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July 10, 2007, SEC Regulations Committee Meeting
On July 10, 2007, the SEC Regulations Committee (the “Regulations Committee”)

held its second meeting of the year with the SEC staff. The Regulations Committee is
composed of representatives from various public accounting firms, industry, and
academia, and meets periodically with the SEC staff to discuss emerging technical
accounting and reporting issues relating to SEC rules and regulations.

SEC Staff Discussions Regarding Ongoing Projects, Final Rule Releases, and
Other Matters

The following excerpt is a summary by the Center for Audit Quality, sent August 2,
2007, of the time-sensitive discussions at the July 10, 2007, meeting; the summary has
been approved by the SEC staff. The meeting highlights (which summarize all
discussions at the meeting) will be posted to the SEC Regulations Committee Web page
when they are finalized and approved by the SEC staff. In the meantime, for a list of all
topics discussed with the SEC staff, see the official meeting agenda.

^ìÖìëí=PI=OMMT
sçäK=NQI=fëëìÉ=NR

få=qÜáë=fëëìÉW
• July 10, 2007, SEC Regulations

Committee Meeting

• SEC Staff Discussions 
Regarding Ongoing Projects,
Final Rule Releases, and 
Other Matters

• Summary of SEC Staff’s
Views on Current SEC 
Reporting Practice Issues

• Updates Since the Heads Up
Covering the April 17, 2007,
Meeting

• Highlights From the April 
Meeting Approved

• Discussion Documents 
Approved

Executive Compensation Disclosures 

The SEC staff stated that it is performing reviews of 2007 proxy filings for
compliance with the new executive compensation disclosure rules. The SEC staff
has not issued any comment letters on the proxy reviews yet, but has issued
comment letters on the executive compensation disclosures in transactional filings.
The SEC staff noted that although registrants have generally been doing a good
job in adhering to the new rules, there have been a number of recurring
observations that have been noted in comment letters:

• The CD&A could provide better analysis of executive compensation decisions.

• If registrants have an adequate basis for omitting incentive plan performance
targets, they should provide the alternate disclosure regarding the relative
likelihood that those performance targets will be met. 

• Descriptions of incentive plan performance targets should be specific.

• Regardless of the terminology used, “benchmarking” executive compensation
should be accompanied by an identification of the other companies that were used
for benchmarking purposes. 

As developments warrant, Heads Up is
prepared by the National Office Accounting
Standards and Communications Group of
Deloitte & Touche LLP (“Deloitte & Touche”).
For subscription information, see the back page. 

Although this summary of the discussions
and views expressed is believed to be accurate,
no representations can be made that it is
complete or without error. Official meeting
highlights are prepared by the Center for Audit
Quality (CAQ) and approved by the Securities
and Exchange Commission (SEC) staff and
sometimes contain additional  information,
updates on issues discussed, and, in some
instances, revisions to the views  expressed at
the meeting; therefore, this meeting summary
is not a substitute for the  official CAQ
highlights. Views expressed at the joint meeting
are not authoritative positions or
interpretations and do not represent an official
position of the CAQ, SEC, or Financial
Accounting Standards Board (FASB) and are
subject to change.

https://thecaq.aicpa.org/Resources/SEC+Regulations+Committee/
http://www.aicpa.org/caq/download/SEC_Joint_Meeting_Agenda_071007.pdf


Summary of SEC Staff’s Views on Current SEC Reporting Practice Issues

The following is a summary of the practice issues discussed at the July 10, 2007, meeting. The discussion
documents (official papers on items that are approved by the SEC staff) for all these issues will be on the Center for
Audit Quality’s Web site. 
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1 Based on the definition of a significant subsidiary specified in Rule 1-02(w) of Regulation S-X.

• In disclosing executive compensation decisions, registrants should provide a clear description about the
respective roles and responsibilities of the CEO, compensation consultants and the compensation committee
in the decision making process.

The SEC staff is considering what guidance, if any, to issue addressing the results of the compliance reviews.

Risk Factors Related to the Financial Reporting Process 

Sometimes registrants disclose risk factors identifying potential risks that the registrant might be required to
restate or make other changes to financial statements. These risk factors discuss the complexities of the
accounting standards, explain that they can be interpreted or applied differently, either by the SEC staff or by
successor auditors (when there has been a change in auditors), and communicate that such differences in
interpretation or application could cause a restatement of the registrant’s financial statements. The
Committee solicited the SEC staff’s views as to when such risk factor disclosures might be appropriate. The
SEC staff expressed concern that such disclosures could be an attempt to dilute the responsibility that the
registrant takes for its financial statements. The SEC staff also stated that a risk factor would not satisfy the
specificity required by SK Item 503(c) if the registrant merely identifies the complexity of financial reporting
and the generic risk of a subsequent financial restatement. However, the SEC staff noted that, as part of its
review of a specific filing, it will evaluate specific risk factors based on a registrant’s specific facts and
circumstances.

Reporting on Internal Controls in a Reverse Merger and the December 2006 Release 

In light of the December 2006 amendments that provide an “IPO accommodation” by deferring Section 404
reporting by a new public company until its second SEC annual report, the Committee asked the SEC staff for
its views on whether this accommodation also would apply in a reverse merger when the accounting acquirer
was not a public company. The SEC staff noted that it continues to address the reporting requirements of a
reverse merger on a facts and circumstances basis. Accordingly, a registrant with this fact pattern is
encouraged to consult with the legal staff in the Division of Corporation Finance’s Office of the Chief Counsel
to determine its Section 404 reporting requirements.

Issue Description Discussion Document Title
Providing summarized financial information for equity
investee(s) for periods in which the investee is not
significant

Reporting Requirements of Rule 4-08(g) of
Regulation S-X for Periods in Which the Investee Is
Less Than 10% Significant

Providing financial statements of a to-be-acquired
business in registration statements covering secondary
offerings

When Rule 3-05 Financial Statements Must Be
Provided in Registration Statements Covering
Secondary Offerings

Significance calculations for determining financial
statement requirements for equity investees

Applying Rule 3-09 of Regulation S-X to an Equity
Method Investee in the Real Estate Industry

Reporting stock-based executive compensation in the
summary compensation table

When Stock-Based Executive Compensation That Is
Capitalized or Deferred Should Be Reported in the
Summary Compensation Table

Reporting Requirements of Rule 4-08(g) of Regulation S-X for Periods in Which the Investee Is
Less Than 10% Significant

AFFECTS: Registrants with investee(s) that do not exceed the 10 percent significance test in
certain periods.

BACKGROUND: Rule 4-08(g) of Regulation S-X requires disclosure of summarized financial
information if an investee or any group of investees is greater than 10 percent
significant.1 Rule 4-08(g)(2) states that "the information shall be presented insofar
as is practicable as of the same dates and for the same periods as the audited
consolidated financial statements." 

https://thecaq.aicpa.org/Resources/SEC+Regulations+Committee/Finalized+Discussion+Documents+Addressed+in+Joint+Meetings+of+SEC+Regulations+Committee+and+SEC+Staf.htm


QUESTION: The Regulations Committee asked the SEC staff (1) what financial information is
required if an investee meets the significance threshold in one year but not other
years and (2) whether summarized financial data are required for all periods or only
those in which the investee is significant.

SEC STAFF VIEW: A registrant is required to present summarized balance sheet and income statement
financial information for all periods presented. This is true even when an investee or
investees only exceed the significance threshold in one of the years (regardless of
which year). In addition, the SEC staff stated that all periods provided must be
audited.

When Rule 3-05 Financial Statements Must Be Provided in Registration Statements Covering
Secondary Offerings

AFFECTS: Registrants making secondary offerings when a greater than 50 percent significant
business acquisition is probable.

BACKGROUND: The SEC amended Rule 3-05 of Regulation S-X to make the timetable for providing
acquired business financial statements for acquisitions below the 50 percent
significance level in registration statements generally consistent with the timetable
for providing them in Form 8-K (i.e., they are generally due 75 days after the
acquisition is completed). However, for acquisitions above the 50 percent
significance level, the acquired business financial statements are required in
registration statements when the acquisition becomes probable (i.e., before they
are required in a Form 8-K). The Regulations Committee asked the SEC staff to
address the timetable for providing acquired business financial statements in
registration statements when (a) the significance of the acquisition exceeds 50
percent and (b) the registration statement covers a secondary offering (or another
offering that is not of a capital-raising nature). 

QUESTION: The Regulations Committee asked whether a registration statement covering a
secondary offering was required to include Rule 3-05 financial statements when an
acquisition of greater than 50 percent significance becomes probable before the
registration statement can become effective.

SEC STAFF VIEW: The SEC staff affirmed that these financial statements would be required in a
secondary offering before the registration statement can become effective. The SEC
staff also noted that this applies to both new registration statements and post-
effective amendments.

Applying Rule 3-09 of Regulation S-X to an Equity Method Investee in the Real Estate Industry

AFFECTS: Registrants selling a portion of a subsidiary or investee.

BACKGROUND: Rule 3-09 of SEC Regulation S-X requires registrants to provide financial
information of equity method investees in interim and annual filings. Under Rule 3-
09, the significance of a registrant’s equity investee is determined by reference to
the significance tests in Rule 1-02(w) of Regulation S-X. The income test of
significance under Rule 1-02(w) of Regulation S-X requires the comparison of
income from continuing operations before income taxes, extraordinary items, and
cumulative effect of a change in accounting principle of the equity method investee
with such income of the registrant.

Real estate investment trusts (REITs) sometimes enter into transactions whereby a
REIT contributes 100 percent owned (either outright ownership or through wholly
owned entities) operating real estate to a newly formed entity (“Newco”).
Simultaneously, an investor contributes cash to Newco. The transaction’s objective is
for the REIT to ultimately own an economic interest, say, 10 percent to 30 percent,
in Newco after the transaction. Thus, cash is distributed from Newco to the REIT for
the difference between the fair value of the real estate and the REIT’s retained
economic interest.

http://www.sec.gov/rules/final/33-7355.txt
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For example, assume a REIT owns an operating real estate property with a cost
basis of $5,000 and a fair value of $10,000. The REIT contributes the property to a
newly formed LLC, and an investor contributes $9,000 in cash. The LLC distributes
the $9,000 to the REIT. As a result, the REIT and the investor own 10 percent and
90 percent of the LLC, respectively. 

Assuming the requirements of FASB Statement No. 66, Accounting for Sales of Real
Estate, are met, the REIT would treat the transaction as a partial sale, with the gain
on sale of $4,500 ($10,000 fair value less $5,000 cost basis multiplied by 90
percent reduction in ownership of the property) recognized in the income
statement. This gain and the operations of the real estate would not qualify for
discontinued operations classification because of continuing involvement with the
property under FASB Statement No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets. The REIT would account for its 10 percent
investment in the LLC by using the equity method of accounting.2

QUESTION: The Regulations Committee asked the SEC staff whether registrants in the real
estate industry should include in the numerator any gain on partial sale of property
for computing significance of equity method investees under Rule 3-09 of
Regulation S-X.

SEC STAFF VIEW: Any gain or loss related to changes in ownership of a subsidiary or investee, in the
real estate industry or otherwise, should be included in the significance test.
Registrants with unusual circumstances may consult the SEC staff regarding the
application of the test.

When Stock-Based Executive Compensation That Is Capitalized or Deferred Should Be Reported
in the Summary Compensation Table

AFFECTS: Registrants that issue stock-based compensation.

BACKGROUND: Questions arise regarding the reporting in the summary compensation table (SCT)
of earned stock-based awards when related compensation costs are capitalized in
the balance sheet (e.g., as part of inventory or property, plant, and equipment) or
deferred under other accounting literature. 

QUESTION: The Regulations Committee asked for the SEC staff’s views on the period in which
these costs should be presented in the SCT.

SEC STAFF VIEW: The SEC staff stated that for equity compensation, these amounts should be
reported in the SCT in the year in which they were capitalized in the balance sheet,
because the awards were earned and granted during that fiscal year. The SEC
noted that this view only applies to equity compensation. Other forms of
compensation should follow the reporting requirements of Regulation S-K, Item
402.

2 Under AICPA Statement of Position 78-9, Modification of SOP 97-2, Software Revenue Recognition, With Respect to Certain
Transactions, and EITF Topic No. D-46, “Accounting for Limited Partnership Investments.”

Updates Since the Heads Up Covering the April 17, 2007, Meeting

Highlights From the April Meeting Approved

The highlights from the meeting contain details about all SEC staff discussions regarding ongoing projects, final
rule releases, and other matters. We summarized certain of the announcements in Deloitte & Touche LLP’s May 8,
2007, Heads Up about the April meeting. The SEC has now approved the final meeting highlights from the April
meeting. Our summaries did not differ substantively from the final meeting highlights.

Discussion Documents Approved

All discussion documents from the April 17, 2007, meeting (which were not final when we published the May 8,
2007, Heads Up) have now been approved. Other than the issue discussed below, there were no substantive
differences between the approved documents and our summaries in the May 8, 2007, Heads Up.

http://www.deloitte.com/dtt/cda/doc/content/us_assur_Heads_Up_050807.pdf
http://www.deloitte.com/dtt/cda/doc/content/us_assur_Heads_Up_050807.pdf
https://thecaq.aicpa.org/Resources/SEC+Regulations+Committee/SEC+Regulations+Committee+Highlights.htm
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At the April 17, 2007, meeting, the SEC staff asked for additional time to consider the issue below. The final
discussion document does not indicate that the staff is still considering this issue. Otherwise, the staff’s view has
not changed since the May 8, 2007, Heads Up. (See this Heads Up or the official discussion document for
additional information about this issue.)

Financial Statement Requirements in an IPO When a Merger of Entities Under Common Control
Occurs at the Closing Date  

AFFECTS: Registrants that are under common control and involved in an initial public offering
(IPO).

QUESTION 1: In situations in which the merger will occur after the effectiveness, but no later
than the closing, of an IPO or another similar transaction, the Regulations
Committee asked the SEC staff to confirm the acceptability of providing combined
financial statements of entities under common control instead of separate historical
financial statements of the entities to be combined. The combined financial
statements would be presented along with pro forma financial statements.

SEC STAFF VIEW 1: The SEC staff indicated that registrants with this fact pattern should consult the
staff regarding the financial statement requirements in their particular
circumstances.

QUESTION 2: In addition, the Regulations Committee presumes that using combined financial
statements as the denominator when performing significance calculations pursuant
to rules such as Rules 3-05 and 3-09 of Regulation S-X is likely to better serve
investors, because this approach is less likely to trigger the need for unnecessary
information in registration statements.

SEC STAFF VIEW 2: The SEC staff will consider requests for relief to use combined financial amounts as
the denominator for purposes of the significance calculations in determining other
financial statement requirements for the filing (e.g., Rules 3-05 and 3-09 of
Regulation S-X).
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Dbriefs for Financial Executives
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