance with accounting principles generally
accepted in the United States of America; this includes the design, implementation, and maintenance of internal control relevant to the preparation and
fair presentation of financial statements that are free from material misstatement whether due to fraud or error.

Accountant’s Responsibility
Our responsibility is to conduct the review engagements in accordance with Statements on Standards for Accounting and Review Services
promulgated by the Accounting and Review Services Committee of the American Institute of Certified Public Accountants. Those standards require us
to perform procedures to obtain limited assurance as a basis for reporting whether we are aware of any material modifications that should be made to
the financial statements for them to be in accordance with accounting principles generally accepted in the United States of America. We believe that
the results of our procedures provide a reasonable basis for our conclusion. We are required to be independent of XYZ Company and to meet our
other ethical responsibilities, in accordance with the relevant ethical requirements related to our reviews.
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SSARS NO. 25- QUALIFIED CONCLUSION REVIEW REPORT

.

155

[continued]

Basis for Qualified Conclusion
As disclosed in Note X to these financial statements, effect ive January 1, 2022, accounting principles generally accep ted in the
United States require that most leases be capitalized on the b alance sheet based on satisfying certain criteria, and that
disclosures related to those leases be included in the finan cial statements. Management has informed us that it has not
capitalized certain equipment and real estate leases, did not include the related lease disclosures in the accompanying financial
statements, and the effects of this departure from accounti ng principles generally accepted in the United States on fin ancial
position, results of operations, and cash flows have not been determined .

Qualified Conclusion
Based on our review, except for the effect of the matter described in the Basis for Qualified Conclusion paragraph , we not aware of
any material modifications that should be made to the accompanying financial statements in order for them to be in accordance with
accounting principles generally accepted in the United States of America.

James J. Fox & Company
Burlington, Massachusetts
March 31, 2023

CHAPTER 2: LEASES

SSARS NO. 25- QUALIFIED CONCLUSION REVIEW REPORT

156

NOTE X: LEASES

Effective January 1, 2022, accounting principles generally accepted in the United States of America require companies to
adopt new lease standards promulgated by Accounting Standards Update (ASU) 2016-02, Leases (ASC Topic 842), and
subsequent amendments.

In accordance with ASU 2016-02, an entity is required to capitalize lease assets and lease obligations on its balance sheet
for all equipment and real estate leases with a remaining lease term that exceeds 12 months, and to provide certain
disclosures related to those leases.

Management has informed us that it has not capitalized lease assets and obligations related to its equipment and
real estate leases, and has not included most of the required lease disclosures .

Instead, the Company’s policy is to record lease payments as rent expense as incurred .

The effects of this departure from accounting principles generally accepted in the United States on the Company’s
financial position, results of operations, and cash flows have not been determined.
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SSARS NO. 25- QUALIFIED CONCLUSION REVIEW REPORT

157

NOTE X: LEASES [continued]

The Company leases equipment used in its operations under arrangements that require total monthly payments ranging from $30,000 to
$35,000, with various terms through 2027. The Company also leases its warehouse facility from an entity whose beneficiaries are
stockholders of the Company. The terms of the lease provide for fixed monthly payments in the amount of $40,000 through 2028.

The Company leases other warehouse and office space with total monthly payments in the amount of $15,000, increasing at 3% per year,
plus common area maintenance charges, through 2028.

A summary of the minimum annual lease payments required under all leases follows:

Total rent expense under all leases was $1,020,000 in 2022.

Year

Minimum
lease

Payments

2023 $ 1,037,000

2024 1,055,000

2025 1,073,000

2026 1,091,000

2027 1,109,000

Beyond 2027 695,000           

$  6,060,000

CHAPTER 2: LEASES

SSARS NO. 25- QUALIFIED CONCLUSION REVIEW REPORT  X

Why is the GAAP departure a qualified conclusion and not an ad verse conclusion under
SSARS No. 25?

Answer: An adverse conclusion requires the GAAP departure to be BOTH material and
pervasive, not just material.

Qualified conclusion: When the accountant concludes that the effects of the matter or
matters giving rise to the modification are material but not pervasive to the financial
statements.

Adverse conclusion : When the effects of the matter or matters giving rise to the
modification are both material and pervasive to the financial statements.
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SSARS NO. 25- QUALIFIED CONCLUSION REVIEW REPORT  X

SSARS No. 25:

Pervasive: Pervasive effects on the financial statements are those that, in the 
accountant’s judgment: 

• Are not confined to specific elements, accounts, or items of the financial statements.
• If so confined, represent or could represent a substantial portion of the financial statements, or
• With regard to disclosures, are fundamental to users’ understanding of the financial statements.

1. Not recorded lease assets and obligations per ASC 842 has an effect limited to
certain financial statement accounts : right-of-use assets, lease obligation.

2. It may be material, but not pervasive .

3. Also, pervasive is based solely on the accountant’s judgment , and no one else.

159CHAPTER 2: LEASES

COMPILATION REPORT- GAAP DEPARTURE FOR LEASE

.
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To the Board of Directors
XYZ Company

Management is responsible for the accompanying financial statements of XYZ Company, which comprise the balance sheet as of December 31,
2022 and the related statement of income and retained earnings for the year then ended in accordance with accounting principles generally
accepted in the United States of America. We have performed a compilation engagement in accordance with Statements on Standards for
Accounting and Review Services promulgated by the Accounting and Review Services Committee of the AICPA. We did not audit or review the
financial statements nor were we required to perform any procedures to verify the accuracy or completeness of the information provided by
management. Accordingly, we do not express an opinion, a conclusion, nor provide any form of assurance on these financial statements.

Management has elected to omit substantially all the disclosures and the statement of cash flows required by accounting principles generally
accepted in the United States of America. If the omitted disclosures and the statement of cash flows, were included in the financial statements,
they might influence the user’s conclusions about the company’s financial position, results of operations, and cash flows. Accordingly, the financial
statements are not designed for those who are not informed about such matters.

Effective January 1, 2022, accounting principles generall y accepted in the United States require that most leases be ca pitalized on the
balance sheet based on satisfying certain criteria, and tha t disclosures related to those leases be included in the fina ncial statements.
Management has informed us that it has not capitalized certa in equipment and real estate leases, did not include the rela ted disclosures
in the accompanying financial statements, and the effects o f this departure from accounting principles generally acce pted in the United
States on financial position, results of operations, and ca sh flows have not been determined.

James J. Fox & Company
Burlington, Massachusetts
March 31, 2023
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AUDIT REPORT- GAAP DEPARTURE FOR LEASE
[AU-C 706- New]

.
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Independent Auditor’s Report

To the Board of Directors
XYZ Company

Qualified Opinion
We have audited the financial statements of XYZ Company, which comprise the balance sheet as of December 31, 2022, and the related 
statements of income, changes in stockholders’ equity, and cash flows for the year then ended, and the related notes to the financial 
statements.

In our opinion, except for the effects of the matter described in t he Basis for Qualified Opinion section of our report, the 
accompanying financial statements present fairly, in all material respects, the financial position of XYZ Company as of December 31, 
2022, and the results of its operations and its cash flows for the year then ended in accordance with accounting principles generally 
accepted in the United States of America.

Basis for Qualified Opinion
[As disclosed in Note X], effective January 1, 2022 , accounting principles generally accepted in the U nited States require that 
most leases be capitalized on the balance sheet base d on satisfying certain criteria, and that disclosu res related to those leases 
be included in the financial statements. The Compan y has not capitalized certain equipment and real est ate leases in the 
accompanying balance sheets and has not included th e related disclosures.  The effects of this departu re from accounting 
principles generally accepted in the United States on financial position, results of operations, and c ash flows have not been 
determined.
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AUDIT REPORT- GAAP DEPARTURE FOR LEASE
[AU-C 706- New
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Basis for Qualified Opinion [continued]
We conducted our audits in accordance with auditing standards generally accepted in the United States of America (GAAS). Our 
responsibilities under those standards are further described in the Auditor’s Responsibilities for the Audit of the Financial Statements section 
of our report. We are required to be independent of XYZ Company and to meet our other ethical responsibilities, in accordance with the 
relevant ethical requirements relating to our audits. We believe that the audit evidence we have obtained is sufficient and appropriate to 
provide a basis for our qualified audit opinion .

Responsibilities of Management for the Financial St atements
Management is responsible for the preparation and fair presentation of the financial statements in accordance with accounting principles 
generally accepted in the United States of America, and for the design, implementation, and maintenance of internal control relevant to the 
preparation and fair presentation of financial statements that are free from material misstatement, whether due to fraud or error.

In preparing the financial statements, management is required to evaluate whether there are conditions or events, considered in the 
aggregate, that raise substantial doubt about XYZ Company’s ability to continue as a going concern for [insert the time period set by the 
applicable financial reporting framework].

Auditor’s Responsibilities for the Audit of the Fin ancial Statements
Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material misstatement, 
whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable assurance is a high level of assurance 
but is not absolute assurance and therefore is not a guarantee that an audit conducted in accordance with GAAS will always detect a material 
misstatement when it exists. The risk of not detecting a material misstatement resulting from fraud is higher than for one resulting from error, 
as fraud may involve collusion, forgery, intentional omissions, misrepresentations, or the override of internal control. Misstatements are 
considered material if, individually or in the aggregate, they could reasonably be expected to influence the economic decisions of users made 
on the basis of these financial statements.
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AUDIT REPORT- GAAP DEPARTURE FOR LEASE
[AU-C 706- New

.
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Auditor’s Responsibilities for the Audit of the Fin ancial Statements  [continued]
In performing an audit in accordance with GAAS, we:

• Exercise professional judgment and maintain professional skepticism throughout the audit.

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, and design and perform 
audit procedures responsive to those risks. Such procedures include examining, on a test basis, evidence regarding the amounts and 
disclosures in the financial statements.

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate in the 
circumstances, but not for the purpose of expressing an opinion on the effectiveness of ABC Company’s internal control. Accordingly, no 
such opinion is expressed.

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates made by 
management, as well as evaluate the overall presentation of the financial statements.

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial doubt about XYZ 
Company’s ability to continue as a going concern for a reasonable period of time.

We are required to communicate with those charged with governance regarding, among other matters, the planned scope and timing of the 
audit, significant audit findings, and certain internal control–related matters that we identified during the audit.

James J. Fox & Company
Burlington, Massachusetts
March 31, 2023

CHAPTER 2: LEASES

Option: Use the tax-basis of accounting which does not 
recognize ASU 2016-02 rules

If a lease qualifies as a true lease , it is not capitalized .  

Thus, an entity can bypass ASU 2016-02 by converting the tax-
basis financial statements and following the Internal Revenue 
Code rules for leases.
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Option: Use the tax-basis of accounting which does not 
recognize ASU 2016-02 rules

IRC true lease rules

• Under existing IRS rules, leases that are considered “true leases” or fair market leases 
are not capitalized and the lessee deducts lease payments as rent or lease expense.

• Under the true lease rules, the lessor is treated as the owner of the leased asset and 
the lessor receives all of the benefits of ownership including depreciation and any tax 
credits, if any.

• From the lessee’s perspective, a lease that would be treated as an operating lease 
under existing pre-ASU 2016-02 GAAP is generally treated as a true lease and not 
capitalized for tax purposes.  Thus, rent or lease expense is recorded as lease 
expense is incurred.

165CHAPTER 2: LEASES

Option: Use the tax-basis of accounting which does 
not recognize ASU 2016-02 rules

What is a true lease?

A true lease is a lease that does not qualify as a 
conditional sales contract .
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Option: Use the tax-basis of accounting which does not 
recognize ASU 2016-02 rules

An agreement may be considered a conditional sales contract rather than a true lease if 
any of the following exists:

• The agreement applies part of each payment toward an equity interest.

• The lessee gets title to the property after making a stated amount of required payments.

• The amount that must be paid to use the property for a short time is a large part of the 
amount the lessee would pay to get title to the property.

• Lessee pays much more than the current fair rental value of the property.

• Lessee has an option to buy the property at a nominal price compared to the value of the 
property when you may exercise the option. 

• Lessee has an option to buy the property at a nominal price compared to the total amount 
lessee has to pay under the agreement.

• The agreement designates part of the payments as interest, or that part is easy to 
recognize as interest.

167CHAPTER 2: LEASES

Option: Ensure Lease Contract is not a Lease at 12- 31-21

Option:  Ensure that lease contract language does not qualify the contract 
as a lease (e.g., lessor right to substitute the leased asset).

A contract is or contains a lease if the contract:

Conveys the right to control the use of identified property, plant, or 
equipment (an identified asset) for a period of time in exchange for 
consideration. 
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Option: Ensure Lease Contract is not a Lease at 12- 31-21

Lease must have TWO ELEMENTS:

• ELEMENT 1: Must be an identified asset , and

• ELEMENT 2: Lessee must have a right to control the use
of the identified asset for a period of time  

169CHAPTER 2: LEASES

Option: Ensure Lease Contract is not a Lease at 12- 31-21

ELEMENT 1: Must be an Identified Asset 

1.   An asset typically is identified by:

a.   Being explicitly specified in a contract, or

b. Being implicitly specified at the time that the asset is made available  
for use by the customer. 

2. There is no identified asset if the supplier has the substantive right to 
substitute the asset (substantive substitution rights) throughout the period 
of use, even if the asset is specified.  KEY
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PLANNING PRIOR TO 12-31-21

• Rewrite related party leases to tenant-at-will or lease 
terms of 12 months or less (no options) (check with 
bank)

• Amend loan documents to exclude lease obligations 
from debt-equity ratio

• DO NOTHING: Consider a switch to tax-basis or GAAP 
departure in 2022

171CHAPTER 2: LEASES
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CHAPTER 3

SSARS No. 25
Materiality in a Review of

Financial Statements and 

Adverse Conclusions-2021 

and

SSARS No. 26

Quality Management for an Engagement Performed in 
Accordance with Statements on Standards for Accounting and 

Review Services (5-18-22)
(5-18-22)

CHAPTER 3- SSARS 25 1

SSARS No. 25

Issued February 2020

Effective Dates
For SSARS No. 25, the amendments are effective for
engagements performed for periods ending on or after
December 15, 2021 (calendar year 2021) .

Early implementation is permitted.

CHAPTER 3- SSARS 25 2
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SSARS No. 25

Background- SSARS No. 21-25

SSARS No. 21: issued effective 2015- changed most of the
compilation and review standards

SSARS No. 21:  Provides authority for:

• Preparation of financial statement engagements (non attest)

• Compilation engagements

• Review Engagements

CHAPTER 3- SSARS 25 3

SSARS No. 25

Background- Amendments to SSARS No. 21:

SSARS Nos. 22-25- Amendments

• SSARS No. 22 (May 2016): subsequently issued regarding pro
forma information

• SSARS No. 23 (October 2016): issued to deal with miscellaneous
issues related to SSARS No. 21

• SSARS No. 24 (May 2018): amends SSARS No. 21 to address
going concern, international standards, definitional changes, etc.

CHAPTER 3- SSARS 25 4
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SSARS No. 25

SSARS No. 25:

In February 2020, the ARSC issued SSARS No. 25, Materiality
in a Review of Financial Statements and Adverse Conclusions,
which further amends SSARS No. 25 amends AR-C Sections
60, 70, 80 and 90.

CHAPTER 3- SSARS 25 5

SSARS No. 25

SSARS No. 25 has, as overarching objectives to:

a. Converge AR-C 90 review standards with International 
Standard on Review Engagements (ISRE) 2400,  
Engagements to Review Historical Financial Statements, and 

b. Minimize differences that exist with the auditing standards
regarding concepts that are consistent regardless of the level
of service performed on the financial statements.

CHAPTER 3- SSARS 25 6
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SSARS No. 25

SSARS No. 25 makes several key changes to the SSARSs, as follows:

1. Consolidates certain redundant provisions and definitions into AR-C 60,
General Principles for Engagements Performed in Accordance With
Statements on Standards for Accounting and Review Services.

2. Makes minor changes to preparation engagements with respect to when a
disclaimer report may be used.

3. Provides a new requirement in a review engagement for an accountant to
determine materiality for the financial statements as a whole and apply this
materiality in designing the procedures and evaluating the results obtained
from those procedures.

CHAPTER 3- SSARS 25 7

SSARS No. 25

SSARS No. 25 makes several key changes to the SSARSs, as follows:

4. Allows for an accountant to issue a review report with a modified 
conclusion (qualified or adverse conclusion) when financial statements are 
materially and/or pervasively misstated.  

Note: Existing SSARSs prohibit a review report modification for an adverse 
conclusion even though ISRE 2400 permits such a modification.   

5. Amends the Accountants Responsibility section of the review report to 
include a statement that the accountant is required to be independent of 
the entity and to meet the accountant’s other ethical responsibilities.

CHAPTER 3- SSARS 25 8
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SSARS No. 25

SSARS No. 25 makes several key changes to the SSARSs, as follows:

6. Expands some of the guidance in review engagements related to inquiries 
and going concern.

7.   Clarifies that an accountant must obtain an engagement letter in a review    

engagement “prior to performing the engagement.” 

8. Changes some of the representations that should be included in 
management’s representation letter in a review engagement.

9.   Other miscellaneous changes.

CHAPTER 3- SSARS 25 9

SSARS No. 25

CHANGE 1: AR-C 60: Acceptance and Continuance of Cl ient 
Relationships and Engagements: 

AR-C 60, General Principles for Engagements Performed in Accordance with Statements on
Standards for Accounting and Review Services, was issued as part of SSARS No. 21, and
does the following:

1. It provides the general principles for the three types engagements performed in
accordance with the SSARSs involving:

• Preparation of Financial Statements (AR-C 70)
• Compilation Engagements (AR-C 80), and
• Review Engagements (AR-C 90).

CHAPTER 3- SSARS 25 10
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SSARS No. 25

CHANGE 1: AR-C 60: Acceptance and Continuance of Cl ient Relationships and Engagements: 

Paragraph .26 of AR-C 60:

States that as preconditions for accepting a SSARS engagement, the accountant should do

all the following:

a. Determine whether the financial reporting framework selected by management to be applied in

the preparation of the financial statements is acceptable.

b. Obtain the agreement of management (through an engagement letter) that it acknowledges 

and understands its responsibilities under the engagement. 

NOTE: SSARS No. 25 eliminated a third precondition from Paragraph .26 of AR-C 60 which is to
“determine whether preliminary knowledge of the engagement circumstances indicate that ethical
requirements regarding professional competence will be satisfied.”

CHAPTER 3- SSARS 25 11

SSARS No. 25

CHANGE 1: AR-C 60: Acceptance and Continuance of Cl ient Relationships and Engagements: 

SSARS No. 25 expands the list of factors that are relevant to the accountant’s determination that the
financial reporting framework selected by management is acceptable include the following:

• The nature of the entity such as whether it is a business enter prise, a governmental entity, or
a

not-for-profit organization (NEW per SSARS No. 25)

• The purpose of the financial statements, for example, whether they are prepared to meet the
common financial information needs of a wide range of users – MOST IMPORTANT

• The nature of the financial statements, such as whether the f inancial statements are a
complete set of financial statements or a single financial s tatement (NEW per SSARS No. 25)

•

• Whether law or regulation prescribes the applicable financial reporting framework.

CHAPTER 3- SSARS 25 12
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SSARS No. 25

CHANGE 1: AR-C 60: Acceptance and Continuance of Client Rela tionships and
Engagements:

For tax-basis financial statements, the accountant must determine whether the tax-basis
framework is acceptable.

• Most important factor is whether the financial statements are acceptable to the user (such 
as bank).

• Look at language in the loan agreement permitting tax-basis financial statements.

CHAPTER 3- SSARS 25 13

SSARS No. 25

CHANGE 1: AR-C 60: Acceptance and Continuance of Cl ient Relationships and 
Engagements: 

AR-C 60 states that the following general purpose frameworks selected by management are
presumed to be “acceptable” unless evidence suggests otherwise:

• U.S. GAAP, and

• International Financial Reporting Standards (IFRS).

NOTE: An accountant does not have to evaluation whether the above frameworks are 

acceptable as they are presumed to be.  

CHAPTER 3- SSARS 25 14
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SSARS No. 25

CHANGE 2: Expansion of Use of the Disclaimer Report  in AR-C 70 
Preparation Engagement

SSARS No. 25 expands the optional use of a disclaimer report in 
preparation of financial statement engagements in AR-C 70.

CHAPTER 3- SSARS 25 15

SSARS No. 25

Summary of a Preparation of Financial Statements Engagemen t- AR-C 70

a. In order for a preparation of financial statements engagement to be subject to AR-C 70,
the following elements must exist:

• The accountant must be in public practice

• The accountant must be engaged (hired) by the client to perform a preparation of
financial statements or prospective financial information engagement, and

• There must not be a corresponding compilation, review or audit engagement on the
prepared financial statements for the same period.

CHAPTER 3- SSARS 25 16
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SSARS No. 25

Summary of a Preparation of Financial Statements Engagemen t- AR-C 70

b. A preparation of financial statements engagement is a nonattest service.

c. An engagement letter is required and must be signed by both management and the
accountant.

d. The accountant is not required to be independent nor determine whether he or she is
independent.

e. The accountant is not required to verify the accuracy or completeness of the information

provided by management or otherwise gather evidence to express an opinion or a

conclusion on the financial statements or otherwise report on the financial statements.

CHAPTER 3- SSARS 25 17

SSARS No. 25

Summary of a Preparation of Financial Statements Engagemen t- AR-C 70

f. There is generally no report issued with a preparation of financial statements

engagement, subject to two optional disclaimer report exceptions (NEW SSARS
No. 25)

CHAPTER 3- SSARS 25 18
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SSARS No. 25

Summary of a Preparation of Financial Statements Engagemen t- AR-C 70

g. The prepared financial statements may be issued to the client or third party without

restrictions.

h. The prepared financial statements may omit notes/disclosures.

i. The prepared financial statements may have GAAP/other framework departures such as
the omission of a statement of cash flows.

j. The preparation of financial statements engagement is exempt from peer review in
certain cases. [provided only preparation engagements are performed]

k. There is no separate reporting or disclosure requirement for supplementary information
in a preparation of financial statements engagement.

CHAPTER 3- SSARS 25 19

SSARS No. 25

Legends on prepared financial statements

Because a preparation of financial statements engagement does not result 
in a report, AR-C 70 provides rules for presenting three types of legends
in prepared financial statements:

Legend 1: No assurance is provided on these financial statements

Legend 2: Known departure in GAAP or other framework [No statement of 
cash flows]

Legend 3: Substantially all disclosures are omitted

CHAPTER 3- SSARS 25 20
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I.  Illustrative Financial Statements – AR-C 70

Example 1:  Preparation of GAAP Financial Statement s – No Statement of 
Cash Flows and Substantially All Disclosures Omitte d

Conclusion: GAAP statements should be prepared with the following:

Legend on each page stating there is "no assurance“

Legend on each page for the GAAP departure (no statement of cash 
flows)

Legend on each page noting that substantially all disclosures are 
omitted.

21

Preparation of FS- Ex 1

22

Preparation of FS- Ex 1
XYZ Company

Balance Sheets

December 31, 20X2 and 20X1

ASSETS

20X2 20X1

Cash $XX $XX

Accounts receivable XX XX

Property and equipment, net XX XX

Other assets XX XX

XX XX

$XX $XX

LIABILITIES AND STOCKHOLDER'S EQUITY

Liabilities:

Accounts payable $XX $XX

Accrued expenses XX XX

Long-term debt XX XX

XX XX

Stockholders’ equity:

Common stock XX XX

Retained earnings XX XX

XX XX

$XX $XX

No assurance is provided on these financial statements.

The financial statements do not include a statement of cash flows [GAAP departure}.

Substantially all disclosures required by GAAP are not included.
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23

Preparation of FS- Ex 1

XYZ Company

Statements of Income and Retained Earnings

Years Ended December 31, 20X2 and 20X1

20X2 20X1

Net sales $XX $XX

Cost of goods sold XX XX

Gross profit XX XX

Operating expenses XX XX

Net operating income XX XX

Other income XX XX

Net income before income taxes XX XX

Income taxes XX XX

Net income XX XX

Retained earnings:

Beginning of year XX XX

End of year $XX $XX

No assurance is provided on these financial statements.

The financial statements do not include a statement of cash flows [GAAP departure].

Substantially all disclosures required by GAAP are not included.

24

Preparation of FS- Ex 1
XYZ Company

Schedules of Operating Expenses

Years Ended December 31, 20X2 and 20X1

20X2 20X1

Rent $XX $XX

Utilities XX XX

Insurance XX XX

Payroll and payroll related expenses XX XX

Office supplies XX XX

Professional fees XX XX

Repairs and maintenance XX XX

Travel and entertainment XX XX

Sundry other $XX $XX

$XX $XX

No assurance is provided on these financial statements.

The financial statements do not include a statement of cash flows [GAAP departure].

Substantially all disclosures required by GAAP are not included.
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SSARS No. 25

Prior to SSARS No. 25, AR-C 70 permitted the option to use a disclaimer report
in lieu of one legend (Legend 1) as follows:

Legend 1: No assurance is provided on these financial statements.

CHAPTER 3- SSARS 25 25

Preparation of FS- Example 2

DISCLAIMER REPORT- PRE SSARS NO. 25:

To Management and Board of Directors
XYZ Company

The accompanying financial statements of XYZ Company as of and for the years ended
December 31, 20X2 and 20X1, were not subjected to an audit, review, or compilation
engagement by me (us) and, I (we) do not express an opinion, a conclusion, nor provide any
assurance on them . (LEGEND 1)

Signature of accounting firm or accountant
Accountant's city and state

CHAPTER 3- SSARS 25 26
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SSARS No. 25

SSARS No. 25 amends AR-C 700 to expand the optional use of a disclaimer
report. Now, a disclaimer report may be used to replace two legends:

Legend 1: No assurance is provided on these financial statements, and

Legend 3: Substantially all disclosures are omitted [NEW SSARS No. 25]

CHAPTER 3- SSARS 25 27

Preparation of FS- Example 2
Example 2: Preparation of GAAP Financial Statements – No Sta tement of Cash Flows
and Substantially All Disclosures Omitted- Use of Disclaim er Report

Facts:

An accountant is engaged to prepare a GAAP balance sheet, income statement and
schedule of operating expenses. No statement of cash flows. No disclosures.

Disclaimer report is used for:

• Legend 1 (no assurance), and

• Legend 3 (substantially all disclosures are omitted)- NEW SSARS No. 25.

CHAPTER 3- SSARS 25 28
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Preparation of FS- Example 2

DISCLAIMER REPORT:

To Management and Board of Directors
XYZ Company

The accompanying financial statements of XYZ Company as of and for the years ended
December 31, 20X2 and 20X1, were not subjected to an audit, review, or compilation
engagement by me (us) and, I (we) do not express an opinion, a conclusion, nor provide any
assurance on them . (LEGEND 1)

Substantially all disclosures required by GAAP are not incl uded in the accompanying
financial statements. (LEGEND 3- new per SSARS No. 25)

Signature of accounting firm or accountant
Accountant's city and state

CHAPTER 3- SSARS 25 29
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Preparation of FS- Ex 2
XYZ Company

Balance Sheets

December 31, 20X2 and 20X1

ASSETS

20X2 20X1

Cash $XX $XX

Accounts receivable XX XX

Property and equipment, net XX XX

Other assets XX XX

XX XX

$XX $XX

LIABILITIES AND STOCKHOLDER'S EQUITY

Liabilities:

Accounts payable $XX $XX

Accrued expenses XX XX

Long-term debt XX XX

XX XX

Stockholders’ equity:

Common stock XX XX

Retained earnings XX XX

XX XX

$XX $XX

The financial statements do not include a statement of cash flows. [GAAP departure]
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31

Preparation of FS- Ex 2

XYZ Company

Statements of Income and Retained Earnings

Years Ended December 31, 20X2 and 20X1

20X2 20X1

Net sales $XX $XX

Cost of goods sold XX XX

Gross profit XX XX

Operating expenses XX XX

Net operating income XX XX

Other income XX XX

Net income before income taxes XX XX

Income taxes XX XX

Net income XX XX

Retained earnings:

Beginning of year XX XX

End of year $XX $XX

The financial statements do not include a statement of cash flows. [GAAP departure]

32

Preparation of FS- Ex 2

XYZ Company

Schedules of Operating Expenses

Years Ended December 31, 20X2 and 20X1

20X2 20X1

Rent $XX $XX

Utilities XX XX

Insurance XX XX

Payroll and payroll related expenses XX XX

Office supplies XX XX

Professional fees XX XX

Repairs and maintenance XX XX

Travel and entertainment XX XX

Sundry other $XX $XX

$XX $XX

The financial statements do not include a statement of cash flows.  [GAAP departure]
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SSARS No. 25

CHANGE 3: Change made to AR-C 80 by SSARS No. 25- compilation 
engagements

SSARS No. 25 adds the following requirements to a compilation engagement performed on the 
contractual basis of accounting.

1. For special purpose financial statements prepared  in accordance with a contractual 
basis of accounting , a separate paragraph of the compilation report sh ould state:

“As a result, the financial statements may not be suitable for another purpose .  
(NEW per SSARS No. 25)

CHAPTER 3- SSARS 25 33

SSARS No. 25

CHANGE 4: New Definitions- Review Engagements

SSARS No. 25 adds several definitions to AR-C 90 related to review engagements, as follows:

Inquiry: Inquiry consists of seeking information of knowledgeable persons within or outside
the entity. NEW PER SSARS No. 25.

Limited assurance: A level of assurance that is less than the reasonable assurance
obtained in an audit engagement but is at an acceptable level as the basis for the conclusion
expressed in the accountant’s review report. NEW PER SSARS No. 25.

Pervasive: A term used, in the context of misstatements, to describe the effects on the
financial statements of misstatements. Pervasive effects on the financial statements are
those that, in the accountant’s judgment: Are not confined to specific elements, accounts, or
items of the financial statements if so confined, represent or could represent a substantial
portion of the financial statements , or with regard to disclosures, are fundamental to
users’ understanding of the financial statements. NEW PER SSARS No. 25.

CHAPTER 3- SSARS 25 34
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SSARS No. 25

CHANGE 4: New Definitions- Review Engagements

SSARS No. 25 adds several definitions to AR-C 90 related to review engagements, as
follows:

Review evidence: Information used by the accountant to provide a reasonable basis for
obtaining limited assurance. [Review evidence includes both information contained
in the accounting records underlying the financial stateme nts and other
information, which primarily consists of the results of analytical procedures and
inquiries. Sufficiency of review evidence is the measure of the quantit y of review
evidence. Appropriateness of review evidence is the measur e of the quality of
review evidence, that is, its relevance and reliability in p roviding support for the
conclusions on which the accountant’s review report is base d- NEW SSARS No.
25].

CHAPTER 3- SSARS 25 35

SSARS No. 25

CHANGE 5: Materiality in a Review Engagement   

SSARS No. 25 adds new language that explicitly requires and accountant
to consider materiality in designing and performing review pr ocedures
(inquiry and analytical procedures) for his or her review engagement.

• Previously, the requirement to consider materiality was implicit.

• The review report does reference materiality as follows:

Accountant’s Conclusion
Based on our review, we are not aware of any material
modifications that should be made to the accompanying
financial statements ……..

CHAPTER 3- SSARS 25 36
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SSARS No. 25

CHANGE 5: Materiality in a Review Engagement   

1. SSARS No. 25 states that in a review engagement, the accountant should:

a. Determine materiality for the financial statements as a whole, and

b. Apply this materiality in designing the procedures and evaluating the results
obtained from those procedures.

2. The accountant should design and perform the analytical procedures and inquiries to
address the following:

a. All material items in the financial statements, including disclosures, and

b. Areas in the financial statements where the accountant believes there are
increased risks of material misstatement.

CHAPTER 3- SSARS 25 37

SSARS No. 24

CHANGE 5: Materiality in a Review Engagement   

3. The accountant should consider both quantitative and qualitative factors
when determining which items are material to the financial statements,
including disclosures, and which areas include increased risk of material
misstatement.

4. Misstatements, including omissions, are considered to be material if there is
a substantial likelihood that, individually or in the aggregate, they would
influence the judgment made by a reasonable user based on the financial
statements.

NOTE: SSARS No. 25 carries over the definition of materiality found in
auditing standards per SAS No. 138.
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SSARS No. 24

CHANGE 5: Materiality in a Review Engagement   

5. For purposes of determining materiality, the accountant may assume that a
reasonable user :

• Has a reasonable knowledge of business and economic activities and accounting
and a willingness to study the information in the financial statements with
reasonable diligence

• Understands that financial statements are prepared, presented, and reviewed to
levels of materiality

• Recognizes the uncertainties inherent in the measurement of amounts based on
the use of estimates, judgment, and the consideration of future events, and

• Makes reasonable judgments based on the information in the financial
statements.

CHAPTER 3- SSARS 25 39

SSARS No. 25

CHANGE 5: Materiality in a Review Engagement   

Does SSARS No. 25 require that an accountant document materi ality in a
review engagement?

No. SSARS No. 25 explicitly requires and accountant to determine materiality
for the financial statements as a whole, and then design and perform analytical
procedures and inquiries to address all material items and any areas where
there may be increase risk of material misstatement.

There is no requirement to actually document the materiality thresholds used
although an accountant may wish to do so.

CHAPTER 3- SSARS 25 40
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SSARS No. 25

Example: Joe CPA is performing a review of the financial statements of
Company X.

Conclusion: In complying with the SSARS No. 25 to determine materiality
on the financial statements as a whole in designing Joe’s analytical
procedures and inquiries, Joe wishes to document materiality even though
not required by SSARS No. 25.

Joe could prepare a brief memorandum that states the following:

CHAPTER 3- SSARS 25 41

SSARS No. 25

CHAPTER 3- SSARS 25 42

Company X Review Engagement
December 31, 2021

Memorandum on Materiality in a Review Engagement-SSARS  No. 25

For purposes of designing analytical procedures and inquiries in this review engagement, I determine the following
items to be material to the financial statements as a whole:

• All assets in excess of 5% of total assets
• All liabilities in excess of 5% of total liabilities
• All revenues in excess of 5% of total revenues
• All expenses in excess of 5% of total expenses
• Any transactions that could result in a default of a loan covenant
• Any transaction that individually could convert a profit to loss or loss to profit
• Any transaction that individually would affect a contract

I will design analytical procedures and inquiries to focus on these areas of the financial statements that are material to the
financial statements, as a whole.

Areas of increased risk of material misstatement include:

• Trade receivables
• Inventories
• Accounts payable
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SSARS No. 25

CHANGE 6: Inquiries of Management in a Review Engagement

SSARS No. 25 amends AR-C 90 by revising the list of suggested
inquiries an accountant should make in a review engagement.

The list of inquiries noted below reflects the removal and replacement of
certain inquiries that were previously found in the originally issued AR-C
90.

CHAPTER 3- SSARS 25 43

SSARS No. 25

CHANGE 6: Inquiries of Management in a Review Engagement

Inquiries in AR-C 90, as amended by SSARS No. 25

The accountant should inquire of members of management who have responsibility for financial
and accounting matters concerning the financial statements, and others within the entity, as
appropriate, about:

1. Whether the financial statements have been prepared and fairly presented in accordance
with the applicable financial reporting framework consistently applied, including how
management determined that significant accounting estima tes are reasonable in the
circumstances. (NEW per SSARS No. 25)

2. The identification of related parties and related party t ransactions, including the
purpose of those transactions . (NEW per SSARS No. 25)
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SSARS No. 25

CHANGE 6: Inquiries of Management in a Review Engagement

Inquiries in AR-C 90, as amended by SSARS No. 25

3. Whether there are significant, unusual or complex transactions, events, or matters that
have affected or may affect the entity’s financial statements including: (NEW per SSARS No.
25)
• Significant changes in the entity’s business activities or operations
• Significant changes to the terms of contracts that materially affect the entity’s financial statements,

including terms of finance and debt contracts or covenants
• Significant journal entries or other adjustments to the financial statements
• Significant transactions occurring or recognized during the period, particularly those in the last several days

of the reporting period
• The status of any uncorrected misstatements identified during the previous review (that is, whether

adjustments were recorded subsequent to the periods covered by the prior review and, if adjustments were
recorded, the amounts recorded and period in which such adjustments were recorded)

• Effects or possible implications for the entity of transactions or relationships with related parties

CHAPTER 3- SSARS 25 45

SSARS No. 25

CHANGE 6: Inquiries of Management in a Review Engagement

Inquiries in AR-C 90, as amended by SSARS No. 25

4. The existence of any actual, suspected, or alleged: (NEW per SSARS No. 25)

a. Fraud or noncompliance with laws and regulations affecting the entity, and

b. Noncompliance with provisions of laws and regulations that are generally recognized to have
a direct effect on the determination of material amounts and disclosures in the financial
statements, such as tax and pension laws and regulations.

5. Whether management has identified and addressed events subsequent to the date of the
financial statements that require adjustment of, or disclosure in, that could have a material
effect on the fair presentation of such financial statements.
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SSARS No. 25

CHANGE 6: Inquiries of Management in a Review Engagement

Inquiries in AR-C 90, as amended by SSARS No. 25

6. The basis for management’s assessment of the entity’s ability to continue as a going
concern. (NEW per SSARS No. 25)

7. Whether there are events or conditions that appear to cast doubt on the entity’s ability to
continue as a going concern. (NEW per SSARS No. 25)

8. Material commitments, contractual obligations, or contingencies that have affected or may
affect the entity’s financial statements, including disclosures. (NEW per SSARS No. 25)

9. Material nonmonetary transactions or transactions for no consideration in the financial
reporting period under consideration. (NEW per SSARS No. 25)

CHAPTER 3- SSARS 25 47

SSARS No. 25

CHANGE 7: Miscellaneous Review Procedures

Engagement letter- review engagement

SSARS No. 25 adds language stating that the accountant should agree upon the terms of the
engagement with management or those charged with governance prior to performing the
engagement .

1. The engagement letter or other suitable form of written agreement should be signed by:

a. The accountant or the accountant’s firm, and

b. Management or those charged with governance, as appropriate.

2. A contract may be used as a suitable form of written communication. A verbal understanding is
insufficient.
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SSARS No. 25

CHANGE 7: Miscellaneous Review Procedures

Engagement letter- review engagement

SSARS No. 25 expands the elements that must be included in the review engagement letter:

• The objectives of the engagement 

• The responsibilities of management

• The responsibilities of the accountant 

• The limitations of a review engagement, including a statement that a review is substantiall y less in 
scope than an audit and that the accountant will no t express an opinion on the financial 
statements [NEW per SSARS No. 25]

• Identification of the applicable financial reporting framework for the preparation of the financial 
statements 

• The expected form and content of the accountant’s review report and a statement that there may be 
circumstances in which the report may differ from its expected form and content 

CHAPTER 3- SSARS 25 49

SSARS No. 25

CHANGE 7: Miscellaneous Review Procedures

Related-party transactions

SSARS No. 25 adds limited guidance to address related-party transactions
in a review engagement.
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SSARS No. 25

CHANGE 7: Miscellaneous Review Procedures

Using the work of others and other accountants

SSARS No. 25 expands upon an accountant’s responsibilities when using the work of other accountants
or other individuals or organizations who are experts outside the field of financial reporting.

Not discussed.

CHAPTER 3- SSARS 25 51

SSARS No. 25

CHANGE 7: Miscellaneous Review Procedures

Professional skepticism in a review engagement 

SSARS No. 25 introduces guidance on an accountant’s professional skepticism in a review engagement as follows:

1. The accountant should plan and perform the review with professional skepticism , recognizing
that circumstances may exist that cause the financial statements to be materially misstated.

2. Professional skepticism includes being alert to the following:

a. Review evidence that contradicts other review evidence obtained

b. Information that brings into question the reliability of responses to inquiries and other
information or records to be used as review evidence

c. Circumstances that suggest the need for review procedures in addition to those required
performed under the SSARSs.
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SSARS No. 25

CHANGE 7: Miscellaneous Review Procedures

Professional skepticism in a review engagement 

3. An accountant should maintain professional skepticism throughout the review engagement to reduce
the risks of:

a. Overlooking unusual circumstances

b. Overgeneralizing when drawing conclusions from review observations, and

c. Using inappropriate assumptions in determining the nature, timing, and extent of the review
procedures and evaluating the results.

4. SSARS No. 25 states that professional skepticism is needed as part of a critical assessment of review
evidence, which includes:

a. Questioning contradictory review evidence and the reliability of responses to inquiries and other
information obtained from management and those charged with governance, and

b. Consideration of the sufficiency and appropriateness of review evidence obtained in light of the
circumstances.

CHAPTER 3- SSARS 25 53

SSARS No. 25

CHANGE 7: Miscellaneous Review Procedures

Professional skepticism in a review engagement 

5. In performing a review engagement, SSARS No. 25 offers some suggestions:

a. The accountant may accept records and documents as genuine unless the accountant has reason
to believe the contrary.

b. The accountant neither assumes that management is dishonest nor assumes unquestioned
honesty.

c. The accountant cannot be expected to disregard past experience of the honesty and integrity of
management and those charged with governance.

d. A belief that management and those charged with governance are honest and have integrity does
not relieve the accountant of the need to maintain professional skepticism or allow the accountant
to be satisfied with less than persuasive review evidence when obtaining limited assurance.

CHAPTER 3- SSARS 25 54

53

54



28

SSARS No. 25

CHANGE 8: Additional Procedures When the Accountant Become s Aware That the
Financial Statements May Be Materially Misstated

SSARS No. 25 extends guidance to accountants in situations in which an accountant becomes
aware that the financial statements may be materially misstated.

1. If the accountant becomes aware of a matter that causes the accountant to believe the
financial statements may be materially misstated, the accountant should design and perform
additional procedures sufficient to enable the accountant to.

a. Conclude that the matter or matters are not likely to cause the financial statements as a
whole to be materially misstated, or

b. Determine that the matter or matters cause the financial statements as a whole to be
materially misstated.

CHAPTER 3- SSARS 25 55

SSARS No. 25

CHANGE 8: Additional Procedures When the Accountant Become s Aware That the
Financial Statements May Be Materially Misstated

2. Additional procedures may consist of the following:

a. Additional inquiry or analytical procedures, for example, being performed in greater
detail or focused on the affected items.

b. Other types of procedures, for example, a substantive test of details or external
confirmations.
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SSARS No. 25

CHANGE 9: Written Representations in a Review Engagement

SSARS No. 25 modifies the list of specific written management representations that an accountant

should obtain from management as part of a review engagement.

[Changes are in BOLD ]

1. Management has disclosed to the accountant significant facts relating to any fraud or suspected
fraud known to management that may have affected the entity involving: (NEW)

• Management,
• Employees who have significant roles in internal control, or
• Others when the fraud could have a material effect on the financial statements

2. Management has disclosed to the accountant significant facts relating to any allegations of fraud or
suspected fraud known to management that may have affected the entity’s financial statements
communicated by employees, former employees, regulators, or others. (NEW)

CHAPTER 3- SSARS 25 57

SSARS No. 25

CHANGE 9: Written Representations in a Review Engagement

[Changes are in BOLD ]

3. Management has disclosed to the accountant all known actual or possible instances of

noncompliance with laws and regulations whose effects should be considered when

preparing financial statements

4. Management has properly accounted for all events occurring subsequent to the date

of the financial statements and for which the applicable financial reporting framework

requires adjustment or disclosure, and it has made the necessary adjustments

or disclosures. (NEW)

CHAPTER 3- SSARS 25 58

57

58



30

SSARS No. 25

CHANGE 10: Reporting: Management Bias and Whether Financia l Statements are Materially Misstated

SSARS No. 25 adds language to AR-C 90 stating that an accountant who is forming a conclusion on the financial
statements during a review engagement may become aware of possible bias in management’s judgments , and
should do the following:

1. The accountant should consider the qualitative aspects of the entity’s accounting practices, including indicators
of possible bias in management’s judgments.

2. The accountant may conclude that the cumulative effect of a lack of neutrality, together with the effect of
apparent uncorrected misstatements, causes the financial statements as a whole to be materially misstated.

3. Indicators of a lack of neutrality (bias) that may affect the accountant’s evaluation of whether the financial
statements as a whole may be materially misstated include the following:

a. The selective correction of apparent misstatements brought to management’s attention during the review
(for example, correcting misstatements with the effect of increasing reported earnings but not correcting

misstatements that have the effect of decreasing reported earnings), and

b. Possible management bias in the making of accounting estimates.

CHAPTER 3- SSARS 25 59

SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion
in Review Report

SSARS No. 25 changes the types of reporting options in a review engagement to
make them more aligned with those options in an audit engagement.

1. The reporting options in a review engagement, reflective of changes made
by SSARS No. 25, are as follows:

a. Unmodified conclusion (standard review report conclusion on limited
assurance)

b. Modified conclusion , consisting of either a (an):

• Qualified conclusion
• Adverse conclusion
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SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion in Review
Report

Unmodified Conclusion 

1. The unmodified conclusion is the standard limited assurance conclusion found in a review report.

Limited assurance: A level of assurance that is less than the reasonable assurance obtained in 
an audit engagement but is at an acceptable level as the basis for the conclusion expressed in 
the accountant’s review report. 

2. When the accountant expresses an unmodified conclusion, the accountant should, unless
required by law or regulation, use the following language:

Accountant’s Conclusion
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to
the accompanying financial statements for them to be in accordance with [the applicable financial
reporting framework].

CHAPTER 3- SSARS 25 61

SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse
Conclusion in Review Report

Modified Conclusion     [NEW per SSARS No. 25]

1. SSARS No. 25 introduces a modified conclusion, which is either:

• A qualified conclusion 

• An adverse conclusion
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SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse
Conclusion in Review Report

Modified Conclusion     [NEW per SSARS No. 25]

2. The accountant should express a modified conclusion (either a qualified
conclusion or an adverse conclusion) in the accountant’s review report when the
accountant determines, based on the procedures performed and the review
evidence obtained, that the financial statements are materially misstated .

a. The determination of whether a qualified conclusion or adverse conclusion
should be issued depends on the degree to which the financial statements
are materially misstated.

CHAPTER 3- SSARS 25 63

SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion in
Review Report

Modified Conclusion     [NEW per SSARS No. 25]

3. If the accountant, having obtained sufficient appropriate review evidence, determines, or
is otherwise aware, that the financial statements are materially misstated, the accountant
should express one of the following modified conclusions:

Qualified conclusion: When the accountant concludes that the effects of the
matter or matters giving rise to the modification are material but not pervasive to
the financial statements.

Adverse conclusion : When the effects of the matter or matters giving rise to the
modification are both material and pervasive to the financial statements.
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SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse
Conclusion in Review Report

CHAPTER 3- SSARS 25 65

GAAP Departure Prior to SSARS No. 25 SSARS No. 25

Material Separate review report paragraph:

1. “Known Departure from Accounting 

Principles Generally Accepted in the 

United States of America” paragraph

2.    “Accountant’s Conclusion” paragraph

Qualified conclusion- NEW:

1.  “Basis for Qualified Conclusion”

paragraph

2. “Qualified Conclusion” paragraph   

Material and 

pervasive

Adverse conclusion not permitted

Permitted the option to include an additional  

“Limitations of the financial statements” 

paragraph in addition to the known 

departure paragraph

Adverse conclusion- NEW:

1.  “Basis for Adverse Conclusion”

paragraph

2. “Adverse Conclusion” paragraph   

SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion in Review
Report

Qualified Conclusion:  NEW

When the accountant expresses a qualified conclusion on the financial statements
because of a material (but not pervasive) misstatement , the accountant should (unless
otherwise required by law or regulation), use the following language in the qualified conclusion
paragraph:

Qualified Conclusion
Based on my (our) review, except for the effects of the matter(s) described in the Basis
for Qualified Conclusion paragraph, I am (we are) not aware of any material
modifications that should be made to the accompanying financial statements in order
for them to be in accordance with accounting principles generally accepted in the
United States of America.
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SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion in Review Report

Adverse Conclusion: NEW

Prior to SSARS No. 25, the accountant was prohibited from issuing an
adverse conclusion

ISRE 2400 (Revised) provides for the issuance of an adverse conclusion.

CHAPTER 3- SSARS 25 67

SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse
Conclusion in Review Report

Adverse Conclusion:

Pre-SSARS No. 25- optional language to be included in review report if
GAAP departures were material and pervasive:

Limitations of the financial statements
Because of the significance and pervasiveness of the matters described in the Known
Departures From Accounting Principles Generally Accepted in the United States of America
paragraphs, we cannot assess their impact on the financial statements. Users of the
accompanying financial statements should recognize that they might reach different
conclusions about the company's financial position, results of operations, and cash flows if
they had access to revised financial statements prepared in accordance with accounting
principles generally accepted in the United States of America.
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SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse
Conclusion in Review Report

Adverse Conclusion: NEW

SSARS No. 25 now permits issuance of an adverse conclusion.

In SSARS No. 25, ARSC concluded that it was not in the public interest
to prohibit the expression of an adverse conclusion when the
accountant is aware that the financial statements are materially and
pervasively misstated.

Accountant also has the option to withdraw from the engagement in lieu of
issuing an adverse conclusion.

CHAPTER 3- SSARS 25 69

SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion in Review Report

Adverse conclusion :  NEW per SSARS No. 25

When the effects of the matter or matters giving rise to the modification are both 
material and pervasive to the financial statements 

Pervasive: Pervasive effects on the financial statements are those that, in the 
accountant’s judgment : 

• Are not confined to specific elements, accounts, or items of the financial statements.

• Represent or could represent a substantial portion of the financial statements, or

• With regard to disclosures, are fundamental to users’ understanding of the financial
statements.
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SSARS No. 25
CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion in Review Report

Adverse conclusion :  NEW per SSARS No. 25

In order to be pervasive (adverse conclusion),  the effect(s) of the GAAP departure, in the accountant’s 
judgment:

• Are not be confined to specific elements, accounts, or items of the financial statements.

• Represent a substantial portion of the financial statements, or

• With regard to disclosures, are fundamental to users’ understanding of the financial statements.

Example:

• Not consolidating a subsidiary into a parent might be pervasive as it might affect many balance sheet and
income statement accounts.

• Not consolidating a real estate VIE is not likely pervasive as its it affect is limited to a few balance
sheet accounts [real estate asset, debt, noncontrolling interest] and one income statement account
[net rental income]

CHAPTER 3- SSARS 25 71

SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion
in Review Report

Is not consolidating a VIE (real estate lessor) considered p ervasive
requiring an adverse conclusion?

Generally not.

Not consolidating a real estate VIE is not likely pervasive as its it affect is limited
to a few balance sheet accounts [real estate asset, debt, noncontrolling interest]
and one income statement account [net rental income]
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USING A QUALIFIED CONCLUSION IN REVIEW 
FOR GAAP DEPARTURE

Per SSARS No. 25,  the determination as to whether a GAAP departure is 
both material and pervasive is solely based on the accountant’s 
judgment.

The only one who can determine whether there should be a qualified 
conclusion (material only) or adverse conclusion (material and pervasive) is 
the accountant .

CHAPTER 3- SSARS 25 73

SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion in Review Report

Adverse Conclusion:

When the accountant expresses an adverse conclusion on the financial statements, the

accountant should, unless otherwise required by law or regulation, use the following language

in the adverse conclusion paragraph:

Adverse Conclusion

Based on my (our) review, due to the significance of the matter(s) described in the
Basis for Adverse Conclusion paragraph, the financial statements are not in
accordance with accounting principles generally accepted in the United States of
America.
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SSARS No. 25

CHANGE 11: New Modified Conclusion – Qualified or Adverse Co nclusion in Review Report

Paragraphs in new review reports:

CHAPTER 3- SSARS 25 75

Unmodified Conclusion Modified Conclusion

Qualified Conclusion Adverse Conclusion

None “Basis for Qualified 
Conclusion”  paragraph

“Basis for Adverse 
Conclusion” paragraph

“Accountant’s 
Conclusion” paragraph

“Qualified Conclusion” 
paragraph

“Adverse Conclusion” 
paragraph

SSARS No. 25

CHANGE 12: Change to Accountant’s Review Report Language- S SARS No. 25

SSARS No. 25 amends the Accountant’s Responsibility section of the accountant’s review report to state that:

a. The accountant is required to be independent of the entity and to meet the accountant’s other ethical
responsibilities, in accordance with the relevant ethical requirements relating to the review.

New language inserted into the Accountant’s Responsibility section (bold italic):

Accountant’s Responsibility
My (our) responsibility is to conduct the review engagements in accordance with Statements on Standards for
Accounting and Review Services promulgated by the Accounting and Review Services Committee of the
American Institute of Certified Public Accountants. Those standards require me (us) to perform procedures to
obtain limited assurance as a basis for reporting whether I am (we are) aware of any material modifications that
should be made to the financial statements for them to be in accordance with accounting principles generally
accepted in the United States of America. I (We) believe that the results of my (our) procedures provide a
reasonable basis for our conclusion. We are required to be independent of XYZ Company and to meet ou r
other ethical responsibilities, in accordance with the rel evant ethical requirements related to our
reviews. (NEW per SSARS 25)
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SSARS No. 25

EXAMPLES OF NEW REVIEW REPORT UNDER SSARS NO. 25

CHAPTER 3- SSARS 25 77

SSARS NO. 25- STANDARD REVIEW REPORT

Independent Accountant’s Review Report

[Appropriate Addressee]

I (we) have reviewed the accompanying financial statements of XYZ Company, which comprise the balance sheets
as of December 31, 20X2 and 20X1, and the related statements of income, changes in stockholders’ equity, and
cash flows for the years then ended, and the related notes to the financial statements. A review includes primarily
applying analytical procedures to management’s (owners’) financial data and making inquiries of company
management (owners). A review is substantially less in scope than an audit, the objective of which is the
expression of an opinion regarding the financial statements as a whole. Accordingly, I (we) do not express such an
opinion.

Management’s Responsibility for the Financial Statements

Management (owners) is (are) responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement whether due to fraud or error.
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SSARS NO. 25- STANDARD REVIEW REPORT
[continued]

Accountant’s Responsibility

My (our) responsibility is to conduct the review engagements in accordance with Statements on Standards for Accounting and
Review Services promulgated by the Accounting and Review Services Committee of the American Institute of Certified Public
Accountants. Those standards require me (us) to perform procedures to obtain limited assurance as a basis for reporting
whether I am (we are) aware of any material modifications that should be made to the financial statements for them to be in
accordance with accounting principles generally accepted in the United States of America. I (We) believe that the results of my
(our) procedures provide a reasonable basis for our conclusion. We are required to be independent of XYZ Company and to
meet our other ethical responsibilities, in accordance wit h the relevant ethical requirements related to our reviews.
(NEW per SSARS 25)

Accountant’s Conclusion

Based on my (our) reviews, I am (we are) not aware of any material modifications that should be made to the accompanying
financial statements in order for them to be in accordance with accounting principles generally accepted in the United States of
America.

[Signature of accounting firm or accountant, as appropriate]

[Accountant’s city and state]

[Date of the accountant’s review report]

CHAPTER 3- SSARS 25 79

SSARS NO. 25- QUALIFIED CONCLUSION REVIEW REPORT

Independent Accountant’s Review Report

[Appropriate Addressee]

I (we) have reviewed the accompanying financial statements of XYZ Company, which comprise the balance sheets as of
December 31, 20X2 and 20X1, and the related statements of income, changes in stockholders’ equity, and cash flows for
the years then ended, and the related notes to the financial statements. A review includes primarily applying analytical
procedures to management’s (owners’) financial data and making inquiries of company management (owners). A review is
substantially less in scope than an audit, the objective of which is the expression of an opinion regarding the financial
statements as a whole. Accordingly, I (we) do not express such an opinion.

Management’s Responsibility for the Financial Statements

Management (owners) is (are) responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement whether due to fraud or error.
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SSARS NO. 25- QUALIFIED CONCLUSION REVIEW REPORT

[continued]
Accountant’s Responsibility
My (our) responsibility is to conduct the review engagements in accordance with Statements on Standards for Accounting and Review
Services promulgated by the Accounting and Review Services Committee of the American Institute of Certified Public Accountants. Those
standards require me (us) to perform procedures to obtain limited assurance as a basis for reporting whether I am (we are) aware of any
material modifications that should be made to the financial statements for them to be in accordance with accounting principles generally
accepted in the United States of America. I (We) believe that the results of my (our) procedures provide a reasonable basis for our
conclusion. We are required to be independent of XYZ Company and to meet ou r other ethical responsibilities, in accordance with
the relevant ethical requirements related to our reviews. ( NEW per SSARS 25)

Basis for Qualified Conclusion
As disclosed in note X to these financial statements, accoun ting principles generally accepted in the United States req uire that
inventory cost consist of material, labor, and overhead. Ma nagement has informed me (us) that the inventory of finished goods and
work in process is stated in the accompanying financial stat ements at material and labor cost only, and that the effects o f this
departure from accounting principles generally accepted i n the United States on financial position, results of operat ions, and cash
flows have not been determined.

Qualified Conclusion
Based on my (our) reviews, except for the effect of the matter described in the Basis for Qualified Conclusion paragraph , I am (we
are) not aware of any material modifications that should be made to the accompanying financial statements in order for them to be in
accordance with accounting principles generally accepted in the United States of America.

[Signature of accounting firm or accountant, as appropriate]
[Accountant’s city and state]
[Date of the accountant’s review report]

CHAPTER 3- SSARS 25 81

SSARS NO. 25- ADVERSE CONCLUSION REVIEW REPORT

Independent Accountant’s Review Report

[Appropriate Addressee]

I (we) have reviewed the accompanying financial statements of XYZ Company, which comprise the balance sheets as of
December 31, 20X2 and 20X1, and the related statements of income, changes in stockholders’ equity, and cash flows for
the years then ended, and the related notes to the financial statements. A review includes primarily applying analytical
procedures to management’s (owners’) financial data and making inquiries of company management (owners). A review is
substantially less in scope than an audit, the objective of which is the expression of an opinion regarding the financial
statements as a whole. Accordingly, I (we) do not express such an opinion.

Management’s Responsibility for the Financial Statements

Management (owners) is (are) responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement whether due to fraud or error.
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SSARS NO. 25- ADVERSE CONCLUSION REVIEW REPORT
[continued]
Accountant’s Responsibility
My (our) responsibility is to conduct the review engagements in accordance with Statements on Standards for Accounting and Review
Services promulgated by the Accounting and Review Services Committee of the American Institute of Certified Public Accountants. Those
standards require me (us) to perform procedures to obtain limited assurance as a basis for reporting whether I am (we are) aware of any
material modifications that should be made to the financial statements for them to be in accordance with accounting principles generally
accepted in the United States of America. I (We) believe that the results of my (our) procedures provide a reasonable basis for our
conclusion. We are required to be independent of XYZ Company and to meet ou r other ethical responsibilities, in accordance with
the relevant ethical requirements related to our reviews. ( NEW per SSARS 25)

Basis for Adverse Conclusion
As disclosed in Note X to these financial statements, the Company has not consolidated the financial statements of subsidiar y ABC
Company it acquired during 20X1 because it has not yet been able to ascertain the fair values of certain of the subsidiary’s material assets
and liabilities at the acquisition date. This investment is therefore accounted for on a cost basis by the Company. Under accounting
principles generally accepted in the United States of America, the subsidiary should have been consolidated because it is controlled by the
Company. Had XYZ Company been consolidated, many elements in the accompanying consolidated financial statements would have
been materially affected. The effects on the consolidated financial statements of the failure to consolidate have not been determined.

Adverse Conclusion
Based on my (our) review, due to the significance of the matter described in the Basis for Adverse Conclusion paragraph, the financial
statements are not in accordance with accounting principles generally acc epted in the United States of America.

[Signature of accounting firm or accountant, as appropriate]
[Accountant’s city and state]
[Date of the accountant’s review report]

CHAPTER 3- SSARS 25 83

SSARS NO. 25- STANDARD REVIEW REPORT- TAX BASIS

Independent Accountant’s Review Report

[Appropriate Addressee]

I (we) have reviewed the accompanying financial statements of XYZ Partnership, which comprise the balance sheet-tax basis as of
December 31, 20XX, and the related statements of income-tax basis, and partners’ capital-tax basis, for the year then ended, and
the related notes to the financial statements. A review includes primarily applying analytical procedures to management’s
(partners’) financial data and making inquiries of partnership management (owners). A review is substantially less in scope than an
audit, the objective of which is the expression of an opinion regarding the financial statement as a whole. Accordingly, I (we) do not
express such an opinion.

Management’s Responsibility for the Financial Statements

Management (partners) is (are) responsible for the preparation and fair presentation of these financial statements in accordance
with the basis of accounting the Partnership uses for income tax purposes; this includes determining that the basis of accounting
the Partnership uses for income tax purposes is an acceptable basis for the preparation of financial statements in the
circumstances. Management (partners) is (are) also responsible for the design, implementation, and maintenance of internal
control relevant to the preparation and fair presentation of financial statements that are free from material misstatement, whether
due to fraud or error.
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SSARS NO. 25- STANDARD REVIEW REPORT- TAX BASIS
[continued]

Accountant’s Responsibility
My (our) responsibility is to conduct the review engagement in accordance with Statements on Standards for Accounting and Review
Services promulgated by the Accounting and Review Services Committee of the American Institute of Certified Public Accountants.
Those standards require me (us) to perform procedures to obtain limited assurance as a basis for reporting whether I am (we are)
aware of any material modifications that should be made to the financial statements for them to be in accordance with the basis of
accounting the Partnership uses for income tax purposes. I (We) believe that the results of my (our) procedures provide a reasonable
basis for our conclusion. We are required to be independent of XYZ Company and to meet ou r other ethical responsibilities,
in accordance with the relevant ethical requirements relat ed to our review. (NEW per SSARS 25)

Accountant’s Conclusion
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the accompanying financial
statements in order for them to be in accordance with the basis of accounting the Partnership uses for income tax purposes.

Basis of Accounting
I (We) draw attention to Note X of the financial statements, which describes the basis of accounting. The financial statements are
prepared in accordance with the basis of accounting the Partnership uses for income tax purposes, which is a basis of accounting
other than accounting principles generally accepted in the United States of America. Our conclusion is not modified with respect to
this matter. When a special purpose framework report is issued, the review report must include an emphasis-of-matter paragraph
labeled "Basis of Accounting" or a similar title.

[Signature of accounting firm or accountant, as appropriate]
[Accountant’s city and state]
[Date of the accountant’s review report]

CHAPTER 3- SSARS 25 85

USING A QUALIFIED CONCLUSION IN REVIEW 
FOR GAAP DEPARTURE

Start using a qualified conclusion in a review report for GAAP departures [NEW 2021]:

CHAPTER 3- SSARS 25 86

Qualified Conclusion

[material only]

Affects only a few FS accounts

Adverse Conclusion

[material and pervasive]

Affects many FS accounts

• Depreciation- MACRS, bonus and Section 179 • Consolidation of subsidiaries

• Amortize goodwill and intangibles-15-year tax life with 

impairment test

• Eliminate deferred income taxes

• Leases- not capitalized – new ASU 2016-02/ASC 842 

(2022)

• Revenue- eliminate disclosures- ASC 606 (2019/2020)

• VIEs- testing, disclosures and consolidation

• Fair value recording of equity investments and fair 

value disclosures
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USING A QUALIFIED CONCLUSION IN REVIEW 
FOR GAAP DEPARTURE

Most GAAP departures can be reported as a qualified conclusion.

Banks don’t care about a qualified conclusion for GAAP departure.

• Qualified conclusion language is softer than previous “known departure” 
language in a review report.

Banks and other third-party users might care about an adverse conclusion.  

CHAPTER 3- SSARS 25 87

SSARS No. 25- x

CHANGE 13: Change to Accountant’s Review Report Language- S pecial Purpose
Framework- Contractual Basis of Accounting

Contractual basis- special purpose framework

SSARS No. 25 adds requirements for an accountant when reporting on a contractual basis.

1. If financial statements are prepared on the contractual basis:

The emphasis-of-matter paragraph in the review report shou ld state that, as a result, the

financial statements may not be suitable for another purpos e. (NEW per SSARS No. 25)
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SSARS NO. 25-

CHANGE 14: Reporting for Correction of a Material M isstatement in Previously Issued 
Financial Statements: emphasis-of-matter paragraph  

SSARS No. 25 adds guidance to deal with an accountant’s reporting requirements when there is a
correction of a material misstatement in previously issued financial statements.

1. The accountant should include an emphasis-of-matter paragraph in the accountant’s review report when 
there are adjustments to correct a material misstatement in previously issued financial statements. 

a. The accountant should include an emphasis-of-matter paragraph in the accountant’s review report
when the related financial statements are restated to correct the prior material misstatement.

b. The paragraph need not be repeated in subsequent periods.

c. The requirement for the accountant to include an emphasis-of-matter paragraph applies when
comparative or single-year financial statements are presented.

d. A change from an accounting principle that is not in accordance with the applicable financial
reporting framework to one that is in accordance with the applicable financial reporting framework is
a correction of a misstatement.
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SSARS NO. 25-

CHANGE 14: Reporting for Correction of a Material M isstatement in Previously Issued 
Financial Statements: emphasis-of-matter paragraph  

2. The following is an example of an emphasis-of-matter paragraph when there has been a 
correction of a material misstatement in previously issued financial statements: 

Emphasis of Matter 
As discussed in Note X to the financial statements, the 20X1 financial 
statements have been restated to correct a misstatement. Our conclusion is not 
modified with respect to this matter.
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

SSARS No. 24 and 25 amend AR-C-90 to modify the performance and reporting requirements for an
accountant in addressing going concern in a review engagement.

In doing so, these rules are now aligned with those required by auditors as well as the GAAP rules that
management must follow in performing a going concern assessment of an entity.

CHAPTER 3- SSARS 25 91

SSARS NO. 25-
CHANGE 15: Going Concern in a Review Engagement

GAAP requirement for management to evaluate going concern- ASU 2014-15:

1. FASB issued ASU 2014-15, Presentation of Financial Statements—Going Concern (Subtopic 205-40), Disclosure
of Uncertainties about an Entity’s Ability to Continue as a Going Concern, does the following:

a. It requires management to evaluate an entity's ability to continue as a going concern for a reasonable period
of time.

b. It uses a “reasonable period of time” window which is one year that begins on the date on which the
financial statements are available to be issued (non-public entities) or issued (for SEC entities).

Note: The date the financial statements are available to be issued is the same as the report date.

c. It requires management to perform its going-concern evaluation using a “substantial doubt” threshold.

d. It requires disclosures in the financial statements where there is substantial doubt of going concern and that
substantial doubt is not mitigated.
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Going concern in a compilation engagement

SSARS No. 25 makes no changes to how going concern is handled in a
compilation engagement.

In a compilation engagement, AR-C 80:

a. Continues to use the term “uncertainty” and not “substantial doubt.”

b. Does not require an emphasis-of-matter paragraph in a compilation report if
there is uncertainty.

c. Does not specifically require disclosure if there is an uncertainty as to going
concern.
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Going concern- review engagement on GAAP financial
statements

The going concern requirements in a review engagement use the
term “substantial doubt” consistent with the GAAP rules found in ASU
2014-15.

CHAPTER 3- SSARS 25 94

93

94



48

SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Going concern- review engagement on GAAP financial stateme nts

1. For a GAAP review, the accountant should perform review procedures related to the following in the form of
specific going concern inquiries :

a. Whether the going concern basis of accounting is appropriate

b. Management’s evaluation of whether there are conditions or events that raise substantial doubt about
the entity’s ability to continue as a going concern

c. If there are conditions or events that raise substantial doubt about the entity’s ability to continue as a
going concern, management’s plans to mitigate those matters

d. The adequacy of the related disclosures in the financial statements

2. When a history of profitable operations and ready access to financing exists, inquiry alone might be
sufficient to review the entity’s ability to continue as a going concern for a reasonable period of time.
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Going concern- review engagement on GAAP financial stateme nts

3. The going-concern evaluation period for a review engagement is based on the period defined

by GAAP’s ASU 2014-15 which is a reasonable period of time

A reasonable period of time is defined as:

“The period of time required by the applicable financial reporting framework or, if no such
requirement exists, within one year after the date that the financial statements are issued (or
within one year after the date that the financial statements are available to be issued, when
applicable).”

For a review of a nonpublic entity, a reasonable period of time is:

One year after the date that the financial statements are ava ilable to be issued.
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Going concern- review engagement on GAAP financial stateme nts

CHAPTER 3- SSARS 25 97

Going Concern Scenario Treatment by Accountant 

in a Review Engagement per SSARS No. 25

Scenario 1:

• There is substantial doubt of going concern

• There is adequate disclosure

New Going Concern section is added to the review report

Scenario 2:

• There is substantial doubt of going concern

• There is not adequate disclosure in the financial

statements

Express a qualified or adverse conclusion, as appropriate.

Scenario 3:

• There was substantial doubt of going concern which has 

since been alleviated by management’s plans, and 

• There is adequate disclosure

The accountant may (but is not required to) include an

emphasis-of-matter paragraph.

SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement
Going concern- review engagement on GAAP financial stateme nts

Example 1: An Accountant’s Review Report Containing an Unmo dified Conclusion and there is Substantial Doubt of
Going Concern

Facts:

• GAAP financial statements
• Substantial doubt of going concern exists
• Disclosure of going concern in the notes to financial statements is adequate
• Going Concern paragraph is required in the review report

Review Report paragraph:

Substantial Doubt About the Company’s Ability to Continue a s a Going Concern
The accompanying financial statements have been prepared assuming that the Company will continue as a going
concern. As discussed in Note X to the financial statements, the Company has suffered recurring losses from
operations, has a net capital deficiency, and has stated that substantial doubt exists about the Company’s ability to
continue as a going concern. Management's evaluation of the events and conditions and ma nagement’s
plans regarding these matters are also described in Note X. The financial statements do not include any
adjustments that might result from the outcome of this uncertainty. Our conclusion is not modified with respect to
this matter.
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement
Going concern- review engagement on GAAP financial stateme nts X

Example 2 — An Accountant’s Review Report Containing  an Unmodified Opinion Conclusion 
and Including an Emphasis-of-Matter Paragraph Becau se 

Substantial Doubt Has Been Alleviated 

Facts:
• GAAP financial statements
• Substantial doubt of going concern existed but has been alleviated by management’s plans
• Disclosure of going concern in the notes to financial statements is adequate
• Accountant chooses to include an emphasis-of-matter paragraph even though it is not

required

Emphasis of Matter
As discussed in Note X to the financial statements, the Company has suffered recurring
losses from operations and has a net capital deficiency. Management’s evaluation of the
events and conditions and management’s plans to mitigate these matters are also
described in Note X. Our conclusion is not modified with respect to this matter.
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Going concern- review engagement on GAAP financial stateme nts

Management representation required for going concern

SSARS No. 24 includes a specific written representation regarding disclosure of all information
relevant to the use of the going concern assumption in the financial statements.

1. For all financial statements presented and all periods covered by the review, the accountant
should request management to provide a written representation that is dated as of the date of
the accountant’s review report stating the following:

New language to include in management’s representation let ter:

“Management has disclosed to the accountant all informatio n relevant
to use of the going-concern assumption in the financial stat ements.”
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Going concern- review engagement on tax-basis financial st atements

Paragraph .38 of AR-C 90 (as amended by SSARS No. 25) requires an accountant who performs a review on tax-basis financial
statements (or another non-GAAP framework) to expand inquiries of management in certain isolated cases when either:

1. Conditions or events that raise substantial doubt about an entity’s ability to continue as a going concern for a reasonable
period of time existed at the date of the prior period financial statements , or

2. In the course of performing review procedures on the current period financial statements , the accountant becomes aware of
conditions or events that raise substantial doubt about the entity's ability to continue as a going concern.

Only if one of the previous two conditions exists, must the accountant do the following in a tax-basis review engagement:

a. Inquire of management whether the going-concern basis of accounting is appropriate (N/A for tax basis)

b. Inquire of management about its plans for dealing with the adverse effects of the conditions and events, and

c. Consider the adequacy of the disclosure about such matters in the financial statements.

Notice that the first inquiry is whether the going-concern basis of accounting is appropriate. For most non-GAAP frameworks (such
as tax or cash basis), the going-concern basis of accounting is not applicable so that the inquiry is moot.
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Going concern- review engagement on tax-basis financial st atements

“Reasonable period of time” for tax-basis financial statements is the same as for
GAAP, which is:

“within one year after the date that the financial statements are available to
be issued.”
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SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

Using a financial support letter going concern in a review 
engagement

CHAPTER 3- SSARS 25 103

SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

An entity’s ability to obtain financial support from third p arties or the entity’s owners

Example: Joe CPA is reviewing the December 31, 2021 financial statements of Company X. X has had significant financial deterioration
since the COVID-19 shutdown in 2020 and early 2021.

X re-opened its business in July 2021 but its sales have been weak and there is a question as to whether X can continue as a going concern.

Joe’s review report is available to be issued on April 30, 2022.

Joe is concerned that X will not survive for one year from the available to be issued date (April 30, 2023) without mitigating factors that could
include an infusion of outside cash into the business.

Based on Joe’s consideration of mitigating factors, he has substantial doubt of X’s ability to continue as a going concern until April 30, 2023,
unless X obtains $1 million of funding to pay for its ongoing operations. Consequently, unless X obtains a source of $1 million, Joe plans to
modify his auditor’s report with an emphasis-of-matter, to address the substantial doubt of going concern.

At the last minute, X finds a source for the $1 million of funds needed. Company X’s 100% shareholder, Fred Jones, has a significant net
worth and can, if needed, loan funds to X to subsidize its operations until X’s business recovers.

Fred is willing to commit to lend X at least $1 million of personal funds if X needs it to fund operations to April 30, 2023.

Joe CPA also prepares Fred’s individual tax returns and is fully aware that Fred has a substantial investment portfolio and certain has the
ability to provide X with $1 million.

CHAPTER 3- SSARS 25 104

103

104



53

SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

An entity’s ability to obtain financial support from third p arties or the entity’s owners

Conclusion: Because Joe plans to rely on Fred’s willingness to provide $1 million of financial support to X
as a mitigating factor of substantial doubt, Joe should consider Fred’s intent and ability to provide $1 million
as follows:

Intent of Fred to provide the support: Fred has confirmed his intent to provide the necessary $1 million of
financial support.

The ability of Fred to provide the support: Joe is aware of Fred’s substantial investment portfolio and his
ability of Fred to provide the necessary $1 million of financial support.

CHAPTER 3- SSARS 25 105

SSARS NO. 25-

CHANGE 15: Going Concern in a Review Engagement

An entity’s intent to obtain financial support from third parties or the entity’s owners.

CHAPTER 3- SSARS 25 106

Fred Jones
200 Boylston Street

Boston, Massachusetts

April 28, 2022

Mr. John Smith, CPA
Boston, MA

Dear Mr. Smith:

I, Fred Jones, will, and have the ability to, fully support the operating, investing, and financing activities of Company X
through at least one year beyond April 30, 2022, the date the financial statements of Company X are available for
issuance. My committed financial support shall not be less than $1 mill ion.

Very truly yours

Fred Jones
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SSARS NO. 25-

CHANGE 16: Expanded Documentation in a Review Engagement

Review engagement documentation should include the following, as amended by SSARS No. 25:

a. The engagement letter or other suitable form of written documentation with management

b. Communications with management regarding the accountant’s expectation to include an
emphasis-of-matter or other-matter paragraph in the accountant’s review report

c. Communications with management, those charged with gove rnance, and others as
relevant to the performance of the review of significant mat ters arising during the
engagement, including the nature of those matters (NEW per S SARS 25)

d. Communications with other accountants who have audited or reviewed the financial statements of
significant components
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SSARS NO. 25-

CHANGE 16: Expanded Documentation in a Review Engagement

Review engagement documentation:

e. If the accountant identified information that is inconsi stent with the
accountant’s findings regarding significant matters affe cting the financial
statements, how the inconsistency was addressed (NEW per SS ARS 25)

f. The management representation letter

g. A copy of the reviewed financial statements and the accountant’s review report

CHAPTER 3- SSARS 25 108

107

108



55

SSARS NO. 25-

CHANGE 16: Expanded Documentation in a Review Engagement

In documenting the nature, timing, and extent of procedures performed in a
review engagement, an accountant should record the following: (NEW per
SSARS 25)

a. Who performed the work and the date such work was completed, and

b. Who reviewed the work performed for the purpose of quality control for
the engagement and the date and extent of the review.
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SSARS NO. 26-

SSARS No. 26

Quality Management for an Engagement Performed in 
Accordance with Statements on Standards for Accounting and 

Review Services 

Voted on and approved by the ARSC at May 18, 2022 meeting
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SSARS NO. 26-

SSARS No. 26:   Delayed effective date to 2025

SSARS No. 26 is effective for SSARS engagements performed for 
periods ending on or after December 15, 2025. 

Exception: One change is effective immediately.
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SSARS NO. 26-

SSARS No. 26:

Amends the SSARSs so that certain concepts related to quality management are 
consistent between auditing standards and the Statements on Standards for Accounting 
and Review Services (SSARSs).

SSARS No. 26 amend the following sections of SSARS No. 21, Statement on Standards 
for Accounting and Review Services: Clarification and Recodification, as amended:

• AR-C Section 60, General Principles for Engagements Performed in Accordance With 
Statements on Standards for Accounting and Review Services; and

• AR-C Section 90, Review of Financial Statements.

SSARS No. 26 makes minor edits to other SSARS sections.
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SSARS NO. 26-

SSARS No. 26:

Paragraph .16 of AR-C 90 (Review Engagements) is am ended:  EFFECTIVE UPON ISSUANCE

Existing language:   Review engagements only.  

Agreement on Engagement Terms 

Par .16: “The accountant should agree upon the terms of the engagement with management or those charged with 
governance, as appropriate, prior to performing the engagement. The agreed-upon terms of the engagement should 
be documented in an engagement letter or other suitable form of written agreement between the parties …”

New language: 

Agreement on Engagement Terms 

New Par .16: “The accountant should agree upon the terms of the engagement with management or those charged 
with governance, as appropriate, [REMOVED]. The agreed-upon terms of the engagement should be documented in an 
engagement letter or other suitable form of written agreement between the parties …”
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SSARS NO. 26-

Why did the ARSC amend Paragraph .16 of AR-C 90?

Paragraph .16 of AR-C 90 is amended:  EFFECTIVE IMMEDIATELY

PER ARSC:

“[In including the “prior to” language in Paragraph .16 of AR-C 90] the ARSC’s intent was to incorporate, in the 
requirement to agree upon the terms of the engagement with management or those charged with governance, 
as appropriate, the best practice of obtaining the engagement letter prior to the start of the review 
engagement.”

“That revision was not included in the corresponding requirement for a preparation engagement (paragraph .10 
of ARC section 70, Preparation of Financial Statements), a compilation engagement (paragraph .10 of AR-C 
section 80, Compilation Engagements), a compilation of pro forma financial information (paragraph .09 of AR-C 
section 120, Compilation of Pro Forma Financial Information), or in the corresponding requirements in the 
auditing or attestation standards.”

After discussion, the ARSC concluded that the additional wording in paragraph .16 of AR-C section 90 was overly 
prescriptive and should be removed. 
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OTHER COMPILATION AND 
REVIEW PRACTICE ISSUES

CHAPTER 3- SSARS 25 115

PRACTICE ISSUES- COMPILATION AND REVIEW

SUPPLEMENTARY INFORMATION IN A 

COMPILATION OR REVIEW ENGAGEMENT
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PRACTICE ISSUES- COMPILATION AND REVIEW

SUPPLEMENTARY INFORMATION

Is an accountant permitted to include in supplementary information
calculations of debt covenants for the bank?

Yes.

CHAPTER 3- SSARS 25 117

PRACTICE ISSUES- COMPILATION AND REVIEW

What is supplementary information?

SSARS No. 21, as amended by SSARS No. 23, defines supplementary information as: 

Information presented outside the basic financial statements, excluding required supplementary information, that is
not considered necessary for the financial statements to be fairly presented in accordance with the applicable
financial reporting framework. Such information may be presented in a document containing the financial
statements subjected to the compilation engagement or separate from the financial statements subjected to the
compilation engagement.

SSARS No. 21, as amended by SSARS No. 23, states that supplementary information includes:

• Additional details or explanations of items in or related to the basic financial statements 

• Consolidating information 

• Historical summaries of items extracted from the basic financial statements 

• Statistical data, and

• Other material, some of which may be from sources outside the accounting system or outside the entity.
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PRACTICE ISSUES- COMPILATION AND REVIEW

Financial ratios showing debt covenants are considered statistical data and 
may be included as part of supplementary information

CHAPTER 3- SSARS 25 119

PRACTICE ISSUES- COMPILATION AND REVIEW

CHAPTER 3- SSARS 25 120

COMPANY X

SUPPLEMENTARY INFORMATION

FOR THE YEAR ENDED DECEMBER 31, 20X1

SEE ACCOUNTANT’S REVIEW REPORT

Debt equity ratio:

Total debt $4,000,000 =   4.0

Total equity $1,000,000

Earnings before Interest, taxes, depreciation and amortization (EBITDA):

Net income $2,000,000

Interest expense 500,000

Federal and state income taxes 800,000

Depreciation and amortization 300,000

EBITDA $3,600,000

Debt coverage ratio:

Net income $2,000,000

Depreciation and amortization 300,000

Interest expense 500,000

Net available for debt service $2,800,000 = 2.15

Principal and Interest payments $1,300,000
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PRACTICE ISSUES- COMPILATION AND REVIEW

ANALYTICAL PROCEDURES IN 2021 REVIEW ENGAGEMENTS

1. Expected amounts for comparison with 2021 actual ratios:

• Using 2020 numbers as expected amounts for comparison with 2021 actual 
amounts may not be meaningful due to the distortive impact of COVID-19 on 
2020 actual amounts.

• 2020 numbers are distorted due to COVID-19 and may not be meaningful to use 
as expected amounts in analytical procedures performed on 2021 amounts.

• In performing 2021 analytical procedures,  an accountant may have to either 
create new expected amounts using 2019 actual pre-COVID amounts 
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PRACTICE ISSUES- COMPILATION AND REVIEW

PERFORMING NON ATTEST SERVICES FOR 

AN ATTEST CLIENT

Including PPP Loan Assistance Services

MAINTAINING INDEPENDENCE
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PRACTICE ISSUES- COMPILATION AND REVIEW

ATTEST ENGAGEMENTS:

• Compilation

• Review

• Audit

• Attestation  (agreed upon procedures, examination)
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PRACTICE ISSUES- COMPILATION AND REVIEW

NON ATTEST SERVICES:

• Preparing financial statements   

• Bookkeeping (including payroll and other disbursements)

• Tax return preparation

• Payroll tax return preparation 

• PPP loan assistance services 

• Benefit plan administration 

• Investment advisory and management services

• Corporate finance, consulting and advisory services

• Appraisal, valuation, and actuarial services

• Executive or employee service

• Business risk consulting

• Information systems design, installation, and integration
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PRACTICE ISSUES- COMPILATION AND REVIEW

If an accountant performs a non attest service for an attest client,  independence is impaired unless three 

safeguards are in place:

SAFEGUARD 1: Client must assume all management responsibilities for the

nonattest service

SAFEGUARD 2: Accountant cannot assume any management responsibilities for

the nonattest service

SAFEGUARD 3: There must be a written establishment and documentation with

client about the management responsibilities

CHAPTER 3- SSARS 25 125

PRACTICE ISSUES- COMPILATION AND REVIEW

If the three safeguards are in place,  an accountant can perform nonattest services 
for an attest client and not impair independence.

Compilation engagement:  

• SSARS No. 21 permits an accountant to perform a compilation engagement even 
if he or she lacks independence.

• Such an option is not available for review and audit engagements.
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PRACTICE ISSUES- COMPILATION AND REVIEW

Management Responsibilities:

Following is an updated list of activities that, if performed by an accountant for an attest client, would be 

considered management responsibilities (Violation of SAFEGUARD 2) and would impair the accountant’s 

independence:

• Authorizing, executing or consummating transactions, otherwise exercising authority on behalf of a 

client or having the authority to do so (filing PPP loan application and forgiveness for client)

• Preparing source documents, (including PPP loan applications and forgiveness applications) in 

electronic or other form, evidencing the occurrence of a transaction  

• Having custody of client assets 

• Deciding which recommendations of the member or other third parties to implement or prioritize

• Reporting to those in charge of governance (typically the board of directors) on behalf of 

management

CHAPTER 3- SSARS 25 127

PRACTICE ISSUES- COMPILATION AND REVIEW

Management Responsibilities:

Continued:

• Setting policies or strategic direction for the client

• Directing or accepting responsibility for the actions of the client’s employees except to the extent 

permitted when using internal auditors to provide assistance for services performed under auditing or 

attestation standards

• Accepting responsibility for the management of a client’s project

• Accepting responsibility for the preparation and fair presentation of the client’s financial statements in 

accordance with the applicable financial reporting framework

• Accepting responsibility for designing, implementing, or maintaining internal controls

• Performing ongoing evaluations of the client’s internal control as part of its monitoring services
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PRACTICE ISSUES- COMPILATION AND REVIEW

Management Responsibilities:

Accountant must avoid doing any of the following or he or she is taking 

management responsibility and violates SAFEGUARD 2:

• Authorizing

• Directing

• Setting policy

• Hiring 

• Making decisions

• Controlling or having custody of client assets (e.g., signer on client bank account)

CHAPTER 3- SSARS 25 129

PRACTICE ISSUES- COMPILATION AND REVIEW

SAFEGUARD 3: There must be a written establishment and documentation with client about the 

management responsibilities

Engagement letter language:  All attest engagements

Abbreviated version:

CHAPTER 3- SSARS 25 130

Nonattest Services Language in engagement letter

You (client) are also responsible for all management decisions and responsibilities, and for

designating an individual with suitable skills, knowledge, and experience to oversee our

bookkeeping services, payroll tax return preparation, preparation of financial statements, the

preparation of the Company’s federal and state income tax returns, and PPP loan assistance

services.

You are responsible for evaluating the adequacy and results of services performed and

accepting responsibility for such services.
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CURRENT DEVELOPMENTS- ACCOUNTING 

AND FINANCIAL REPORTING- 2022 

 

 

 

 
Learning objectives: 

 

After reading this chapter,  you will be able to: 

  

• Identify the elements that are the target of the FASB’s disaggregation project 

• Recognize one of the characteristics of a multi-employer pension plan 

• Recognize the impact that life expectancy has on the amount of a pension liability 

• Identify the  basic rule of the LIFO Conformity Requirement  

• Recognize how the IPIC external index for LIFO is used for GAAP 

• Recall the type of investment that is eliminated by ASU 2016-01 

• Identify when a sustainability disclosure is required by an SEC company 

• Recognize an example of a contract that is exempt from the scope of the revenue standard 

• Identify one of the two approaches that is used to recognize revenue using the new revenue 

standard 

• Recall a change to the accounting for goodwill that is proposed by the FASB 

• Recognize how to present deferred income taxes on the balance sheet under ASU 2015-17 

• Recognize the basis that most marijuana businesses have to use  

• Recognize when a state might be able to charge sales tax under the Wayfair decision 
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I. Latest Developments on the Accounting Front 
 

A. Significant GAAP Changes in 2022 and Beyond 
 

Years 2019 through 2021 were active periods as several significant statements became effective and 

required implementation, particularly by nonpublic entities.  Many, but not all, of the new statements 

were issued under the FASB-IASB joint convergence project.  Even though the SEC has not required 

SEC companies to adopt international standards, the FASB and IASB continue to work on joint projects 

with the goal to minimize the differences between U.S. GAAP and IFRS. 

 

Following are some of the more significant statements issued previously that have effective dates in 2019 

through 2023. 

 

FASB Update Issued What it does 

 

ASU 2016-1, Financial 

Instruments- Overall (Subtopic 825-

10): Recognition and Measurement 

of Financial Assets and Financial 

Liabilities 

Requires equity investments to be measured at fair value 

with the change recorded on the income statement. 

 

Effective date: Calendar year end 2018 (public entities) and 

2019 (nonpublic entities). 

 

ASU 2016-02, Leases (Topic 842) Requires companies to capitalize most leases with a lease 

term of more than 12 months.   

 

Effective date: Calendar year end 2019 (public entities) and 

2022 (nonpublic entities). 

 

ASU 2016-13, Financial 

Instruments- Credit Losses (Topic 

326): Measurement of Credit 

Losses on Financial Instruments 

 

Changes the way in which the allowance for credit losses 

is measured. 

 

Effective date: Calendar year end 2020 (public entities) and 

2023 (nonpublic entities). 

 

ASU 2014-09, Revenue from 

Contracts with Customers (Topic 

606) 

 

Recodifies all revenue standards found in GAAP. 

 

Effective date: Calendar year end 2018 (public entities)  

and 2019 calendar year-end for nonpublic entities. 

 

 

In addition to the amendments made in the previous chart, the FASB issued other accounting standards 

updates (ASUs) including those related to the presentation of deferred income taxes on the balance sheet, 

classification of certain transactions on the statement of cash flows, and recognition of breakage on 

certain prepaid store-valued products, among others. 

 

Following is the status of the FASB’s projects as of  April 2022: 
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FASB PROJECT SCHEDULE- AS OF  JUNE 2022 
 

RECOGNITION & MEASUREMENT: BROAD PROJECTS Current Stage 

Identifiable Intangible Assets and Subsequent Accounting for Goodwill Initial deliberations 

RECOGNITION & MEASUREMENT: NARROW PROJECTS  

Codification Improvements (next phase) Initial deliberations 

Codification Improvements—Amendments to Remove References to the 

Concepts Statements 

ED redeliberations 

Codification Improvements—Financial Instruments—Credit Losses (Vintage 

Disclosure: Gross Writeoffs and Gross Recoveries) 

Drafting final standard 

Codification Improvements—Hedge Accounting ED redeliberations 

Consolidation Reorganization and Targeted Improvements ED redeliberations 

Distinguishing Liabilities from Equity Phase 2 Initial deliberations 

EITF 21-A, Accounting for Investments in Tax Credit Structures Using the 

Proportional Amortization Method 

Initial deliberations 

Fair Value Hedging—Portfolio Layer Method Drafting final standard 

Fair Value Measurement of Equity Securities Subject to Contractual Sale 

Restrictions 

ED redeliberations 

Financial Instruments—Credit Losses (Topic 326)—Acquired Financial Assets Initial deliberations 

Financial Instruments—Credit Losses (Topic 326)—Targeted Improvements to 

the Accounting for Troubled Debt Restructuring for Creditors 

Drafting final standard 

Improving the Accounting for Asset Acquisitions and Business Combinations Initial deliberations 

Joint Venture Formations Initial deliberations 

Leases (Topic 842)—Lease Modifications ED redeliberations 

Reference Rate Reform—Deferral of the Sunset Date of Topic 848 Drafting ED 

Reference Rate Reform—Fair Value Hedging Initial deliberations 

PRESENTATION & DISCLOSURE PROJECTS Current Stage 

Disaggregation—Income Statement Expenses Initial deliberations 

Disclosure Framework: Disclosure Review—Income Taxes Revised ED 

redeliberations 

Disclosure Framework: Disclosures—Interim Reporting ED redeliberations 

Disclosure Improvements in Response to the SEC’s Release on Disclosure 

Update and Simplification 

ED redeliberations 

Disclosure of Supplier Finance Program Obligations ED Out for Comment 

Segment Reporting Initial deliberations 

FRAMEWORK PROJECTS Current Stage 

Conceptual Framework: Measurement Initial deliberations 
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In addition to the FASB projects noted in the previous table, the FASB has several projects pending as 

follows: 

 

Research projects: 

 
• Accounting for and Disclosure of Intangibles 
• Accounting for Exchange-Traded Digital Assets and Commodities 
• Accounting for Financial Instruments with Environmental, Social, and Governance (ESG)-

Linked Features and Regulatory Credits 
• Accounting for Government Grants 
• Agenda Consultation 

• Hedge Accounting—Phase 2 
 

Post-implementation projects: 

 
• Credit Losses 
• Leases 

• Revenue Recognition 
 

 

B. Significant FASB Disaggregation- Income Statement Expenses Project 
 

For several years, the FASB has been working on a financial statement presentation project geared 

toward changing the presentation of the statement of income.   The focus of the project has been to create 

specific categories for presentation of both income and expense items on the income statement, similar 

to the way in which a statement of cash flows is presented. 

 

In its February 2022 meeting, the FASB narrowed the scope of this project to focus only on expense 

categories, renaming the project,  Disaggregation- Income Statement Expenses. 

 

The objective of the revised expense project is to: 

 

1. Improve the decision usefulness of business entities’ income statements through the disaggregation 

of certain expense captions, and  

 

2. Establish a project scope that focuses on expense captions.  

 

Background 

 

GAAP provides a few requirements for format of the statement of income. 

 

1. Aside from a total amount for net income, there are limited requirements in current GAAP to 

organize the income statement into structured categories, and aggregated into only a few primary 

line items in the income statement.  

 

Note: In contrast, the statement of cash flows is structured into three categories (operating, investing, 

and financing), and the balance sheet is structured into groups of assets, liabilities, and equity.  
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2. There is limited guidance on aggregating performance information on the income statement into line 

items and the display of revenues, expenses, gains, and losses.  Under existing GAAP, entities have 

considerable latitude in making their presentation decisions.  

 

3. Both the absence of structured information and the limited transparency of infrequent items within 

net income have contributed to the increased use of non-GAAP performance metrics.  

 

Stakeholders have commented that: 

 

1. Organizing information within net income into categories would improve an investor’s under-

standing of both the individual line items and the information as a whole.  

 

2. Less aggregation of information to show the different sources and characteristics of earnings would 

provide more decision-useful information.  

 

In 2017, the FASB reactivated the Project and has had deliberated through 2022.  From 2017 to early 

2022, the scope of the project  was to address both income and expense categorization (disaggregation) 

on the income statement. 

 

During its February 16, 2022 meeting, the FASB voted to limit the scope of the project to disaggregate 

certain expense captions only focusing on:  

 

• Selling, general, and administrative expenses  

• Cost of services and other cost of revenues, and  

• Cost of tangible goods sold. 

 

Project status:  

 

As of February 2022, the FASB Board has directed the FASB staff to begin research on various expense 

captions identified within its scope, and to begin initial deliberations using the new narrower expense 

captions scope.   

 

The financial performance project is still in its infancy and may take several years to result in a final 

statement being issued.   

 

  



8 

 

 

CHAPTER 4: Current Developments- Accounting and Financial Reporting- 2022  

C. The Gradual Demise of Company Pension Plans 
 

Overview  

 

Over the past two decades, the costs of maintaining defined benefit pension plans has resulted in 

companies either freezing or eliminating defined benefit plans and replacing them with defined 

contribution plans or 401(k) plans. Defined contribution or 401(k) plans offer companies the opportunity 

to provide their employees with a retirement benefit, usually at a much lower cost, and with far greater 

flexibility for several reasons: 

 

1. With a defined contribution or 401(k) plan, a company can more accurately measure the amount of 

its pension cost because it is based on the amount contributed to the plan, as compared with the 

amount of the ultimate benefit paid as in the case of a defined benefit plan. 

 

2. In most defined contribution or 401(k) plans, a company can structure its contributions to be 

discretionary, thereby allowing it to reduce its pension contribution during weaker business cycles, 

and increase it during stronger cycles. 

 

3. With 401(k) plans, investment risk is shifted from the company to the employees as each employee 

is responsible for managing his or her own investments. 

 

Conversely, with defined benefit plans, the amount of pension cost is volatile and based on pension 

amounts estimated to be ultimately paid to pensioners in the future, discounted back to the current year.   

Long term, the next dramatic crisis in the U.S. markets may be the continued deterioration of U.S. 

defined-benefit pension plans.  

 

Year 2021 was an unusual year that resulted in dramatic improvement in the funded status of pension 

plans.  The improvement was cause by two events occurring: significant stock market plans coupled with 

an increase in the AA and AAA bond discount rates.  

 

Although funded status has improved,  long-term funded status of plans is unsustainable. Inevitably, the 

math catches up with  more benefits being paid out of plans than the growth rate of plan assets.   

 

Single-employer plans 

 

For the past decade, a significant number of single-employer defined benefit plans have been unfunded.  

 

In the 1990s, many companies rode a wave of overfunded status due to record returns in the stock market 

coupled with the use of unrealistic plan assumptions.  In the early 2000s, many plans shifted to unfunded 

status.   

 

1. Most of the shift was driven by the push toward requiring companies to use lower discount rates in 

valuing their benefit obligations along with softer stock market returns.   

 

2. There is also the fact that retirees are living longer than expected thereby putting pressure on 

employers to fund benefits over an extended period. 
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In December 2021, the S&P 1500 had a pension deficit of $(64) billion, a significant improvement from 

$(410) billion in December 2020, as follows:   

 

 

S&P 1500 Funded Status- Pensions 

  

December 

2021 

 

December 

2020 

 

 

Fair value of assets $2.33 trillion $2.19 trillion  

Pension obligations (2.39) trillion (2.60) trillion  

Funded status (deficit) 

 

$ (64) billion $(410) billion  

Funded status 

 

97% 84%  

Source: Mercer,  January 2022 

 

 

A closer look at the funded status of the S&P 1500 pension plans reveals the following: 

 

1. The total fair value of assets increased from $2.19 trillion in 2020 to $2.33 trillion in 2021, due to 

increases in stock market values in 2021.   

 

2. The pension obligations declined for the first time in several years from $2.60 trillion in 2020 to 

$2.39 trillion in 2021. The decrease occurred primarily because the discount rate (bond rate) 

increased by almost 1%, in part, based on an increase in AA and AAA bond rates from 2.32% in 

2020 to 2.76% in 2021.1   

 

3. The funded status of the S&P 1500 plans improved from 84% in 2020 to 97% in 2021. 

 

Year 2021 represented an unusual year in pension accounting in which the funded status improved 

significantly. Plan assets increased (fueled by an increase in stock market values), while pension 

liabilities declined due to an increase in the discount rate. 

 

Excluding year 2021, the trend in defined benefit plan funded status on a long-term basis is not promising 

for several reasons:  

 

1. Pension liabilities are growing faster than the underlying pension assets due to an increase in actuarial 

lives of plan participants. A recent increase in interest rates has disguised the fact that the actual 

pension liabilities will continue to increase with more retirees living longer.   

 

2. The only way in which net funded status in any one particular year improves is if there is an 

extraordinary growth in the fair value of plan assets due to unusually high stock market returns that 

exceed the growth in pension liabilities.  

 

1 Mercer,  S &P 1500 Pension Funded Status,  January 5, 2021 
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These two conclusions are true for all defined benefit plans including single- and multi-employer plans.  

It is a mathematical certainty. Retirees are living longer thereby requiring greater growth in plan assets 

to fund an ever-growing increase in pension liabilities.    

 

Nevertheless, even with the introduction of 401(k) plans, many companies have retained their defined 

benefit plans by either freezing them or continuing to fund them for certain key employee groups, such 

as those in upper management. 

 

Accountants should be aware of the ongoing challenges that exist for defined pension plans.  Simply put, 

the only way pension liabilities decline is if interest rates rise resulting in a lower discounted pension 

obligation.  Absent a rise in interest rates, pension obligations increase due to a simple math dilemma.   

As retirees live longer, pension obligations increase.  In turn, pension plans have pressure to increase 

pension asset values to pay for those additional benefit liabilities.  

 

Companies with unfunded pension liabilities face certain repercussions from such deficiencies in that: 

 

1. Companies can have a cash flow crunch from having to fund unfunded liabilities to satisfy legal 

ERISA requirements. 

 

Under ASC 715, Defined Benefit Plans, an entity that sponsors one or more defined benefit plans is 

required to record the funded status of a benefit plan, measured as the difference between the fair 

value of plan assets and the benefit obligation, in its balance sheet. 

 

2. If the fair value of a plan’s assets is less than the benefit obligation, the company must record an 

additional liability with the debit offset to accumulated other comprehensive income (part of 

stockholders’ equity). The combination debit to stockholders’ equity and credit to a liability account 

may result in violations of loan covenants, including debt-equity ratios being out of formula. 

 

3. Management must continue to monitor and change the key assumptions used to measure pension 

benefit obligations, returns on assets, and periodic pension cost, to reflect changes in the economy.  

 

The primary actuarial assumptions used include: 

 

• Discount rates 

• Participation rates 

• Factors affecting the amount and timing of future benefit payments 

 

In addition, if activity within the existing plan has a material effect on the company’s liquidity, capital 

resources, or results of operations, the activity must be discussed in the MD&A for SEC companies. 

Note: The discount rate used to value pension liabilities is the rate for high-quality, fixed-income 

investments, including either a AA- or AAA-rated corporate bond.  

 

A higher discount rate results in a lower pension liability.  Conversely,  in an environment in which the 

discount rate (AA- or AAA-rated bond rate) is declining,  pension liabilities increase solely because the 

present value of the pension obligations is higher. 
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What is the potential effect of higher interest rates on pension liabilities? 

 

In 2021, there was an increase in the federal funds rate which resulted in higher AA- and AAA-rated 

bond rates. Higher bond rates create higher discount rates for pension obligations. Higher discount rates 

result in lower pension obligations.  The formula is that simple. 

 

The consulting firm October Three performed an analysis to determine the impact that a change in 

interest rates would have on pension liabilities.2    

 

Assuming the interest rate change impacts all interest rates along a bond yield curve, the following is the 

anticipated result: 

 

 

Increase in fed funds rate 

 

 

Effect on pension liabilities 

.50% change that affects all short-term and 

long-term rates across the entire bond yield 

curve 

 

Pension liabilities change by 6% to 11% 

 

Source: October Three 

 

Consider the significant impact that a change in bond rates has on pension plan liabilities.  Looking at 

the previous chart, a .50% increase in the discount rate (due to an increase in bond rates) would likely 

decrease pension liabilities by 6% to 11%.   

 

That translates into a decrease in the pension liabilities  of 12% to 22% for every 1% increase in the 

interest (discount) rate. 

 

How high would interest rates have to rise to remove the deficit in the funded status of the S&P  1500? 

 

One way to bail out the deficit in the funded status of the S&P 1500 is to increase interest rates which, 

in turn, increase the discount rate used to compute the pension liabilities. 

 

Now, let’s look at the S&P 1500 funded status again. 

 

As of December 2021, the funded status was the following: 

 

Fair value of assets $2.33 trillion 

Pension obligations (2.39) trillion 

Funded status (deficit) $ (64) billion 

 

We saw earlier that for every 1% increase in the discount rate, a pension liability declines by 12% to 

22%.   

 

 
2  Accounting Impact of Changes in Interest Rate and Mortality Assumptions, October Three. 
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Using the more conservative 12% in the range, what is the amount by which the discount rate must 

increase in order for the S&P 1500 funded status to be zero instead of $(64) billion? 

 

Here is the analysis: 

 

1. 1% increase in the discount rate results in approximately a 12% decrease in the pension obligation. 

 

2. In order for the S&P 1500 funded status to be zero, and assuming  zero growth in plan assets, the 

pension liability must decline by approximately $64 billion, or 2.7% of the $2.39 trillion pension 

obligations. 

 

3. That means the break-even increase in the discount rate is .22%, computed as follows: 

 

2.7%       = .22% 

12%  

  

Conclusion: Although this analysis is not precise, if the discount rate increases by .22%, pension 

obligations would decline by approximately $64 billion (2.7%) resulting in a zero-funded status for the 

S&P 1500.   

 

Observation:  The previous analysis assumes no growth in the underlying fund assets.  If pension assets 

were to increase in value by  3% to 4%, the amount of the increase in the discount rate required to have 

a zero funded status would be lower than .22%. 

  

The Fed might bail out pension plans with 2022 increases in interest rates 

 

To combat the existing inflationary environment,  the Federal Reserve has announced it plans to increase 

its federal funds rate (FFR) four to six times in 2022, translating into an increase in short-term interest 

rates of 1% to 1.5% in 2022.   

 

If the FFR increases,  that change will result in AA- and AAA- bond rates rising, resulting in an increase 

in the discount rate used to compute pension plans.   

 

As the previous analysis illustrates,  an increase in the pension discount rate of 1% to 1.5%, by itself, 

would dramatically improve the funding status of pension plans. 

 

Unfunded multi-employer pension plans and the “loaded pistol” 

 

Absent an interest rate increase, the next U.S. taxpayer bailout may involve pension plans; namely multi-

employer pension plans, mostly involving union employees. 

 

A multi-employer plan is a pension or other postretirement benefit plan that has the following 

characteristics: 

 

1. There are two or more unrelated employers that contribute, usually pursuant to one or more collective 

bargaining agreements.  
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2. Assets contributed by one employer may be used to provide benefits to employees of other 

participating employers since assets contributed by an employer are not segregated in a separate 

account or restricted to provide benefits only to employees of that employer.   

 

3. Employers are jointly and severally liable for the plan obligations so that a shortfall in the plan may 

have to be funded by all the employers, and 

 

4. The plan usually has a withdrawal or exit fee if an employer seeks to withdraw from the plan. 

 

One of the most pervasive issues related to multi-employer plans is that employers are jointly liable for 

the plan liabilities. That means if one company fails to pay its obligations, the remaining employers must 

pay the shortfall. It is sometimes referred to as the “last man standing” principle. If there are five 

employers in a multi-employer plan and four are defunct, the fifth remaining employer is liable for the 

entire unfunded status of the plan. 

 

Previously, the FASB issued ASU 2011-09, Compensation- Retirement Benefits-Multiemployer Plans 

(Subtopic 715-80): Disclosures about an Employer’s Participation in a Multiemployer Plan, which 

requires companies to expand disclosures related to multi-employer plans in which the employer 

participates.  What ASU 2011-09 fails to do is require a company to disclose the maximum exposure it 

has to the joint and several obligations of the multi-employer pension plan.    

 

What is the funded status of multi-employer plans? 

 

The Pension Protection Act of 2006 established zones for evaluating the funded status of pension plans, 

using the following system: 

 
Color Zone % Funded Additional contributions 

 

Green (Healthy) 

 

> 80% funded  None 

 

Yellow 

(Endangered) 

65-80% funded or  

 

the plan has an accumulated 

funding deficiency or is expected to 

have one during any of the next six 

years 

Funding Improvement Plan required: 

• Must increase future contributions and/or 

reduce future pension benefit accruals to 

improve the plan’s health, and 

 

• Funded status must improve by one third 

within 10 years 

Orange   

(Seriously  

Endangered) 

65-80% funded and  

 

the plan has an accumulated 

funding deficiency or is expected to 

have one during any of the next six 

years 

 

Funding Improvement Plan required: 

• Must increase future contributions and/or 

reduce future pension benefit accruals to 

improve the plan’s health, and  

 

• Funded status must improve by one fifth 

within 15 years 

Red (Critical) < 65% funded Rehabilitation Plan required: 

• Must increase future contributions 

and/or reduce future pension benefit accruals 

to improve plan’s health  
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• Can also cut previously earned “adjustable” 

benefits (e.g., early retirement) 

 

• Plan must emerge from critical condition 

within 10 years 

 

Source: Credit Suisse 

 

As the previous chart illustrates, funded status should be greater than 80% to be considered healthy in 

the green zone.  

 

Based on a 2021 survey of multi-employer plans in 2020, 69% of those plans identified in the survey 

were healthy (green), while the remaining 31% were considered unhealthy in their funded status.3 

 

The following chart illustrates the details: 

 

 

 

Zone Color 

 

 

Considered 

% multi-

employer 

plans filed 

 

Green - 80% or greater funded Healthy 69% 

 

Yellow or orange – 65-80% funded Endangered or seriously endangered 8% 

 

Red- < 65% funded Critical 11% 

Critical and declining 12% 

 

Source: Economic Impact of COVID-19 Affects Multi-Employer Pension Plans, Seagal 

Consulting, 2021. 

 

 

Although 69% of multi-employer plans are funded at a healthy green-zone level of greater than 80%, the 

remaining 31% are funded at an unhealthy level.  In fact, 23% of plans have a funded status in the red 

zone at less than 65%. 

 

This is a serious situation. 

 

How bad are the red zone critical and declining (C&D) ratings?4 

 

The lowest level of the zone rating for multiemployer plans is referred to red zone-critical and declining 

(C&D).  As of 2021 and 2020, approximately 12% of multiemployer plans were in this zone.     

 

In order to be in this red zone, a multiemployer plan must have the following: 

 

1. Funded status of less than 65%, and a projected funding deficiency within five years, or 

 
3  Economic Impact of COVID-19 Affects Multi-Employer Pension Plans, Seagal Consulting, 2021. 
4 Study of Multiemployer Plans in the Red Zone, Seagal. 
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2. Has benefits for inactive retirees that are greater than active employees, contributions are less 

carrying costs, and there is a projected funding deficiency within five years. 

 

Based on a study of the red zone critical and declining plans:5 

 

1. On average, they have a 41% funded status. 

 

2. They have 10% active employees compared with 90% inactive employees in the plan. 

 

3. Most of the red zone C&D plans originated during the 2008-2009 financial crisis and have been 

unable to improve their zone status since that time to the present 2022. 

 

Congress passes pension reform as part of the American Rescue Plan Act of 2021  

 

After several proposed pension reform bills remained idle,  in March 2021, Congress provided pension 

relief for numerous multiemployer and single-employer pension plans, as part of the American Rescue 

Plan (ARP) Act of 2021. 

 

ARP does the following: 

 

1. Authorizes the Pension Benefit Guaranty Corporation (PBGC) to create a Special Financial 

Assistance (SFA) Program to address the financial crisis of certain troubled multiemployer pension 

plans as follows: 

 

• The SFA program provides an estimated $94 billion in assistance to more than 200 eligible plans 

that are severely underfunded.  

• SFA Program assists plans by providing funds to reinstate previously suspended benefits.  

• ARP also addresses the solvency of PBGC’s Multiemployer Insurance Program, which was 

projected to become insolvent in 2026. 

• The SFA identifies what information a plan is required to file in its application to demonstrate 

eligibility for SFA and the formula to determine the amount of SFA that PBGC will pay to an 

eligible plan.  

• The SFA specifies permissible investments for SFA funds and establishes certain restrictions and 

conditions on plans that receive SFA. 

 

2. The ARP also provides some relief to single-employer plans as follows: 

 

a. It provides a longer period to amortize funding of pension shortfalls to a 15-year period instead 

of the current seven years. 

 

b. It extends and enhances the interest rate smoothing relief to address declines in interest rates 

since 2015.  

 

  

 
5 Study of Multiemployer Plans in the Red Zone, Seagal. 
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The pension plan assumptions point to a manipulation game 

 

Defined benefit plans are unfunded despite the fact that pension assumptions are distorted from reality.  

One example is that for more than a decade, companies and their actuaries have artificially under-

reported pension liabilities by using a discount rate that is inflated.   

 

Here is the way in which a company understates its pension liability: 

 

1. If a company wishes to manipulate its plan’s funded status, all it needs to do is change the discount 

rate  used in the calculation of the pension liability: 

 

a. A higher discount rate, generally results in a lower the pension liability and lower the pension 

cost. 

 

Therefore, if a company seeks to understate pension liabilities and pension cost, it uses a higher discount 

rate.  

 

What is the definition of the discount rate? 

 

The discount rate is used to present value the benefits and compute the pension liability, referred to as 

the projected benefit obligation. 

 

ASC 715 defines the discount rate as follows: 

 

Discount rate:  is the rate used to measure the projected benefit obligation, and the service 

and interest cost components of net periodic pension cost.   

 

ASC 715 states that: 

 

1. The discount rate shall reflect the rate at which the pension benefits could be effectively settled, 

which is the rate of return needed on a bond investment made today to fund future benefit obligations.  

 

2. The discount rate is determined at the measurement date. 

 

3. An employer may use the current rates of return on high-quality, fixed-income investments currently 

available whose cash flows match the timing and amount of expected benefit payments.  

 

a. The rate of return on high-quality, fixed-income investments consists of the rate of return on AA- 

and AAA-rated corporate bonds, with maturities that match the pension obligation payouts. 

 

b. Typically, rates of returns on AA bond funds with maturities ranging from 10-20 years, are used. 

 

Examples of funds include: 

 

• Merrill Lynch U.S. Corporate AA  15-year fund 

• Merrill Lynch U.S. Corporate AA/AAA 10-year fund 

• Citigroup Pension Liability Index Fund  
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The objective of selecting assumed discount rates is to measure the single amount that, if invested at the 

measurement date in a portfolio of high-quality debt instruments, would provide the necessary future 

cash flows to pay the post-retirement benefits when due. 

 

The determination of the assumed discount rates is separate from the determination of the expected return 

on plan assets whenever the actual portfolio of plan assets differs from the hypothetical portfolio of high-

quality, fixed-income investments (AA- and AAA-rated corporate bonds). 

 

New defined benefit plan mortality tables 

 

In 2020, the IRS issued Notice 2020-85, Updated Mortality Improvement Rates and Static Mortality 

Tables for Defined Benefit Pension Plans for 2022. The new mortality tables are to be used for defined 

benefit pension plan funding starting in 2022. The update is required by the Pension Protection Act of 

2006, which requires the mortality tables to be updated at least every ten years. 

 

The mortality improvement rates for valuation dates occurring during 2022 are the mortality 

improvement rates in the Mortality Improvement Scale MP-2020 Report, that was issued by Retirement 

Plans Experience Committee (RPEC) of the Society of Actuaries.  

 

The potential impact of these new tables on the computation of defined benefit plan obligations starting 

in 2022 follows: 

 

1. The life expectancy of a 65-year old female pensioner has remained unchanged at 87.4 years, while 

the life expectancy of a 65-year old male decreased by .3 years from 85.0 to 84.7 years. 

 

2. The type of occupation of pensioners (blue-collar vs. white-collar) has emerged as a stronger 

predictor of mortality than the benefit amount, as participants in white-collar jobs generally are living 

longer than those in blue-collar positions. 

 

3. Participants in the top 25% of income generally live longer than those in the bottom 25%. 

 

4. The mortality of participants in multi-employer vs. single-employer plans is not significantly 

different. 

 

Based on the new tables, plan funding obligations are expected to actually decrease slightly starting in 

2022 and overall life expectancy of men has declined. 

 

Impact of longevity on pension liabilities 

 

Companies may be trying to keep pension liabilities down by keeping the discount rate high and driving 

unusually high asset returns.  But manipulating discount rates and generating high stock-market returns 

are simply not enough. 

 

In recent years, the key reason for the increase in pension liabilities is that life expectancy is increasing.  

Although the latest actuarial tables will result in a nominal change in life expectancy through 2022,  

historically, life expectancies have been increasing regularly, thereby resulting in higher pension 

liabilities required to accommodate those expectancies.  
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Consider the following facts:      

 

1. The longer the life expectancy of pension retirees, the greater the benefits that must be paid out and 

in turn, results in computation of a higher pension benefit obligation. 

 

2. Life expectancy at birth has risen from about 68.1 years in 1950 to more than 78.9 years in 2020.  

Life expectancy will surpass 89 years by year 2100.6   

 

The following table offers statistics on life expectancy in ten-year increments from 1950 to 2100: 

 
 

Life Expectancy at Birth 

 

 

Year 

 

 

Life expectancy 

 

Increase (in years) per 10 

years 

2100 89.0 1.2 

2090 87.8 1.1 

2080 86.7 1.0 

2070 85.7 1.1 

2060 84.6 1.3 

2050 83.3 1.3 

2040 82.0 1.8 

2030 80.2 1.3 

2020 78.9 .4 

2010 78.5 1.7 

2000 76.8 1.6 

1990 75.2 1.5 

1980 73.7 2.9 

1970 70.8 1.0 

1960 69.8 1.7 

1950 68.1  

 

Average increase per 10 years 

 

 

1.39 years 

 

Source: www.macrotrends.net, U.S. Life Expectancy 1950- 2100 (February 2021) 

 

 

In reviewing the previous chart,  it is clear that overall life expectancy is increasing over time on  average 

of 1.39 years per ten-year period.  That means that as additional pensioners retire, the actuarial 

calculation of pension obligations must reflect the longer life expectancy.   

 

That trend is going to continue. Consequently, regardless of the growth of pension assets and use of 

lower discount rates, pension plans will continue to have a challenge in  offsetting the growth of pension 

obligations due to the increase in life expectancy of pensioners. 

 

 U.S. pension plans are moving from bonds to equities 

 

 
6  Source: www.macrotrends.net, U.S. Life Expectancy 1950- 2021 (February 2021) 

http://www.macrotrends.net/
http://www.macrotrends.net/
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As interest rates increase in an inflationary environment, bonds are becoming a less attractive investment 

for pension plans to hold.  Consequently, company pension plans are shifting pension assets from bonds 

to equity investments. In doing so, there are concerns that pension plan assets will be subject to greater 

risk and volatility. Consider the following impact of shifting to a higher percentage of equity 

investments: 

 

1. Unlike bond investments, equities cannot be matched with future pension commitments. 

 

2. Equity securities offer a higher risk  of volatility due to the stock market. 

 

3. Equities securities might generate higher investment returns than bonds, but with greater risk and 

volatility. 

 

Note: In 2020, the 100 largest pension plans invested approximately 50% of their assets in bonds and 

32% in equities.   The percentage of equities increased in 2021 and is expected to continue to increase 

in 2022. 

 

Paying  for the funding shortfalls in pension plans- Congress to the Rescue 

 

Prior to enactment of American Rescue Plan (ARP), Pension Benefit Guarantee Corporation’s (PBGC’s) 

Multiemployer Program was expected to run out of money by 2026.   

 

It took a 2021 bailout by Congress to save the PBGC for a short period of time. 

 

On March 11, 2021,  President Biden signed into law the $1.9 trillion American Rescue Plan Act 

(ARPA).  ARP’s Special Financial Assistance (SFA) Program will significantly extend the solvency of 

the Multiemployer Program by at least thirty years by providing an $86 billion infusion of funds into 

certain union-managed multiemployer pension plans with no repayment obligations.     

 

According to the PBGC, the SFA Program is expected to provide funding to over 250 severely 

underfunded pension plans and will ensure that over three million of America’s workers, retirees, and 

their families receive the pension benefits they earned through many years of hard work.  

Thus,  the PBGC is likely to be solvent for the next several decades. 
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D. LIFO in a New High-Inflation Environment 
 

Background 

 

LIFO is making a big comeback in 2022 and beyond, thanks to a significant rise in inflation.   

 

For the past decade, it looked like the end of LIFO as the SEC was considering adopting international 

standards and Congress was suggesting LIFO repeal. Against the odds, LIFO has survived and appears 

alive and well in the foreseeable future. 

 

Consider the following: 

 

1. Adoption of International Financial Reporting Standards (IFRS), which does not permit use of LIFO, 

is off the SEC’s docket for the time being.   

 

2. LIFO survived repeal in the Tax Cuts and Jobs Act and subsequent legislation. 

 

That’s good news for companies that use LIFO or now wish to adopt LIFO in 2022 and beyond. 

 

Background on the LIFO Conformity Requirement- IRC 472 

 

Although some companies argue that they use LIFO to better match revenues and expenses, the reality 

is that LIFO is used for U.S. GAAP because it saves taxes.  In a perfect situation, companies would 

prefer to use LIFO for tax purposes and use a higher-valued FIFO or average cost for GAAP.  In doing 

so, they could have the best of both situations:  a lower taxable income and a higher GAAP income. 

 

However, use of LIFO is one of the few examples of accounting methods where the Internal Revenue 

Code interferes with GAAP by way of the IRC Section 472’s LIFO Conformity Requirement. 

 

In general, the LIFO Conformity Requirement states that if an entity uses LIFO for income tax purposes, 

it must also use it for GAAP to clearly reflect its income.  

 

Over the years, Section 472’s regulations have watered down the LIFO Conformity Requirement to 

allow the issuance of non-LIFO disclosures and supplementary information. However, the current 

regulations allow the following for U.S. GAAP, if LIFO is also used for tax purposes: 

 

1. The primary income statement must be presented on LIFO. 

 

2. The balance sheet may be presented on a non-LIFO (e.g., FIFO) basis. 

 

3. Supplementary information and footnotes can present non-LIFO information such as in the case of 

presenting an income statement on a FIFO basis as a supplementary schedule. 

 

4. Interim income statements may be presented on a non-LIFO basis provided the total of the interim 

statements does not aggregate to one annual non-LIFO income statement (e.g., three, quarterly non-

LIFO income statements may be presented, but not successive four quarterly statements). 
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Adopting LIFO-GAAP 

 

If an entity changes from FIFO or average cost to  LIFO in 2022,  the change to LIFO is a change in 

accounting principle and the entity must follow the guidance found in ASC 250-10-45, Accounting 

Changes and Errors- Overall-Other Presentation Matters as follows: 

   

1. The change to LIFO is allowed for GAAP only if an entity can justify that use of LIFO as an 

allowable alternative to FIFO or average cost is preferable.7 

 

Note: One way to justify that use of LIFO is preferable to FIFO or average cost,  is to emphasize 

that use of  LIFO results in a better matching of current revenue and current costs. 

 

2. Although ASC 250 requires a change in accounting principle to be applied retrospectively to  all 

periods presented, such a retrospective application is not required if it is impracticable to do so.  In 

the case of LIFO, it is considered impracticable to apply LIFO retrospectively as it requires a 

computation of a base year LIFO inventory in the previous year. 

 

3. The FIFO or average cost inventory as of the beginning of the year of change, becomes the base year 

LIFO inventory. 

 

Example: Company X converts to LIFO in calendar year 2022 and has a FIFO ending inventory on 

December 31, 2021 of  $500,000.   

 

Conclusion: Company X’s $500,000 FIFO inventory as of December 31, 2021 becomes the January 1, 

2022 base year inventory for LIFO inventory purposes. As of  December 31, 2022,  inventory will be 

computed on a LIFO basis and compared with the beginning (base year) LIFO inventory of $500,000 

on January 1, 2022. 

 

1. Using LIFO, Company X must follow the LIFO Conformity Requirement under IRC 472 which 

states: 

 

a. The primary income statement must be presented on LIFO. 

 

b. A non-LIFO method may be used for the following: 

 

• The balance sheet may be presented on a non-LIFO (e.g., FIFO) basis. 

• Supplementary information can present non-LIFO information such as in the case of 

presenting an income statement on a FIFO basis as a supplementary schedule. 

• Disclosures can present non-LIFO information. 

• FIFO or average cost may be used for internal management reports. 

• Lower of cost or market may be used for GAAP even though not allowed for tax purposes. 

 

  

 
7 SAB Topic 6.G.2.b offers guidance on determining whether a change in accounting principle is preferable. Although the 

guidance applies to SEC companies,  nonpublic entities may use the information. 
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LIFO for tax purposes 

 

Companies might switch to LIFO for GAAP to offer a preferable accounting principle under the theory 

that there is a better matching of current revenue with current-year costs.  But the true motivation for 

converting to LIFO is tax driven.  In an inflationary environment,  LIFO yields a higher cost of goods 

sold because most recent higher costs are charged to cost of goods sold and older, lower costs  are 

included in ending LIFO inventory.  Thus,  using LIFO: 

 

• Cost of goods sold is higher, and income is lower, and 

 

• Inventory is lower and understated,  consisting of older, lower costs. 

  

If LIFO is adopted for tax purposes, the authority is found in IRC 472 with secondary guidance in IRC 

473 and 474. 

 

The general concepts for tax purposes follow: 

 

1. Changing from a non-LIFO inventory (FIFO or average cost) to LIFO is generally an automatic 

change that is made through filing a Form 970 with a taxpayer’s tax return for the tax year (e.g., 

2022). 

 

2. A Form 3115 is not required unless there are changes in the LIFO method used (e.g., a change from 

one LIFO to another LIFO method). 

 

3. The adoption of LIFO is made as of the beginning of the year of change using the following rules: 

 

• The FIFO ending inventory for the end of the prior year becomes the base year LIFO inventory 

at the first day of the year of adoption to LIFO.  

 

• There is no Section 481(a) adjustment. 

 

• Any previous writedowns to lower of cost or market are restored as of the beginning of the year 

of change and included in income on a pro-rata basis over a three-year period. 

 

4. At the end of the year of adoption, the entity computes its year-end inventory using LIFO, and makes 

the adjustment to inventory and cost of goods sold. 

 

Therefore, if an entity changes to LIFO inventory for tax purposes,  it receives an immediate 

deduction in the year of change. 

 

Electing to use the IPIC (external index) approach for small business LIFO 

 

One of the most under-utilized aspects of LIFO is use of the Inventory Price Index Computation (IPIC) 

method to value LIFO. This method avoids the tedious effort required to create an internal LIFO index 

 

Under the IPIC approach:   
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1. An entity elects to determine LIFO using either a consumer price index (CPI) (Table 3) or producer 

price index (PPI) (Table 9) based on the index published by the U.S. Bureau of Labor Statistics 

(BLS), in lieu of creating an internal index. 

 

2. Typically, an entity selects an external index for each pool.  For most small businesses,  inventory 

consists of one pool and one CPI or PPI index applied to that pool. 

 

Example 1:  Company X is a specialty paper manufacturer and packager, and is changing from FIFO to 

LIFO in calendar year 2021, for both GAAP and tax purposes.   

 

X can justify the change as it reflects a better matching of current revenue with current costs.  X is issuing 

2021 financial statements alone with no comparative 2020 financial statements presented. 

 

X believes it has one single LIFO pool for its paper products. 

 

X elects to use the IPIC approach in IRC 472.  Using Table 9 of the BLS, X selects the following PPI 

category for its single pool of inventory: 

 

Packaging and industrial converting paper 

Code 09-1303 

 

Details follow: 

 

 

PPI index- Table 9 of Bureau of Labor Statistics (BLS) 

Category: Packaging and industrial converting paper  Code 08-1303: 

 

           December 2020 PPI index 258.1 

           December 2021 PPI index 314.4 

  

FIFO inventory:  

   12-31-20 $1,600,000 

   12-31-21 2,200,000 

 

 

Conclusion: 

 

In converting to LIFO in 2021,  the 12-31-20 FIFO inventory becomes the base year LIFO inventory on 

January 1, 2021, the first day of the year of change. 

 

On December 31, 2021,  X computes an 2021 index using the PPI index from Table 9 of the BLS, as 

follows: 

 

  

PPI index 12-31-21 

 

314.4       

 

=   1.22       [2021 index] 

PPI index 12-31-20 258.1 
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Conversion of FIFO 12-31-21 inventory to LIFO: 

  

 

Inventory 

in base year 

2020 costs 

 

  FIFO ending inventory 12-31-21 $2,200,000  /  1.22 $1,803,000 

  Base year inventory 12-31-20   1,600,000 

     LIFO layer in 2021   203,000 

    

Computation of LIFO ending inventory 12-31-21:   

    

 

 

Year 

LIFO layers 

(base year 

2020 costs) 

 

 

Index 

 

LIFO EI 

12-31-21 

 

2021 $203,000 1.22 $247,660 

 Base year 2020 1,600,000 1.00 1,600,000 

 $1,803,000       $1,847,660 

    

LIFO reserve: 12-31-21:    

     FIFO ending inventory $2,200,000   

     LIFO ending inventory 1,847,660   

          LIFO reserve $   352,340   

    

 

 

 

Entry on December 31, 2021: 

 

dr 

 

cr 

 

Cost of goods sold- LIFO adjustment 352,340  

                   LIFO reserve  352,340 

 

 

By converting from FIFO to LIFO in 2021,  income is reduced by $352,340 which represents the 

inflation on the inventory from 2020 to 2021. 
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Is the external index IPIC approach for LIFO authorized by GAAP? 

 

Yes. 

 

Although the FASB has not opined on the matter, the AICPA has offered non-authoritative guidance in 

its 1982 Issues Paper, Acceptability of "Simplified LIFO" for Financial Reporting Purposes. 

 

In the Issues Paper, the AICPA’s Accounting Standards Executive Committee (AcSEC) and its Task 

Force on LIFO Inventory Problems, stated the following:  

 

“Simplified LIFO using 100% of the external index should be considered 

acceptable for financial reporting purposes unless it is apparent that the external 

index structure and its application do not reflect the company's experience.”  

 

Companies, particularly those that are closely held, should consider converting to LIFO for 2021, 2022 

and 2023 years as inflation is likely to exist for several years. 

 

 

 

 

 

SAMPLE FINANCIAL STATEMENTS 

 

  

Example: 

Company XYZ Inc.  changes from FIFO to LIFO in 2021. 

Sample presentations and disclosures are found on the next page.  

LIFO impact in 2021 is $636,967. 

 

 

  



26 

 

 

CHAPTER 4: Current Developments- Accounting and Financial Reporting- 2022  

XYZ  INC. 

BALANCE SHEETS  

DECEMBER 31, 2021 AND 2020   

(SEE INDEPENDENT ACCOUNTANT’S REVIEW REPORT) 

 

 

ASSETS 

 

 2021  2020 

Current assets:    

Cash  $              39,811  $           111,281 

Accounts receivable- trade 11,723,092  8,277,582 

Inventories (net of LIFO adjustment: $(636,967 

in 2021 and $0 in 2020) 

 

5,488,899 

  

5,828,833 

Prepaid expenses and other current assets 126,646  160,726 

Equipment deposits 1,910,074  1,452,117 

Total current assets 19,288,522  15,830,539 

    

Plant and equipment:    

Cost 6,336,256  6,310,382 

Less accumulated depreciation 6,139,434  6,077,745 

Total plant and equipment 196,822  232,637 

    

Other assets:    

Notes receivable- stockholders 300,000  300,000 

   Customer lists 38,406  44,167 

   Tradenames 4,228  4,906 

   Agreement not to compete 73,568  85,035 

Total other assets 416,202  434,108 

    

 $        19,901,546          $       16,497,284         
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XYZ INC. 

STATEMENTS OF INCOME 

FOR THE YEARS ENDED DECEMBER 31, 2021 AND 2020 

(SEE INDEPENDENT ACCOUNTANT’S REVIEW REPORT) 

 
 

2021 

  

2020 

Net sales 
 

$       65,549,108        

  

$       56,497,558        

Cost of goods sold (net of LIFO adjustment: 

$(636,967) in 2021 and $(0) in 2020)  

 

 

53,562,647 

  

 

45,072,908 

Gross profit on sales 
 

11,986,461 

  

11,424,650 

 

Selling, general and administrative expenses 

 

11,031,230 

  

10,629,546 

 

Income from operations 

 

955,231 

  

795,104 

 

Other income: 

   

     Gain on extinguishment of debt 

     Other income 

1,502,145 

26,513 

 0 

13,500 

 1,528,658  13,500 

 

Net income before income taxes 

 

2,483,889 

  

808,604 

 

Income taxes  

 

305,950 

  

228,856 

 

Net income  

 

$          2,177,939             

  

$            579,748             

  



28 

 

 

CHAPTER 4: Current Developments- Accounting and Financial Reporting- 2022  

XYZ  INC. 

NOTES TO FINANCIAL STATEMENTS-  

DECEMBER 31, 2021 AND 2020 

(SEE INDEPENDENT ACCOUNTANT’S REVIEW REPORT) 

 

 

NOTE 2: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

 

Inventories: 

 

For year 2020, the Company values its inventories at lower of cost and net realizable value, using the 

first-in, first-out (FIFO) method.  

 

Effective January 1, 2021,  the Company changed its method to value its inventories to the last-in, 

first-out (LIFO) method, measured at the lower of cost or market value.  The change to LIFO was 

made to better match current production costs with revenue in an inflationary environment. The 

effect of the change was to reduce December 31, 2021 inventory by $636,967. 

 

NOTE 6: INVENTORIES 

 

Inventories consist of the following at December 31, 2021 and 2020: 

 

 2021  2020 

Inventories at FIFO lower of cost and net realizable 

value: 

   

Raw materials  $         547,914           $          522,235          

Finished goods 5,577,952  5,306,598 

 Inventory at FIFO 6,125,866  5,828,833 

LIFO adjustment (636,967)  0 

Inventories at LIFO lower of cost or market $       5,488,899        $       5,828,833       

 

The impact of using the last-in, first-out (LIFO) method to value inventories as compared with using the 

first-in, first-out (FIFO) method, was to decrease 2021 net income, net of taxes, by $462,9488, and 

decrease 2021 ending inventories by $636,967.   

 

 

  

 
8 $636,967 less 28% federal and state tax effect = $462,948. 
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NOTE 6: INVENTORIES   (continued) 

 

A comparison of 2021 net income computed using the LIFO method compared with net income had a 

FIFO method been used is summarized as follows: 

 

 
 

Year Ended December 31, 2021 

 
 

LIFO 

  

FIFO 

Net sales 
 

$       65,549,108        

  

$       65,549,108        

Cost of goods sold  
 

53,562,647 

  

52,925,680 

Gross profit on sales 
11,986,461  12,623,428 

Selling, general and administrative expenses 1,031,230  11,031,230 

Income from operations 955,231  1,592,198 

Other income      1,528,658  1,528,658 

Net income before income taxes 2,483,889  3,120,856 

Income taxes  305,950  479,969 

Net income  $          2,177,939              $         

2,640,8879            

 

 

 

 

  

 
9 $2,640,887 - $2,177,939 = $462,948 LIFO/FIFO effect. 
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XYZ  INC. 

SUPPLEMENTARY INFORMATION 

SCHEDULES OF COST OF GOODS SOLD 

FOR THE YEARS ENDED DECEMBER 31, 2021 AND 2020 

 
 

2021 

  

2020 

Material cost 
 

$       46,798,565 

  

$       38,594,020 

Direct labor 3,159,656  2,806,393 

Freight in 518,634  510,036 

Utilities 82,372  48,670 

Rent 802,379  914,819 

Depreciation 61,689  822,220 

Payroll tax expense 210,823  206,515 

401(k) plan- employer’s expense 72,123  61,181 

Health insurance 416,419  378,661 

Dental insurance 15,136  13,057 

Uniforms 28,731  24,842 

Insurance- workers compensation 71,865  60,692 

Electric expense 210,657  185,122 

Repairs and maintenance- machinery 81,389  92,615 

Repairs and maintenance- building  99,319  98,004 

Storage  101,728  101,728 

Production supplies 65,882  26,491 

Pallet expense 8,873  5,122 

Insurance- building 116,947  116,688 

Equipment rental 2,493  6,032 

    

Cost of goods sold- FIFO basis 52,925,680  45,072,908 

LIFO adjustment 636,967  0 

    

Cost of goods sold- LIFO basis $       53,562,647  $       45,072,908 
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E. Sustainability and ESG Standards Is a Hot Issue 
 

General 

 

Over the past decade,  there has been a shift in investor focus toward analysis of SEC company 

environmental, social, and corporate governance (ESG) risks as part of investment decision-making.  

 

Until the past few years, there was an ongoing clash between SEC companies and  environmental groups 

who sought to assert their influence on companies including sustainability (climate change) disclosures. 

On one side, the environmental groups  alleged that SEC companies were required to include 

sustainability (climate change) disclosures in their financial statements under existing SEC regulations, 

regardless of whether GAAP requires such disclosures.  On the other side, SEC companies considered  

sustainability  disclosures as a costly nuisance not required by  SEC regulations or GAAP standards. 

 

Most recently,  these adverse  points of view have converged into a more cooperative spirit for a few 

reasons: 

 

1. Environmental groups have become better organized and funded with the advent of the Sustainability 

Accounting Standards Board (SASB), and 

 

2. Companies now realized that  “green” can be profitable in terms of attracting new customers and 

possibility savings costs. 

 

3. Certain investment groups now consider sustainability risks as part of their investment decision 

making process. 

 

What has become obvious is that SEC companies are embracing sustainability to attract an ever-growing 

customer base that purchases goods and services only from environmentally conscious companies.  Now, 

many companies seek to appear to promote “green” products and services even if they do not believe in 

it.  Thus, the term “fake green” is commonly used by marketers who specialize in creating a sustainable 

brand for companies. Simply put, regardless of politics and belief,  appearing to be a green company 

may be profitable. 

 

Consider the following from surveys of consumers: 

 

1. 42% said they are willing to pay extra for products and services from companies that are committed 

to positive social and environmental impact (the percentage is 55% worldwide), an increase of 7% 

over the past three years.10 

 

2. 61% of corporate leaders believe that sustainability leads to market differentiation and improved 

financial performance.11 

 

The evolution of green terminology 

 

The terminology used as part of the “green” movement has evolved over time. 

 
10 Corporate social responsibility meets the bottom line, Nielsen 
11  McGraw Hill Construction, Green Trends Driving Growth 



32 

 

 

CHAPTER 4: Current Developments- Accounting and Financial Reporting- 2022  

Previously, the term “climate change” was used, and before that, “global warming.” 

 

Then, climate change was replaced by the term “sustainability”  which is defined as: 

 

“environmental, social and governance (ESG) dimensions of a company's operation 

and performance.”12 

 

Now,  the term “environmental, social and governance (ESG) criteria” is being used instead of the term 

sustainability.  

ESG is defined as: 

 

“A set of standards for a company’s operations that socially conscious investors use to 

screen potential investments. Environmental criteria consider how a company performs 

as a steward of nature. Social criteria examine how it manages relationships with 

employees, suppliers, customers, and the communities where it operates. Governance 

deals with a company’s leadership, executive pay, audits, internal controls, and 

shareholder rights.” 

 

Now, in 2020,  use of the term “ESG” is rampant among investment groups. 

 

SASB’s sustainability disclosures movement for SEC companies 

 

Prior to 2011, environmental groups had little success convincing SEC companies to include 

sustainability disclosures in their financial statements.  At that time, these groups lacked significant 

funding and credibility within the financial community. 

 

That all changes with the arrival of the SASB. 

 

The Sustainability Accounting Standards Board (SASB) was created with a goal to develop 

sustainability accounting standards that would "guide" SEC companies in disclosing material factors that 

the SEC requires companies to address in their filings. Unlike its predecessors,  the SASB is a well-

funded organization with impressive financial backing.  

 

According to the SASB, the Board is a non-profit organization funded by several private foundations. 

Some of its supporters include: 

 

• Bloomberg Philanthropies 

• Kresge Foundation 

• Rockefeller Foundation 

• FB Heron 

 

Thus,  the SASB is now considered a credible environmental group supported by corporate businesses 

and the investment community. For example, representatives from Blackrock, CALPERS (California 

Pension Fund), and others are an integral part of SASB. 

 

The SASB notes the following based on information published on its website (www.sasb.org): 

 
12  Sustainability Accounting Standards Board (SASB) 
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1. Through early 2022, SASB has developed sustainability accounting standards for more than 

80 industries in 10 sectors. 

 

2. SASB standards are designed for the disclosure of material sustainability issues in mandatory SEC 

filings, such as the Forms 10-K and 20-F. 

 

3. SASB is also an ANSI- accredited standards developer. Accreditation by ANSI signifies that SASB’s 

procedures to develop standards meet ANSI’s requirements for openness, balance, consensus, and 

due process. 

 

4. SASB is not affiliated with FASB, GASB, IASB or any other accounting standards boards. 

 

To date, the SASB has issued (voluntary and nonauthoritative) sustainability accounting standards for 

numerous industries that include: 

 

• Health care 

• Financials 

• Technology and communication 

• Non-renewable resources 

• Transportation 

• Services 

 

Two industries, in particular, have embraced sustainability for profit, as follows:   

 

• Construction industry 

• Hotel industry 

 

SEC company rules- sustainability (ESG) disclosures 

 

Does the SEC require disclosures of sustainability? 

 

Prior to 2021, the SEC’s guidance on sustainability (ESG) disclosures was limited to require disclosures 

only to the extent such disclosures fell within existing disclosure requirements found under SEC 

Regulation S-K and Regulation S-X.  Otherwise,  sustainability disclosures have been voluntary. 

 

In 201013 and 2016, the SEC issued guidance that offered recommendations on disclosing the risks of 

“climate change,” using existing SEC disclosure requirements. Thus, previously SEC guidance has fallen 

short of making specific formal sustainability (climate-change) disclosures. 

 

Therefore,  the only authoritative requirements for  an SEC company to include sustainability (ESG) 

disclosures in its financial filings has been found within the broader framework of disclosures required 

by SEC Regulations S-K and S-X. 

 
13 In February 2010, the SEC issued, Commission Guidance Regarding Disclosure Related to Climate Change, which 

provided public companies with interpretive guidance on existing SEC disclosure requirements for business or legal 

developments relating to the issue of climate change.  
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More specifically, when a public company is required to file a disclosure document with the SEC under 

SEC Regulation S-K and Regulation S-X,14 in addition to information expressly required to be filed, the 

company must disclose:  

 

“such further material information, if any, as may be necessary to make the required 

statements, in light of the circumstances under which they are made, not misleading.”    

 

Moreover, Regulation S-K requires companies to disclose issues as they relate to: 

 

Risk factors (Item 105): consisting of  material factors that make an investment in the 

registrant or offering speculative or risky. 

 

Thus,  in a broader sense, sustainability disclosures have been required by SEC companies only to the 

extent such a disclosure consists of: 

 

1. “Such further  material information”  that may be necessary to make the financial statements “not 

misleading,” and  

 

2. “Material factors” that make an investment in the company “speculative or risky.” 

 

Absent a sustainability issue satisfying one of the two categories of disclosures noted above,  no specific 

SEC standard has required an SEC company to include sustainability disclosures in its financial 

statements or other SEC filings. 

 

SEC 2020 amendments continue to recommend, but not require, sustainability disclosures 

 

In 2020, the SEC continued with its policy of recommending, but not requiring, specific sustainability 

disclosures within the existing disclosure framework.  

 

In November 2020, the SEC voted to finalize Modernization of Regulation S-K Items 101, 103, and 105, 

which reflects amendments to modernize, simplify, and enhance certain financial disclosure 

requirements in Regulation S-K that include: 

 

Item 101: Description of business  

Item 103:  Legal proceedings, and 

Item 105:  Risk factor disclosures. 

 

In combination, the SEC amendments: 

 

• Eliminate duplicative disclosures  

• Modernize and enhance MD&A disclosures for the benefit of investors, and 

• Simplify compliance efforts for registrants. 

• Shift to a “principles-based” disclosure based on materiality instead of “prescription-based” 

requirements. 

 

 
14  Regulation S-X deals with the form, content and requirements of financial statements issued by public companies. 
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Observation:  To date, sustainability disclosures have been voluntary, unless they fall within the broader  

risk factors (Item 503) disclosures found in Regulation S-K which requires disclosure of: 

 

Risk factors (Item 105): consisting of  material factors that make an investment in the registrant 

or offering speculative or risky. 

 

Yet, many investment groups, such as BlackRock and Calpers, now demand companies to include 

disclosures on sustainability that have been designed by the SASB standards. 

 

SEC and Biden administration are about to require ESG disclosures for SEC Companies- 2021 

and 2022  

 

Prior to 2020,  the SEC promoted a voluntary approach to disclosures involving environmental, social 

and governance (ESG) issues, that included sustainability disclosures.  The SEC’s approach had been to 

use the existing disclosure framework to address ESG disclosures. 

 

On December 1, 2020,  the SEC’s approach changed when a subcommittee of the SEC’s Asset 

Management Advisory Committee (AMCA) released recommendations to address ESG disclosures.  

 

Those recommendations include that the SEC should: 

 

1. Require the adoption of standards by which corporate issuers disclose material ESG risks  

 

2. Utilize standard setters’ (such as the FASB) frameworks to require disclosure of material ESG risks, 

and  

 

3. Require that material ESG risks be disclosed in a manner consistent with the presentation of other 

financial disclosures. 

 

Mandatory sustainability disclosures are coming in 2022  

 

The SEC has announced that the days of voluntary sustainability disclosures are about to end, and  

mandatory disclosures are coming for SEC companies. 

 

In July 2021, the SEC Chair Gary Gensler publicly stated that the SEC will propose a rule to require 

climate-related disclosures in public filings.  The SEC comments represent a critical step forward in the 

SEC’s growing focus on sustainability and climate matters over the past several years.  

 

GAAP rules for sustainability (ESG) disclosures- nonpublic entities 

 

Does GAAP require sustainability disclosures for nonpublic entities? 

 

As previously discussed,  for public companies, SEC regulations recommend, but do not specifically 

require, sustainability (ESG) disclosures.  Such disclosures are required only to the extent they align 

within the generic risk and other disclosures required by Regulation S-K and SEC regulations.     

 

But,  sometime in 2022,  the SEC is planning to issue regulations to require SEC companies to include 

sustainability (ESG) disclosures. 
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With respect to non-public entities: 

 

1. Regulation S-K and SEC regulations do not apply to nonpublic entities.   

 

2. Any requirement to disclose sustainability (ESG) information in nonpublic company financial 

statements only exists to the extent it can be found in GAAP. 

 

In general,  under GAAP,  sustainability (ESG) disclosures would be required for nonpublic entities only 

to the extent such information satisfies the requirements to disclose risks and uncertainties under ASC 

275, Risks and Uncertainties.  Absent coming under the scope of ASC 275,  sustainability (ESG) 

disclosures are not required under GAAP and, therefore, not applicable to nonpublic entities. 

 

GAAP’s current vulnerability due to certain concentrations disclosure and climate/sustainability 

risk 

 

The GAAP rules for disclosing risks and uncertainties are found in ASC 275, Risks and Uncertainties,  

and apply to all companies. 

 

ASC 275 requires that reporting entities shall make disclosures in their financial statements about the 

risks and uncertainties existing as of the date of those statements in the following areas: 

 

1. Nature of operations 

2. Use of estimates in the preparation of financial statements 

3. Certain significant estimates 

4. Current vulnerability due to certain concentrations. 

 

ASC 275’s disclosure requirements do not encompass risks and uncertainties that might be associated 

with any of the following: 

 

1. Management or key personnel 

2. Proposed changes in government regulations 

3. Proposed changes in accounting principles 

4. Deficiencies in the internal control structure 

5. The possible effects of acts of God, war, or sudden catastrophes. 

 

Out of the four disclosures required for risks and uncertainties, the only one that could require a 

nonpublic entity to make general climate change disclosures would be the disclosure about the ”current 

vulnerability due to certain concentrations.” 

 

ASC 275 states that the vulnerability from concentrations arises because an entity is exposed to risk of 

loss greater than it would have, had it mitigated its risk through diversification.  

 

Financial statements shall disclose the concentrations if, based on information known to management 

before the financial statements are issued or are available to be issued, all of the following criteria are 

met: 

 

1. The concentration exists at the date of the financial statements. 



37 

 

 

CHAPTER 4: Current Developments- Accounting and Financial Reporting- 2022  

 

2. The concentration makes the entity vulnerable to the risk of a near-term severe impact. 

 

3. It is at least reasonably possible that the events that could cause the severe impact will occur in the 

near term. 

 

In order for there to be a concentration that exposes an entity to a near-term severe impact, it must be at 

least reasonably possible that such a severe impact will occur in the near term. 

 

Concentrations can fall into the following categories, among others: 

 

1. Concentrations in the volume of business transacted with a particular customer, supplier, lender, 

grantor, or contributor. 

 

2. Concentrations in revenue from particular products, services, or fund-raising events. 

 

3. Concentrations in the available sources of supply of materials, labor, or services, or of licenses or 

other rights used in the entity's operations. 

 

4. Concentrations in the market or geographic area in which an entity conducts its operations. 

 

ASC 275 defines near term, and severe impact as the following: 

 

Near term: is defined as a period of time not to exceed one year from the date of the financial 

statements. 

 

Severe impact: is defined as a significant financially disruptive effect on the normal func-

tioning of an entity. Severe impact is a higher threshold than material. Matters that are 

important enough to influence a user's decisions are deemed to be material, yet they may not 

be so significant as to disrupt the normal functioning of the entity. 

 

Therefore, a concentration of a risk might require disclosure if  it is reasonably possible that the 

concentration  would result in a severe impact on the company within one year.  Any risk outside one 

year does not require disclosure. 

 

So, do the concentration of risk rules under ASC 275 require a nonpublic company to make general 

risk disclosures about sustainability (climate change)? 

 

The author believes there is no concentration of risk that requires disclosure pertaining to sustainability 

(climate change) or overall climate risk for two reasons: 

 

1. Using today as a snapshot in time, nonpublic companies are not required to make sustainability 

disclosures unless it is reasonably possible that the climate change risk could expose the company to 

a near-term (one year or less) severe impact on its operations. In most cases, such a risk does not 

exist within one year from the balance sheet date.  

 

2. Even if there were a climate change issue that exposes a company to risk within one year, the 

disclosure is still not required under the “acts of God, war, or sudden catastrophes” exclusion. 
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ASC 275’s disclosure requirements do not apply to risks and uncertainties that might be associated 

with any of the following: 

 

a. Management or key personnel 

b. Proposed changes in government regulations 

c. Proposed changes in accounting principles 

d. Deficiencies in the internal control structure 

e. The possible effects of acts of God, war, or sudden catastrophes. 

 

Notice that the fifth exception is a concentration related to “the possible effects of acts of God, war, or 

sudden catastrophes.” There is an argument that sustainability (ESG or climate change), if any, is an act 

of God for which GAAP’s ASC 275 risk and uncertainties disclosures do not apply. 

 

In conclusion, it is doubtful that a  sustainability (ESG or climate change) disclosure under ASC 275 is 

required for a nonpublic entity unless it can be demonstrated that there is a concentration from  

sustainability (climate change) that existed at the balance sheet date,  and it is reasonably possible that 

the risk from the concentration could cause a severe impact on the company’s operations within one year 

from the balance sheet date. Given that sustainability issues are gradual, risks, if any, from sustainability,  

would likely affect a company beyond one year from the balance sheet thereby making the disclosures 

in ASC 275 moot.  

 

What is the future of climate change (sustainability) disclosures? 

 

SEC companies will continue to be under pressure from investors and environmental groups to expand 

their sustainability (ESG) disclosures. Most SEC companies have accepted the inevitability of these 

disclosures and have developed them as part of a broader sustainability “green” policy and marketing 

plan.  

 

As for nonpublic entities, the FASB does not have a specific project in the works that would require 

disclosures of sustainability and environmental issues.   

 

F. Post-Implementation Update on Revenue Recognition Standard 

 
General 

 

The new revenue standard found in ASU 2014-09, Revenue from Contracts with Customers (Topic 606),  

was implemented by nonpublic entities in 1999 and 2020. 

 

Since its issuance,  nonpublic entities have had to deal with the arduous task of not only dealing with the 

revenue recognition changes required by the standard,  but just as important,  the extensive disclosures 

that must be added to 1999, 2020 and 2021 financial statements. 

 

In many instances,  a nonpublic entity may have no substantive change to the way in which it recognizes 

revenue.  But,  it will still be required to deal with the disclosures which are tedious and time consuming. 
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In this section, the author provides a brief overview of the standard,  followed by a focus on the disclosure  

requirements of the standard. 

 

Overview of changes to the revenue standard made by ASU 2014-09 

 

ASU 2014-09 and related subsequent amendments do the following: 

 

1. Create a new ASC Topic 606, Revenue from Contracts with Customers. 

 

2. Supersede the revenue recognition requirements in ASC 605, Revenue Recognition, and most 

industry-specific guidance.  

 

3. Supersede some cost guidance included in Subtopic 605-35, Revenue Recognition-Construction-

Type and Production-Type Contracts.  

 

4. Amend other miscellaneous GAAP related to specialized revenue recognition standards. 

 

Core principle of the new revenue model 

 

The core principle of ASU 2014-09 is: 

 

"An entity recognizes revenue to depict the transfer of promised goods or services to 

customers in an amount that reflects the consideration to which the entity expects to be 

entitled in exchange for those goods or services."  

  

1. An entity recognizes revenue in accordance with the core principle by applying the following five 

steps:  

 

Step 1: Identify the contract(s) with a customer.  

Step 2: Identify the performance obligations in the contract.  

Step 3: Determine the transaction price.  

Step 4: Allocate the transaction price to the performance obligations in the contract.  

Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation.  

 

2. An entity applies the guidance in ASU 2014-09 to all contracts with customers, except the following, 

which are exempt from the application of ASU 2014-09: 

 

a. Lease contracts within the scope of ASC 840, Leases.  

 

b. Insurance contracts within the scope of ASC 944, Financial Services-Insurance. 

  

c. Financial instruments and other contractual rights or obligations within the scope of certain ASC 

Topics. 

 

d. Guarantees (other than product or service warranties) within the scope of ASC 460, Guarantees. 

  

e. Nonmonetary exchanges between entities in the same line of business to facilitate sales to 

customers or potential customers.   
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Key elements to consider in the new revenue standard 

 

The new standard has numerous key changes that are beyond the scope of this course.  Following are 

some of the key provisions to consider: 

 

1. As part of Step 3 (determining the transaction price), an entity is required to estimate the total amount 

of variable consideration to which an entity will be entitled and recognize it overtime using either 

the expected value method or most likely amount method: 

 

a. Expected value method: The expected value is the sum of probability-weighted amounts in a 

range of possible consideration amounts. An expected value may be an appropriate estimate of 

the transaction price if an entity has a large number of contracts with similar characteristics.  

 

b. Most likely amount method: This  amount is the single most likely amount in a range of possible 

consideration amounts (that is, the single most likely outcome of the contract). The most likely 

amount may be an appropriate estimate of the transaction price if the contract has only two 

possible outcomes (for example, an entity either achieves a performance bonus, or, does not). 

  

2. Revenue is recognized either over time or at a point in time depending on achieving certain criteria. 

 

a. The general rule is that if a performance obligation is not satisfied over time,  it is satisfied at a 

point in time. 

 

b. Companies with traditional long-term contracts (such as percentage of completion method) will 

be required to evaluate whether it still qualifies to recognize revenue over time or at a point in 

time. 

 

c. Companies that qualify to recognize revenue over time are permitted to use numerous input and 

output methods to allocate revenue that are not limited to the traditional percentage of costs 

approach. 

 

3. For companies that grant customers the right to return a product, companies are required to set up an 

allowance for refunds at the point of sale in the form of recording a liability and asset for the 

estimated returns. 

 

4. Companies are required to more closely consider whether revenue should be recorded gross (as a 

principal) or net (as an agent or broker). 

 

5. ASU 2014-09 provides guidance on other matters including: 

 

a. Non-Refundable Upfront Fees Received 

b. Warranties 

c. Bill and Hold Arrangements 

d. Consignment Arrangements 

e. Licensing Arrangements 

f. Variable consideration revenue 
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6. Costs to fulfill a contract (such as commissions) must be capitalized as an asset and amortized to 

expense as the underlying revenue is recognized. 

 

Disclosures required for nonpublic entities under the revenue standard 

 

Companies are required to include significant disclosures including those related to: 

 

1. Contracts with customers 

2. Disaggregation of revenue (nonpublic optional) 

3. Contract balances 

4. Performance obligations 

5. Transaction price allocated to the remaining performance obligations 

6. Significant judgments in the application of the guidance of ASC 606 

7. Determining the timing of satisfaction of performance obligations 

8. Determining the transaction price and the amounts allocated to the performance obligations 

 

ASC 606 exempts nonpublic entities from many of its arduous disclosures. 

 

Following are the disclosures required for nonpublic entities in the  Summary of Disclosures Required 

by ASC 606 Nonpublic Entities Only,  followed by Example 1. The Disclosure Code in the right column 

of the Summary is linked to the Example 1 disclosure so that the reader can understand how the sample 

disclosure coincides with the required disclosures for nonpublic entities in ASC 606. 
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Summary of Disclosures Required by ASC 606 

Nonpublic Entities Only 

 

 

Description of Disclosure Required for Nonpublic Entities 

 

Example 1 

Disclosure 

Code 

Contracts with Customers  

1. Revenue recognized from contracts with customers, which the entity shall disclose separately 

from its other sources of revenue.  

 

Note: This requirement can be achieved by presenting revenue on the statement of income 

separately from other sources of revenue.  Thus, a separate footnote disclosure is unnecessary.   

 

 

2. Any impairment losses recognized (in accordance with ASC 310, Receivables) on any 

receivables or contract assets arising from an entity’s contracts with customers, which the 

entity shall disclose separately from impairment losses from other contracts.  

 

 

Disaggregation of Revenue – Modifications for Nonpublic Entities  

1. Revenue disaggregated according to the timing of transfer of goods or services (for example, 

revenue from goods or services transferred to customers at a point in time and revenue from 

goods or services transferred to customers over time).   

 

2. Qualitative information about how economic factors (such as type of customer, geographical 

location of customers, and type of contract) affect the nature, amount, timing, and uncertainty 

of revenue and cash flows.  

 

A 

Contract Balances   

1. The opening and closing balances of receivables, contract assets, and contract liabilities from 

contracts with customers, if not otherwise separately presented or disclosed.  

 

B 

Performance Obligations  

1. An entity shall disclose information about its performance obligations in contracts with 

customers, including a description of all of the following: 

 

C 

a. When the entity typically satisfies its performance obligations (for example, upon 

shipment, upon delivery, as services are rendered, or upon completion of service) 

including when performance obligations are satisfied in a bill-and-hold arrangement  

 

C 

b. The significant payment terms (for example, when payment typically is due, whether the 

contract has a significant financing component, whether the consideration amount is 

variable, and whether the estimate of variable consideration is typically constrained  

 

C 

c. The nature of the goods or services that the entity has promised to transfer, highlighting 

any performance obligations to arrange for another party to transfer goods or services 

(that is, if the entity is acting as an agent)  

 

C 

d. Obligations for returns, refunds, and other similar obligations  

 

C 
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Description of Disclosure Required for Nonpublic Entities 

 

Example 1 

Disclosure 

Code 

e. Types of warranties and related obligations.  

 

C 

2. For performance obligations that an entity satisfies over time, an entity shall disclose the 

following:  

 

a. The methods used to recognize revenue (for example, a description of the output 

methods or input methods used and how those methods are applied)  

 

 

 

 

C 

3. Disclose information about the methods, inputs, and assumptions used for the following:  

 

 

a. Assessing whether an estimate of variable consideration is constrained  

 

D 

Election to Exclude  Taxes Assessed (including sales tax)  

1. An entity may make an accounting policy election to exclude from the measurement of the 

transaction price all taxes assessed by a governmental authority that are both: 

 

a. Imposed on and concurrent with a specific revenue producing transaction, and  

 

b. Collected by the entity from a customer  

 

2. An entity that makes this election shall comply with the applicable accounting policy 

guidance, including the disclosure requirements.  There is no requirement under the election 

to disclose the amount of taxes withheld and paid to taxing authorities. 

 

E 

Capitalized Contract Costs  

1. Per ASC 340-40-50-2 and 50-3, Other Assets and Deferred Costs, the following disclosures 

are required for costs capitalized related to contracts with customers. 

 

a. The judgments made in determining the amount of costs to obtain or fulfilling a contract 

with a customer, and  

 

b. The method it used to determine the amortization for each reporting period. 

 

c. The closing balances of assets recognized from the costs incurred to obtain or fulfill a 

contract with a customer, by main category of asset (such as  costs to obtain contracts 

with customers,  precontract costs, and setup costs). 

 

d. The amount of any amortization costs and impairment losses recognized in the reporting 

period.   

 

F 

Election to Account for Shipping and Handling Costs as Part of Activities  

1. An entity may make an election to account for shipping and handling as part of the activities 

to fulfill the promise to transfer the good (e.g., account for the costs as a fulfillment cost).  

 

2. An entity that makes this accounting policy election shall disclosure the policy.   

 

G 
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Example 1:  Nonpublic Company Disclosures 

 

Company X, a nonpublic entity, is a plumbing supply and installation company. 

 

X generates revenue from several sources: 

 

• Sales of plumbing supplies and products to retail customers 

• Sales of service contracts to retail customers 

• Installation sales and service to wholesale contractors and real estate developers 

 

Revenue is generated at a point in time (retail sales) and over time (service contracts and installation 

sales). 

 

Company X offers rebates (variable consideration) to installation customers and permits returns of good 

by its retail customers, both recorded as a refund liability. 

 

Company X capitalizes costs to obtain and fulfill contracts with customers. 

 

Conclusion: 

 

Following are sample disclosures of Company X (a non-public entity),  pertaining to this fact pattern: 

 

• Disaggregation of Revenue  

• Contract Balances  

• Performance Obligations  

• Election to Exclude Taxes Assessed (including sales tax) 

• Capitalized Contract Costs 

• Election to Account for Shipping and Handling Costs as Part of Activities 

 

[Please see the codes identified in each of the following disclosures that link to the “Summary of 

Disclosures” chart previously presented]. 
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Company X 

Notes to Financial Statements 

December 31, 20X2 and 20X1 

 

NOTE 1: Nature of Business 

 

The Company is a retail plumbing supply provider, and plumbing installation wholesaler.  Sales are generated 

principally from three sources consisting of retail sales of plumbing supplies to retail customers, sale of service 

contracts to retail customers, and plumbing installation services sold to contractors and real estate developers.  

 

NOTE 2: Summary of Significant Accounting Policies 

 

Revenue:  

 

Revenue is derived from several sources; sales of plumbing supplies and products principally to retail 

customers, sales of service contracts  to retail customers, and wholesale sales of plumbing installations to 

contractors and real estate developers. 

 

Sales tax: 

 

The Company is required to collect, on behalf of certain states, sales tax based on a percentage of  qualifying 

sales. The company’s policy is to exclude sales taxes from the transaction price of all revenue when collected, 

and from expenses when paid. Instead, the company records the collection and payment of sales taxes through 

a liability account.    [E] 

 

Capitalized contract costs: 

 

The Company’s policy is to capitalize commissions and other direct costs representing incremental costs to 

obtain and fulfill customer contracts.  Costs capitalized are amortized on a straight-line basis over the life of 

the customer contract.  Costs attributable to contracts with a life of one year or less, and costs that are not 

directly related to customer contracts, are expensed as incurred. At December 31, 20X2,  capitalized contract 

costs presented as a long-term asset on the balance sheet were $400,000, consisting of  costs to obtain contracts 

of $250,000 and costs to fulfill contracts of $150,000.  In 20X2,  amortization expense related to the costs 

capitalized was $200,000 and is included in sales and marketing expense.  [F] 

          

Shipping and handling expenses: [G] 

 

Effective January 1, 20X2,  the Company made an accounting policy election to include all shipping and 

handling activities as part of the underlying promise to transfer goods to customers, and not to treat them as a 

separate performance obligation.  In making this  election,  no portion of revenue received from customers is 

allocated to shipping and handling activities. All shipping and handling costs are classified as fulfilment costs.   

 

NOTE 3: Disaggregation of Revenue  [A] 

 

Revenue, disaggregated by timing of transfer of goods and services follows: 

 20X2 20X1 

Revenue recognized based on goods and services transferred to   

   customers at a point in time 

 

$XX 

 

$XX 

Revenue recognized based on goods and services transferred over time XX XX 

 $XX $XX 
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Revenue recognized at a point in time includes sales of goods to retail customers located nationwide. Sales to 

these customers are typically recognized at the date at which control of the goods transfers to the customer. 

Typically, control is deemed to transfer at the date at which the goods are shipped, title has passed to the 

customer and the customer accepts the goods. 

 

Revenue recognized over time consist of sales of service contracts sold to retail customers who also purchase 

the underlying goods from the company.  In addition, a portion of revenue recognized over time consists of 

larger, wholesale installation contracts with contractors and real estate developers.  Revenue is recognized over 

time as control of the service transfers to the customer, which is typically the life of the service contract or the 

installation period.  

 

NOTE 4: Contract Balances  [B] 

 

The Company records contract assets and liabilities, receivables and refund liabilities, related to customer 

contracts. 

 

Contract assets consist of the Company’s right to payment from customers for goods or services that have been 

provided to those customer, with the right to collection conditional on something other than the passage of time.  

 

Contract liabilities consist of the Company’s obligations to transfer goods or services to customers for which 

the Company has received consideration from customers, including advance payments received from customers 

for future goods and services.  

 

In addition to contract assets, the Company records receivables representative of the Company’s unconditional 

right to payment. 

 

The Company records a refund liability for a portion of consideration received from its retail and wholesale 

customers that the Company expects to refund for returns, allowances, rebates and incentive programs. 

 

A summary of the balances of contract assets, contract receivables,  receivables and refund liabilities at 

December 31, 20X2 and 20X1 follows:   

 

 December 31, 

Assets (Liabilities) 20X2 20X1 

 

Contract assets $XX $XX 

Contract liabilities (XX) (XX) 

Receivables from customers  XX XX 

Refund liabilities (XX) (XX) 

 

 

NOTE 5: Performance Obligations  [C and A] 

 

A summary and description of performance obligations in contracts with customers following: 

 

Retail sales of plumbing supplies:  

With respect to retail sales of plumbing supplies and products to retail customers, revenue is recognized at a 

point in time, when control of the goods transfers to the customer in an amount that reflects the consideration 

the company expect to be entitled to in exchange for those products. Typically, control is deemed to transfer at 

the date at which the goods are shipped, title has passed to the customer and the customer accepts the goods.  
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In connection with retail plumbing supply sales, customers pay at the time the order is placed.    

 

The Company offers a return policy in the form of a merchandise credit, for retail customers who return 

purchased plumbing supplies intact within 30 days. At the time of a retail sales,  the Company records a percent 

of sales as a refund liability to reflect returns expected, with the recording of a corresponding returns asset for 

the cost of the goods expected to be returned.    

 

Retail customers have the option to purchase an extended manufacturer warranty contract directly  from the 

plumbing supply manufacturers, at an additional cost. The Company has no  involvement in these extended 

product warranties.  

 

Retail sales of service contracts: 

Revenue related to retail customer service contracts is recognized over time evenly on a straight-line basis, as 

control transfers to the retail customer over the life of the service contract which is from one to three years, 

depending on the contract. In exchange for advance payment by retail customers, the Company provides 

customers plumbing services on call for the duration of the service contract. In connection with the sale of retail 

service contracts, customers pay in advance at the time each service contract is executed. There is no right to 

termination of the service contracts once executed.   

 

Wholesale plumbing installation services: 

For wholesale plumbing installations services, revenue is recognized over time as control of the service transfers 

to the customer, which is typically throughout the life of the installation contract period.  The Company uses a 

cost-based input method to recognize revenue over time, which reasonably measures progress toward complete 

satisfaction of the performance obligation.  Using the cost-based input method,  revenue is recognized based 

on the ratio of actual contract costs to date, as a percentage of estimated total costs.  Costs used in the formula 

generally include direct costs to fulfill a contract. 

 

In connection with wholesale plumbing installation services sales, in the normal course of business, the 

Company grants credit to its contractor and real estate developer customers ranging from 30 to 60 days, 

depending on the financial strength of each customer. In general, revenue recognized does not  have a significant 

financing component because payment terms are relative short.  From time to time,  the Company receives 

payments from contractors and real estate developer customers in advance of the Company providing goods 

and services These amounts are recorded as contract liabilities until the goods and services are provided to the 

customer and revenue is recognized. 

 

Variable consideration: [D] 

For selected high-volume contractors and real estate developers, the company gives a retroactive rebate if those 

customers achieve a cumulative volume of installation sales.  The rebate is variable consideration which reduces 

revenue and is credited to the customer once the customer achieves a predetermined the level of sales activity.  

 

The company estimates the amount of rebate as a reduction in revenue, using the mostly likely amount method, 

under which the amount of the rebate recorded as a reduction in revenue is the single most likely amount within 

a range of possible amounts.  The estimated amount of rebates is included as a reduction in revenue to the extent 

it is probable that a significant reversal of revenue recorded will not occur when the actual rebate is earned and 

resolved.  

 

-End of disclosure- 
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Observation: ASC 606 requires an entity to disclose the opening and closing balances of receivables, 

contract assets, and contract liabilities with customers, if not otherwise separately presented or disclosed.  

In the previous disclosure,  the Author expands upon the minimum information that is required by ASC 

606. First, there is no requirement to define contract assets, contract liabilities, receivables and refund 

liabilities.  Yet, the Author has included definitions to make the information more meaningful to the 

user. Second, there is no requirement to include refund liabilities in the disclosure as the disclosure is 

limited to contract assets, contract liabilities, and receivables.  The Author suggests including refund 

liabilities in the disclosure because they are integral to the other asset and liability components.  Third,  

the disclosure of assets and liabilities is not required at all if the components are otherwise presented 

elsewhere such as in the case where they are separately presented on the balance sheet. 

 

G. FASB Move to Amortize Goodwill Again 
 

General 

 

For the past 22 years, public companies have been precluded from amortizing goodwill.   

 

Instead, public companies must retain goodwill on their balance sheets at acquisition cost, and perform 

an annual test for impairment.    

 

Prior to existing GAAP,  companies were required to amortize goodwill  over a maximum of 40 years 

on a straight-line basis under old APB 17, Intangible Assets.   

 

Then, in the late 1990s,  SEC companies and their investors pushed the FASB to change to the current 

model of not amortizing goodwill. The argument supporting the current non-amortization model is that: 

 

1. Goodwill is not a depleting asset and, instead, is one that grows as an entity creates excess earnings, 

and 
 

2. Companies only record acquired goodwill and are not permitted to recognize internally generated 

goodwill. Therefore, companies have a significant amount of internally generated goodwill that is 

not recorded resulting in overall goodwill being understated on the balance sheet. 
 

Existing GAAP for goodwill 

 

The existing accounting rules for goodwill are found in ASC 350: Intangibles: Goodwill and Other, 

which offers two options to account for goodwill: 

 

1. Apply the general model- available for all companies:   

 

a. Goodwill is not amortized  

 

b. An annual impairment test is performed using a one-step approach 

 

c. Qualitative factors (triggering events) may be considered as a precursor to performing the one-

step impairment test, and 
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d. An impairment test at interim is required if there is a triggering event. 

 

2. Private-company alternative: Election available to private (nonpublic) companies only: 

 

a. Goodwill is amortized over a maximum of 10 years on a straight-line basis, and 

 

b. An annual impairment test is not performed unless there is a triggering event. 

 

Note: The private company alternative is not available to SEC companies.  Instead,  SEC companies 

must follow the general rule of not amortizing goodwill and testing goodwill for impairment 

annually. 

 

What those who support the current model do not consider is the extensive cost that companies must 

expend to comply with the annual goodwill impairment test requirement. 

 

Although private (nonpublic) entities and not-for-profit entities are permitted to make an accounting 

alternative election to amortization goodwill over 10 years and avoid the tedious and costly annual 

impairment test, this option is not available to SEC companies. 

 

Recent FASB proposal to change goodwill model 

 

Recently, the FASB has reconsidered whether to permit all companies to start amortizing goodwill again.   

 

Consider the following facts:  

 

1. There is a record amount of approximately $5.5 trillion of goodwill on the balance sheets of U.S. 

public companies, driven by a significant amount of mergers and acquisitions activity in recent 

years.15 

 

2. S&P 500 companies had $3 trillion of goodwill on their balance sheets representing 9% of their total 

assets and 42% of total equity.16 
 

3. Companies are spending significant time and costs performing their annual goodwill impairment test 

even if there is no indication of a required impairment writedown.  
 

Although the FASB has attempted to simplify the annual impairment test by permitting an initial 

qualitative assessment, and moving from a two- to a one-step approach,  the underlying test has as its 

base a measurement based on fair value. 

 

Status of the FASB reconsideration of goodwill 

 

In July 2019, the FASB issued an invitation to comment letter entitled “Identifiable Assets and 

Subsequent Account for Goodwill.” 

 

In the letter, the FASB sought information on the following: 

 
15 Wall Street Journal,  January 22, 2020 
16  Calcbench, Tracking Performance of Past Acquisitions, February 2019 
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1. Whether to change the subsequent accounting for goodwill  (amortize or not amortize). 
 

2. Whether to modify the recognition of intangible assets in a business combination. 
 

3. Whether to add or change disclosures about goodwill and intangible assets. 
 

4. Information on the comparability and scope of goodwill issues.  
 

Investors and companies are divided as to whether the accounting for goodwill should be changed.  With 

the extensive amount of assets at stake could with the  pressure from both sides of the issue,  it will take 

some time for the FASB to consider a change in the existing amortization model. 

 

Update by FASB Board- February 1, 2022- goodwill amortization 

 

At its various meetings through February 1, 2022, the FASB Board has discussed the FASB staff’s 

research and analysis on goodwill amortization periods and methods for an impairment-with-

amortization model, as well as evolving amortization models in which the subsequent accounting for 

goodwill changes over time.  

 

The FASB Board has decided that the new goodwill model will have the following elements: 

 

1. An entity should amortize goodwill on a straight-line basis; an evolving amortization model would 

not be permitted.  

 

2. An entity should amortize goodwill over a 10-year default period, unless an entity elects and justifies 

another amortization period based on the facts and circumstances of the acquisition.  

 

3. An entity that elects another amortization period would be subject to a cap.  

 

4. An entity would not be required to reassess the amortization period.  

 

The FASB Board directed staff to perform additional research and outreach relating to:  

 

1. Factors and criteria that would justify deviation from the default amortization period  

 

2. How the factors to consider for the amortization period and the criteria to justify a deviation would 

interact with the specifics of a cap. 

 

As of March  2022,  the FASB board is in initial deliberations on the goodwill project which will likely 

extend until 2023. 
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H. Risk of Unrecorded Sales Tax Liabilities- Wayfair Decision 
 

Companies must become aware of their risk of not collecting and unrecorded sales tax with respect to 

sales made to customers in other states. 

 

In June 2018, the U.S. Supreme Court ruled in South Dakota v. Wayfair that: 

 

1. States can require businesses without a physical presence in the state to pay sales tax on transactions 

in the state.   

 

2. Businesses covered by this requirement are those with more than 200 transaction or $100,000 of in-

state sales collected in that state.    

 

3. The Wayfair decision supersedes the physical presence requirement for charging sales tax that was 

established in Quill v. North Dakota (1992).  

 

For many businesses,  the Wayfair decision could result in unanticipated sales tax liabilities if businesses 

are not paying attention.  A company could be exposed to paying sales tax to two states on the same 

sales for the same year, particularly if the statute of limitations for receiving a refund on sales tax expires.   

 

Observation: In theory,  a company should be liable to pay sales tax to  a single state on one particular 

transaction. However, there are instances in which an entity could pay a tax twice to two different states 

on the same sales transaction, particularly in light of the Wayfair decision.   

 

Example 1: An entity collects and pays a sales tax to Massachusetts for a 20X1 sale to Customer X.  In 

20X5, after the statute of limitation for refund expires in Massachusetts,  the state of Rhode Island 

assesses that company for sales tax on the 20X1 Customer X sale,  based on the Wayfair decision. The 

company pays the Rhode Island sales tax but is precluded from obtaining a refund of the 20X1 sales tax 

it paid to Massachusetts as the statute of limitations for refunds has expired. 

 

Example 2: An entity is located in a no-sales tax state and does not collect any sales tax on sales to other 

states. The entity receives a sales tax assessment from a neighboring state based on the Wayfair decision. 

The entity has an unrecorded liability for the sales tax assessment. 

 

Companies must review the Wayfair decision and determine whether they have properly collected and  

recorded sales tax liability on sales to states in which they have no physical presence.   
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I. ASU 2018-17: Consolidation (Topic 810): Targeted Improvements to Related 

Party Guidance for Variable Interest Entities 

 
Issued: October 2018 

  

Effective date: ASU 2018-17 is effective as follows: 

 

For entities other than private companies, the amendments in ASU 2018-17 are effective for fiscal years 

beginning after December 15, 2019, and interim periods within those fiscal years.  

 

The amendments in this ASU are effective for a private company for fiscal years beginning after 

December 15, 2020 (calendar 2021), and interim periods within fiscal years beginning after December 

15, 2021.  

 

All entities are required to apply the amendments in ASU 2018-17 retrospectively with a cumulative-

effect adjustment, if any, to retained earnings at the beginning of the earliest period presented.  

 

Early adoption is permitted.    

 

Objective: The objective of ASU 2018-17 is to amend the variable interest entity (VIE) rules to: a) 

permit a private company to elect not to apply the variable interest entity rules in certain instances where 

there is common control, and b) address other issues related to fees paid to a decision maker and service 

provider.    

 

Background: Under existing  U.S. GAAP, a reporting entity is required to consolidate an entity in which 

it has a controlling financial interest. GAAP has two models for assessing whether there is a controlling 

financial interest: the voting-interest model and the variable interest entity (VIE) model.  

 

1. Voting-interest model: Under the voting-interest model, a controlling financial interest exists if there 

is ownership of more than 50% of an entity’s voting interests.  

 

2. VIE model: Under the VIE model, a reporting entity has a controlling financial interest in a variable 

interest entity (VIE) and consolidates that VIE into its financial statements when it has both:  

 
a. The power to direct the VIE's activities that most significantly affect the economic performance 

of the VIE, and  

 
b. The obligation to absorb the VIE's losses or the right to receive benefits of the VIE that could 

potentially be significant to the VIE.  

 

The VIE model was introduced to GAAP by the issuance of FASB Interpretation No. 46R, Consolidation 

of Variable Interest Entities (FIN 46R), now part of ASC 810, Consolidations.  

 

Under the VIE model, a reporting entity must determine whether it has a variable interest in a VIE (e.g., 

form of support), and whether the entity being evaluated is a VIE. Thus, under the VIE model, a reporting 

entity may be required to consolidate a VIE even though it has no direct ownership in the VIE. 
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With respect to nonpublic (private) companies, a common situation in which the VIE model applies is 

where there is a related-party lease involving an operating company lessee and a real estate lessor.  In 

such a situation, the VIE model rules require the operating company lessee to consolidate the real estate 

lessor if certain criteria are met:  

 

1. First, the real estate lessor must be a variable interest entity (VIE).  

 

2. Second, the operating company lessee must have a variable interest in the VIE, which is a form of 

support.  

 

3. Third, the operating company lessee must be considered the primary beneficiary (defacto parent) of 

the VIE. 

 

For private (non-public entities), the most common VIE structure consists of the related-party leasing 

arrangement which is illustrated in the following chart: 
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Definitions used in ASU 2018-17: 

 

Legal Entity: A legal entity includes any legal structure used to conduct activities or to hold assets. 

Some examples of such structures are corporations, partnerships, limited liability companies, grantor 

trusts, and other trusts. 

 

Private Company: An entity, other than a public business entity, a not-for-profit entity, or an 

employee benefit plan on plan accounting.17 

 

Public Business Entity: A public business entity is a business entity meeting any one of the criteria 

below. Neither a not-for-profit entity nor an employee benefit plan is a business entity. 

 

1. It is required by the U.S. Securities and Exchange Commission (SEC) to file or furnish financial 

statements or does file or furnish financial statements (including voluntary filers), with the SEC 

(including other entities whose financial statements or financial information are required to be or 

are included in a filing). 

 

2. It is required by the Securities Exchange Act of 1934 (the Act), as amended, or rules or 

regulations promulgated under the Act, to file or furnish financial statements with a regulatory 

agency other than the SEC. 

 

3. It is required to file or furnish financial statements with a foreign or domestic regulatory agency 

in preparation for the sale of, or for purposes of issuing securities that are not subject to 

contractual restrictions on transfer. 

 

4. It has issued, or is a conduit bond obligor for, securities that are traded, listed, or quoted on an 

exchange or an over-the-counter market. 

 

5. It has one or more securities that are not subject to contractual restrictions on transfer, and it is 

required by law, contract, or regulation to prepare U.S. GAAP financial statements (including 

footnotes) and make them publicly available on a periodic basis (for example, interim or annual 

periods). An entity must meet both of these conditions to meet this criterion. 

 

An entity may meet the definition of a public business entity solely because its financial statements 

or financial information is included in another entity’s filing with the SEC. In that case, the entity is 

only a public business entity for purposes of financial statements that are filed or furnished with the 

SEC. 

 

Existing private company alternative in ASU 2014-07 is not adequate 

 

Currently, GAAP offers private companies an accounting alternative for related-party leasing 

arrangements, under which a reporting entity lessee can avoid consolidating a related party lessor if 

certain criteria are met.  This alternative is found in ASU 2014-07 and is now more than five years old. 

 

 

 
17  Such benefit plans are covered by ASC 960 and 965. 
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In 2014, the FASB issued an accounting alternative for private companies under ASU 2014-07: 

Consolidation (Topic 810) - Applying Variable Interest Entities Guidance to Common Control Leasing 

Arrangements. 

 

ASU 2014-07 is still in effect and offers an accounting alternative for private companies in applying 

variable interest entity (VIE)  guidance to lessor-lessee entities under common control. 

 

Existing ASU 2014-07 exemption- limited to leasing companies 

 

Under existing ASU 2014-07, a private company lessee (reporting entity) may elect an accounting 

alternative in applying the variable interest entity rules to a lessor under common ownership. 

 

The ASU 2014-07 accounting alternative provides that a private company (nonpublic entity) lessee is 

not required to consolidate a variable interest entity (VIE)  if all of the following four criteria are met: 

 

1. The private company lessee (the reporting entity) and the lessor entity are under common control. 

 

2. The private company lessee has a lease arrangement with the lessor entity. 

 

3. Substantially all activities between the private company lessee and the lessor entity are related to 

leasing activities between those two entities. 

 

4. If the private company lessee explicitly guarantees or provides collateral for any obligation of the 

lessor entity related to the asset leased by the private company, then the principal amount of the 

obligation at inception of such guarantee or collateral arrangement does not exceed the value of the 

asset leased by the lessee from the lessor entity. 

 

If the four criteria are met, a private company lessee (the reporting entity): 

 

1. Is permitted to elect an accounting alternative not to apply VIE guidance to a lessor entity (including 

not testing the lessor for VIE status), and 

 

2. Is required to include certain disclosures about the relationship between the related-party lessee and 

lessor. 

 

Problem with ASU 2014-07- It does not go far enough 

 

Although existing ASU 2014-07 has provided private companies relief from the consolidation of VIE 

rules in related-party leasing arrangements, many private companies have believed that the ASU 2014-

07 exemption has not gone far enough for two reasons:   

 

1. First, it does not exempt private company, non-leasing arrangements from the VIE rules, and  

 

2. Second, private companies that do not satisfy all four criteria noted previously are not exempt and 

therefore must apply the VIE rules. 
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Thus, private companies sought for the FASB to go one step further by replacing ASU 2014-07 private 

company leasing exemption with a broader exemption that qualifies for all private company 

arrangements. 

 

This was the impetus for the FASB going to the next step by issuing ASU 2018-17.  

 

Once elected, ASU 2018-17 replaces the more limited exemption found in ASU 2014-07.    

 

Changes made by ASU 2018-17 effective in 2021 

 

ASU 2018-17 replaces the guidance found in 2014-07 by making two changes to existing GAAP’s 

variable interest entity (VIE) rules found in ASC 810, Consolidations. 

 

Change 1:  Makes a change to clarify that indirect interests held through related parties in common 

control arrangements should be considered on a proportional basis for determining whether fees paid 

to decision makers and service providers are variable interests, and  

 

Change 2: Offers private companies a more flexible accounting alternative election not to apply the 

VIE rules to entities under common control. 

 

CHANGE 1: Variable Interest Entities- Fees Paid to Decision Makers or Service Providers 

 

1. ASU 2018-17 adds a new paragraph to ASC 810, Consolidations, as follows: 

 

New Paragraph 810-10-55-37D states: 

 

a. For purposes of evaluating the conditions as to whether fees paid to a decision maker or service 

provider are a variable interest in applying the variable interest rules, any variable interest in an 

entity that is held by a related party of the decision maker or service provider should be 

considered in the analysis.  

 

• For purposes of making such an evaluating, the quantitative approach described in the 

definitions of the terms expected losses, expected residual returns, and expected variability 

is not required and should not be the sole determinant as to whether a reporting entity meets 

such conditions. 

 

b. A decision maker or service provider should include its direct variable interests in the entity and 

its indirect variable interests in the entity held through related parties, considered on a 

proportionate basis.  

 

Example: If a decision maker or service provider owns a 20% interest in a related party and that 

related party owns a 40% interest in the entity being evaluated, the decision maker’s or service 

provider’s interest would be considered equivalent to an 8% direct interest in the entity for the 

purposes of evaluating whether the fees paid to the decision maker(s) or the service provider(s) 

are not variable interests (assuming that they have no other relationships with the entity).  

 

c. The term related parties refers to all parties found in ASC 850, Related Party Disclosures, and 

as defined in ASC 810-10-25-43, and defacto agents and principals of a variable interest holder.  
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Related parties exclude: 

 

• An employee of the decision maker or service provider (and its other related parties), except 

if the employee is used in an effort to circumvent the provisions of the variable interest entity 

rules. 

 

• An employee benefit plan of the decision maker or service provider (and its other related 

parties), except if the employee benefit plan is used in an effort to circumvent the provisions 

of the variable interest entity rules.  

 

Note: Indirect interests held through related parties in common control arrangements should be 

considered on a proportional basis for determining whether fees paid to decision makers and service 

providers are variable interests. This is consistent with how indirect interests held through related parties 

under common control are considered for determining whether a reporting entity must consolidate a VIE.    

 

CHANGE 2: New Private Company Accounting Alternative Election Effective in 2021 

 

ASU 2018-17 expands upon the previous private company exemption found in ASU 2014-07, and 

provides the following rules for private companies. 

 

NEW RULES- 2021 

 

1. The private company reporting entity (operating company lessee) is not required to evaluate the legal 

entity (lessor) for consolidation under the VIE rules if all of the following criteria are met: 

 

CRITERION 1: The reporting entity and the legal entity are under common control. 

 

CRITERION 2: The reporting entity and the legal entity are not under common control of a public 

business entity. 

 

CRITERION 3: The legal entity under common control is not a public business entity. 

 

CRITERION 4: The reporting entity does not directly or indirectly have a controlling financial 

interest in the legal entity under the general consolidation sections (more than 50% ownership of 

voting interest). 

 

2. Applying ASU 2018-17’s accounting alternative is an accounting policy election made by the private 

company reporting entity.  

 

a. If a private company reporting entity elects to apply this accounting alternative, it shall apply this 

alternative to all legal entities if Criterion 1-4 are met.  

 

b. A reporting entity that elects the accounting alternative and, thus, does not apply the guidance in 

the VIE rules, shall continue to apply other accounting guidance (including guidance in the 

General Subsections of ASC 810) unless another scope exception applies.  
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3. The new ASU 2018-17 accounting alternative is not limited to any specific types of arrangements. 

 

a. The accounting alternative is not limited to leasing arrangements, which is the case under the 

previous ASU 2014-07 private company accounting alternative. 

 

4. The new private company alternative found in this ASU 2018-17 supersedes the previous private 

company alternative in ASU 2014-07.  

 

5. A private company (reporting entity) applying this accounting alternative shall disclose certain 

information further discussed in this chapter. 

 

Observation: ASU 2018-17 expands upon the previous private company exemption found in ASU 

2014-07. 

 

ASU 2018-17, once effective, will offer a more flexible private company accounting alternative under 

which the reporting entity is not required to apply the VIE consolidation rules to another entity.  The 

existing ASU 2014-07 private company alternative is limited to related-party lessor-lessee arrangements 

and requires satisfying four criteria.   Conversely, the new ASU 2018-17 applies to all arrangements in 

which a reporting entity is involved.  Simply put, ASU 2018-17 essentially exempts a private company 

from the VIE rules with respect to any entity and any arrangement as long as: 

 

 The entities are under common ownership, and none of the entities involved are public business entities 

(e.g., reporting to the SEC).  These benchmarks are easy for most private companies to satisfy. 

 

Is an entity that is already using the ASU 2014-07 accounting alternative for lease leasing 

arrangements permitted to retain its use after ASU 2018-17 is effective? 

 

ASU 2014-07’s private company accounting alternative applies to lessor-lessee arrangements only and  

is effective in 2015. The new ASU 2018-17 alternative applies in 2021, although companies may make 

the election early. 

 

If a reporting entity is already using the ASU 2014-07 accounting alternative for its related-party lease 

arrangement, it may not want to change to the new ASU 2018-17 alternative. 

 

Is this an option? 

 

No.  ASU 2018-17 replaces the accounting alternative found in ASU 2014-07.  Thus, once ASU 2018-

17 becomes effective in 2021 (or earlier if elected), an entity is not permitted to retain use of the ASU 

2014-07 alternative for its leasing arrangements.   

 

Disclosures under ASU 2018-17- accounting alternative election- 2021 

 

1. A reporting entity that makes the accounting alternative election for a legal entity under common 

control (and neither consolidates nor applies the requirements of the VIE consolidation rules), shall 

disclose the following: 

 

a. The nature and risks associated with a reporting entity’s involvement with the legal entity under 

common control. 
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b. How a reporting entity’s involvement with the legal entity under common control affects the 

reporting entity’s financial position, financial performance, and cash flows. 

 

c. The carrying amounts and classification of the assets and liabilities in the reporting entity’s 

statement of financial position resulting from its involvement with the legal entity under common 

control. 

 

d. The reporting entity’s maximum exposure to loss resulting from its involvement with the legal 

entity under common control.  

 

Note: If the reporting entity’s maximum exposure to loss resulting from its involvement with the 

legal entity under common control cannot be quantified, that fact shall be disclosed. 

 

e. If the reporting entity’s maximum exposure to loss (as required by (1)(d)) exceeds the carrying 

amount of the assets and liabilities as described in (1)(c), qualitative and quantitative information 

is required to allow users of financial statements to understand the excess exposure.  

 

Note: The information in (e) shall include, but is not limited to, the terms of the arrangements, 

considering both explicit and implicit arrangements, that could require the reporting entity to 

provide financial support (for example, implicit guarantee to fund losses) to the legal entity under 

common control, including events or circumstances that could expose the reporting entity to a 

loss. 

 

2. In applying the disclosure guidance in paragraph (1)(d) through (e), a reporting entity under common 

control shall consider exposures through implicit guarantees. Determining whether an implicit 

guarantee exists is based on facts and circumstances. Those facts and circumstances include, but are 

not limited to, whether: 

 

a. The private company (reporting entity) has an economic incentive to act as a guarantor or to 

make funds available. 

 

b. The private company (reporting entity) has acted as a guarantor for, or made funds available to, 

the legal entity in the past. 

 

3. The required disclosures specified in paragraph 1(a) through (e) are not required if the legal entity is 

consolidated by the reporting entity through accounting guidance other than VIE guidance (such as 

ownership of more than 50% of voting shares). 

 

4. In disclosing information about the legal entity under common control, a private company (reporting 

entity) shall present the previously noted disclosures in addition to disclosures required by other 

guidance (for example, in ASC 460 on guarantees, ASC 850 on related party disclosures, and ASC 

842 on leases).   

 

a. Disclosures can be combined in a single note or by including cross references within the notes to 

financial statements. 
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Example 1: Lessee-Lessor Arrangement 

 

Assume the following in 2021: 

 

1. John owns 100% of Company Y, an operating company (lessee) (reporting entity). 

 

2. John owns 100% of Company X, a real estate leasing company (lessor). 

 

3. John guarantees the real estate loan of Company X. 

 

4. Y (reporting entity) leases its facility from X (lessor- legal entity). 

 

5. Both Y and X are private companies. 

 

6. Effective in 2021,  Y elects the ASU 2018-17  accounting alternative not to evaluate X for 

consolidation under the VIE rules. 
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1. Y qualifies to elect to apply the accounting alternative in ASU 2018-17 with respect to X.  The reason 
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CRITERION 1: The reporting entity (Y) and the legal entity (X) are under common control of John. 

 

CRITERION 2: The reporting entity (Y) and the legal entity (X) are not under common control of 

a public business entity. 

 

CRITERION 3: The legal entity (X) under common control is not a public business entity. 

 

CRITERION 4: The reporting entity (Y) does not directly or indirectly have a controlling financial 

interest in the legal entity (X) under the general consolidation sections (more than 50% ownership 

of voting interest). 

 

2. In Y making the accounting alternative election in 2021: 

 

• Y is not required to evaluate (test) X to determine whether X is a VIE and whether X should be 

consolidated into Y.   

 

• Y is required to include some disclosures required by ASU 2018-17.  

 

Company Y’s 2021 disclosure: 

 
 

Company Y 

Notes to Financial Statements 

December 31, 2021 

 

 

NOTE 1: Summary of Significant Accounting Policies 

 

Accounting policy election- variable interest entity 

 

Effective in 2021,  the Company made an accounting policy election authorized by Accounting Standards 

Update (ASU) 2018-17,  Consolidation (Topic 810)- Applying Variable Interest Entities Guidance to Common 

Control Leasing Arrangements. Under this accounting policy, the Company elects not to evaluate for 

consolidation a real estate leasing company that is related to the Company through common ownership.  

Consequently,  the 2021 financial statements do not reflect the effect, if any, of having consolidated the real 

estate leasing company. 

 

NOTE 2: Certain Transactions 

 

As further discussed in Note XX, Leases, the Company leases its primary plant in Boston, Massachusetts, from 

a real estate leasing entity, related to the Company through common ownership.   

 

The real estate leasing company has a $3,000,000 note due to a local bank, which is guaranteed by the common 

owner. [Although the Company has not directly guaranteed the $3,000,000 note,  the Company may have an 

implicit guarantee of the note through its owner's direct guarantee18].   

 

 
18  ASU 2018-17 states that in applying the disclosure guidance, a reporting entity under common control shall consider 

exposures through implicit guarantees.  
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As of December 31, 2021, the Company has no assets or liabilities recognized as a result of the lease 

arrangement. In accordance with the lease, the Company pays monthly rent in the amount of $50,000,  including 

common area maintenance (CAM) and real estate costs. 

 

The Company’s risks associated with its lease arrangement are limited to its obligations under the lease 

agreement, and the extent, if any, to which it is required to assist in funding  the common owner’s guarantee of 

the lessor’s $3,000,000 note.  The Company’s maximum exposure to loss due its involvement with the related-

party lessor is unknown. 

-end of disclosure- 

 

 

Does Y have any reporting issues in 2021? 

 

No.  No report modification is required in the report on Y’s 2021 financial statements if Y makes the 

ASU 2018-17 election not to evaluation X for consolidation under the VIE rules. 

 
 

Definition of Common Control -Criterion 1 

 

In order for a private company reporting entity to elect the accounting alternative not to evaluate a legal entity 

for consolidation under the VIE rules, the reporting entity and the legal entity must be under common control 

(Criterion 1). 

 

If the entities are not under common control, the ASU 2018-17 private company accounting alternative election 

is not available. That means the VIE rules apply and, if certain criteria are met, the reporting entity might be 

required to consolidate the legal entity into its financial statements. 

 

Thus, satisfying the common control requirement is essential to avoid the VIE consolidation rules. 

 

What is the definition of common control? 

 

In ASU 2018-17, the FASB decided not to define the term "common control." 

 

Paragraph BC 19 of ASU 2018-17’s Basis for Conclusions bring some guidance as to the scope of the term 

“common control.” 

 

In Paragraph BC 19 of ASU 2018-17, the FASB states: 

 

“Consistent with its decision in Update 2014-07, the Board did not define common control 

in this Update. However, for the purposes of applying the private company alternative in 

this Update [ASU 2018-17], the Board continues to believe that the term common control 

should be broader than what the SEC observed in Issue 02-5.”  

 

The definition of “common control” is limited within U.S. GAAP. 

 

What the FASB states in Paragraph BC19 of ASU 2018-17 is that the definition of "common control" should 

be broader of the definition found in EITF Issue No. 02-5. 

 

EITF Issue No. 02-5, "Definition of 'Common Control' in Relation to FASB Statement No. 141," provides a 

proposed definition of "common control," but there was never a final consensus reached in the EITF Issue.  
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Nevertheless, within EITF Issue No. 02-5, the FASB references a definition of common control that the SEC 

staff uses as follows: 

 

In EITF Issue No. 02-5, the FASB staff states that the SEC staff has indicated that common control exists 

between (or among) separate entities only in the following situations: 

 

1. An individual or enterprise holds more than 50% of the voting ownership interest of each entity.  

 

2. Immediate family members hold more than 50% of the voting ownership interest of each entity (with no 

evidence that those family members will vote their shares in any way other than in concert).  

 

a. Immediate family members include a married couple and their children, but not the married couple's 

grandchildren.  

 

b. Entities might be owned in varying combinations among living siblings and their children. Those 

situations would require careful consideration regarding the substance of the ownership and voting 

relationships.  

 

3. A group of shareholders (or other equity owners) holds more than 50% of the voting ownership interest of 

each entity, and contemporaneous written evidence of an agreement to vote a majority of the entities' 

shares in concert exists.  

 

Although the definition of "common control" found in EITF Issue No. 02-5 provides guidance as to how to 

use the term within ASU 2018-17, the FASB made the following comments: 

 

“….for the purposes of applying the private company alternative in this Update [ASU 2018-

17], the Board continues to believe that the term common control should be broader than what 

the SEC observed in Issue 02-5.  

 

For example, an entity owned by a grandparent and an entity owned by a grandchild could, on 

the basis of facts and circumstances, be considered entities under common control for the 

purposes of applying the private company accounting alternative.” 

 

Observation:   FASB suggests that the definition of “common control” should be broader than the one offered 

in EITF 02-5.  A private company should want a broader definition of "common control" in order to qualify a 

reporting entity and a legal entity for the accounting alternative election in ASU 2018-17. Obviously, the 

election qualifies when there is one, single owner of 100% of the voting interest of two entities. But what about 

a situation in which the lessor real estate entity is owned by a son and the lessee operating company is owned 

by a father? 

 

Although not authoritative, the following is list of related-party relationships that should qualify for "common 

control" using a broader definition that the one offered in EITF 02-5: 

 

Assume there are two entities: Company A and Company B: 

 

1. Qualifies as common control:19 

 

a. The same individual or enterprise holds more than 50 percent of the voting ownership interest of both 

Company A and Company B. 

  

 
19  These examples are consistent with those found in EITF 02-5. 
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b. Immediate family members own more than 50% of the Company A and Company B and there is no 

evidence that they would not vote their interests as a block: 

 

• One spouse owns more than 50% of voting ownership interest in Company A and the other spouse 

owns more than 50% in the voting ownership interest of Company B. 

 

• A father owns more than 50% of the voting ownership interest in Company A and the son owns 

more than 50% of the voting ownership interest in Company B (or, inverse). 

 

c. A group owns more than 50% of the voting ownership interest in both Company A and Company B, 

and there is no evidence they would not vote their interests as a block. 

 

2. May be considered under common control: 

 

a. A grandfather owns more than 50% of the voting ownership interest in Company A and the grandchild 

owns more than 50% of the voting ownership interest in Company B.20 

 

b. There are two family members where each owns more than 50% of the voting ownership interest in 

Company A and Company B. 

 

3. Probably does not qualify as common control: 

 

a. Company A is owned by a father and Company B is owned by a trust with the father’s children as 

beneficiaries of the trust and an independent trustee other than the father. 

 

Observation: A private company wants to ensure there is common control between the private company 

reporting entity and a legal entity (such as a lessee-lessor arrangement where the lessee is the reporting entity). 

If there is no common control, the ASU 2018-17 election is not available to the private company reporting 

entity. Although the FASB did not formally adopt a definition of common control, the definition found in 

EITF 02-5 offers guidance as to the minimum relationships that should qualify as being under common control.  

 

 

Effective Date of ASU 2018-17 Changes and Transition Rules 

 

1. The effective dates of ASU 2018-17 are as follows: 

 

a. All entities other than private companies shall apply the changes for fiscal years beginning after 

December 15, 2019, including interim periods within those fiscal years. 

 

b. A private company shall apply the changes for fiscal years beginning after December 15, 2020, 

(calendar year 2021) and interim periods within fiscal years beginning after December 15, 2021. 

 

c. Earlier adoption is permitted, including adoption in an interim period. 

 

d. The changes shall be applied retrospectively with a cumulative-effect adjustment to retained 

earnings at the beginning of the earliest period presented. 

 
20 The grandparent-grandchild relationship does not qualify as immediate family members as defined by EITF 02-5.  

However,  in ASU 2018-17,  the FASB states that the definition of common control to be used within the ASU should be 

broader than that definition found in EITF 02-5.  One example is the grandparent-grandchild relationship and that such a 

relationship "may" qualify as a common control. 
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2. Consolidation required: 

 

a. If a reporting entity is required to consolidate a legal entity as a result of the initial application of 

the changes made by ASU 2018-17, the initial measurement of the assets, liabilities, and 

noncontrolling interests of the legal entity depends on whether determining their carrying 

amounts is practicable.  

 

Note: Carrying amounts refer to the amounts at which the assets, liabilities, and noncontrolling 

interests would have been carried in the consolidated financial statements if the requirements of 

the ASU had been effective when the reporting entity first met the conditions to consolidate the 

legal entity. 

 

1) If determining the carrying amounts is practicable, the reporting entity shall initially measure 

the assets, liabilities, and noncontrolling interests of the legal entity at their carrying amounts 

at the date at which ASU 2018-17 first applies. 

 

2) If determining the carrying amounts is not practicable, the assets, liabilities, and 

noncontrolling interests of the legal entity shall be measured at fair value at the date at which 

ASU 2018-17 first applies. 

 

b. Any difference between the net amount added to the statement of financial position of the 

reporting entity and the amount of any previously recognized interest in the newly consolidated 

legal entity shall be recognized as a cumulative-effect adjustment to retained earnings at the 

beginning of the earliest period presented. 

 

c. A reporting entity that is required to consolidate a legal entity as a result of the initial application 

of ASU 2018-17 may elect the fair value option provided by ASC 825-10 on financial 

instruments, but only if the reporting entity elects the option for all financial assets and financial 

liabilities of that legal entity that are eligible for this option under those Fair Value Option 

Subsections.  

 

1) This fair value option election shall be made on a legal entity-by-legal entity basis.  

 

2) Along with the disclosures required in those Fair Value Option Subsections, the reporting 

entity shall disclose all of the following: 

 

• Management’s reasons for electing the fair value option for a particular legal entity or 

group of legal entities 

• The reasons for different elections if the fair value option is elected for some legal entities 

and not others 

• Quantitative information by line item in the statement of financial position indicating the 

related effect on the cumulative-effect adjustment to retained earnings of electing the fair 

value option for a legal entity. 

 

d. The determinations of whether a legal entity is a variable interest entity (VIE) and which 

reporting entity, if any, should consolidate the legal entity (that is, whether the reporting entity is 

the primary beneficiary of the VIE) shall be made as of the date the reporting entity became 
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involved with the legal entity or, if events have occurred requiring reconsideration of whether 

the legal entity is a VIE and which reporting entity, if any, should consolidate the legal entity, as 

of the most recent date at which the pending content that links to this paragraph would have 

required consideration. 

 

e. If, at transition, it is not practicable for a reporting entity to obtain the information necessary to 

make the determinations in (d) as of the date the reporting entity became involved with a legal 

entity or at the most recent reconsideration date, the reporting entity shall make the 

determinations as of the date on which the pending content that links to this paragraph is first 

applied. 

 

f. If the determinations of whether a legal entity is a VIE and whether a reporting entity is the 

primary beneficiary of a VIE are made in accordance with (e), then the consolidating entity shall 

measure the assets, liabilities, and noncontrolling interests of the legal entity at fair value as of 

the date on which ASU 2018-17 is first applied.   

 

1) If the VIE’s activities are primarily related to securitizations or other forms of asset-backed 

financings and the VIE’s assets can be used only to settle the VIE’s obligations, then the 

VIE’s assets and liabilities may be measured at their unpaid principal balances (as an 

alternative to a fair value measurement) at the date ASU 2018-17 is first applied.  

 

Note: This measurement alternative does not obviate the need for the primary beneficiary to 

recognize any accrued interest, an allowance for credit losses, or other-than-temporary 

impairment, as appropriate. Other assets, liabilities, or noncontrolling interests, if any, that 

do not have an unpaid principal balance, and any items that are required to be carried at fair 

value under other applicable ASC Topics, shall be measured at fair value. 

 

3. Deconsolidation required 

 

a. If a reporting entity is required to deconsolidate a legal entity as a result of the initial application 

of ASU 2018-17, the initial measurement of any retained interest in the deconsolidated former 

subsidiary depends on whether the determination of its carrying amount is practicable.  

 

Note: Carrying amount refers to the amount at which any retained interest would have been 

carried in the reporting entity’s financial statements if ASU 2018-17 had been effective when the 

reporting entity became involved with the legal entity or no longer met the conditions to 

consolidate the legal entity. 

 

1) If determining the carrying amount is practicable, the reporting entity shall initially measure 

any retained interest in the deconsolidated former subsidiary at its carrying amount at the date 

ASU 2018-17 first applies. 

 

2) If determining the carrying amount is not practicable, any retained interest in the 

deconsolidated former subsidiary shall be measured at fair value at the date ASU 2018-17 

first applies.  
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4. An entity shall provide the disclosures in ASC 250, Accounting Changes and Error Corrections, 

paragraphs 250-10-50-1 through 50-2, except for paragraph 250-10-50-1(b)(2) in the period the 

entity adopts the private company election found in ASU 2018-17.  Those disclosures include: 

 

a. An entity shall disclose all of the following in the fiscal period in which a change in accounting 

principle is made: 

 

1) The nature of and reason for the change in accounting principle, including an explanation of 

why the newly adopted accounting principle is preferable. 

 

2) The method of applying the change, including all of the following: 

 

• A description of the prior-period information that has been retrospectively adjusted, if 

any. 

 

• The cumulative effect of the change on retained earnings or other components of equity 

or net assets in the statement of financial position as of the beginning of the earliest period 

presented, and 

 

• If retrospective application to all prior periods is impracticable, disclosure of the reasons 

why and a description of the alternative method used to report the change. 

 

3) If indirect effects of a change in accounting principle are recognized, both of the following 

shall be disclosed: 

 

• A description of the indirect effects of a change in accounting principle, including the 

amounts that have been recognized in the current period, and the related per-share 

amounts, if applicable, and 

 

• Unless impracticable, the amount of the total recognized indirect effects of the accounting 

change and the related per-share amounts, if applicable, that are attributable to each prior 

period presented.  Compliance with this disclosure requirement is practicable unless an 

entity cannot comply with it after making every reasonable effort to do so. 

 

Note: Financial statements of subsequent periods need not repeat the disclosures 

required.  If a change in accounting principle has no material effect in the period of change 

but is reasonably certain to have a material effect in later periods, the disclosures required 

shall be provided whenever the financial statements of both the interim period of the 

change and the annual period of the change are issued. 

 

Transition for a private company reporting entity under the accounting alternative election 

 

Although ASU 2018-17 provides transition guidance to deal with the two changes made to the VIE rules, 

including the fees paid the decision makers, the most salient change is the private company accounting 

alternative election. 
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In such a case, if a private company has consolidated a legal entity previously and elects not to 

consolidate under the private company election, the private company reporting entity must deconsolidate 

the VIE.  That deconsolidation involves the following: 

 

1. Remove from the consolidated balance sheet the VIEs balance sheet including the noncontrolling 

interest as of the beginning of the earliest year presented. 

 

2. Remove from the consolidated income statement and statement of cash flows the VIEs income 

statement and cash flows. 

 

There is no retained earnings adjustment unless there is a residual value in the noncontrolling interest 

that must be valued. 

 

Example- Deconsolidation under ASU 2018-17 

 

Company Y (operating company lessee), a reporting entity leases its office from Company X, a real 

estate lessor. 

 

In 2020, Y consolidated X into its balance sheet under the VIE rules.  Y did not qualify to use the prior 

private company exception in ASU 2014-07 as it failed the four criteria necessary to use that accounting 

alternative. 

 

Effective 2021, Y qualifies for the new accounting alternative under ASU 2018-17 with respect to its 

relationship with X. Under this alternative, Y elects, effective January 1, 2021, not to apply the VIE rules 

to X under the common control exception.  Y makes the accounting alternative election. 

 

Y presents single-year financial statements for 2021. 

 

Conclusion: 

 

Effective January 1, 2021, Y must deconsolidate Company X from its balance sheet.   

 

In doing so, Y should deconsolidate (reverse off) X’s balance sheet (including the noncontrolling 

interest) retrospectively as of January 1, 2021 (the beginning of the earliest year presented, which is 

2021).  

 

Change the facts: 

 

Assume Y presents comparative financial statements for 2021 and 2020. 

 

Conclusion: 

 

Y should deconsolidate X’s balance sheet for 2020 and 2021 (including the noncontrolling interest), 

retrospectively to January 1, 2020 (the beginning of the earliest year presented).  
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Using a GAAP Departure in Lieu of Electing ASU 2018-17 Accounting Policy 

 

In lieu of making the ASU 2018-17 accounting policy election, a second option is for the reporting entity 

(lessee) accountant or auditor to issue a report with a GAAP departure. Following are sample review and 

audit reports with a GAAP departure. 
 

 

Independent Accountant’s Review Report 

 

Board of Directors 

Y Company 

 

I (we) have reviewed the accompanying financial statements of Y Company, which comprise the balance sheet as of 

December 31, 2021, and the related statements of income, changes in stockholders’ equity, and cash flows for the year 

then ended, and the related notes to the financial statements. A review includes primarily applying analytical procedures 

to management’s (owners’) financial data and making inquiries of company management (owners). A review is 

substantially less in scope than an audit, the objective of which is the expression of an opinion regarding the financial 

statements as a whole. Accordingly, I (we) do not express such an opinion. 

 

Management’s Responsibility for the Financial Statements 

Management (owners) is (are) responsible for the preparation and fair presentation of these financial statements in 

accordance with accounting principles generally accepted in the United States of America; this includes the design, 

implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial 

statements that are free from material misstatement whether due to fraud or error. 

 

Accountant’s Responsibility 

My (our) responsibility is to conduct the review engagements in accordance with Statements on Standards for Accounting 

and Review Services promulgated by the Accounting and Review Services Committee of the American Institute of 

Certified Public Accountants. Those standards require me (us) to perform procedures to obtain limited assurance as a basis 

for reporting whether I am (we are) aware of any material modifications that should be made to the financial statements 

for them to be in accordance with accounting principles generally accepted in the United States of America. I (We) believe 

that the results of my (our) procedures provide a reasonable basis for our conclusion. We are required to be independent 

of Y Company and to meet our other ethical responsibilities, in accordance with the relevant ethical requirements related 

to our reviews.21  

 

Basis for Qualified Conclusion 

As disclosed in Note X to these financial statements, accounting principles generally accepted in the United States 

of America require  management to evaluate whether the company has a controlling interest in an entity in which the 

company may have a variable interest in order to determine if the entity should be consolidated. Management has 

informed us that it has not performed the evaluation, and that the effects of this departure from accounting 

principles generally accepted in the United States on financial position, results of operations, and cash flows have 

not been determined.    

 

Qualified Conclusion 

Based on my (our) review, except for the effect of the matter described in the Basis for Qualified Conclusion  paragraph,  

I am (we are) not aware of any material modifications that should be made to the accompanying financial statements in 

order for them to be in accordance with accounting principles generally accepted in the United States of America. 

 

 

[Signature of accounting firm or accountant, as appropriate] 

[Accountant’s city and state] 

[Date of the accountant’s review report] 

 

 

 
21 Added to review report by SSARS No. 25. 
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Independent Auditor’s Report 

 

 

Board of Directors 

Y Company 

 

Qualified Opinion 

We have audited the financial statements of Y Company, which comprise the balance sheet as of December 31, 2021, and 

the related statements of income, changes in stockholders’ equity, and cash flows for the year then ended, and the related 

notes to the financial statements. 

 

In our opinion, except for the effects of the matter described in the Basis for Qualified Opinion section of our report, 

the accompanying financial statements present fairly, in all material respects, the financial position of Y Company as of 

December 31, 2021, and the results of its operations and its cash flows for the year then ended in accordance with 

accounting principles generally accepted in the United States of America. 

 

Basis for Qualified Opinion 

As disclosed in Note X, accounting principles generally accepted in the United States of America require  

management to evaluate whether the Company has a controlling interest in an entity in which the company may  

have a variable interest, in order to determine if the entity should be consolidated. Management has not performed 

the required evaluation. The effects of this departure from accounting principles generally accepted in the United 

States on financial position, results of operations, and cash flows have not been determined. 

  

We conducted our audits in accordance with auditing standards generally accepted in the United States of America 

(GAAS). Our responsibilities under those standards are further described in the Auditor’s Responsibilities for the Audit of the 

Financial Statements section of our report. We are required to be independent of Y Company and to meet our other ethical 

responsibilities, in accordance with the relevant ethical requirements relating to our audits. We believe that the audit evidence 

we have obtained is sufficient and appropriate to provide a basis for our qualified audit opinion. 

 

Responsibilities of Management for the Financial Statements 

Management is responsible for the preparation and fair presentation of the financial statements in accordance with 

accounting principles generally accepted in the United States of America, and for the design, implementation, and 

maintenance of internal control relevant to the preparation and fair presentation of financial statements that are free from 

material misstatement, whether due to fraud or error. 

 

In preparing the financial statements, management is required to evaluate whether there are conditions or events, 

considered in the aggregate, that raise substantial doubt about Y Company’s ability to continue as a going concern for a 

reasonable period of time. 

 

Auditor’s Responsibilities for the Audit of the Financial Statements 

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material 

misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable 

assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee that an audit conducted 

in accordance with GAAS will always detect a material misstatement when it exists. The risk of not detecting a material 

misstatement resulting from fraud is higher than for one resulting from error, as fraud may involve collusion, forgery, 

intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered material if,  

there is a substantial likelihood that, individually or in the aggregate, they would influence the judgment made by a 

reasonable user based on the financial statements. 

 

In performing an audit in accordance with GAAS, we: 

 

• Exercise professional judgment and maintain professional skepticism throughout the audit. 

 

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, 

and design and perform audit procedures responsive to those risks. Such procedures include examining, on a test 

basis, evidence regarding the amounts and disclosures in the financial statements. 
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• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are 

appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of  Y 

Company’s internal control. Accordingly, no such opinion is expressed. 

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting 

estimates made by management, as well as evaluate the overall presentation of the financial statements. 

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise 

substantial doubt about Y Company’s ability to continue as a going concern for a reasonable period of time. 

 

We are required to communicate with those charged with governance regarding, among other matters, the planned scope 

and timing of the audit, significant audit findings, and certain internal control–related matters that we identified during 

the audit. 

 

 

Signature of the auditor’s firm 

City and state where the auditor’s report is issued  

Date of the auditor’s report 
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GLOSSARY 
 

Business:  A business is an integrated set of assets and  activities  that is capable of being conducted and 

managed for the purpose of providing a return in the form of dividends, lower costs, or other economic 

benefits directly to investors or other owners, members, or participants. To be considered a business, an 

integrated set must include, at a minimum, an input and a substantive process that together significantly 

contribute to the ability to create output. 

 

CARES Act: Coronavirus Aid, Relief, and Economic Security Act (CARES Act), issued March 2020. 

 

Collateral-dependent financial asset: A financial asset for which: 1)  The repayment is expected to be 

provided substantially through the operation or sale of the collateral,  and 2) The borrower is 

experiencing financial difficulty based on the entity’s assessment as of the reporting date.  

 

Component: Comprises operations and cash flows that can be clearly distinguished, operationally and 

for financial reporting purposes, from the rest of the entity. A component of an entity may be a reportable 

segment or an operating segment, reporting unit, subsidiary, or an asset group. 

 

Conditional contribution (conditional promise to give):  a promise to give that is conditional upon 

donor-imposed conditions. 

 

Debt issuance costs: Specific third-party incremental costs that are directly attributable to obtaining a 

specific PPP loan.   

 

Discount rate: The rate used to measure the projected benefit obligation, and the service and interest 

cost components of net periodic pension cost.   

 

Eligible expenses:  Expenses that consist of Payroll costs,  mortgage interest, rent and utility payments, 

that an entity must use PPP loan procedures to pay in order to obtain forgiveness of the PPP loan amount. 

 

Excess cash margin:  Formula as follows: (Operating cash flow – operating earnings)/ revenue. 

 

Extinguishment of liabilities: A debt that is recognized (removed) when either a) the debtor pays the 

creditor and is relieved of its obligation for the liability, or b) The debtor is legally released from being 

the primary obligor under the liability, either judicially or by the creditor. 

 

Fair value accounting: Merely an appraisal of an entity’s net assets from period to period; introduces a 

degree of volatility to the accounting model. 

 

Fair value: The price that would be received to sell an asset or paid to transfer a liability in an orderly 

transaction between market participants at the measurement date. 

 

Input: Any economic resource that creates or has the ability to contribute to the creation of outputs when 

one or more processes are applied to it.  

 

Large employer: an employer that is not a small employer. 
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Legal entity: A legal entity includes any legal structure used to conduct activities or to hold assets. Some 

examples of such structures are corporations, partnerships, limited liability companies, grantor trusts, 

and other trusts. 

 

Near term: Is a period of time not to exceed one year from the date of the financial statements. 

 

Private company: An entity, other than a public business entity, a not-for-profit entity, or an employee 

benefit plan on plan accounting. 

 

Process: Any system, standard, protocol, convention, or rule that when applied to an input or inputs, 

creates or has the ability to contribute to the creation of outputs.  

 

Public business entity: A public business entity is a business entity meeting any one of the criteria 

below. Neither a not-for-profit entity nor an employee benefit plan is a business entity. 

a. Is required by the U.S. Securities and Exchange Commission (SEC) to file or furnish financial 

statements or does file or furnish financial statements (including voluntary filers), with the SEC 

(including other entities whose financial statements or financial information are required to be or are 

included in a filing). 

b. It is required by the Securities Exchange Act of 1934 (the Act), as amended, or rules or regulations 

promulgated under the Act, to file or furnish financial statements with a regulatory agency other than 

the SEC. 

c. It is required to file or furnish financial statements with a foreign or domestic regulatory agency in 

preparation for the sale of, or for purposes of issuing securities that are not subject to contractual 

restrictions on transfer. 

d. It has issued, or is a conduit bond obligor for, securities that are traded, listed, or quoted on an 

exchange or an over-the-counter market. 

e. It has one or more securities that are not subject to contractual restrictions on transfer, and it is 

required by law, contract, or regulation to prepare U.S. GAAP financial statements (including 

footnotes) and make them publicly available on a periodic basis (for example, interim or annual 

periods). An entity must meet both of these conditions to meet this criterion. 

 

Public Company Accounting Oversight Boards (PCAOB): The standard-setter for SEC auditors. 

 

Reasonable period of time: One year after the date that the financial statements are available to be 

issued for nonpublic entities (or issued for an SEC filer or conduit bond obligor). 

 

Related party: An entity and its principal owners, management, or members of their immediate families.   

 

Severe impact: A significant financially disruptive effect on the normal functioning of an entity. Severe 

impact is a higher threshold than material. Matters that are important enough to influence a user's 

decisions are deemed to be material, yet they may not be so significant as to disrupt the normal 

functioning of the entity. 

 

Tax position:  A position in a previously filed tax return or a position expected to be taken in a future 

tax return that is reflected in measuring current or deferred income tax assets or liabilities for interim or 

annual periods. 
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Learning objectives: 

 

After reading this chapter, you will be able to: 

 

• Identify a suggestion for an auditor reducing time and increasing audit efficiency 

• Recognize when negative accounts receivable confirmations should not be used 

• Identify the form of a comfort letter that would be appropriate for an accountant to make to a 

lender 

• Recall the rule for an auditor presenting his or her city and state on the audit report 

• Identify the rules for an auditor communicating deficiencies found in an audit 

• Recognize an example of a result that can occur if there is a problem with a DOL employee 

benefit plan audit 

• Identify a type of fraudster 

• Recall the location of certain sections in the auditor’s report 

• Recognize the categorization of an adverse opinion 

• Identify a change that SAS No. 136 makes to the limited-scope ERISA audit 

• Recognize one of the changes made by AU-C 703 to ERISA audits 

• Recall the reporting requirement when an auditor obtains other information in an audit 

• Identify a reference that is made in the new definition of materiality 

• Recognize the definition of certain types of paragraphs made by SAS No. 139 

• Recognize an example of an attribute of information obtained as audit evidence per SAS No. 142 

• Identify how inherent and control risk should be assessed under the SAS No. 143 requirements 

• Recall the three approaches that an auditor can use to perform further audit procedures required 

by SAS No. 143 

• Identify some instances in which an auditor may conclude that a specialist’s work is not adequate  

• Identify a type of risk assessment procedure that an auditor can use in accordance with SAS No. 

145 

• Recall examples of risk assessment procedures that an auditor may perform in SAS No. 145 

• Recognize how to perform risk assessment procedures when relying on information obtained 

from previous experience with an entity 

• Identify examples of risk assessment procedures to obtain audit evidence in accordance with SAS 

No. 145 

• Recognize a new requirement made by SAS No. 145 in connection with assessing inherent risk 

and control risk in an audit, and 

• Identify how an auditor should respond if the auditor does not plan to test the operating 

effectiveness of an entity’s controls. 
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I. Introduction: 
 

This chapter addresses two segments of recently issued auditing standards that are effective in 2021 

through 2023 year-end audit engagements, as follows: 

 

• SAS No. 134-141:  New reporting standards 

 

• SAS No. 142-145: New standards addressing audit estimates, audit evidence, and understanding 

the Entity and Its Environment and Assessing the Risks of Material Misstatement, among other 

changes. 
 

Overview of SAS Nos. 134-141 

 

In 2019 and 2020, the Auditing Standards Board (ASB) issued SAS Nos. 134-141,  with the purpose of 

amending existing audit reporting standards. The pinnacle of the new auditing standards is a rewrite of 

the standard audit report and modifications of numerous auditing standards as a byproduct of the change 

in that report.   

 

Changed made by each of the new reporting standards is summarized in the following chart: 

 
 

Changes Made by New SAS No. 134-141 

 

New SAS 

 

What it does 

 

SAS No. 134: Auditor Reporting and 

Amendments, Including Amendments 

Addressing Disclosures in the Audit 

of Financial Statements 

 

Issued: May 2019 

Makes changes to four AU-C sections, among other amendments:  

 

• Rewrites the auditor’s report  (AU-C 700A) 

 

• Introduces a key audit matters reporting option in the auditor’s 

report  (AU-C 701) 

 

• Amends the rules for issuing modified  opinions in the form of a 

qualified, adverse  and disclaimer of opinion  (AU-C 705A) 

 

• Amends the presentation of emphasis-of-matter and other-matter 

paragraphs in the auditor’s report  (AU-C 706A). 

 

SAS No. 135: Omnibus Statement on 

Auditing Standards—2019   

 

Issued: May 2019 

 

Makes numerous amendments to existing auditing standards to align 

ASB guidance more closely with that of the PCAOB.   Most changes 

are not substantive. 

 

SAS No. 136: Forming an Opinion 

and Reporting on Financial 

Statements of Employee Benefit 

Plans Subject to ERISA 

 

Issued: July 2019 

Creates a new AU-C 703  that addresses the auditor’s responsibility 

to form an opinion and report on the audit of ERISA plan financial 

statements.  

https://www.aicpa.org/content/dam/aicpa/research/standards/auditattest/downloadabledocuments/sas-135.pdf
https://www.aicpa.org/content/dam/aicpa/research/standards/auditattest/downloadabledocuments/sas-135.pdf
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SAS No. 137, The Auditor’s 

Responsibilities Relating to Other 

Information Included in Annual 

Reports   

 

Issued: July 2019 

 

Replaces SAS No. 118 and addresses the auditor’s responsibilities 

relating to other information, whether financial or nonfinancial 

information (other than financial statements and the auditor’s 

report thereon), included in an entity’s annual report.  

 

 

SAS No. 138, Amendments to the 

Description of Materiality 

 

Issued: December 2019 

 

Changes the definition of materiality to be substantially consistent 

with current U.S. firm practices within the U.S. judicial system,  

auditing standards promulgated by the Public Company Accounting 

Oversight Board (PCAOB), the SEC and the FASB.     

 

SAS No. 139, Amendments to AU-C 

Sections 800, 805, and 810 to 

Incorporate Auditor Reporting 

Changes from SAS No. 134 

 

Issued: March 2020 

 

Updates the form and content of the auditors’ reports  in AU-C 800, 

805 and 810 to be consistent with the new auditor reporting standards 

found in SAS No. 134. 

 

 

SAS No. 140: Amendments to AU-C 

Sections 725, 730, 930, 935, and 940 

to Incorporate Auditor Reporting 

Changes From SAS Nos. 134 and 

137 

 

Issued:  April 2020 

 

Amends various AU-C sections to align them with the new 

reporting standards changes made by SAS No. 134 and 137, 

including amendments to supplementary information, required 

supplementary information,  compliance audits,  interim financial 

information, and audits of internal control over financial reporting, 

among other changes.  

 

SAS No. 141:  Amendment to the 

Effective Dates of SAS Nos. 134–140 

 

Issued: May 2020 

 

Extends the effective date of SAS No. 134 to 140 by one year from 

2020 to 2021.  

 

These standards  are effective for audits of financial statements for periods ending on or after December 

15, 2021 (calendar year 2021). Early implementation is permitted for all of the new SASs.1 

 

Overview of SAS Nos. 142-145 

 

This course also addresses four recently issued auditing standards, SAS Nos. 142 to 145. 

 

Following is a brief summary of each of the four standards: 
 

• SAS No. 142, Audit Evidence, offers expanded guidance on evaluating information to be 

used as audit evidence, including the results of audit procedures, using emerging 

technologies, the need for expanded professional skepticism, and expanded sources of 

information to be used. 

 

• SAS No. 143, Auditing Accounting Estimates and Related Disclosures, addresses the 

 
1  SAS No. 141 extends the effective date by one year from 2020 to periods ending on or after December 15, 2021, and 

permits early implementation which was not previously permitted. 
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auditor’s responsibilities relating to accounting estimates, including fair value accounting 

estimates, and related disclosures in an audit of financial statements. 

 

• SAS No. 144, Amendments to AU-C Sections 501, 540, and 620 Related to the Use of 

Specialists and the Use of Pricing Information Obtained From External Information 

Sources, provides additional guidance on the use of specialists and pricing information 

obtained from external information sources. 
 

• SAS No. 145, Understanding the Entity and Its Environment and Assessing the Risks of 

Material Misstatement, expands guidance on understanding an entity’s system of internal 

control, including addressing risks from an entity’s use of information technology (IT) 

and determining risks of material misstatement and significant risks.  
 

SAS Nos. 142-145  are effective for 2022 and 2023 year-end audit engagements as summarized in the 

following chart: 

 

Standard Effective date 

SAS No. 142: Audit Evidence Audits of financial statements for periods 

ending on or after December 15, 2022 

(calendar year 2022) 

 

SAS No. 143: Auditing Accounting Estimates and 

Related Disclosures 

Audits of financial statements for periods 

ending on or after December 15, 2023 

(calendar year 2023) 

 

SAS No. 144: Amendments to AU-C Sections 

501, 540, and 620 Related to the Use of 

Specialists and the Use of Pricing Information 

Obtained From External Information Sources 

 

Audits of financial statements for periods 

ending on or after December 15, 2023 

(calendar year 2023) 

 

SAS No. 145: Understanding the Entity and Its 

Environment and Assessing the Risks of 

Material Misstatement 

Audits of financial statements for periods 

ending on or after December 15, 2023 

(calendar year 2023) 

 

 

II.  Summary of Recent Auditing Standards 
 

SAS No. 134: Auditor Reporting and Amendments  

[Including Amendments Addressing Disclosures in the Audit of Financial 

Statements] 
 

Issued:  May 2019 

 

Delayed effective date:  

 

The original effective date of SAS No. 134 was effective for audits of financial statements for periods 

ending on or after December 15, 2020.  Early implementation is not permitted. 
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In May 2020, the ASB issued  SAS No. 141:  Amendment to the Effective Dates of SAS Nos. 134–140.  

SAS No. 141 delays the effective date of SAS Nos. 134-139 by one year. 

 

The new effective date of SAS No. 134 is  or audits of financial statements for periods ending on or after 

December 15, 2021 (2021 calendar year-end financial statement audits).  

 

Overview of SAS No. 134 

 

In May 2019, the AICPA Auditing Standards Board (ASB) issued SAS No. 134, Auditor Reporting and 

Amendments, Including Amendments Addressing Disclosures in the Audit of Financial Statements, as a 

final statement.  

 

SAS No. 134 contains the following sections that are discussed below: 

 

• AU-C 700A: Forming an Opinion and Reporting on Financial Statements 

 

• AU-C 701: Communicating Key Audit Matters in the Independent Auditor’s Report 

 

• AU-C 705A: Modifications to the Opinion in the Independent Auditor’s Report, and 

 

• AU-C 706A: Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the Independent 

Auditor’s Report. 

 

Each of these four sections is addressed in this course. 

  

SAS No.  134’s New AU-C 700A: Forming an Opinion and Reporting on Financial Statements 

 

Requirements of New AU-C 700A 

 

New AU-C 700A  requires the following components be in the standard auditor’s report: 

 

1. The term “unmodified opinion” used in previous AU-C 700 is retained in new AU-C 700A.2 

 

2. The new auditor’s report should have the following elements: 

 

a. Title: The auditor’s report should have a title that clearly indicates that it is the report of an 

independent auditor.  

 

• Example of a title is “Independent Auditor’s Report”  

 

b. Addressee: The auditor’s report should be addressed, as appropriate, based on the 

circumstances of the engagement.  

 

3. New audit report sections: 

 

 
2  Effective 2012,  AU-C 700 changed the term for a clean audit opinion from “unqualified” to “unmodified."  The new AU-

C 700A retains the term “unmodified opinion.”  
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a. The new AU-C 700A changes the ordering of the report sections as follows: 

 

First Section:  Opinion- required to be first section 

Second Section: Basis for Opinion- required to be the second section 

Third Section:  Key Audit Matters (optional) 

Third Section:  Responsibilities of Management for the Financial Statements 

Fourth Section: Auditor’s Responsibilities for the Audit of the Financial Statements 

 

Note:  With the exception of the “Opinion” and “Basis for Opinion” sections, AU-C 700A does 

not require any particular ordering of the sections of the auditor’s report.  However, the AU-C 

does require use of specific headings. 

 

A comparison of the existing AU-C 700 auditor’s report as compared with the new AU-C 700A auditor’s 

report follows: 

 
Comparison of Audit Report Sections 

Existing AU-C 700 Auditor’s Report vs. New AU-C 700A Auditor’s Report 

 

 

Section 

Existing AU-C 700 

Unmodified Auditor’s Report 

New AU-C 700A  

Unmodified Auditor’s Report  
1 Introduction section3 

 

Opinion 

2 Management’s Responsibility 

for the Financial Statements 

 

Basis for Opinion 

3 Auditor’s Responsibility 

  

Key Audit Matters (optional) 

4 Opinion Responsibilities of Management for 

the Financial Statements 

 

5 NA Auditor’s Responsibilities for the 

Audit of the Financial Statements 

 

 

Following is a discussion of each of the sections in the new audit report: 

 

FIRST SECTION- Opinion  

 

1. The first section of the auditor’s report should include the auditor’s opinion and should have the 

heading “Opinion.” 

 

2. The auditor’s opinion section should identify the applicable financial reporting framework and its 

origin.   

 

SECOND SECTION: Basis for Opinion   NEW 

 

 
3   In new AU-C 700A,  the introduction is now part of the opinion section. 
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1. New AU-C 700A adds a new section within the auditor’s report referred to as the “Basis for 

Opinion.” 

 

2. The auditor’s report should include a section, directly following the “Opinion” section, with the 

heading “Basis for Opinion.” 

  

THIRD SECTION: Key Audit Matters (if applicable) 

 

1. SAS No. 134 adds a new AU-C 701,  Communicating Key Audit Matters in the Independent 

Auditor’s Report, which provides guidance when an auditor is engaged to communicate key audit 

matters within the audit report. 

 

2. New AU-C 701 addresses the auditor’s responsibility to communicate key audit matters in the 

auditor’s report when the auditor is engaged to do so.    

 

a. If the auditor is not engaged to communicate key audit matters in the auditor’s report,  there 

should be no reference to key audit matters in the auditor’s report. 

 

3. If an auditor is engaged to report on key audit matters in accordance with AU-C 701, such 

communication is typically presented in the third section of the auditor’s report right after the Basis 

for Opinion section, as shown below: 

 

First Section:  Opinion- required first section 

Second Section: Basis for Opinion- required second section 

Third Section:  Key Audit Matters (if applicable) 

Fourth Section:  Responsibilities of Management for the Financial Statements 

Fifth Section: Auditor’s Responsibilities for the Audit of the Financial Statements 

 

Note: AU-C 700A does not require the “Key Audit Matters” section to be presented in any particular 

location in the auditor’s report provided it is not presented in the first or second sections of the auditor’s 

report. 

 

FOURTH SECTION: Responsibilities of Management for the Financial Statements 

 

1. The auditor’s report should include a section with the heading “Responsibilities of Management for the 

Financial  Statements.” 

 

2. This section of the auditor’s report should describe management’s responsibility for the following: 

 

a. The preparation and fair presentation of the financial statements in accordance with the applicable 

financial reporting framework, and  

 

b. The design, implementation, and maintenance of internal control relevant to the preparation and fair 

presentation of financial statements that are free from material misstatement, whether due to fraud or 

error.  

 

3. AU-C 700A does not require the “Responsibilities of Management for the Financial  Statements” 

section to be presented in any particular location in the auditor’s report provided it is not presented in the 

first or second sections of the auditor’s report. 
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FIFTH SECTION: Auditor’s Responsibilities for the Audit of the Financial Statements 

 

1. New AU-C 700A expands the auditor’s report section related to the auditor’s responsibility for the 

audit of the financial statements. 

 

2. The auditor’s report should include a section with the heading “Auditor’s Responsibilities for the 

Audit of the Financial Statements.” 

 

3. AU-C 700A does not require the “Auditor’s Responsibilities for the Audit of the Financial 

Statements.” section to be presented in any particular location in the auditor’s report provided it is not 

presented in the first or second sections of the auditor’s report. 

 

Other Elements of New Audit Report 

 

1. Signature of the Auditor:   The auditor’s report should include the manual or printed signature of the 

auditor’s firm.  

 

2. Auditor’s Address:  The auditor’s report should name the city and state4 where the auditor’s report 

is issued. 

 

 Note: New AU-C 700A changes the language related to the auditor’s address.  Existing AU-C 700 

requires that the audit report include the auditor’s address where the auditor “practices.”  New AU-

C 700A changes the address to where the auditor’s report is “issued.” 

 

3. Date of the Auditor’s Report: The auditor’s report should be dated no earlier than the date on which 

the auditor has obtained sufficient appropriate audit evidence on which to base the auditor’s opinion 

on the financial statements, including evidence of the following:  

 

a. All the statements and disclosures that the financial statements comprise have been prepared, and 

 

b. Management has asserted that it has taken responsibility for those financial statements.   

  

 
4  In the United States, the location of the issuing office is the city and state. In another country, it may be the city and country. 
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Examples of Auditor’s Reports on Financial Statements 

 

The following exhibits present examples of the new audit report in SAS No. 134, AU-C 700A.  These 

examples are extracted from SAS No. 134 and have been modified by the author. 

 

Example 1: An Auditor’s Report on Comparative Financial Statements Prepared in Accordance 

With U.S. GAAP 

 

Facts: 

 

• Audit of a complete set of general purpose comparative GAAP financial statements. 

 

• The auditor has concluded that an unmodified opinion is appropriate based on the audit evidence 

obtained. 

 

• The auditor has not been engaged to communicate key audit matters. 

 
 

 

Independent Auditor’s Report 

 

 

[Appropriate Addressee] 

 

Opinion 

 

We have audited the financial statements of ABC Company, which comprise the balance sheets as of December 31, 20X1 

and 20X0, and the related statements of income, changes in stockholders’ equity, and cash flows for the years then 

ended, and the related notes to the financial statements. 

 

In our opinion, the accompanying financial statements present fairly, in all material respects, the financial position of 

ABC Company as of December 31, 20X1 and 20X0, and the results of its operations and its cash flows for the years 

then ended in accordance with accounting principles generally accepted in the United States of America. 

 

Basis for Opinion 

 

We conducted our audits in accordance with auditing standards generally accepted in the United States of America 

(GAAS).5 Our responsibilities under those standards are further described in the Auditor’s Responsibilities for the Audit of 

the Financial Statements section of our report. We are required to be independent  of ABC Company and to meet our other 

ethical responsibilities,6 in accordance with the relevant ethical requirements relating to our audits. We believe that the audit 

evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion. 

 

Responsibilities of Management for the Financial Statements 

 

Management is responsible for the preparation and fair presentation of the financial statements in accordance with 

accounting principles generally accepted in the United States of America, and for the design, implementation, and 

maintenance of internal control relevant to the preparation and fair presentation of financial statements that are free from 

material misstatement, whether due to fraud or error. 

 

 
5  SAS No. 134 states that in the auditor’s report, reference to U.S. auditing standards may be made by using the language 

“auditing standards generally accepted in the United States of America” or  “U.S. generally accepted auditing standards.” 
6 The new AU-C 700A auditor’s report requires that the Basis for Opinion section include reference to the auditor’s 

requirement to be independent and  meet ethical responsibilities.  
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In preparing the financial statements, management is required to evaluate whether there are conditions or events, 

considered in the aggregate, that raise substantial doubt about ABC Company’s ability to continue as a going concern 

for [insert the time period set by the applicable financial reporting framework]. 

 

Auditor’s Responsibilities for the Audit of the Financial Statements 

 

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material 

misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable 

assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee that an audit 

conducted in accordance with GAAS will always detect a material misstatement when it exists. The risk of not detecting 

a material misstatement resulting from fraud is higher than for one resulting from error, as fraud may involve collusion, 

forgery, intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered 

material if,  there is a substantial likelihood that, individually or in the aggregate, they would influence the judgment 

made by a reasonable user based on the financial statements.7 

  

In performing an audit in accordance with GAAS, we: 

 

• Exercise professional judgment and maintain professional skepticism throughout the audit. 

 

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, and 

design and perform audit procedures responsive to those risks. Such procedures include examining, on a test basis, 

evidence regarding the amounts and disclosures in the financial statements. 

 

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are 

appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of ABC 

Company’s internal control. Accordingly, no such opinion is expressed.8 

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates 

made by management, as well as evaluate the overall presentation of the financial statements. 

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial 

doubt about ABC Company’s ability to continue as a going concern for a reasonable period of time. 

 

We are required to communicate with those charged with governance regarding, among other matters, the planned scope 

and timing of the audit, significant audit findings, and certain internal control–related matters that we identified during 

the audit. 

 

 

Signature of the auditor’s firm 

City and state where the auditor’s report is issued9  

 

Date of the auditor’s report 

 
 

  

  

 
7  Language highlighted in bold italic represents further changes made to SAS No. 134 by SAS No. 138. 
8  In circumstances in which the auditor also has a responsibility to express an opinion on the effectiveness of internal control 

in conjunction with the audit of the financial statements, omit the following: “but not for the purpose of expressing an opinion 

on the effectiveness of ABC Company’s internal control. Accordingly, no such opinion is expressed.” 
9  New AU-C 700A requires that the city and state be where the auditor’s report is issued, instead of where the auditor’s 

practices. 
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SAS No.  134’s New AU-C  701: Communicating Key Audit Matters   

 

Scope of AU-C 701 

 

AU-C 701 addresses the auditor’s responsibility to communicate key audit matters in the auditor’s report 

when the auditor is engaged to do so:  

 

1. The intent of the AU-C is to address both: 

 

a.  The auditor’s judgment about what to communicate in the auditor’s report, and 

 

b. The form and content of such communication.  

 

2. The auditor is not required to communicate key audit matters and only makes such communication 

if engaged to do so.   

 

3. Communicating key audit matters in the auditor’s report is done in the context of the auditor having 

formed an opinion on the financial statements as a whole.  

 

4. The auditor is prohibited from communicating key audit matters when the auditor expresses an 

adverse opinion or disclaims an opinion on the financial statements, unless such reporting is required 

by law or regulation.     

 

5. Communicating key audit matters in the auditor’s report does not constitute the following: 

 

a. A substitute for disclosures in the financial statements that the applicable financial reporting 

framework requires management to make. 

 

b. A substitute for the auditor expressing a modified opinion when required to do so  by new SAS 

No. 134’s AU- C 705A, Modifications to the Opinion in the Independent Auditor’s Report.   

 

c. A substitute for reporting on going concern in accordance with AU-C 570, The Auditor’s 

Consideration of an Entity’s Ability to Continue as a Going Concern. 

 

Definitions used in AU-C 701 

 

AU-C 701 uses the following definition: 

 

Key audit matters: Those matters that, in the auditor’s professional judgment, were of most 

significance in the audit of the financial statements of the current period. Key audit matters are 

selected from matters communicated with those charged with governance. 

 

Requirements of AU-C 701 

 

1. Communicating key audit matters is not a substitute for expressing a modified opinion.10 

 

2. The auditor should not communicate a matter in the “Key Audit Matters” section of the auditor’s 

 
10  AU-C 705A defines a modified opinion as a qualified, adverse or disclaimer of opinion. 
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report when the auditor would be required to modify the opinion (through a qualified, adverse or 

disclaimer of opinion) in accordance with AU-C 705A of SAS No. 134 as a result of that same matter. 

 

3. The auditor should determine key audit matters, from the matters communicated with those charged 

with governance, selecting those matters that required significant auditor attention in performing the 

audit.  

 

In making this determination of matters that required significant auditor attention, the auditor should 

consider the following factors:  

 

a. Areas of higher assessed risk of material misstatement, or significant risks: Areas identified in 

accordance with AU-C 315, Understanding the Entity and Its Environment and Assessing the 

Risks of Material Misstatement   

 

b. Significant auditor judgments: Areas in the financial statements that involved significant 

management judgment, including accounting estimates that have been identified as having high 

estimation uncertainty, and   

 

c. The effect on the audit of significant events or transactions that occurred during the period.   

 

4. In determining the significance of a matter in an audit,  an auditor should consider, among other 

items, the following in determining whether a matter is a key audit matter:  

 

a. The importance of a matter to intended users’ understanding of the financial statements as a 

whole, and  

 

b. The matter’s materiality to the financial statements. 

 

5. The auditor should describe each key audit matter, using an appropriate subheading, in a separate 

section of the auditor’s report under the heading “Key Audit Matters,” unless one of the exceptions 

found in AU-C 705 applies for not communicating.   

  

6. The Key Audit Matters section is presented after the Basis for Opinion section in the audit report as 

follows: 

 

First Section;  Opinion 

Second Section: Basis for Opinion 

Third Section:  Key Audit Matters   

Fourth Section:  Responsibilities of Management for the Financial Statements 

Fifth Section: Auditor’s Responsibilities for the Audit of the Financial Statements 

 

7. The description of each key audit matter in the “Key Audit Matters” section of the auditor’s report 

should include a reference to the related disclosures, if any, in the financial statements and should 

describe the following two items:   

 

a. Why the matter was considered to be one of most significance in the audit and therefore 

determined to be a key audit matter, and   

 

b. How the key audit matter was addressed in the audit.   
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8. When there is more than one Key Audit Matter presented, the order of presentation of individual 

matters within the “Key Audit Matters” section is  a matter of professional judgment.  

 

9. When comparative financial statements are presented, the introductory language of the “Key Audit 

Matters” section draws attention to the fact that the key audit matters described relate to only the 

audit of the financial statements of the current period and may include reference to the specific period 

covered by those current year financial statements. 

 

10. If the auditor is engaged to report on key audit matters, and determines, depending on the facts and 

circumstances of the entity and the audit, that there are no key audit matters to communicate or that 

the only key audit matters communicated are those matters communicated elsewhere in the report 

(such as a qualified opinion or going concern), the auditor should do the following: 

 

a. Include a statement to this effect in a separate section of the auditor’s report under the heading 

“Key Audit Matters.” 

 

The following is an example of  the presentation in the auditor’s report if the auditor has determined 

there are no key audit matters to communicate: 

 

Example 1:  Larry CPA is engaged to communicate key audit matters in his audit report.  Larry 

determines there are no key audit matters to communicate. 

 

Conclusion: In the Key Audit Matters section of the audit report,  Larry should include the following 

language: 

 

Key Audit Matters 

We have determined that there are no key audit matters to communicate in our report. 

 

11. In addition to reporting key audit matters in the auditor’s report, the auditor should communicate the 

following with those charged with governance: 

 

a. All matters the auditor has determined to be the key audit matters, or 

 

b. If applicable, the auditor’s determination that there are no key audit matters to communicate in 

the auditor’s report.   

 

12. The auditor should include the following in the audit documentation related to key audit matters: 

 

a. The matters that required significant auditor attention, and the rationale for the auditor’s 

determination about whether or not each of the matters is a key audit matter 

 

b. When applicable, the rationale for the auditor’s determination that there are no key audit matters 

to communicate in the auditor’s report or that the only key audit matters to communicate, are 

those matters  already communicated as part of a qualified opinion or going concern report 

modification, and  

 

c. When applicable, the rationale for the auditor’s determination not to communicate in the 

auditor’s report is a matter determined to be a key audit matter. 
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Note: AU-C 701 does not require the auditor to document why other matters communicated with 

those charged with governance were not matters that required significant auditor attention and, thus, 

were not key audit matters. 

 

 

Example- Key Audit Matter Paragraphs in the Auditor’s Report 

 

Source: AU-C 701, as modified by the author. 

 

Example 1: Key Audit Matters Paragraph Presented after Basis for Opinion paragraph in new 

auditor’s report: 

 
 

Independent Auditor’s Report 

 

 

[Appropriate Addressee] 

 

Opinion 

Not presented in the example 

 

Basis for Opinion 

Not presented in the example 

 

Key Audit Matters 

 

Key audit matters are those matters that were communicated with those charged with governance and, in our professional 

judgment, were of most significance in our audit of the financial statements of the current period. These matters were 

addressed in the context of our audit of the financial statements as a whole, and in forming our opinion thereon, and we 

do not provide a separate opinion on these matters. 

 

We have determined the matters described below to be the key audit matters to be communicated in our report. 

 

Provisions for environmental costs:11 

 

The Company’s environmental cost provisions relate to a number of sites owned and managed by the Company on which 

there are retail gas stations.   These environmental cost provisions rise to the level of a key audit matter  due primarily 

to the  number of estimated uncertainties that exist in relation to the total environmental liability provision.  Those 

uncertainties include the impact of state and federal regulations, the extent of remediation required at each location, the 

methods and technologies that are suitable to the remediation, and the discount rates used in the computations.  

Moreover,  in one particular location,  several parties were named by the Environmental Protection Agency (EPA) as 

responsible parties to the extent that is still unclear the Company’s share of any environmental remediation costs 

pertaining to that site.  Because of the uncertainties related to these environmental liability provision, we classify this 

provision as a higher risk in both the current year and prior year financial statements. 

 

How we addressed this key audit matter during our audit: 

 

We tested the controls over the determination of the discount rate and over the computation of the  forecast cash flows. 

The expenditure required to remediate the sites is determined by management with the support of their internal and 

external specialists. We also reviewed the reports provided by both internal and external specialists engaged by 

management and agreed that the expenditures forecasts prepared by management reasonably supports management’s 

remediation provision. 

 
11  AU-C 701 requires that subheadings be presented for each key audit matter. 
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With respect to the one major site,  we engaged our own environmental specialists and legal counsel to review 

management’s estimate, including the chemical composition of the identified pollutants and legal opinions received by 

the Company.  This information was used to calculate independently a likely range of costs that the Company should 

ultimately incur for its share of remediation costs for that site. 

 

Further discussion of these remediation provisions is included in Notes 2 and 10 of the Notes to Financial Statements. 

 

Key observations12 

 

We consider the estimated costs of remediation for identified sites to be reasonable and that the discount rate used by 

management is at the mid-point of our internally developed acceptable range. With respect to the major U.S. site, we 

concluded that management’s estimate of the proportion of costs expected to be borne by the Group was within our 

independently calculated range. 

 

Responsibilities of Management for the Financial Statements 

Not presented 

 

Auditor’s Responsibilities for the Audit of the Financial Statements 

Not presented 

 

Signature of the auditor’s firm 

City and state where the auditor’s report is issued  

 

Date of the auditor’s report 

 

  

 
12 Including a key observation is not required by AU-C 701 and might cause more confusion by being perceived to be a 

second opinion on the individual key audit matter. 
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SAS No.  134’s New AU-C 705A: Modifications to the Opinion   

 

Scope of New AU-C 705A 

 

SAS No. 134’s new AU-C 705A replaces previously AU-C 705 issued as part of SAS No. 122, and has 

the following scope: 

 

1. New AU-C 705A addresses the auditor’s responsibility to issue an auditor’s report in circumstances in 

which the auditor concludes that a modification to the auditor’s opinion on the financial statements is 

necessary.  

 

2. It applies when an auditor is forming an opinion in accordance with: 

 

a. SAS No. 134’s new AU-C 700A, Forming an Opinion and Reporting on Financial Statements, or 

  

b. SAS No. 136, AU-C 703, Forming an Opinion and Reporting on Financial Statements of 

Employee Benefit Plans Subject to ERISA.  

  

3. In addition,  new AU-C 705A deals with how the form and content of the auditor’s report is affected 

when the auditor expresses a modified opinion.  

 

Type of Modified Opinions 

 

AU-C 705A establishes the types of modified opinions that are available contrary to the standard 

unmodified (clean) opinion in AU-C 700A: 

 

1. There are three types of modified opinions.  

 

a. Qualified opinion 

 

b. Adverse opinion, and  

 

c. Disclaimer of opinion. 

 

2. The decision regarding which type of modified opinion is appropriate depends on the following: 

 

a. The nature of the matter giving rise to the modification,  and 

 

b. The auditor’s judgment about the pervasiveness of the effects or possible effects of the matter on 

the financial statements. 

 

The following table illustrates the interrelation of an auditor’s professional judgment and the 

pervasiveness of the effects on the financial statements: 
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Nature of Matter Giving Rise to 

the Modification 

 

Auditor’s Professional Judgment About  

the Pervasiveness of the Effects or Possible  

Effects on the Financial Statements 

Material but not pervasive Material and pervasive 

 

Financial statements materially 

misstated (GAAP departure) 

 

Qualified opinion Adverse opinion 

Inability to obtain sufficient 

appropriate audit evidence 

(scope limitation) 

 

Qualified opinion Disclaimer of opinion 

 

Source: SAS No. 134, AU-C  705A 

 

 

Definitions used in AU-C 705A 

 

The following terms are used throughout AU-C 705A: 

 

Modified opinion: A qualified opinion, an adverse opinion, or a disclaimer of opinion on the 

financial statements. 

 

Pervasive: A term used, in the context of misstatements, to describe the effects on the financial 

statements of misstatements or the possible effects on the financial statements of misstatements, if any, 

that are undetected due to an inability to obtain sufficient appropriate audit evidence. Pervasive effects 

on the financial statements are those that, in the auditor’s judgment: 

 

• Are not confined to specific elements, accounts, or items of the financial statements 

• If so confined, represent or could represent a substantial proportion of the financial statements, or 

• Regarding disclosures, are fundamental to users’ understanding of the financial statements. 

 

Requirements of New AU-C 705A 

 

AU-C 705A offers the following rules in modifying an auditor’s report: 

 

1. The auditor should modify  the opinion in the auditor’s report when: 

 

a. The auditor concludes that, based on the audit evidence obtained, the financial statements as a 

whole are materially misstated,  or  

 

b. The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the financial 

statements as a whole, are free from material misstatement.  

 

2. The auditor’s inability to obtain sufficient appropriate audit evidence (a scope limitation) may arise 

from any of the three following sources: 
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a. Circumstances beyond the control of the entity 

 

b. Circumstances relating to the nature or timing of the auditor’s work, or 

 

c. Limitations imposed by management. 

 

3. Examples of circumstances beyond the control of the entity include the following: 

 

a. The entity’s accounting records have been destroyed. 

 

b. The accounting records of a significant component have been seized indefinitely by 

governmental authorities. 

 

4. Examples of circumstances relating to the nature or timing of the auditor’s work include the 

following: 

 

• The entity is required to use the equity method of accounting for an investee, and the auditor is 

unable to obtain sufficient appropriate audit evidence about the investee’s financial information 

to evaluate whether the equity method has been appropriately applied. 

 

• The timing of the auditor’s appointment is such that the auditor is unable to observe the counting 

of the physical inventories, and the auditor is unable to obtain sufficient appropriate audit 

evidence through other appropriate procedures, such as performing a rollback of inventory. 

 

• The auditor determines that performing substantive procedures alone is not sufficient, but the 

entity’s controls are not effective. 

 

5. Examples of an inability to obtain sufficient appropriate audit evidence arising from a limitation on 

the scope of the audit imposed by management include the following: 

 

• Management prevents the auditor from observing the counting of the physical inventory, or 

 

• Management prevents the auditor from requesting external confirmation of specific account 

balances. 

 

6. If there is a modified opinion (qualified opinion, adverse opinion, or disclaimer of opinion), the 

auditor’s report has two sections associated with the modification: 

 

a. Opinion section  (first section) 

 

b. Basis for Opinion section (second section) 

 

Inability to Obtain Sufficient Appropriate Audit Evidence Due to a Management-Imposed Limitation 

After the Auditor Has Accepted the Engagement 

 

AU-C 705A requires a modified opinion if there is a scope limitation on the audit using the following 

rules: 

 



21 
 

CHAPTER 5: New Auditing Standards- SAS Nos. 134-145 

1. If, after accepting the engagement, the auditor becomes aware that management has imposed a 

limitation on the scope of the audit that the auditor considers likely to result in the need to express a 

qualified opinion or to disclaim an opinion on the financial statements, the auditor should request 

that management remove the limitation. 

 

2. If management refuses to remove the limitation, the auditor should communicate the matter to those 

charged with governance, unless all of those charged with governance are also involved in managing 

the entity. 

 

a.  If applicable, the auditor should determine whether it is possible to perform alternative procedures 

to obtain sufficient appropriate audit evidence to mitigate the scope limitation. 

 

3. If the auditor is unable to obtain sufficient appropriate audit evidence, the auditor should determine the 

implications as follows: 

 

a. If the auditor concludes that the possible effects on the financial statements of undetected 

misstatements, if any, could be material, but not pervasive, the auditor should qualify the opinion. 

 

b. If the auditor concludes that the possible effects on the financial statements of undetected 

misstatements, if any, could be both material and pervasive, the auditor should: 

 

• Disclaim an opinion on the financial statements, or  

• Withdraw from the audit. 

 

The following table describes the basis for which an auditor should issue a modification of opinion: 

 
Type of Modified Opinion 

Qualified opinion Adverse opinion Disclaimer of opinion 

 

 

Material but not Pervasive 

 

 

Material and Pervasive 

 

Material and Pervasive 

The auditor should express a qualified 

opinion when: 

 

• The auditor (having obtained 

sufficient appropriate audit 

evidences) concludes that 

misstatements, individually or in 

the aggregate, are material but 

not pervasive to the financial 

statements, or 

 

• The auditor was unable to  obtain 

sufficient appropriate audit 

evidence on which to base the 

opinion, but the auditor 

concludes that the possible 

effects on the financial statements 

of undetected misstatements 

could be material but not 

pervasive. 

 

The auditor should express an adverse 

opinion when the auditor, having 

obtained sufficient appropriate audit 

evidence, concludes that 

misstatements, individually or in the 

aggregate, are both material and 

pervasive to the financial statements. 

The auditor should disclaim an 

opinion when the auditor is unable to 

obtain sufficient appropriate audit 

evidence on which to base the 

opinion, and the auditor concludes 

that the possible effects on the 

financial statements of undetected 

misstatements, if any, could be both 

material and pervasive. 
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Form and Content of the Auditor’s Report When the Opinion is Modified 

 

Following is a discussion of each section of the auditor’s report when the opinion is modified in the 

form of a qualified, adverse or disclaimer of opinion. 

 

Opinion section   (first section of the modified opinion report) 

 

1. In accordance with AU-C 700A,  the first section in the new auditor’s report is the opinion section, 

positioned in the auditor’s report as follows: 

 

First Section:  Opinion 

Second Section: Basis for Opinion 

Third Section:  Key Audit Matters (if applicable) 

Third Section:  Responsibilities of Management for the Financial Statements 

Fourth Section: Auditor’s Responsibilities for the Audit of the Financial Statements 

 

2. When the auditor modifies the audit opinion, the auditor should use the headings for the “Opinion” 

section as follows: 

 

 

Type of modification 

 

Heading for Opinion Section 

 

Qualified Opinion  Qualified Opinion 

Adverse Opinion Adverse Opinion 

Disclaimer of Opinion Disclaimer of Opinion 

 

 

Qualified Opinion 

 

1. When the auditor expresses a qualified opinion due to a material misstatement in the financial 

statements, the auditor should state in the auditor’s opinion that except for the effects of the matters 

described in the “Basis for Qualified Opinion” section of the auditor’s report, the accompanying 

financial statements present fairly, in all material respects [insert the financial statements and year ends] 

in accordance with [the applicable financial reporting framework].  

 

Example: 

 

Qualified Opinion: 

In our opinion, except for the effects of the matter described in the Basis for Qualified 

Opinion section of our report, the accompanying financial statements present fairly, 

in all material respects, the financial position of ABC Company as of December 31, 

20X1 and 20X0, and the results of its operations and its cash flows for the years then 

ended in accordance with accounting principles generally accepted in the United 

States of America. 

 

2. When the modification arises from an inability to obtain sufficient appropriate audit evidence, the auditor 

should use the corresponding phrase “except for the possible effects of the matters…” for the modified 

opinion.   



23 
 

CHAPTER 5: New Auditing Standards- SAS Nos. 134-145 

 

Example: 

 

Qualified Opinion: 

In our opinion, except for the possible effects of the matter described in the Basis for 

Qualified Opinion section of our report, the accompanying financial statements 

present fairly, in all material respects, the financial position of ABC Company as of 

December 31, 20X1, and the results of its operations and its cash flows for the year 

then ended in accordance with accounting principles generally accepted in the United 

States of America. 

 

Adverse Opinion 

 

1. When the auditor expresses an adverse opinion, the auditor should state that: 

 

“In the auditor’s opinion, because of the significance of the matters described in the 

Basis for Adverse Opinion section of the auditor’s report, the accompanying financial 

statements do not present fairly…….… in accordance with [the applicable financial 

reporting framework].” 

 

Example: 

 

Adverse Opinion:  

In our opinion, because of the significance of the matter discussed in the Basis for 

Adverse Opinion section of our report, the accompanying consolidated financial 

statements do not present fairly the financial position of ABC Company and its 

subsidiaries as of December 31, 20X1, or the results of their operations or their cash 

flows for the year then ended in accordance with accounting principles generally 

accepted in the United States of America. 

 

Disclaimer of Opinion 

 

1. When the auditor disclaims an opinion, due to an inability to obtain sufficient appropriate audit evidence, 

the auditor should do the following: 

 

a. State that the auditor does not express an opinion on the accompanying financial statements. 

 

b. State that, because of the significance of the matters described in the “Basis for Disclaimer of Opinion” 

section of the auditor’s report, the auditor has not been able to obtain sufficient appropriate audit 

evidence to provide a basis for an audit opinion on the financial statements, and 

 

c. Amend the introductory statement which indicates that the financial statements have been audited, to 

state that the auditor was engaged to audit the financial statements. 
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Example: 

 

Disclaimer of Opinion 

We do not express an opinion on the accompanying financial statements of ABC 

Company. Because of the significance of the matter described in the Basis for 

Disclaimer of Opinion section of our report, we have not been able to obtain sufficient 

appropriate audit evidence to provide a basis for an audit opinion on the financial 

statements. 

 

Basis for Opinion (second section of the modified opinion  report) 

 

1. When the auditor modifies the opinion on the financial statements, the auditor should, in addition to 

including the specific elements required by SAS No. 134, AU-C  700A or  SAS No. 136, Forming an 

Opinion and Reporting on Financial Statements of Employee Benefit Plans Subject to ERISA, do the 

following:   

 

a. Amend the heading “Basis for Opinion”  to the following:  

 

• Basis for Qualified Opinion  

• Basis for Adverse Opinion  

• Basis for Disclaimer of Opinion 

 

b. Within this section of the auditor’s report, include a description of the matter giving rise to the 

modification. 

 

2. The headings of the Basis for Opinion section are as follows: 

 

 

Basis for Opinion Section Title 

Modified Opinion 

 

 

Type of modification 

 

Heading for Basis for Opinion Section 

 

Qualified Opinion Basis for Qualified Opinion 

Adverse Opinion  Basis for Adverse Opinion 

Disclaimer of Opinion  Basis for Disclaimer of Opinion 
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SAS No. 134’s New AU-C 706A: Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs   

 

Definitions Used in AU-C 706A 

 

For purposes of generally accepted auditing standards (GAAS), the following terms are used in AU-C 

706A: 

 

Emphasis-of-matter paragraph: A paragraph included in the auditor’s report that is required 

by GAAS, or is included at the auditor’s discretion, and that refers to a matter appropriately 

presented or disclosed in the financial statements that, in the auditor’s professional judgment, 

is of such importance that it is fundamental to users’ understanding of the financial statements. 

 

Other-matter paragraph: A paragraph included in the auditor’s report that is required by 

GAAS, or is included at the auditor’s discretion, and that refers to a matter other than those 

presented or disclosed in the financial statements that, in the auditor’s professional judgment, 

is relevant to users’ understanding of the audit, the auditor’s responsibilities, or the auditor’s 

report.   

 

Requirements of AU-C 706A 

 

Emphasis-of-Matter Paragraph in the Auditor’s Report 

 

1. If the auditor considers it necessary to draw users’ attention to a matter appropriately presented or 

disclosed in the financial statements that, in the auditor’s professional judgment, is of such importance 

that it is fundamental to users’ understanding of the financial statements, the auditor should include 

an emphasis-of-matter paragraph in the auditor’s report, provided that the following apply: 

 

a. The auditor is not required to modify the opinion (e.g., issue qualified, adverse or disclaimer of opinion) 

in accordance with AU-C 705A, Modifications to the Opinion in the Independent Auditor’s 

Report, as a result of the matter. 

 

b. The matter has not been determined to be a key audit matter to be communicated in the auditor’s 

report under AU-C 701.   

 

Note: An emphasis-of-matter paragraph refers only to matters already presented or disclosed in the 

financial statements. To include information in an emphasis-of-matter paragraph about a matter 

beyond what is presented or disclosed in the financial statements may raise questions about the 

appropriateness of such presentation or disclosure. 

 

2. Circumstances in which an auditor must include an emphasis-of-matter paragraph in the audit report: 

 

a. There are certain auditing standards that require an auditor to include an emphasis-of-matter 

paragraph in the auditor’s report in certain circumstances. That list includes: 

 

• Subsequent Events and Subsequently Discovered Facts (AU-C 560) 

• Special Considerations—Audits of Financial Statements Prepared in Accordance With 

Special Purpose Frameworks (AU-C  800) 

• Consistency of Financial Statements (AU-C 708)  
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3. Circumstances in which an emphasis-of-matter paragraph may be necessary:   

 

a. In addition to the use  of an emphasis-of-matter paragraph required by other SASs,  the following 

are examples of circumstances when the auditor may consider it necessary to include an 

emphasis-of-matter paragraph:  

 

• An uncertainty relating to the future outcome of unusually important litigation or regulatory 

action  

• A major catastrophe that has had, or continues to have, a significant effect on the entity’s 

financial position  

• Significant transactions with related parties, and   

• A significant subsequent event that occurs between the date of the financial statements and the 

date of the auditor’s report. 

 

4. AU-C 706A does not specify where the emphasis-of-matter paragraph should be placed in the 

auditor’s report provided it is not positioned in the first section (Opinion section) or the second 

section (Basis for Opinion section).  

 

Other-Matter Paragraph in the Auditor’s Report 

 

1. If the auditor considers it necessary to communicate a matter other than those that are presented or 

disclosed in the financial statements that, in the auditor’s professional judgment, is relevant to users’ 

understanding of the audit, the auditor’s responsibilities, or the auditor’s report, the auditor should 

do the following: 

 

a. Include an other-matter paragraph in the auditor’s report, and 

 

b. Include the other-matter paragraph within a separate section with the heading “Other Matter” or 

other appropriate heading.   

 

2. An other-matter paragraph should not be included in the auditor’s report if that same matter has been 

identified as a key audit matter to be communicated in the auditor’s report in accordance with AU-

C 701. 

 

3. An “other-matter” paragraph is used in situations in which: 

 

a. It is necessary to communicate a matter that is not presented or disclosed in the financial 

statements (e.g., not in the notes to financial statements), and 

 

b. It is relevant to the users’ understanding of the: 

 

• Audit  

• Auditor’s responsibilities, or  

• Auditor’s report. 
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4. AU-C 706A does not specify where the other-matter paragraph should be placed in the auditor’s 

report provided it is not positioned in the first section (Opinion section) or the second section (Basis 

for Opinion section).  

 

The AU-C offers some examples of considerations related to the placement of an other-matter 

paragraph: 

 

a. When both a “Key Audit Matters” section and an other-matter paragraph are included in the same 

auditor’s report,  the auditor may add further context to the heading “Other Matter.”13  

 

Example:  The heading can be expanded to “Other Matter-Scope of the Audit,” to differentiate 

the other-matter paragraph from the individual matters described in the “Key Audit Matters” 

section.   

 

b. When an other-matter paragraph is included to draw users’ attention to a matter relating to other 

reporting responsibilities addressed in the auditor’s report, the paragraph may be included in the 

section “Report on Other Legal and Regulatory Requirements.” 

 

c. When it is relevant to all the auditor’s responsibilities or to users’ understanding of the auditor’s 

report, the other-matter paragraph may be included as a separate section following the sections 

“Report on the Audit of the Financial Statements” and “Report on Other Legal and Regulatory 

Requirements.” 

 

 

  

 
13   Assumes the matter that is included in the key audit matters and other-matters paragraphs is not the same. 
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Example Report- AU-C 706A, as modified by the Author 

 

Example 1: An Auditor’s Report That Includes a Key Audit Matters section, an Emphasis-of-

Matter Paragraph, and an Other-Matter Paragraph 

 

Facts: 

 

• Audit of a complete set of general purpose comparative GAAP financial statements.  

 

• The auditor has concluded that an unmodified opinion is appropriate based on the audit evidence 

obtained. 

 

• The auditor is including an emphasis-of-matter paragraph in the auditor’s report related to a 

subsequent event. Between the date of the financial statements and the date of the auditor’s report, 

there was a fire in the entity’s production facilities, which was disclosed in the notes to financial 

statements by the entity as a subsequent event.  

 

• In the auditor’s judgment, the matter is of such importance that it is fundamental to users’ 

understanding of the financial statements. The matter did not require significant auditor attention 

in the audit of the financial statements in the current period.   

 

• The prior period 20X0 financial statements were audited by a predecessor auditor for which the 

current year audit is including an other-matter paragraph. 

 

• The auditor has been engaged to communicate key audit matters. 

 

• The audit report does not include reporting on other legal and regulatory requirements. 
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Independent Auditor’s Report 

 

 

[Appropriate Addressee] 

 

Opinion 

 

We have audited the financial statements of ABC Company which comprise the balance sheet as of December 31, 

20X1, and the related statements of income, changes in stockholders’ equity, and cash flows for the year then ended, 

and the related notes to the financial statements. 

 

In our opinion, the accompanying financial statements present fairly, in all material respects, the financial position 

of ABC Company as of December 31, 20X1, and the results of its operations and its cash flows for the year then 

ended in accordance with accounting principles generally accepted in the United States of America. 

 

Basis for Opinion 

 

We conducted our audit in accordance with auditing standards generally accepted in the United States of America 

(GAAS). Our responsibilities under those standards are further described in the Auditor’s Responsibilities for the 

Audit of the Financial Statements section of our report. We are required to be independent of ABC Company and 

to meet our other ethical responsibilities, in accordance with the relevant ethical requirements relating to our audit. 

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit 

opinion. 

 

Emphasis of Matter 

 

As discussed in Note X to the financial statements, subsequent to the date of the financial statements, there 

was a fire in ABC Company’s production facilities. Our opinion is not modified with respect to this matter. 

 

Key Audit Matters 

 

Key audit matters are those matters that were communicated with those charged with governance and, in our 

professional judgment, were of most significance in our audit of the financial statements of the current period. These 

matters were addressed in the context of our audit of the financial statements as a whole, and in forming our opinion 

thereon, and we do not provide a separate opinion on these matters. 

 

[Insert the description of each key audit matter] 

 

Other Matter 

 

The financial statements of ABC Company for the year ended December 31, 20X0, were audited by another 

auditor, who expressed an unmodified opinion on those statements on March 31, 20X1. 

 

Responsibilities of Management for the Financial Statements 

 

Management is responsible for the preparation and fair presentation of the financial statements in accordance 

with accounting principles generally accepted in the United States of America, and for the design, 

implementation, and maintenance of internal control relevant to the preparation and fair presentation of 

financial statements that are free from material misstatement, whether due to fraud or error. 

 



30 
 

CHAPTER 5: New Auditing Standards- SAS Nos. 134-145 

In preparing the financial statements, management is required to evaluate whether there are conditions or 

events, considered in the aggregate, that raise substantial doubt about ABC Company’s ability to continue as 

a going concern for [insert the time period set by the applicable financial reporting framework]. 

 

Auditor’s Responsibilities for the Audit of the Financial Statements 

 

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from 

material misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. 

Reasonable assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee 

that an audit conducted in accordance with GAAS will always detect a material misstatement when it exists. 

The risk of not detecting a material misstatement resulting from fraud is higher than for one resulting from 

error, as fraud may involve collusion, forgery, intentional omissions, misrepresentations, or the override of 

internal control.   Misstatements are considered material if,  there is a substantial likelihood that, individually 

or in the aggregate, they would influence the judgment made by a reasonable user based on the financial 

statements.14 

 

In performing an audit in accordance with GAAS, we: 

 

• Exercise professional judgment and maintain professional skepticism throughout the audit. 

 

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or 

error, and design and perform audit procedures responsive to those risks. Such procedures include 

examining, on a test basis, evidence regarding the amounts and disclosures in the financial statements. 

 

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are 

appropriate in the circumstances, but not for the purpose of  expressing an opinion on the effectiveness of 

ABC Company’s internal control. Accordingly, no such opinion is expressed. 

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting 

estimates made by management, as well as evaluate the overall presentation of the financial statements. 

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise 

substantial doubt about ABC Company’s ability to continue as a going concern for a reasonable period of 

time. 

 

We are required to communicate with those charged with governance regarding, among other matters, the 

planned scope and timing of the audit, significant audit findings, and certain internal control–related matters 

that we identified during the audit. 

 

 

Signature of the auditor’s firm 

City and state where the auditor’s report is issued  

 

Date of the auditor’s report 

 

 
 
 
 
 

 
14    Language highlighted in bold italic represents further changes made to SAS No. 134 by SAS No. 138. 
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SAS No. 135: Omnibus Statement on Auditing Standards—2019 
 

Issued:  May  2019 

 

Delayed effective date:  

 

The original effective date of SAS No. 134 was effective for audits of financial statements for periods 

ending on or after December 15, 2020.  Early implementation is not permitted. 

 

In May 2020, the ASB issued  SAS No. 141:  Amendment to the Effective Dates of SAS Nos. 134–140.  

SAS No. 141 delays the effective date of SAS Nos. 134-139 by one year. 

 

The new effective date of SAS No. 134 is  for audits of financial statements for periods ending on or 

after December 15, 2021 (calendar year-end financial statement audits).  

 

Amendments Made by SAS No. 135 

 

Amendment 1:  AU-C 260 of SAS No. 122: The Auditor’s Communication With Those Charged With 

Governance 

 

1. SAS No. 135 amends AU-C 260, The Auditor’s Communication With Those Charged With 

Governance,  to expand the matters that an auditor should communicate with those charged with 

governance.  

 

2. The following paragraphs of AU-C 260 are amended: 

 

a. The amendment expands the matters that the auditor should communicate with those charged 

with governance to include: 

 

b. Significant unusual transactions, if any.  

 

c. Matters that are difficult or contentious for which the auditor consulted outside the engagement 

team and that are, in the auditor’s professional judgment, significant and relevant to those charged 

with governance regarding their responsibility to oversee the financial reporting process. 

 

d. A statement that uncorrected misstatements or matters underlying those uncorrected 

misstatements could potentially cause future-period financial statements to be materially 

misstated, even if the auditor has concluded that the uncorrected misstatements are immaterial to 

the financial statements under audit. 

 

3. The amendment adds language to address forms of communication with those charged with 

governance as follows: 

 

a. If management communicated some or all of the matters the auditor is required to communicate, 

and the auditor did not communicate these matters at the same level of detail as management, 

the auditor should do the following: 

 

• Communicate any omitted or inadequately described matters to those charged with 
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governance. 

 

• Include a copy or summary of management’s communications provided to those charged with 

governance in the audit documentation.  

 

Amendment 2:  AU-C 550 of SAS No. 122: Related Parties 

 

1. SAS No.135 amends AU-C 550, Related Parties, to expand the inquiries that an auditor should make 

in connection with related-party transactions.  

 

2. The inquiries an auditor should make of management and others within the entity regarding related 

party transactions is expanded to include the following: 

 

a. The business purpose of entering into a transaction with a related party versus an unrelated party 

 

b. Whether the entity entered into, modified, or terminated any transactions with these related parties 

during the period and,  if  so, the  type  and business purpose of the transactions 

 

c. Whether there are any related-party transactions: 

 

• That have not been authorized and approved in accordance with the entity’s established 

policies or procedures regarding the authorization and approval of transactions with related 

parties, and 

 

• For which exceptions to the entity's established policies or procedures were granted and the 

reasons for granting those exceptions.  

 

d. Unless all of those charged with governance are involved in managing the entity, the auditor should 

inquire of those charged with governance (or the audit committee or, at least, its chair) regarding: 

 

• Their understanding of the entity’s relationships and transactions with related parties that are 

significant to the entity, and 

 

• Whether any of those charged with governance have concerns regarding relationships or 

transactions with related parties and, if so, the substance of those concerns. 

 

3. The procedures that an auditor should perform on related-party transactions is expanded to include 

the following: 

 

a. The auditor should evaluate whether the entity has properly identified its related party 

relationships and transactions.  

 

• Evaluating whether an entity has properly identified its related party relationships and 

transactions involves more than assessing the process used by the entity.  

 

• The evaluation should include procedures to test the accuracy and completeness of the 

related party relationships and transactions identified by the entity, considering the 

information gathered during the audit.  
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b. The auditor should perform procedures on balances with affiliated entities as of concurrent dates, 

even if fiscal years of the respective entities differ. The procedures performed should address the 

risks of material misstatement associated with the entity’s accounts with affiliates. 

 

c. Examples of significant related-party findings or issues is expanded to include: 

 

• The identification of significant related party transactions that appear to lack a business 

purpose, and 

 

• The inclusion of a statement in the financial statements that a transaction with a related party 

was conducted on terms equivalent to those prevailing in an arm’s-length transaction. 

 

Amendment 3:  AU-C 240 of SAS No. 122: Consideration of Fraud in a Financial Statement Audit 

 

1. AU-C 240, Consideration of Fraud in a Financial Statement Audit, addresses the auditor’s 

responsibilities relating to fraud in an audit of financial statements. 

 

2. SAS No. 135 amends the following  paragraphs of AU-C 240: 

 

a. Definitions are expanded to include the following:  

 

Significant unusual transactions: Significant transactions that are outside the normal 

course of business for the entity or that otherwise appear to be unusual due to their timing, 

size, or nature. 

 

b. The auditor’s inquiries of management found in the management representation letter with 

respect to fraud are expanded to include the following: 

 

• Whether the entity has entered into any significant unusual transactions and, if so, the nature, 

terms, and business purpose (or the lack thereof) of those transactions and whether such 

transactions involved related parties. 

 

c. The fraud procedures that should be performed to evaluate for significant transactions that are 

outside the normal course of business for the entity are expanded so that the auditor should: 

 

• Read the underlying documentation and evaluating whether the terms and other information 

about the transaction are consistent with explanations from inquiries and other audit evidence 

about the business purpose (or the lack thereof) of the transaction 

 

• Determine whether the transaction has been authorized and approved in accordance with the 

entity’s established policies and procedures 

  

• Evaluate whether significant unusual transactions that the auditor has identified have been 

properly accounted for and disclosed in the financial statements 

 

• Evaluate the business purpose for significant unusual transactions  
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SAS No. 136: Forming an Opinion -Employee Benefit Plans Subject to ERISA 
 

Issued:  July 2019 

 

Delayed effective date:  

 

The original effective date of SAS No. 134 was effective for audits of financial statements for periods 

ending on or after December 15, 2020.  Early implementation is not permitted. 

 

In May 2020, the ASB issued  SAS No. 141:  Amendment to the Effective Dates of SAS Nos. 134–140.  

SAS No. 141 delays the effective date of SAS Nos. 134-139 by one year. 

 

The new effective date of SAS No. 134 is  or audits of financial statements for periods ending on or after 

December 15, 2021 (calendar year-end financial statement audits).  

 

Introduction 

 

SAS No. 136 creates a new AU-C 703  that addresses the auditor’s responsibility to form an opinion and 

report on the audit of financial statements of employee benefit plans subject to the Employee Retirement 

Income Security Act of 1974 (ERISA).  

 

The most significant change made by AU-C 703 is the form and content of the auditor’s report. 

 

Some of the changes made by AU-C 703 follow: 

 

1. AU-C 703 eliminates the “limited-scope” audit and replaces it with a new “ERISA Section 

103(a)(3)(C)” audit.   

 

2. There is a new requirement for management to provide the auditor with a draft of the Form 5500 for 

the auditor to review for inconsistencies with the audited financial statements. 

 

3. There is new requirement for the auditor to communicate certain items to management and/or those 

charged with governance, including reportable findings, prohibited transactions, and the auditor’s 

responsibilities with respect to Form 5500. 

 

4. In the  auditor’s report, it clarifies management’s responsibilities during the audit. 

 

5. There are certain management representations regarding management’s responsibilities that the 

auditor must obtain from management.    

 

Scope of AU-C 703 (SAS No. 136) 

 

1. AU-C 703 of SAS No. 136 applies to audits of single employer, multiple employer, and 

multiemployer plans subject to ERISA.  

 

2. AU-C 703 addresses the auditor’s responsibility to form an opinion on the financial statements of 

employee benefit plans (EBPs) subject to the Employee Retirement Income Security Act of 1974 
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(ERISA), hereinafter referred to as ERISA plans.  

 

3. It also addresses the form and content of the auditor’s report issued as a result of an audit of ERISA 

plan financial statements.  

 

4. The requirements in AU-C 703 are specific to ERISA plan audit engagements and are intended to be 

performed as part of the audit of ERISA plan financial statements in accordance with generally 

accepted auditing standards (GAAS).   

 

5. SAS No. 136 does not contain all the requirements necessary to form an opinion and report on ERISA 

plan financial statements.  Other GAAS should be followed.    

 

Requirements- ERISA Audit per AU-C 703 

 

1. The auditor should form an opinion on whether ERISA plan financial statements are presented fairly, 

in all material respects, in accordance with the applicable financial reporting framework.   

 

a. In order to form that opinion, the auditor should conclude whether the auditor has obtained 

reasonable assurance about whether the ERISA plan financial statements as a whole are free from 

material misstatement, whether due to fraud or error.  

 

2. The auditor should express an unmodified opinion when the auditor concludes that the ERISA plan 

financial statements are presented fairly, in all material respects, in accordance with the applicable 

financial reporting framework. 

 

3. The auditor should modify the opinion in the auditor’s report, in accordance with AU-C 705A 

(qualified, adverse or disclaimer of opinion), in the following circumstances: 

 

a. The auditor concludes that, based on the audit evidence obtained, the ERISA plan financial 

statements as a whole are materially misstated, or 

 

b. The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the ERISA 

plan financial statements as a whole are free from material misstatement. 

 

4.  AU-C 703 adds a new requirement that the auditor must read the draft Form 5500 prior to dating the 

auditor’s report.  The auditor should: 

 

a. Make appropriate arrangements with management to obtain the draft Form 5500.  

 

b. Obtain the draft Form 5500  prior to dating the auditor’s report.   

 

c. Read the draft Form 5500 in order to identify material inconsistencies, if any, with the audited 

ERISA plan financial statements. 

  

d. Communicate with those charged with governance the auditor’s responsibility with respect to 

Form 5500, procedures performed relating to Form 5500, and the results of those procedures.   
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The New ERISA Section 103(a)(3)(C) Audit 

 

1. SAS No. 136 makes the following changes to the existing limited-scope audit: 

 

a. The term “limited scope audit” is replaced with the term “ERISA Section 103(a)(3)(C) audit.” 

 

b. SAS No. 136 expands the performance requirements with respect to ERISA Section 103(a)(3)(C) 

audit. 

 

c. There is a new report format for an ERISA Section 103(a)(3)(C) audit. 

 

d. Paragraph 8 of SAS No. 136 offers the basic rule related to the ERISA Section 103(a)(3)(C) audit  

(formerly limited-scope audit): 

 

“When management elects an ERISA Section 103(a)(3)(C) audit……, the audit need 

not extend to any statements or information related to assets held for investment of the 

plan… by a bank or similar institution or an insurance carrier that is regulated, 

supervised, and subject to periodic examination by a state or federal agency, provided 

that the statements or information regarding assets so held are prepared and certified to 

by the bank or similar institution or insurance carrier….” 

 

2. The ERISA Section 103(a)(3)(C) audit is not considered a scope limitation under AU-C 705A.  

 

Procedures for an ERISA Section 103(a)(3)(C) Audit 

 

AU-C 703 expands the audit procedures required in the new ERISA Section 103(a)(3)(C) audit as 

compared with the previous limited-scope audit. 

 

1. When management elects to have an ERISA Section 103(a)(3)(C) audit, the auditor should evaluate 

management’s assessment of whether the entity issuing the certification of investments is a qualified 

institution under DOL rules and regulations. 

 

a. The ability to make the ERISA Section 103(a)(3)(C) audit election is dependent on the 

qualifications of the institution preparing and certifying the investment information.  

 

b. If the institution is not qualified, the auditor is precluded from performing the ERISA Section 

103(a)(3)(C) audit. 

 

2. The ERISA Section 103(a)(3)(C) audit exempt procedures extend only to investment information 

certified by a qualified institution and not to any investment information that is not certified by the 

qualified institution. 

 

3. The auditor should perform audit procedures on the financial statement information, including the 

disclosures, not covered by the certification as well as noninvestment-related information based on 

the assessed risk of material misstatement.  
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Auditor’s Report for an ERISA Section 103(a)(3)(C) Audit 

 

1. The ERISA Section 103(a)(3)(C) audit report should be presented with its sections in the following 

order: 

 

a. Scope and Nature of the ERISA Section 103(a)(3)(C) Audit – required first section   

 

b. Opinion – required second section 

 

c. Basis for Opinion – required third section   

 

d. Responsibilities of Management for the Financial Statements - suggested fourth section 

 

e. Auditor’s Responsibilities for the Audit of the Financial Statements- suggested fifth section 

 

2. If a Key Audit Matters section is presented under AU-C 701,  it can be shown in any location in the 

auditor’s report as long as it is not presented in the first three sections. 

 

3. In addition to the procedures performed during the audit of the ERISA plan financial statements, in 

order to report on the ERISA- required supplemental schedules when reporting under an ERISA 

Section 103(a)(3)(C) audit, the auditor should perform the following procedures using the same 

materiality level used in the audit of the financial statements: 

 

a. Determine whether the form and content of the ERISA-required supplemental schedules, other 

than the information that agreed to or is derived from the certified investment information, is 

presented in conformity with the DOL’s Rules and Regulations for Reporting and Disclosure 

under ERISA 

 

b. Compare and reconcile the information included in the ERISA-required supplemental schedules, 

other than that agreed to or derived from the certified investment information, to the underlying 

accounting and other records used in preparing the financial statements or to the financial 

statements themselves 

 

c. Obtain written representations from management that it: 

 

• Acknowledges its responsibility for the presentation of the ERISA- required supplemental 

schedules in accordance with the DOL’s Rules and Regulations for Reporting and Disclosure 

under ERISA, and 

 

• Believes the ERISA-required supplemental schedules, including their form and content, are 

presented in conformity with the DOL’s Rules and Regulations for Reporting and Disclosure 

under ERISA. 

 

4. When management elects to have an ERISA Section 103(a)(3)(C) audit, the auditor should include an 

other-matter paragraph in the ERISA Section 103(a)(3)(C) audit report that contains certain 

elements. 
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Auditor’s Report on Financial Statements of Employee Benefit Plans Subject to ERISA 

 

Source: SAS No. 136, as modified by the author 

 

Example 1: An Auditor’s Report on Financial Statements for a Defined Contribution Retirement 

Plan Subject to ERISA When Management Elects an ERISA Section 103(a)(3)(C) Audit (Formerly 

Limited-Scope Audit) 

 

Facts: 

 

• Management elected an ERISA Section 103(a)(3)(C) audit. 
  

• The auditor performed an ERISA Section 103(a)(3)(C) audit of a complete set of general purpose 

financial statements for a 401(k) plan subject to ERISA, with comparative statements of net assets 

available for benefits and a single-year statement of changes in net assets available for benefits. 

 

• There are no limitations on the scope of the audit, and the auditor has not identified any material 

misstatements of the ERISA plan financial statements. 

 

• The auditor has concluded that the ERISA Section 103(a)(3)(C) report is appropriate based on the 

audit evidence obtained. 

 

• The auditor has not been engaged to communicate key audit matters. 

 

• The report on the ERISA-required supplemental schedules is presented as an other-matter 

paragraph.  

 

• The auditor has concluded that the form and content of the supplemental schedules, other than the 

information in the supplemental schedules that agreed to or is derived from the certified investment 

information, is presented, in all material respects, in conformity with the Department of Labor's 

Rules and Regulations for Reporting and Disclosure under ERISA. The information in the 

supplemental schedules related to assets held by and certified by a qualified institution agreed to 

or is derived from, in all material respects, the information prepared and certified by an institution 

that management determined meets the requirements of ERISA Section 103(a)(3)(C). 
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Independent Auditor’s Report 

 

  

[Appropriate Addressee] 

 

Scope and Nature of the ERISA Section 103(a)(3)(C) Audit 

 

We have performed audits of the financial statements of ABC 401(k) Plan, an employee benefit plan subject to the 

Employee Retirement Income Security Act of 1974 (ERISA), as permitted by ERISA Section 103(a)(3)(C) (ERISA 

Section 103(a)(3)(C) audit). The financial statements comprise the statements of net assets available for benefits as of 

December 31, 20X2 and 20X1, and the related statement of changes in net assets available for benefits for the year 

ended December 31, 20X2, and the related notes to the financial statements. 

 

Management, having determined it is permissible in the circumstances, has elected to have the audits of ABC 401(k) 

Plan’s financial statements performed in accordance with ERISA Section 103(a)(3)(C) pursuant to 29 CFR 2520.103-8 

of the Department of Labor’s Rules and Regulations for Reporting and Disclosure under ERISA. As permitted by ERISA 

Section 103(a)(3)(C), our audits need not extend to any statements or information related to assets held for investment 

of the plan (investment information) by a bank or similar institution or insurance carrier that is regulated, supervised, 

and subject to periodic examination by a state or federal agency, provided that the statements or information regarding 

assets so held are prepared and certified to by the bank or similar institution or insurance carrier in accordance with 29 

CFR 2520.103-5 of the Department of Labor’s Rules and Regulations for Reporting and Disclosure under ERISA 

(qualified institution). 

 

Management has obtained certifications from a qualified institution as of December 31, 20X2 and 20X1, and for the year 

ended December 31, 20X2, stating that the certified investment information, as described in Note X to the financial 

statements, is complete and accurate. 

 

Opinion 

 

In our opinion, based on our audits and on the procedures performed as described in the Auditor’s Responsibilities for 

the Audit of the Financial Statements section: 

 

• the amounts and disclosures in the accompanying financial statements, other than those agreed to or derived from 

the certified investment information, are presented fairly, in all material respects, in accordance with accounting 

principles generally accepted in the United States of America. 

 

• the information in the accompanying financial statements related to assets held by and certified to by a qualified 

institution agrees to, or is derived from, in all material respects, the information prepared and certified by an 

institution that management determined meets the requirements of ERISA Section 103(a)(3)(C). 

 

Basis for Opinion 

 

We conducted our audits in accordance with auditing standards generally accepted in the United States of America 

(GAAS). Our responsibilities under those standards are further described in the Auditor’s Responsibilities for the Audit of 

the Financial Statements section of our report. We are required to be independent of ABC 401(k) Plan and to meet our other 

ethical responsibilities, in accordance with the relevant ethical requirements relating to our audits. We believe that the audit 

evidence we have obtained is sufficient and appropriate to provide a basis for our ERISA Section 103(a)(3)(C) audit 

opinion. 

 

Responsibilities of Management for the Financial Statements 

 

Management is responsible for the preparation and fair presentation of the financial statements in accordance with 

accounting principles generally accepted in the United States of America, and for the design, implementation, and 

maintenance of internal control relevant to the preparation and fair presentation of financial statements that are free 

from material misstatement, whether due to fraud or error. Management’s election of the ERISA Section 103(a)(3)(C) 

audit does not affect management’s responsibility for the financial statements. 
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In preparing the financial statements, management is required to evaluate whether there are conditions or events, 

considered in the aggregate, that raise substantial doubt about ABC 401(k) Plan’s ability to continue as a going concern 

for [insert the time period set by the applicable financial reporting framework]. 

 

Management is also responsible for maintaining a current plan instrument, including all plan amendments, 

administering the plan, and determining that the plan’s transactions that are presented and disclosed in the financial 

statements are in conformity with the plan’s provisions, including maintaining sufficient records with respect to each 

of the participants, to determine the benefits due or which may become due to such participants. 

 

Auditor’s Responsibilities for the Audit of the Financial Statements 

 

Except as described in the Scope and Nature of the ERISA Section 103(a)(3)(C) Audit section of our report, our 

objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material 

misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable 

assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee that an audit 

conducted in accordance with GAAS will always detect a material misstatement when it exists. The risk of not detecting 

a material misstatement resulting from fraud is higher than for one resulting from error, as fraud may involve collusion, 

forgery, intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered 

material if,  there is a substantial likelihood that, individually or in the aggregate, they would influence the judgment 

made by a reasonable user based on the financial statements.15 

 

In performing an audit in accordance with GAAS, we: 

 

• Exercise professional judgment and maintain professional skepticism throughout the audit. 

 

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, and 

design and perform audit procedures responsive to those risks. Such procedures include examining, on a test basis, 

evidence regarding the amounts and disclosures in the financial statements. 

 

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are 

appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the ABC 

401(k) Plan’s internal control. Accordingly, no such opinion is expressed. 

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates 

made by management, as well as evaluate the overall presentation of the financial statements. 

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise 

substantial doubt about ABC 401(k) Plan’s ability to continue as a going concern for a reasonable period of time. 

 

Our audits did not extend to the certified investment information, except for obtaining and reading the certification, 

comparing the certified investment information with the related information presented and disclosed in the financial 

statements, and reading the disclosures relating to the certified investment information to assess whether they are in 

accordance with the presentation and disclosure requirements of accounting principles generally accepted in the United 

States of America. 

 

Accordingly, the objective of an ERISA Section 103(a)(3)(C) audit is not to express an opinion about whether the 

financial statements as a whole are presented fairly, in all material respects, in accordance with accounting principles 

generally accepted in the United States of America. 

 

We are required to communicate with those charged with governance regarding, among other matters, the planned 

scope and timing of the audit, significant audit findings, and certain internal control-related matters that we identified 

during the audit. 

 
15    Language highlighted in bold italic represents further changes made to SAS No. 136 by SAS No. 138 which was issued 

in December 2019. 
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Other Matter - Supplemental Schedules Required by ERISA 

 

The supplemental schedules of [identify the title of supplemental schedules and periods covered] are presented for 

purposes of additional analysis and are not a required part of the financial statements but are supplementary information 

required by the Department of Labor’s Rules and Regulations for Reporting and Disclosure under ERISA. Such 

information is the responsibility of management and was derived from and relates directly to the underlying accounting 

and other records used to prepare the financial statements. The information included in the supplemental schedules, 

other than that agreed to or derived from the certified investment information, has been subjected to auditing procedures 

applied in the audits of the financial statements and certain additional procedures, including comparing and reconciling 

such information directly to the underlying accounting and other records used to prepare the financial statements or 

to the financial statements themselves, and other additional procedures in accordance with GAAS. For information 

included in the supplemental schedules that agreed to or is derived from the certified investment information, we 

compared such information to the related certified investment information. 

 

In forming our opinion on the supplemental schedules, we evaluated whether the supplemental schedules, other than the 

information agreed to or derived from the certified investment information, including their form and content, are 

presented in conformity with the Department of Labor’s Rules and Regulations for Reporting and Disclosure under 

ERISA. 

 

In our opinion: 

 

• the form and content of the supplemental schedules, other than the information in the supplemental schedules that 

agreed to or is derived from the certified investment information, are presented, in all material respects, in 

conformity with the Department of Labor's Rules and Regulations for Reporting and Disclosure under ERISA. 

 

• the information in the supplemental schedules related to assets held by and certified to by a qualified institution 

agrees to, or is derived from, in all material respects, the information prepared and certified by an institution that 

management determined meets the requirements of ERISA Section 103(a)(3)(C). 

 

 

Signature of the auditor’s firm 

City and state where the auditor’s report is issued  

 

Date of the auditor’s report 
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SAS No. 137: The Auditor’s Responsibilities Relating to Other Information    
   

Issued:  July 2019 

 

Delayed effective date:  

 

The original effective date of SAS No. 134 was effective for audits of financial statements for periods 

ending on or after December 15, 2020.  Early implementation is not permitted. 

 

In May 2020, the ASB issued  SAS No. 141:  Amendment to the Effective Dates of SAS Nos. 134–140.  

SAS No. 141 delays the effective date of SAS Nos. 134-139 by one year. 

 

The new effective date of SAS No. 134 is  or audits of financial statements for periods ending on or after 

December 15, 2021 (calendar year-end 2021 financial statement audits).  

 

Scope of SAS No. 137 

 

1. SAS No. 137: 

 

a. Supersedes SAS No. 118, Other Information In Documents Containing Audited Financial 

Statements which has been codified in AU-C 720.   

 

b. Offers guidance on the auditor’s responsibilities related to other information. 

 

c. Addresses the auditor’s responsibilities relating to other information, whether financial or 

nonfinancial information (other than financial statements and the auditor’s report thereon), is 

included in an entity’s annual report.   

 

2. Other information: 

 

a. SAS No. 137 defines other information as follows: 

 

“Financial or nonfinancial information (other than financial statements and the 

auditor’s report thereon) included in an entity’s annual report.”  

 

b. The following are examples of amounts and other items that may be included in other 

information:  

 

• Management report, management commentary, or operating and financial review or similar 

reports by those charged with governance (for example, a directors’ report) 

• Chairman’s statement 

• Corporate governance statement 

• Management’s internal control and risk assessment reports 

• Financial summaries or highlights 

• Employment data 

• Planned capital expenditures 

• Financial ratios 

• Names of officers and directors 
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• Selected quarterly data 

 

3. Annual report: 

 

a. SAS No. 137 defines annual report: 

 

“A document, or combination of documents, typically prepared on an annual basis 

by management or those charged with governance in accordance with law, 

regulation, or custom, the purpose of which is to provide owners (or similar 

stakeholders)with information on the entity’s operations and the entity’s financial 

results and financial position as set out in the financial statements.” 

 

4. The following items are not considered part of other information: 

 

a. Financial statements, individually and as a whole 

 

b. Auditor’s report, and 

 

c. Any financial or nonfinancial information that is not included in an annual report.    

 

Requirements of SAS No. 137 

 

1. The auditor should do the following with respect to other information:  

 

a. Through discussion with management, determine and obtain management’s written 

acknowledgment regarding which document or documents comprise the annual report and the 

entity’s planned manner and timing of the issuance of such documents. 

 

b. Make appropriate arrangements with management to obtain in a timely manner and, if possible, 

prior to the date of the auditor’s report, the final version of the document or documents 

comprising the annual report. 

 

c. When some or all the documents determined in (1)(a) will not be available until after the date of 

the auditor’s report on the financial statements, request management to provide a written 

representation that the final version of the documents will be provided to the auditor when 

available, and prior to the document’s issuance by the entity, such that the auditor can complete 

the procedures required by  SAS No. 137.  

 

2. If the auditor becomes aware that the entity did not provide the auditor with the final version of 

documents determined in paragraph (1)(a) above to be part of the annual report prior to the issuance 

of those documents to third parties, the auditor should take appropriate action that might include:  

 

a. Obtain those documents from management and perform procedures required by SAS No. 137 as 

soon as practicable 

 

b. Communicate the matter to those charged with governance, and 

 

c. Consider the need to obtain legal advice. 
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3. The auditor should read the other information and consider whether a material inconsistency exists 

between the other information and the financial statements. As the basis for this consideration, to 

evaluate their consistency, the auditor should do the following: 

 

a. Compare selected amounts or other items in the other information with such amounts or other 

items in the financial statements.  

 

4. While reading the other information, the auditor should remain alert for indications that: 

 

a. A material inconsistency exists, between the other information and the auditor’s knowledge 

obtained in the audit, or 

 

b. A material misstatement of fact exists or the other information is otherwise misleading. 

 

5. The auditor is not responsible for searching for omitted information or for the completeness of the 

other information. 

 

6. At the date of the auditor’s report, when the auditor has obtained all the other information, the 

composition of which was determined through discussion with management and for which the 

auditor obtained management’s written acknowledgment, the auditor should include a separate 

section in the auditor’s report on the financial statements with the heading “Other Information” or 

other appropriate heading.   

 

Documentation of Other Information 

 

1. In addressing the requirements in AU-C 230, Audit Documentation, as those requirements apply to 

this SAS, the auditor should include the following in the audit documentation: 

 

a. The procedures performed under SAS No. 137, and  

 

b. The final version of the other information on which the auditor has performed the work required 

under  SAS No. 137. 
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Following is an example of an auditor’s reports from SAS No. 137 that includes other information. 

 

Example: An Auditor’s Report on Comparative Financial Statements Prepared in Accordance 

With Accounting Principles Generally Accepted in the United States of America 

 

Facts: 

 

• Audit of a complete set of general purpose comparative financial statements. 

 

• The auditor has concluded that an unmodified opinion is appropriate based on the audit evidence 

obtained. 

 

• The auditor has obtained all the other information prior to the date of the auditor’s report and has 

not identified an uncorrected material misstatement of the other information included in the 

annual report.  

 

• The auditor has not been engaged to communicate key audit matters. 

 
 

Independent Auditor’s Report 

 

 

[Appropriate Addressee] 

 

Opinion 

 

We have audited the financial statements of ABC Company, which comprise the balance sheets as of December 

31, 20X1 and 20X0, and the related statements of income, changes in stockholders’ equity, and cash flows for 

the years then ended, and the related notes to the financial statements. 

 

In our opinion, the accompanying financial statements present fairly, in all material respects, the financial 

position of ABC Company as of December 31, 20X1 and 20X0, and the results of its operations and its cash 

flows for the years then ended in accordance with accounting principles generally accepted in the United States 

of America. 

 

Basis for Opinion 

 

We conducted our audits in accordance with auditing standards generally accepted in the United States of 

America (GAAS). Our responsibilities under those standards are further described in the Auditor’s Responsibilities 

for the Audit of the Financial Statements section of our report. We are required to be independent of ABC Company 

and to meet our other ethical responsibilities, in accordance with the relevant ethical requirements relating to our 

audits. We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for 

our audit opinion. 

 

Responsibilities of Management for the Financial Statements 

 

Management is responsible for the preparation and fair presentation of the financial statements in accordance 

with accounting principles generally accepted in the United States of America, and for the design, 

implementation, and maintenance of internal control relevant to the preparation and fair presentation of 

financial statements that are free from material misstatement, whether due to fraud or error. 
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In preparing the financial statements, management is required to evaluate whether there are conditions or 

events, considered in the aggregate, that raise substantial doubt about ABC Company’s ability to continue as 

a going concern for [insert the time period set by the applicable financial reporting framework]. 

 

Auditor’s Responsibilities for the Audit of the Financial Statements 

 

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from 

material misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. 

Reasonable assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee 

that an audit conducted in accordance with GAAS will always detect a material misstatement when it exists. 

The risk of not detecting a material misstatement resulting from fraud is higher than for one resulting from 

error, as fraud may involve collusion, forgery, intentional omissions, misrepresentations, or the override of 

internal control. Misstatements are considered material if,  there is a substantial likelihood that, individually 

or in the aggregate, they would influence the judgment made by a reasonable user based on the financial 

statements.16 

 

In performing an audit in accordance with GAAS, we: 

 

• Exercise professional judgment and maintain professional skepticism throughout the audit. 

 

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or 

error, and design and perform audit procedures responsive to those risks. Such procedures include 

examining, on a test basis, evidence regarding the amounts and disclosures in the financial statements. 

 

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that 

are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness 

of ABC Company’s internal control. Accordingly, no such opinion is expressed. 

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting 

estimates made by management, as well as evaluate the overall presentation of the financial statements. 

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise 

substantial doubt about ABC Company’s ability to continue as a going concern for a reasonable period of 

time. 

 

We are required to communicate with those charged with governance regarding, among other matters, the 

planned scope and timing of the audit, significant audit findings, and certain internal control–related matters 

that we identified during the audit. 

 

Other Information  

 

Management is responsible for the other information [included in the annual report]. The other information 

comprises the [information included in the annual report] but does not include the financial statements and our 

auditor’s report thereon. Our opinion on the financial statements does not cover the other information, and we 

do not express an opinion or any form of assurance thereon. 

 

 

 

 

 
16    Language highlighted in bold italic represents further changes made to SAS No. 134 by SAS No. 138. 
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In connection with our audit of the financial statements, our responsibility is to read the other information and 

consider whether a material inconsistency exists between the other information and the financial statements, 

or the other information otherwise appears to be materially misstated. If, based on the work performed, we 

conclude that an uncorrected material misstatement of the other information exists, we are required to describe 

it in our report. 

 

 

Signature of the auditor’s firm 

City and state where the auditor’s report is issued  

 

Date of the auditor’s report 
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SAS No. 138: Amendments to the Description of the Concept of Materiality 
 

Issued:  December 2019 

 

Delayed effective date:  

 

The original effective date of SAS No. 134 was effective for audits of financial statements for periods 

ending on or after December 15, 2020.  Early implementation is not permitted. 

 

In May 2020, the ASB issued  SAS No. 141:  Amendment to the Effective Dates of SAS Nos. 134–140.  

SAS No. 141 delays the effective date of SAS Nos. 134-139 by one year. 

 

The new effective date of SAS No. 134 is  or audits of financial statements for periods ending on or after 

December 15, 2021 (calendar year-end financial statement audits).  

 

Changes made by SAS No. 138 

 

1. SAS No. 138 amends the following SASs and AU-C sections to reflect a new definition of materiality 

wherever the concept of materiality is mentioned within auditing standards: 

 

 Amended sections: 

 

• SAS No. 122, Statements on Auditing Standards: Clarification and Recodification, as amended, 

AU-C 200, 320, 450, and 600. 

 

• SAS No. 134, Auditor Reporting and Amendments, Including Amendments Addressing 

Disclosures in the Audit of Financial Statements, as amended- AU-C 700, Forming an Opinion 

and Reporting on Financial Statements  

 

• SAS No. 136, AU-C 703, Forming an Opinion and Reporting on Financial Statements of 

Employee Benefit Plans Subject to ERISA 

 

2. A comparison of the old versus the new definition of materiality used within auditing standards 

follows: 

 

 Existing (old) definition of materiality: 

 

Misstatements, including omissions, are considered to be material if, individually or in the 

aggregate, they could reasonably be expected to influence the economic decisions of users 

that are taken based on the financial statements. 

 

 New definition of materiality- SAS No. 138: 

 

Misstatements, including omissions, are considered to be material if there is a substantial 

likelihood that, individually or in the aggregate, they would influence the judgment made 

by a reasonable user based on the financial statements. 
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3. In addition,  SAS No. 138 amends SAS No. 122, AU-C 320, Materiality in Planning and Performing 

an Audit,  to add a statement clarifying that judgments about materiality involve both qualitative and 

quantitative considerations. 

 

4. For purposes of determining materiality,  an auditor may assume a reasonable user  has the following 

information: 

 

a.  Has reasonable knowledge of business and economic activities and accounting and a willingness 

to study the information in the financial statements with reasonable diligence 

  

b. Understands that financial statements are prepared, presented, and audited to levels of materiality 

  

c. Recognizes the uncertainties inherent in the measurement of amounts based on the use of 

estimates, judgment, and the consideration of future events, and  

 

d. Makes reasonable economic decisions on the basis of judgments based on the information in the 

financial statements.  

 

5. SAS No. 138 amends the Auditor’s Responsibilities for the Audit of the Financial Statements 

paragraph of the new the auditor’s report in AU-C 700 of SAS No. 134, and the new ERISA audit 

report in AU-C 700 of SAS No. 136, to reflect the new definition of materiality. 

 

a. The Auditor’s Responsibilities for the Audit of the Financial Statements paragraph of the new 

auditor’s report in SAS No. 134 and SAS No. 136 is amended to state that: 

 

“Misstatements are considered material if there is a substantial likelihood that, 

individually or in the aggregate, they would influence the judgment made by a reasonable 

user based on the financial statements.”  

 

Revised audit report paragraph in SAS No. 134, as modified by SAS No. 138 changes: 

 

Auditor’s Responsibilities for the Audit of the Financial Statements 

 

Our objectives are to obtain reasonable assurance about whether the financial statements as 

a whole are free from material misstatement, whether due to fraud or error, and to issue an 

auditor’s report that includes our opinion. Reasonable assurance is a high level of assurance 

but is not absolute assurance and therefore is not a guarantee that an audit conducted in 

accordance with GAAS will always detect a material misstatement when it exists. The risk 

of not detecting a material misstatement resulting from fraud is higher than for one resulting 

from error, as fraud may involve collusion, forgery, intentional omissions, 

misrepresentations, or the override of internal control. Misstatements are considered 

material if,  there is a substantial likelihood that, individually or in the aggregate, they 

would influence the judgment made by a reasonable user based on the financial 

statements.17 

 

 
17  Language highlighted in bold italic represents further changes made to SAS No. 134 by SAS No. 138 which was issued 

in December 2019. 
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[Remainder of paragraph is not presented] 

 

Note: The auditor’ report has gone through two revisions in 2019.  First,  SAS No. 134 was 

issued and changed the format and language of the auditor’s report.  Then,  SAS No. 138 was 

issued in December 2019, and made further edits to the revised SAS No. 134 report to reflect 

the change in the definition of materiality, as noted above in bold italic. 

 

 

SAS No. 139: Amendments to AU-C Sections 800, 805, and 810 -Changes from SAS 

No. 134 
 

Issued:  March 2020 

 

Delayed effective date:  

 

The original effective date of SAS No. 134 was effective for audits of financial statements for periods 

ending on or after December 15, 2020.  Early implementation is not permitted. 

 

In May 2020, the ASB issued  SAS No. 141:  Amendment to the Effective Dates of SAS Nos. 134–140.  

SAS No. 141 delays the effective date of SAS Nos. 134-139 by one year. 

 

The new effective date of SAS No. 134 is  or audits of financial statements for periods ending on or after 

December 15, 2021 (calendar year-end financial statement audits).  

 

Introduction 

 

In May 2019, the AICPA Auditing Standards Board (ASB) issued SAS No. 134, Auditor Reporting and 

Amendments, Including Amendments Addressing Disclosures in the Audit of Financial Statements.   SAS 

No. 134 changes the format and content of the auditor’s report, as well as offering guidance on dealing 

with communicating key audit matters, reporting on modifications in the auditor’s report, and dealing 

with emphasis-of-matter and other-matter paragraphs in the auditor’s report. 

 

1. There are other AU-C sections that were not updated by SAS No. 134 such as: 

 

• AU-C 800, Special Considerations- Audits of Financial Statements Prepared in Accordance with 

Special Purpose Frameworks 

 

• AU-C 805, Special Considerations- Audits of Single Financial Statements and Specific Elements, 

Accounts or Items of a Financial Statement, and 

 

• AU-C 810, Engagements to Report on Summary Financial Statements. 

 

2. The purpose of SAS No. 139 is to amend these three AU-C sections 800, 805 and 810, to align them 

with the new auditor reporting standard found in SAS No. 134.   

 

Most of the changes made by SAS No. 139 to AU-C 800 pertain to modifying the format and content of 

the auditor’s report related to audits of special purpose framework financial statements, such as those 
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prepared on the tax basis or cash basis of accounting.   The remainder of the SAS No. 139 changes are 

not substantive and are identified below. 

 

Changes made by SAS No. 139 to AU-C 800, Special Considerations- Audits of Financial 

Statements Prepared in Accordance with Special Purpose Frameworks 

 

CHANGE 1: Auditor’s Responsibilities Regarding the Entity’s Ability to Continue as a Going 

Concern- Special Purpose Framework Engagements 

 

SAS No. 139 clarifies the auditor’s responsibility for dealing with going concern when there  is an audit 

of special purpose framework financial statements, such as those on the tax basis or cash basis of 

accounting. 

 

1. SAS No. 139 states that irrespective of whether the going concern basis of accounting is relevant to 

the preparation of the special purpose financial statements, the requirements of AU-C 570, The 

Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern,  apply regarding the 

auditor’s responsibilities to perform the following tasks:  

 

a. Based on the audit evidence obtained, conclude whether, in the auditor’s judgment, there are 

conditions or events, considered in the aggregate, that raise substantial doubt about the entity’s 

ability to continue as a going concern for a reasonable period of time, and  

 

b. When such substantial doubt exists, evaluate the adequacy of the financial statement disclosures.  

 

CHANGE 2: New Requirement for Emphasis-of-Matter Paragraph 

 

SAS No. 139 provides a new requirement for an auditor to add a statement to the auditor’s report on 

special purpose framework financial statement in the case where the financial statements are prepared 

on either: 

 

a. A regulatory basis 

 

b. Contractual basis, or  

 

c. An other basis of accounting that is restricted to use. 

 

1. When financial statements are prepared either on a regulatory or contractual basis of accounting, or 

on an other basis of accounting that requires the auditor to restrict use of the auditors’ report, the 

auditor’s report should describe the purpose for which the financial statements are prepared or refer 

to a note in the special purpose financial statements. 

 

2. When such a description of the purpose is required,  the auditor’s report must include a statement 

that the financial statements may not be suitable for another purpose.  

 

CHANGE 3: Auditor’s Report Prescribed by Law or Regulation 

 

SAS No. 139 provides a new format and content for the auditor’s report on special purpose framework 

financial statements when such financial statements are prescribed by law or regulation. 
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CHANGE 4: The New Auditor’s Report for Audits of Special Purpose Frameworks 

 

The final significant change made by SAS No. 139 is to modify the format and content of the auditor’s 

report for special purpose framework financial statement audits.  

 

1.  SAS No. 139 makes changes to the auditor’s report to align it with the new auditor’s report found 

in SAS No. 134. 

 

2. The following chart compares the ordering of the paragraphs of the new auditor’s report in AU-C 

800 (as amended by SAS No. 139) versus the previous AU-C 800 format:  

 

 

Comparison of Audit Report Sections 

Previous AU-C 800 Auditor’s Report vs. New AU-C 800 Auditor’s Report  

(as Modified by SAS No. 139) 

Special Purpose Frameworks 

 

Section Existing AU-C 800 

Unmodified Auditor’s Report 

New Amended AU-C 800  

Unmodified Auditor’s Report 

1 Introduction section18 

 

Opinion 

2 Management’s Responsibility 

for the Financial Statements 

 

Basis for Opinion 

3 Auditor’s Responsibility 

  

Emphasis of Matter — Basis of Accounting  

 

4 Opinion Key Audit Matters (if applicable) 

  
5 Basis of Accounting Responsibilities of Management for 

the Financial Statements 

 

6 NA Auditor’s Responsibilities for the 

Audit of the Financial Statements 

 

 

Following is an example of auditor’s reports on special purpose financial statements, extracted from the 

Exhibit to SAS No. 139, as modified by the author. 

  

 
18   In new AU-C 800,  the introduction is now part of the opinion section. 
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Example:  An Auditor’s Report on a Complete Set of Financial Statements Prepared in 

Accordance With the Tax-Basis of Accounting  

 

Facts:  

 

• The financial statements have been prepared by management of a partnership in accordance with the 

basis of accounting the partnership uses for income tax purposes.  

 

• Based on the partnership agreement, management does have a choice of financial reporting 

frameworks and could use either the tax basis of accounting or GAAP.19 

 
 

Independent Auditor’s Report 

 

[Appropriate Addressee]  

 

Opinion  

 

We have audited the financial statements of ABC Partnership, which comprise the statements of assets, liabilities, and 

capital—income tax basis as of December 31, 20X1, and the related statements of revenue and expenses—income tax 

basis and of changes in partners’ capital accounts—income tax basis for the year then ended, and the related notes to the 

financial statements.  

 

In our opinion, the accompanying financial statements present fairly, in all material respects, the assets, liabilities, and 

capital of ABC Partnership as of December 31, 20X1, and its revenue and expenses and changes in partners’ capital 

accounts for the year then ended in accordance with the basis of accounting ABC Partnership uses for income tax 

purposes described in Note X.  

 

Basis for Opinion  

 

We conducted our audit in accordance with auditing standards generally accepted in the United States of America (GAAS). 

Our responsibilities under those standards are further described in the Auditor’s Responsibilities for the Audit of the 

Financial Statements section of our report. We are required to be independent of ABC Partnership, and to meet our other 

ethical responsibilities, in accordance with the relevant ethical requirements relating to our audit. We believe that the audit 

evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.  

 

Emphasis of Matter — Basis of Accounting  

 

We draw attention to Note X of the financial statements, which describes the basis of accounting. The financial statements 

are prepared on the basis of accounting ABC Partnership uses for income tax purposes, which is a basis of accounting 

other than accounting principles generally accepted in the United States of America. Our opinion is not modified with 

respect to this matter.  

 

Responsibilities of Management for the Financial Statements  

 

Management is responsible for the preparation and fair presentation of the financial statements in accordance with the 

basis of accounting ABC Partnership uses for income tax purposes described in Note X, and for determining that the tax 

basis of accounting is an acceptable basis for the preparation of the financial statements in the circumstances.20  

 
19

  If management has a choice of financial reporting frameworks, SAS No. 139, paragraph .18b requires that the explanation 

of management’s responsibility for the financial statements should also refer to its responsibility for determining that the 

applicable financial reporting framework is acceptable in the circumstances.  
20

  Because management has a choice of financial reporting frameworks, SAS No. 139 requires that the explanation of 

management’s responsibility for the financial statements should also refer to its responsibility for determining that the 

applicable financial reporting framework is acceptable in the circumstances.  
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Management is also responsible for the design, implementation, and maintenance of internal control relevant to the 

preparation and fair presentation of financial statements that are free from material misstatement, whether due to fraud or 

error.  

 

Auditor’s Responsibilities for the Audit of the Financial Statements  

 

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material 

misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable 

assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee that an audit conducted 

in accordance with GAAS will always detect a material misstatement when it exists. The risk of not detecting a material 

misstatement resulting from fraud is higher than for one resulting from error, as fraud may involve collusion, forgery, 

intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered material if 

there is a substantial likelihood that, individually or in the aggregate, they would influence the judgment made by a 

reasonable user based on the financial statements.  

 

In performing an audit in accordance with GAAS, we:  

 

• Exercise professional judgment and maintain professional skepticism throughout the audit.  

 

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, and 

design and perform audit procedures responsive to those risks. Such procedures include examining, on a test basis, 

evidence regarding the amounts and disclosures in the financial statements.  

 

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate 

in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of ABC Partnership’s 

internal control. Accordingly, no such opinion is expressed.21  

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates 

made by management, as well as evaluate the overall presentation of the financial statements.  

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial 

doubt about ABC Partnership’s ability to continue as a going concern for a reasonable period of time.  

 

We are required to communicate with those charged with governance regarding, among other matters, the planned scope 

and timing of the audit, significant audit findings, and certain internal control–related matters that we identified during the 

audit.  

 

Signature of the auditor’s firm  

City and state where the auditor’s report is issued 

 

Date of the auditor’s report 

 

 

Changes made by SAS No. 139 to AU-C 805, Special Considerations-Audits of Single Financial 

Statements and Specific Elements, Accounts, or Items of a Financial Statement 

 

SAS No. 139 amends AU-C 805 to reflect the changes in the format and content of the auditor’s report 

by SAS No. 134, and to address factors to consider in determining whether matters related to a complete 

set of financial statements are relevant to reporting on a single financial statement or a specific element, 

account or item of a financial statement.  

 

 
21

 In circumstances in which the auditor also has a responsibility to express an opinion on the effectiveness of internal control 

in conjunction with the audit of the financial statements, the following language should be omitted from the report: “but not 

for the purpose of expressing an opinion on the effectiveness of ABC Partnership’s internal control. Accordingly, no such 

opinion is expressed.” 
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CHANGE 1: Considering the Implications of Certain Matters Included in the Auditor’s Report 

on the Entity’s Complete Set of Financial Statements 

 

SAS No. 139 addresses factors that should be considered in determining whether a matter included in 

the auditor’s report on a complete set of financial statement is relevant to an engagement on a single 

financial statement or on a specific element, account or item of a financial statement. 

 

1. If the auditor’s report on an entity’s complete set of financial statements includes certain matters, the 

auditor should consider the implications, if any, that these matters have for the audit of the single 

financial statement or a specific element of a financial statement, and for the auditor’s report thereon. 

 

2. Examples of certain matters in the auditor’s report on the entity’s complete set of financial statements 

for which the auditor should consider the implications they have on the audit of the single financial 

statement, or for a specific element of a financial statement, include: 

 

a. A modified opinion (qualified or adverse opinion)  

b. An emphasis-of-matter or other-matter paragraph  

c. A going-concern section  

d. A communication of key audit matters, or  

e. A statement describing an uncorrected material misstatement of other information.   

 

3. SAS No. 139 states that professional judgement is involved in considering whether  a matter included 

in the auditor’s report on a complete set of financial statements is relevant to an engagement on a 

single financial statement, or a specific element of a financial statement.   

 

a. Factors that may be relevant in considering the implications on a single financial statement or a 

specific element of a financial statement include the following: 

 

• The nature of the matters described in the auditor’s report on the complete set of financial 

statements, and the extent to which they relate to what is included in the single financial 

statement or specific financial statement element. 

 

• The pervasiveness of the matters in the auditor’s report on the complete set of financial 

statements 

 

• The nature and extent of the differences between the applicable financial reporting 

frameworks 

 

• The extent of the difference between the periods or dates covered by the complete set of 

financial statements compared with those of the single financial statement or element of a 

financial statement, and 

 

• The time elapsed since the date of the auditor’s report on the complete set of financial 

statements. 

 

4. Communicating key audit matters 
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a. If an auditor is engaged to communicate key audit matters in the auditor’s report on a single 

financial statement or a specific element of a financial statement, the auditor should follow the 

guidance found in AU-C 701, Communicating Key Audit Matters in the Independent Auditor’s 

Report. 

 

Example  1: An Auditor's Report on a Single Financial Statement Prepared in Accordance With 

a General Purpose Framework  

 

Facts: 

  

• Audit of a balance sheet (a single financial statement).  

 

• The balance sheet has been prepared by management of the entity in accordance with accounting 

principles generally accepted in the United States of America.  

 
 

Independent Auditor’s Report 

 

[Appropriate Addressee]  

 

Opinion  

 

We have audited the balance sheet of ABC Company as of December 31, 20X1, and the related notes (the financial 

statement).  In our opinion, the accompanying financial statement presents fairly, in all material respects, the financial 

position of ABC Company as of December 31, 20X1, in accordance with accounting principles generally accepted in the 

United States of America.  

 

Basis for Opinion  

 

We conducted our audit in accordance with auditing standards generally accepted in the United States of America (GAAS). 

Our responsibilities under those standards are further described in the Auditor’s Responsibilities for the Audit of the 

Financial Statement section of our report. We are required to be independent of ABC Company and to meet our other 

ethical responsibilities, in accordance with the relevant ethical requirements relating to our audit. We believe that the audit 

evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.  

 

Responsibilities of Management for the Financial Statement22  

 

Management is responsible for the preparation and fair presentation of the financial statement in accordance with 

accounting principles generally accepted in the United States of America, and for the design, implementation, and 

maintenance of internal control relevant to the preparation and fair presentation of the financial statement that is free from 

material misstatement, whether due to fraud or error.  

 

Auditor's Responsibilities for the Audit of the Financial Statement  

 

Our objectives are to obtain reasonable assurance about whether the financial statement as a whole is free from material 

misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable 

assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee that an audit conducted 

in accordance with GAAS will always detect a material misstatement when it exists. The risk of not detecting a material 

misstatement resulting from fraud is higher than for one resulting from error, as fraud may involve collusion, forgery, 

intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered material if 

 
22 A description of management’s responsibilities related to going concern might be relevant and have to be inserted into the 

Responsibilities of Management for the Financial Statements paragraph if such a requirement is relevant to the single financial 

statement. 
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there is a substantial likelihood that, individually or in the aggregate, they would influence the judgment made by a 

reasonable user based on the financial statement.  

 

In performing an audit in accordance with GAAS, we:  

 

• Exercise professional judgment and maintain professional skepticism throughout the audit.  

 

• Identify and assess the risks of material misstatement of the financial statement, whether due to fraud or error, and 

design and perform audit procedures responsive to those risks. Such procedures include examining, on a test basis, 

evidence regarding the amounts and disclosures in the financial statement.  

 

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate 

in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of ABC Company’s internal 

control. Accordingly, no such opinion is expressed.  

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates 

made by management, as well as evaluate the overall presentation of the financial statement.  

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial 

doubt about ABC Company’s ability to continue as a going concern for a reasonable period of time.23  

 

We are required to communicate with those charged with governance regarding, among other matters, the planned scope 

and timing of the audit, significant audit findings, and certain internal control–related matters that we identified during the 

audit. Report on Other Legal and Regulatory Requirements [The form and content of this section of the auditor's report 

would vary depending on the nature of the auditor's other reporting responsibilities.]  

 

 

Signature of the auditor’s firm  

City and state where the auditor’s report is issued  

 

Date of the auditor’s report 

 

 

 

  

 
23  This paragraph is required for an auditor’s report on a full set of financial statements as well as an audit of a single financial 

statement or specific element of a financial statement, when the auditor determines that it is relevant to such an audit. 
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Example  2:  An Auditor’s Report on a Specific Element, Account, or Item of a Financial Statement 

Prepared in Accordance With a General Purpose Framework  

 

Facts:  

 

• Audit of a schedule of accounts receivable (a specific element, account, or item of a financial 

statement).  

 

• The schedule of accounts receivable has been prepared by management of the entity in 

accordance with GAAP.  

 

• The audit of the schedule of accounts receivable was performed in conjunction with an 

engagement to audit the entity’s complete set of financial statements.  

 

• The opinion on those financial statements was not modified, and the report did not include an 

emphasis-of-matter paragraph or other-matter paragraph. 

 

• Management determined that the going-concern assessment in accounting principles generally 

accepted in the United States of America does not apply to the preparation of the schedule of 

accounts receivable.  

 
 

Independent Auditor’s Report 

 

[Appropriate Addressee]  

 

Opinion  

 

We have audited the schedule of accounts receivable of ABC Company as of December 31, 20X1, and the related notes 

(the schedule).  In our opinion, the accompanying schedule presents fairly, in all material respects, the accounts receivable 

of ABC Company as of December 31, 20X1, in accordance with accounting principles generally accepted in the United 

States of America.  

 

Basis for Opinion  

 

We conducted our audit in accordance with auditing standards generally accepted in the United States of America (GAAS). 

Our responsibilities under those standards are further described in the Auditor’s Responsibilities for the Audit of the 

Schedule section of our report. We are required to be independent of ABC Company and to meet our other ethical 

responsibilities, in accordance with the relevant ethical requirements relating to our audit. We believe that the audit 

evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.  

 

Responsibilities of Management for the Schedule24  

 

Management is responsible for the preparation and fair presentation of the schedule in accordance with accounting 

principles generally accepted in the United States of America and for the design, implementation, and maintenance of 

internal control relevant to the preparation and fair presentation of the schedule that is free from material misstatement, 

whether due to fraud or error. 

 

 

 
24  A description of management’s responsibilities related to going concern might be relevant and have to be inserted into the 

Responsibilities of Management for the Financial Statements paragraph if such a requirement is relevant to the single financial 

statement. 
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Auditor’s Responsibilities for the Audit of the Schedule  

 

Our objectives are to obtain reasonable assurance about whether the schedule as a whole is free from material misstatement, 

whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable assurance is a high 

level of assurance but is not absolute assurance and therefore is not a guarantee that an audit conducted in accordance with 

GAAS will always detect a material misstatement when it exists. The risk of not detecting a material misstatement resulting 

from fraud is higher than for one resulting from error, as fraud may involve collusion, forgery, intentional omissions, 

misrepresentations, or the override of internal control. Misstatements are considered material if there is a substantial 

likelihood that, individually or in the aggregate, they would influence the judgment made by a reasonable user based on 

the schedule.  

 

In performing an audit in accordance with GAAS, we:  

 

• Exercise professional judgment and maintain professional skepticism throughout the audit.  

 

• Identify and assess the risks of material misstatement of the schedule, whether due to fraud or error, and design and 

perform audit procedures responsive to those risks. Such procedures include examining, on a test basis, evidence 

regarding the amounts and disclosures in the schedule.  

 

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate 

in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of ABC Company’s internal 

control. Accordingly, no such opinion is expressed.  

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates 

made by management, as well as evaluating the overall presentation of the schedule.  

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial 

doubt about ABC Company’s ability to continue as a going concern for a reasonable period of time.  

 

We are required to communicate with those charged with governance regarding, among other matters, the planned scope 

and timing of the audit, significant audit findings, and certain internal control–related matters that we identified during the 

audit.  

 

Other Matter  

 

We have audited, in accordance with GAAS, the financial statements of ABC Company as of and for the year ended 

December 31, 20X1, and our report thereon, dated March 15, 20X2, expressed an unmodified opinion on those financial 

statements.25  

 

Signature of the auditor’s firm  

City and state where the auditor’s report is issued  

 

Date of the auditor’s report 

 

 

  

 
25  If the auditor audits a specific element of a financial statement in conjunction with an audit of the entity’s complete set of 

financial statements, the auditor is required to indicate in the report on the specific element the date of the auditor’s report on 

the complete set of financial statements and the nature of opinion expressed on those financial statements under an appropriate 

heading. 
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Changes made by SAS No. 139 to AU-C 810, Engagements to Report on Summary Financial 

Statements 

 

AU-C 810 offers authoritative guidance on engagements to report on summary financial statements, 

which are derived from a complete set of financial statements that are audited by the same auditor. 

 

In such instances,  an auditor is precluded from reporting on the summary financial statements unless he 

or she has also audited the underlying complete set of financial statements. 

 

SAS No. 139 amends AU-C 810 to reflect the changes in the format and content of the auditor’s report 

made by SAS No. 134. 

 

CHANGE 1: Reference to the Auditor’s Report on the Audited Financial Statements   

 

If the auditor's report on the complete set of financial statements contains a qualified opinion, an 

emphasis-of-matter paragraph, or an other-matter paragraph, a going-concern section, or communication 

of key audit matters, and the auditor expresses an unmodified opinion on the summary financial 

statements,  the auditor's report on the summary financial statements should include the following 

additional items: 

 

1. A statement that the auditor's report on the complete set of financial statements contains a qualified 

opinion, an emphasis-of-matter paragraph, or an other-matter paragraph, a going- concern section, 

or communication of key audit matters, and  

 

2. A description of the following: 

 

a. The basis for the qualified opinion on the audited financial statements and the effect, if any, on 

the summary financial statements,  or  

 

b. The matter referred to in the emphasis-of-matter paragraph, other-matter paragraph, or going- 

concern section in the auditor's report on the audited financial statements and the effect if any, 

on the summary financial statements. 

 

Note: SAS No. 139 requires the auditor to include a statement in the auditor’s report on the summary 

financial statements when the auditor’s report on the audited financial statements includes 

communication of  key audit matters in accordance with ASC 701, Communicating Key Audit 

Matters in the Independent Auditor’s Report. However, in such a situation, the auditor is not required 

to describe the individual key audit matters in the auditor’s report on the summary financial 

statements.  
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SAS No. 140:  Amendments to AU-C Sections 725, 730, 930, 935, and 940   
 

Issued:  April 2020 

 

Effective Date 

 

SAS No. 140 is effective as follows: 

 

The amendments in SAS No. 140 to AU-C 725, 730, 935 and 940 are effective for audits under those 

sections for periods ending on or after December 15, 2021.  

 

The amendments to AU-C 930 are effective for reviews of interim financial information for interim 

periods of fiscal years beginning on or after December 15, 2021. Early implementation is permitted for 

any of the revised AU-C sections.26  

 

Introduction 

 

In May 2019, the AICPA Auditing Standards Board (ASB) issued SAS No. 134, Auditor Reporting and 

Amendments, Including Amendments Addressing Disclosures in the Audit of Financial Statements, which   

makes significant changes  to the form and content of the auditor’s report and other reporting changes. 

 

In July 2019, the Auditing Standards Board (ASB) issued SAS No. 137, The Auditor’s Responsibilities 

Relating to Other Information Included in Annual Reports. SAS No. 137 supersedes SAS No. 118, Other 

Information In Documents Containing Audited Financial Statements and SAS No. 137 addresses the 

auditor’s responsibilities relating to other information that is included in an entity’s annual report.   

 

The changes made by both SAS Nos. 134 and 137 directly impact numerous auditing standards and sections, 

thereby requiring those sections to be amended to reflect such changes.  

 

Consequently, in April 2020, the ASB issued SAS  No. 140, Amendments to AU-C Sections 725, 730, 

930, 935, and 940, to incorporate auditor reporting changes from SAS Nos. 134 and 137 into various 

other AU-C sections.  

 

Amendments made by SAS No. 140 

 

Amendment 1: AU-C 725: Supplementary Information in Relation to the Financial Statements as a 

Whole 

 

SAS No. 140 amends AU-C 725 to make it conforming with changes made by SAS No. 134 and 137. 

 

1. When an entity presents supplementary information with its financial statements, the auditor should 

report on the supplementary information in either of the following manners: 

 

a. In a separate section in the auditor’s report with the heading “Supplementary Information” or 

other appropriate heading, or 

 

 
26 SAS No. 141 extends the effective date by one year from 2020 to periods ending on or after December 15, 2021, and 

permits early implementation which was not previously permitted. 



62 
 

CHAPTER 5: New Auditing Standards- SAS Nos. 134-145 

b. In a separate report on the supplementary information. 

 

2. Supplementary information is no longer presented in an emphasis of matter (EOM) or other matter 

(OM) paragraph and, instead, is presented in a separate paragraph within the report under its own 

heading such as: Supplementary Information. 

 

Observation:  The key change made to AU-C 725 is to position supplementary information in a separate 

paragraph within the auditor’s report under the heading supplementary information, and not to include 

such information within an emphasis-of-matter (EOM) or other-matter (OM) paragraph.   

 

Presenting supplementary in a separate paragraph within the auditor’s report is a continuation of a 

previous change in which a going-concern report modification is now presented in a separate going-

concern section in the auditor’s report which is separate from an emphasis-of-matter or other-matter 

paragraph. 

 

Example 1: Supplementary Information Section in the Auditor’s Report on the Financial 

Statements When the Auditor Is Issuing an Unmodified Opinion on the Financial Statements and 

an Unmodified Opinion on the Supplementary Information 

 
 

Independent Auditor’s Report 

 

 

[Appropriate Addressee] 

 

Opinion 

 

We have audited the financial statements of ABC Company, which comprise the balance sheets as of December 31, 20X1 

and 20X0, and the related statements of income, changes in stockholders’ equity, and cash flows for the years then 

ended, and the related notes to the financial statements. 

 

In our opinion, the accompanying financial statements present fairly, in all material respects, the financial position of 

ABC Company as of December 31, 20X1 and 20X0, and the results of its operations and its cash flows for the years 

then ended in accordance with accounting principles generally accepted in the United States of America. 

 

Basis for Opinion 

 

We conducted our audits in accordance with auditing standards generally accepted in the United States of America 

(GAAS). Our responsibilities under those standards are further described in the Auditor’s Responsibilities for the Audit of the 

Financial Statements section of our report. We are required to be independent of ABC Company and to meet our other ethical 

responsibilities, in accordance with the relevant ethical requirements relating to our audits. We believe that the audit evidence 

we have obtained is sufficient and appropriate to provide a basis for our audit opinion. 

 

Responsibilities of Management for the Financial Statements 

 

Management is responsible for the preparation and fair presentation of the financial statements in accordance with 

accounting principles generally accepted in the United States of America, and for the design, implementation, and 

maintenance of internal control relevant to the preparation and fair presentation of financial statements that are free 

from material misstatement, whether due to fraud or error. 

 

In preparing the financial statements, management is required to evaluate whether there are conditions or events, 

considered in the aggregate, that raise substantial doubt about ABC Company’s ability to continue as a going concern 

for [insert the time period set by the applicable financial reporting framework]. 
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Auditor’s Responsibilities for the Audit of the Financial Statements 

 

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material 

misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable 

assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee that an audit 

conducted in accordance with GAAS will always detect a material misstatement when it exists. The risk of not detecting 

a material misstatement resulting from fraud is higher than for one resulting from error, as fraud may involve collusion, 

forgery, intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered 

material if,  there is a substantial likelihood that, individually or in the aggregate, they would influence the judgment 

made by a reasonable user based on the financial statements. 

 

In performing an audit in accordance with GAAS, we: 

 

• Exercise professional judgment and maintain professional skepticism throughout the audit. 

 

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, and 

design and perform audit procedures responsive to those risks. Such procedures include examining, on a test basis, 

evidence regarding the amounts and disclosures in the financial statements. 

 

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are 

appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of ABC 

Company’s internal control. Accordingly, no such opinion is expressed. 

 

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates 

made by management, as well as evaluate the overall presentation of the financial statements. 

 

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial 

doubt about ABC Company’s ability to continue as a going concern for a reasonable period of time. 

 

We are required to communicate with those charged with governance regarding, among other matters, the planned scope 

and timing of the audit, significant audit findings, and certain internal control–related matters that we identified during 

the audit. 

 

Supplementary Information 

 

Our audit was conducted for the purpose of forming an opinion on the financial statements as a whole. The 

[identify accompanying supplementary information] is presented for purposes of additional analysis and is not a 

required part of the financial statements. Such information is the responsibility of management and was derived 

from and relates directly to the underlying accounting and other records used to prepare the financial statements. 

The information has been subjected to the auditing procedures applied in the audit of the financial statements 

and certain additional procedures, including comparing and reconciling such information directly to the 

underlying accounting and other records used to prepare the financial statements or to the financial statements 

themselves, and other additional procedures in accordance with auditing standards generally accepted in the 

United States of America. In our opinion, the information is fairly stated in all material respects in relation to 

the financial statements as a whole. 

 

 

Signature of the auditor’s firm 

City and state where the auditor’s report is issued  

 

Date of the auditor’s report 

 

 

 

  



64 
 

CHAPTER 5: New Auditing Standards- SAS Nos. 134-145 

Example 2: A Separate Report on Supplementary Information When the Auditor Is Issuing an 

Unmodified Opinion on the Financial Statements and an Unmodified Opinion on the 

Supplementary Information  

 
 

Independent Auditor’s Report on Supplementary Information 

 

 

[Appropriate Addressee] 

 

We have audited the financial statements of ABC Company as of and for the years ended December 31, 20X1 and 20X0, 

and have issued our report thereon dated [date of the auditor's report on the financial statements] which contained an 

unmodified opinion on those financial statements. Our audit was performed for the purpose of forming an opinion on the 

financial statements as a whole. The [identify supplementary information] is presented for the purposes of additional 

analysis and is not a required part of the financial statements. Such information is the responsibility of management and 

was derived from and relates directly to the underlying accounting and other records used to prepare the financial 

statements. The information has been subjected to the auditing procedures applied in the audit of the financial statements 

and certain additional procedures, including comparing and reconciling such information directly to the underlying 

accounting and other records used to prepare the financial statements or to the financial statements themselves, and other 

additional procedures in accordance with auditing standards generally accepted in the United States of America. In our 

opinion, the information is fairly stated in all material respects in relation to the financial statements as a whole. 

 

Signature of the auditor’s firm 

City and state where the auditor’s report is issued  

 

Date of the auditor’s report 

 

 

 

Amendment 2: AU-C 730: Required Supplementary Information  

 

SAS No. 140 also amends AU-C 730 with respect to required supplementary information, to make it 

conforming with changes made by SAS Nos. 134 and 137. 

 

1. When an entity presents required supplementary information with its financial statements, the auditor 

should report on the required supplementary information in the following manner: 

 

a. In a separate section in the auditor’s report with the heading “Required Supplementary 

Information” or other appropriate heading 

 

2. Required supplementary information is no longer presented in an emphasis of matter (EOM) or other 

matter (OM) paragraph and, instead, is presented in a separate paragraph within the report under its 

own heading such as: Required Supplementary Information. 

 

3. The required supplementary information paragraph in the auditor’s report is expanded to include 

revised statement that such information is the responsibility of management. 

 

  



65 
 

CHAPTER 5: New Auditing Standards- SAS Nos. 134-145 

Example 1: The Required Supplementary Information Is Included, the Auditor Has Applied the 

Specified Procedures, and No Material Departures From Prescribed Guidelines Have Been 

Identified   

 

[Source: AU-C 730, as modified by the Author]  

 

Separate paragraph in the auditor’s report: 

 

Required Supplementary Information 

 

Accounting principles in the United States of America [or other framework] require that 

the [identify the required supplementary information] on page XX be presented to 

supplement the basic financial statements. Such information is the responsibility of 

management27 and, although not a part of the basic financial statements, is required by 

[identify designated accounting standards setter] who considers it to be an essential part 

of financial reporting for placing the basic financial statements in an appropriate 

operational, economic, or historical context. We have applied certain limited procedures 

to the required supplementary information in accordance with auditing standards 

generally accepted in the United States of America, which consisted of inquiries of 

management about the methods of preparing the information and comparing the 

information for consistency with management's responses to our inquiries, the basic 

financial statements, and other knowledge we obtained during our audit of the basic 

financial statements. We do not express an opinion or provide any assurance on the 

information because the limited procedures do not provide us with sufficient evidence 

to express an opinion or provide any assurance. 

 

Amendment 3: AU-C 930: Interim Financial Information  

 

SAS No. 140 amends AU-C 930 with respect to an auditor’s report on a review of interim financial 

information, making the following changes: 

 

1. The format of the auditor’s report on reviewed of interim financial information is changed to aligned 

with changes made by SAS No. 134. 

 

2. The term “conclusion” is not included in the revised AU-C 930 report. 

 

3. There are new sections in the AU-C 930 auditor’s report on reviewed interim financial information: 

 

a. The “Results of Review of Interim Financial Information” is the first paragraph in the report 

 

b. The second report paragraph is a “Basis for Review Results” paragraph 

  

4. The date of the auditor’s report on reviewed interim financial information is changed to align it with 

the date found for review engagements on financial statements found in SSARS No. 21, AR-C 90 

as follows: 

 

 

 
27  New language required by SAS No. 140’s amendment to AU-C 730. 
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Previous date found in AU-C 930: 

 

“The date of the review report, which should be dated as of the date of completion of 

the review procedures.” 

 

New date of auditor’s report in AU-C 930, amended by SAS No. 140: 

 

“The date of the review report, which should be dated no earlier than the date on which 

the auditor completed procedures sufficient to obtain a basis for reporting whether the 

auditor is aware of any material modifications that should be made to the interim 

financial information in order for it to be in accordance with the applicable financial 

reporting framework, including evidence of the following:28  

 

a. All the statements and disclosures that the interim financial information comprises 

have been prepared.  

 

b. Management has asserted that it has taken responsibility for the interim financial 

information.” 

 

 

  

 
28  AU-C 930, as amended, states that when an engagement quality control review is performed,  auditor’s report should  not 

be released prior to the completion of the engagement quality control review. 
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Example 1:  Report on the Review of Interim Financial Information 

 

[Source: AU-C 930, as amended, as modified by the Author] 

 

Facts:  

 

A review of interim financial information is presented as a complete set of financial statements, including 

disclosures:  

 
 

Independent Auditor’s Review Report 

 

 

[Appropriate Addressee]  

 

Results of Review of Interim Financial Information [NEW] 

 

We have reviewed the accompanying [describe the interim financial information or statements reviewed] of ABC 

Company and its subsidiaries as of September 30, 20X1, and for the three-month and nine-month periods then ended, 

and the related notes (collectively referred to as the interim financial information). 

 

Based on our review, we are not aware of any material modifications that should be made to the accompanying interim 

financial information for it to be in accordance with [identify the applicable financial reporting framework; for 

example, accounting principles generally accepted in the United States of America].  

 

Basis for Review Results  [NEW] 

 

We conducted our review in accordance with auditing standards generally accepted in the United States of America 

(GAAS) applicable to reviews of interim financial information. A review of interim financial information consists 

principally of applying analytical procedures and making inquiries of persons responsible for financial and 

accounting matters. A review of interim financial information is substantially less in scope than an audit conducted 

in accordance with GAAS, the objective of which is an expression of an opinion regarding the financial information 

as a whole, and accordingly, we do not express such an opinion. We are required to be independent of ABC Company 

and to meet our other ethical responsibilities in accordance with the relevant ethical requirements relating to our 

review. We believe that the results of the review procedures provide a reasonable basis for our conclusion. 

 

Responsibilities of Management for the Interim Financial Information  

 

Management is responsible for the preparation and fair presentation of the interim financial information in accordance 

with [identify the applicable financial reporting framework; for example, accounting principles generally accepted in 

the United States of America]; and for the design, implementation, and maintenance of internal control relevant to the 

preparation and fair presentation of interim financial information that is free from material misstatement, whether due 

to fraud or error. 

 

Signature of the auditor’s firm 

 

  

City and state where the auditor’s report is issued  

Date of the auditor’s report 
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Amendment 4: AU-C 935: Compliance Audits  

 

SAS No. 140 amends AU-C 935 with respect to reporting on compliance audits, making the following 

key changes: 

 

1. AU-C 935 is amended to align it with changes previously made to the auditor’s report by SAS No. 

134. 

 

a. The new compliance audit report reflects many of the elements and format that are found in the 

SAS No. 134 standard auditor’s report. 

 

b. The amended AU-C 935 includes expanded requirements on two types of reports that can be 

issued in a compliance audit: 

 

• Combined Report on Compliance and Internal Control Over Compliance, and  

• Separate Reports on Compliance and Internal Control Over Compliance. 

 

2. Amended AU-C 935 states that the following AU-C sections are not applicable to a compliance 

audit: 

 

• AU-C 701: Communicating Key Audit Matters in the Independent Auditor’s Report 

• AU-C 703: Forming an Opinion and Reporting on Financial Statements of Employee Benefit 

Plans Subject to ERISA, and  

• AU-C 945: Auditor Involvement with Exempt Offering Documents 

 

3. The amended AU-C 935 includes new terminology and definitions used in compliance auditors, 

reflective of the: 

 

• New Uniform Guidance  

• Changes in OMB Compliance Supplement, and  

• The most recently issued Yellow Book. 

 

 Note: Reference to A-133 is removed from amended AU-C 935. 

 

4. SAS No. 140 amends the definition of  material noncompliance to align with the new definition of 

materiality found in SAS No. 138 as follows: 

 

Previous definition of material noncompliance  

 

Material noncompliance: In the absence of a definition of material noncompliance in the 

governmental audit requirement, a failure to follow compliance requirements or a violation 

of prohibitions included in the applicable compliance requirements that results in 

noncompliance that is quantitatively or qualitatively material, either individually or when 

aggregated with other noncompliance to the affected government program.  
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New definition of material noncompliance, as amended by SAS No. 140: 

 

Material noncompliance: In the absence of a definition of material noncompliance in the 

governmental audit requirement, a failure to follow compliance requirements or a violation 

of prohibitions included in noncompliance with the applicable compliance requirements 

that results in noncompliance is considered quantitatively or qualitatively material if there 

is a substantial likelihood that is quantitatively or qualitatively material, either individually 

or when aggregated with other noncompliance in the aggregate, it would influence the 

judgment made to the affected government program by a reasonable user of the report on 

compliance about the entity’s compliance with the requirements of the government 

program as a whole. 

 

5. SAS No. 140 amends AU-C 935 to expand the definition of Governmental Auditing Standards as 

follows: 

 

New definition of Government Auditing Standards, as amended by SAS No. 140  

 

(changes in bold italic) 

 

Government Auditing Standards: Standards and guidance issued by the Comptroller 

General of the United States, U.S. Government Accountability Office for financial audits, 

reviews of financial statements, attestation engagements, and performance audits. 

Government Auditing Standards also is known as generally accepted government auditing 

standards (GAGAS) or the Yellow Book. 

 

Amendment 5: AU-C 940: An Audit of Internal Control Over Financial Reporting That Is Integrated 

With an Audit of Financial Statements  

 

SAS No. 140 amends AU-C 940 to change the reporting requirements with respect to audits of internal 

control over financial reporting (ICFR) that is integrated with an audit of financial statements. The 

changes address circumstances: 

 

• When an auditor issues a separate report on ICFR 

• When issuing an adverse opinion or disclaiming an opinion due to a scope limitation,  

• When management includes additional information in management’s report or in a document 

containing managements’ report and the auditor’s report. 

 

1. AU-C 940 is amended by SAS No. 140 to insert some of the report changes made by SAS No. 134 

to the standard auditor’s report.  Specifically, SAS No. 140 amends AU-C 940 as follows: 

 

a. Positions  the auditor’s opinion section in the front of the report, and the paragraphs that follow 

the auditor’s opinion section including the basis of opinion, responsibilities of management, and 

auditor’s responsibilities sections. 

 

b. Changes the headings in the auditor’s report as follows: 

 

• Opinion on Internal Control Over Financial Reporting  (first section) 

• Basis for Opinion 
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• Responsibilities of Management for Internal Control Over Financial Reporting 

• Responsibilities for the Audit of Internal Control Over Financial Reporting 

 

2. If an auditor issues a separate report on ICFR, amended AU-C 940 states that the auditor should do 

the following: 

 

a. Add a paragraph that follows the opinion paragraph within the Opinion section as follows: 

 

We also have audited, in accordance with auditing standards generally accepted in the 

United States of America, [entity name] internal control over financial reporting as of 

December 31, 20X8, based on [identify criteria] and our report dated [date of report, 

which should be the same as the date of the report on the financial statements] expressed 

[include nature of opinion]. 

 

b. Add a paragraph, following the opinion paragraph within the Opinion on Internal Control Over 

Financial Reporting section, to the report on ICFR, as follows: 

 

We also have audited, in accordance with auditing standards generally accepted in the 

United States of America, the [identify financial statements] of [entity name] and our 

report dated [date of report, which should be the same as the date of the report on the 

audit of ICFR] expressed [include nature of opinion].  

 

c. Adds language in the Auditor’s Responsibilities for the Audit of Internal Control Over Financial 

Reporting section to state that the objectives of the auditor are to: 

 

• Obtain reasonable assurance about whether effective ICFR was maintained in all material 

respects. 

 

• Issue an auditor’s report that includes the auditor’s opinion on ICFR. 

 

Note: AU-C 940 states that reasonable assurance is a high level of assurance but is not absolute 

assurance and therefore is not a guarantee that an audit of internal control over financial reporting 

conducted in accordance with GAAS will always detect a material weakness when it exists.  

  

3. If an auditor issues an adverse opinion on ICFR,  the auditor should do the following: 

 

a. Determine the effect an adverse opinion on ICFR has on the auditor’s opinion on the financial 

statements. 

 

b. Disclose, as a separate paragraph within the “Adverse Opinion on Internal Control Over Financial 

Reporting” section to the report, whether the auditor’s opinion on the financial statements was 

affected by the material weakness. 

 

c. When ICFR is not effective because one or more material weaknesses exist, the auditor’s report 

should include the following in the “Basis for Adverse Opinion on Internal Control Over 

Financial Reporting” section: 

 

• The definition of a material weakness  
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• A statement that one or more material weaknesses have been identified and an identification 

of the material weaknesses described in management’s assessment about ICFR.   

 

4. If an auditor is disclaiming an opinion due to a scope limitation, the auditor should do the following: 

 

a. State that the auditor does not express an opinion on the effectiveness of ICFR within the 

“Disclaimer of Opinion on Internal Control Over Financial Reporting” section, and  

 

b. Should state the substantive reasons for the disclaimer, within the “Basis for Disclaimer of 

Opinion on Internal Control Over Financial Reporting” section. 

 

c. Amend the basis of opinion and auditor’s responsibilities sections and should not identify the 

procedures that were performed nor include the statements describing the characteristics of an 

audit of ICFR. 

 

5. AU-C 940 provides further guidance to address situations in which management includes, either 

within management’s report or in a document containing both management’s  report and the related 

auditor’s report,  information in addition to the elements that are subject to the auditor’s evaluation. 

 

Other amendments made by SAS No. 140: 

 

In addition to previously discussed modifications,  SAS No. 140 makes minor changes to other AU-C 

sections that include the following: 

 

AU-C Section Changed Explanation of the Change 

 

Amendments to AU-C Section 910 of SAS No. 

124, Financial Statements Prepared in 

Accordance With a Financial Reporting 

Framework Generally Accepted in Another 

Country 

 

Revises the illustrative auditor’s reports in the 

exhibits to AU-C 910 to conform the format to 

the new auditor’s report format found in SAS 

No. 134. 

Amends to AU-C section 920 of SAS No. 122, 

Letters for Underwriters and Certain Other 

Requesting Parties. 

Makes minor changes to the language in 

Paragraphs 29 and .A29 to conform with the 

changes made by SAS No. 140. 
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SAS No. 141:  Amendment to the Effective Dates of SAS Nos. 134–140 
 

Issued:  May 2020 

 

Effective Date 

 

SAS No. 141 is effective upon issuance. 

 

Background 

 

In 2019 and 2020, as part of an overarching project to amend the audit reporting model, the Auditing 

Standards Board (ASB) issued a suite of auditing standards, SAS Nos. 134-140. 

 

The effective date of each of the new standards was for periods ending on or after December 15, 2020, 

which was essentially calendar year end 2020 audits,    

 

Of course, implementation of the new auditing standards would have occurred during audit engagements 

conducted sometime in early 2021 in the heart of the COVID-19 pandemic.    

 

The ASB decided to delay the effective date of the new standards by one year from 2020 to 2021 to give 

auditors additional time in light of the pandemic.  Additionally, some of the new standards included a 

restriction precluding an auditor from implementing the standard early.  In issuing SAS No. 141, the 

ASB chose to remove the early implementation restriction in its entirety for all of the new standards, 

thereby giving auditors to option to implement the standards for the original effective date of 2020. 

 

Changes made by SAS No. 141 

 

1. SAS No. 141 amends the effective dates of the following new SASs:  

 

• SAS No. 134, Auditor Reporting and Amendments, Including Amendments Addressing 

Disclosures in the Audit of Financial Statements, as amended  

 

• SAS No. 135, Omnibus Statement on Auditing Standards — 2019  

 

• SAS No. 136, Forming an Opinion and Reporting on Financial Statements of Employee Benefit 

Plans Subject to ERISA, as amended  

 

• SAS No. 137, The Auditor’s Responsibilities Relating to Other Information Included in Annual 

Reports  

 

• SAS No. 138, Amendments to the Description of the Concept of Materiality  

 

• SAS No. 139, Amendments to AU-C Sections 800, 805, and 810 to Incorporate Auditor Reporting 

Changes From SAS No. 134  

 

• SAS No. 140, Amendments to AU-C Sections 725, 730, 930, 935, and 940 to Incorporate Auditor 

Reporting Changes From SAS Nos. 134 and 137  
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2. The effective date of the new SASs is delayed by one year as follows: 

 

Previous effective date: 

 

Effective for audits of financial statements for periods ending on or after December 15, 2020.  

 

New effective date: 

 

Effective for audits of financial statements for periods ending on or after December 15, 2021.  

 

3. The early implementation restriction previously found in SAS Nos. 134, 136, 137, 139 and 140 is 

removed so that all of the new SASs can be implemented early. 
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SAS No. 142: Audit Evidence 
 

Issued:  July 2020 

 

Effective Date:  

 

SAS No. 142 is effective for audits of financial statements for periods ending on or after December 15, 

2022. 

 

Objective 

 

The objective of SAS No. 142 is to provide expanded guidance on what comprises audit evidence in a 

financial statement audit. 

 
Introduction 

 

The primary guidance for audit evidence has been found in SAS No. 122, AU-C 500, Audit Evidence, 

which was originally issued effective in 2012 as part of the Auditing Standard Board’s Clarity Project. 

 

Since the issuance of AU-C 500, there has been an evolution of aids to assist an auditor in gathering 

audit evidence including the use of emerging technologies. 

 

SAS No. 142 was issued to supersede SAS No. 122 (as amended), AU-C 500, and amends various other 

AU-C sections pertaining to audit evidence.  SAS No. 142 addresses the evolving nature of businesses 

and audit services since the issuance of AU-C 500.  Those issues include: 

 

1. Using emerging technologies, including Audit Data Analytics (ADA), in performing an audit  

 

2. The need for expanded professional skepticism in performing an audit, and 

 

3. Expanded sources of information that can be used in an audit and the need to evaluate the accuracy, 

completeness, relevance and reliability of that information if used as audit evidence.   

 

In July 2020, the Auditing Standards Board (ASB) issued SAS No. 142, Audit Evidence.  

 

SAS No. 142 does the following: 

 

1. Supersedes AU-C 500, Audit Evidence, and  

 

2. Amends other AU-C sections of SAS No. 122, Statements on Auditing Standards: Clarification and 

Recodification, as follows: 

 

a. AU-C 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in 

Accordance With Generally Accepted Auditing Standards  

 

b. AU-C 230, Audit Documentation 

 

c. AU-C 315, Understanding the Entity and Its Environment and Assessing the Risks of Material 



75 
 

CHAPTER 5: New Auditing Standards- SAS Nos. 134-145 

Misstatement  

 

d. AU-C 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the 

Audit Evidence  

 

e. AU-C 501, Audit Evidence- Specific Considerations for Selected Items  

 

f. AU-C 530, Audit Sampling, and 

 

g. AU-C 540, Auditing Accounting Estimates, Including Fair Value Accounting. 

 

More specifically SAS No. 142 provides the following guidance to auditors:  

 

1. Explains what constitutes audit evidence in a financial statement audit.  

 

2. Identifies types of information an auditor considers when evaluating information to be used as audit 

evidence, and   

 

3. Addresses audit evidence issues related to: 

 

a. Use of emerging technologies and techniques by both preparers and auditors  

 

b. The application of professional skepticism in the audit engagement  

 

c. The expanding use of external information sources to provide audit evidence, and  

 

d. The relevance and reliability of audit evidence.  

 

Following is a brief description of the key changes resulting from the issuance of SAS No. 142: 

 

1. SAS No. 142 offers expanded guidance on evaluating whether sufficient appropriate audit evidence 

has been obtained. 

 

a. SAS No. 142 expands existing audit evidence guidance to more broadly focus on the attributes 

of information used in assessing whether sufficient appropriate audit evidence has been obtained. 

 

Note: Under previous guidance, the objective focused on the design and performance of audit 

procedures to obtain sufficient appropriate audit evidence, rather than evaluating the sufficiency 

and appropriateness of the audit evidence, itself. 

 

b. SAS No. 142 changes the focus of audit evidence by establishing attributes of information to be 

used as audit evidence when evaluating whether sufficient appropriate audit evidence has been 

obtained  by the auditor.   

 

Attributes of reliable information include its accuracy, completeness, authenticity, and 

susceptibility to bias. 
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2. SAS No. 142 includes examples of how automated tools and techniques may be used in an audit such 

as: 

 

a. Audit Data Analytics (ADA), and  

 

b. Drones or remote observation tools.  

 

Note: SAS No. 142 offers more prominent examples of tools and techniques that may be used with 

the goal that the SAS No. 142 changes will result in greater increase in use of automated tools and 

techniques. 

 

SAS No. 142 also states that an auditor may use automated tools and techniques to perform both a 

risk assessment procedure and a substantive procedure concurrently if the objectives of both types 

of procedures are achieved.  

 

3. SAS No. 142 expands the concept of professional skepticism:  

 

a. SAS No. 142 incorporates concepts related to professional skepticism including the auditor’s 

consideration of susceptibility of information to bias and whether the audit evidence obtained 

corroborates or contradicts management’s assertions. 

 

4. SAS No. 142 relocates content related to management specialists:   

 

a. The SAS amends the SASs to relocate content dealing with management’s specialists from AU-

C 500, Audit Evidence, to AU-C 501, Audit Evidence — Specific Considerations for Selected 

Items. 

 

Scope of  SAS No. 142 

 

SAS No. 142 explains what constitutes audit evidence in an audit of financial statements and identifies 

attributes of information that are considered by the auditor when evaluating information to be used as 

audit evidence.  

 

1. The application of SAS No. 142 is used to assist the auditor in fulfilling the auditor’s responsibilities 

such as the auditor’s responsibilities to:  

 

a. Identify and assess the risks of material misstatement  

 

b. Design and implement responses to the risks of material misstatement identified and assessed by 

the auditor, and  

c. Form an opinion on the financial statements. 

 

Note: SAS No. 142 states that its application should be read in conjunction with other AU-C sections 

that  rely on an auditor obtaining sufficient audit evidence. For example:   

 

• AU-C 315, Understanding the Entity and Its Environment and Assessing the Risks of Material 

Misstatement, requires the auditor to assess the risk of material misstatement at the relevant 

assertion level. 
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• AU-C 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit 

Evidence Obtained, requires the auditor to design and implement responses to the risks of 

material misstatement identified and assessed by the auditor in accordance with AU-C 315, to 

evaluate the audit evidence obtained in an audit of financial statements, and conclude whether 

sufficient appropriate audit evidence has been obtained to provide a basis for the auditor’s 

opinion.  

 

• AU-C 700, Forming an Opinion and Reporting on Financial Statements, requires the auditor to 

conclude whether reasonable assurance has been obtained about whether the financial statements 

as a whole are free from material misstatement, whether due to fraud or error. The conclusions 

required by AU-C 700 are based on whether sufficient appropriate audit evidence has been 

obtained in accordance with AU-C 330. 

 

Definitions 

 

SAS No. 142 uses the following terms throughout the standard: 

 

Appropriateness (of audit evidence): The measure of the quality of audit evidence, that is, its 

relevance and reliability in providing support for the conclusions on which the auditor’s opinion is 

based.   

 

Audit evidence: Information used by the auditor in arriving at the conclusions on which the auditor’s 

opinion is based. Audit evidence is information to which audit procedures have been applied and 

consists of information that corroborates or contradicts assertions in the financial statements.   

 

External information source: An external individual or organization that provides information that 

is used by the entity in preparing the financial statements or that has been obtained by the auditor as 

audit evidence, when such information is suitable for use by a broad range of users. When information 

has been provided by an individual or organization acting in the capacity of management’s specialist, 

service organization, or auditor’s specialist, the individual or organization is not considered an external 

information source with respect to that particular information. 

 

Sufficiency (of audit evidence): The measure of the quantity of audit evidence. The quantity of audit 

evidence necessary is affected by the auditor’s assessment of the risks of material misstatement and 

the quality of the audit evidence obtained (that is, its appropriateness).   

 

Requirements of SAS No. 142 

 

1. AU-C 315, 330 and 501 provide the general guidance for audit evidence as follows: 

 

a. AU-C 315, Understanding the Entity and Its Environment and Assessing the Risks of Material 

Misstatement  

 

b. AU-C 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit 

Evidence, and  

 

c. AU-C 501, Audit Evidence — Specific Considerations for Selected Items. 
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Note: The previous guidance on audit evidence found in AU-C 500, Audit Evidence, is now 

superseded by SAS No. 142. 

 

2. AU-C 315 and AU-C 330 provide that to draw reasonable conclusions on which to base an auditor’s 

opinion,  audit evidence must be obtained by performing the following: 

 

a. Risk assessment procedures 

 

b. Further audit procedures, which are comprised of: 

 

• Tests of controls, when required by the AU-C sections or when the auditor has chosen to do 

so, and 

 

• Substantive procedures, which include tests of details and substantive analytical procedures. 

 

3. AU-C  501 addresses specific considerations in obtaining sufficient appropriate audit evidence under 

AU-C 330 regarding investments in securities and derivatives, inventory, litigation, claims and 

assessments, and segment information, in an audit of financial statements. 

 

Evaluating Information to be Used as Audit Evidence 

 

1. SAS No. 142 states that an auditor should evaluate information to be used as audit evidence by 

considering certain attributes of the information obtained including:   

 

a. The relevance and reliability of the information, including its source, and   

 

b. Whether such information corroborates or contradicts assertions in the financial statements.   

 

2. In evaluating the information used as audit evidence, the auditor should perform certain actions that 

include:   

 

a. Evaluating whether the information is sufficiently precise and detailed for the auditor’s purposes 

and   

 

b. Obtaining audit evidence about the accuracy and completeness of the information, as necessary.   

 

Summary of attributes related to audit evidence 

 

Therefore, in evaluating information to be used as audit evidence, the auditor must consider the 

following attributes related to audit evidence: 

 

• The relevance and reliability of the information, including its source 

 

• Whether such information corroborates or contradicts assertions in the financial statements 

 

• Whether the information is sufficiently precise and detailed for the auditor’s purpose, and  
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• Evidence as to the accuracy and completeness of the information. 

 

Each of these attributes is discussed further below. 

 

Types of audit evidence 

 

SAS No. 142 identifies types of audit evidence an auditor might obtain as part of an audit engagement. 

Information used as audit evidence may take different forms, which influences the nature of audit 

procedures that may be necessary to obtain or evaluate the information.  

 

Examples of different forms of information (individually or in combination), include: 

 

1. Oral information: obtained through a verbal response to an inquiry of management or external 

information sources, such as oral inquiries made during the course of the audit. 

 

2. Visual information: obtained through observation, such as a message that appears on-screen for a 

control restricting access to an IT system or observed by the auditor using remote observation tools. 

 

3. Paper documents: obtained in documentary form, such as an original executed sales contract or a 

written confirmation. 

 

4. Electronic information, including: 

 

a. Documents obtained in electronic documentary form, such as a scanned version of an executed 

sales contract or an electronic confirmation, and 

 

b. Data stored in the entity’s IT system or obtained electronically from an external information 

source, which may be manually input into the system or electronically generated (such as an 

electronic data interface between the entity and a service organization). 

 

Relevance and Reliability of the Information, Including Its Source 

 

SAS No. 142 states that an auditor should evaluate information to be used as audit evidence by 

considering certain attributes of the information obtained.   

 

One such attribute is the relevance and reliability of the information, including its source. 

 

Relevance of information 

 

SAS No. 142 expands guidance in evaluating the relevance of the information used as audit evidence 

relates to the logical connection with, or bearing upon, the auditor’s purposes.  Further, information to 

be used as audit evidence may be relevant to multiple classes of transactions, account balances, or 

disclosures. 

 

1. Factors that may affect the relevance of information to be used as audit evidence include the 

following: 

 

a. The classes of transactions, account balances, disclosures or assertions to which the information 
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relates.  

 

b. The period of time to which the information relates. 

 

2. Information from a single source may be relevant and used in performing one or more audit 

procedures. 

 

Example: Sales information provided by management may be used to perform procedures related to 

both the entity’s warranty provision and evaluation of management’s cash flows forecast related to 

the entity’s warranty provision.  

 

3. Examples illustrating the relevance of information to be used as audit evidence include: 

 

a. Recorded accounts payable may provide relevant information when the objective of the audit 

procedures is to test the existence or valuation pertaining to accounts payable. 

 

b. Employee salaries may provide relevant information regarding an accounting estimate for a 

bonus accrual. 

 

c. Commodity pricing data may be used in the performance of an Audit Data Analytic (ADA) to 

evaluate recorded revenue. The period of time used for the commodity pricing data has to be 

relevant to the time period revenue was recorded. 

 

4. Certain information to be used as audit evidence may have direct relevance to one financial statement 

assertion but may not be relevant to all assertions.   

 

Examples offered in SAS No. 142 include: 

 

a. Inspection of a document constituting a financial instrument, such as a stock, bond, or a digital 

copy of a mortgage, may provide relevant audit evidence about existence, but may not necessarily 

provide audit evidence about ownership or valuation. 

 

b. Inspection of tangible assets may provide relevant audit evidence with respect to their existence 

but not necessarily about the entity’s rights and obligations. 

 

c. The collection of receivables after year end may provide relevant audit evidence regarding 

existence and valuation of receivables and occurrence and accuracy of revenue, but not 

necessarily completeness of receivables and revenue. 

 

Reliability of information 

 

SAS No. 142 also expands reference to the reliability of information used as audit evidence. 

Consideration of the sources of information to be used as audit evidence includes the possibility that the 

information source may not be reliable. 

 

1. The reliability of audit evidence depends on the nature and source of the audit evidence and the 

circumstances under which it was obtained.  

 

SAS No. 142 offers some guidance on the extent to which certain information is reliable: 
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a. In general, the reliability of audit evidence increases when it is obtained from external parties 

because the information is less susceptible to management bias.  

 

b. Information obtained directly by the auditor may be more reliable than information obtained 

indirectly or by inference. 

  

Example: Information through observation of the application  of a control is more reliable than 

information obtained through inquiry about the application of a control.  

 

c. When information has been obtained indirectly or by inference, the auditor may perform 

additional audit procedures to evaluate the reliability of that information, such as by reperforming 

the control activity. 

 

d. Information in documentary form, whether paper or electronic, may be more reliable than 

evidence obtained through oral inquiries.  

 

Example: A contemporaneously written record of a meeting may be more reliable than a 

subsequent oral representation of the matters discussed. 

 

2. The reliability of information to be used as audit evidence is affected to varying degrees  by the 

following attributes, individually or in combination: 

 

• Accuracy 

 

• Completeness 

 

• Authenticity 

 

• Susceptibility to management bias 

 

3. Determining whether controls are effectively designed and implemented (including general IT 

controls) may help the auditor design appropriate audit procedures to evaluate the reliability of 

information.  

 

a. In some cases, the reliability of information may only be established when the related controls, 

whether manual or automated, including those controls over the preparation and maintenance of 

information, have been tested and determined to be operating effectively. 

 

4. Using electronic information may require the auditor to perform additional audit procedures to 

establish its reliability.  

 

Example: When using a scanned version of an executed sales contract provided by the sales 

department, additional audit procedures, such as confirmation of the key terms directly with a third 

party, may be necessary if the auditor has not tested the operating effectiveness of the controls around 

execution of the original contract and the maintenance of the scanned version. 

 

5. Susceptibility to management bias: 
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SAS No. 142 expands guidance on addressing management bias in determining the reliability of 

audit evidence obtained. 

 

a. Information with a higher susceptibility to management bias is considered less reliable than 

information for which the susceptibility to management bias is lower, unless audit procedures 

have been performed to address the higher susceptibility to management bias. 

 

b. A susceptibility to management bias may exist in the development of information itself or may 

exist due to interpretation of the information by the entity. 

  

c. A greater susceptibility to management bias may exist when information is generated from 

internal sources. 

 

Note: AU-C 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in 

Accordance With Generally Accepted Auditing Standards, requires that an auditor exercise 

professional judgment. This includes determining the impact of management bias in evaluating 

the reliability of information from external information sources to be used as audit evidence.  

 

d. Determining the effect of management bias involves considering the following: 

 

• The ability of the entity to influence the external information source, and 

 

• Management’s selection of information from an external source known to be favorably 

biased toward corroborating management’s assertions or information. 

 

e. External information is more likely to be suitable for use by a broad range of users and less likely 

to be subject to influence by any particular user if the external individual or organization provides 

it to the public for free, or makes it available to a wide range of users in return for payment of a 

fee. 

 

6. Reliability of transformed documents: 

 

a. When information has been transformed from its original medium, the reliability of that 

information may depend on the controls over the information’s transformation and maintenance.  

 

Is an auditor required to authenticate documents that are not received in their original medium? 

 

SAS No. 142 states that an audit performed in accordance with GAAS rarely involves the authentication 

of documents, nor is the auditor trained as, or expected to be, an expert in such authentication.  

 

When the auditor identifies conditions that cause the auditor to believe that a document may not be 

authentic, an auditor may determine that additional audit procedures are necessary, including audit 

procedures to evaluate authenticity.  

 

Such audit procedures may include: 

 

• Confirming directly with the third party. 
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• Using the work of a specialist to assess the document’s authenticity.  

 

Examples of situations in which a document may not be authentic are when: 

 

• The terms in a document may have been modified but not disclosed to the auditor, or  

 

• Undisclosed side agreements may exist. 

 

Sources of information to be used as audit evidence affects its relevance and reliability 

 

The source of the information used as audit evidence may affect the extent of its relevance and reliability.  

 

Sources of information used as audit evidence may be obtained from different sources, including the 

following: 

 

1. Management: Management may provide the auditor with information obtained from the financial 

reporting process used to prepare the financial statements, including disclosures such as: 

 

a. The entity’s accounting records 

  

b. Information obtained from outside of the general and subsidiary ledgers such as those from the 

entity’s risk management system or sales functions 

  

c. Information stored by the entity within its IT systems or in a remote server, or  

 

d. Information obtained from an entity’s specialist who may provide information to be used as audit 

evidence. 

 

2. External information sources and other external parties: An auditor may use information obtained 

from external information sources and other external parties such as external confirmations or 

inquiries made of external parties to corroborate management’s assertions.   

 

Examples include information:  

 

a. Used as inputs to forecasts 

   

b. Used in models to prepare accounting estimates, and  

 

c. Accumulated by an auditor to analyze industry trends.  

 

3. Information obtain by an auditor: An auditor may develop information used as audit evidence, which 

may include an auditor performing the following: 

 

a. Accumulating and analyzing industry trends to be used in the audits of entities in that industry 

  

b. Engaging a specialist to assist the auditor in developing audit evidence such as developing an 

independent expectation to evaluate the reasonableness of an accounting estimate, and 
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c. Using automated tools and techniques to analyze information provided by management or 

external parties, which could be used as audit evidence. 

 

Corroborative or Contradictory Information 

 

SAS No. 142 states that an auditor should evaluate information to be used as audit evidence by 

considering certain attributes of the information obtained.   

 

One attribute is whether such information corroborates or contradicts assertions in the financial 

statements.  

 
1. Evaluating information to be used as audit evidence involves considering information that 

corroborates assertions or contradicts assertions in the financial statements.  

 

2. Contradictory information may be relevant even when the source of that information is less reliable 

than the source of corroborative information.  

 

3. Contradictory information should not be considered in isolation but, rather, as part of the auditor’s 

consideration  of that management assertion taken as a whole.  

 

a. In such cases, when there is contradictory information, the auditor should exercise professional 

skepticism and judgment to evaluate the persuasiveness of the audit evidence taken as a whole, 

rather than focusing on an individual piece of audit evidence.  

 

Evaluating Whether the Information Is Sufficiently Precise and Detailed for the Auditor’s 

Purposes  

 

As previously stated, SAS No. 142 states that an auditor should evaluate information to be used as audit 

evidence by considering certain attributes of the information obtained.  One attribute is that the 

information is sufficiently precise and detailed for the auditor’s purpose. 

 

1. SAS No. 142 requires that the auditor’s evaluation of the information used as audit evidence should 

include certain actions to evaluate whether the information is sufficiently precise and detailed for the 

auditor’s purposes.   

 

Obtaining Audit Evidence about the Accuracy and Completeness of Information 

 

Another attribution of information used as audit evidence is the satisfactory accuracy and completeness 

of information for use as audit evidence. 

 

SAS No. 142 states that an auditor is required to determine whether it is necessary to obtain audit 

evidence about the accuracy and completeness of information to be used as audit evidence.  

 

1. Examples where the auditor might obtain evidence about the accuracy and completeness of 

information include: 

 

a. The price and sales volume data produced by the entity used to develop an expectation of revenue 
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is affected by the accuracy and completeness of the information being used, or 

 

b. A population tested for a certain characteristic, such as payment authorization, is affected by the 

completeness of the population from which items are selected. 

 

2. The auditor may obtain audit evidence about the accuracy or completeness of information to be used 

as audit evidence through the performance of an audit procedure that was not primarily intended for 

that purpose.  

 

Example: In testing valuation, the auditor may reconcile the listing of investment purchases for 

completeness before selecting a sample.  

 

3. In some situations, an auditor may consider it necessary to obtain audit evidence about the accuracy 

and completeness of information by testing controls over the preparation and maintenance of the 

information (for example, in light of the nature, frequency, and volume of transactions). 

 

Professional Skepticism and Auditor Bias 

 

SAS No. 142 expands on the issue of professional skepticism and auditor bias during the audit 

engagement, consistent with guidance found in AU-C 200, Overall Objectives of the Independent 

Auditor and the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards. 

 

1. AU-C 200: 

 

a. Offers guidance about maintaining professional skepticism and exercising professional judgment 

during the audit engagement. 

 

b. Defines professional skepticism and professional judgment as:  

 

Professional skepticism: An attitude that includes a questioning mind, being alert to conditions 

that may indicate possible misstatement due to fraud or error, and a critical assessment of audit 

evidence. 

 

Professional judgment: The application of relevant training, knowledge, and experience, within 

the context provided by auditing, accounting, and ethical standards, in making informed 

decisions about the courses of action that are appropriate in the circumstances of the audit 

engagement.  

 

2. The auditor’s evaluation of information to be used as audit evidence in accordance with SAS No. 

142 involves: 

 

a.  Maintaining professional skepticism, and  

 

b. Consideration of whether unconscious or conscious auditor biases may affect the auditor’s 

professional judgments. 

 

3. SAS No. 142 identifies certain situations in which the auditor should maintain professional 

skepticism: 
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a. When the auditor identifies conditions that cause the auditor to believe that a document may not 

be authentic  

 

b. When information has a higher susceptibility to management bias 

 

c. When an auditor obtains contradictory information,  

 

d. When analytical procedures may be performed manually, and  

 

e. When corroborative audit evidence is limited to inquiry.  

 

4. SAS No. 142 amends AU-C 200,  to address auditor biases that may affect the auditor’s professional 

skepticism and judgment, included in the design and performance of audit procedures, or evaluation 

of audit evidence. 

 

a. Examples of unconscious auditor biases that may impede the maintenance of professional 

skepticism and the reasonableness of the professional judgements made by the auditor may 

include the following: 

 

• Availability bias: which is a tendency to place more weight on events or experiences that 

immediately come to mind or are more readily available than on those that are not.  

 

• Confirmation bias: which is a tendency to place more weight on information that corroborates 

an existing belief than information that contradicts or casts doubt on that belief.  

 

• Overconfidence bias: which is a tendency to overestimate one's own ability to make accurate 

assessments of risk or other judgments or decisions.  

 

• Anchoring bias: which is a tendency to use an initial piece of information as an anchor against 

which subsequent information is inadequately assessed.  

 

• Automation bias: which is a tendency to favor output generated from automated systems, 

even when human reasoning or contradictory information raises questions about whether 

such output is reliable or fit for its purpose.  

 

Basis for Concluding on the Sufficiency and Appropriateness of Audit Evidence 

 

The opinion found in the auditor’s report is based on the premise that there is sufficient and appropriate 

audit evidence as the basis of the auditor’s opinion. 

  

The opinion and basis for opinion paragraphs of the auditor’s report29 state the following: 

  

 
29  Excerpt of new audit report in SAS No. 134, AU-C 700A SAS No. 134, as amended by SAS No. 141,  is effective for 

audits of financial statements for periods ending on or after December 15, 2021. Early implementation is permitted. 
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Opinion 

 

We have audited the financial statements of ABC Company, which comprise the balance sheets as 

of December 31, 20X1 and 20X0, and the related statements of income, changes in stockholders’ 

equity, and cash flows for the years then ended, and the related notes to the financial statements. 

 

In our opinion, the accompanying financial statements present fairly, in all material respects, the 

financial position of ABC Company as of December 31, 20X1 and 20X0, and the results of its 

operations and its cash flows for the years then ended in accordance with accounting principles 

generally accepted in the United States of America. 

 

Basis for Opinion 

 

We conducted our audits in accordance with auditing standards generally accepted in the United 

States of America (GAAS). Our responsibilities under those standards are further described in the 

Auditor’s Responsibilities for the Audit of the Financial Statements section of our report. We are 

required to be independent  of ABC Company and to meet our other ethical responsibilities, in 

accordance with the relevant ethical requirements relating to our audits. We believe that the audit 

evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion. 

 

 
In evaluating information to be used as audit evidence, the auditor should consider whether the results of 

audit procedures provide a basis for concluding on the sufficiency and appropriateness of audit evidence 

obtained.   

 

1. Audit procedures performed on information may be performed either manually or using automated 

tools and techniques that include:  

 

• Inspection,  

• Observation,  

• Confirmation,  

• Recalculation,  

• Reperformance  

• Analytical procedures, and 

• Inquiry.  

 

Use of Automated Tools and Techniques in Obtaining Audit Evidence  

 

SAS No. 142 expands the discussion of the use of automated tools and techniques in an audit 

engagement. 

 

1. The auditor may use automated tools and techniques to process, organize, structure, or present data 

in a given context in order to generate useful information that can be used as audit evidence. 

 

a. An auditor may use automated tools and techniques for many functions concurrently including: 

 

• To perform a risk assessment procedure  

• To perform substantive procedures, and  
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• To obtain audit evidence about  the operation of the entity’s internal control.  

 

Example:  Management has controls over the sequential numbering of sales invoices. 

 

Conclusion: The auditor may be able to obtain corroborating audit evidence about the sequential 

numbering of sales invoices for the period by using automated tools and techniques to determine 

whether any gaps in numbering or duplicates exist, which may provide audit evidence about the 

controls over the completeness of invoices issued during the period. 

 

b. One automated tool that can be used is Audit Data Analytics (ADA). 

 

ADA is defined as: 

 

 “the science and art of discovering and analyzing patterns, identifying anomalies, and 

extracting other useful information in data underlying or related to the subject matter 

of an audit through analysis, modeling, and visualization of planning or performing 

the audit.”30 

 

Observation: SAS No. 142 provides additional guidance on using automated tools and techniques 

(including ADA) in an audit engagement as noted in the following comments:  

 

1. Information may be available only in electronic form or only at certain points or periods in time, 

which may affect the nature and timing of the audit procedures to be performed. 

 

2. Certain electronic information may be destroyed or deleted after a specified period of time (for 

example, if files are changed and back-up files do not exist). Accordingly, as a result of the entity’s 

data retention policies, the auditor may consider requesting retention of some information for the 

performance of audit procedures at a later point in time or to perform audit procedures at a time 

when the information is available. 

 

3. Some electronic information (for example, records maintained on a distributed ledger, such as a 

blockchain) is available on a continuous basis during the audit. In such cases, auditors may develop 

audit procedures using automated tools and techniques to obtain information about transactions on 

a real-time basis. 

 

Inconsistencies in, or Doubts About the Reliability of, Audit Evidence 

 

SAS No. 142 states that the auditor should determine whether modifications or additions to audit 

procedures are necessary to resolve inconsistencies in, or doubts about the reliability of audit evidence, 

including when:  

 

1. Audit evidence obtained from one source is inconsistent with that obtained from another source. 

 

2. The results of an audit procedure are inconsistent with the results of another audit procedure.   

 

 
30 AICPA 
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Note: SAS No. 142 provides that in certain situations, information obtained from different sources may 

indicate that an individual item of audit evidence is not reliable, such as when audit evidence obtained 

from one source is inconsistent with that obtained from another.  
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SAS No. 143: Auditing Accounting Estimates and Related Disclosures  
 

Issued:  July 2020 

 

Effective Date:  

 

SAS No. 143 is effective for audits of financial statements for periods ending on or after December 15, 

2023. 

 

Objective 

 

The objective of SAS No. 143 is to address the auditor’s responsibilities relating to accounting estimates, 

including fair value accounting estimates, and related disclosures in an audit of financial statements. 

 

Introduction 

 

The overall guidance for accounting estimates in an audit has been found in  AU-C 540, Auditing 

Accounting Estimates, Including Fair Value Accounting Estimates, and Related Disclosures.  

 

In July 2020, the AICPA Auditing Standards Board (ASB) issued Statement on Auditing Standards No. 

143, Auditing Accounting Estimates and Related Disclosures, as part of the AICPA’s Enhancing Audit 

Quality Initiative, with the goal to enhance the auditor’s focus on factors driving estimation uncertainty 

and potential management bias. 

 

SAS No. 143 does the following:  

 

1. Addresses the auditor’s responsibilities relating to accounting estimates, including fair value 

accounting estimates, and related disclosures in an audit of financial statements, and  

 

2. Enables auditors to appropriately address the increasingly complex scenarios that arise from new 

accounting standards that include estimates.  

 

SAS No. 143 supersedes SAS No. 122, Statements on Auditing Standards: Clarification and 

Recodification (as amended), AU-C 540, Auditing Accounting Estimates, Including Fair Value 

Accounting Estimates, and Related Disclosures, and amends several other AU-C sections. 

 

The overall goal of issuing SAS No. 143 is to enhance the auditing standards related to auditing 

accounting estimates and to enhance the auditor’s focus on factors driving estimation uncertainty and 

potential management bias.  

 

SAS No. 143 focuses on factors driving the uncertainty of estimates and the impact of management bias 

in creating those estimates, and does the following: 

 

1. Explains the nature of accounting estimates and the concept of estimation uncertainty  

 

2. Provides information about scalability of the SAS for all types of accounting estimates, from those 

that are relatively simple, to those that are complex  
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3. Requires a separate assessment of inherent risk and control risk at the assertion level  

 

4. Includes an enhanced risk assessment intended to address the challenges auditors face when auditing 

accounting estimates by: 

 

a. Providing risk assessment requirements that are more specific to estimates, and 

  

b. Addressing the increasingly complex business environment and complexity in financial reporting 

frameworks. 

 

5. Emphasizes that the auditor’s further audit procedures need to be responsive to the reasons for the 

assessed risks of material misstatement at the relevant assertion level 

 

6. Refers to relevant requirements in other AU-C sections and provides related guidance to emphasize 

the importance of the auditor’s decisions about controls relating to accounting estimates 

 

7. Addresses the exercise of professional skepticism when auditing accounting estimates, and  

 

8. Requires the auditor to evaluate, based on the audit procedures performed and the audit evidence 

obtained, whether the accounting estimates and related disclosures are reasonable in the context of 

the applicable financial reporting framework.  

 

SAS No. 143 supersedes and amends several AU-C sections including: 

 

1. Supersedes SAS No. 122 (as amended), AU-C 540,  Auditing Accounting Estimates, Including Fair 

Value Accounting Estimates, and Related Disclosures, and  

 

2. Amends several sections of SAS Nos. 122, 134 and 136. 

 

Overview of SAS No. 143 

 

SAS No. 143 emphasizes that accounting estimates can vary widely in nature and are required to be 

made by management when the monetary amounts cannot be directly observed.  

 

The measurement of monetary amounts in financial statements is subject to estimation uncertainty, 

which reflects inherent limitations in knowledge or data. These limitations give rise to inherent 

subjectivity and variation in the measurement outcomes.  

 

Examples of accounting estimates related to classes of transactions, account balances, and disclosures 

include the following: 

 

• Inventory obsolescence 

• Depreciation of property and equipment 

• Valuation of infrastructure assets, such as buildings and roadways 

• Valuation of financial instruments 

• Outcome of pending litigation 

• Provision for expected credit losses 

• Valuation of insurance contract liabilities 
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• Warranty obligations 

• Employee retirement benefits liabilities 

• Share-based payments 

• Fair value of assets or liabilities acquired in a business combination, including the determination 

of goodwill and intangible assets 

• Impairment of long-lived assets or property or equipment held for disposal 

• Nonmonetary exchanges of assets or liabilities between independent parties, and  

• Revenue recognized for long-term contracts. 

 

SAS No. 143 makes the following observations about accounting estimates which are reflected in the 

overall theme of the new SAS: 

 

1. The process of making accounting estimates involves selecting and applying a method using 

assumptions and data, which requires judgment by management and can give rise to complexity in 

measurement.  

 

2. The effects of complexity, subjectivity, or other inherent risk factors on the measurement of  

monetary amounts affects their susceptibility to misstatement. 

 

What is data? 

 

SAS No. 143 offers examples of data and its sources. 

 

Examples of data include one or more of the following: 

 

• Prices generated by market transactions 

• Operating times or quantities of output from a production machine 

• Historical prices or other terms included in contracts, such as a contracted interest rate, a payment 

schedule, and term included in a loan agreement 

• Forward-looking information, such as economic or earnings forecasts obtained from an external 

information source, and 

• A future interest rate determined using interpolation techniques from forward interest rates 

(derived data). 

 

The SAS also states that data can come from a wide range of sources that are: 

 

• Generated within the organization or externally, 

• Obtained from a system that is either within or outside the general or subsidiary ledgers, 

• Observable in contracts, or 

• Observable in legislative or regulatory pronouncements. 

 

Degree of Estimation Uncertainty 

 

Although SAS No. 143 applies to all accounting estimates, including fair value accounting estimates, 

the degree to which an accounting estimate is subject to estimation uncertainty will vary substantially.  
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The nature, timing, and extent of the risk assessment and further audit procedures required by SAS No. 

143 will vary in relation to the estimation uncertainty and the assessment of the related risks of material 

misstatement.  

 

What is estimation uncertainty? 

 

SAS No. 143 carries over from AU-C 540 the concept of estimation uncertainty and modifies its 

definition to mean:   

 

“Susceptibility to an inherent lack of precision in measurement.” 

 

Not all accounting estimates are subject to a high degree of estimation uncertainty.  

 

For example, some financial statement items may have an active and open market that provides readily 

available and reliable information on the prices at which actual exchanges occur.  

 

Estimation uncertainty may exist even when the valuation method and data are well-defined. In addition, 

general economic circumstances prevailing at the time, for example, illiquidity in a particular market, 

may affect estimation uncertainty.  

 

 

Level estimation uncertainty 

 

Degree of procedures required by SAS No. 143 

 

Low-based on the nature, complexity and 

subjectively involved in making the estimate 

The risk assessment procedures and further audit 

procedures required by SAS No. 143 would not 

be expected to be extensive.  

 

High- based on nature, complexity, and 

subjectivity involved in making the estimate 

The risk assessment procedures and further audit 

procedures required would be expected to be 

more extensive and scaled.   

 

 

If estimation uncertainty is high,  the risk assessment procedures and further audit procedures required 

would be expected to be more extensive and scaled. 

 

Conversely, if estimation uncertainty is low, the risk assessment procedures and further audit procedures 

required by SAS No. 143 would not be expected to be extensive.  

 

Key Concepts Found in SAS No. 143 

 

As it relates to accounting estimates,  the objective of the auditor is to obtain sufficient appropriate audit 

evidence about whether accounting estimates and related disclosures in the financial statements are 

reasonable, in the context of the applicable financial reporting framework.  

 

1. There are two AU-C sections that are the basis of the guidance found in SAS No. 143 related to 

accounting estimates, which are: 

 

a. AU-C 315, Understanding the Entity and Its Environment and Assessing the Risks of Material 



94 
 

CHAPTER 5: New Auditing Standards- SAS Nos. 134-145 

Misstatement, and 

 

b. AU-C 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit 

Evidence Obtained. 

 

2. AU-C 315 requires the auditor to assess the risk of material misstatement at the relevant assertion 

level and states: 

 

“The auditor should perform risk assessment procedures to provide a basis for the 

identification and assessment of risks of material misstatement at the financial statement 

and relevant assertion levels.”  

 

3. AU-C 330 addresses the auditor's responsibility to design and implement responses to the risks of 

material misstatement identified and assessed by the auditor in accordance with AU-C 315, and to 

evaluate the audit evidence obtained in an audit of financial statements. 

 

Based on the results of AU-C 315’s  risk assessment,  AU-C 330 requires the auditor to: 

 

a. Design and implement overall responses to address the assessed risks of material misstatement 

at the financial statement level   

 

b. Design and perform further audit procedures whose nature, timing, and extent are based on, and 

are responsive to, the assessed risks of material misstatement at the relevant assertion level, and  

 

c. Design and perform tests of control if the auditor intends to rely on the controls, or substantive 

procedures alone cannot provide sufficient audit evidence at the assertion level. 

 

4. In applying the risk assessment requirements of AU-C 315 to accounting estimates, SAS No. 143 

requires inherent risk and control risk to be assessed separately.  

 

a. AU-C  200 defines inherent and control risk as: 

 

Inherent risk: The susceptibility of an assertion about a class of transaction, account 

balance, or disclosure to a misstatement that could be material, either individually or 

when aggregated with other misstatements, before consideration of any related 

controls.  

 

Control risk: The risk that a misstatement that could occur in an assertion about a 

class of transaction, account balance, or disclosure that could be material, either 

individually or when aggregated with other misstatements, will not be prevented, or 

detected and corrected, on a timely basis by the entity's internal control. 

 

b. Inherent risk is higher for some assertions and related classes of transactions, account balances, 

and disclosures than for others.  

 

c. In identifying the risks of material misstatement and in assessing inherent risk in accounting 

estimates, the auditor is required to consider the degree to which the accounting estimate is 

subject to or affected by the following inherent risk factors: 
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• Estimation uncertainty  

• Complexity  

• Subjectivity, or  

• Other inherent risk factors.  

 

d. The auditor’s consideration of the inherent risk factors may also provide information to be used 

in determining the following: 

 

• Where inherent risk is assessed on the spectrum of inherent risk, and 

 

• The reasons for the assessment given to the risks of material misstatement at the relevant 

assertion level, and that the auditor’s further audit procedures are responsive to those reasons. 

 

e. The susceptibility of an assertion to a misstatement being material may be subject to several 

inherent risk factors that include: 

 

• Estimation uncertainty,  

• Complexity,  

• Subjectivity, or  

• Other inherent risk factors.  

 

5. SAS No. 143 emphasizes that the assessment of inherent risk depends on the degree to which the 

inherent risk factors affect the likelihood or magnitude of misstatement and varies on a scale that is 

referred to in SAS No. 143 as the spectrum of inherent risk.  

 

Note: SAS No. 143 references AU-C 200, Overall Objectives of the Independent Auditor and the 

Conduct of an Audit in Accordance With Generally Accepted Auditing Standards, and the fact that 

inherent risk is higher for some assertions and related classes of transactions, account balances, and 

disclosures than for others.  

 

6. SAS No. 143 emphasizes the importance of the auditor’s decisions about controls relating to 

accounting estimates, including decisions about whether: 

 

a. There are controls relevant to the audit, for which the auditor is required to evaluate their design 

and determine whether they have been implemented, and 

 

b. To test the operating effectiveness of relevant controls. 

 

Note: The exercise of professional skepticism in relation to accounting estimates is affected by the 

auditor’s consideration of inherent risk factors, and, its importance increases when accounting 

estimates are subject to a greater degree of estimation uncertainty, complexity, subjectivity, other 

inherent risk factors,  or a greater susceptibility to misstatement due to management bias or fraud. 

 

7. SAS No. 143 requires the auditor to evaluate, based on the audit procedures performed and the audit 

evidence obtained, whether the accounting estimates and related disclosures are reasonable in the 

context of the applicable financial reporting framework or are misstated.  

 

a. For purposes of SAS No. 143, the term “reasonable,” in the context of the applicable financial 
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reporting framework, means that the relevant requirements of the applicable financial reporting 

framework have been applied appropriately, including those that address the following: 

 

• The development of the accounting estimate, including the selection of the method, 

assumptions, and data in view of the nature of the accounting estimate and the facts and 

circumstances of the entity 

 

• The selection of management’s point estimate, and 

 

• The disclosures about the accounting estimate, including disclosures about how the 

accounting estimate was developed which explain the nature, extent, and sources of 

estimation uncertainty. 

 

Scope of SAS No. 143 

 

SAS No. 143 addresses the auditor’s responsibilities relating to accounting estimates, including fair 

value accounting estimates and related disclosures, in an audit of financial statements.  

 

1. The SAS includes requirements and guidance that refer to or expand on how certain auditing 

standards should be applied to accounting estimates and related disclosures including the following 

AU-C sections, among others: 

 

a. AU-C 315, Understanding the Entity and Its Environment and Assessing the Risks of Material 

Misstatement  

 

b. AU-C 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the 

Audit Evidence Obtained  

 

c. AU-C 450, Evaluation of Misstatements Identified During the Audit, and  

 

d. AU-C 500, Audit Evidence.  

 

2. The SAS also includes requirements and guidance related to the evaluation of misstatements of 

accounting estimates and related disclosures, and indicators of possible management bias. 

 

Requirements of  SAS No. 143 

 

SAS No. 143 requires an auditor to perform certain procedures in connection with accounting estimates 

that include: 

 

• Risk Assessment Procedures and Related Activities 

• Identifying and Assessing the Risks of Material Misstatement 

• Auditor’s Responses to the Assessed Risks of Material Misstatement 

• Evaluating Indicators of Possible Management Bias 

• Performing an Overall Evaluation Based on Audit Procedures Performed 

• Communication With Those Charged With Governance, Management, or Other Relevant 

Parties 

• Audit Documentation 
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• Changes to Management Representation Letter 

 

Each of these procedures is discussed below. 

 

Risk Assessment Procedures and Related Activities 

 

When obtaining an understanding of the entity and its environment, including the entity’s internal 

control, as required by AU-C 315, the auditor should obtain an understanding of the following matters 

related to the entity’s accounting estimates,  as follows:  

 

1. Understanding of the entity and its environment, and 

 

2. Understanding of the entity’s internal control. 

 

Understanding the entity and its environment related to accounting estimates 

 

The auditor should obtain an understanding of the entity and its environment related to the entity’s 

accounting estimates, including:  

 

1. The entity’s transactions and other events and conditions that may give rise to the need for, or changes 

in accounting estimates to be recognized or disclosed in the financial statements 

 

2. Changes in circumstances that may give rise to the need for, or changes in accounting estimates may 

include, whether: 

 

a. The entity has engaged in new types of transactions 

 

b. Terms of transactions have changed, or 

 

c. New events or conditions have occurred. 

 

3. The requirements of the applicable financial reporting framework related to accounting estimates 

(including the recognition criteria, measurement bases, and the related presentation and disclosure 

requirements) and how they apply in the context of the nature and circumstances of the entity and its 

environment, including how transactions and other events or conditions are subject to, or affected by 

inherent risk factors. 

 

4. Regulatory factors relevant to the entity’s accounting estimates, including, when applicable, 

regulatory frameworks 

 

5. The nature of the accounting estimates and related disclosures that the auditor expects to be included 

in the entity’s financial statements, based on the auditor’s understanding of the entity and its 

environment. 

 

Understanding the entity’s internal control related to accounting estimates 

 

SAS No. 143 also requires that an auditor should obtain an understanding of the entity’s internal control 

related to the entity’s accounting estimates, including:  
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1. The nature and extent of oversight and governance that the entity has in place over management’s 

financial reporting process relevant to accounting estimates:  

 

a. Understanding the nature and extent of oversight and governance, may be particularly important 

when there are accounting estimates that: 

 

• Require significant judgment by management to address subjectivity 

• Have high estimation uncertainty 

• Are complex to make, for example, because of the extensive use of IT, large volumes of data, 

or the use of multiple data sources or assumptions with complex interrelationships 

• Had or ought to have had a change in the method, assumptions, or data compared to previous 

periods, or 

• Involve significant assumptions. 

 

2. How management identifies the need for and applies specialized skills or knowledge related to 

accounting estimates, including those with respect to the use of a management’s specialist 

 

3. How the entity’s risk assessment process identifies and addresses risks relating to accounting 

estimates: 

 

a. Matters that the auditor may consider in obtaining an understanding of how management 

identifies and addresses the susceptibility to misstatement due to management bias or fraud in 

making accounting estimates, including how management does the following: 

 

• Pays particular attention to selecting or applying the methods, assumptions, and data used in 

making accounting estimates 

• Monitors key performance indicators that may indicate unexpected or inconsistent 

performance compared with historical or budgeted performance or with other known factors 

• Identifies financial or other incentives that may be a motivation for bias 

• Monitors the need for changes in the methods, significant assumptions, or the data used in 

making accounting estimates 

• Establishes appropriate oversight and review of models used in making accounting estimates 

• Requires documentation of the rationale for or an independent review of significant 

judgments made in making accounting estimates 

 

4. The entity’s information system as it relates to accounting estimates, includes the following: 

 

a. The classes of transactions, events, and conditions that are significant to the financial statements 

and that give rise to the need for, or changes in accounting estimates and related disclosures   

 

b. For such accounting estimates and related disclosures, how management: 

 

1) Identifies the relevant methods, assumptions, or sources of data, and the need for changes in 

them, that are appropriate in the context of the applicable financial reporting framework, 

including how management:   

 

• Selects or designs, and applies, the methods used, including the use of models 
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• Selects the assumptions to be used, including consideration of alternatives, and identifies 

significant assumptions   

 

• Selects the data to be used   

 

2) Understands the degree of estimation uncertainty, including by considering the range of 

possible measurement outcomes, and  

 

3) Addresses the estimation uncertainty, including selecting a point estimate and related 

disclosures for inclusion in the financial statements.   

 

5. Control activities relevant to the audit over management’s process for making accounting estimates  

 

6. How management reviews the outcomes of previous accounting estimates and responds to the results 

of that review 

 

Other risk assessment procedures- re-estimation of previous accounting estimates 

 

In performing a risk assessment, SAS No. 143 requires the auditor to perform additional procedures 

related to previous accounting estimates, as follows: 

 

1. The auditor should review the outcome of previous accounting estimates (retrospective review) or, 

when applicable, their subsequent re-estimation to assist in identifying and assessing the risks of 

material misstatement in the current period.  

 

2. The auditor should consider the characteristics of the accounting estimates in determining the 

nature and extent of that review. The review is not intended to call into question judgments about 

previous-period accounting estimates that were appropriate based on the information available at the 

time they were made. 

 

Other risk assessment procedures- specialized skills-knowledge of engagement team 

 

With respect to accounting estimates, the auditor should determine whether the engagement team 

requires specialized skills or knowledge to perform the risk assessment procedures, to identify and assess 

the risks of material misstatement, to design and perform audit procedures to respond to those risks, or 

to evaluate the audit evidence obtained.  

 

Risk assessment- smaller, simple businesses 

 

How is an auditor’s risk assessment of accounting estimates different for a smaller business? 

 

SAS No. 143 suggests the following considerations may be relevant for entities with only simple 

businesses, which may include many smaller entities.   

 

1. Processes relevant to accounting estimates may be uncomplicated because the business activities are 

simple or the required estimates may have a lesser degree of estimation uncertainty 
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2. Accounting estimates may be generated outside of the general and subsidiary ledgers, controls over 

their development may be limited, and  

 

3. An owner-manager may have significant influence over their determination. The owner-manager’s 

role in making the accounting estimates may need to be considered by the auditor both when 

identifying the risks of material misstatement and when considering the risk of management bias. 

 

Identifying and Assessing the Risks of Material Misstatement 

 

The general rules found in AU-C 315 provide a basis for designing and performing further audit 

procedures. The auditor should identify and assess the risks of material misstatement at both the financial 

statement level and the relevant assertion level for classes of transactions, account balances, and 

disclosures.  

 

1. In identifying and assessing the risks of material misstatement relating to an accounting estimate 

and related disclosures at the relevant assertion level (as required by AU-C 315), the auditor should 

separately assess inherent risk and control risk.  

 

2. The auditor should  consider the following in identifying the risks of material misstatement and 

assessing inherent risk in connection with accounting estimates: 

 

a. The degree to which the accounting estimate is subject to estimation uncertainty 

 

b. The degree to which one or both of the following are affected by complexity, subjectivity, or 

other inherent risk factors:   

 

• The selection and application of the method, assumptions, and data in making the accounting 

estimate, and  

 

• The selection of management’s point estimate and related disclosures for inclusion in the 

financial statements. 

 

3. The auditor should determine whether any of the risks of material misstatement identified and 

assessed are, in the auditor’s judgment, a significant risk.   

 

a. If the auditor has determined that a significant risk exists, the auditor should obtain an 

understanding of the entity’s controls, including control activities, relevant to that risk, and, based 

on that understanding, evaluate whether such controls have been suitably designed and 

implemented to mitigate such risks. 

 

Auditor Responses to the Assessed Risks of Material Misstatement 

 

In accordance with AU-C 315, the auditor identifies and assesses the risks of material misstatement of 

accounting estimates at both the financial statement level and the relevant assertion level. Then, the rules 

found in AU-C 330 take over. 

 

1. Based on the results of AU-C 315’s  risk assessment,  AU-C 330 requires the auditor to respond to 

the assessed risks of material misstatement with respect to accounting estimates by doing the 
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following: 

 

a. Design and implement overall responses to address the assessed risks of material misstatement 

of accounting estimates, at the financial statement level   

 

b. Design and perform further audit procedures whose nature, timing, and extent are based on, and 

are responsive to, the assessed risks of material misstatement at the relevant assertion level, and  

 

c. Design and perform tests of control if the auditor intends to rely on the controls, or substantive 

procedures alone cannot provide sufficient audit evidence at the assertion level. 

 

2. As required by AU-C 330, the auditor’s further audit procedures should be responsive to the assessed 

risks of material misstatement at the relevant assertion level, considering the reasons for the 

assessment given to those risks.  

 

a. The auditor’s further audit procedures for accounting estimates should include one or more of 

the following three approaches: 

 

Approach 1: Obtain audit evidence from events occurring up to the date of the auditor’s report  

 

Approach 2: Test how management made the accounting estimate  

 

Approach 3: Develop an auditor’s point estimate or range  

 

Note: The auditor’s further audit procedures should consider that the higher the assessed risk of 

material misstatement, the more persuasive the audit evidence needs to be. The auditor should design 

and perform further audit procedures in a manner that is not biased toward obtaining audit evidence 

that may be corroborative or toward excluding audit evidence that may be contradictory.   

 

3. As required by AU-C 330, with respect to accounting estimates, the auditor should design and 

perform tests to obtain sufficient appropriate audit evidence about the operating effectiveness of 

relevant controls if: 

 

a. The auditor’s assessment of risks of material misstatement at the relevant assertion level includes 

an expectation that the controls are operating effectively, or 

 

b. Substantive procedures alone cannot provide sufficient appropriate audit evidence at the relevant 

assertion level. 

 

4. For a significant risk relating to an accounting estimate, the auditor’s further audit procedures should 

include one of the following: 

 

a. Tests of controls in the current period if the auditor plans to rely on those controls, or  

 

b. Substantive procedures only if not relying on those controls.   

 

• When the auditor’s further audit procedures in response to a significant risk consist only of 

substantive procedures, those procedures must include tests of details.  
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Examples of tests of details for significant risks related to accounting estimates include the 

following: 

 

• Examining contracts to corroborate terms or assumptions 

 

• Verifying the mathematical accuracy of a model,  and 

 

• Agreeing assumptions used to supporting documentation, such as third-party published 

information. 

 

APPROACH 1: Obtain Audit Evidence From Events Occurring Up to the Date of the Auditor’s 

Report 

 

When the auditor’s further audit procedures include obtaining audit evidence from events occurring up 

to the date of the auditor’s report, the auditor should do the following: 

 

1. Evaluate whether such audit evidence is sufficient and appropriate to address the risks of material 

misstatement relating to the accounting estimate, taking into account that changes in circumstances 

and other relevant conditions between the event and the measurement date, may affect the relevance 

of such audit evidence in the context of the applicable financial reporting framework.   

 

APPROACH 2: Test How Management Made the Accounting Estimate 

 

When testing how management made an accounting estimate, the auditor’s further audit procedures 

should include procedures to obtain sufficient appropriate audit evidence regarding the risks of material 

misstatement relating including:   

 

1. The following used by management in making the accounting estimate: 

 

a. Methods used  

 

b. Significant assumptions used, and  

 

c. Data used.  

 

2. Management’s selection of the point estimate and related disclosures about estimation uncertainty.  

 

Methods used 

 

In testing how management made the accounting estimate (Approach 2) with respect to methods, the 

auditor’s further audit procedures should address the following: 

 

1. Whether the method selected is appropriate in the context of the applicable financial reporting 

framework and changes from the method used in prior periods are appropriate. 

 

2. Whether judgments made in selecting the method give rise to indicators of possible management bias 
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3. Whether the calculations are applied based on the method and are mathematically accurate. 

 

4. When management’s application of the method involves complex modeling, whether judgments 

have been applied consistently, and whether: 

 

a. The design of the model meets the measurement objective of the applicable financial reporting 

framework, is appropriate in the circumstances, and, if applicable, changes from the prior 

period’s model are appropriate in the circumstances. 

 

b. Adjustments to the output of the model are consistent with the measurement objective of the 

applicable financial reporting framework and are appropriate in the circumstances. 

 

5. Whether the integrity of the significant assumptions and the data has been maintained in applying 

the method.   

 

Significant assumptions used 

 

In testing how management made the accounting estimate (Approach 2) with respect to significant 

assumptions, the auditor’s further audit procedures should address the following: 

 

1. Whether the significant assumptions are appropriate in the context of the applicable financial 

reporting framework and, if applicable, changes from prior periods are appropriate   

 

2. Whether judgments made in selecting the significant assumptions give rise to indicators of possible 

management bias   

 

3. Whether the significant assumptions are consistent with each other and with those used in other 

accounting estimates, or with related assumptions used in other areas of the entity’s business 

activities, based on the auditor’s knowledge obtained in the audit, and   

 

4. When applicable, whether management has the intent to carry out specific courses of action and has 

the ability to do so.   

 

Data used 

 

In testing how management made an accounting estimate (Approach 2) with respect to data, the auditor’s 

further audit procedures should address the following: 

 

1. Whether the data is appropriate in the context of the applicable financial reporting framework and, 

if applicable, changes from prior periods are appropriate   

 

2. Whether judgments made in selecting the data give rise to indicators of possible management bias   

 

3. Whether the data is relevant and reliable in the circumstances, and   

 

4. Whether the data has been appropriately understood or interpreted by management, including 

adherence to contractual terms.   
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Management’s selection of a point estimate and related disclosures about estimation uncertainty 

 

In testing how management made the accounting estimate (Approach 2), the auditor’s further audit 

procedures should address whether, in the context of the applicable financial reporting framework, 

management has taken appropriate steps to do the following:     

 

1. Understand estimation uncertainty, and   

 

2. Address estimation uncertainty by selecting an appropriate point estimate and by developing related 

disclosures about estimation uncertainty.   

 

When, in the auditor’s judgment based on the audit evidence obtained, management has not taken 

appropriate steps to understand or address estimation uncertainty, the auditor should:   

 

1. Request management to perform additional procedures to understand estimation uncertainty or 

address it by reconsidering the selection of management’s point estimate or consider providing 

additional disclosures relating to the estimation uncertainty, and evaluate management’s responses. 

 

2. To the extent practicable, develop an auditor’s point estimate or range in accordance with Approach 

3 (discussed below), if the auditor determines that management’s response to the auditor’s request 

does not sufficiently address estimation  uncertainty. 

 

3. Evaluate whether a deficiency in internal control exists and, if so, communicate in accordance with 

AU-C 265, Communicating Internal Control Related Matters Identified in an Audit. 

 

APPROACH 3: Develop an Auditor’s Point Estimate or Range 

 

In Approach 3, when the auditor develops a point estimate or range to evaluate management’s point 

estimate and related disclosures about estimation uncertainty, the auditor’s further audit procedures 

should include: 

 

1. Procedures to evaluate whether the methods, assumptions, or data used are appropriate in the context 

of the applicable financial reporting framework.  

 

2. If the auditor develops an auditor’s range, the auditor should: 

 

a. Determine that the range includes only amounts that are supported by sufficient appropriate audit 

evidence and have been evaluated by the auditor to be reasonable in the context of the 

measurement objectives and other requirements of the applicable financial reporting framework.  

 

b. Design and perform further audit procedures to obtain sufficient appropriate audit evidence 

regarding the assessed risks of material misstatement relating to the disclosures in the financial 

statements that describe the estimation uncertainty. 

 

Evaluating Indicators of Possible Management Bias 

 

The auditor should evaluate whether judgments and decisions made by management in making the 

accounting estimates included in the financial statements, even if they are individually reasonable, are 

indicators of possible management bias.  
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1. When indicators of possible management bias are identified, the auditor should evaluate the 

implications for the audit. When there is intention to mislead, management bias is fraudulent in 

nature.   

 

2. Examples of indicators of possible management bias with respect to accounting estimates, include 

the following: 

 

a. Changes in an accounting estimate, or the method for making it, when management has made  

subjective assessment that there has been a change in circumstances 

 

b. Selection or development of significant assumptions or the data that yield a point estimate 

favorable for management objectives, and 

 

c. Selection of a point estimate that may indicate a pattern of optimism or pessimism. 

 

Performing an Overall Evaluation Based on Audit Procedures Performed 

 

In  the final step of applying AU-C 330  to accounting estimates, the auditor should evaluate, based on 

the audit procedures performed and audit evidence obtained, whether:   

 

1. The assessments of the risks of material misstatement at the relevant assertion level remain 

appropriate, including when indicators of  possible management bias  have been identified 

 

2. Management’s decisions relating to the recognition, measurement, presentation, and disclosure of 

these accounting estimates in the financial statements are in accordance with the applicable financial 

reporting framework, and 

 

3. Sufficient appropriate audit evidence has been obtained. 

 

Determining whether the accounting estimates are reasonable or misstated 

 

In addition, as part of the last step to perform an overall evaluation of accounting estimates based on 

audit procedures performed: 

 

1. The auditor should determine whether the accounting estimates and related disclosures are 

reasonable in the context of the applicable financial reporting framework or are misstated.   

 

Note: AU-C 450, Evaluation of Misstatements Identified During the Audit, offers guidance on  how 

an auditor may distinguish misstatements  (whether factual, judgmental, or projected) for the 

auditor’s evaluation of the effect of uncorrected misstatements on the financial statements.  

 

2. In relation to accounting estimates, the auditor should evaluate whether management has included 

disclosures, beyond those specifically required by the framework, which are necessary to achieve 

the fair presentation of the financial statements as a whole. 
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Communication With Those Charged With Governance, Management, or Others    

 

Under the general guidance found in AU-C 260, The Auditor’s Communication With Those Charged 

With Governance, and AU-C 265, Communicating Internal Control Related Matters Identified in an 

Audit:  

 

1. The auditor is required to communicate with those charged with governance or management about 

certain matters, including significant qualitative aspects of the entity’s significant accounting 

practices and significant deficiencies and material weaknesses in internal control identified during 

the audit, respectively.  

 

2. With respect to accounting estimates, the auditor should consider the matters, if any, to communicate 

regarding accounting estimates, and consider whether the reasons given to the risks of material 

misstatement relate to estimation uncertainty or the effects of complexity, subjectivity, or other 

inherent risk factors in making accounting estimates and related disclosures.  

 

a. In addition, in certain circumstances, the auditor is required by law or regulation to communicate 

about certain matters with other relevant parties, such as regulators.   

 

Audit Documentation 

 

The auditor should  include the following in the audit documentation  related to accounting estimates: 

 

1. Key elements of the auditor’s understanding of the entity and its environment, including the entity’s 

internal control related to the entity’s accounting estimates 

 

2. The linkage of the auditor’s further audit procedures with the assessed risks of material misstatement 

at the relevant assertion level, considering the reasons given to the assessment of those risks 

 

3. The auditor’s responses when management has not taken appropriate steps to understand and address 

estimation uncertainty 

 

4. Indicators of possible management bias related to accounting estimates, if any, and the auditor’s 

evaluation of the implications for the audit, and 

 

5. Significant judgments relating to the auditor's determination of whether the accounting estimates and 

related disclosures are reasonable in the context of the applicable financial reporting framework or 

are misstated. 

 

Changes to Management Representation Letter 

 

SAS No. 143 amends paragraph 16 of AU-C 580, Written Representations, to change specific standard 

language found in the management representation letter related to an audit.  

 

1. There are no other amendments to any other paragraphs in AU-C 580. 
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Previous language:  paragraph 16, AU-C 580: 

 

 

The auditor should request management to provide written representations about 

whether it believes significant assumptions used by it in making accounting estimates 

are reasonable. 

 

 

Revised language: paragraph 16, AU-C 580: [changes in bold italic] 

 

 

Estimates  

The auditor should request written representations from management and, when 

appropriate, those charged with governance to provide written representations about 

whether the methods, significant assumptions, and the data used in making the 

accounting estimates and the related disclosures are appropriate to achieve 

recognition, measurement, or disclosure that is in accordance with the applicable 

financial reporting framework.  

 

The auditor should also consider the need to obtain representations about specific 

accounting estimates, including in relation to the methods, assumptions, or data 

used.  

 

 

Sample change to the management representation letter per AU-C 580 

 

We confirm that, to the best of our knowledge and belief, having made such inquiries as 

we considered necessary for the purpose of appropriately informing ourselves, as of (date 

of auditor’s report): 

 

• The methods, data, and significant assumptions used by us in making accounting 

estimates, and their related disclosures are appropriate to achieve recognition, 

measurement, or disclosure that is reasonable in the context of the applicable 

financial reporting framework.   
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SAS No. 144: Amendments to AU-C 501, 540, and 620-  Use of Specialists and Use 

of Pricing Information Obtained From External Information Sources 
 

Issued:  June 2021 

 

Effective Date: SAS No. 143 is effective for audits of financial statements for periods ending on or after 

December 15, 2023.   

 

Objective 

 

The objective of SAS No. 144 is to provide additional guidance on the use of specialists and pricing 

information obtained from external information sources. 

 

Introduction 

 

SAS No. 144 amends GAAS to offer guidance on using information from pricing services as audit 

evidence and expands guidance on use of specialists. 

 

Auditing standards reference two types of specialists: 

 

Auditor’s specialist: An individual or organization possessing expertise in a field other than 

accounting or auditing, whose work in that field is used by the auditor to assist the auditor in 

obtaining the sufficient appropriate audit evidence. An auditor's specialist may be either an auditor's 

internal specialist (who is a partner or staff, including temporary staff, of the auditor's firm or a 

network firm) or an auditor's external specialist. 

 

Management’s specialist: An individual or organization possessing expertise in a field other than 

accounting or auditing, whose work in that field is used by the entity to assist the entity in preparing 

the financial statements. 

 

Guidance for auditor’s considering the work of both the auditor’s specialist and management’s specialist 

is found in various standards including AU-C 620, Using the Work of an Auditor’s Specialist, AU-C 

501, Audit Evidence- Special Considerations for Selected Items, and AU-C 540, Auditing Accounting 

Estimates and Related Disclosures.  

 

SAS No. 144 amends the following auditing standards: 

 

1. AU-C 501, Audit Evidence- Special Considerations for Selected Items 

2. AU-C 540, Auditing Accounting Estimates and Related Disclosures 

3. AU-C 620, Using the Work of an Auditor’s Specialist 

 

Requirements of  SAS No. 144   

 

Amendments to AU-C 501, Audit Evidence- Specific Considerations for Selected Items 

 

Most of the substantive changes made by SAS No. 144 to AU-C 501 pertain to use of management’s 

specialist. 
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AU-C 501 defines a management’s specialist as the following: 

 

Management’s specialist: An individual or organization possessing expertise in a field 

other than accounting or auditing, whose work in that field is used by the entity to assist 

the entity in preparing the financial statements. 

 

Change 1 to AU-C 501: Expands objective of obtaining audit evidence to include work of manage-

ment’s specialist 

 

AU-C 501 is amended to expand the objective of obtaining audit evidence to include the work of 

management’s specialist. 

 

1. As revised, the auditor is to obtain sufficient appropriate audit evidence regarding the: 

 

a. Valuation of investments in securities and derivative instruments 

 

b. Existence and condition of inventory 

 

c. Completeness of litigation, claims, and assessments involving the entity 

 

d. Presentation and disclosure of segment information, in accordance with the applicable financial 

reporting framework, and  

 

e. Work of management’s specialists (added by SAS No. 144). 

 

Change 2 to AU-C 501: Expands guidance on use of the work of an external inventory-taking firm 

 

Management may engage external organizations that have expertise in the  taking of physical inventories 

to count, list, price, and subsequently compute the total dollar amount of inventory on hand at the date 

of the physical count. For example, such external inventory-taking firms are often used by entities such 

as retail stores, hospitals, and automobile dealers.    

 

1. SAS No. 144 amends AU-C 501 to do the following: 

 

a. Eliminates reference to using the work of an external inventory-taking firm as using the work of 

a management’s specialist and to provide further guidance on the auditor’s responsibility when 

an external inventory-taking firm is engaged.  

 

2. The general rule in AU-C 501 is that if inventory is material to the financial statements, the auditor 

should obtain sufficient appropriate audit evidence regarding the existence and condition of 

inventory by doing the following: 

 

a. Attending physical inventory counting, unless impracticable, in order to: 

 

• Evaluate management’s instructions and procedures for recording and controlling the 

results of the entity’s physical inventory counting 

 

• Observe the performance of management’s count procedures 
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• Inspect the inventory, and, 

    

• Perform test counts. 

 

b. Performing audit procedures over the entity’s final inventory records to determine whether they 

accurately reflect actual inventory count results.   

 

3. SAS No. 144 amends AU-C 501 to clarify the auditor’s responsibility when an external organization 

is engaged to take a physical inventory count as follows: 

 

a. If an external inventory-taking firm is engaged and issues a report on the physical inventory 

counts, the report of an external inventory-taking firm about the work it performed does not, by 

itself, provide the auditor with sufficient appropriate audit evidence.  

 

b. If inventory is material to the financial statements, the auditor is required to perform certain 

procedures regarding the existence and condition of inventory that may include: 

 

• Examining the external inventory-taking firm’s program  

• Observing its procedures and controls  

• Making or observing some physical counts of the inventory  

• Recomputing calculations of the submitted inventory on a test basis, and  

• Applying appropriate tests to the intervening transactions. 

 

c. Although the auditor may adjust the extent of the work on the physical count of inventory because 

of the work of an external inventory-taking firm, any restriction  imposed on the auditor such that 

the auditor is unable to perform the procedures that the auditor considers necessary is a scope 

limitation. In such cases, AU-C 705 requires the auditor to modify the opinion in the auditor’s 

report as a result of the scope limitation.  

 

Change 3 to AU-C 501: Audit’s responsibility for the work of a management’s specialist 

 

SAS No. 144 amends AU-C 501 to make changes to the guidance related to an auditor evaluating the 

work of a management’s specialist.    

 

1. If information to be used as audit evidence has been prepared using the work of a management’s 

specialist, the auditor should, to the extent necessary, consider the significance of that specialist’s 

work for the auditor’s purposes, perform the following:   

 

Step 1: Evaluate the competence, capabilities, and objectivity of a management’s specialist   

 

Step 2: Obtain an understanding of the work of a management’s specialist   

 

Step 3: Evaluate the appropriateness of a management’s specialist’s work as audit evidence for the 

relevant assertion 
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Amendments to AU-C 540,  Audit Accounting Estimates and Related Disclosures 

 

SAS No. 144 amends AU-C 540 to add a new Appendix C, “Use of Pricing Information From Third 

Parties as Audit Evidence,” to provide guidance on using such information as audit evidence for 

estimates related to the fair value of financial instruments. 

 

Amendments to AU-C 620, Using the Work of an Auditor’s Specialist 

 

AU-C 620 addresses the auditor’s responsibility relating to using the work of an auditor’s specialist.  

 

An auditor’s specialist is defined as:    

 

“An individual or organization possessing expertise in a field other than accounting or 

auditing, whose work in that field is used by the auditor to assist the auditor in obtaining 

sufficient appropriate audit evidence. An auditor's specialist may be either an auditor's 

internal specialist (who is a partner or staff, including temporary staff, of the auditor's 

firm or a network firm) or an auditor's external specialist.” 

 

Following is the amended guidance found in AU-C 620 related to an auditor’s specialist: 

 

1. When management uses a management’s specialist in preparing the financial statements, the 

auditor’s decision on whether to use its own auditor’s specialist also may be influenced by such 

factors as the following: 

 

• The nature, scope, and objectives of the work of the management’s specialist 

 

• Whether the management’s specialist is employed by the entity or is a party engaged by it to 

provide relevant services 

 

• The extent to which management can exercise control or influence over the management’s 

specialist (including, when applicable, the organization that employs the individual specialist), 

thereby influencing the work of the management’s specialist 

 

• The competence and capabilities of the management’s specialist 

 

• Whether the management’s specialist is subject to technical performance standards or other 

professional or industry requirements 

 

• Any controls within the entity over the work of the management’s specialist, and 

 

• The auditor’s ability to evaluate the work and findings of the management’s specialist without 

the assistance of an auditor’s specialist. 

 

2. The evaluation of the significance of threats to objectivity of an auditor’s specialist and whether there 

is a need  for safeguards may depend upon the role of the auditor’s specialist and the significance of 

the specialist’s work in the context of the audit.  

 

3. When evaluating the objectivity of an auditor’s external specialist, in addition to considering 
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information obtained from procedures performed  in AU-C 550, Related Parties, the auditor may: 

 

a. Inquire of the entity and the auditor’s specialist about any known interests or relationships that 

the entity has with the auditor’s specialist (including the organization that employs the individual 

specialist) that may affect that specialist’s objectivity  

 

b. Discuss with that specialist any applicable safeguards, including any professional requirements 

that apply to that specialist, and evaluate whether the safeguards are adequate to reduce threats 

to an acceptable level. 
 

4. If the auditor believes a relationship between the entity and the auditor’s specialist might impair the 

objectivity of that specialist, the auditor may perform, or engage another auditor’s specialist to 

perform, additional procedures on some or all of the assumptions, methods, or findings of the 

auditor’s external specialist to determine that the findings are reasonable. 

 

5. It may be relevant when agreeing on the nature, scope, and objectives of the work of the auditor’s 

specialist to include discussion of any relevant technical performance standards or other professional 

or industry requirements that the auditor’s specialist will follow.  

 

6. Agreement on the respective roles and responsibilities of the auditor and the auditor’s specialist 

may include the following:   

 

a. The degree of responsibility of the auditor’s specialist  

 

b. Consent for the auditor to discuss the findings or conclusions of the auditor’s specialist with the 

entity and others, and to include details of the findings or conclusions of the auditor’s specialist 

in the basis for a modified opinion in the auditor’s report, if necessary, and 

 

c. Any agreement to inform the auditor’s specialist of the auditor’s conclusions concerning the work 

of the auditor’s specialist. 

 

8. When the work of an auditor’s specialist involves the use of significant assumptions and methods, 

the appropriateness and reasonableness of those assumptions and methods used and their  application 

are the responsibility of the auditor’s specialist.  

 

9. When the  work of an auditor’s specialist involves the use of source data that is significant to the work 

of the auditor’s specialist, procedures that may be used to test that data may include the following: 

 

a. Verifying the origin of the data   

 

b. Obtaining an understanding of the data 

 

c. Testing the internal controls over the data and, when relevant, its transmission to the auditor’s 

specialist, and   

 

d. Reviewing the data for completeness and internal consistency. 

 

10. There are instances in which the auditor may conclude that the work of the auditor’s specialist  is not 

adequate for the auditor’s purposes.   
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Examples of such instances include the following: 

 

a. The auditor’s specialist’s use of data or significant assumptions was not based on consideration 

of relevant information available to the specialist. 

 

b. The methods used by the specialist were not appropriate. 

 

c. The specialist's work was not performed in accordance with the auditor's instructions. 

  

d. The specialist's findings and conclusions are inconsistent with: 

 

• The results of the work performed by the specialist 

 

• Other evidence obtained by the auditor, or 

 

• The auditor's understanding of the entity and its environment. 

 

e. The specialist's report, or equivalent documentation, contains restrictions, disclaimers, or 

limitations that affect the auditor's use of the report or work. 

 

11. When key audit matters are included in the auditor’s report, the auditor may decide to refer to the 

work of an auditor’s specialist in the description of a key audit matter. 
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SAS No. 145: Understanding the Entity, Its Environment and  Assessing Risks of 

Material Misstatement 
 

Issued:  October  2021 

 

Effective Date: SAS No. 145 is effective for audits of financial statements for periods ending on or after 

December 15, 2023. 

 

Objective   

 

The objective of SAS No. 145 is to clarify and enhance certain aspects of the identification and 

assessment of the risks of material misstatement to drive better risk assessments and, therefore, enhance 

audit quality. 

 

Introduction 

 

SAS No. 145 does the following: 

 

• Supersedes existing SAS No. 122, AU-C 315, Understanding the Entity and Its Environment and 

Assessing the Risks of Material Misstatement, and   

 

• Amends various other sections in SAS No. 122. 

 

More specifically,  SAS No. 145 does the following:  

 

• Enhances the requirements and guidance related to the auditor’s risk assessment, in particular, 

obtaining an understanding of the entity’s system of internal control and assessing control risk 

 

• Enhances the guidance that addresses the economic, technological, and regulatory aspects of the 

markets and environment in which entities and audit firms operate 

 

• Revises requirements to evaluate the design of certain controls within the control activities 

component, including general IT controls, and to determine whether such  controls have been 

implemented 

 

• Creates a new requirement to separately assess inherent risk and control risk 

 

• Creates a new requirement to assess control risk at the maximum level such that, if the auditor 

does not plan to test the operating effectiveness of controls, the assessment of the risk of material 

misstatement is the same as the assessment of inherent risk 

 

• Offers a  revised definition of  “significant risk” 

 

• Provides new guidance on scalability 

 

• Offers new guidance on maintaining professional skepticism 

 

• Replaces the term “internal control” with the term ”system of internal control” and updates the 
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definition to comprise five interrelated components. 

 

• Includes a new “stand-back” requirement intended to drive an evaluation of the completeness 

of the auditor’s identification of significant classes of transactions, account balances, and 

disclosures 

 

• Provides revised requirements relating to audit documentation 

 

• Includes a conforming amendment to perform substantive procedures for each relevant assertion 

of each significant class of transactions, account balance, and disclosure, regardless of the 

assessed level of control risk (rather than for all relevant assertions related to each material class 

of transactions, account balance, and disclosure, irrespective of the assessed risks of material 

misstatement, as previously required). 

 

SAS No. 145 does not fundamentally change the key concepts underpinning audit risk, which is a 

function of the risks of material misstatement and detection risk.   Rather, SAS No. 145 clarifies and 

enhances aspects of the identification and assessment of the risks of material misstatement to drive better 

risk assessments and to enhance audit quality. 

 

The SAS becomes effective for audits of financial statements for periods ending on or after  December 

15, 2023. 

 

Requirements of SAS No. 145 

 

A. Risk Assessment Procedures and Related Activities 

 

SAS No. 145 provides guidance on an auditor’s responsibility to perform risk assessment procedures. 

 

1. The auditor should design and perform risk assessment procedures to obtain audit evidence that   

provides an appropriate basis for:  

 

a. The identification and assessment of risks of material misstatement, whether due to fraud or error, 

at the financial statement and assertion levels, and 

 

b. The design of further audit procedures in accordance with AU-C 330. 

 

The auditor should design and perform risk assessment procedures in a manner that is not biased 

towards obtaining audit evidence that may be corroborative or towards excluding audit evidence that 

may be contradictory. 

 

2. Risk assessment procedures should include the following:  

 

a. Inquiries of management and of other appropriate individuals within the entity, including 

individuals within the internal audit function (if the function exists) including inquiries directed 

toward:  

 

• Those charged with governance 

• Employees responsible for initiating, processing, or recording complex or unusual 
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transactions 

• In-house legal counsel 

• Marketing or sales personnel 

• The risk management function or those in similar roles 

• IT personnel 

 

b. Analytical procedures performed as risk assessment procedures may:   

 

• Include both financial and nonfinancial information, such as the relationship between sales 

and square footage of selling space or volume of goods sold. 

 

• Use data aggregated at a high level.  

 

c. Observation and inspection procedures of the following:  

 

In performing risk assessment procedures, an auditor engages in observation and inspection 

which may support, corroborate, or contradict inquiries of management and others and may also 

provide information about the entity and its environment.  

 

Examples of the subject matter of observation and inspection procedures include: 

 

• The entity’s operations 

• Internal documents (such as business plans and strategies), records, and internal control 

manuals 

• Reports prepared by management and those charged with governance (such as minutes of 

board of directors’ meetings) 

• The entity’s premises and plant facilities 

• Information obtained from external sources such as trade and economic journals, reports by 

analysts, banks, or rating agencies, regulatory or financial publications, or other external 

documents about the entity’s financial performance   

• The behaviors and actions of management or those charged with governance (such as the 

observation of an audit committee meeting) 

 

Risk assessment procedures- information from other sources 

 

SAS No. 145 states that in performing risk assessment procedures, information obtained from other 

sources may be relevant in identifying and assessing the risks of material misstatement by providing 

information about the following: 

 

• The nature of the entity and its business risks, and what may have changed from previous periods 

 

• The integrity and ethical values of management and those charged with governance,   which may 

also be relevant to the auditor’s understanding of the control environment, and 

 

• The applicable financial reporting framework and its application to the nature and circumstances 

of the entity. 

 

1. In obtaining audit evidence, an auditor should consider  information from other sources that includes:  
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a. The auditor’s procedures regarding acceptance or continuance of the client relationship or the 

audit engagement, including the conclusions reached 

 

b. Other engagements performed by the engagement partner for the entity, such as agreed-upon 

procedures and other audit or assurance engagements, and 

 

c. Information from the auditor’s previous experience with the entity. 

 

2. Information obtained from the auditor’s previous experience:  

 

a. When an auditor intends to use information obtained from the auditor’s previous experience with 

the entity and from audit procedures performed in previous audits, the auditor should evaluate 

whether such information remains relevant and reliable as audit evidence for the current audit.  

 

b. The auditor’s previous experience with the entity and audit procedures performed in previous 

audits may provide the auditor with information about the following matters: 

 

• Past misstatements and whether they were corrected on a timely basis 

 

• The nature of the entity and its environment, and the entity’s system of internal control 

(including control deficiencies) 

 

• Significant changes that the entity or its operations may have undergone since the prior 

financial period 

 

• Those particular types of transactions and other events or account balances (and related 

disclosures) in which the auditor experienced difficulty in performing the necessary audit 

procedures, for example, due to their complexity 

 

c. If an auditor intends to use information from the auditor’s previous experience with the entity, 

for the purposes of the  current audit, the auditor should determine whether information obtained 

from the auditor’s previous experience with the entity and from audit procedures performed in 

previous audits    +remains relevant and reliable.  

 

d .  If the nature or circumstances of the entity have changed, or new information has been obtained, 

the information from prior periods may no longer be relevant or reliable for the current audit.  

 

Engagement team discussion in performing risk assessment procedures 

 

SAS No. 145 requires that the engagement partner and other key engagement team members  discuss the 

application of the applicable financial reporting framework and the susceptibility of the entity’s financial 

statements to material misstatement.   

 

1. The discussion among the engagement team about the application of the applicable financial 

reporting framework, and the susceptibility of the entity’s financial statements to material 

misstatement accomplishes the following: 
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• Provides an opportunity for more experienced engagement team members, including the 

engagement partner, to share their insights based on their knowledge of the entity.  

 

Allows the engagement team members to exchange information about the business risks to which the 

entity is subject, how inherent risk facts may affect the susceptibility of classes of transactions, account 

balances, and disclosures to misstatement, and about how and where the financial statements might be 

susceptible to material misstatements due to fraud or error. 

 

• Assists the engagement team members in gaining a better understanding of the potential for 

material misstatement of the financial statements in the specific areas assigned to them and to 

understand how the results of the audit procedures that they perform may affect other aspects of 

the audit, including the decisions about the nature, timing, and extent of further audit procedures.  

 

• Provides a basis upon which engagement team members communicate and share new information 

obtained throughout the audit that may affect the assessment of risks of material misstatement or 

the audit procedures performed to address these risks. 

 

2. Key engagement team members include those members who have significant engagement 

responsibilities, including the engagement partner. The manner in which the discussion is conducted 

depends on the individuals involved and the circumstances of the engagement. For example, if the 

audit involves more than one location, there could be multiple discussions with team members in 

different locations. 

 

3. Matters the engagement team may discuss include the following: 

 

• Changes in financial reporting requirements that may result in significant new, or revised 

disclosure 

 

• Changes in the entity’s environment, financial condition, or activities that may result in 

significant, new, or revised disclosures, for example, a significant business combination in the 

period under audit 

 

• Disclosures for which obtaining sufficient appropriate audit evidence may have been difficult in 

the past, and 

 

• Disclosures about complex matters, including those involving significant management judgment 

about what information to disclose. 

 

4. When there are engagement team members not involved in the engagement team discussion, the 

engagement partner should determine which matters are to be communicated to those members. 

 

Professional skepticism in performing risk assessment procedures 

 

SAS No. 145 emphasizes that professional skepticism is necessary for the critical assessment of audit 

evidence gathered when performing risk assessment procedures.  

 

1. Examples of maintaining professional skepticism by the auditor may include the following: 
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• Considering information that may be used as audit evidence 

 

• Taking into account contradictory information that comes to the auditor’s attention 

 

• Considering responses to inquiries and other information obtained from management and those 

charged with governance 

 

• Being alert to conditions that may indicate possible misstatement due to fraud or error 

 

• Considering whether audit evidence obtained supports the auditor’s identification and assessment 

of the risks of material misstatement in light of the entity’s nature and circumstances 

 

Scalability in performing risk assessment procedures 

 

SAS No. 145 offers expanded guidance on considering scalability in performing risk assessment 

procedures and understanding the components of internal control. 

   

1. The nature and extent of risk assessment procedures, including obtaining an understanding of the 

following requirements, will vary based on the nature and circumstances of the entity ( such as the 

formality of the entity’s policies and procedures, and processes and systems): 

 

a. Performing risk assessment procedures  

 

b. Understanding the five components of internal control 

 

2. The auditor should exercise professional judgment to determine the nature and extent of the risk 

assessment procedures to be performed to meet the requirements of SAS No. 145, including the 

extent an entity is complex and owner-managed. 

 

a. When there are less complex entities (including owner-managed entities) with systems and 

processes that lack formality, the auditor may still be able to perform risk assessment procedures 

through observation and inquiry. 

 

Examples where there is a lack of formality include entities that: 

 

• May not have established structured processes and systems (such as a risk assessment process 

to monitor the system of internal control), or  

 

• May have established processes or systems with limited documentation or a lack of consistency 

in how they are undertaken.  

 

b. With respect to more complex entities with more formalized and documented policies and 

procedures, an auditor may use more expansive documentation in performing risk assessment 

procedures. 

  

3. The nature and extent of risk assessment procedures to be performed in an initial audit may  be more 

extensive than procedures for a recurring engagement. In subsequent periods, the auditor may focus 

on changes that have occurred since the preceding period. 
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Sources of audit evidence in performing risk assessment procedures 

 

In performing risk assessment procedures in SAS No. 145,  an auditor should consider the source of 

audit evidence obtained. 

 

1. Designing and performing risk assessment procedures to obtain audit evidence in an unbiased 

manner may involve obtaining evidence from multiple sources within and outside the entity.  

 

2. SAS No. 145 states that an auditor is not required to perform an exhaustive search to identify all 

possible sources of audit evidence.  

 

Regardless of the source of information, the auditor considers the relevance and reliability of the 

information to be used as audit evidence in accordance with AU-C 500, Audit Evidence. 

 

Use of automated tools and techniques in performing risk assessment procedures 

 

SAS No. 145 expands the discussion of using automated tools and techniques to perform risk assessment 

procedures.  In its guidance, the SAS states the following: 

 

1. By using automated tools and techniques, an auditor may perform risk assessment procedures on 

large volumes of data   (from the general ledger, sub-ledgers, or other operational data), including for  

analysis, recalculations, reperformance, or reconciliations. 

 

2. Analytical procedures can be performed by applying automated analytical procedures to the data, 

otherwise referred to as data analytics.  

 

Automated tools or techniques may also be used in the observation and inspection of  particular assets.  

 

Example: An entity may use remote observation tools, such as a video camera or drone. 

 

B. Risk Obtaining an Understanding of the Entity and its Environment, the Applicable Financial 

Reporting Framework, and the Entity’s System of Internal Control 

 

SAS No. 145 requires an auditor to obtain an understanding of:    

 

• The entity and its environment 

• The applicable financial reporting framework (GAAP, tax basis, etc.), and 

• The entity’s system of internal control 

 

Understanding the Entity and Its Environment, and the Applicable Financial Reporting 

Framework 

 

SAS No. 145 provides that the auditor’s understanding of the entity and its environment, and the 

applicable financial reporting framework, assist the auditor in: 

 

• Understanding the events and conditions that are relevant to the entity, and 

 

• Identifying how inherent risk factors affect the susceptibility of assertions to misstatement in the 
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preparation of the financial statements, in accordance with the applicable financial reporting 

framework, and the degree to which they do so. 

 

1. The auditor should perform risk assessment procedures to obtain an understanding of: 

 

a. The entity and its environment, consisting of: 

 

• The entity’s organizational structure, ownership and governance, and its business model, 

including the extent to which the business model integrates the use of  IT   

 

• Industry, regulatory, and other external factors  

 

• The measures used, internally and externally, to assess the entity’s financial performance  

 

b. The applicable financial reporting framework and the entity’s accounting policies and the reasons 

for any changes thereto.  

 

c. How inherent risk factors affect the susceptibility of assertions to misstatement and the degree to 

which they do so in the preparation of financial statements.   

 

2. The auditor should evaluate whether the entity’s accounting policies are appropriate and consistent 

with the applicable financial reporting framework. 

 

3. Entity and its environment- organization structure, ownership, governance and business model: 

 

a. As part of an entity’s understanding of the entity and its environment, the auditor should obtain 

an understanding of an entity’s: 

 

• Organizational structure 

• Ownership 

• Governance, and  

• Business model. 

 

b. An understanding of the entity’s organizational structure and ownership may enable the  auditor 

to understand the following matters: 

 

• The complexity of the entity’s structure such as whether the entity is a single entity or the 

entity’s structure may include subsidiaries, divisions, or other components in multiple 

locations.  

 

• The ownership, and relationships between owners and other people or entities, including 

related parties.  

 

• The distinction between the owners, those charged with governance and management.  

 

• The structure and complexity of the entity’s IT environment.  

 

c. In understanding an entity’s governance, certain matters may be relevant for the auditor to 
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consider, such as: 

 

• Whether any or all of those charged with governance are involved in managing the entity 

and, if applicable, how those charged with governance demonstrate independence from 

management 

 

• The existence (and separation) of a non-executive board from executive management 

 

• Whether those charged with governance hold positions that are an integral part of  an  entity’s 

legal structure  

 

• The existence of subgroups of those charged with governance, such as an audit committee, 

and the responsibilities of such a group 

 

• The responsibilities of those charged with governance for oversight of financial reporting, 

including approving the financial statements or monitoring the entity’s internal control 

related to financial reporting 

 

d. An auditor should understand the entity’s business model to help the auditor to understand the 

entity at a strategic level and to understand the business risks the entity takes and faces.  

 

1) The auditor does not have a responsibility to understand or identify  all business risks because 

not all business risks give rise to risks of material misstatement. 

 

2) Business risks that increase the susceptibility of the financial statements to risks of material 

misstatement may occur from the following: 

 

• Inappropriate objectives or strategies, ineffective execution of strategies, or change or 

complexity related to the entity’s business 

 

• A failure to recognize the need for change may also give rise to business risk, for 

example, from: 

 

⎯ The development of new products or services that may fail 

⎯ A market which, even if successfully developed, is inadequate to support a product  

or service, or 

⎯ Flaws in a product or service that may result in legal liability and reputational  risk. 

 

• Incentives and pressures on management, which may result in intentional or unintentional 

management bias and, therefore, affect the reasonableness of significant assumptions and 

the expectations of management or those charged with governance. 

 

4. Entity and its environment- Industry, Regulatory, and Other External Factors 

 

a. In the second part of an understanding of the entity and its environment, the auditor is required 

to understand an entity’s: 

 

• Industry factors 
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• Regulatory factors, and 

• Other external factors. 

 

b. Relevant industry factors include industry conditions such as the competitive environment, 

supplier and customer relationships, and technological developments. The following are matters 

related to industry conditions an auditor may consider: 

 

• The market and competition, including demand, capacity, and price competition 

• Cyclical or seasonal activity 

• Product technology relating to the entity’s products 

• Energy supply and cost 

 

c. Relevant regulatory factors include the regulatory environment which includes the applicable 

financial reporting framework and the legal and political environment and any changes thereto.  

 

The following are regulatory matters an auditor might consider: 

 

• Regulatory framework for a regulated industry, including related disclosures 

• Legislation and regulation that significantly affect the entity’s operations, for example, labor 

laws and regulations 

• Taxation legislation and regulations 

• Government policies currently affecting the conduct of the entity’s business, such as 

monetary policies, including foreign exchange controls, fiscal policies, financial incentives 

(for example, government aid programs), and tariffs or trade restriction policies 

• Environmental requirements affecting the industry and the entity’s business 

 

d. Other external factors affecting the entity that the auditor may consider include: 

 

• The general  economic conditions  

• Interest rates and availability of financing, and  

• Inflation or currency revaluation.   

 

Understanding the Entity’s System of Internal Control    

 

SAS No. 145 requires an auditor to obtain an understanding of:    

 

• The entity and its environment 

• The applicable financial reporting framework (GAAP, tax basis, etc.), and 

• The entity’s system of internal control. 

 

1. The auditor’s understanding and evaluation of the components of the entity’s system of internal 

control required by SAS No. 145 is used to: 

 

a. Provide a preliminary understanding of how the entity identifies business risks relevant to 

financial reporting and how it responds to them.  

 

b. Influence the auditor’s identification and assessment of the risks of material misstatement. 
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c. Assist the auditor in designing and performing further audit procedures, including any plans to 

test the operating effectiveness of controls.  

 

Note: An auditor is not required to acquire an understanding of all the processes or controls within 

each component. 

 

2. The way in which the entity’s system of internal control is designed, implemented, and maintained 

varies with an entity’s size and complexity.  

 

a. Less complex entities may use less structured or simpler controls (that is, policies and procedures) 

to achieve their objectives. 

 

3. The auditor’s understanding of the entity’s system of internal control is obtained through risk 

assessment procedures performed to understand and evaluate the components of the system of 

internal control.  

 

4. The nature, timing, and extent of procedures that are necessary to understand and evaluate the 

components of the entity’s system of internal control depend on the following: 

 

• The size and complexity of the entity 

 

• The auditor's existing knowledge of the entity’s controls 

 

• The nature of the entity’s controls, including the entity’s use of  IT 

 

• The nature and extent of changes in the entity’s information systems and operations 

 

• The nature and form of the entity’s documentation of its controls 

 

5. SAS No. 145 replaces the term “internal control” with the term “system of internal control.” 

 

a. The system of internal control is defined by SAS No. 145 as: 

 

“The system designed, implemented, and maintained by those charged with governance, 

management, and other personnel to provide reasonable assurance about the 

achievement of an entity’s objectives with regard to reliability of financial reporting, 

effectiveness and efficiency of operations, and compliance with applicable laws and 

regulations.” 

 

6. For purposes of GAAS,  an entity’s system of internal control  consists of five interrelated components 

(IC CONTROLS 1 through 5) as follows: 

 

• Control environment 

• The entity’s risk assessment process 

• The entity’s process to monitor the system of internal control 

• The information system and communication 

• Control activities 
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IC COMPONENT 1: Control Environment 

 

The  first component of an entity’s system of internal control is the control environment. 

 

The control environment provides an overall foundation for the operation of the other components of the 

system of internal control. The control environment does not directly prevent, or detect and correct, 

misstatements, but may influence the effectiveness of controls in the other components of the system of 

internal control.  

 

1. The auditor should, through performing risk assessment procedures, obtain an understanding of the 

control environment relevant to the preparation of the financial statements by doing the following: 

 

a. Understanding the set of controls, processes, and structures that address:  

 

• How management’s oversight responsibilities are carried out, such as the entity’s culture and 

management’s commitment to integrity and ethical values 

 

• When those charged with governance are separate from management, the independence of, 

and oversight over the entity’s system of internal control by, those charged with governance 

 

• The entity’s assignment of authority and responsibility 

 

• How the entity attracts, develops, and retains competent individuals 

 

• How the entity holds individuals accountable for their responsibilities in the pursuit of the  

objectives of the system of internal control 

 

b. Evaluating whether:   

 

• Management, with the oversight of those charged with governance, has created and 

maintained a culture of honesty and ethical behavior 

 

• The control environment provides an appropriate foundation for the other components of the 

entity’s system of internal control considering the nature and complexity of the entity, and 

 

• Control deficiencies identified in the control environment undermine the other components 

of the entity’s system of internal control 

 

IC CONTROL 2: The Entity’s Risk Assessment Process 

 

The second component of an entity’s system of internal control is the entity’s risk assessment process. 

 

1. The auditor should, through performing risk assessment procedures, obtain an understanding of the 

entity’s risk assessment process relevant to the preparation of the financial statements by: 

 

a. Understanding the entity’s process for: 
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• Identifying business risks, including the potential for fraud, relevant to financial reporting 

objectives  

 

• Assessing the significance of those risks, including the likelihood of their occurrence 

 

• Addressing those risks 

 

b. Evaluating, based on the auditor’s understanding of the entity’s process, whether the entity’s risk 

assessment process is appropriate in the entity’s circumstances, and considering the nature and 

complexity of the entity.   

 

2. If the auditor identifies risks of material misstatement that management failed to identify, the auditor 

should: 

 

a. Determine whether any such risks are of a kind that the auditor expects would have been identified 

by the entity’s risk assessment process and, if so, obtain an understanding of why the entity’s risk 

assessment process failed to identify such risks of material misstatement,  and 

 

b. Consider the implications for the auditor’s evaluation of whether the entity’s risk assessment 

process is appropriate. 

 

IC CONTROL 3: The Entity’s Process for Monitoring the System of Internal Control 

 

The third component of an entity’s system of internal control is the entity’s process for monitoring the 

system of internal control. 

 

 

1. The auditor should, through performing risk assessment procedures, obtain an understanding of the 

entity’s process for monitoring the system of internal control relevant to the preparation of the 

financial statements by:   

 

a. Understanding those aspects of the entity’s process that address: 

 

• Ongoing and separate evaluations for monitoring the effectiveness of controls and the 

identification and remediation of control deficiencies identified, and 

 

• The entity’s internal audit function, if any, including its nature, responsibilities, and activities.  

 

b. Understanding the sources of the information used in the entity’s process to monitor the system of 

internal control, and the basis upon which management considers the information to be 

sufficiently reliable for that purpose   

 

c. Evaluating, based on the auditor’s understanding obtained through performing risk assessment 

procedures, whether the entity’s process for monitoring the system of internal control is 

appropriate to the entity’s circumstances considering the nature and complexity of the entity  

 

2. Matters that may be relevant for the auditor to consider when understanding how an entity monitors        its 

system of internal control include the following: 
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• The design of the monitoring activities 

• The performance and frequency of the monitoring activities 

• The evaluation of the results of the monitoring activities, on a timely basis, to determine 

whether the controls have been effective, and 

• How identified control deficiencies have been addressed through appropriate remedial actions, 

including timely communication of such deficiencies to those responsible for taking remedial 

action. 

 

IC CONTROL 4: The Information System and Communication 

 

The fourth component of an entity’s system of internal control is the information system and 

communication. 

 

1. The auditor should, through performing risk assessment procedures, obtain an understanding of the 

entity’s information system and communication relevant to the preparation of the financial 

statements by:  

 

a. Understanding the entity’s information-processing activities, including its data and information, 

the resources to be used in such activities and the policies that define, for significant classes of 

transactions, account balances, and disclosures:   

 

1) How information flows through the entity’s information system, including how: 

 

• Transactions are initiated, and how information about them is recorded, processed, 

corrected as necessary, incorporated in the general ledger, and reported in the financial 

statements, and 

 

• Information about events and conditions, other than transactions, is captured, processed, 

and disclosed in the financial statements. 

 

2) The accounting records, specific accounts in the financial statements, and other supporting 

records relating to the flow of information in the information system 

 

3) The financial reporting process used to prepare the entity’s financial statements, including 

disclosures, and 

 

4) The entity’s resources, including the IT environment, relevant to the understanding of the 

entity’s information-processing activities. 

  

b. Understanding how the entity communicates significant matters that support the preparation of 

the financial statements and related reporting responsibilities in the information system and other 

components of the system of internal control, which are:  

 

1) Between people within the entity, including how financial reporting roles and responsibilities 

are communicated 

 

2) Between management and those charged with governance, and 
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3) With external parties, such as those with regulatory authorities. 

 

c. Evaluating, based on the auditor’s understanding of the entity’s information system and 

communication whether the entity’s information system and communication appropriately 

support the preparation of the entity’s financial statements in accordance with the applicable 

financial reporting framework, considering the nature and complexity of the entity.  

 

2. Understanding the entity’s information system also includes an understanding of the resources to be 

used in the entity’s information-processing activities.  

 

a. Information about the human resources involved that may be relevant to understanding risks to 

the integrity of the information system include the following: 

 

• The competence of the individuals undertaking the work 

• Whether there are adequate resources 

• Whether there is appropriate segregation of duties 

 

3. The auditor’s understanding of the information system may be obtained in numerous ways and may 

include some or all of the following: 

 

a. Inquiries of relevant personnel about the procedures used to initiate, record, process,  and report 

transactions or about the entity’s financial reporting process 

 

b. Inspection of policy or process manuals or other documentation of the entity’s information 

system 

 

c. Observation of the performance of the policies or procedures by the entity’s personnel, and 

 

d. Selecting transactions and tracing them through the applicable process in the information system 

(that is, performing a walk-through).  

 

4. Examples of risks arising from the use of IT include risks related to inappropriate reliance on IT 

applications that are inaccurately processing data, processing inaccurate data, or both,  as follows: 

 

• Unauthorized access to data that may result in destruction of data or improper changes to data, 

including the recording of unauthorized or nonexistent transactions or inaccurate recording of 

transactions. Particular risks may arise when multiple users  access a common database. 

 

• The possibility of IT personnel gaining access privileges beyond those necessary to perform their 

assigned duties thereby breaking down segregation of duties 

 

• Unauthorized changes to data in master files 

 

• Unauthorized changes to IT applications or other aspects of the IT environment 

 

• Failure to make necessary changes to IT applications or other aspects of the IT environment 
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• Inappropriate manual intervention 

 

• Potential loss of data or inability to access data as required. 

 

IC CONTROL 5: Control Activities 

 

The fifth component of an entity’s system of internal control is the control activities. 

 

1. The auditor should, through performing risk assessment procedures, obtain an understanding of the 

control activities component, by applying the requirements in Paragraphs 2-5 below. 

 

2. The auditor should identify the following controls that address risks of material misstatement 

at the assertion level: 

 

a. Controls that address a risk that is determined to be a significant risk 

 

b. Controls over journal entries and other adjustments as required by AU-C 240, Consideration of 

Fraud in a Financial Statement Audit 

 

c. Controls for which the auditor plans to test operating effectiveness in determining the nature, 

timing, and extent of substantive procedures, which should include controls that address risks for 

which substantive procedures alone do not provide sufficient appropriate audit evidence   

 

d. Other controls that, based on the auditor’s professional judgment, the auditor considers are 

appropriate to enable the auditor to meet the objectives with respect to risks at the assertion level  

 

3. Based on controls identified in Paragraph 2, the auditor should identify the IT applications and other 

aspects of the entity’s  IT environment that are subject to risks arising from the use of IT. 

 

4. For the IT applications and other aspects of the IT environment,  the auditor should identify the 

following:  

 

a. The related risks arising from the use of IT 

 

b. The entity’s general IT controls that address such risks 

 

5. For each control identified, the auditor should:  

 

a. Evaluate whether the control is designed effectively to address the risk of material misstatement 

at the assertion level or effectively designed to support the operation of other controls. 

 

b. Determine whether the control has been implemented by performing procedures in addition to 

inquiry of the entity’s personnel. 

 

6. Risk assessment procedures to obtain audit evidence about the design and implementation of 

identified controls in the control activities component may include:  

 

• Inquiring of entity personnel  
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• Observing the performance of specific controls  

• Inspecting documents and reports, and  

• Reperforming the specific controls.  

 

Inquiry alone is not sufficient for such purposes. 

 

Control Deficiencies Within the Entity’s System of Internal Control 

 

1. Based on the auditor’s understanding and evaluation of the five components of the entity’s system 

of internal control (IC CONTROL 1 through 5) as required by SAS No. 145, the auditor should 

determine whether one or more control deficiencies have been identified.  

 

a. If the auditor has identified one or more control deficiencies, AU-C 265, Communicating Internal 

Control Related Matters Identified in an Audit,  requires the auditor to  determine whether, 

individually or in combination, the deficiencies constitute a material weakness  or a significant 

deficiency.  

 

Using a walk-through to obtain an understanding of the entity’s information system and 

communication  

 

SAS No. 145 reaffirms use of a walk-through process to help an auditor obtain an understanding of the 

entity’s system of internal control.  

 

A walk-through involves following a transaction from origination through the entity's processes, 

including information systems, until it is reflected in the entity's financial records, using the same 

documents and IT that entity personnel use. Walk-throughs may assist the auditor in understanding the 

information system and in evaluating the design of controls that address the risks of material 

misstatement. 

 

C. Identifying and Assessing the Risks of Material Misstatement 

 

Identifying Risks of Material Misstatement 

 

1. The auditor should identify the risks of material misstatement and determine whether they  exist at: 

 

a. The financial statement level, or 

 

b. The assertion level for classes of transactions, account balances, and disclosures. 

 

2. The auditor should determine the relevant assertions and the related significant classes of 

transactions, account balances, and significant disclosures.   

 

3. Assertions used by the auditor in considering the different types of potential misstatements that may occur,  

may fall into the following categories: 

 

a. Assertions about classes of transactions and events, and related disclosures, for the period under 

audit: 
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• Occurrence. Transactions and events that have been recorded or disclosed have occurred, and 

such transactions and events pertain to the entity. 

• Completeness. All transactions and events that should have been recorded have been  

recorded, and all related disclosures that should have been included in the  financial statements 

have been included. 

• Accuracy. Amounts and other data relating to recorded transactions and events have been 

recorded appropriately, and related disclosures have been appropriately measured and 

described. 

• Cutoff. Transactions and events have been recorded in the correct accounting period. 

• Classification. Transactions and events have been recorded in the proper accounts. 

• Presentation. Transactions and events are appropriately aggregated or disaggregated and 

clearly described, and related disclosures are relevant and understandable in the context of 

the requirements of the applicable financial reporting framework. 

 

b. Assertions about account balances, and related disclosures, at the period end: 

 

• Existence. Assets, liabilities, and equity interests exist. 

• Rights and obligations. The entity holds or controls the rights to assets, and liabilities are the 

obligations of the entity. 

• Completeness. All assets, liabilities, and equity interests that should have been   recorded, 

have been recorded, and all related disclosures that should have been included in the financial 

statements have been included. 

• Accuracy, valuation, and allocation. Assets, liabilities, and equity interests have been 

included in the financial statements at appropriate amounts and any resulting valuation or 

allocation adjustments have been appropriately recorded, and    related disclosures have been 

appropriately measured and described. 

• Classification. Assets, liabilities, and equity interests have been recorded in the proper 

accounts. 

• Presentation. Assets, liabilities, and equity interests are appropriately aggregated or 

disaggregated and clearly described, and related disclosures are relevant and understandable 

in the context of the requirements of the applicable financial reporting framework. 

 

4. Significant disclosures include both quantitative and qualitative disclosures for which there  is one or 

more relevant assertions.  

 

a. Examples of disclosures that have qualitative aspects and that may have relevant assertions and, 

therefore, may be considered significant by the auditor include disclosures about the following: 

 

• Accounting and reporting complexities associated with an account 

• Exposure to losses in an account 

• Significant contingent liabilities arising from the activities reflected in an account 

• Liquidity and debt covenants of an entity in financial distress 

• Events or circumstances that have led to the recognition of an impairment loss 

• Key sources of estimation uncertainty, including assumptions about the future 

• The nature of a change in accounting policy, and other relevant disclosures required by the 

applicable financial reporting framework, where, for example, new financial reporting 

requirements are expected to have a significant impact on the financial position and financial 
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performance of the entity 

• Share-based payment arrangements, including information about how any amounts 

recognized were determined, and other relevant disclosures 

• Related parties and related party transactions 

• Sensitivity analysis, including the effects of changes in assumptions used in the entity’s 

valuation techniques intended to enable users to understand the underlying measurement 

uncertainty of a recorded or disclosed amount 

 

Assessing Risks of Material Misstatement at the Financial Statement Level 

 

1. For identified risks of material misstatement at the financial statement level, the auditor  should 

assess the risks and:  

 

a. Determine whether such risks affect the assessment of risks at the assertion level, and 

 

b. Evaluate the nature and extent of their pervasive effect on the financial statements. 

 

Assessing Risks of Material Misstatement at the Assertion Level 

 

SAS No. 145 offers a new requirement to separately assess inherent risk and control risk.  More 

specifically, for identified risks of material misstatement at the assertion level, the auditor should assess 

both inherent risk and control risk. 

 

Assessing Inherent Risk  

 

1. For identified risks of material misstatement at the assertion level, the auditor should assess inherent 

risk by assessing the likelihood and magnitude of misstatement. In doing so, the auditor should 

consider how, and the degree to which: 

 

a. Inherent risk factors affect the susceptibility of relevant assertions to misstatement, and 

 

b. The risks of material misstatement at the financial statement level affect the assessment of inherent 

risk for risks of material misstatement at the assertion level.  

 

2. The auditor should determine whether any of the assessed risks of material misstatement are 

significant risks.  

 

a. A significant risk is defined as an identified risk of material misstatement: 

 

• For which the assessment of inherent risk is close to the upper end of the spectrum of  inherent 

risk due to the degree to which inherent risk factors affect the combination of the likelihood 

of a misstatement occurring and the magnitude of the potential misstatement should that 

misstatement occur, or 

 

• That is to be treated as a significant risk in accordance with the requirements of other AU-C 

sections. 
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3. The auditor should determine whether substantive procedures alone cannot provide sufficient 

appropriate audit evidence for any of the risks of material misstatement at the assertion level.  

 

4. Risks of material misstatement that may be assessed as having higher inherent risk and that may be 

determined to be a significant risk, may arise from matters such as the following: 

 

• Transactions for which there are multiple acceptable accounting treatments such that subjectivity 

is involved 

• Accounting estimates that have high estimation uncertainty or complex models 

• Accounting for unusual or complex transactions (for example, accounting for revenue with 

multiple performance obligations that are difficult to value) 

• Emerging areas (for example, accounting for digital assets) 

• Complexity in data collection and processing to support account balances 

• Account balances or quantitative disclosures that involve complex calculations 

• Accounting principles that may be subject to differing interpretation 

• Changes in the entity’s business involving changes in accounting, such as mergers and 

acquisitions 

 

Assessing Control Risk 

 

1. For identified risks of material misstatement at the assertion level, the auditor should assess control 

risk based on the auditor’s understanding of controls and the auditor’s plan to test the operating 

effectiveness of controls.  

 

Assessing Inherent Risk and Control Risk Separately 

 

1. For risks of material misstatement at the assertion level, SAS No. 145 now requires separate 

assessments of inherent risk and control risk.   

 

a. SAS No. 145 does not identify  a specific method for making the risk assessment and does not 

require that there be a  combined assessment of inherent risk and control risk.  

 

Assessing Control Risk at the Maximum Level 

 

1. If the auditor does not plan to test the operating effectiveness of controls, SAS No. 145 now requires 

the auditor to assess control risk at the maximum level such that the assessment of the risk of material 

misstatement is the same as the assessment of inherent risk.  

 

a. Tests of the operating effectiveness of controls are required only to support a control risk 

assessment below the maximum level. 

 

D. Evaluating the Audit Evidence Obtained From the Risk Assessment Procedures 

 

1. The auditor should evaluate whether the audit evidence obtained from the risk assessment procedures 

provides an appropriate basis for the identification and assessment of the risks of material 

misstatement.  

 

a. If not, the auditor should perform additional risk assessment procedures until audit evidence has 
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been obtained to provide such a basis.  

 

b. In identifying and assessing the risks of material misstatement, the auditor should consider all 

audit evidence obtained from the risk assessment procedures, whether corroborative or 

contradictory to assertions made by management.  

 

E. Evaluating Classes of Transactions, Account Balances, and Disclosures That are not 

Significant but are Material (The Stand-Back Provision) 

 

SAS No. 145 adds a new provision referred to as the “stand-back provision.” 

 

1. For material classes of transactions, account balances, or disclosures that have not been determined 

to be significant classes of transactions, account balances, or disclosures, the auditor should evaluate 

whether the auditor’s determination remains appropriate.   

 

F. Revision of Risk Assessment 

 

1. If the auditor obtains new information that is inconsistent with the audit evidence on which the 

auditor originally based the identification or assessment of the risks of material misstatement, the 

auditor should revise the identification or assessment. 

 

G. Documentation 

 

1. The auditor should include in the audit documentation: 

 

a. The discussion among the engagement team and the significant decisions reached 

 

b. Key elements of the auditor’s understanding of the entity and its environment, the applicable 

financial reporting framework, and the entity’s system of internal control, the sources of 

information from which the auditor’s understanding was obtained, and the risk assessment 

procedures performed 

 

c. The evaluation of the design of identified controls, and determination whether such controls have 

been implemented, and 

 

d. The identified and assessed risks of material misstatement at the financial statement level and at 

the assertion level, including significant risks and risks for which substantive procedures alone 

cannot provide sufficient appropriate audit evidence, and the rationale for the significant 

judgments made. 

 

2. For recurring audits, certain documentation may be carried forward, updated as necessary  to reflect 

changes in the entity’s business or processes. 

 

3. SAS No. 145 provides guidance on documenting professional skepticism as follows: 

 

a. AU-C 230, Audit Documentation, notes that among other considerations, although there may be 

no single way in which an auditor’s professional skepticism is documented, the audit 

documentation may provide evidence of such professional skepticism. 
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H. Appendices 

 

SAS No. 145 includes several appendices as follows: 

 

• Appendix A, Considerations for Understanding the Entity and Its Business Model  

• Appendix B, Understanding Inherent Risk Factors   

• Appendix C, Understanding the Entity’s System of Internal Control  

• Appendix D, Considerations for Understanding an Entity’s Internal Audit Function  

• Appendix E, Considerations for Understanding IT  

• Appendix F, Considerations for Understanding General IT Controls  

• Appendix G, Amendments to Various Statements on Auditing Standards, and to Various Sections 

in SAS No. 122, Statements on Auditing Standards: Clarification and Recodification, as 

Amended). 
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Glossary 
 

Accounting estimate: A monetary amount for which the measurement, in accordance with the 

requirements of the applicable financial reporting framework, is subject to estimation uncertainty.  

 

Anchoring bias: Which is a tendency to use an initial piece of information as an anchor against which 

subsequent information is inadequately assessed.  

 

Appropriateness (of audit evidence): The measure of the quality of audit evidence, that is, its relevance 

and reliability in providing support for the conclusions on which the auditor’s opinion is based.   

 

Audit evidence: Information used by the auditor in arriving at the conclusions on which the auditor’s 

opinion is based. Audit evidence is information to which audit procedures have been applied and consists 

of information that corroborates or contradicts assertions in the financial statements.   

 

Audit of ICFR: An audit of the design and operating effectiveness of an entity's internal control over 

financial reporting (ICFR).  

  

Auditor’s specialist: An individual or organization possessing expertise in a field other than accounting 

or auditing, whose work in that field is used by the sufficient appropriate audit evidence  

 

Automation bias: Which is a tendency to favor output generated from automated systems, even when 

human reasoning or contradictory information raises questions about whether such output is reliable or 

fit for purpose.  

 

Availability bias: Which is a tendency to place more weight on events or experiences that immediately 

come to mind or are readily available than on those that are not.  

 

Brainstorming: A method of shared problem solving in which all members of a group spontaneously 

contribute ideas. 

 

Confirmation bias: Which is a tendency to place more weight on information that corroborates an 

existing belief than information that contradicts or casts doubt on that belief.  

 

Control objective: The aim or purpose of specified controls. Control objectives address the risks that 

the controls are intended to mitigate.  

 

Control risk: The risk that a misstatement that could occur in an assertion about a class of transaction, 

account balance, or disclosure and that could be material, either individually or when aggregated with 

other misstatements, will not be prevented, or detected and corrected, on a timely basis by the entity's 

internal control 

 

Criteria: The benchmarks used to measure or evaluate the subject matter.  

 

Deficiency in internal control: The design or operation of a control that does not allow management or 

employees, in the normal course of performing their assigned functions, to prevent, or detect and correct, 

misstatements on a timely basis.  
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Detective control: A control that has the objective of detecting and correcting errors or fraud that have 

already occurred that could result in a misstatement of the financial statements. 

 

Emphasis-of-matter paragraph: A paragraph included in the auditor’s report that is required by 

GAAS, or is included at the auditor’s discretion, and that refers to a matter appropriately presented or 

disclosed in the financial statements that, in the auditor’s judgment, is of such importance that it is 

fundamental to users’ understanding of the financial statements. 

 

Estimation uncertainty: Susceptibility to an inherent lack of precision in measurement. 

 

Exempt offering document: The disclosure document that provides financial and nonfinancial 

information related to the entity issuing the exempt offering (or in the case of a franchise offering, the 

franchisor) and the offering itself.  

 

External information source: An external individual or organization that provides information that is 

used by the entity in preparing the financial statements or that has been obtained by the auditor as audit 

evidence, when such information is suitable for use by a broad range of users. When information has been 

provided by an individual or organization acting in the capacity of management’s specialist, service 

organization, or auditor’s specialist, the individual or organization is not considered an external 

information source with respect to that particular information. 

 

Fraud: An intentional act by one or more individuals among management, those charged with 

governance, employees, or third parties, involving the use of deception that results in a misstatement in 

financial statements that are the subject of an audit.  

 

Going-concern basis of accounting: Under the going-concern basis of accounting, the financial 

statements are prepared on the assumption that the entity is a going concern and will continue its operations 

for a reasonable period of time. A complete set of GAAP financial statements is prepared using the going-

concern basis of accounting, unless the liquidation basis of accounting is appropriate.  

 

Group: All the components whose financial information is included in the group financial statements. 

A group always has more than one component.  

 

Group engagement partner: The partner or other person in the firm who is responsible for the group 

audit engagement and its performance and for the auditor’s report on the group financial statements that 

is issued on behalf of the firm.  

 

Group engagement team: Partners, including the group engagement partner, and staff who establish 

the overall group audit strategy, communicate with component auditors, perform work on the 

consolidation process, and evaluate the conclusions drawn from the audit evidence as the basis for 

forming an opinion on the group financial statements. 

 

Group financial statements: Financial statements that include the financial information of more than 

one component.  

 

Inherent risk: The susceptibility of an assertion about a class of transaction, account balance, or 

disclosure to a misstatement that could be material, either individually or when aggregated with other 

misstatements, before consideration of any related controls.  
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Internal control over financial reporting (ICFR): A process effected by those charged with 

governance, management, and other personnel, designed to provide reasonable assurance regarding the 

preparation of reliable financial statements in accordance with the applicable financial reporting 

framework. 

 

Key audit matters: Those matters that, in the auditor’s professional judgment, were of most 

significance in the audit of the financial statements of the current period. Key audit matters are selected 

from matters communicated with those charged with governance. 

 

Management's assessment about ICFR: Management's conclusion about the effectiveness of the 

entity's ICFR, based on suitable and available criteria.  

 

Management bias: A lack of neutrality by management in the preparation of information. 

 

Management’s point estimate: The amount selected by management for recognition or disclosure in 

the financial statements as an accounting estimate. 

 

Management’s specialist: An individual or organization possessing expertise in a field other than 

accounting or auditing, whose work in that field is used by the entity to assist the entity in preparing the 

financial statements. 

 

Materiality: Misstatements, including omissions, are considered to be material if there is a substantial 

likelihood that, individually or in the aggregate, they would influence the judgment made by a reasonable 

user based on the financial statements. 

 

Material weakness: A deficiency, or a combination of deficiencies, in internal control, such that there 

is a reasonable possibility that a material misstatement of the entity’s financial statements will not be 

prevented, or detected and corrected, on a timely basis. 

 

Modified opinion: A qualified opinion, an adverse opinion, or a disclaimer of opinion. 

 

Noncompliance: Acts of omission or commission by the entity, either intentional or unintentional, 

which are contrary to the prevailing laws or regulations.  

 

Other information: Financial or nonfinancial information (other than financial statements and the 

auditor’s report thereon) included in an entity’s annual report.  

 

Other-matter paragraph: A paragraph included in the auditor’s report that is required by GAAS, or is 

included at the auditor’s discretion, and that refers to a matter other than those presented or disclosed in 

the financial statements that, in the auditor’s judgment, is relevant to users’ understanding of the audit, 

the auditor’s responsibilities, or the auditor’s report. 

 

Outcome of an accounting estimate: The actual monetary amount that results from the resolution of 

the transactions, events, or conditions addressed by an accounting estimate. 

 

Overconfidence bias: Which is a tendency to overestimate one's own ability to make accurate 

assessments of risk or other judgments or decisions.  
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Pervasive: A term used in the context of misstatements to describe the effects on the financial statements 

of misstatements or the possible effects on the financial statements of misstatements, if any, that are 

undetected due to an inability to obtain sufficient appropriate audit-evidence. 

 

Preconditions for an audit: The use by management of an acceptable financial reporting framework in 

the preparation of the financial statements and the agreement of management and, when appropriate, 

those charged with governance, to the premise on which an audit is conducted.  

 

Preventive control: A control that has the objective of preventing errors or fraud that could result in a 

misstatement of the financial statements. 

 

Professional skepticism: An open-minded attitude that presumes that parties are neither totally honest 

nor totally dishonest. 

 

Public Company Accounting Oversight Board (PCAOB): A regulatory body created by the Sarbanes-

Oxley Act of 2002, which regulates audits of SEC registrants, and operates under the U.S. Securities and 

Exchange Commission. 

 

Recurring audit: An audit engagement for an existing audit client for whom the auditor performed the 

preceding audit.  

 

Responsible party: The party(ies) responsible for the subject matter. If the nature of the subject matter 

is such that no such party exists, a party who has a reasonable basis for making a written assertion about 

the subject matter may be deemed to be the responsible party. 

 

Sarbanes-Oxley Act: The Act signed into law that became effective in 2002. The Act contains sweeping 

reforms for issuers of publicly traded securities, corporate board members, and lawyers. It adopts tough 

new provisions intended to deter and punish corporate and accounting fraud and corruption, threatening 

severe penalties for wrongdoers, and protecting the interests of workers and shareholders. 

 

Security: Security has the meaning as defined in Section 2(a)(1) of the Securities Act of 1933, as 

amended. 

 

Significant component: A component identified by the group engagement team: (i) that is of individual 

financial significance to the group, or (ii) that, due to its specific nature or circumstances, is likely to 

include significant risks of material misstatement of the group financial statements. 

 

Significant deficiency: A deficiency, or a combination of deficiencies, in internal control that is less 

severe than a material weakness yet important enough to merit attention by those charged with 

governance. 

 

Significant unusual transactions: Significant transactions that are outside the normal course of 

business for the entity or that otherwise appear to be unusual due to their timing, size, or nature. 

 

Special purpose financial statements: Financial statements prepared in accordance with a special 

purpose framework.  

 

Special purpose framework: A financial reporting framework other than GAAP that is one of the 

following bases of accounting: cash basis, tax basis, regulatory basis, or contractual basis.  
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Specified party: The intended user(s) to whom use of the written practitioner’s report is limited. 

 

Subservice organization: A service organization used by another service organization to perform some 

of the services provided to user entities that are likely to be relevant to those user entities’ internal control 

over financial reporting. 

 

Sufficiency (of audit evidence): The measure of the quantity of audit evidence. The quantity of audit 

evidence necessary is affected by the auditor’s assessment of the risks of material misstatement and the 

quality of the audit evidence obtained (that is, its appropriateness).   
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CHAPTER 6

Financial Instruments

ASU  2016-13
Financial Instruments – Credit Losses

(Topic 326)
Measurement of Credit Losses on Financial 

Instruments

CHAPTER 6: FINANCIAL INSTRUMENTS 1

Recent FASB action on financial Instruments

Recent Financial Instrument Projects

ASU Date Issued

ASU 2016-01, Financial Instruments-

Overall.

Issued in January 2016

Effective date:

– Public companies:  Calendar year 2018 

– Nonpublic companies:  Calendar year 2019

ASU  2016-13, Financial Instruments –

Credit Losses (Topic 326): Measurement of 

Credit Losses on Financial Instruments

Issued in June 2016

Effective date:

– Public companies:  Calendar year 2020 

– Nonpublic companies:  Calendar year 2023
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ASU  2016-01 and ASU 2016-13

In this chapter,  the author addresses two recently issued ASUs 
as follows:

• ASU 2016-01, Financial Instruments- Overall

• ASU  2016-13, Financial Instruments – Credit Losses (Topic 
326): Measurement of Credit Losses on Financial Instruments

3CHAPTER 6: FINANCIAL INSTRUMENTS

ASU 2016-01 CHANGES- WAS IMPLEMENTED IN 
2019                              

a.  Splits the accounting for investments between:

• Debt securities, and

• Equity securities.

b.  Retains the three-categories for debt securities:

• Held for maturity

• Trading

• Available for sale

4CHAPTER 6: FINANCIAL INSTRUMENTS
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ASU 2016-01 CHANGES- 2019                            

1. Equity investments :

• Measured at fair value 

• Changes in fair value recognized in net  income. 

2.   Three-category rules for securities:

• Eliminated for equity investments 

• Now only apply to debt securities

5CHAPTER 6: FINANCIAL INSTRUMENTS

ASU 2016-01 CHANGES- 2019 

Classification of debt securities    NO CHANGE

At acquisition, an entity shall classify debt securities into one of the following three categories:

Held-to-maturity debt securities: Investments in debt securities shall be classified as held-to 

maturity only if the reporting entity has the positive intent and ability to hold those securities to 

maturity.

Trading debt securities: If a (debt) security is acquired with the intent of selling it within hours or 

days, the security shall be classified as trading. 

Available-for-sale debt securities: Investments in debt securities not classified as trading debt 

securities or as held-to-maturity debt securities shall be classified as available-for-sale debt 

securities.                                                                                                                  

6CHAPTER 6: FINANCIAL INSTRUMENTS
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ASU  2016-13, Financial Instruments – Credit 
Losses (Topic 326): Measurement of Credit Losses 
on Financial Instruments

7CHAPTER 6: FINANCIAL INSTRUMENTS

ASU 2016-13

Issued: June 2016

The FASB has delayed the effective date of ASU 2016-13 to the following:

• For public business entities that are SEC filers: the amendments in the ASU are effective for fiscal years
beginning after December 15, 2019 (calendar 2020) including interim periods within those annual
periods. For all other public business entities, the amendments are effective for fiscal years beginning
after December 15, 2020, including interim periods within those fiscal years.

• For all other entities, including nonpublic entities, not-for-profit entities, and employee benefit plans
on plan accounting: the amendments in the ASU are effective for fiscal years beginning after
December 15, 2022 (calendar 2023) and interim periods within those fiscal years.

CHAPTER 6: FINANCIAL INSTRUMENTS 8
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ASU 2016-13

I.  Objective 

The primary objective of the ASU is to provide financial 
statement users with more decision-useful information 
about the expected credit losses on financial instruments 
and other commitments to extend credit held by a 
reporting entity at each reporting date.

CHAPTER 6: FINANCIAL INSTRUMENTS 9

ASU 2016-13
II.   Background  

Existing GAAP uses various credit impairment models with respect to financial 
instruments.  The existing objective of such models has been to delay 
recognition of credit losses until the loss was probable of incurring (the 
“incurred loss” approach).

Under the “incurred loss” approach, recognition is delayed until it is probable a 
loss has been incurred. That is, it must be probable that the loss is incurred and 
the amount must be estimable. 

CHAPTER 6: FINANCIAL INSTRUMENTS 10
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Existing GAAP- Allowance- Trade Receivables- ASC 310-20

1. ASC 310-10, Receivables uses the contingency rules to determine when an 

allowance for doubtful accounts on receivables is required.

2. ASC 450-20, Contingencies- Loss Contingencies,  requires recognition of an 

allowance for credit losses on receivables  when both of the following conditions 

are met under the incurred loss model:

a. Information available before the financial statements are issued or are available 

to be issued indicates that it is probable that an asset has been impaired at the 

date of the financial statements.

b. The amount of the loss can be reasonably estimated.

CHAPTER 6: FINANCIAL INSTRUMENTS 11

Existing GAAP- Allowance- Trade Receivables- ASC 310-20

3. It is inappropriate to consider possible or expected future trends that may lead 

to additional losses.

CHAPTER 6: FINANCIAL INSTRUMENTS 12
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ASU 2016-13
According to the FASB:

Financial institutions and other financial statement users have stated concerns that the 

existing “probable threshold” GAAP approach limits an entity’s ability to record credit 

losses that the entity expects to occur, but have not yet met the “probable” threshold.

Entities seek to replace the “probable” approach with one that assesses an entity’s 

allowance for credit losses (e.g., allowance for bad debts):

• Using forward-looking information

• Based on the entity’s own internal expectations

CHAPTER 6: FINANCIAL INSTRUMENTS 13

ASU 2016-13

ASU 2016-13:

• Eliminates major portions of existing ASC 310, Receivables

• Creates new ASC 326, Financial Instruments- Credit Losses 

• Moves large portions of ASC 310 into new ASC 326, Financial 
Instruments- Credit Losses 

• Amends ASC 320 with respect to  impairment of available-for-sale 
debt securities.

• Amends various other ASC sections

CHAPTER 6: FINANCIAL INSTRUMENTS 14
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ASU 2016-13

New ASC 326, Financial Instruments- Credit Losses 

a. ASU 2016-13 adds new ASC 326 to provide guidance on how 

an entity should measure credit losses on financial instruments 

using the new expected credit loss model.

b.     The new ASC 326 applies to all entities. 

CHAPTER 6: FINANCIAL INSTRUMENTS 15

ASU 2016-13 amendments do the following:

1. ASC 326-20 applies to all entities that have any of the following items:

a.   Financial assets measured at amortized cost basis, including the following:

• Financing receivables 

• Held-to-maturity debt securities (which are recorded at cost)

• Trade receivables 

• Reinsurance receivables

• Receivables that relate to repurchase agreements and securities lending agreements

b.    Net investments in leases recognized by a lessor in accordance with ASC 842 on leases 

c.    Off-balance-sheet credit exposures not accounted for as insurance

CHAPTER 6: FINANCIAL INSTRUMENTS 16
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Financial Instruments—Credit Losses- Measured at Amortized Cost

ASC 326-20 guidance does not apply to the following items:

1. Financial assets measured at fair value through net income (such 
as equity securities)

2. Available-for-sale debt securities (covered in ASC 326-30)

3. Loans made to participants by defined contribution employee 
benefit plans

4. Policy loan receivables of an insurance entity

5. Promises to give (pledges receivable) of a not-for-profit entity

6. Loans and receivables between entities under common control.

CHAPTER 6: FINANCIAL INSTRUMENTS 17

ASU 2016-13 amendments do the following:

General changes:  The ASU:

1. Eliminates the current GAAP “incurred loss” model for measuring credit losses, 
which measures credit losses based on achieving a “probable” threshold and by 
considering only past events and conditions.

2. Introduce a new “expected credit loss” model under which, in measuring a credit 
loss, an entity must broaden the information used to develop an expected credit loss 
estimate that reflects the amount the entity expects to collect. 

That model uses the following to determine collectability of financial instruments:

• Past information  (EXISTING GAAP)

• Current information (NEW), and 

• Future information (NEW)

CHAPTER 6: FINANCIAL INSTRUMENTS 18
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ASU 2016-13 amendments do the following:

Under the expected credit loss model, an entity records the full amount of expected credit 

losses (as opposed to maintaining a probable threshold that must be met before all expected 

credit losses are recognized)

Existing GAAP:  Only some of the expected credit losses are recognized in the allowance 

account before the probable threshold is met.

New GAAP:  The full amount of expected credit losses is recognized in the allowance 

account well before any probable threshold would have been met. 

FORMULA FOR ALLOWANCE FOR CREDIT LOSSES:

Balance of the financial assets (e.g., AR)

LESS: Amount expected to be collected over the remaining contractual life

=    ALLOWANCE BALANCE
CHAPTER 6: FINANCIAL INSTRUMENTS 19

Financial assets recorded at amortized cost:

PRESENTATION OF ALLOWANCE BALANCE AND ACTIVITY:

1. The allowance for credit losses is a valuation account that is 
deducted from the amortized cost basis of the financial 
asset(s) to present the net carrying value at the amount 
expected to be collected on the financial asset.

2. The income statement shall reflect any adjusts to measure 
credit losses for newly recognized financial assets, as well as 
the expected increases or decreases of expected credit 
losses that have taken place during the period.

CHAPTER 6: FINANCIAL INSTRUMENTS 20
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Financial assets recorded at amortized cost:

NEW EXPECTED CREDIT LOSS MODEL:

The measurement of expected credit losses is based on broader relevant information 
using:

• Past events, including historical experience, 

• Current conditions, and

• Reasonable and supportable forecasts that affect the collectibility of the 
reported amount 

An entity shall not rely solely on past events to estimate expected credit losses. 

CHAPTER 6: FINANCIAL INSTRUMENTS 21

Financial assets recorded at amortized cost:

NEW EXPECTED CREDIT LOSS MODEL:

An entity shall not rely solely on past events to estimate expected credit losses. 

a) When an entity uses historical loss information, it shall consider the need to adjust 
historical information to reflect the extent to which management expects current 
conditions and reasonable and supportable forecasts to differ from the 
conditions that existed for the period over which historical information was 
evaluated. 

b) An entity shall not adjust historical loss information for existing economic 
conditions or expectations of future economic conditions for periods that are 
beyond the reasonable and supportable period.

CHAPTER 6: FINANCIAL INSTRUMENTS 22
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Financial assets recorded at amortized cost:

The allowance for credit losses may be determined using various methods. 

Examples include:

• Discounted cash flow methods 

• Loss rate methods 

• Roll-rate methods 

• Probability-of-default methods, or 

• Methods that utilize an aging schedule (most likely for trade receivables). 

CHAPTER 6: FINANCIAL INSTRUMENTS 23

Financial assets recorded at amortized cost:

Subsequent Measurement -Reporting Changes in Expected Credit Losses

1. At each reporting date, an entity shall record an allowance for credit losses on 

financial assets (including purchased financial assets with credit deterioration). 

a) An entity shall compare its current estimate of expected credit losses with the 
estimate of expected credit losses previously recorded. 

b) An entity shall report in net income (as a credit loss expense or a reversal of credit loss 
expense) the amount necessary to adjust the allowance for credit losses for 
management’s current estimate of expected credit losses on financial asset(s). 

c) The method applied to initially measure expected credit losses for the assets  
generally would be applied consistently over time and shall faithfully estimate expected 
credit losses for financial asset(s). 

CHAPTER 6: FINANCIAL INSTRUMENTS 24
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Financial assets recorded at amortized cost:

Financial Assets Secured by Collateral – Existing ASC 310-10

1. A creditor shall measure impairment based on the fair value of the collateral when the creditor 

determines that foreclosure is probable. 

2. When a creditor determines that foreclosure is probable, a creditor shall remeasure the loan at the fair 

value of the collateral.

3. If a creditor uses the fair value of the collateral to measure impairment of a collateral-dependent loan 

and repayment or satisfaction of a loan is dependent on the sale of the collateral, the fair value of the 

collateral shall be adjusted to consider estimated costs to sell.

CHAPTER 6: FINANCIAL INSTRUMENTS 25

Financial assets recorded at amortized cost:

Financial Assets Secured by Collateral – Existing ASC 310-10

4. A creditor may use a practical expedient and measure impairment based on a loan’s observable market 

price, or the fair value of the collateral if the loan is a collateral-dependent loan. 

Collateral-Dependent Loan

A loan for which the repayment is expected to be provided solely by the underlying collateral.

CHAPTER 6: FINANCIAL INSTRUMENTS 26
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Financial assets recorded at amortized cost:

Financial Assets Secured by Collateral 

Regardless of the initial measurement method, an entity shall measure expected 

credit losses based on the fair value of the collateral when the entity determines 

that foreclosure is probable

FORMULA:

Fair value of collateral

LESS: Amortized cost of the financial asset

=  ALLOWANCE BALANCE
CHAPTER 6: FINANCIAL INSTRUMENTS 27

Financial assets recorded at amortized cost:

PRACTICAL EXPEDIENT OPTION:

An entity may elect to use, as a practical expedient, the fair value of the collateral at the

reporting date to record the allowance for credit losses  if the asset is a collateral dependent 

financial asset.

COLLATERAL DEPENDENT FINANCIAL ASSET:    NEW DEFINITION

Is a financial asset for which:

1. The repayment is expected to be provided substantially through the operation or sale of the 

collateral,  and

2. The borrower is experiencing financial difficulty based on the entity’s assessment as of the 

reporting date 
CHAPTER 6: FINANCIAL INSTRUMENTS 28
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Financial assets recorded at amortized cost:

PRACTICAL EXPEDIENT OPTION:

If an entity uses the practical expedient on a collateral-dependent financial asset and 

repayment or satisfaction of the asset depends on the sale of the collateral, the fair value of 

the collateral shall be adjusted for estimated costs to sell (on a discounted basis). 

FORMULA:

Fair value of collateral – costs to sell

LESS: Amortized cost of the financial asset

=  ALLOWANCE BALANCE
CHAPTER 6: FINANCIAL INSTRUMENTS 29

Related-Party loans

Do the new rules apply to loans and receivables between entities under 

common control?

No.   ASC 326 specifically excludes loans and receivables between entities under 
common control from its scope.

Therefore,  an entity should evaluate any impairment on a related-party loan 
receivable using the contingency rules found in ASC 450. That is,  a loss is 
recorded if a loss is probable and the amount can be reasonably estimated.

CHAPTER 6: FINANCIAL INSTRUMENTS 30
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Disclosures
The ASU amendments retain most of the disclosures found in ASU 2010-20, 
Receivables (Topic 310): Disclosures about the Credit Quality of Financing 
Receivables and the Allowance for Credit Losses, with the following exceptions:

a. The ASU updates the disclosures to reflect the change from the incurred loss 
to the new expected credit loss methodology.

b. The ASU expands the current disclosures of credit quality indicators in 
relation to the amortized cost of financial receivables as follows:

• Those disclosures are further disaggregated by year of origination (or 
vintage,  although this expanded disclosure is optional for non-public 
business entities.

CHAPTER 6: FINANCIAL INSTRUMENTS 31

Disclosures
For instruments within the scope of the ASU, the following disclosures on credit risk 
and the measurement of expected credit losses: 

• Credit quality information 

• Allowance for credit losses    EXPANDED

• Past-due status 

• Nonaccrual status 

• Purchased financial assets with credit deterioration 

• Collateral-dependent financial assets 

• Off-balance-sheet credit exposures

CHAPTER 6: FINANCIAL INSTRUMENTS 32
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Implementation- ASU 2016-13

Issued: June 2016

The FASB has delayed the effective date of ASU 2016-13 to the following:

• For public business entities that are SEC filers: the amendments in the ASU are effective for fiscal years
beginning after December 15, 2019 (calendar 2020) including interim periods within those annual
periods. For all other public business entities, the amendments are effective for fiscal years beginning
after December 15, 2020, including interim periods within those fiscal years.

• For all other entities, including nonpublic entities, not-for-profit entities, and employee benefit plans
on plan accounting: the amendments in the ASU are effective for fiscal years beginning after
December 15, 2022 (calendar 2023) and interim periods within those fiscal years.

CHAPTER 6: FINANCIAL INSTRUMENTS 33

Implementation 

An entity shall implement the new rules for financial assets recorded at 
amortized cost by means of a cumulative-effect adjustment to the opening 
retained earnings as of the beginning of the first reporting period in which the

new rules is effective.

An entity shall apply prospectively the changes made to purchased financial 
assets with credit deterioration, other-than-temporary available for sale debt 
securities, 

CHAPTER 6: FINANCIAL INSTRUMENTS 34
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Implementation 

An entity shall disclose the following in the period that the entity adopts the ASU:

1. The nature of the change in accounting principle, including an explanation of the newly 
adopted accounting principle.

2. The method of applying the change.

3. The effect of the adoption on any line item in the statement of financial position, if 
material, as of the beginning of the first period for which the ASU is effective. 

Presentation of the effect on financial statement subtotals is not required.

1. The cumulative effect of the change on retained earnings or other components of equity 
in the statement of financial position as of the beginning of the first period for which the 
ASU is effective.

CHAPTER 6: FINANCIAL INSTRUMENTS 35

Example 5: Estimating Expected Credit Losses for Trade Receivables 
Using an Aging Schedule 

Facts:

1. Entity E manufactures and sells products to a broad range of customers, primarily retail 
stores. 

2. Customers typically are provided with payment terms of 90 days with a 2 percent discount 
if payments are received within 60 days. 

3. Entity E has tracked historical loss information for its trade receivables and compiled the 
following historical credit loss percentages: 

0.3 percent for receivables that are current old
8 percent for receivables that are 1–30 days old 
26 percent for receivables that are 31–60 days old
58 percent for receivables that are 61–90 days old 
82 percent for receivables that are more than 90 days old CHAPTER 6: FINANCIAL INSTRUMENTS 36
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Example 5: Estimating Expected Credit Losses for Trade Receivables 
Using an Aging Schedule 

4. Entity E believes that this historical loss information is a reasonable base on which  

to determine expected credit losses for trade receivables held at the reporting date  

because:

a. The current receivables have similar risk characteristics to those used to 
develop the historical loss information:

• The composition of the trade receivables at the reporting date is consistent 
with that used in developing the historical credit-loss percentages 

• Its lending practices have not changed significantly over time. 

CHAPTER 6: FINANCIAL INSTRUMENTS 37

Example 5: Estimating Expected Credit Losses for Trade Receivables 
Using an Aging Schedule 

5. Entity E has determined that the current and reasonable and supportable  

forecasted economic conditions have improved as compared with the economic   

conditions included in the historical information. 

a. Entity E has observed that unemployment has decreased as of the current 
reporting date, and Entity E expects there will be an additional decrease in 
unemployment over the next year. 

CHAPTER 6: FINANCIAL INSTRUMENTS 38
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Example 5: Estimating Expected Credit Losses for Trade Receivables 
Using an Aging Schedule 

CONCLUSION:

1. E computes the expected credit loss and allowance using a method based on the aging of receivables.

2. E determines the expected credit loss by taking into account:

• Past events, including historical experience, 

• Current conditions, and

• Reasonable and supportable forecasts that affect the collectibility of the reported amount. 

3.   E is not permitted to rely solely on past events to estimate expected credit losses. 

E decides to adjust the historical loss rates to reflect the effects of those differences in current conditions and 

forecasted changes due to improvement in employment.  In doing so, Entity E estimates the loss rate to 

decrease by approximately 10 percent in each age bucket. Entity E developed this estimate based on its 

knowledge of past experience for which there were similar improvements in the economy. 

CHAPTER 6: FINANCIAL INSTRUMENTS 39

Example 5: Estimating Expected Credit Losses for Trade Receivables 
Using an Aging Schedule 

At the reporting date, Entity E develops the following aging schedule to estimate 
expected credit losses.

E should make an entry to ensure that the allowance for credit losses has a year end 
balance of $18,681.

Aging 
Amortized 
Cost Basis

Credit Loss 
Rate

Expected 
Credit Loss 
Estimate

Current $5,984,698 .27% $16,159
1-30 days 8,272 7.2% 598
31-60 days 2,882 23.4% 674
61-90 days 842 52.2% 440
More than 90 days PAST DUE 1,100 73.8% 812

$5,997,794 $18,681

CHAPTER 6: FINANCIAL INSTRUMENTS 40
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Example 5: Estimating Expected Credit Losses for Trade Receivables 
Using an Aging Schedule  (from ASU 2016-13)

OBSERVATION:   By recording an allowance for credit losses of $18,681 under the new 

expected  credit loss model,   Entity E is likely recording a higher allowance than under the 

existing  “probable” incurred loss model.  The allowance includes an allowance on receivable 

balances  that are not past due.

Aging
Amortized 
Cost Basis

Credit Loss 
Rate

Expected 
Credit Loss 
Estimate

PAST DUE?
PROBABLE 

LOSS?

Current $5,984,698 .27% $16,159 NO NO
1-30 days 8,272 7.2% 598 NO NO
31-60 days 2,882 23.4% 674 NO NO
61-90 days 842 52.2% 440 NO NO
More than 90 days PAST DUE 1,100 73.8% 812 YES YES

$5,997,794 $18,681

CHAPTER 6: FINANCIAL INSTRUMENTS 41
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I. Auditing Engagement Issues- Post- COVID- 19 
 

A.  Remote Auditing 
 

The previous COVID-19 shutdown and “social distancing” protocols have required auditors to rethink 

some of the ways in which they conduct their business.  Engagements that have historically been 

performed onsite have turned into remote engagements, where most, if not all, of the engagement is 

conducted from a remote location with no or little face-to-face contact with the client. 

 

This is a phenomenon not limited to the accounting profession, as most industries have evolved into 

using technology to manage their businesses from remote locations. 

 

Consider the following facts: 

 

1. For 2021 and 2022 year-end engagements, auditors may be performing some of their audit 

engagements remotely in light of logistical restrictions from the COVID-19 pandemic.     

 

2. After COVID-19, expect auditors to retain some of the remote engagement techniques perfected 

during COVID-19.   

 

Although technology should allow an auditor to perform an engagement remotely without limits,  there 

are some practical considerations to consider.  

 

There may be instances in which auditors may be unable to complete their audits remotely because of 

scope limitations due to several factors including: 

 

1. Auditors may have difficulty getting access to evidence and accounting personnel. Specifically, 

client accounting personnel might be unavailable due to being quarantined from the client accounting 

office and records. 

 

2. Auditors may be unable to perform certain substantive tests in person such as an inventory 

observation. 

 

3. Third-party customers, vendors, lenders and lawyers may be unavailable to respond timely to auditor 

confirmations due to their own internal shutdowns and local restrictions. 

 

Companies and auditors should coordinate the logistics of year-end engagements in light of the fact that 

such engagements may have to be conducted remotely. 

 

Following are a few audit issues to consider in performing a remote audit: 

 

B.  Accounts Receivable Confirmations 
 

SAS No. 122, AU-C 505, External Confirmation, and AU-C 330, Performing Audit Procedures in 

Response to Assessed Risks and Evaluating the Audit Evidence Obtained, provide auditors with guidance 

and authority with respect to confirmations of accounts receivable. Given the impact of remote auditing 

in light of the economic climate,  understanding AU-C 505 and 330 can be an effective tool for auditors 

who have limitations on using standard third-party confirmations. 
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Are receivable confirmations required?  

 

Paragraph .20 of AU-C 330 states that an auditor should use external confirmation procedures for 

accounts receivable (the presumptively mandatory requirement), except when one or more of the 

following three exceptions exists: 

 

1. The overall account balance is immaterial 

 

2. External confirmation procedures for accounts receivable would be ineffective (such as when a 

customer does not respond to confirmations as they work remotely), or 

 

3. The auditor’s assessed level of risk of material misstatement at the relevant assertion level is low, 

and other planned substantive procedures address the assessed risk. 

 

With respect to accounts receivable, there is the presumption that the auditor will use accounts receivable 

confirmations unless such confirmations would be an ineffective audit procedure. 

 

When third-party recipients of receivable confirmations are not available due to office closings or limited 

staffing during COVID-19, it is obvious that external confirmation procedures for accounts receivable 

would be “ineffective.” 

 

In such a case,  an auditor can replace accounts receivable confirmations with alternative substantive 

tests such as: 

 

• Test sales cutoff 

• Examine certain significant  invoices of customers included in the receivable aging 

• Perform analytical procedures such as number of days sales and receivable turnover, and 

• Test the realization of receivable balances.   

 

If the previous list of alternative procedures is not available, there could be a scope limitation in the 

auditor’s report. 

 

C.  Physical Inventory Observations 
 

The inability of an auditor to observe physical inventory can be a scope limitation in an audit 

engagement.  But it doesn’t have to be.  There are alternative solutions under GAAS in which a scope 

limitation can be avoided if the auditor performs other procedures that might include any of the 

following: 

 

1. The auditor can observe the physical inventory remotely through a video camera. 

 

2. Physical inventory can be observed on an interim date and rolled back or forward to the audit date. 

 

3. An auditor can use alternative audit procedures in lieu of a physical observation, particularly if the 

inventory is not material. 
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Requirement to take a physical inventory 

 

Question: Is the auditor required to observe a physical inventory if the inventory is material to the 

financial statements? 

 

Response: No.  

 

Paragraph .14 of AU-C 501, Audit Evidence- Specific Considerations for Selected Items states: 

 

“If attendance at physical inventory counting is impracticable, the auditor should 

perform alternative audit procedures to obtain sufficient appropriate audit evidence 

regarding the existence and condition of inventory…..” 

 

Paragraph .A34 of AU-C 501 further clarifies that: 

 

1. The nature and location of the inventory may make it impracticable to observe inventory, such as 

when the inventory is held at a location that creates a safety threat to the auditor. 

 

2. The matter of general inconvenience to the auditor is not sufficient to support a decision by the 

auditor that attendance is impracticable.   

 

3. The matter of difficulty, time, or cost involved is not, in itself, a valid basis for the auditor to omit a  

an audit procedure for which no alternative exists or to be satisfied with audit evidence that is less 

than persuasive. 

 

What this means is that if an auditor can observe the physical inventory, the auditor should do so and 

not rely on alternative procedures in lieu of observing that inventory. 

 

Example 1: Jimmy Jason, CPA is auditing Company X. X is taking its year-end physical inventory on 

Saturday, December 31, a day on which Jimmy typically watches football. In lieu of Jimmy observing 

the physical inventory,  Jimmy wishes to perform alternative procedures on the inventory so that Jimmy 

can watch football on his new 72-inch LED TV.   

 

Conclusion: Jimmy is permitted to perform alternative procedures in lieu of observing a physical 

inventory where it is impracticable to observe the physical inventory. However, Jimmy’s failure to 

observe the inventory due to a general inconvenience (such as watching football), does not make the 

decision not to observe the physical inventory impracticable. Therefore, Jimmy should observe the 

inventory. 

 

Moreover, the matter of difficulty, time or cost to observe the inventory (such as watching football) and 

the performance of alternative audit procedures that may be “less persuasive” is not a valid basis for 

Jimmy not to observe the inventory.  

 

Example 2: Assume that X is a manufacturer that has had a few COVID-19 outbreaks among its 

employees.  Sandy CPA, the auditor is reluctant to observe X’s year-end physical inventory because 

Sandy is concerned about her safety and exposure to COVID-19. 

 



6 
 

CHAPTER 7:Auditing Developments- 2022 

Conclusion: The fact that the observation of the inventory would result in a safety threat to Sandy means 

that it is not practicable for Sandy to observe the inventory. The result is that she should perform 

alternative procedures as authorized by GAAS. 

 

Observation:  The COVID-19 pandemic may provide an environment in which it is unsafe for an auditor 

to observe an inventory.  In such instances,  performing alternative procedures would be acceptable 

under GAAS.  One solution is to observe the inventory by video camera. 

 

Interim physical inventory observation 

 

Question: Is an auditor permitted  to rely on his or her interim physical inventory observation as adequate 

evidence for supporting the year-end inventory valuation? 

 

Response: Yes. Paragraph .A31 of SAS No. 122, AU-C Section 501, Audit Evidence- Specific 

Considerations for Selected Items states: 

 

“For practical reasons, the physical inventory counting may be conducted at a date, or dates, 

other than the date of the financial statements. This may be done irrespective of whether 

management determines inventory quantities by an annual physical inventory counting or 

maintains a perpetual inventory system…..” 

 

Additionally,  Paragraph .12 of AU-C 501 states: 

 

“If physical inventory counting is conducted at a date other than the date of the financial 

statements, the auditor should, in addition to procedures required by paragraph .11 (e.g., 

typical audit procedures on inventory), perform audit procedures to obtain audit evidence 

about whether changes in inventory between the count date and the date of the financial 

statements are recorded properly.” 

 

If a company conducts a physical inventory at interim, that interim inventory value must be adjusted to 

a year-end value by reflecting purchases and cost of sales during the “stub” period. The stub period is 

the period between the date of the interim physical inventory observation and the year end. 

 

For example, if a physical inventory is taken and observed by the auditor on October 31 and the year 

end is December 31, the physical inventory on October 31 must be adjusted to December 31 using the 

following formula: 

 

Physical inventory on October 31 $XX 

Add: Purchases November 1 to December 31 XX 

Cost of goods sold- November 1 to December 31 (XX) 

Ending inventory on December 31 per financial statements $XX 

 

Clearly, the risk that an auditor must consider in observing inventory at an  interim date is that the data 

that adjusts the interim inventory to year end is not reliable. Therefore, it is important that a company 

have a strong system of internal control to properly capture the inventory active during the stub period. 

 

  



7 
 

CHAPTER 7:Auditing Developments- 2022 

Cycle counts in lieu of a single physical inventory 

 

Question: Is an auditor permitted to rely on a company using cycle counts in lieu of performing a single 

year-end physical inventory? 

 

Response: Yes.  It is common for certain businesses to use cycle counts and adjustments to its perpetual 

inventory throughout the year, instead of taking a single physical inventory count at year end or at an 

interim date.  The advantage of cycle counts is that the physical inventory is taken throughout the year 

in lieu of performing one, single inventory observation at year end.  In doing so,  most, if not all of the 

inventory items are counted at least once during the year, and any differences are adjusted to the 

perpetual inventory at the time of the test count.  Moreover,  the cycle count approach does not disrupt 

a company’s operations because it does not require a company to shut down its operations to take the 

inventory count.  

 

An auditor can accept a company’s cycle counts as the physical inventory provided the company has 

controls in place to implement the cycle counts and to adjust the perpetual inventory to actual counts, 

and the auditor is able to perform test counts of some of the cycle counts. 

 

Alternative procedures if physical inventory is not observed 

 

Question: What alternative procedures can an auditor perform if he or she does not observe inventory 

and wants to avoid a scope limitation in the auditor’s report? 

 

Response: If an auditor is not able to observe an inventory and wants to avoid a scope limitation in his 

or her auditor’s report,  the auditor can perform alternative procedures that might include: 

 

• Perform analytical procedures including gross profit test, inventory turnover, etc. 

 

• Perform traditional cutoff procedures 

 

• Observe a current physical inventory count and reconcile it to the opening inventory quantities  

 

• Inspect documentation of the subsequent sale of specific inventory items acquired or purchased 

prior to the physical inventory counting 

 

Video observation of physical inventory 

 

Is an auditor permitted to use a video camera observation? 

 

Response: Although AU-C  

 

The general rule found in paragraph .11 of AU-C 501 is that  

 

“If inventory is material to the financial statements, the auditor should obtain sufficient 

appropriate audit evidence regarding the existence and condition of inventory by 

attending physical inventory counting, unless impracticable.” 
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Implicit in this requirement is that the observation is done in person, not remotely, unless it is 

impracticable to do so.  During  COVID-19 pandemic, the definition of “attending” was tested as firms 

took the position that use of a video-camera observation was sufficient, particularly when it was 

impracticable to attend in person due to safety concerns. 

 

It appears use of video-camera observation is likely to remain well after COVID as firms  take the 

position that a video-camera observation, if performed properly, is tantamount to “attending” a physical 

inventory observation.  The ASB has yet to provide authoritative guidance on this issue. 

 

If a video camera observation is performed,  what are some of the issues to consider? 

 

There is no new authority for using a video camera to observe an inventory. 

 

Therefore,  there are few nonauthoritative issues that an auditor should consider: 

 

1. There are different types of video cameras that can be used for a video observation as follows: 

 

• A company employee can take a video of the physical count in real time using a Go-Pro camera 

and send it to the auditor in a live feed.   

• A company providing the auditor with a complete archived video tape of the observation  

• The auditor can receive a copy of the security camera footage of the premises that houses the 

inventory and is date stamped. 

 

2. A real time observation video feed is likely to be more useful that an archived version, although both 

might be used as audit evidence depending on the scope and range of the video. 

 

3. A third-party vendor could be engaged to take the video in lieu of the client and may provide a better 

quality video. 

 

4. The video should be date stamped. 

 

Observation: The author suggests that video observations of inventory are here to stay beyond COVID-

19.  Expect the ASB to issue authoritative guidance on specific procedures that should be employed in 

conducting a remote video physical inventory observation.   

 

D.  Emphasis-of-Matter Paragraph- COVID-19 
 

Given the significance of the COVID-19 pandemic and economic shutdown, the question is whether an 

auditor has a reporting requirement to address the impact of COVID-19 on a business.  

 

1. Assuming there is an unmodified auditor’s report, in general, there is no reporting requirement with 

respect to COVID-19.   

 

2. However, an auditor may choose to use an emphasis-of-matter paragraph to inform the  user of events 

disclosed elsewhere in the notes.      
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For audits, AU-C 706A, Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the 

Independent Auditor’s Report, offers the option for an auditor to include an emphasis-of-matter 

paragraph. 

 

1. If the auditor considers it necessary to draw users’ attention to a matter appropriately presented or 

disclosed in the financial statements that, in the auditor’s professional judgment, is of such importance 

that it is fundamental to users’ understanding of the financial statements, the auditor should include 

an emphasis-of-matter paragraph in the auditor’s report. 

 

a. An emphasis-of-matter paragraph refers only to matters already presented or disclosed in the 

notes to financial statements.  

 

2. An emphasis-of-matter paragraph should: 

 

a. Include in the paragraph a clear reference to the matter being emphasized and to where relevant 

disclosures that fully describe the matter can be found in the financial statements. The paragraph 

should refer only to information presented or disclosed in the financial statements.  

 

b. Indicate that the auditor’s opinion (accountant’s conclusion) is not modified with respect to the 

matter emphasized.  

 

3. Although not required, AU-C 706A (for audits) offers examples of circumstances when an audit may 

consider it necessary to include an emphasis-of-matter paragraph:  

 

a. An uncertainty relating to the future outcome of unusually important litigation or regulatory 

action  

 

b. A major catastrophe that has had, or continues to have, a significant effect on the entity's financial 

position  

 

c. Significant transactions with related parties, and  

 

d. Unusually important subsequent events. 

 

In a review engagement, AR-C 90 offers similar guidance to that provided in AU-C 706A, whereby an 

accountant may choose to use an emphasis-of-matter paragraph to inform the  user of events disclosed 

elsewhere in the notes.      

 

Observation: AU-C 706A provides an example of where an auditor may consider it necessary (but is 

not required to) include an emphasis-of-matter paragraph in his or her auditor’s report. One of those 

examples is if there is a “major catastrophe” that has a significant effect on the entity’s financial position, 

which is a category within which the COVID-19 pandemic may fall. 

 

Following is an example of an emphasis-of-matter paragraph that an auditor  might consider including 

in a 2020 year-end auditor’s report: 

 

Auditor’s 2020 report: 

 

Emphasis of Matter 
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As discussed in Note X to the financial statements, in response to an order by the Governor 

of the Commonwealth of Massachusetts  related to the coronavirus (COVID-19) pandemic, 

in March 2020, the Company closed its restaurants’ on-premises dining service, while 

leaving limited take-out and delivery operations open. Although the restaurants have re-

opened, certain restrictions continue to apply throughout 2020 and into 2021, thereby 

impacting the Company’s business on an ongoing basis.  Our opinion is not modified with 

respect to this matter. 

 

Review report: 

 
Emphasis of Matter 

As discussed in Note X to the financial statements, in response to an order by the 

Governor of the Commonwealth of Massachusetts  related to the coronavirus (COVID-

19) pandemic, in March 2020, the Company closed its restaurants’ on-premises dining 

service, while leaving limited take-out and delivery operations open. Although the 

restaurants have re-opened, certain restrictions continue to apply throughout 2020 and 

into 2021, thereby impacting the Company’s business on an ongoing basis. Our 

conclusion is not modified with respect to this matter. 

 

Note: If an emphasis-of-matter paragraph is included in the auditor’s or accountant’s report,  there must 

also be a disclosure of the matter in the notes to financial statements. 

 

E.  Future of Remote Auditing 
 

Is remote auditing here to stay? 

 

Auditors have been forced to perform some of  their recent engagements remotely in light of restrictions 

and logistical challenges that have occurred during the COVID-19 pandemic. Even though these 

restrictions are temporary, auditors are considering whether remote engagements are here to stay. 

 

Well before the COVID-19 pandemic, CPA firms were evaluating the effectiveness of remote audit and 

review engagements. Clearly, technology allows an auditor the opportunity to perform most or all 

engagements outside a client’s office.  Further, there are numerous benefits and certain risks in 

performing a remote engagement to consider: 

 

1. On the advantage side: 

 

a. There is time savings from avoiding travel time, particularly if auditing team members are 

commuting to a company from significant distances. 

 

b. Working from a home (or a CPA firm office), with sufficient technology equipment, is likely to 

be more efficient for an auditor, resulting in fewer hours to complete an engagement, particularly 

during the busy months of March and April, when financial statements are typically due to 

lenders. 

 

c. When an auditor performs a remote engagement, a client might appreciate the fact that there are 

fewer disruptions within the client office. 
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2. On the disadvantage side, there are risks associated with performing a remote audit engagement: 

 

a. A remote engagement requires that each team member and accounting staff have access to a full 

set of technology components at the remote location, including printers, computers, screens, and 

possible access to videoconferencing.  

 

b. Because confidential information is transported electronically,  there is risk that transmitted data 

will be exposed to third parties. 

 

c. There is a lack of face-to-face communication between firm staff and company personnel which 

makes the remote engagement inefficient at times.  

 

d. Due to lack of supervision, audit staff can become complacent and not adhere to accounting and 

audit standards and procedures.   

 

e. Communication among company personnel and audit and accounting team members is not as 

interactive and spontaneous in addressing issues encountered during the engagement. 

 

f. There may be certain engagement procedures that cannot be performed remotely such as 

observing physical inventories.  

 

Before deciding to perform an engagement remotely,  an auditor should evaluate with a client whether 

there are any scope limitations that may impact performance of the engagement remotely.  Further, it is 

imperative that an auditor who is performing a remote engagement include detailed language in the  

engagement letter clarifying that the company will provide specific access to evidence, files and 

personnel critical to completing the engagement. 

 

F.  Fraud and Internal Control- COVID-19 
 

During COVID-19,  the internal control of a company may change significantly in the short term thereby 

creating an opportunity for fraud.  The internal control system that a company purports to exist might 

actually not be representative of the system in place during the COVID pandemic, for several reasons: 

 

1. Staffing  shortages may create a compression of the typical segregation of duties  as employees 

perform multiple tasks usually performed by other employees. 

 

2. The formal chain of approval for transactions might be susceptible to management and other 

overrides due to certain accounting functions being performed remotely, and not in person. 

 

3. Due to financial pressures, management could be pressured to approve and execute fraudulent 

transactions to maintain the company’s existence as a going concern. 

 

4. Employees who have had their family income reduced could be incentivized to commit fraud to  

compensation for the  family’s dire personal financial situation. 

 

In planning the audit,  auditors must consider fraud risk in the impact of a modified internal control 

system on the risk of a material misstatement due to fraud. 
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II.  Going Concern and COVID-19 

 

A.  Overview- Going Concern 
 

Although historically few companies are impacted by going concern,  that fact may change in 2021 and  

2022, as companies reopen operations and some do not have the working capital to survive in the near 

term. This unusual scenario places a nonpublic company’s management and its auditor in a position of 

having to decide whether there is substantial doubt of a company’s ability to continue as a going concern 

for a reasonable period of time. It also may require an auditor to approach business owners to obtain 

written assurance of their ability and intent to infuse working capital into a business if needed to stave 

off a going-concern report modification. 

 

Due to the high degree of uncertainty in the economic markets, evaluating an entity’s ability to continue 

as a going concern for a reasonable period of time, and assessing management’s mitigating factors, is 

likely to be speculative.  

 

There is a stark contrast between auditors issuing going-concern report modifications on SEC companies 

as compared with doing so in audits of nonpublic entities. 

Although there is no published data on going-concern report modifications on nonpublic entities, there 

are statistics published on audits of public companies, as follows:1  

 

1. Historically, 15% to 18% of auditor opinions filed for SEC companies have contained a going-

concern report modification.   

 

2. Only 6% to 10% of companies for whom going-concern audit report modifications have been issued, 

recover in the subsequent year with the issuance of unmodified (clean) audit opinions. 

  

For non-public entities, auditors rarely issue going-concern report modifications because few non-public 

entities survive such modifications in subsequent years. 

 

In the case of  COVID-19, its impact on businesses has been significant and could result in going-concern 

issues for businesses during 2020 and 2021 audit engagements. The critical unknown issue is whether 

businesses have sufficient working capital to survive until their businesses rebound in the post-COVID 

environment.  

 

This question is particularly pertinent for certain industries directly impacted by COVID-19, such as  

restaurant and hospitality sector, as well as entities within industries that have not been permitted to 

operate at full occupancy during the COVID-19 pandemic. 

 

Management and its auditors should evaluate the impact of  business shutdowns and restrictively weak 

business re-openings on each entity’s ability to continue as a going concern. It is astounding how many 

well established businesses with decades of profitable operations, are now facing extinction.  

  

Following is a summary of the various requirements for management and its auditors to evaluate going 

concern: 

 
1  Audit Analytics. 
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B.  GAAP Requirements- Going Concern 
 

Financial statements are the responsibility of management, not the auditor. Therefore, management is 

required to perform an annual going-concern evaluation if GAAP financial statements are issued. This 

evaluation is independent of any evaluation required by an auditor in an audit engagement.  

 

Specifically, ASC 205-40 (as amended by ASU 2014-15), Presentation of Financial Statements—Going 

Concern, Disclosures,  provides guidance with respect to management’s responsibility for evaluating an 

entity’s ability to continue as a going concern:  

 

1. ASC 205-40 does the following: 

 

a. It requires management to evaluate whether there is substantial doubt about an entity’s ability  to 

continue as a going concern for a reasonable period of time.  

 

b. The term “reasonable period of time” is defined as a one-year window that begins after the date 

on which the financial statements are available to be issued (non-public entities) or issued (for 

SEC entities). 

 

c. It requires management to perform its own going-concern evaluation using a “substantial doubt” 

benchmark. 

 

d. It requires disclosures in the financial statements where there is substantial doubt of going 

concern and that substantial doubt is not mitigated by management’s plans. 

 

C.  Auditing Engagement Requirements- Going Concern 
 

An auditor must consider an entity’s ability to continue as a going concern when performing an audit 

engagement.  

 

1. SAS No. 132, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern, 

requires an auditor to consider whether there is substantial doubt about an entity’s ability to continue 

as a going concern for a reasonable period of time.  

 

a. As part of the auditor’s consideration of going concern,  the auditor should determine whether 

management has performed its own evaluation of going concern (as required by GAAP),  

including whether substantial doubt exist, management’s plans to address substantial doubt, and, 

if applicable, the adequacy of management’s disclosure of going concern. 

 

b. If there is substantial doubt of going concern, an auditor is required to modify his or her auditor’s 

report by including in a separate section in the auditor’s report entitled “Substantial Doubt About 

the Company's Ability to Continue as a Going Concern.” 

 

c. There are other requirements in SAS No. 132 that are not addressed in this section. 

 

Therefore, management and an auditor each has its own requirement to perform a going-concern 

evaluation of an entity. 
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Moreover, GAAP and auditing standards both use the same benchmarks in performing a going-concern 

evaluation. 

 

1. For GAAP (and most other frameworks, including tax basis) and auditing standards, the going-

concern evaluation period is a reasonable period of time which is defined as:  

 

“Within one year after the date that the financial statements are available to be issued 

for nonpublic entities (or issued for an SEC filer or conduit bond obligor).” 

 

2. The going-concern evaluation uses the concept of “substantial doubt” which is defined as: 

 

“when conditions and events, considered in the aggregate, indicate that it is probable 

(likely to occur) that the entity will be unable to meet its obligations as they become 

due within one year after the date that the financial statements are available to be 

issued (issued for SEC companies).” 

 

D. One-Year Going-Concern Window and COVID-19 
 

Until recently,  the one-year going-concern evaluation period was one year from the balance sheet date. 

Therefore, the one-year period was fixed and did not shift if issuance of financial statements was delayed. 

That changed with the issuance of GAAP’s ASC 205-40 (as amended by ASU 2014-15), Presentation 

of Financial Statements- Going Concern,  followed by changes in auditing standards.   

 

Now, GAAP and auditing standards both use the same one-year window to define a “reasonable period”  

in performing a going-concern evaluation. 

 

For non-public entities, a “reasonable period of time” is defined as within one year after the date that 

financial statements are available to be issued. 

 

ASC 855, Subsequent Events, defines available to be issued as when financial statements are: 

 

“complete in a form and format that complies with GAAP and all approvals  

necessary for issuance have been obtained.” 

 

The available to be issued date occurs when the financial statements are prepared, proofed, and there is 

a signoff by the audit firm, and management has signed its management representation letter. 

 

Example:  Joe Auditor audits Company X’s financial statements for the year ended December 31, 2020. 

The financial statements are available to be issued on April 30, 2021.  Due to COVID-19 logistics, X’s 

business has been having financial trouble throughout most of 2020 and the early part of 2021. 

 

Conclusion:  Joe must evaluate X’s ability to continue as a going concern until April 30, 2022, which is 

within one year after April 30, 2021, the date on which the 2020 financial statements are available to be 

issued.    

 

Change  the facts: Joe is delayed in completing his audit engagement due to COVID-19. The financial 

statements are available to be issued on June 30, 2021. 
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Conclusion: The going-concern evaluation period has shifted because the available to be issued date has 

moved from April 30, 2021 to June 30, 2021. Consequently, Joe must evaluate going concern for the 

one-year period through June 30, 2022, one year after the June 30, 2021 available to be issued date. 

 

Observation: The one-year going-concern evaluation period is a moving target that starts on the date 

on which the financial statements are available to be issued (issued for a public company). If the 

completion of an audit engagement is delayed due to COVID-19 or other restrictions, the available to be 

issued date is extended, resulting in the one-year going-concern evaluation period also being extended.   

 

E. Going-Concern Mitigating Factors During to COVID-19 Economic Climate 
 

Accounting and auditing standards offer examples of plans that management may implement to mitigate 

conditions or events that raise substantial doubt about an entity’s ability to continue as a going concern for 

a reasonable period of time.   

 

With the uncertain and volatile COVID-19 climate, assessing mitigating factors is difficult because the  

factors that give rise to substantial doubt in the COVID-19 environment are outside the control of a 

particular company such as: 

 

1. Whether foreign and domestic supply chains are reopened to allow for full access to the purchase of 

goods from normal and abundant supply chains 

 

2. Whether there are therapeutics for COVID-19 that allow businesses to re-open at full capacity 

 

3. The manner in which a particular state government manages COVID-19 in terms of the ability of 

businesses to open and operate without restrictions  

 

4. The decisions of city and local governments to restrict the capacity at which businesses can operate 

and the manner in which ongoing operations can be conducted, and 

 

5. The costs that a particular business must incur to re-open and operate at a level that is above break 

even. 

 

Auditors must consider these issues in evaluating factors that mitigate substantial doubt of an entity’s 

ability to continue as a going concern.  

 

There are certain actions that an entity might take to survive in a COVID-19 business environment.  

These actions, individually or in the aggregate, can help mitigate substantial doubt of an entity’s ability 

to continue as a going concern, and may include: 

 

1. A company can evaluate the extent to which receipt of Paycheck Protection Program (PPP) loan 

funds (first- and second-draw loans) can offset negative cash flows. 

 

2. Loan covenants can be modified and renegotiated with lenders to avoid covenant violations. 

 

3. Leases can be renegotiated to provide payment relief and concessions.  
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4. A company can seek additional working capital from sources other than through government 

assistance. 

 

5. A company may be able to restructure its fixed overhead to operate at a break-even level based on a 

lower sales volume.  

 

6. A company may be able to utilize new, more flexible local rules and ordinances that allow it to 

operate in a new manner, such as a city or town permitting a restaurant to operate outside during 

summer months.  

 

7. A company can seek additional  financial support from third parties or the owner to  mitigate 

substantial doubt of going concern. 

 

Note: For 2021 year-end engagements, these actions should be included as part of the auditor’s overall 

going-concern evaluation. Simply put, a 2021 year-end going-concern evaluation  should ask the 

question as to whether an entity, that has been closed for part of 2020 and into 2021, and then re-opened 

its business, can continue as a going concern for one year from  the available to be issued date of its 2021 

financial statements.  Assuming 2021 financial statements are available to be issued June 30, 2022,  an 

entity must demonstrate it has the ability to continue as a going concern until June 30, 2023. 

 

F. Using a Financial Support Letter to Mitigate Substantial Doubt of Going 

Concern 
 

Because the evaluation of mitigating factors in the post-pandemic period might be uncertain and 

speculative,  an auditor may consider evaluating management’s plan to receive financial support from a 

third party or owner as a key mitigating factor to support an entity’s ability to continue as a going concern 

for at least one-year from the date on which the financial statements are available to be issued. 

 

SAS No. 132, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern, allows 

an auditor to consider management’s plan to receive financial support from a third party or the entity’s 

owner as a mitigating factor in evaluating an entity’s ability to continue as a going concern for a 

reasonable period of time.  

 

If an auditor plans to rely on a third-party’s or an owner’s willingness to provide financial support to an 

entity, as a mitigating factor of substantial doubt,  the auditor should consider the following: 

 

1. Intent of the supporting party: The intent of such supporting party to provide the necessary financial 

support, including written evidence of such intent, and 

 

2. The ability of the supporting party: The ability of the supporting party to provide the necessary 

financial support. 

 

Thus, if an auditor is going to rely on a supporting party’s financial support as a mitigating factor against 

there being substantial doubt of going concern, an auditor should obtain evidence of both the supporting 

party’s intent and ability to provide support to the entity that is sufficient to mitigate substantial doubt 

of going concern. 
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When the financial support is provided by a third-party or owner-manager, the evidence regarding intent 

should be in in writing and may be in the form of either: 

 

• A support letter or  

• A written confirmation. 

 

Example: Joe CPA is auditing the December 31, 2021 financial statements of Company X.  X has had 

significant financial deterioration since the COVID-19 shutdown in 2020, and re-opened its business in 

July 2021. Since reopening, X’s sales have been weak and there is a question as to whether X can 

continue as a going concern as it has insufficient working capital to fund operating losses.   

 

Joe’s 2021 audit report is available to be issued on June 30, 2022.  Joe is concerned that X will not 

survive for a reasonable period (one year from the available to be issued date (June 30, 2023)), without 

mitigating factors that could include an infusion of outside cash into the business.  

 

Based on Joe’s consideration of mitigating factors: 

 

• There is substantial doubt of X’s ability to continue as a going concern until June 30, 2023, unless 

X obtains $1 million of funding to pay for its ongoing operations.   

 

• Unless X obtains a source of $1 million, Joe plans to modify his auditor report with a separate 

going-concern paragraph, to address the substantial doubt of going concern. 

 

At the last minute,  X finds a source for the $1 million of funds needed.  

 

• Company X’s 100% shareholder, Fred Jones, has a significant net worth and can, if needed,  loan 

funds to X to subsidize its operations until X’s business recovers.   

 

• Shareholder Fred is willing to commit to lending X at least $1 million of personal funds.   

 

• Joe CPA also prepares Fred’s individual tax returns and is fully aware that Fred has a substantial 

investment portfolio and certainly has the ability to provide X with $1 million. 

 

Conclusion: Because Joe plans to rely on Fred’s willingness to provide $1 million of financial support 

to X as a mitigating factor of substantial doubt, Joe should consider Fred’s intent and ability to provide 

$1 million as follows: 

 

1. Intent of Fred to provide the support:  Fred has confirmed his  intent to provide the necessary $1 

million of financial support.  

 

2. The ability of Fred to provide the support: Joe is aware of Fred’s substantial investment portfolio 

and his ability of Fred to provide the necessary $1 million of financial support. 

 

Joe should obtain a financial support letter from Fred in a form similar to the following: 
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Fred Jones 

200 Boylston Street 

Boston, Massachusetts 

 

June 28, 2022 

 

Mr. John Smith, CPA 

Boston, MA 

 

Dear Mr. Smith: 

 

I, Fred Jones, will, and have the ability to, fully support the operating, investing, and financing activities 

of Company X through at least one year beyond June 30, 2022, the date the financial statements of 

Company X are available to be issued.  My committed financial support shall not be less than $1 million.2 

 

Very truly yours 

 

Fred Jones 

 

 

Joe CPA has a letter of support and Fred has demonstrated both the ability and intent to provide financial 

support to X of not less than the required $1 million to maintain X’s operations through June 30, 2023 

(one year from the available to be issued date). Consequently, there is no substantial doubt of going 

concern. Joe is not required to modify his auditor’s report. 

 

Observation: It is likely that during their 2021 audit engagements, auditors will discover going-concern 

issues with some of their long-term clients who have seen their otherwise  profitable businesses suddenly 

experiencing cash flow challenges from the COVID-19 pandemic. In some instances,  although an entity 

has financial difficulty, its owners may have significant liquid assets that could be loaned to the business 

to subsidize short-term losses and be a mitigating factor against substantial doubt of the entity’s ability 

to continue as a going concern.  In such a case, obtaining a financial support letter from  the entity’s 

owners may be the best way in which an auditor can document a third-party’s or owner’s intent to provide 

funding to an entity. In doing so, an auditor may be able to avoid a going-concern report modification.   
 

Can an accountant use a financial support letter received from an owner in a review engagement? 

 

AR-C 90, Review of Financial Statements, does not address the use of a financial support letter when 

there is substantial doubt of going concern in a review engagement.  Similar to an audit engagement, an 

accountant in a review engagement should evaluate the intent and ability of a third party or owner to 

provide necessary financial support to a business as a mitigating factor when there is substantial doubt 

of going concern.  Therefore,  use of a financial support letter in a review engagement to mitigate 

substantial doubt should be acceptable.  

 

 

 
2  The sample support letter found in SAS No. 132 does not include the language: “My committed financial support shall not 

be less than $1 million.” The author has included this language in the sample letter, as he believes it is important to quantify 

the extent of the financial commitment for support. 
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III. Client and Employee Fraud 
 

A. General  
 

Regardless of whether the U.S. economy is in a growth phase or a recession, there continues to be a 

record number of frauds being committed either in the form of fraudulent financial reporting cases 

perpetrated by management, or misappropriation of assets (theft) involving employees.  

 

Consider the following facts:  

 

1. When management has pressure to produce earnings to satisfy its shareholders and other third parties, 

fraudulent financial reporting flourishes.  

 

2. Employee fraud continues to victimize all industries and companies, regardless of whether in the 

public or nonpublic sectors. Employees use fraud to solve their personal financial pressures from 

being strapped with record amounts of personal debt and to reimburse themselves for allegedly being 

overworked in understaffed businesses. 

 

Although the recent cases of fraudulent financial reporting are not as public as Enron was more than two 

decades ago, they are just as relevant:  

 

Examples where management has committed fraud include: 

 

• Erroneous adjustments made to financial statements  

• Sales and accounts receivable overstated  

• Inventories overstated, and  

• Misapplication of generally accepted accounting principles.  

 

The reality is that fraud occurs all the time, regardless of the economy's cycle, and is committed for many 

different reasons. For example, during a strong economic cycle, a company may be more inclined to be 

overly optimistic in connection with earnings estimates. When those estimates do not materialize, or 

there is an economic downturn, management may attempt to artificially inflate earnings.  

 

What we also know is that there is a direct correlation between the tone that management sets at the top 

of the organization, and the degree of fraud that is committed. Consider the conclusion of the Report of 

the National Commission on Fraudulent Financial Reporting3: 

 

"The tone set by top management- the corporate environment or culture within which 

financial reporting occurs, is the most important factor contributing to the integrity of 

the financial reporting process......if the tone set by management is lax, fraudulent 

financial reporting is more likely to occur."  

 

With respect to SEC companies, companies continue to employ several practices to manage earnings.  

 

Following are examples of ways in which companies can managed earnings:  

 

 
3  Association of Certified Fraud Examiners (ACFE). 
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1. Restructuring charges are accelerated or overstated to understate net income. 

 

2. Major components of acquisition costs are expensed such as research and development. 

 

3. During profitable years, excess reserves and allowances are established and reversed into income in 

down years 

  

4. Management misapplies accounting principles, and 

 

5. There is early recognition of revenue. 

 

B. 2020 Report to the Nations on Occupational Fraud and Abuse 
 

In 2020, the Association of Certified Fraud Examiners, (ACFE) issued its bi-annual report entitled 

Report to the Nations on Occupational Fraud and Abuse- 2020 Global Fraud Study.   

 

This report follows similar reports issued by the Association in 1996, and bi-annually from 2002 to 2018.  

 

The 2020 report: 

 

1. Is based on 2,504 cases of occupational fraud investigated between January 2018 and September 

2019.  

 

2. Addresses fraud cases with a total of $3.6 billion of losses, and  

 

3. Focuses on fraud occurring in more than 125 countries, including the United States.  

 

Although other reports on fraud have been issued in previous years, the 2010 to 2020 ACFE reports are 

particularly important for two reasons:  

 

• First, they represent the first global fraud surveys while the previous reports (prior to 2010) 

focused on United States fraud only.  

 

• Second, the 2020 report represents the tenth report issued since the passage of Sarbanes-Oxley, 

thereby offering a series of reports that can follow trends in the post-Sarbanes environment.  

 

The 2020 report focuses on occupational fraud, which is defined as: 

 

"The use of one’s occupation for personal enrichment through the deliberate misuse or 

misapplication of the employing organization’s resources or assets." 

 

One key observation noted within the 2020 Report is that the pattern of fraud seems to operate similarly 

whether fraud occurs in Europe, Asia, South America, Canada or the United States. 

 

Before looking at the Report, the author asks that the reader take a quick fraud quizzer by answering the 

following questions: 

 

Now let’s look at the report entitled 2020 Report to the Nations on Occupational Fraud and Abuse.  
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A summary of the 2020 Report follows: 

 

1.  
 

The typical organization loses 5% of revenues each year to fraud.  

 

a. If applied to the 2020 estimated Gross World Product (GWP), this translates to a potential 

projected global fraud loss of nearly $4.2 trillion (based on GWP of $83.84 trillion x 5%.)4 

 

b. Total losses for U.S. organizations are estimated at $1 trillion for the same period as the 

Report.5 

 

2.  
 

The median loss due to fraud was $125,000 while 21% of the cases resulted in losses in excess 

of $1 million. 

 

3.  
 

The median amount of time from when the fraud commenced until it was detected was 14 

months. 

 

4.  
 

The term occupational fraud encompasses three categories of fraud: 

 

a. Misappropriation of assets (theft): Involves the theft or misuse of an organization’s assets, 

such as skimming revenues, stealing inventory, or payroll fraud. 

• 86% of cases 

• Least costly type of fraud at median loss of $100,000 

 

b. Fraudulent financial reporting: Consists of falsifying an entity’s financial statements, such 

as overstating revenues and understating expenses and liabilities. 

• 10% of cases 

• Most costly type of fraud with median loss of $954,000 

 

c. Corruption: Involves wrongfully using influence in a business transaction to procure some 

benefit for the fraudster or others, contrary to their duties to their employer or the rights of 

another. Examples include kickbacks and engaging in conflicts of interest. 

• 43% of cases 

• Median loss of $200,000 

 

Note: AU-C 240, Consideration of Fraud in a Financial Statement Audit, identifies only two 

categories of fraud, consisting of misappropriation of assets and fraudulent financial reporting. 

Corruption falls into either category depending on whether the corruption leads to theft of assets 

or fraudulent financial reporting. 

 

5.  
 

Many cases involve more than one category of occupational fraud.  

 

a. 35% of the schemes included two or more of the three primary forms of occupational fraud. 

 

6.  
 

The longer a fraud lasts, the more financial damage is caused.  

 

a. Passive detection methods (confession, notification by law enforcement, external audit and 

 
4  GWP obtained from World Bank, as published by stasticstimes.com, December 25, 2020. 
5 Estimated based on author’s computation using U.S. 2020 GDP: $20.8 trillion GDP x 5% = $1 trillion. statista.com.   
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by accident) typically take longer to bring fraud to management’s attention, which allows 

the related loss to grow.  

 

b. Proactive detection measures, such as hotlines, management review procedures, internal 

audits and employee monitoring mechanisms, are vital in catching frauds early and limiting 

their losses. 

 

7.  
 

Tips are consistently the most common fraud detection method.  

 

a. 43% of all cases were detected by a tip, more than twice the rate of any other detection 

method.  

 

b. Employees accounted for more than half of all tips that led to the discovery of fraud. 

 

8.  
 

Organizations with hotlines were much more likely to catch fraud by a tip, which is shown to 

be the most effective way to detect fraud.  

 

a. Organizations with hotlines had frauds that were 50% less costly, and they detected frauds 

33% more quickly. 

 

9.  
 

The smallest organizations typically suffer disproportionately larger losses than larger 

organizations due to occupational fraud.  

 

a. Small businesses are both disproportionately victimized by fraud and notably under-

protected by anti-fraud controls- a combination that makes them significantly vulnerable to 

this threat.  

 

b. While resources available for fraud prevention and detection measures are limited in many 

small companies, several anti-fraud controls, such as an anti-fraud policy, formal 

management review procedures and anti-fraud training for staff members, can be enacted 

with little direct financial outlay. 

 

10.  
 

Industry-specific frauds: 

 

a. The banking and financial services, government and public administration, and 

manufacturing industries continue to have the greatest number of fraud cases reported. 
  

b. The mining, real estate, and oil and gas industries had the largest reported median losses 

from fraud. 

 

11.  
 

The presence of anti-fraud controls is associated with reduced fraud losses and shorter fraud 

duration.  

 

a. Fraud schemes that occurred at victim organizations that had implemented any of several 

common anti-fraud controls were significantly less costly and were detected much more 

quickly than frauds at organizations lacking these controls. 

 

12.  
 

The higher the perpetrator’s level of authority, the greater the fraud losses:  
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a. Owners/executives only accounted for 19% of all cases, but they caused a higher median 

loss of $600,000. 

 

b. Employees committed 41% of occupational frauds, but only caused a median loss of 

$60,000. 

 

c. Managers committing 35% of frauds with a median loss of $150,000. 

 

13.  
 

Collusion helps employees evade independent checks and other anti-fraud controls, enabling 

them to steal larger amounts. As the number of perpetrators increased, losses rose dramatically: 

 

The median loss in a fraud committed by: 

 

a. A single person: $90,000  

 

b. Two perpetrators: $105,000  

 

c. Three or more perpetrators: $350,000  

 

14.  
 

Most frauds were committed by individuals working in one of seven departments:  

 

• Accounting  

• Operations  

• Sales  

• Executive/upper management  

• Customer service  

• Administrative support  

• Finance 

 

15.  
 

It takes time and effort to recover money stolen by perpetrators, and many organizations are 

never able to fully do so.  

 

a. 54% of the victim organizations did not recover any of their losses due to fraud  

 

b. Only 15% made a full recovery 

 

16.  
 

External audits are among the least effective controls in combating occupational fraud.  

 

a. The external audit was the primary detection method in only 4% of the fraud cases reported, 

compared to the 5% of cases that were detected by accident, 12% detected  by management 

review, and 43% by tips.  

 

b. Although the use of independent financial statement audits was associated with reduced 

median losses and durations of fraud schemes, these reductions were among the smallest of 

all the anti-fraud controls analyzed.  

 

c. While independent audits serve a vital role in organizational governance, data indicate that 

they should not be relied upon as organizations’ primary anti-fraud mechanism. 
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17.  
 

Many of the most effective anti-fraud controls are being overlooked by a significant portion of 

organizations.  

 

a. Proactive data monitoring and analysis was used by only 38% of the victim organizations in 

the Study, but the presence of this control was correlated with frauds that were 50% less 

costly and 50% shorter in duration.  

 

b. Other less common controls, including surprise audits, a dedicated fraud department or team 

and formal fraud risk assessments, showed similar associations with reductions in fraud 

damage.  

 

Note: When determining how to invest anti-fraud dollars, the Study suggests that management 

should consider the observed effectiveness of specific control activities and how those controls 

will enhance potential fraudsters’ perception of detection. 

 

18.  
 

Most occupational fraudsters exhibit certain behavioral traits (red flags) that can be warning 

signs of their crimes, such as: 

 

a. Living beyond their means 

 

b. Having financial difficulties, and/or,  

 

c. Having unusually close associations with vendors or customers.  

 

Note: In 85% of the cases reviewed, at least one common behavioral red flag was identified 

before the fraud was detected.  

 

19.  
 

The red flags most prominent among men fraudsters differ from those that existed among 

women fraudsters: 

 

a. Living beyond one’s means was equally the most prominent among both women and men at 

42% of the frauds committed. 

 

20.  
 

Red flags most prominent with men vs. women fraudsters: 

 

a. More wheeler-dealer fraudsters are men, versus women. 

 

b. Men usually have closer relationships with customer/vendors versus women. 

 

21.  
 

Red flags most prominent with women vs. men fraudsters: 

 

a. Financial difficulties are more prominent in women vs men fraudsters. 

 

b. Divorce is more prominent in women vs. male fraudster.  

 

22.  
 

Most occupational fraudsters are first-time offenders: 

 

a. Only 4% had been convicted of a fraud-related offense prior to committing the crime.  
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b. 89% of fraudsters had never previously been punished or terminated by an employer for 

fraud-related conduct.  

 

23.  
 

While background checks can be useful in screening out some bad job applicants, they might 

not predict fraudulent behavior. 

 

Note: Most fraudsters work for their employers for years before they begin to steal. Therefore,   

ongoing employee monitoring and an understanding of the risk factors and warning signs of 

fraud are much more likely to identify fraud than pre-employment screening. 

 

Specific details from the 2020 Report: 

 

In the following section, the author has extracted from the 2020 Report excerpts of key trends and other 

information that is pertinent to the detection and prevention of occupational fraud: 

 
Frauds by Method 

 

Type of fraud 

% cases 

2018 2020 

Asset misappropriation (theft)  89% 86% 

Corruption schemes  38% 43% 

Fraudulent financial statements 10% 10% 

 

 

Type of fraud 

Median loss 

2018 2020 

Asset misappropriation (theft)  $114,000 $100,000 

Corruption schemes  250,000 200,000 

Fraudulent financial statements 800,000 954,000 

 

Asset Misappropriations - By Type  

 2018 2020 

  

% of all 

cases 

 

Median 

loss 

 

% of all 

cases 

 

Median 

loss 

Involving cash receipts     

Skimming 11% $50,000 11% $47,000 

Cash larceny 11% 75,000 8% 83,000 

Involving fraudulent cash disbursements     

Billing schemes 20% 100,000 26% 100,000 

Check tampering 12% 150,000 14% 110,000 

Expense reimbursements 14% 31,000 19% 33,000 

Payroll schemes 7% 63,000 13% 62,000 

Cash register disbursement schemes 3% 29,000 3% 20,000 

Cash on hand misappropriations 15% 20,000 10% 26,000 

Involving non-cash assets:     

Non-cash misappropriations 

including inventory theft 

21% 98,000 15% 78,000 

 

Categories of fraudulent cash disbursements noted in the 2020 Report include: 
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1. Billing schemes: Employee submits invoices for payment by the organization that are for fictitious 

goods or services, inflated amounts, or for personal purchases. 

 

2. Check tampering: Employee or other perpetrator converts an organization’s funds by forging or 

altering a check on one of the organization’s bank accounts, or by stealing a check that was issued 

to another payee. 

 

3. Expense reimbursement schemes: Employee makes a false claim for reimbursement of fictitious or 

inflated business expenses. 

 

4. Payroll schemes: Employee has the victim organization issue payment for false compensation or to 

a fictitious employee. 

 

5. Register disbursement schemes: Employee makes false entries on a cash register to conceal the 

fraudulent removal of currency. 

 

6. Cash on hand misappropriations: Employee fraudulently voids a sale on the cash register and steals 

cash. 
Duration of Fraud by Scheme Type-2020  

 # months to 

detection 

Involving cash receipts  

Skimming 16 

Cash larceny 21 

Involving fraudulent cash disbursements  

Billing schemes 24 

Check tampering 24 

Expense reimbursements 24 

Payroll schemes 24 

Cash register disbursement schemes 24 

Cash on hand misappropriations 15 

Non-cash misappropriations including inventory theft  13 

 

Fraudulent financial statements 

 

24 

 

Corruption 

 

18 

 

 

Observation: Notice how long it takes to detect a fraud, with a detection period ranging from 13 to 24 

months. 
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Initial Method of Fraud Detection 

 2018 2020 

Tips (whistleblowing) from all sources 40% 43% 

Internal audit 15% 15% 

Management review  13% 12% 

By accident 7% 5% 

Account reconciliation 5% 4% 

Document examination 4% 3% 

External audit 4% 4% 

Internal controls 1% 2% 

 

Note: Note how far down the list detection by the external audit is at 4%, which is lower than 5% by 

accident. Further, tips continue to be the most effective method of fraud detection at 43% of the cases in 

the Study. 

 

Source of Tips 

 2018 2020 

Tip from employees 53% 50% 

Tip from customer 21% 22% 

Anonymous tip 14% 15% 

Tip from vendor 8% 11% 

Other 4% 2% 

 
Fraudulent by Type of Organization 

 2018 2020 

 

Company type 

 

% cases 

Median  

loss 

 

% cases 

Median 

loss 

Private companies 42% $164,000 44% $150,000 

Public companies 29% 117,000 26% 150,000 

Government 16% 118,000 16% 100,000 

Not-for-profits and other 13% 195,000 14% 88,000 

 

Fraudulent by Size of Organization 

 2018 2020 

 

Number of employees 

 

% cases 

Median 

 loss 

 

% cases 

Median 

loss 

<100 (small cap) 28% $200,000 26% $150,000 

100- 999 22% 100,000 23% 120,000 

1,000- 9,999 26% 100,000 27% 100,000 

10,000 plus 24% 132,000 24% 140,000 
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Methods of Fraud: By Size of Victim Organization- 2020 

 <100 

employees 

100 +  

employees 

Corruption 38% 47% 

 

Asset misappropriations 

  

Skimming 15% 9% 

Cash larceny 13% 6% 

Billing schemes 30% 17% 

Check tampering 22% 6% 

Expense reimbursements 20% 13% 

Payroll schemes 17% 7% 

Cash register disbursement schemes 4% 2% 

Cash on hand misappropriations 13% 10% 

Non-cash misappropriations and inventory theft  16% 19% 

 

Fraudulent financial statements  

 

14% 

 

10% 

 

Primary Weakness that Existed During the Fraud- Asset Misappropriation-2020 

 % cases 

Lack of internal controls 32% 

Override of existing controls 18% 

Lack of management review 18% 

Poor tone at the top 10% 

Lack of competent personnel in oversight role 6% 

Lack of independent checks/audits 5% 

    Other 11% 

 

Anti-Fraud Measures in Place at the Time Fraud was Committed- 2020 

 < 100 

employees 

100 +  

employees 

External audit 56% 92% 

Code of conduct 48% 91% 

Internal audit 31% 88% 

 External audit of internal controls (Section 404) 33% 80% 

Management certification of financial statements 39% 85% 

Independent audit committee 21% 76% 

Management review 35% 76% 

Anonymous hotline 20% 78% 

Fraud training for managers/executives 19% 67% 

Fraud training for employees 19% 67% 

Surprise audits 14% 47% 

Job rotation 9% 27% 

Note: A key distinction in the types of anti-fraud measures found in larger versus smaller companies 

is the use of an employee hotline. 78% of larger companies had employee hotlines to report fraud, 

while only 20% of smaller companies had a hotline.  
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Duration of Fraud Based on Presence of Anti-Fraud Controls-2020 

 # months to detect fraud 

  Control not  

in place 

Control 

in place 

% reduction 

in time 

Code of conduct 24 12 -50% 

Proactive data monitoring 18 12 -33% 

Surprise audits 18 11 -38% 

Hotline 18 12 -33% 

Fraud training for employees 18 12 -33% 

External audit of financial statements 24 13 -46% 

Job rotation/vacation 18 9 -50% 

Rewards for whistleblowers 16 11 -31% 

Note: Having certain anti-fraud controls in place can significantly reduce detection time. In particular, 

data monitoring, using a hotline, surprise audits and management review are the controls that reduce 

detection time by up to 50%.  Implementing an external audit of financial statements reduced detection 

time by 46%. 

 
Median Loss Reduction Based on Existence of Anti-Fraud Controls-2020 

 

 

 

 

Control in effect 

 

 

% cases 

implemented 

control 

 

Median fraud 

loss with 

control 

in effect 

Median 

fraud loss 

without 

control in 

effect 

 

 

 

% 

reduction 

Code of conduct 81% $100,000 $205,000 -51% 

Proactive data monitoring 38% 100,000 150,000 -33% 

Surprise audits 38% 100,000 150,000 -33% 

Hotline 64% 100,000 198,000 -49% 

Fraud training for employees 55% 100,000 160,000 -38% 

External audit of financial statements 83% 110,000 204,000 -46% 

Job rotation/vacation 23% 100,000 130,000 -23% 

Rewards for whistleblowers 13% 120,000 122,000 -2% 

 

Position of Fraud Perpetrator-2020 

 

Position 

2020 

% cases Median loss 

 Owner/executive  20% $600,000 

 Manager 35% 150,000 

 Employee 41% 60,000 

 

Duration of Fraud Based on Position-2020 

 

Position 

# months to 

detection 

 Owner/executive  24 

 Manager 18 

 Employee 12 
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Median Loss Based on Number of Perpetrators-2020 

Number of Perpetrators Median Loss 

1 $90,000 

2 105,000 

3 350,000 

 

Correlation Between Perpetrator’s Tenure, 

Frequency, and Median Fraud Loss- 2020 

 

Tenure 

% 

Cases 

Median 

fraud loss 

Less than 1 year 9% $50,000 

1 to 5 years 46% 100,000 

6 to 10 years 22% 190,000 

More than 10 years 23% 200,000 

Note: There is a direct correlation between the tenure of the perpetrator and the amount 

of fraud loss. The correlation is likely to be the result of 1) the perpetrator being in a 

higher level of authority, and 2) the employee having a greater degree of trust with his/her 

superiors and co-workers.  

 

Frequency and Median Loss of Fraud Based on Age of Perpetrator 

 
 

Age 

2020 

% of  

cases 

Median 

Loss 

> 60 3% $575,000 

56-60 6% 400,000 

51-55 8% 207,000 

46-50 14% 213,000 

41-45 18% 141,000 

36-40 19% 150,000 

31-35 16% 80,000 

26-30 10% 65,000 

<26 4% 20,000 

 

Frequency and Median Loss of Fraud Based on Gender of Perpetrator 

 2018 2020 

 % of  

cases 

Median 

Loss 

% of  

cases 

Median 

Loss 

Male 69% $156,000 72% $150,000 

Female 31% 89,000 28% 85,000 

 

Perpetrators’ Criminal Histories-2020 

  % cases 

Had never been charged or convicted of a crime 89% 

Had prior convictions 7% 

Charged but not convicted and other 4% 
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Perpetrators’ Employment Histories- 2020 

  % cases 

Had never been punished or terminated 86% 

Had previously been punished 8% 

Previously terminated and other 8% 

 
Behavioral Red Flags Present During Fraud Scheme- United States 

 

Behavioral Red Flag: 

2020  

% cases 

 

Top 7 Red Flags: 

 

Living beyond means 42% 

Financial difficulties 26% 

Unusual close association with vendor/customer 19% 

Control issues, unwillingness to share duties 15% 

“Wheeler-dealer” attitude 13% 

Irritability, suspiciousness, defensiveness 13% 

Divorce/family problems 12% 

 

Remainder Red Flags: 

 

Addiction problems 9% 

Complaining about inadequate pay 8% 

Refusal to take vacations 7% 

Excessive pressure from within organization 7% 

Excessive family/peer pressure for success 7% 

Past employment related problems 6% 

Social isolation 6% 

Past legal problems 5% 

Complaining about lack of authority 5% 

Instability in life circumstances 4% 

 

No behavioral red flags identified 

 

15% 

 

Note: Signs of a fraud perpetrator include an employee who is under financial pressure by living 

beyond his/her means and having other financial difficulties, among other signs. 

 
Types of Background Checks- 2020 

  % cases 

Employment history check 81% 

Criminal check 75% 

Credit check 38% 

Drug screening 28% 

Note: Companies continue to perform the wrong type of background checks consisting of 

employment and criminal checks. The 2020 Study shows that most perpetrators had not 

been terminated previously nor did they have a criminal record. Instead, the greatest 

correlation of behavior and committing fraud is that many of the fraudsters were under 

personal financial stress which may be uncovered by doing a credit check. Conducting a 

credit check and drug screening are the least common checks that is done by companies of 

their employees, but perhaps, the most effective.  
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Cases Referred to Law Enforcement-2020 

  % cases 

Yes 59% 

No 41% 

  

Note: In 59% of the cases, the victim organization referred the case to law enforcement 

authorities for criminal prosecution.  

 

Results of Cases Referred to Law Enforcement-2020  

  % cases 

Plead guilty or no contest 56% 

Convicted at trial 23% 

Declined to prosecute 12% 

Other 9% 

 

Recovery of Losses- 2020 

  % of loss 

recovered 

No recovery 54% 

Partial recovery 30% 

100% recovery 16% 

Note: 54% of victims did not recover any losses which is consistent with previous research 

by the ACFE. In contrast, only 16% of victims made a full recovery through restitution, 

insurance claims or other means. 
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IV.   Auditing Standards Board (ASB) Agenda 
 

Following is a list of projects that are pending with the Auditing Standards Board as of May 2022: 

 

Auditing Standards Board 

Projects Pending 

 

Project Description and Objective ASB Status 

Generic Internal Control SSAE To develop a guide for an examination 

engagement on internal controls, other than 

an audit of ICFR that is integrated 

with an audit of financial statements. 

 

Guide under development. 

Quality Control Standards To monitor the IAASB project and provide 

feedback to the IASTF and ASB; and to 

consider revisions to standards or 

guidance necessary in the short term. 

 

QC Standards TF tracking 

IAASB project. 

Group Audits To monitor the IAASB group auditor 

project and provide feedback to the IASTF 

and ASB on group auditing matters. 

To consider practice issues and provide 

guidance. 

 

Group Audits Task Force 

tracking IAASB project. 

NOCLAR (Non- 

compliance with Laws & 

Regulations) 

To consider whether there is a need to 

amend GAAS to converge with 

amendments to ISAs from IAASB 

NOCLAR project. 

 

Pending PEEC action. 

 

Source: Auditing Standards Board as modified by the Author. 
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Glossary 
 

Accounting estimate: A monetary amount for which the measurement, in accordance with the 

requirements of the applicable financial reporting framework, is subject to estimation uncertainty.  

 

Agreed-upon procedures engagement: An attestation engagement in which a practitioner performs 

specific procedures on underlying subject matter or subject matter information and reports the findings 

without providing an opinion or a conclusion. 

 

Anchoring bias: Which is a tendency to use an initial piece of information as an anchor against which 

subsequent information is inadequately assessed.  

 

Appropriateness (of audit evidence): The measure of the quality of audit evidence, that is, its relevance 

and reliability in providing support for the conclusions on which the auditor’s opinion is based.   

 

Assertion-based examination engagement: An attestation engagement in which the practitioner 

obtains reasonable assurance by obtaining sufficient appropriate evidence about the responsible party’s 

measurement or evaluation of the underlying subject matter against criteria in order to be able to draw 

reasonable conclusions on which to base the practitioner’s opinion about whether the subject matter is 

in accordance with (or based on) the criteria or the responsible party’s assertion is fairly stated, in all 

material respects.  

 

Attestation engagement: An examination, review, or agreed-upon procedures engagement performed 

under the attestation standards related to subject matter or an assertion that is the responsibility of another 

party.  

 

Audit evidence: Information used by the auditor in arriving at the conclusions on which the auditor’s 

opinion is based. Audit evidence is information to which audit procedures have been applied and consists 

of information that corroborates or contradicts assertions in the financial statements.   

 

Audit of ICFR: An audit of the design and operating effectiveness of an entity's internal control over 

financial reporting (ICFR).  

  

Auditor’s point estimate or auditor’s range: An amount, or range of amounts, respectively, developed 

by the auditor in evaluating management’s point estimate. 

 

Automation bias: Which is a tendency to favor output generated from automated systems, even when 

human reasoning or contradictory information raises questions about whether such output is reliable or 

fit for purpose.  

 

Availability bias: Which is a tendency to place more weight on events or experiences that immediately 

come to mind or are readily available than on those that are not.  

 

Brainstorming: A method of shared problem solving in which all members of a group spontaneously 

contribute ideas. 

 

Confirmation bias: Which is a tendency to place more weight on information that corroborates an 

existing belief than information that contradicts or casts doubt on that belief.  
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Control objective: The aim or purpose of specified controls. Control objectives address the risks that 

the controls are intended to mitigate.  

 

Control risk: The risk that a misstatement that could occur in an assertion about a class of transaction, 

account balance, or disclosure and that could be material, either individually or when aggregated with 

other misstatements, will not be prevented, or detected and corrected, on a timely basis by the entity's 

internal control 

 

Criteria: The benchmarks used to measure or evaluate the subject matter.  

 

Deficiency in internal control: The design or operation of a control that does not allow management or 

employees, in the normal course of performing their assigned functions, to prevent, or detect and correct, 

misstatements on a timely basis.  

 

Detective control: A control that has the objective of detecting and correcting errors or fraud that have 

already occurred that could result in a misstatement of the financial statements. 

 

Direct examination engagement: An attestation engagement in which the practitioner obtains 

reasonable assurance by measuring or evaluating the underlying subject matter against the criteria and 

performing other procedures to obtain sufficient appropriate evidence to express an opinion that conveys 

the results of that measurement or evaluation. In a direct examination engagement, the responsible party 

does not provide an assertion.  

 

Emphasis-of-matter paragraph: A paragraph included in the auditor’s report that is required by 

GAAS, or is included at the auditor’s discretion, and that refers to a matter appropriately presented or 

disclosed in the financial statements that, in the auditor’s judgment, is of such importance that it is 

fundamental to users’ understanding of the financial statements. 

 

Estimation uncertainty: Susceptibility to an inherent lack of precision in measurement. 

 

Exempt offering document: The disclosure document that provides financial and nonfinancial 

information related to the entity issuing the exempt offering (or in the case of a franchise offering, the 

franchisor) and the offering itself.  

 

External information source: An external individual or organization that provides information that is 

used by the entity in preparing the financial statements or that has been obtained by the auditor as audit 

evidence, when such information is suitable for use by a broad range of users. When information has been 

provided by an individual or organization acting in the capacity of management’s specialist, service 

organization, or auditor’s specialist, the individual or organization is not considered an external 

information source with respect to that particular information. 

 

Fraud: An intentional act by one or more individuals among management, those charged with 

governance, employees, or third parties, involving the use of deception that results in a misstatement in 

financial statements that are the subject of an audit.  

 

Going-concern basis of accounting: Under the going-concern basis of accounting, the financial 

statements are prepared on the assumption that the entity is a going concern and will continue its operations 
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for a reasonable period of time. A complete set of GAAP financial statements is prepared using the going-

concern basis of accounting, unless the liquidation basis of accounting is appropriate.  

 

Group: All the components whose financial information is included in the group financial statements. 

A group always has more than one component.  

 

Group engagement partner: The partner or other person in the firm who is responsible for the group 

audit engagement and its performance and for the auditor’s report on the group financial statements that 

is issued on behalf of the firm.  

 

Group engagement team: Partners, including the group engagement partner, and staff who establish 

the overall group audit strategy, communicate with component auditors, perform work on the 

consolidation process, and evaluate the conclusions drawn from the audit evidence as the basis for 

forming an opinion on the group financial statements. 

 

Group financial statements: Financial statements that include the financial information of more than 

one component.  

 

Inherent risk: The susceptibility of an assertion about a class of transaction, account balance, or 

disclosure to a misstatement that could be material, either individually or when aggregated with other 

misstatements, before consideration of any related controls.  

 

Internal control over financial reporting (ICFR): A process effected by those charged with 

governance, management, and other personnel, designed to provide reasonable assurance regarding the 

preparation of reliable financial statements in accordance with the applicable financial reporting 

framework. 

 

Key audit matters: Those matters that, in the auditor’s professional judgment, were of most 

significance in the audit of the financial statements of the current period. Key audit matters are selected 

from matters communicated with those charged with governance. 

 

Management's assessment about ICFR: Management's conclusion about the effectiveness of the 

entity's ICFR, based on suitable and available criteria.  

 

Management bias: A lack of neutrality by management in the preparation of information. 

 

Management’s point estimate: The amount selected by management for recognition or disclosure in 

the financial statements as an accounting estimate. 

 

Materiality: Misstatements, including omissions, are considered to be material if there is a substantial 

likelihood that, individually or in the aggregate, they would influence the judgment made by a reasonable 

user based on the financial statements. 

 

Material weakness: A deficiency, or a combination of deficiencies, in internal control, such that there 

is a reasonable possibility that a material misstatement of the entity’s financial statements will not be 

prevented, or detected and corrected, on a timely basis. 

 

Modified opinion: A qualified opinion, an adverse opinion, or a disclaimer of opinion. 
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Money laundering: The funneling of cash or other funds generated from illegal means through 

legitimate businesses to legitimize the cash or funds.  

 

Near term: is defined as a period of time not to exceed one year from the date of the financial statements. 

 

Noncompliance: Acts of omission or commission by the entity, either intentional or unintentional, 

which are contrary to the prevailing laws or regulations.  

 

Other information: Financial or nonfinancial information (other than financial statements and the 

auditor’s report thereon) included in an entity’s annual report.  

 

Other-matter paragraph: A paragraph included in the auditor’s report that is required by GAAS, or is 

included at the auditor’s discretion, and that refers to a matter other than those presented or disclosed in 

the financial statements that, in the auditor’s judgment, is relevant to users’ understanding of the audit, 

the auditor’s responsibilities, or the auditor’s report. 

 

Outcome of an accounting estimate: The actual monetary amount that results from the resolution of 

the transactions, events, or conditions addressed by an accounting estimate. 

 

Overconfidence bias: Which is a tendency to overestimate one's own ability to make accurate 

assessments of risk or other judgments or decisions.  

 

Pervasive: A term used in the context of misstatements to describe the effects on the financial statements 

of misstatements or the possible effects on the financial statements of misstatements, if any, that are 

undetected due to an inability to obtain sufficient appropriate audit-evidence. 

 

Preconditions for an audit: The use by management of an acceptable financial reporting framework in 

the preparation of the financial statements and the agreement of management and, when appropriate, 

those charged with governance, to the premise on which an audit is conducted.  

 

Preventive control: A control that has the objective of preventing errors or fraud that could result in a 

misstatement of the financial statements. 

 

Privity standard: Accountant’s liability is limited to those third parties with whom the accountant has 

a contractual relationship. 

 

Professional skepticism: An open-minded attitude that presumes that parties are neither totally honest 

nor totally dishonest. 

 

Public Company Accounting Oversight Board (PCAOB): A regulatory body created by the Sarbanes-

Oxley Act of 2002, which regulates audits of SEC registrants, and operates under the U.S. Securities and 

Exchange Commission. 

 

Rainy day fund: A hidden reserve that can be used to adjust quarterly earnings. 

 

Reasonable period of time: The period of time required by the applicable financial reporting 

framework or, if no such requirement exists, within one year after the date that the financial statements 

are available to be issued (or issued for an SEC filer or conduit bond obligor).   
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Recurring audit: An audit engagement for an existing audit client for whom the auditor performed the 

preceding audit.  

 

Responsible party: The party(ies) responsible for the subject matter. If the nature of the subject matter 

is such that no such party exists, a party who has a reasonable basis for making a written assertion about 

the subject matter may be deemed to be the responsible party. 

 

Review engagement: [as used in SSAE No. 22]: An attestation engagement in which the practitioner 

obtains limited assurance by obtaining sufficient appropriate review evidence about the responsible 

party’s measurement or evaluation of underlying subject matter against criteria in order to express a 

conclusion about whether any material modification should be made to the subject matter information 

in order for it be in accordance with (or based on) the criteria, or to the responsible party’s assertion in 

order for it to be fairly stated.  

 

Sarbanes-Oxley Act: The Act signed into law that became effective in 2002. The Act contains sweeping 

reforms for issuers of publicly traded securities, corporate board members, and lawyers. It adopts tough 

new provisions intended to deter and punish corporate and accounting fraud and corruption, threatening 

severe penalties for wrongdoers, and protecting the interests of workers and shareholders. 

 

Security: Security has the meaning as defined in Section 2(a)(1) of the Securities Act of 1933, as 

amended. 

 

Severe impact: is defined as a significant financially disruptive effect on the normal func-tioning of an 

entity. Severe impact is a higher threshold than material. Matters that are important enough to influence 

a user's decisions are deemed to be material, yet they may not be so significant as to disrupt the normal 

functioning of the entity. 

 

Significant component: A component identified by the group engagement team: (i) that is of individual 

financial significance to the group, or (ii) that, due to its specific nature or circumstances, is likely to 

include significant risks of material misstatement of the group financial statements. 

 

Significant deficiency: A deficiency, or a combination of deficiencies, in internal control that is less 

severe than a material weakness yet important enough to merit attention by those charged with 

governance. 

 

Significant unusual transactions: Significant transactions that are outside the normal course of 

business for the entity or that otherwise appear to be unusual due to their timing, size, or nature. 

 

Special purpose financial statements: Financial statements prepared in accordance with a special 

purpose framework.  

 

Special purpose framework: A financial reporting framework other than GAAP that is one of the 

following bases of accounting: cash basis, tax basis, regulatory basis, or contractual basis.  

 

Specified party: The intended user(s) to whom use of the written practitioner’s report is limited. 

 

Subservice organization: A service organization used by another service organization to perform some 

of the services provided to user entities that are likely to be relevant to those user entities’ internal control 

over financial reporting. 
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Sufficiency (of audit evidence): The measure of the quantity of audit evidence. The quantity of audit 

evidence necessary is affected by the auditor’s assessment of the risks of material misstatement and the 

quality of the audit evidence obtained (that is, its appropriateness).   
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MISCELLANEOUS OTHER ISSUES

1. Accounting for Pass-Through Entity (PTE) Tax

2. Accounting and Reporting for Employee Retention Credit (ERC).

3. Bonus and Section 179 Depreciation in GAAP Financial Statements 
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Accounting for Pass-Through Entity (PTE) Tax

3CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting for Pass-Through Entity (PTE) Tax

Tax Cuts and Jobs Act of 2017 (TCJA) limited the tax deductibility of the 
state and local taxes (SALT deduction) by individuals to $10,000.

Since the TCJA, states have been seeking workarounds to obtain the tax 
benefit of the SALT deduction.

The IRS has disallowed numerous state efforts to circumvent the limits 
on SALT.
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Accounting for Pass-Through Entity (PTE) Tax

IRS Notice 2020-75 approved the pass-through entity (PTE) tax election.

• Using the PTE, a pass-through entity taxpayer (partnership/LLC, S corporation or 
trust), can elect to pay state taxes at the entity-level return rather than on the 
personal income tax return of the individual partners/members or shareholders.

• Imposing the state income tax directly at the pass-through entity level avoids the 
SALT deduction limitation by taking the state tax deduction for federal income tax 
purposes at the entity level.  

NOTICE 2020-75:  A deductible “Specified Income Tax Payment” includes any amount paid by a partnership or an 
S corporation to a Domestic Jurisdiction pursuant to a direct imposition of income tax by the Domestic 
Jurisdiction on the partnership or S corporation, without regard to whether the imposition of and liability for the 
income tax is the result of an election by the entity or whether the partners or shareholders receive a partial or 
full deduction, exclusion, credit, or other tax benefit.”
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Accounting for Pass-Through Entity (PTE) Tax

• Most PTE tax states provide that the individual taxpayer (partner/member or 
shareholder) receives a credit on the individual state tax return for all or a portion 
of the state taxes paid by the entity.

NOTE: Some states reduce the state taxable income by the tax paid in lieu of allowed a credit 
against individual state income taxes.

• There are also apportionment issues when one or more partners/members or
shareholders lives in another state.

Does that other state allow the partner/member/shareholder to take a credit for a PTE tax paid by  
an entity in another state?

6CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting for Pass-Through Entity (PTE) Tax

• As of  May  2022,   twenty-three (23) states have passed some form of PTE tax 
with one (1) state pending (source: AICPA, as amended by author)

States approved:

State pending:  Pennsylvania
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Alabama Idaho New York

Arkansas (2022) Illinois  (2022) Oklahoma

Arizona (2022) Louisiana Oregon

California Maryland Rhode Island

Colorado (2022) Massachusetts (NEW) South Carolina

Connecticut Minnesota Wisconsin

Georgia (2022) New Jersey Michigan (12-21)

North Carolina (2022) (Ohio (2022)

Accounting for Pass-Through Entity (PTE) Tax

Summary of states approval for PTE tax- As of May 2022: 

*: 8 states have no individual state income tax

Update:  Total is now 23 states and 1 pending.

8CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

States approved PTE tax 23   

States pending 1

States not approved *26

   Total 50
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Accounting for Pass-Through Entity (PTE) Tax

• Massachusetts PTE Tax Law:  HB 4009 (Mass Chapter 63D)

• Passed September 30, 2021

• Effective: Tax years beginning on or after January 1, 2021 (calendar year 2021).
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Accounting for Pass-Through Entity (PTE) Tax

Massachusetts PTE Tax Law:  HB 4009  (Mass Chapter 63D)

• Eligible pass-through entity: (S corporation, partnership, or LLC taxed as S corporation or 
partnership)

• Qualified member: a shareholder, partner or member of an eligible pass-through entity (can 
be an individual, trust or estate).

RULES:
• An eligible pass-through entity may elect to pay an excise (income) tax on its Massachusetts 

taxable income at a rate of 5%.    

• The entity makes the election annually and the shareholders, partners or members are 
bound by the entity’s election.

• A qualified member is allowed a refundable credit on its Massachusetts return (Form 1) 
equal to 90% of its share of the tax paid by the pass-throug h entity.

10CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting for Pass-Through Entity (PTE) Tax

How should an entity account for the PTE tax incurr ed and paid?

PTE tax is treated as an income tax for GAAP in accordance with ASC 740, Income Taxes.

1. PTE tax paid by the entity is recorded as state tax expense on the entity’s income statement.

2. If material, deferred state income taxes should be recorded on state temporary differences.

a.  Deferred state income taxes shall be recorded at the beginning of the year of election with 

the offset to income from continuing operations (separate component of income tax 

expense per ASC 740-10-45-19)

b.  Valuation account considered if there is a deferred state tax assets is recorded.
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Accounting for Pass-Through Entity (PTE) Tax

How should an entity account for the PTE tax incurr ed and paid?

3.   Disclosures should be made in accordance with ASC 740, Income Taxes.

a.  Disclosure of PTE tax election made

b.  Standard income tax disclosures

12CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting for Pass-Through Entity (PTE) Tax

EXAMPLE 1:

Effective January 1, 2021,  Company X, LLC makes the PTE tax election under Massachusetts law.

Details for 2021:

Pre-tax state book income- 2021             $260,000

M-1- depreciation                                      (100,000)

Taxable state income- 2021:                      $160,000

Temporary differences for accumulated depreciation-state tax purposes:
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Date
Accumulated depreciation-state State PTE 

tax rate DIT liabBook Tax Temp diff
State

12-31-20 (January 1, 2021) 1,000,000 1,200,000 200,000 5% 10,000

12-31-21 1,100,000 1,400,000 300,000 5% 15,000

2021 M-1- state (100,000)

Accounting for Pass-Through Entity (PTE) Tax

In electing the PTE tax in 2021,  X makes the following entries:
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Entries: dr cr

January 1, 2021:

Income tax expense- cumulative state tax adjustment 10,000

Deferred state income tax liability 10,000

To record DIT state tax liability on the first day of PTE tax election, 1-1-21

December 31, 2021:

Income tax expense- state deferred 5,000

Income tax expense- state current  8,000

Deferred state income tax liability ($15,000 - $10,000) 5,000

Accrued state income tax liability  ($160,000 x 5%) 8,000

To record state PTE tax provision at 12-31-21

13
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Accounting for Pass-Through Entity (PTE) Tax

After the entries,  state income tax expense has $23,000 as follows:
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Adjustment to record deferred state taxes on 1-1-21 $10,000

Deferred state tax expense 5,000

Current state tax expense 8,000

$23,000

Accounting for Pass-Through Entity (PTE) Tax
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Company X LLC
Statements of Income

For the Years Ended December 31, 2021 and 2020

2021 2020

Net sales $XX $XX

Cost of sales XX XX

Gross profit XX XX

Operating expenses XX XX

Net income before income taxes XX XX

State income taxes  23,000 0

Net income $XX $XX

15
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Accounting for Pass-Through Entity (PTE) Tax

17CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Company X LLC
Balance Sheets

December 31, 2021 and 2020

2021 2020

Liabilities and Members’ Equity

Current liabilities: $XX $XX

Long-term liabilities: XX

Deferred state income taxes (1)    15,000 0

Members’ equity XX XX

Total liabilities and members’ equity $XX $XX

(1)   Starting in 2019, deferred tax assets and liabilities are shown as long-term assets and 
liabilities per ASU 2015-17.

Accounting for Pass-Through Entity (PTE) Tax

Company X LLC
Notes to Financial Statements
December 31, 2021 and 2020

NOTE 1: Summary of Significant Accounting Policies

Income taxes:

The Company is organized as a limited liability company under the Commonwealth of Massachusetts [INSERT OTHER STATE}Limited Liability
Company Act, and structured to be treated as a partnership for income tax purposes. Under those provisions, in lieu of Companyfederal income taxes,
items of income or loss are allocated to the members in accordance with their respective equity interest and reported on their individual federal income tax
returns. Therefore, no provision or liability forfederal income taxes is reflected in the accompanying financial statements.

Effective January 1, 2021, the Company has made a Pass-Through Entity Tax (PTE Tax) election in accordance with Massachusetts Chapter 63D
[INSERT OTHER STATE] under which the Company incurs and pays a state income tax that would otherwise be paid individually by its
members. In accordance with the PTE Tax election, the Company computes a state income tax in the amount of five percent [INSERT OTHER
STATE] of state taxable income, with its members receiving a state tax credit equal to 90 percent of the state tax paid by the Company [INSERT
OTHER STATE]. The PTE tax is recorded as state income tax expense in the 2021 statement of income. The PTE Tax election is made annually.
The Company did not make a PTE Tax election in 2020.

Effective in 2021,deferred state income taxes are recorded on temporary differences between the financial statement and taxbasis of assets and
liabilities at the applicable state income tax rate. Temporarydifferences are based principally on use of accelerated depreciation methods. No deferred state
income taxes were recorded in 2020.

18CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting for Pass-Through Entity (PTE) Tax

Company X LLC
Notes to Financial Statements
December 31, 2021 and 2020

NOTE 2: Income Taxes

A summary of the provision for state income taxes follows:

The 2021 state tax provision includes an adjustment in the amount of $10,000, reflective of the cumulative tax
effect of a change in tax status on prior years’ financial statements.
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2021 2020

State income taxes:

Currently payable $    8,000 $          0

Deferred 5,000 0

Adjustment due to change in tax status 10,000 0

Total income tax expense $   23,000 $   0

Accounting for Pass-Through Entity (PTE) Tax
Company X LLC

Notes to Financial Statements
December 31, 2021 and 2020

NOTE 3: Supplementary Cash Flow Disclosures
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2021 2020

Interest paid $    XX $    XX        

Income taxes paid 8,000 0

19
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Accounting for Pass-Through Entity (PTE) Tax

Why record deferred state taxes if the PTE tax election is year to year?

The annual PTE tax election is an administrative procedure only and 
should not affect whether there is expected to be future taxable income 
to absorb the DIT-state.

If there is a DIT state asset related to the PTE tax,  a valuation account 
should be considered if it is more likely than not (more than 50% 
probability) that a portion of the DIT state asset  will not be realized in 
the future.  
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Accounting for Pass-Through Entity (PTE) Tax

What if Company X LLC does not make the PTE tax election in 2022?

• If Company X LLC does not make the annual PTE tax election in 2022, there is no 

PTE tax in 2022 and it is treated as a change in tax status per ASC 740.

• Any deferred tax liability is reversed off as of January 1, 2022 and recorded to state 

income tax expense (part of income from continuing operations):

Entry: January 1, 2022:

Deferred state tax liability                                            15,000

State tax expense adjustment                                   15,000

To reverse deferred state tax liability related to PTE tax

22CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting for Pass-Through Entity (PTE) Tax

What is the impact on GAAP financial statements of the entity 

including the PTE tax credit on the owner’s state K-1 to be reflected on 

the owner’s individual tax return?

No impact on the entity’s financial statements.  

The fact that state law permits the owners of the PTE to include a credit for some or 

all of the PTE tax is irrelevant to the entity and its financial statements.  Instead,  

including PTE tax credit information on the state K-1 is for information purposes only 

and has no impact on the entity.  
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Accounting for Pass-Through Entity (PTE) Tax

What if a company issues tax-basis financial statements?

If tax-basis financial statements are issued:

• Income tax expense is recorded for the PTE tax, current portion only

• No deferred income taxes are recorded

• Disclosures similar to GAAP are required exclusive of those related to 
deferred income taxes

24CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting for Pass-Through Entity (PTE) Tax

Example 2: Tax-Basis Financial Statements

Same facts as Example 1 except that the company issues tax-basis 

financial statements for 2021 and 2020.

The company issues a statement of cash flows.
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Accounting for Pass-Through Entity (PTE) Tax

Company X LLC
Notes to Financial Statements-Tax Basis

December 31, 2021 and 2020

NOTE 1: Summary of Significant Accounting Policies

Income taxes:

The Company is organized as a limited liability company under the Commonwealth of Massachusetts [INSERT OTHER STATE] Limited Liability Company

Act, and structured to be treated as a partnership for income tax purposes. Under those provisions, in lieu of Company federal income taxes, items of

income or loss are allocated to the members in accordance with their respective equity interest and reported on their individual federal income tax

returns. Therefore, no provision or liability for federal income taxes is reflected in the accompanying financial statements.

Effective January 1, 2021, the Company has made a Pass-Through Entity Tax (PTE Tax) election in accordance with Massachusetts Chapter 63D [INSERT

OTHER STATE] under which the Company incurs and pays a state income tax that would otherwise be paid individually by its members. In accordance

with the PTE Tax election, the Company computes a state income tax in the amount of five percent [INSERT OTHER STATE} of state taxable income,

with its members receiving a state tax credit equal to 90 percent of the state tax paid by the Company [INSERT OTHER STATE]. The PTE tax is recorded

as state income tax expense in the 2021 statement of income-tax basis. The PTE Tax election is made annually. The Company did not make a PTE Tax

election in 2020.

Reference to deferred state income taxes [REMOVED]

26CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting for Pass-Through Entity (PTE) Tax

Company X LLC

Notes to Financial Statements-Tax Basis

December 31, 2021 and 2020

NOTE 2: Income Taxes

A summary of the provision for state income taxes follows:

Observation: Deferred state taxes and adjustment do to change in tax status are 
removed from the disclosure as they do not apply to tax-basis financial statements.
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2021 2020

State income taxes:

Currently payable $   8,000 $   0

Total income tax expense $   8,000 $   0

Accounting for Pass-Through Entity (PTE) Tax

Company X LLC

Notes to Financial Statements-Tax Basis

December 31, 2021 and 2020

NOTE 3: Supplementary Cash Flow Disclosures
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2021 2020

Interest paid $    XX $    XX        

Income taxes paid 8,000 0
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Accounting and Reporting for

Employee Retention Credit (ERC)

29CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC)

ERC:

• Issued as part of CARES Act and subsequently    
amended by the Consolidated Appropriations Act    
(CAA), and American Recovery Plan (ARP) 

• Guidance issued in IRS Notice 2021-20 (including an IRS   
FAQ), and Notice 2021-23

Further amended by Infrastructure Investment and Jobs Act

30CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting and Reporting for Employee Retention Credit (ERC)

ERC is:

• A refundable tax credit claimed quarterly, as either a reduction in 

payroll taxes or  a cash refund.

• Applies for 2020 and 2021 payroll through 12-31-21 (extended to 12-31-21 

by the American Rescue Plan (ARP)

• Infrastructure Investment and Jobs Act: eliminates the ERC for the 

fourth quarter of 2021

• Available to both eligible for-profit and not-for-profit employers.
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Accounting and Reporting for Employee Retention Credit (ERC)

Employer qualifies for the ERC if:

• Significant decline in gross receipts or full or partial shutdown of business 
from a Government Order  

50% decline in 2020 as compared with 2019 gross receipts 

20% decline in 2021 as compared with 2019 gross receipts

32CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting and Reporting for Employee Retention Credit (ERC)

Employer qualifies for the ERC if:

• Small employer eligibility:

2020 < 100 employees 

2021 < 500 employees

• More restrictive rules for large employers
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Accounting and Reporting for Employee Retention Credit (ERC)
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2020 2021

50% of qualified wages (including qualified health 

plan expenses) paid to each employee

70% of qualified wages (including qualified health 

plan expenses) paid to each employee

$10,000 in maximum wages per employee

Maximum credit is $5,000 per employee for the year

$10,000 in maximum wages for each quarter in 2021 

Maximum credit is $7,000 per employee per quarter  

(maximum $21,000 total per employee for three 

quarters*)

* Infrastructure Act eliminates ERC for fourth  

quarter 2021.

33
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Accounting and Reporting for Employee Retention Credit (ERC)

GAAP FOR ERC

• No specific GAAP authority for accounting for ERC

• Business entities must select an appropriate accounting  

treatment by analogy to other authoritative and nonauthoritative 

guidance. 

• Not accounted for under income tax rules per ASC 740
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Accounting and Reporting for Employee Retention Credit (ERC)

• ASC 105-10-05-2, Generally Accepted Accounting Principles, states:

• If the guidance for a transaction or event is not specified within 
authoritative GAAP,  and entity shall first consider guidance for a 
similar transaction or event found within US GAAP and apply that 
guidance by analogy.

• Then, the entity should consider nonauthoritative guidance from other 
sources such as international standards, and apply that guidance by 
analogy.

36CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting and Reporting for Employee Retention Credit (ERC)

GAAP FOR ERC

FASB Private Company Council (PCC) offers guidance of a business entity’s accounting 

for the ERC using an analogy to other standards:

1. OPTION 1: Conditional contribution (grant) rules per ASC 958-605, Not-for Profit 

Entities- Revenue Recognition 

2. OPTION 2: Government grant rules per IAS 20, Accounting for Government 

Grants and Disclosure of Government Assistance: (international standards) 

Note: The gain contingency rules found in ASC 450-30 might be considered a source 

of US GAAP that is analogistic to the ERC and could be used to account for the ERC.
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Accounting and Reporting for Employee Retention Credit (ERC)
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COMPARISON OF ASC 958 VERSUS IAS 20 MODELS- ERC

Standard Recognition Presentation

ASC 958-605, Not-for-

Profit Entities: Revenue 

Recognition

1. Treat the ERC as a “conditional contribution (grant)” 

2. The ERC is recognized as income when conditions of

ERC are substantially met when:

a. There is a significant decline in gross receipts or

full or partial shutdown, and

b. The entity has qualifying wages for the ERC.

1. Present as other income on the 

income statement

NOTE: It is generally not appropriate to 

credit the ERC against payroll expense.

IAS 20, Accounting for 

Government Grants and 

Disclosure of Government 

Assistance 

1. Treat the ERC as a government grant.

2. ERC is recorded on the income statement when there 

is reasonable assurance (probable) that:

a. Any conditions to the grant are met (qualifying 

wages are incurred), and

b. The grant (ERC) will be received.

1. Presented on the income statement

in one of two ways:

a. As other income, or

b. As a reduction of payroll 

expense.

37
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Accounting and Reporting for Employee Retention Credit (ERC)

OPTION 1: ASC 958-605- Not-for-Profit Entities: Revenue Recognition
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Accounting and Reporting for Employee Retention Credit (ERC)

FASB staff has stated that a for-profit (business) entity may use non-
profit rules in ASC 958 related to contributions (grants) received:

Although ASC 958 applies to not-for-profit entities,   paragraph ASC 958-
605-15-4 states that:

“…guidance in the Contributions Received” Subsections applies to all
entities (NFP and business entities) that receive contributions….”

40CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Accounting and Reporting for Employee Retention Credit (ERC)

“ …. business entities…..are not precluded from applying the

guidance [in ASC 958] by analogy when appropriate.”

[FASB Staff] Minutes of Private Company Counsel (PCC)

meeting, April 17, 2020.
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Accounting and Reporting for Employee Retention Credit (ERC)

ASC 958-605-25 contribution (grant) model:

1. A business entity treats the ERC as a “conditional contribution
(grant)”

2. The ERC is recognized as income when conditions of ERC are
substantially met when:

a. There is a significant decline in gross receipts or full or partial
shutdown, and

b. The entity has qualifying wages for the ERC.
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41

42



22

Accounting and Reporting for Employee Retention Credit (ERC)

3. Entity should reflect the ERC as contribution income (other 
income on the statement of income)

NOTE: Using the ASC 958 model, it is generally not appropriate to 
credit the ERC against payroll expense.
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Accounting and Reporting for Employee Retention Credit (ERC)

ASC 958 Entry:
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Entry: 

Qualifying wages expense

Cash/accrued wages/payables

ERC receivable

Contribution/grant income (other income)

dr

XX

XX

cr

XX

XX
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Accounting and Reporting for Employee Retention Credit (ERC)
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Company X

Statement of Income 

For the Year Ended December 31, 2021

Net sales $XX

Cost of sales XX

Gross profit XX

Operating expenses XX

Income from operations XX

Other income:

Grant income- Employee Retention Credit XX

Net income before income taxes XX

Income taxes XX

Net income $XX

Accounting and Reporting for Employee Retention Credit (ERC)

OPTION 2: (IAS) 20, Accounting for Government Grants and Disclosure of Government 

Assistance

In applying the IAS 20 accounting model to a business entity to the ERC, certain rules are

followed:

1. The ERC is recorded on the income statement when there is reasonable assurance

(it is probable) that:

a. Any conditions attached to the grant are met (qualifying wages are incurred), and

b. The grant (ERC) will be received.
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Accounting and Reporting for Employee Retention Credit (ERC)

(IAS) 20, Accounting for Government Grants and Disclosure of Government Assistance

2. Once an entity achieves the “reasonable assurance” (probable) threshold

(qualifying wages are incurred), income is recognized on a systematic basis over

the period in which the entity recognizes the qualifying wages for which the

grant (ERC) is intended to compensate.

3. The income is presented on the income statement in one of two ways:

a. As a credit on the income statement, such as other income, or

b. As a reduction of the related payroll expense.

NOTE: IF IAS 20 model is used,  the ERC is credited to either other income or payroll expense,  not payroll tax 

expense.  The presentation if the ERC is credited to payroll expense (and not payroll tax expense) because 

qualified wages (payroll) are the expense that creates the ERC.  The taxpayer receives the credit by reducing 

payroll taxes on its Form 941 filings.
47CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC)

4.  Not-for-profit organizations may not use the IAS 20 option.
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Accounting and Reporting for Employee Retention Credit (ERC)

IAS 20 Entries:

49CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Entry:  Option 1: Record as Other income:

Qualifying wages (payroll) expense

Cash/accrued wages/payables

ERC receivable

Contribution/grant income (other income)

dr

XX

XX

cr

XX

XX

Entry:  Option 2: Record as reduction of payroll expense:

Qualifying wages (payroll) expense

Cash/accrued wages/payables

ERC receivable

Qualifying wages (payroll) expense

dr

XX

XX

cr

XX

XX

Accounting and Reporting for Employee Retention Credit (ERC)

(IAS) 20:   OPTION 1: Present ERC as Other Income 
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Company X

Statement of Income 

For the Year Ended December 31, 2021

Net sales $XX

Cost of sales XX

Gross profit XX

Operating expenses XX

Income from operations XX

Other income:

Grant income- Employee Retention Credit XX

Net income before income taxes XX

Income taxes XX

Net income $XX
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Accounting and Reporting for Employee Retention Credit (ERC)

(IAS) 20:   OPTION 2: Present ERC as Reduction of Payroll Expense 
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Company X

Statement of Income 

For the Year Ended December 31, 2021

Net sales $XX

Cost of sales XX

Gross profit XX

Operating expenses

Payroll expense (reduced by ERC)

Payroll tax expense

(XX)

XX

Rent

Depreciation

Other operating expense

XX

XX

XX

Total operating expenses XX

Net income before income taxes XX

Income taxes XX

Net income $XX

Accounting and Reporting for Employee Retention Credit (ERC)

DISCLOSURES: ERC

ASU 2021-10: Government Assistance (Topic 832): Disclosures by 

Business Entities about Government Assistance

Issued: November 2021

Effective date:  Effective for all entities for financial statements issued for annual periods 

beginning after December 15, 2021 (calendar year 2022). Early application is permitted.

Companies can apply new disclosures to 2021 (early) or wait until 2022.

The ASU disclosures can be applied prospectively (2021 or 2022) or retrospectively 

(include 2020).
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Accounting and Reporting for Employee Retention Credit (ERC)

DISCLOSURES: ERC

The disclosures in ASU 2021-20 apply to business entities that account for a 
transaction with a government (such as ERC) by analogizing to a grant or 
contribution accounting model such as:

• ASC 958-605, Not-For-Profit Entities—Revenue Recognition), or

• IAS 20, Accounting for Government Grants and Disclosure of Government 
Assistance

53CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC)

DISCLOSURES: ERC- ASU 2021-10  

ASU 2021-10 requires the following annual disclosures about transactions with a 
government that are accounted for by applying a grant or contribution accounting 
model by analogy:

1. The accounting policy used to account for the ERC transactions

2. Information about the nature of the transactions 

3. The line items on the balance sheet and income statement that are affected by the 

transactions, and the amounts applicable to each financial statement line item

4. Any significant terms and conditions of the transactions, including commitments 

and contingencies.
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Accounting and Reporting for Employee Retention Credit (ERC)

DISCLOSURES: ERC- Accounting using ASC 958

55CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

NOTE X: Refundable Tax Credits- Employer Retention Credit  

In 2021,  the Company received $300,000 of refundable tax credits in accordance with the Employer Retention Credit (ERC) 

program, authorized by the Coronavirus Aid, Relief, and Economic Security (CARES) Act, as amended by subsequent legislative 

changes.  [Disclosure Item 2]

In accordance with the ERC program,  a Company is eligible for an ERC if, due to the COVID-19 pandemic,  there has been a 

significant decline in gross receipts  in the current year as compared with 2019 gross receipts, or a full or partial shutdown based on 

a governmental order.   The ERC is computed based on a percentage of qualified wages (including qualified health insurance 

expenses) incurred during the year, with a maximum annual credit  per employee. [Disclosure Item 2 and 4]

The Company’s policy is to account for the ERC as a grant using guidance analogous  to conditional contributions found in ASC 

Subtopic 958-605,  Not-for-Profit Entities- Revenue Recognition.  In accordance with ASC Subtopic 958-605,  the ERC is recognized 

and recorded as grant income in the statement of income when the conditions required for the ERC are substantially met. 

[Disclosure Item 1] 

The Company has presented $300,000 of grant income in the other income section of the statement of income.  In the current 

assets section of the December 31, 2021 balance sheet, the Company has an ERC receivable in the amount of $50,000, reflective of 

that portion of the ERC that has not yet been received. [Disclosure Item 3] 

Accounting and Reporting for Employee Retention Credit (ERC)

DISCLOSURES: ERC- Accounting using IAS 20

56CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

NOTE X: Refundable Tax Credits- Employer Retention Credit 

In 2021,  the Company received $300,000 of refundable tax credits in accordance with the Employer Retention Credit (ERC) 

program, authorized by the Coronavirus Aid, Relief, and Economic Security (CARES) Act, as amended by subsequent legislative 

changes. [Disclosure Item 2]

In accordance with the ERC program,  a Company is eligible for an ERC if, due to the COVID-19 pandemic,  there has been a 

significant decline in gross receipts  in the current year as compared with 2019 gross receipts, or a full or partial shutdown based on 

a governmental order.   The ERC is computed based on a percentage of qualified wages (including qualified health insurance 

expenses) incurred during the year, with a maximum annual credit  per employee. [Disclosure Item 2 and 4]

The Company’s policy is to account for the ERC as a grant using guidance analogous to government grants found in IAS 20, 

Accounting for Government Grants and Disclosure of Government Assistance. In accordance with IAS 20,  the ERC is recognized 

and recorded as a reduction to payroll expense in the statement of income when there is reasonable assurance that the conditions 

related to the grant have been satisfied and the ERC credit will  be received. [Disclosure Item 1] 

The Company has presented $300,000 of grant income as a reduction to payroll expense and operating expenses in the  statement 

of income.  In the current assets section of the December 31, 2021 balance sheet, the Company has an ERC receivable in the amount 

of $50,000, reflective of that portion of the ERC that has not yet been received. [Disclosure Item 3]

55

56



29

Accounting and Reporting for Employee Retention Credit (ERC)

Should an entity apply the disclosures in ASU 2021-10 early for 2021?

Yes.

ASU 2021-10 is effective for calendar year 2022 with early application 

permitted.  Any entity should have disclosures for 2020 and 2021.  

The author recommends that an entity simply follow the ASU 2021-10 

disclosures for 2021 and 2020 year end FS.

57CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC) X

What should an entity do if it did not include disclosures related to ERC in its 

2020 financial statements?

You are NOT ALONE.    

For 2020 financial statements, many companies were not familiar with the ERC 

GAAP rules as they are obscure.

For 2020, many companies simply credited the ERC to payroll expense with no 

selection of an accounting principle (ASC 958 or IAS 20) and no disclosures.
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Accounting and Reporting for Employee Retention Credit (ERC)

PLAN FOR 2021 IF AN ENTITY RECORDED ERC IN 2020 BUT DID NOT DISCLOSE 

THE ERC IN 2020.

Action Step 1:  Select an accounting principle to apply for 2020 

(retrospectively) and 2021.

• ASC 958- Present IRC in other income, or

• IAS 20- Present IRC as reduction of payroll expense in operating expenses

Action 2:  Include the ASU 2021-10 disclosure in the 2021 financial statements 

and apply it to both 2021 and comparative 2020.

59CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC)

Example 1:  IAS 20

Company X received and recorded $100,000 of ERC as a reduction to payroll expense 
in 2020.

X made no disclosures in 2020.

In 2021,  X records $200,000 of ERC as a reduction to payroll expense in 2021.

Because X wishes to continue to record the ERC as a reduction in payroll expense, it 
chooses to adopt IAS 20 guidance.

X wishes to include disclosures for 2021 and 2020 in the 2021 financial statements.  X 
chooses to adopt the ASU 2021-10 disclosures early for 2021 and 2020 in lieu of 
creating its own disclosures.
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Accounting and Reporting for Employee Retention Credit (ERC)

Conclusion 1:

X has no reclassification required to its income statement for 2020 and 2021 

because it continues to record the ERC as a reduction in payroll expense as 

authorized by IAS 20.

X should include a disclosure in its 2021 financial statements based on the 

guidance in ASU 2021-10.

The disclosure should cover 2021 and 2020.

61CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC)

IAS 20:   Present ERC as Reduction in Payroll Expense 
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Company X

Statements of Income 

For the Years Ended December 31, 2021 and 2020

2021 2020

Net sales $XX $XX

Cost of sales XX XX

Gross profit XX XX

Operating expenses XX XX

Payroll expense (reduced by ERC ($200,000 and ($100,000))

Payroll tax expense 

(200,000)

XX

(100,000)

XX

Rent

Depreciation

Other operating expense

XX

XX

XX

XX

XX

XX

Total operating expenses XX XX

Net income before income taxes XX XX

Income taxes XX XX

Net income $XX $XX
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 1 Disclosure: IAS 20

63CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

NOTE X: Refundable Tax Credits- Employer Retention Credit 

In 2021 and 2020,  the Company received $200,000 and $100,000, respectively, of refundable tax credits in accordance with the 

Employer Retention Credit (ERC) program, authorized by the Coronavirus Aid, Relief, and Economic Security (CARES) Act, as 

amended by subsequent legislative changes. [Disclosure Item 2]

In accordance with the ERC program,  a Company is eligible for an ERC if, due to the COVID-19 pandemic,  there has been a 

significant decline in gross receipts  in each year as compared with 2019 gross receipts, or a full or partial shutdown based on a 

governmental order.   The ERC is computed based on a percentage of qualified wages (including qualified health insurance expenses) 

incurred during the year, with a maximum annual credit  per employee. [Disclosure Item 2 and 4]

The Company’s policy is to account for the ERC as a grant using guidance analogous to government grants found in IAS 20, 

Accounting for Government Grants and Disclosure of Government Assistance. In accordance with IAS 20,  the ERC is recognized 

and recorded as a reduction to payroll expense in the statement of income when there is reasonable assurance that the conditions 

related to the grant have been satisfied and the ERC credit will  be received. [Disclosure Item 1] 

In 2021 and 2020, the Company has presented $200,000 and $100,000, respectively, of grant income as a reduction to payroll  

expense and operating expenses in the statement of income.  In the current assets section of the December 31, 2021 and 2020 

balance sheet, the Company has an ERC receivable in the amount of $75,000 and $50,000, respectively, reflective of that portion of 

the ERC that has not yet been received. [Disclosure Item 3]

Accounting and Reporting for Employee Retention Credit (ERC)

Example 2:  ASC 958

Same facts as Example 1 except that:

• In 2020,  X recorded the ERC as a reduction in payroll expense.

• X wishes to elect the ASC 958 approach and present the ERC as other 

income in the income statement for BOTH 2020 and 2021.
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 2:  PREVIOUS PRESENTATION OF ERC FOR 2020

65CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Company X

Statements of Income 

For the Year Ended December 31, 2020

2020

Net sales $XX

Cost of sales XX

Gross profit XX

Operating expenses XX

Payroll expense (reduced by ERC $100,000)

Payroll tax expense 

(100,000)

XX

Rent

Depreciation

Other operating expense

XX

XX

XX

Total operating expenses XX

Net income before income taxes XX

Income taxes XX

Net income $XX

Accounting and Reporting for Employee Retention Credit (ERC)

Example 2: ASC 958

Conclusion: 

In its 2021 financial statements, X should include a disclosure referencing 

application of the ASC 958 approach for BOTH 2021 and 2020.

X should reclassify the 2020 ERC from a reduction in payroll expense to other 

income, and present the ERC as other income for both 2021 and 2020 

(comparative).

X should include a disclosure stating that the 2020 ERC has been reclassified to 

make it comparative with 2021.
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 2: ASC 948 REVISED CLASSIFICATION OF ERC TO OTHER INCOME- 2021 AND 
2020    

67CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Company X

Statements of Income 

For the Years Ended December 31, 2021 and 2020

2021 2020

Net sales $XX $XX

Cost of sales XX XX

Gross profit XX XX

Operating expenses XX XX

Income from operations XX XX

Other income:

Grant income- Employee Retention Credit 200,000 100,000

Net income before income taxes XX XX

Income taxes XX XX

Net income $XX $XX

Accounting and Reporting for Employee Retention Credit (ERC)

Example 2:  REVISED DISCLOSURE 2021 AND 2020- USING ASC 958 

68CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

NOTE X: Refundable Tax Credits- Employer Retention Credit  

In 2021 and 2020,  the Company received $200,000 and $100,000, respectively, of refundable tax credits in accordance with the 

Employer Retention Credit (ERC) program, authorized by the Coronavirus Aid, Relief, and Economic Security (CARES) Act, as 

amended by subsequent legislative changes. [Disclosure Item 2]

In accordance with the ERC program,  a Company is eligible for an ERC if, due to the COVID-19 pandemic,  there has been a 

significant decline in gross receipts  in each year as compared with 2019 gross receipts, or a full or partial shutdown based on a 

governmental order.   The ERC is computed based on a percentage of qualified wages (including qualified health insurance expenses) 

incurred during the year, with a maximum annual credit  per employee. [Disclosure Item 2 and 4]

The Company’s policy is to account for the ERC as a grant using guidance analogous to conditional contributions found in ASC 

Subtopic 958-605,  Not-for-Profit Entities- Revenue Recognition.  In accordance with ASC Subtopic 958-605,  the ERC is recognized 

and recorded as grant income in the statement of income when the conditions required for the ERC are substantially met. 

[Disclosure Item 1] 

In 2021 and 2020, the Company has presented $200,000 and $100,000, respectively, in the other income section of the statement 

of income.  In the current assets section of the December 31, 2021 and 2020 balance sheet, the Company has an ERC receivable in 

the amount of $75,000 and $50,000, respectively, reflective of that portion of the ERC that has not yet been received. [Disclosure 

Item 3]
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 2:   ADDITIONAL DISCLOSURE IN 2021-2020 FS- ASC 958

69CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

NOTE X: Reclassifications

Certain reclassifications were made to the 2020 financial statements to conform with the 2021 presentation.  

[These reclassifications did not impact previously reported net income, stockholder’s equity, or total cash flows from 

operating, financing and investing activities].

or

Certain reclassifications were made to the 2020 statement of income to conform with the 2021 presentation, 

including reclassifying $100,000 of credits received  under the Employer Retention Credit (ERC) program from its 

original presentation as a reduction in payroll expense, to other income. [This reclassification did not impact

previously reported net income, stockholder’s equity, or total cash flows from operating, financing and investing 

activities].

Accounting and Reporting for Employee Retention Credit (ERC)

What are the disclosures of the ERC if tax-basis financial statements are 

presented?

If tax-basis financial statements are presented,  the ERC is presented as a 

reduction (credit) to payroll expense per the IRC and CARES Act.    

The ERC is not presented as other income.

Disclosures should be similarly informative to GAAP disclosures.
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Accounting and Reporting for Employee Retention Credit (ERC)

Tax Basis Financial Statements- ERC

71CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Company X

Statement of Income- Tax Basis 

For the Years Ended December 31, 2021

2021

Net sales $XX

Cost of sales XX

Gross profit XX

Operating expenses XX

Payroll expense

Payroll expense (reduced by ERC) 

XX

(XX)

Rent

Depreciation

Other operating expense

XX

XX

XX

Total operating expenses XX

Net income before income taxes XX

Income taxes XX

Net income $XX

Accounting and Reporting for Employee Retention Credit (ERC)

DISCLOSURES: ERC- Tax-Basis Financial Statements
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NOTE X: Refundable Tax Credits- Employer Retention Credit 

In 2021,  the Company received $300,000 of refundable tax credits in accordance with the Employer Retention Credit (ERC) program, 

authorized by the Coronavirus Aid, Relief, and Economic Security (CARES) Act, as amended by subsequent legislative changes. 

[Disclosure Item 2]

In accordance with the ERC program,  a Company is eligible for an ERC if, due to the COVID-19 pandemic,  there has been a 

significant decline in gross receipts  in the current year as compared with 2019 gross receipts, or a full or partial shutdown based on 

a governmental order.   The ERC is computed based on a percentage of qualified wages (including qualified health insurance 

expenses) incurred during the year, with a maximum annual credit  per employee. [Disclosure Item 2 and 4]

In accordance with the Internal Revenue Code, the Company records the ERC as a reduction to payroll expense. [Disclosure Item 1] 

The Company has presented $300,000 of ERC as a reduction to payroll expense and operating expenses in the  statement of 

income-tax basis.  In the current assets section of the December 31, 2021 balance sheet-tax basis, the Company has an ERC 

receivable in the amount of $50,000, reflective of that portion of the ERC that has not yet been received. [Disclosure Item 3]
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Accounting and Reporting for Employee Retention Credit (ERC)

What if an entity did not record the ERC in 2020 financial statements and 

waited until the Form 941X was filed in 2021- after FS were issued?

THREE OPTIONS

OPTION 1: Ignore the fact that the ERC is in 2021 instead of 2020 based on immateriality of the ERC.

OPTION 2: Issue single-year FS for 2021 only:

• Adjust beginning retained earnings on 1-1-21 for the effect of the ERC on 2020. 

• Include a disclosure in 2021 explaining the beginning retained earnings adjustment.

• Include an emphasis-of-matter paragraph in the report explaining the retained earnings 

adjustment.

73CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC)

What if an entity did not record the ERC in 2020 financial statements and 

waited until the Form 941X was filed in 2021- after FS were issued?

OPTION 3: Issue comparative FS for 2021 and 2020:

• Restate 2020 FS to reflect the ERC  in 2020. 

• Include a disclosure in 2021/2020 FS explaining the restatement of 2020 FS.

• Include an in the 2021/2020 report explaining the restatement of 2020 FS. emphasis-of-matter 

paragraph 
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 1:   Single Year 2021 Financial Statements- ERC Related to 2020

• X is a partnership and earns ERC of $150,000 based on 2020 payroll.

• X issues 2020 financial statements on April 30, 2021 without the ERC recorded.

• X records the 2020 ERC ($150,000) in  2021 when it files a Form 941X in September 

2021.

• X issues single-year 2021 FS.

Conclusion:

• X adjusts (corrects) beginning retained earnings (January 1, 2021) for the $150,000 

ERC related to 2020.

• X includes a disclosure in its 2021 FS explaining the 1-1-21 RE adjustment.

• X includes an emphasis-of-matter paragraph in its 2021 report (new per SSARS 25)

75CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC)

Example 1:   Single Year 2021 Financial Statements- ERC Related to 2020

Entry: January 1, 2021:

IRS refund receivable (ERC)                            150,000

Retained earnings                                    150,000

Notes to Financial Statements

December 31, 2021

NOTE X:  Employee Retention Credit:

January 1, 2021 Retained earnings have been restated in the amount of $150,000, to reflect an 

adjustment of  an Employee Retention Credit (ERC) earned in 2020, and received in 2021.
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 1:   Single Year 2021 Financial Statements- ERC Related to 2020

Compilation Report:  Separate emphasis-of-matter paragraph:

As discussed in Note X to the financial statements, January 1, 2021 retained earnings have been 

restated to correct a misstatement related to 2020 financial statements. 

or

As discussed in Note X to the financial statements, January 1, 2021 retained earnings have been 

restated to reflect an adjustment of  an Employee Retention Credit (ERC) to 2020 financial 

statements. 

77CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Accounting and Reporting for Employee Retention Credit (ERC)

Example 1:   Single Year 2021 Financial Statements- ERC Related to 2020

Review Report:  Separate emphasis-of-matter paragraph:

Emphasis of Matter 

As discussed in Note X to the financial statements, January 1, 2021 retained earnings have been 

restated to correct a misstatement related to 2020 financial statements. 

or

Emphasis of Matter 

As discussed in Note X to the financial statements, January 1, 2021 retained earnings have been 

restated to reflect an adjustment of  an Employee Retention Credit (ERC) to 2020 financial 

statements. 
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 1:   Single Year 2021 Financial Statements- ERC Related to 2020

Audit Report:  Separate emphasis-of-matter paragraph:

Emphasis of Matter 

As discussed in Note X to the financial statements, January 1, 2021 retained earnings have been 

restated to correct a misstatement related to 2020 financial statements. 

or

Emphasis of Matter 

As discussed in Note X to the financial statements, January 1, 2021 retained earnings have been 

restated to reflect an adjustment of an Employee Retention Credit (ERC) to 2020 financial 

statements. 
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 2: Comparative 2021-2020 Financial Statements- ERC Related to 2020

Same facts as Example 1 except:

• X issues comparative FS for 2021 and 2020.

• X restates 2020 FS for the  $150,000 ERC.

Conclusion:

• X adjusts (corrects) 2020 FS for the $150,000 ERC.

• X includes the corrected 2020 FS comparatively with 2021 FS.

• X includes a disclosure in its 2021 FS explaining the restatement of 2020.

• X includes an emphasis-of-matter paragraph in its 2021/2020 report (new per 

SSARS No. 25)
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 2: Comparative 2021-2020 Financial Statements- ERC Related to 2020 

CORRECTING ENTRY:   2020:

Entry: December 31, 2020:
IRS refund receivable (ERC)                                                      150,000

ERC  (payroll expense or other income)                                150,000

Notes to Financial Statements
December 31, 2021 and 2020

NOTE X:  Employee Retention Credit:

The 2020 financial statements have been restated to reflect an adjustment  of a $150,000 Employee 
Retention Credit (ERC) to 2020 financial statements.   The effect of the adjustment was to increase
2020 net income and retained earnings by $150,000.
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 2: Comparative 2021-2020 Financial Statements- ERC Related to 2020 

Compilation Report on Comparative 2021 and 2020 Financial Statements:

Emphasis-of-matter paragraph:

As discussed in Note X to the financial statements, the 2020 financial statements have been restated to 

correct a misstatement. 

or

As discussed in Note X to the financial statements,  the 2020 financial statements have been restated to 

reflect an adjustment of an Employee Retention Credit (ERC). 

82CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

81

82



42

Accounting and Reporting for Employee Retention Credit (ERC)

Example 2: Comparative 2021-2020 Financial Statements- ERC Related to 2020 

Review Report on Comparative 2021 and 2020 Financial Statements:

Emphasis of Matter 

As discussed in Note X to the financial statements, the 2020 financial statements have been restated to 

correct a misstatement. Our conclusion is not modified with respect to this matter.

or

Emphasis of Matter 

As discussed in Note X to the financial statements,  the 2020 financial statements have been restated to 

reflect an adjustment of an Employee Retention Credit (ERC). Our conclusion is not modified with respect to 

this matter.
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Accounting and Reporting for Employee Retention Credit (ERC)

Example 2: Comparative 2021-2020 Financial Statements- ERC Related to 2020 

Audit Report on Comparative 2021 and 2020 Financial Statements:

Emphasis of Matter 
As discussed in Note X to the financial statements, the 2020 financial statements have been restated to 
correct a misstatement. Our opinion is not modified with respect to this matter.

or

Emphasis of Matter 
As discussed in Note X to the financial statements,  the 2020 financial statements have been restated to 
reflect an adjustment of an Employee Retention Credit (ERC). Our  opinion is not modified with respect to 
this matter.
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Bonus and Section 179 Depreciation in GAAP Financial Statements 

Question:   As for the traditional MACRS lives, is a company permitted 
to use the tax lives for GAAP?

Response: The Tax Cuts and Jobs Act did not change the basic MACRS 
lives for equipment, fixtures and real property.

MACRS depreciation may be used for financial statement purposes, 
provided the MACRS lives and methods are reasonable. 

85CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

Bonus and Section 179 Depreciation in GAAP Financial Statements

Acceptability of Tax Depreciation for GAAP

Asset Category MACRS Lives Acceptable for GAAP?

Equipment and fixtures 5 to 7 years accelerated Yes

Residential property 27.5 years straight line Yes

Non-residential property 39 years straight line Yes

Listed property Increased to $10,000 Possibly- not material

Leasehold improvements 27.5 years or 39 years No- limited to lease term- may

not be material

Bonus depreciation property Expensed No

Section 179 depreciation property Expensed No
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H.   Bonus and Section 179 Depreciation in GAAP Financial Statements

In looking at the previous chart, exclusive of assets that are expensed under bonus

and Section 179 depreciation, the basic MACRS lives are generally consistent with

and acceptable for GAAP:

• Depreciating equipment and fixtures depreciated over 5 to 7 years on an

accelerated basis, is certainly an acceptable systematic and rational allocation of

cost under GAAP.

• Depreciating residential real estate over 27.5 years and non-residential real estate

over 39 years, both on a straight-line basis, is consistent with the method and

useful lives of those types of assets under GAAP.

• Listed property limits may not be consistent with GAAP but the differences are

generally not material.
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Bonus and Section 179 Depreciation in GAAP Financial Statements

That leaves the problem areas that include:

• Leasehold improvements depreciation

• Bonus depreciation 

• Section 179 property depreciation 
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Bonus and Section 179 Depreciation in GAAP Financial Statements

Options under which a company can still avoid having to
maintain two depreciation schedules: one for book and one
for tax purposes

Option 1: Consider the depreciation difference not to be material: Record tax

depreciation (including the Section 179 deduction and bonus depreciation) for

GAAP, based on the argument that the difference is not material.

Option 2: Use a GAAP departure: Record tax depreciation for GAAP and note a

GAAP departure in the report.

Option 3: Use tax-basis financial statements: Convert to tax-basis financial

statements and record tax depreciation under the Internal Revenue Code, including

bonus and Section 179 depreciation.
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Bonus and Section 179 Depreciation in GAAP Financial Statements

Option 1: Consider the depreciation difference not to be material

1. If the depreciation difference is not material, tax depreciation is 

acceptable for GAAP.

2. If  the difference between the book and tax method is not material, 

reference should not be made to the MACRS method in the notes to 

financial statements. 
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Bonus and Section 179 Depreciation in GAAP Financial Statements

Option 1: Consider the depreciation difference not to be material

Instead, the summary of significant accounting policies should disclose  the fact that 

the company uses an accelerated method based upon certain useful lives.  

NOTE X: Plant and Equipment

Plant and equipment is stated at cost. Depreciation is computed using accelerated 
methods based on the following estimated useful lives:

Life in years

Motor vehicles 5

Machinery and equipment 7

Leasehold improvements 39

Building 39
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Bonus and Section 179 Depreciation in GAAP Financial Statements

Option 2: Use a GAAP departure

For many nonpublic companies, it may be prudent to record tax depreciation for GAAP 

purposes, even if there is a material amount of bonus and Section 179 depreciation.

• If the difference between tax and GAAP depreciation is material, the accountant or 

auditor can indicate a GAAP departure in the report, to avoid using two depreciation 

schedules.  

• In most cases, the departure will not be a concern for third-party users who typically 

ignore the impact of depreciation and amortization, as they represent non-cash 

elements of the financial statements.  
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To the Board of Directors
XYZ Company

Management is responsible for the accompanying financial statements of XYZ Company, which comprise the balance sheet as of December 31,

20X1 and the related statement of income and retained earnings for the year then ended in accordance with accounting principles generally

accepted in the United States of America. We have performed a compilation engagement in accordance with Statements on Standards for

Accounting and Review Services promulgated by the Accounting and Review Services Committee of the AICPA. We did not audit or review the

financial statements nor were we required to perform any procedures to verify the accuracy or completeness of the information provided by

management. Accordingly, we do not express an opinion, a conclusion, nor provide any form of assurance on these financial statements.

Management has elected to omit substantially all the disclosures and the statement of cash flows required by accounting principles generally

accepted in the United States of America. If the omitted disclosures and the statement of cash flows, were included in the financial statements,

they might influence the user’s conclusions about the company’s financial position, results of operations, and cash flows. Accordingly, the financial

statements are not designed for those who are not informed about such matters.

Accounting principles generally accepted in the United States of America require that plant and equipment be depreciated over their useful lives

in a systematic and rational manner. Management has informed us that the Company has computed depreciation in accordance with methods

required for federal income tax purposes which do not result in an allocation of depreciation over the assets’ estimated useful lives. The effects

of this departure from generally accepted accounting principles on the Company’s financial position, results of operations, and cash flows have

not been determined.

James J. Fox & Company

Burlington, Massachusetts

March 31, 20X2
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Independent Accountant’s Review Report

Independent Accountant’s Review Report
To the Board of Directors
XYZ Company

I (we) have reviewed the accompanying financial statements of XYZ Company, which comprise the balance sheets as
of December 31, 20X2 and 20X1, and the related statements of income, changes in stockholders’ equity, and cash
flows for the years then ended, and the related notes to the financial statements. A review includes primarily applying
analytical procedures to management’s (owners’) financial data and making inquiries of company management
(owners). A review is substantially less in scope than an audit, the objective of which is the expression of an opinion
regarding the financial statements as a whole. Accordingly, I (we) do not express such an opinion.

Management’s Responsibility for the Financial Statements
Management (owners) is (are) responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement whether due to fraud or error.
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Bonus and Section 179 Depreciation – REVIEW REPORT GAAP EXCEPTION
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continued]

Accountant’s Responsibility
My (our) responsibility is to conduct the review engagements in accordance with Statements on Standards for Accounting and Review
Services promulgated by the Accounting and Review Services Committee of the American Institute of Certified Public Accountants.
Those standards require me (us) to perform procedures to obtain limited assurance as a basis for reporting whether I am (we are) aware
of any material modifications that should be made to the financial statements for them to be in accordance with accounting principles
generally accepted in the United States of America. I (We) believe that the results of my (our) procedures provide a reasonable basis for
our conclusion. We are required to be independent of XYZ Company and to meet our other ethical responsibilities, in accordance with
the relevant ethical requirements related to our reviews. (NEW per

Basis for Qualified Conclusion
As disclosed in Note 1, accounting principles generally acc epted in the United States of America require that plant and
equipment be depreciated over their useful lives in a system atic and rational manner. Management has informed us that th e
Company has computed depreciation in accordance with metho ds required for federal income tax purposes which do not
result in an allocation of depreciation over the assets’ est imated useful lives. The effects of this departure from gene rally
accepted accounting principles on the Company’s financial position, results of operations, and cash flows have not bee n
determined.

Qualified Conclusion
Based on my (our) reviews, except for the effect of the matter described in the Basis for Qualified Conclusion paragraph , I am
(we are) not aware of any material modifications that should be made to the accompanying financial statements in order for them to be
in accordance with accounting principles generally accepted in the United States of America.

James J. Fox & Company
Burlington, Massachusetts
March 31, 20X2 CHAPTER 8:  MISCELLANEOUS OTHER ISSUES
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Independent Auditor’s Report

To the Board of Directors
XYZ Company

Qualified Opinion

We have audited the financial statements of XYZ Company, which comprise the balance sheet as of December 31, 20X1, and the related 

statements of income, changes in stockholders’ equity, and cash flows for the year then ended, and the related notes to the financial 

statements.

In our opinion, except for the effects of the matter described in the Basis for Qualified Opinion section of our report, the accompanying 

financial statements present fairly, in all material respects, the financial position of XYZ Company as of December 31, 20X1, and the results 

of its operations and its cash flows for the year then ended in accordance with accounting principles generally accepted in the United 

States of America.

Basis for Qualified Opinion

As more fully described in Note X to the financial statements, the Company has computed depreciation in accordance with methods

required for federal income tax purposes, which does not result in an allocation of depreciation over the assets’ estimated useful lives. In

our opinion, generally accepted accounting principles require that plant and equipment be depreciated using methods and lives that

result in a systematic and rational allocation of the asset cost over future periods. The effects of this departure from generally accepted

accounting principles on financial position, results of operations, and cash flows have not been determined.
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Basis for Qualified Opinion [continued]

We conducted our audits in accordance with auditing standards generally accepted in the United States of America (GAAS). Our responsibilities under 

those standards are further described in the Auditor’s Responsibilities for the Audit of the Financial Statements section of our report. We are required 

to be independent of XYZ Company and to meet our other ethical responsibilities, in accordance with the relevant ethical requirements relating to our 

audits. We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our qualified audit opinion.

Responsibilities of Management for the Financial Statements

Management is responsible for the preparation and fair presentation of the financial statements in accordance with accounting principles generally 

accepted in the United States of America, and for the design, implementation, and maintenance of internal control relevant to the preparation and fair 

presentation of financial statements that are free from material misstatement, whether due to fraud or error.

In preparing the financial statements, management is required to evaluate whether there are conditions or events, considered in the aggregate, that 

raise substantial doubt about XYZ Company’s ability to continue as a going concern for [insert the time period set by the applicable financial reporting 

framework].

Auditor’s Responsibilities for the Audit of the Financial Statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material misstatement, whether 

due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable assurance is a high level of assurance but is not absolute 

assurance and therefore is not a guarantee that an audit conducted in accordance with GAAS will always detect a material misstatement when it exists. 

The risk of not detecting a material misstatement resulting from fraud is higher than for one resulting from error, as fraud may involve collusion, 

forgery, intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered material if, individually or in the 

aggregate, they could reasonably be expected to influence the economic decisions of users made on the basis of these financial statements.
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Auditor’s Responsibilities for the Audit of the Financial Statements  [continued]

In performing an audit in accordance with GAAS, we:

• Exercise professional judgment and maintain professional skepticism throughout the audit.

• Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, and design and perform 

audit procedures responsive to those risks. Such procedures include examining, on a test basis, evidence regarding the amounts and 

disclosures in the financial statements.

• Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate in the 

circumstances, but not for the purpose of expressing an opinion on the effectiveness of ABC Company’s internal control. Accordingly, no 

such opinion is expressed.

• Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates made by management, 

as well as evaluate the overall presentation of the financial statements.

• Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial doubt about XYZ 

Company’s ability to continue as a going concern for a reasonable period of time.

We are required to communicate with those charged with governance regarding, among other matters, the planned scope and timing of the 

audit, significant audit findings, and certain internal control–related matters that we identified during the audit.

James J. Fox & Company

Burlington, Massachusetts

March 31, 20X2
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Bonus and Section 179 Depreciation in GAAP Financial Statements

Optional format on income statement:

• Present additional bonus and Section 179 depreciation as separate items 

on the income statement
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Sample Format- Section 179 and Bonus Depreciation Presented Separate from Other Depreciation

XYZ Company

Statement of Income 

Year Ended December 31, 20XX

Net sales $1,200,00

Cost of goods sold 800,000

Gross profit 400,000

Operating expenses 162,500

Net operating income 237,500

Other income (expense):

Interest income 3,000

Additional first-year and bonus depreciation (180,000)

Net income before income taxes 60,500

Income taxes 32,500

Net income $28,000
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Bonus and Section 179 Depreciation in GAAP Financial Statements
GAAP DEPARTURE

If tax depreciation is used for GAAP and a report GAAP exception is noted,
the note should explain the departure and the method and useful lives
used as follows:

Next page…
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Bonus and Section 179 Depreciation GAAP DEPARTURE

NOTE X:  Plant and Equipment

Plant and equipment: 

The Company has computed depreciation in accordance with methods required for federal income tax purposes which do not result in

an allocation of depreciation over the assets’ estimated useful lives. Generally accepted accounting principles require that plant and

equipment be depreciated using methods and lives that result in a systematic and rational allocation of the asset cost over future

periods. The effects of this departure from generally accepted accounting principles on financial position, results of operations, and cash

flows have not been determined.

Plant and equipment is stated at cost. Depreciation is computed using accelerated methods authorized under the Internal Revenue Code 

based on the following recovery periods:

In accordance with the Internal Revenue Code, the Company records additional depreciation in the year of acquisition of certain

assets. In 20XX, the Company recorded additional first-year depreciation in the amount of $180,000. After deducting first-year

depreciation, the remaining cost is depreciated using the recovery periods noted above.

Recovery period

(in years)

Motor vehicles 5

Machinery and equipment 7

Leasehold improvements 39

Building 39
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Bonus and Section 179 Depreciation in GAAP Financial Statements

Option 3: Convert to tax-basis financial statements

Use of tax-basis financial statements is becoming more popular as differences between

financial statement and tax return items become more pronounced.

A key and common example of this difference is book and tax depreciation in light of

Section 179 and bonus tax depreciation and the additional amounts authorized under the

Tax Cuts and Jobs Act.

For smaller businesses that have material differences in depreciation methods and wish to

avoid the complexity of maintaining two depreciation schedules, a viable solution is to

convert to tax-basis financial statements.

In doing so, depreciation is computed using the tax method, which includes the Section

179 and bonus depreciation deduction, and MACRS depreciation.
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Bonus and Section 179 Depreciation- TAX BASIS FS

Following is a sample of  a depreciation footnote to be included in tax-basis financial statements:

NOTE X:  Plant and Equipment

Plant and equipment: 

Plant and equipment is stated at cost. Depreciation is computed using accelerated methods authorized under the

Internal Revenue Code based on the following recovery periods:

In accordance with the Internal Revenue Code, the Company records additional depreciation in the year of acquisition of

certain assets. In 20X2, the Company recorded additional first-year depreciation in the amount of $180,000. After

deducting first-year depreciation, the remaining cost is depreciated using the recovery periods noted above.

Recovery period

(in years)

Motor vehicles 5

Machinery and equipment 7

Leasehold improvements 39

Building 39
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CHANGES IN EFFECTIVE TAX RATES COMING- BOOK-TAX REVERSALS

Expected changes in effective tax rates due to Tax Act

• Taxes paid/book income

Source: Univ Penn.

Effective Tax Rates (Taxes Paid Rate)

SEC Companies

2017

Actual

2018

Actual

2023

Expected
2027

Expected

2040

Expected

Statutory tax rate 35.0% 21.0% 21.0% 21.0% 21.0%

Book-tax differences and credits (11.5%) (11.8%) (3.7%) (2.1%) (4.9%)

Effective taxes paid rate* 23.5% 9.2% 17.3% 18.9% 16.1%
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CHANGES IN EFFECTIVE TAX RATES COMING- BOOK-TAX REVERSALS

Major TCJA Provisions Impacting Effective Tax Rate (Taxes Paid Rate)

2018:
• Increased 179 Expensing – reduces 

• 100% Bonus Depreciation 

• Limitation of Net Interest Deductions 

• Limitation of Net Operating Loss Deduction 

• Repeal of Domestic Production Activities Deduction

2022:

• Amortization of Research and Experimental Expenditures only  (no expensing option)

• More restrictive change in rules for Limitation of Net Interest Deductions  (based on EBIT instead of EBITDA)

2023: 

• Start of phase-out of 100% Bonus Depreciation.  

2027:
• Complete phase-out of Bonus Depreciation  (zero allowed in 2017)

106CHAPTER 8:  MISCELLANEOUS OTHER ISSUES

105

106



54

CHANGES IN EFFECTIVE TAX RATES COMING- BOOK-TAX REVERSALS

• In 2018,   effective tax rates (taxes paid rate) decline due to use of 100% bonus 
and Section 179 depreciation

• In 2022 to 2027:  Bonus depreciation and R&E expensing are phased out, and 
interest deductions are more restrictive, resulting in increase in effective tax 
rates (taxes paid rate).

• By 2040,  effective tax rates (taxes paid rates) have stabilized as companies 
record regular depreciation on new acquisitions.
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Case Study for Implementation of ASU 2016-02 

Private Company Lessee 

 
 

Facts: 

Company X is a distributor and has numerous equipment and real estate leases. 

Company X implements the new lease standard in 2022. 

Details follow regarding its leases: 

EXHIBIT 1 

Leases as of December 31, 2021 

 

Lease 

 

Type 

Annual payments 

on December 31 

 

Expiration date 

Years 

remaining 

Treatment 

under existing 

GAAP 

Treatment 

New lease  

Standard (1) 

Lease 1 Equipment $50,000 December 31, 2026 5 years Operating lease Operating lease 

Lease 2 Equipment $30,000 December 31, 2025 4 years Operating lease Operating lease 

Lease 3 Equipment $40,000 December 31, 2024 3 years Operating lease Operating lease 

       

Lease 4 Real estate Base rent $100,000 

to $110,000, plus 

CAM and real 

estate taxes and 

insurance 

December 31, 2031 10 years Operating lease Operating lease 

       

Lease 5 Equipment $25,000  

Interest rate is 3%  

December 31, 2028 7 years Capital lease  Finance lease 

 

(1): Under the practical expedient,  operating leases under previous GAAP are automatically categorized as operating 

leases (Type B) under the new standard.  Capital leases under previous GAAP are automatically categorized as finance 

leases (Type A). 
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Details related to the leases follow: 

 

1. X  has the following leases at December 31, 2021: 

 

• Leases 1-3:  Equipment leases classified as operating leases under previous GAAP. 

• Lease 4:  Real estate lease classified as an operating lease under previous GAAP. 

• Lease 5:  Equipment lease classified as capital lease under previous GAAP. 

 

2. A summary of the remaining lease payments under these leases follows in Exhibit 2: 

 

EXHIBIT 2 

Summary of Remaining Lease Payments by Lease 

 

At December 31, 2021 Lease Standard Implementation Date 

 

Year 

(December 31) 

Lease 1 

Equipment 

Lease 2 

Equipment 

 

Lease 3 

Equipment 

Lease 4 

Real estate 

Lease 5 

Equipment 

Previous GAAP Operating Operating Operating Operating Capital 

New standard Operating Operating Operating Operating Finance 

2022 $50,000 $30,000 $40,000 $100,000 $25,000 

2023 $50,000 $30,000 $40,000 $100,000 25,000 

2024 $50,000 $30,000 $40,000 $100,000 25,000 

2025 $50,000 $30,000  $100,000 25,000 

2026 $50,000   $100,000 25,000 

2027    $110,000 25,000 

2028    $110,000 25,000 

2029    $110,000  

2030    $110,000  

2031    $110,000  

Totals $250,000 $120,000 $120,000 $1,050,000 $175,000 

 

 

3. Lease 5 is a capital lease under existing GAAP and has balances at December 31, 2021 as follows: 

 

• Capital lease asset    $150,000 

• Capital lease obligation   $155,757 



4 
 

Adopting new lease standard- January 1, 2022: 

 

1. X elects to apply the new standard using the transition approach (Method 2) in which the standard 

is applied retrospectively to January 1, 2022 with no changes made to 2021 or earlier years.    

 

Under this approach: 

 

a. Existing operating leases are measured and recorded as operating leases (Type B) as of January 

1, 2022. 

 

b. Existing capital leases are carried over at their carrying value and classified as finance leases 

(Type A).  

 

c. New ASU 2016-02 disclosures are included for 2022 only.  

 

Note: If X chooses to include comparative 2021 financial statements,  previous lease disclosures 

in ASC 840 are required. 

 

2. X elects the package of practical expedients so that in implementing the lease standard, X is not 

required to reassess the following: 

    

a. Whether any expired or existing contracts contain leases     

 

b. Whether initial direct costs exist for any existing leases    

 

c. The lease classification for any expired or existing leases. The expedient provides that: 

 

• All existing operating leases under previous GAAP (Leases 1-4) are automatically classified 

as operating leases (Type B) under the new lease standard, and  

 

• The existing capital lease under previous GAAP (Lease 5) is automatically classified as a 

finance lease (Type A) under the new lease standard.      

 

X does not elect other practical expedients because they are not relevant. 

 

3. Discount rates used to revalue the leases on the January 1, 2022 implementation date follow: 

 

a. Operating leases- Type B:  Leases 1-4 

 

• The implicit interest rate is not identified in the lease agreements so that the company uses 

the incremental borrowing rates. 

 

• For the equipment leases (Leases 1-3), the company chooses to treat Leases 1-3  as a portfolio 

because the lease terms (3 to 5 years) are relatively close and the class of asset (equipment) 

is the same.  X uses an incremental borrowing rate of  5% for Leases 1-3, which is the interest 

rate a local bank would charge for an equipment loan secured by equipment with a term of  3 

to 5 years. 
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• For the real estate lease (Lease 4), X uses an incremental borrowing rate of 4% for the real 

estate lease which is the interest rate for a 10-year commercial loan on a commercial real 

estate purchase with the loan secured by the real estate. 

 

b. Finance lease- Type A (Lease 5): 

 

• For the finance lease (Type A) X uses the discount rate that is carried over from previous 

GAAP as a capital lease, which is 3%. 

 

4. Additional information related to 2022: 

 

a. The real estate lease (Lease 4) requires annual base rent payments ranging from $100,000 to 

$110,000 through 2031,  with annual common area maintenance (CAM) charges and real estate 

taxes/insurance charges billed and paid annually: 

   

2022 charges:  

   CAM charges $8,0001 

   Real estate taxes and insurance charges  5,0002 

 

b. The company has additional short-term lease transactions in 2022 as follows: 

  

   Short-term lease expense- 12 months and less $22,000 

   Sublease income- short-term,  month-to-month  (6,000) 

 

5. X has no new leases initiated in 2022. 

 

Conclusion: 

 

Transition to new lease standard on January 1, 2022: 

 

1. X uses the transition method (Method 2) and implements the new lease standard on January 1, 2022, 

the first day of the 2022 implementation year. No adjustments are made to 2021 which remains under 

the previous GAAP standard in ASC 840. 

 

2. Because X has elected the package of practical expedients, the following rules apply: 

 

Leases 1-3:  

 

a. Leases 1-3 are equipment leases treated as operating leases under existing GAAP. They are 

automatically classified as operating leases (Type B) under the new lease standard because the 

practical expedients are elected. 

 

b. The lease obligations for Leases 1-3 are computed as of January 1, 2022 using a discount rate of 

5%, the incremental borrowing rate for the portfolio of leases. 

 

 
1   Per ASU 2016-02,  CAM charges are not lease costs and are recorded to maintenance expense. 
2   Per ASU 2016-02, real estate taxes and insurance reimbursements are considered variable lease costs and posted directly 

to lease expense. 
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Lease 4: 

 

a. Lease 4 is a real estate lease classified as an operating lease under existing GAAP, and is 

automatically classified as an operating lease (Type B) under the new lease standard because the 

practical expedients are elected. 

 

b. The lease obligation for Lease 4 is computed as of January 1, 2022 using a discount rate of 4%, 

the incremental borrowing rate. 

 

Lease 5: 

 

a. Because X elected the practical expedients, Lease 5 (which is a capital lease under existing  

GAAP), is automatically classified as a finance lease under the new lease standard. 

 

b. Lease 5, classified as a capital asset under existing GAAP; its lease asset and liability are carried 

over at their carrying amounts to the new standard as of January 1, 2022. Moreover, the 3% 

discount rate used for Lease 5 under existing GAAP is carried over and used to account for Lease 

5 as a finance lease under the new lease standard  

 

3. The present value computations as of January 1, 2022 follow: 

 

 

EXHIBIT 3A 
 

Computation of Present Value of Lease Payments 

5% Incremental Borrowing Rate 

Lease 1 

January 1, 2022 

 

 

Payment  

Date 

 

Annual 

Lease 

Payment 

 

Present value 

Factor (5%) 

Present 

Value 

to 1-1-22 

 

 

 

Principal 

 

 

Interest 

2022 $50,000 .9524 $47,620 $39,176 $10,824 

2023 50,000 .9070 45,350 (1)   41,135 8,865 

2024 50,000 .8638 43,193 43,192 6,808 

2025 50,000 .8227 41,136 45,351 4,649 

2026 50,000 .7835 39,175 47,619 2,381 

 $250,000  $216,474 $216,474 $33,526 

 

(1)  Current portion of lease obligation at 12-31-22. 

 

 

  



7 
 

 

EXHIBIT 3B 

 

Computation of Present Value of Lease Payments 

5% Incremental Borrowing Rate 

Lease 2 

January 1, 2022 

 

 

Payment  

Date 

 

Annual 

Lease 

Payment 

 

Present value 

Factor (5%) 

Present 

Value 

to 1-1-22 

 

 

 

Principal 

 

 

Interest 

2022 $30,000 .9524 $28,572 $24,681 $5,319 

2023 30,000 .9070 27,210 (1)   25,915 4,085 

2024 30,000 .8638 25,914 27,211 2,789 

2025 30,000 .8227 24,681 28,570 1,430 

 $120,000  $106,377 $106,377 $13,621 

 

(1)  Current portion of lease obligation at 12-31-22. 

 

 

EXHIBIT 3C 

 

Computation of Present Value of Lease Payments 

5% Incremental Borrowing Rate 

Lease 3 

January 1, 2022 

 

 

Payment  

Date 

 

Annual 

Lease 

Payment 

 

Present value 

Factor (5%) 

Present 

Value 

to 1-1-22 

 

 

 

Principal 

 

 

Interest 

2022 $40,000 .9524 $38,096 $34,554 $5,446 

2023 40,000 .9070 36,280 (1)   36,281 3,719 

2024 40,000 .8638 34,552 38,093 1,907 

 $120,000  $108,928 $108,928 $11,072 

 

(1)  Current portion of lease obligation at 12-31-22. 
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EXHIBIT 3D 
 

Computation of Present Value of Lease Payments 

4% Incremental Borrowing Rate 

Lease 4 

January 1, 2022 

 
 

Payment  

Date 

 

Annual 

Lease 

Payment 

 

Present value 

Factor (4%) 

Present 

Value 

to 1-1-22 

 

 

 

Principal 

 

 

Interest 

2022 $100,000 .9615 $96,150 $66,093 $33,907 

2023 100,000 .9246 92,460 (1)  68,736 31,264 

2024 100,000 .8890 88,900 71,486 28,514 

2025 100,000 .8548 85,480 74,345 25,655 

2026 100,000 .8219 82,190 77,319 22,681 

2027 110,000 .7903 86,933 90,412 19,588 

2028 110,000 .7599 83,589 94,028 15,972 

2029 110,000 .7307 80,377 97,790 12,210 

2030 110,000 .7026 77,286 101,701 8,299 

2031 110,000 .6756 74,316 105,771 4,229 

 $1,050,000  $847,681 

 

$847,681 $202,319 

 

(1)  Current portion of lease obligation at 12-31-22. 

 

 
 EXHIBIT 3E 

 

Lease 5-  Capital Lease under Existing GAAP 

Remaining Amortization Schedule 

3% Rate in Lease 

January 1, 2022 

 

 

Payment  

Date 

 

Annual 

Lease 

Payment 

 

Present value 

Factor (3%) 

Present 

Value 

to 1-1-22 

 

 

 

Principal 

 

 

Interest 

2022 $25,000 .9709 $24,272 $20,327 $4,673 

2023 25,000 .9426 23,565 (1)   20,937 4,063 

2024 25,000 .9151 22,877 21,565 3,435 

2025 25,000 .8885 22,212 22,212 2,788 

2026 25,000 .8626 21,565 22,879 2,121 

2027 25,000 .8375 20,938 23,565 1,435 

2028 25,000 .8131 20,328 24,272 728 

 $175,000  $155,757 

 

$155,757 $19,243 

 

(1)  Current portion of lease obligation at 12-31-22. 
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IMPLEMENTATION ENTRIES- JANUARY 1, 2022 

 

 

Entries to implement lease standard:  January 1, 2022 

 

1 

 

dr 

 

cr 

 

Right-of-use asset- lease 1 operating lease 216,474  

                  Lease obligation- lease 1 operating lease  216,474 

   

Right-of-use asset- lease 2 operating lease 106,377  

                  Lease obligation- lease 2 operating lease  106,377 

   

Right-of-use asset- lease 3 operating lease 108,928  

                  Lease obligation- lease 3 operating lease  108,928 

   

Right-of-use asset- lease 4 operating lease 847,681  

                  Lease obligation- lease 4 operating lease  847,681 

 

To record Leases 1-4 as operating leases- Type B at 1-1-22 

adoption date in accordance with the new lease standard. 

[SEE EXHIBITS 3A TO 3D] 

 

2 

  

Lease obligation-  capital lease- existing GAAP 155,757  

                  Capital lease asset- existing GAAP  150,000 

Right-of-use asset- lease 5  finance lease 150,000  

                  Lease obligation- lease 5  finance lease  155,757 

 

To carry over Lease 5 (existing GAAP capital lease) at 1-1-22, 

and record it as a finance lease under the new standard, at its 

carrying amount. 

[SEE EXHIBIT 3E] 
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December 31, 2022 activity and entries 

1. At December 31, 2022,  lease activity for Leases 1 to 5 is summarized below in Exhibit 4 with 

adjusting entries that follow: 

 

 

EXHIBIT 4 
 

 

Computation of Amortization of Right-of-Use (ROU) Assets 

All Leases 1-5 

December 21, 2022 
 

 

 

 

 

Lease 

 

 

 

 

Type 

TOTAL LEASE COST TOTAL LEASE EXPENSE 

 

Total  

lease payments 

over lease 

 

 

Lease 

term 

 

Annual  

lease cost 

[Straight line] 

 

 

Interest 

expense 

 

Amortization 

expense 

(ROU asset) 

 

Total 2022 

lease 

expense 

 

1 Operating- Type B $250,000 5 $50,000 $10,824 (1)    $39,176 $50,000 

2 Operating- Type B 120,000 4 30,000 5,319 (1)      24,681 30,000 

3 Operating- Type B 120,000 3 40,000 5,446  (1)      34,554 40,000 

4 Operating- Type B 1,050,000 10 105,000 33,907 (1)      71,093 105,000 

  Totals- operating leases $55,496 $169,504 $225,000 

 

        

5 Finance- Type A $175,000 7 $25,000 $4,673 (2)      $21,428 $26,101 

                                                                       Totals- finance lease $4,673 $21,428 $26,101 

 

 

(1): For operating leases (Type B), total lease cost is allocated over the remaining lease term on a straight-line basis. 

Amortization expense related to the right-of-use asset is computed at the amount that when added to interest expense, 

results in total lease expense (interest and amortization) equaling annual lease cost.  

 

(2):  Amortization expense- finance lease (Type A): Right-of-use asset  $150,000/7-year remaining lease term = $21,428. 
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ENTRIES- DECEMBER 31, 2022 

 

Entries to record 2022 lease activity- 12-31-22 

 

dr 

 

Cr 

1   

Interest expense 10,824  

Lease obligation- lease 1 operating lease 39,176  

                        Cash  50,000 

Amortization expense 39,176  

                        Acc amort- ROU asset-lease 1 operating lease  39,176 

   

Interest expense 5,319  

Lease obligation- lease 2 operating lease 24,681  

                        Cash  30,000 

Amortization expense 24,681  

                       Acc amort- ROU asset-lease 2 operating lease  24,681 

   

Interest expense 5,446  

Lease obligation- lease 3 operating lease 34,554  

                        Cash  40,000 

Amortization expense 34,554  

                        Acc amort- ROU asset-lease 3 operating lease  34,554 

   

Interest expense 33,907  

Lease obligation- lease 4 operating lease 66,093  

                        Cash  100,000 

Amortization expense 71,091  

                        Acc amort- ROU asset-lease 4 operating lease  71,091 

   

Interest expense 4,673  

Lease obligation- lease 5 finance lease 20,327  

                        Cash  25,000 

Amortization expense 21,428  

                        Acc amort- ROU asset- lease 5 finance lease  21,428 

To record 2022 lease activity on Leases 1-5   

   

2   

Building maintenance (CAM charges) 8,000  

Lease expense- variable (real estate taxes/insurance) 5,000  

                       Accounts payable  13,000 

To record 2022 CAM charges and RET/insurance on 

Lease 5 real estate lease [SEE EXHIBIT 4] 

  

   

3   

Lease expense-variable - short term leases- 12 months or less 22,000  

                       Cash  22,000 

Cash 6,000  

                       Lease expense- sublease income  6,000 

To record 2022 lease activity related to short-term leases and 

sub-lease income [SEE EXHIBIT 5] 
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After December 31, 2022 adjusting entries, total lease expense for 2022 is as follows: 

 

EXHIBIT 5 

 

Summary of Lease Expense- 2022 

 

 

Operating leases- Type B:  [Exhibit 4] 

 2022  

Lease  

expense 

  Interest $55,496  

  Amortization 169,504  

  $225,000 

   

Finance lease: Type A:  [Exhibit 4]   

  Interest $4,673  

  Amortization 21,428  

  26,101 

 

Variable lease expense- real estate taxes and insurance 

 

  

5,000 

Short-term lease expense- 12 months and less  22,000 

 

Sublease income- short-term month to month   (6,000) 

 

             Total lease expense- 2022 

  

$272,101 

 

   

Right-of-use assets and lease liabilities at 12-31-22 are summarized as follows: 

 

EXHIBIT 6 

 

Summary of ROU Asset and Lease Obligation Activity 

December 31, 2022 
 

 

 ROU ASSET LEASE OBLIGATION 
 

Lease 

 

ROU asset 

Accumulated 

Amortization 

Lease 

obligation 

Principal 

payments 

Balance 

12-31-22 

Current 

portion 

Long-term 

portion 

        

1 $216,474 $(39,176) $(216,474) $39,176 $(177,298) $(41,135)  

2 106,377 (24,681) (106,377) 24,681 (81,696) (25,915)  

3 108,928 (34,554) (108,928 34,554 (74,374) (36,281)  

4 847,681 (71,093) (847,681) 66,093 (781,598) (68,736)  

Total operating 

leases- Type B 

 

$1,279,460 

 

$(169,504) 

 

$(1,279,460) 

 

$164,504 

 

$(1114,956) 

 

$(172,067) 

 

$(942,889) 

        

5 $150,000 $(21,428) $(155,757) $20,327 $(135,430) $(20,937)  

Total finance  

lease- Type A 

 

$150,000 

 

$(21,428) 

 

$(155,757) 

 

$20,327 

 

$(135,430) 

 

$(20,937) 

 

 

$(114,493) 

 

Source: Exhibits 3A- 3E 
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EXHIBIT 7 
 

Computation of Lease Payments by Lease 

Years 2023 to 2031 

 

 
 MINIMUM LEASE PAYMENTS 
 

 

Lease 

 

 

2023 

 

 

2024 

 

 

2025 

 

 

2026 

 

 

2027 

 

 

2028-2031 

Total min 

lease 

payments 

        

1 $50,000 $50,000 $50,000 $50,000 $0 $0 $200,000 

2 30,000 30,000 30,000 0 0 0 90,000 

3 40,000 40,000 0 0 0 0 80,000 

4 100,000 100,000 100,000 100,000 110,000 440,000 950,000 

Total operating 

leases- Type B 

 

$220,000 

 

$220,000 

 

$180,000 

 

$150,000 

 

$110,000 

 

$440,000 

 

$1,320,000 

        

5 $25,000 $25,000 $25,000 $25,000 $25,000 $25,000 150,000 

Total finance  

lease- Type A 

 

$25,000 

 

$25,000 

 

$25,000 

 

$25,000 

 

$25,000 

 

$25,000 

 

 

$150,000 

 

 

Source: Exhibits 3A- 3E 

 

 

 

EXHIBIT 8 

 

Computation of Weighted- Average Remaining Lease Term 

As of December 31, 2022 

 

 

 

 

Lease 

 

 

Lease obligation 

balance at 12-31-22 

 

 

 

% 

Remaining 

lease term at 

12-31-22 

(in years) 

 

Weighted-

average years 

remaining 

 

Operating leases 

    

1 $177,298 15.9% 4 .64 

2 81,696 7.3% 3 .22 

3 74,374 6.6% 2 .13 

4 781,598 70.2% 9 6.32 

  $1114,956 100.0%  7.31  years 

     

Finance lease     

5 $135,430 100.0% 6 6.00 

 $135,430 100.0%  6.00  years 
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EXHIBIT 9 

 

Computation of Weighted- Average Discount Rate 

As of December 31, 2022 

 

 

 

 

Lease 

 

 

Lease obligation 

balance at 12-31-22 

 

 

 

% 

 

 

Discount  

rate  

 

 

Weighted-

average  

discount rate 

Operating leases     

1 $177,298 15.9% 5% .80 

2 81,696 7.3% 5% .37 

3 74,374 6.6% 5% .33 

4    781,598 70.2% 4% 2.81 

  $1,114,956 100.0%  4.31%      

     

Finance lease     

5 $135,430 100.0% 3% 3.00 

 $135,430 100.0%  3.00%      

Source: Exhibit 6     
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2022 financial statements follow: 

 

Company X 

Balance Sheet 

December 31, 2022 

 

ASSETS:  

Property, Plant and Equipment:  

      Equipment $XX 

      Less: accumulated depreciation  XX 

                  Total equipment XX 

  

       Right-of-use lease assets- finance lease (Type A) (a) 150,000 

       Less: accumulated amortization   21,428 

                Total right-to-use assets 128,572 

  

       Right-of-use lease assets- operating lease (Type B) (a) 1,279,460 

       Less: accumulated amortization   169,504 

                Total right-to-use assets 1,109,956 

  

                Total property, plant and equipment XX 

  

LIABILITIES:  

Current liabilities:  

        Current portion of long-term debt   $XX 

        Current portion of lease liability- finance lease (Type A) (b) 20,937 

        Current portion of lease liability- operating lease (Type B) (b) 172,067 

 

Long-term liabilities: 

 

         Long-term debt XX 

         Long-term lease liability- finance lease (Type A) (b) 114,493 

         Long-term lease liability- operating lease (Type B) (b)  942,889 

 

 

 

 

 

 

(a)    ASU 2016-02 requires that a right-to-use asset be presented separately from other assets within 

the property, plant and equipment section. In addition, right-of-use assets related to finance 

leases (Type A) must be presented separately from those related to operating leases (Type B). 

 

(b)    ASU 2016-02 requires that the lease liability be presented separate from other debt in the balance 

sheet, and separated between financing (Type A) and operating (Type B) leases. 

 

 

Source: Exhibit 6 
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Company X 

Statement of Income 

For the Year Ended December 31, 2022 

 

  

Net sales $XX 

 

Cost of goods sold 

 

XX 

 

Gross profit on sales 

 

XX 

 

Operating expenses: 

 

     Payroll and payroll-related expenses XX 

     Lease expense- operating leases (a) 225,000 

     Interest expense- finance lease  (b) 4,673 

     Amortization expense- finance lease  (b)  21,428 

     Utilities XX 

     Depreciation expense XX 

     Payroll and payroll-related expenses XX 

     Rent XX 

     Office expenses XX 

     Sundry other expenses  XX 

                    Total operating expenses XX 

  

Net operating income 

 

$XX 

 

 

 

 

 

 

 

 

 

(a)  Under an operating lease (Type B), interest expense and amortization expense are presented as 

“lease expense,” a single line item in the income statement. The breakout is as follows: interest 

$55,496 plus amortization $169,504 equals $225,000. 

 

(b)   For finance leases,  interest expense and amortization expense are presented separately in the   

       income statement. 

 

 

Source: Exhibit 4 
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Company X 

Statement of Cash Flows  

For the Year Ended December 31, 2022 

 

  

Operating activities:  

Net income  $XX 

Adjustments to reconcile net income to cash from operating activities: XX 

     Depreciation and amortization XX 

     Amortization expense- right-of-use assets- financing lease 21,428 

     Noncash portion of  lease expense for operating leases  (c) 169,504 

Repayments of lease liability- operating leases (a) (164,504) 

     Net cash flow from operating activities XX 

 

Investing activities: 

 

XX 

  

Financing activities:  

Repayment of lease liability- finance leases  (b) 

Repayments of long-term debt 

(20,327) 

XX 

 

 

Supplementary information: 

    Interest paid                                      $4,673     (d) 

    Income taxes paid                               XX 

 

Supplementary non-cash transactions: 

In 2022, the Company recorded  right-of-use assets and related lease liabilities in connection with operating 

leases in the amount of $1,279,460, and right-of-use assets and related lease liabilities in connection with a 

finance lease in the amount of $150,000. (e) 

 

 

 

(a)  For operating leases (Type B), all cash flow is presented in the operating activities per ASU 2016-02.  

The $164,504 represents the principal payments on the operating lease obligations which are presented 

in the operating activities section, and not the financing activities section of the statement of cash flows. 

 

(b) Principal payments on the finance lease obligation are categorized as cash outflows in the financing 

activities section of the statement of cash flows, consistent with the way in which other payments of long-

term debt are categorized. 

 

(c)  Amortization portion of operating lease expense should be added back as a noncash item and should not 

be identified as amortization expense.  

 

(d)  Assumes interest expense and interest paid are the same amounts.  Interest paid consists of the interest 

related to only the finance lease and excludes the interest expense on the operating leases that is part of 

lease expense. 

 

(e) The initial entry made on January 1, 2022, to record the ROU asset and lease obligations on operating 

leases (Type B) and the recording of the finance lease, are non-cash transactions that should be disclosed. 

 

Source: Exhibits 4 and 6 
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2022 Disclosures: 

Following is a summary of the disclosures that are required in 2022 under ASU 2016-02, as amended: 

Summary of Disclosures Required for Lessees- ASU 2016-02 

 

DISCLOSURE 1- Transition disclosures 
 

1. A lessee shall provide the transition disclosures required by ASC 250 that includes information on 

the transition method, practical expedients elected, etc.  

 

a. If an entity elects the Method 2 transition method, it shall provide the transition disclosures as of 

the beginning of the period of adoption (January 1, 2022), rather than at the beginning of the 

earliest period presented. 

 

DISCLOSURE 2- Qualitative information about the leases 

 

2. ASU 2016-02 requires that a lessee shall disclose the following:  

 

a.  Information about the nature of its leases, including:  

• A general description of those leases  

• The basis, terms and conditions on which variable lease payments are determined  

• The existence, terms and conditions of options to extend or terminate the lease. A lessee 

should provide narrative disclosure about the options that are recognized as part of the right-

of-use asset and lease liability and those that are not  

• The existence, terms and conditions of residual value guarantees provided by the lessee, and  

• The restrictions or covenants imposed by leases, for example, those relating to dividends or 

incurring additional financial obligations.  

 

 Note:  A lessee should identify the information relating to subleases included in the disclosures 

above. 

 

b.  Information about leases that have not yet commenced but that create significant rights and 

obligations for the lessee.  

 

c. Information about significant assumptions and judgments made in applying the requirements of 

ASU 2016-02 (ASC 842), which may include the following: 

• The determination of whether a contract contains a lease  

• The allocation of the consideration in a contract between lease and non-lease components, 

and  

• The determination of the discount rate for the lease 

  

d.   If a nonpublic entity (entity that is not a public business entity) makes an accounting policy 

election to use a risk-free rate as the discount rate, it shall disclose its election and the class or 

classes of underlying assets to which the election has been applied.3 

 

 

  

 
3   New disclosure per ASU 2021-09, Leases (Topic 842): Discount Rate for Lessees That Are Not Public Business Entities. 
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DISCLOSURE 3- Quantitative information about the leases 

 

3.   For each period presented in the financial statements, a lessee shall disclose the following amounts 

relating to a lessee’s total lease cost, which includes both amounts recognized in the income 

statement during the period and any amounts capitalized as part of the cost of another asset in 

accordance with other GAAP, and the cash flows arising from lease transactions:  

 

 a. Total lease cost- total leases4  

       

b.  Finance leases: 

 

• Lease cost, segregated between the amortization of the right-of-use assets and interest on the 

lease liabilities.   

      

c.  Operating lease cost    

 

• Total lease cost (consisting of combined amortization and interest) 

          

d.  Short-term lease cost, excluding expenses relating to leases with a lease term of one month or 

less 

    

e.  Variable lease cost that is not part of the lease obligation 

     

f.  Sublease income, disclosed on a gross basis, separate from the finance or operating lease 

expense.  

         

g.  Net gain or loss recognized from sale and leaseback transactions  

 

h.  Amounts segregated between those for finance and operating leases for the following items: 

            

• Cash paid for amounts included in the measurement of lease liabilities, segregated between 

operating and financing cash flows        

• Supplemental noncash information on lease liabilities arising from obtaining right-of-use 

assets           

• Weighted-average remaining lease term, and      

  

• Weighted-average discount rate.    

 

Note: The lessee should calculate the weighted-average remaining lease term based on the 

remaining lease term and the lease liability balance for each lease as of the reporting date. 

 

The lessee should calculate the weighted-average discount rate based on both of the following: 

 

• The discount rate for the lease that was used to calculate the lease liability balance for each 

lease as of the reporting date 

 

• The remaining balance of the lease payments for each lease as of the reporting date. 

 

 

 
4   Under ASU 2016-02,  any common area maintenance (CAM) charges incurred by the lessee are not part of lease cost 

and are classified as maintenance expense. 
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DISCLOSURE 4- Maturity analysis about lease liabilities 

 

4. A lessee shall disclose: 

 

a. A maturity analysis of its finance lease liabilities and its operating lease liabilities separately, 

showing the undiscounted cash flows on an annual basis for a minimum of each of the first five 

years and a total of the amounts for the remaining years.  

 

b. A reconciliation of the undiscounted cash flows to the finance lease liabilities and operating lease 

liabilities recognized in the statement of financial position.  

 

 c. Lease transactions between related parties in accordance with ASC 850, Related Party 

Disclosures.  

 

DISCLOSURE 5- Short-term leases 

 

5.  A lessee that accounts for short-term leases shall disclose that fact.  

 

 Note: If the short-term lease expense for the period does not reasonably reflect the lessee’s short-

term lease commitments, a lessee shall disclose that fact and the amount of its short-term lease 

commitments 

DISCLOSURE 6- Disclosure the location of  ROU assets and lease liabilities in the balance sheet 

 

6. If a lessee does not present finance lease and operating lease right-of-use assets and lease liabilities 

separately in the balance sheet, the lessee shall disclose which line items in the balance sheet include 

those right-of-use assets and lease liabilities. 

 

DISCLOSURE 7- Election to use practical expedient not to separate lease components 

 

7. A lessee that elects the practical expedient to not separate lease components from nonlease 

components shall disclose its accounting policy election and which class or classes of underlying 

assets it has elected to apply the practical expedient. 
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Sample Disclosure for Example: 

 

Following is a sample disclosure related to the Case Study Example: 
 

 

Company X 

Notes to Financial Statements 

December 31, 2022 
 

 

NOTE 1: SUMMARY OF SIGIFICANT ACCOUNTING POLICIES: 

 

Adoption of New Lease Standard   [Disclosure 1] 

 

Effective January 1, 2022, the Company adopted Accounting Standards Update (ASU) 2016-02, Leases (ASC 

Topic 842) and subsequent amendments. ASC 842 affects all companies that enter into lease arrangements, 

with certain exclusions under limited scope limitations.  Under ASU 2016-02, an entity recognizes right-of-use 

assets and lease obligations on its balance sheet for all leases with a lease term of more than 12 months. Short-

term rentals under year-to-year leases or remaining lease terms of 12 months or less are exempt from being 

capitalized.    

 

In adopting the new lease standard, the Company elected to use a transition method under which existing leases 

were measured and capitalized as of the date of adoption,  January 1, 2022, in lieu of applying the standard 

retrospectively to January 1, 2021. [Consequently, the 2021 financial statements and disclosures do not reflect 

the effects of implementing the new lease standard.]5  

 

Additionally, as part of the implementation, the Company elected to use a package of optional practical 

expedients which permit the Company to avoid reassessing previous lease identifications within contracts, the 

existence of initial direct costs, and the lease classifications of any expired and existing leases.  Moreover,  in 

accordance with the expedients,  all leases classified as operating leases under previous U.S. GAAP are 

automatically classified as operating leases under the new standard, and all leases previously classified as 

capital leases are recorded as finance leases. 

 

Leases recognized under the new standard include leases that were not capitalized under previous U.S. 

Generally Accepted Accounting Principles (U.S. GAAP), as well as certain other leases that were capitalized 

based on  different GAAP criteria.  

 

On January 1, 2022, the Company recorded in its January 1, 2022 balance sheet a right-of-use asset and lease 

obligation for operating leases in the amount of $1,279,460. Additionally,  as of January 1, 2022,  capital assets 

and liabilities in the amount of $150,000 and $155,757, respectively, were carried over under the new lease 

standard and classified as finance leases. 

 

Lease policies:    [Disclosure 2(c)] 

 

The new standard requires that leases with a lease term of more than 12 months be classified as either finance 

or operating leases. Leases are classified as finance leases when the Company expects to consume a major part 

of the economic benefits of the leased assets over the remaining lease term. Conversely,  the Company is not 

expected to consume a major part of the economic benefits of assets classified as operating leases. The lease 

classification affects both the pattern and presentation of expense recognized in the income statement, the 

 
5  This language should be included only if 2021 comparative financial statements are included. 
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categorization of assets and liabilities in the balance sheet, and classification of cash flows in the  statement of 

cash flows. 

 

Total lease cost consists of two components; amortization expense related to the write-off of right-of-use assets, 

and interest expense from lease obligations.   

 

For financing leases,  total lease cost is recorded on an accelerated basis whereby interest expense is recorded 

using the effective interest method and right-of-use assets are amortized on a straight-line basis over the 

remaining lease term.  For operating leases, total lease cost is measured and recorded on a straight-line basis 

over the lease term.   

 

Non-lease components, such as common area maintenance (CAM) charges, are separated from lease 

components based on the terms of the related lease.  Variable lease components consist of real estate taxes and 

insurance charges related to the real estate lease, and are recorded as lease expense as incurred. 

 

Lease obligations are measured and recorded at the present value of future lease payments using a discount rate. 

Because the Company generally does not have access to the rate implicit in each lease, lease obligations are 

measured using the  incremental borrowing rate as the discount rate. The incremental borrowing rate is the rate 

that would be paid to borrow on a collateralized basis over a similar term and amount equal to the lease payments 

in a similar economic environment.  The Company uses a portfolio approach to apply a single incremental 

borrowing rate of 4% to its equipment leases, and  a 5% rate to its real estate lease.  The discount rate used to 

measure its finance lease is 3%.   

 

Right-of-use assets are generally measured and recorded at the sum of the lease obligation, any initial direct 

costs to consummate the lease, and any lease payments made on or before the commencement date. 

 

No additional leases were capitalized in 2022. 
 

 

NOTE 2:  LEASES     

 

[Disclosure 6, if applicable] 

 

Amounts recognized as right-of-use assets related to finance and operating leases are included in 

property, plant and equipment in the balance sheet, while related lease liabilities are included in the current 

and long-term debt. 

 

As of December 31, 2022,  right-of-use assets and lease liabilities related to finance and operating leases were 

as follows:6 

 Operating 

Leases 

Finance 

Leases 

Right-of-use assets:   

   Cost $1,279,460 $150,000 

   Less: Accumulated amortization   169,504   21,428 

 $1,109,956 $128,572 

   

Lease liabilities:   

   Current portion $172,067 $20,937 

   Long-term portion   942,889  114,493 

 $1,114,956 $135,430 

 
6   Disclosure of right-of-use assets and liabilities is required only if  the assets and liabilities are not separated in the balance 

sheet or elsewhere in the notes. 
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Description of leases:          [Disclosure 2(a)] 

 

The Company’s leases consist of several equipment leases used in the operations of its business with lease 

terms ranging from four to seven years and annual lease payments totaling $145,0007 with various maturities 

through 2028.  

 

In addition,  the Company leases its main warehouse operation from a third party. The terms of the lease provide 

for annual base rent payments over ten years in amounts ranging from $100,000 to $105,000 through 2031, 

with no renewal options.  In addition to base rent,  the Company pays a percentage of common area maintenance 

(CAM) charges, and real estate taxes and insurance. In the statement of income, CAM charges are classified as 

maintenance expense, while real estate taxes and insurance are recorded as lease expense when incurred. 

 

In the normal course of business, the Company leases storage space as needed on a short-term basis, typically 

on a month-to-month basis.  In 2022, short-term lease expense was $22,000. [Disclosure 5] 

 

From time to time, the Company subleases a portion of its warehouse to a third party on a monthly basis.  

Sublease income was $6,000 in 2022. 

 

Quantitative lease information [Disclosure 3] 

 

A summary of total lease cost, by component, and other lease information for the year ended December 31, 

2022 follows: 

 

Finance lease cost:8  

Amortization of right-of-use assets $4,673 

Interest on lease liability 21,428 

Operating lease cost 225,000 

Short-term lease cost 22,000 

Variable lease cost     5,000 

      Total 278,101 

Sublease income (6,000) 

Total lease cost $272,101 

  

Other lease information: 

 

 

Cash paid for amounts included in the measurement of lease 

liabilities:9 

 

Operating cash flows from operating leases $(164,504) 

Financing cash flows from finance leases (20,327) 

 

Non-cash transactions:10 

Right-of-use assets obtained in exchange for new finance 

lease liabilities 

 

 

150,000 

Right-of-use assets obtained in exchange for new operating 

lease liabilities 

 

1,279,460 

 
7  Sum of: Lease 1($50,000), Lease 2 ($30,000), Lease 3 ($40,000), and Lease 5 ($25,000). 
8     Exhibit 5. 
9     Exhibit 6. 
10   Exhibit 6. 
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Weighted-average remaining lease term:11 

 

Finance leases 6.0 years 

Operating leases 7.3 years 

  

Weighted-average discount rate:12  

Finance leases 3.0% 

Operating leases 4.3% 

 

 

Maturity analysis and reconciliation to balance sheet [Disclosure 4] 

 

A summary of  the future lease payments for operating and finance leases, reconciled to the lease obligations 

recorded at December 31, 2022 follows:13 

 

 

Year 

Operating 

leases 

Finance  

leases 

2023 $     220,000 $25,000 

2024 220,000 25,000 

2025 180,000 25,000 

2026 150,000 25,000 

2027 110,000 25,000 

Beyond 2027 440,000 25,000 

Total minimum lease payments 1,320,000 150,000 

Less effects of discounting 205,044 14,570 

Lease obligations recorded at December 31, 2022 1,114,956 135,430 

Less current portion  172,067   20,937 

Long-term lease obligations $942,889   $114,493 

 

 

End of disclosure 

 

 
 

 

 

 

 

 

 

  

 
11  Exhibit 8. 
12  Exhibit 9. 
13  Exhibit 7. 
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What about 2021 disclosures? 

 

The Company elected to apply the lease standard as of January 1, 2022, and not retrospectively to 2021.  

That means that if comparative 2021 financial statements are presented,  the company must include 

disclosures for 2021 using the previous GAAP rules found in ASC 840.  A better option is to issue the 

2022 financial statements on a stand-alone basis without any comparative 2021 information. 

 

 

Additional optional disclosures that are not part of the Case Study example: 

 

Following are samples of additional disclosures related to elections that can be made under the new lease 

standard.  They do not apply to this Example. 

 

Election not to separate lease and nonlease components of a lease: 

 

The Company has elected to apply a practical expedient under which it does not separate lease and 

nonlease components for its real estate leases.  Under the election,  the Company combines base rents 

with fixed, nonlease common area maintenance charges and computes its lease obligations based on the 

combined lease and nonlease components.  [Disclosure 7] 

 

Election for a nonpublic entity to use a risk-free rate as its discount rate: 

  

The Company has made an accounting policy election to use a risk-free rate as the discount rate in 

measuring its lease obligations. Under this election, the risk-free rate used is the rate  for a United States 

Treasury instrument with a term consistent with the remaining lease term of a applicable lease.  This 

election is made for all equipment and real estate leases.  [Disclosure 2(d)] 
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