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Evaluating and correcting errors in previously
issued financial statements

If an entity identifies error(s) in its previously issued financial statements, it needs to evaluate such error(s), both
individually and in aggregate, to determine the future course of action. This document summarizes the applicable
accounting and reporting guidance to assist in evaluating the materiality of error(s) identified in previously issued
financial statements and how such errors are corrected.

The relevant guidance to use in this evaluation is as follows:
e Accounting Standards Codification (ASC) 250, Accounting Changes and Error Corrections
e Staff Accounting Bulletin (SAB) Topic 1.M, Materiality (SAB 99/ASC 250-10-S99)

e SAB Topic 1.N, Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in
Current Year Financial Statements (SAB 108/ASC 250-10-S99)

e S-XRule 1-02, Definition of terms used in Regulation S-X

e Statement of Financial Accounting Concepts No. 8, Conceptual Framework for Financial Reporting — Chapter
3, Qualitative Characteristics of Useful Financial Information

e 2022 Speech from SEC’s then Acting Chief Accountant Paul Munter, Assessing Materiality: Focusing on the
Reasonable Investor When Evaluating Errors

e Legal precedent

While some of the guidance noted above applies only to SEC registrants, it also provides a useful framework for
other entities as they evaluate the impact of errors identified in their previously issued financial statements.
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Materiality

The following table summarizes certain guidance that outlines the concept of materiality.

S-X Rule 1-02(0) The term material, when used to qualify a requirement for the furnishing of
information as to any subject, limits the information required to those matters

about which an average prudent investor ought reasonably to be informed.

FASB Concept
Statement No. 8 —
Chapter 3

Materiality is defined by what influences or makes a difference to an
investor or other decision maker. Materiality is entity specific. The omission
or misstatement of an item in a financial report is material if, in light of the
surrounding circumstances, the magnitude of the item is such that it is
probable that the judgment of a reasonable person relying upon the report
would have been changed or influenced by the inclusion or correction of the
item.

A decision not to disclose certain information or recognize an economic
phenomenon may be made, for example, because the amounts involved are
too small to make a difference to an investor or other decision maker (they
are immaterial). However, magnitude by itself, without regard to the nature of
the item and the circumstances in which the judgment has to be made,
generally is not a sufficient basis for a materiality judgment.

U.S. Supreme Court,
TSC Industries v.
Norway, Inc.

Materiality involves judgment that includes developing a robust analysis that
steps into the investor’s shoes, considering the “total mix” of information
and how a reasonable investor might consider such information. An
omitted fact is material if there is a substantial likelihood that a reasonable
shareholder would consider it important in deciding how to vote or if the
omission could be viewed as having significantly altered the “total mix” of
information made available.

Evaluating errors in previously issued financial statements

The following table summarizes the primary sources of guidance used to evaluate error(s) in previously issued
financial statements.

Summary of the applicable guidance

- ASC 250 SAB Topic 1.M SAB Topic 1.N

Topics
addressed

Accounting for and reporting
accounting changes and
error corrections.

Definition, accounting
recognition, and presentation
and disclosure for errors in
previously issued financial
statements.

The use of both quantitative
benchmarks and qualitative
considerations to evaluate the
materiality of misstatements.

The process of quantifying
financial statement mis-
statements and acceptable
methods to correct such
errors based on applicable
circumstances (that is,
through amendment or
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Summary of the applicable guidance

- ASC 250 SAB Topic 1.M SAB Topic 1.N

correction to prior periods in
future SEC filings).

Guidance

In considering materiality for
reporting the correction of an
error, financial statement
amounts should be related
to the estimated income for
the full fiscal year and also
to the effect of the error

on the trend of earnings.
Changes that are material

in an interim period but are
not material to estimated
full-year income or the

trend of earnings should be
separately disclosed in the
interim period.

If the error is related to prior
interim periods of the current
fiscal year, the prior interim
periods should be restated
to include items that are
directly related to business
activities during that prior
interim period.

Restating prior-period
financial statements requires
an entity to:

e Reflect the cumulative
effect of the error on
periods prior to those
presented in the
carrying amounts of
assets and liabilities as
of the beginning of the
first period presented.

e Make an offsetting
adjustment, if any, to
the opening balance of
retained earnings for
that period.

e Adjust the financial
statements for each
individual prior period
presented to reflect the

Materiality of misstatements
is evaluated individually and
in aggregate, as well as in
relation to individual line
items, subtotals, and totals
in the financial statements.

If misstatement of an
individual amount causes

the financial statements taken
as a whole to be materially
misstated, the effect cannot
be eliminated by other
misstatements whose effect
may be to diminish the impact
of the misstatement on other
financial statement items.

e For example, if revenues
are materially overstated,
the financial statements,
when taken as a whole,
will be materially mis-
leading even if the effect
on earnings is completely
offset by an equivalent
overstatement of
expenses.

Even though individual
amounts may not cause the
financial statements to be
materially misstated, they
may be materially misstated
when individual errors are
aggregated with other
misstatements.

Misstatements are not
immaterial simply because
they fall below a numerical
threshold. Qualitative
considerations could render
a quantitatively small mis-
statement to be material.
The list of considerations
included in this SAB Topic

Errors are quantified using
both of the following
techniques:

Rollover approach:

Quantifies misstatement
based on amount of the
error originating in the
current-year income
statement, including the
reversing effect of prior-
period errors.

Ignores the effects of
correcting the portion

of current-year balance
sheet misstatement that
originated in prior
periods.

Iron curtain approach:
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statement based on the
effects of correcting the
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the balance sheet at the
end of the current year,
irrespective of the
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Summary of the applicable guidance

ASC 250 SAB Topic 1.M SAB Topic 1.N

correction of the period- | are illustrative and not
specific effects of the exhaustive.

error. . . .
Intentional immaterial

Historical summaries of misstatements, in certain
financial data should also be | circumstances, could be
restated in the first summary | unlawful.

published after the error
correction.

Materiality assessment requires significant judgment. If a material error is discovered in previously issued
financial statements, the registrant must promptly correct those financial statements. If the error is immaterial, the
financial statements may be corrected prospectively. Registrants apply the guidance in SAB Topic 1.N in
conjunction with the guidance in ASC 250 and SAB Topic 1.M to determine how the error correction is reported.
The following decision tree indicates the steps a company may consider when evaluating the correction of an
error.
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Evaluating errors in previously issued financial statements

Error(s) identified in previously issued financial statements and aggregated, as applicable.

Evaluate the quantitative impact of the error(s) on the previously issued financial statements, including
quarters, using the rollover approach. In addition, for the current period, evaluate the error(s) using the iron
curtain approach. Further, assess the impact of qualitative factors. Such factors may cause quantitatively
small amounts to be material to the previously issued financial statements.

The previously
issued financial
statements can
continue to be

relied upon.

Assess whether
correcting the
error(s) as an out-of-
period adjustment
would materially
misstate the current
year’s financial
statements.

Correct error as an out-
of-period adjustment in
the current period and
consider disclosing the
impact on the financial
statements.

Alternatively, revise the
prior-period financial

statement the next time
they are issued or filed.

Is the error
material to
previously
issued financial
statements?

SEC registrants file an Item 4.02 Form 8-
K within four business days of concluding
that the previously issued financial
statements are materially misstated and
cannot be relied upon.

The previously issued financial
statements should be restated using
guidance in ASC 250, and affected SEC
filings should be amended, as
applicable.”

Is the impact
material to the
current year’s
financial
statements?

Yes

The error cannot be corrected as an out-
of-period adjustment.

Revise the prior-period financial
statements the next time they are issued
or filed. ASC 250 presentation and
disclosure are not necessary, but
disclosure must be transparent and
adequately describe the error(s) and
correction methodology employed.

lNo

Is the impact
material to the
current interim
period?

Yes

Revise the prior-period financial
statement the next time they are issued
or filed.

Alternatively, correct error as an out-of-
period adjustment in the current period,
with transparent disclosures regarding the
error and its impact on the current period.

* If errors affect several periods, entities have considered filing a comprehensive annual report on Form 10-K (also referred to as “Super 10-K”) that
includes, in one document, the restated financial statements of multiple periods, including quarterly information, that have previously been filed.
Entities have also considered filing a Super 10-K, rather than amending prior-period filings, when the Form 10-K for the subsequent year is
imminent. Assuming the entity, in concert with its securities counsel, determines that a comprehensive 10-K is appropriate in the circumstances, the
SEC staff’s current position is that it will not require preclearance in order to use that approach. In most cases, an entity that plans to use the
comprehensive 10-K approach has stated this intent in its Item 4.02 (non-reliance) Form 8-K.
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This Grant Thornton LLP content provides information and comments on current issues and developments in
accounting, auditing, and SEC reporting issues. It is not a comprehensive analysis of the subject matter covered
and is not intended to provide accounting or other advice or guidance with respect to the matters addressed
herein. All relevant facts and circumstances, including the pertinent authoritative literature, need to be considered
to arrive at conclusions that comply with matters addressed in this content. It is not, and should not be construed
as, accounting, legal, tax, or professional advice provided by Grant Thornton LLP.

For additional information on topics covered in this content, contact a Grant Thornton LLP professional.

“Grant Thornton” refers to the brand name under which the Grant Thornton member firms provide services to their
clients and/or refers to one or more member firms, as the context requires.

Grant Thornton LLP and Grant Thornton Advisors LLC (and their respective subsidiary entities) practice as an
alternative practice structure in accordance with the AICPA Code of Professional Conduct and applicable law,
regulations, and professional standards. Grant Thornton LLP is a licensed independent CPA firm that provides
attest services to its clients, and Grant Thornton Advisors LLC and its subsidiary entities provide tax and business
consulting services to their clients. Grant Thornton Advisors LLC and its subsidiary entities are not licensed CPA
firms.

Grant Thornton International Limited (GTIL) and the member firms, including Grant Thornton LLP and Grant
Thornton Advisors LLC, are not a worldwide partnership. GTIL and each member firm are separate legal entities.
Services are delivered by the member firms; GTIL does not provide services to clients. GTIL and its member firms
are not agents of, and do not obligate, one another and are not liable for one another’s acts or omissions.
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