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Beginning, a fundamental concept in accounting standards, reflects how entities handle modifications in

their accounting policies. When a company adopts a new accounting principle, it must determine how

to present the cumulative effect of this change on its financial statements. This approach ensures

consistency, comparability, and transparency in financial reporting, enabling users to make better-

informed decisions. In this article, we will explore the implications of changes in accounting principles,

the methods for reporting such changes, and their impact on financial statements and stakeholders.

Understanding Changes in Accounting Principles

What Are Accounting Principles?

Accounting principles are the fundamental guidelines and standards that govern how financial

transactions and events are recorded, summarized, and reported in financial statements. These

principles ensure consistency across organizations and over time, facilitating comparability among

different entities and periods. Examples include the revenue recognition principle, matching principle,

and the cost principle.

What Constitutes a Change in Accounting Principles?

A change in accounting principle occurs when a company adopts a different accounting method from

the one previously used. Such changes can arise due to:



Implementation of new accounting standards issued by regulatory bodies (e.g., GAAP, IFRS).

Switching to a different acceptable accounting method that provides more relevant or reliable

information.

Correcting errors in prior accounting policies.

It is important to distinguish between a change in accounting estimate (which is accounted for

prospectively) and a change in accounting principle (which often requires retrospective adjustment).

Reporting Changes in Accounting Principles

Retrospective Application and Its Rationale

The generally accepted approach for reporting a change in accounting principle is to apply the new

principle retrospectively. This means adjusting prior period financial statements as if the new principle

had always been used, to the extent practicable. The goal is to:

Ensure comparability across periods.

Provide users with consistent financial information.

Maintain the integrity of financial statements.

In practice, this involves restating prior period financial statements to reflect the new accounting



principle.

Adjustments to the Beginning of the Period

The core concept is that the effects of the change are recognized as adjustments to the beginning

retained earnings (or other components of equity) of the earliest period presented. This method

ensures that the cumulative impact of the change is incorporated into the financial statements from the

start, avoiding distortions in reported net income for the current period.

How Are These Adjustments Made?

Step-by-Step Process

Implementing a change in accounting principle involves several steps:

Identify the need for a change: Determine if the change is required or voluntary and if it meets1.

the criteria for a change in accounting principle.

Calculate the cumulative effect: Quantify the difference between the amounts reported under the2.

old and new principles for all prior periods that are presented.

Adjust opening balances: Adjust the beginning retained earnings (or other relevant components3.

of equity) for the earliest period presented to reflect the cumulative effect.

Restate prior period financial statements: Recast the statements for prior periods as if the new4.

principle had been applied consistently.

Disclose the change: Provide transparent disclosures explaining the nature of the change,5.



reasons, and effects on financial statements.

Impact on Financial Statements

These adjustments primarily affect:

Retained earnings (or other components of equity)

Prior period financial statements (which are restated)

Current period net income (adjusted for the cumulative effect)

Differences Between Changes in Principles and Estimates

Accounting Estimates vs. Principles

It is crucial to distinguish between a change in accounting principle and a change in an accounting

estimate:

Change in Accounting Principle: A change in the method used to apply existing standards,

usually retrospective.

Change in Accounting Estimate: An adjustment reflecting new information or developments,

accounted for prospectively without adjusting prior periods.



Implications of the Differences

While changes in estimates impact only the current and future periods, changes in principles affect

prior periods and require restatement and adjustment to opening balances.

Regulatory Standards Governing Changes in Principles

GAAP (Generally Accepted Accounting Principles)

Under U.S. GAAP, ASC Topic 250 addresses accounting changes and error corrections. It stipulates

that changes in accounting principles are to be applied retrospectively, with disclosures about the

nature and reason for the change.

IFRS (International Financial Reporting Standards)

IAS 8 prescribes similar principles, requiring retrospective application unless impractical, in which case

a prospective approach is permitted. The standard emphasizes transparency and consistency.

Importance of Disclosures

Transparency and Comparability

Disclosures related to changes in accounting principles are vital for transparency. They should include:

The nature and reasons for the change.



The effect on financial statements of prior periods presented.

Any adjustments made to retained earnings or other components of equity.

If retrospective application is impractical, the reasons and alternative procedures adopted.

Impact on Stakeholders

Proper disclosures help stakeholders, such as investors, creditors, and regulators, understand how

accounting changes influence financial results, enabling more accurate analysis and decision-making.

Challenges and Considerations

Practical Difficulties

Restating prior periods can be complex and resource-intensive, especially for large or long-standing

entities. Data availability and consistency may pose challenges.

Timing of Adoption

Choosing the right timing for implementing a change affects comparability. Companies must consider

regulatory deadlines and the potential impact on financial analysis.

Implications for Financial Ratios and Metrics

Restatements can influence key financial ratios, such as return on assets or debt-to-equity ratios,

affecting stakeholders’ perceptions.



Conclusion

Changes in accounting principles are a critical aspect of maintaining accurate and comparable financial

reporting. Reporting these changes as adjustments to the beginning of the period ensures that the

effects are comprehensively reflected in financial statements, preserving consistency and transparency.

While this process involves restating prior period data and making necessary disclosures, it ultimately

contributes to the integrity of financial reporting and stakeholder trust. As accounting standards evolve

and new principles emerge, understanding how to appropriately handle such changes remains

essential for accountants, auditors, and users of financial information alike.

Frequently Asked Questions

What does it mean when changes in accounting principles are reported

as adjustments to the beginning retained earnings?

It means that the effects of the change are retrospectively applied, adjusting the opening balance of

retained earnings for the earliest period presented to reflect the new accounting principle.

Why are changes in accounting principles generally reported as

adjustments to the beginning of retained earnings?

Because such changes affect prior periods' financial statements, adjusting the beginning retained

earnings ensures comparability and consistency across periods.

How does reporting changes as adjustments to the beginning balance

impact financial statements?

It results in restated prior period financial statements, providing users with comparable and accurate

historical data after considering the accounting change.



Are there any exceptions to reporting changes in accounting principles

as adjustments to the beginning retained earnings?

Yes, some changes, such as those resulting from retrospective application or error corrections, must

be adjusted through retained earnings, while others may be reported prospectively depending on the

accounting standard.

What is the accounting treatment for a change in accounting principle

according to GAAP?

GAAP generally requires retrospective application, adjusting prior period amounts, including the

beginning retained earnings, to reflect the new accounting principle.

How does the process of adjusting beginning retained earnings affect

comparative financial statements?

It ensures that all prior periods are restated to reflect the new accounting principles, allowing for

accurate year-over-year comparisons.

What disclosures are required when reporting adjustments to beginning

retained earnings due to accounting principle changes?

Disclosures should include the nature of the change, the reason for the change, the effect on prior

periods, and the impact on net income and retained earnings.

Can a company choose to report changes in accounting principles

prospectively instead of retrospectively?

In most cases, GAAP requires retrospective application, but certain circumstances or standard-specific

exceptions may allow for prospective reporting.



How do changes in accounting principles influence the comparability of

financial statements?

When properly reported as adjustments to the beginning retained earnings, they improve comparability

across periods by aligning financial statements with the new accounting standards.

Additional Resources

The Effects Of Changes In Accounting Principles Are Generally Reported As Adjustments To The

Beginning

In the complex world of financial reporting, consistency and transparency are paramount. One crucial

aspect that accountants and financial analysts pay close attention to is how companies handle

changes in accounting principles. When a business adopts a new accounting standard or modifies its

existing accounting policies, the question arises: how should these changes be reflected in financial

statements? The generally accepted accounting principles (GAAP) provide clear guidance,

emphasizing that such changes are typically reported as adjustments to the beginning balance of

retained earnings or other affected components of equity. This approach ensures comparability across

reporting periods while maintaining an accurate and transparent view of a company's financial health.

This article delves into the nature of changes in accounting principles, their implications for financial

reporting, and the rationale behind adjusting prior periods. We will explore the relevant standards, the

mechanics of reporting adjustments, and the practical considerations for companies navigating these

changes.

Understanding Changes in Accounting Principles



Defining Accounting Principles and Policies

Accounting principles are the fundamental guidelines that govern how financial transactions and other

economic events are recorded and reported. These include standards set by authoritative bodies such

as the Financial Accounting Standards Board (FASB) in the United States or the International

Accounting Standards Board (IASB) internationally.

Accounting policies, on the other hand, are the specific practices a company adopts within the

framework of these principles. For example, a company’s choice of depreciation method (straight-line

vs. declining balance) or inventory valuation method (FIFO vs. weighted average) are accounting

policies that reflect how principles are applied.

What Constitutes a Change in Accounting Principles?

A change in accounting principle involves adopting a different standard or policy than previously used.

Common examples include:

- Switching from FIFO to LIFO inventory valuation.

- Changing from the cost method to the revaluation model for fixed assets.

- Moving from cash basis to accrual basis of accounting.

- Applying a new accounting standard issued by standard-setting bodies.

Such changes may be mandated by new regulations, prompted by better information, or driven by a

company's strategic decision to improve financial reporting.

GAAP’s Stance on Changes in Principles

According to GAAP, a change in accounting principle is recognized as a change in accounting



estimate only if it results from new information or new developments. Otherwise, it is treated as a

change in accounting policy, which requires retrospective application—meaning adjusting prior periods

to reflect the new principle.

The core principle is that such changes should enhance the relevance and reliability of financial

statements, but they must be applied consistently across periods to ensure comparability.

Reporting Changes as Adjustments to the Beginning of the

Period

The Rationale Behind Adjusting Prior Periods

When a company adopts a new accounting principle, GAAP generally requires that the change be

applied retrospectively. This means adjusting prior period financial statements as if the new principle

had been in place all along. The primary reasons include:

- Enhancing comparability: Investors and analysts can compare financial data across periods without

distortion caused by differing accounting policies.

- Maintaining consistency: It aligns the financial statements with the current accounting policy,

providing a clearer picture of ongoing operations.

- Ensuring transparency: Clear adjustments disclose the impact of changes, avoiding misleading

conclusions.

How Are Adjustments Made?

The adjustments are typically reflected by restating prior period financial statements, including:



- Retained Earnings: The cumulative effect of applying the new principle is recorded as an adjustment

to the beginning balance of retained earnings for the earliest period presented.

- Other components of equity: If applicable, adjustments may also impact other equity accounts.

- Prior period statements: Financial statements for prior periods are restated to reflect the new

accounting principle, ensuring consistency.

This approach ensures that the current period’s financial statements are comparable with prior periods,

which have been restated to incorporate the new principle.

Impact on Financial Statements

The effect manifests as:

- Adjusted beginning retained earnings: This is the key adjustment, representing the cumulative effect

of the change as of the start of the earliest period presented.

- Revised prior period statements: Financial statements are restated, with the adjustments reflected in

the balance sheets, income statements, and cash flow statements.

- Disclosure notes: Detailed explanations of the change, its impact, and reasons are included in the

notes to the financial statements.

Mechanics of Applying These Adjustments

Step-by-Step Process

1. Identify the change: Determine whether the change is a new accounting standard or a change in

policy.

2. Determine the cumulative effect: Calculate the impact of the change on prior periods’ financial



statements.

3. Restate prior period financials: Adjust the financial statements of prior periods to reflect the new

principle.

4. Adjust opening retained earnings: Record the cumulative effect of the change as an adjustment to

the beginning balance of retained earnings for the earliest period presented.

5. Disclose transparently: Provide detailed notes explaining the nature of the change, the reasons, and

its effect on financial results.

Example Illustration

Suppose Company XYZ switches from FIFO to LIFO inventory valuation. The company would:

- Recalculate prior period inventory balances under LIFO.

- Adjust prior period cost of goods sold and inventory balances accordingly.

- Restate the prior period financial statements with these new figures.

- Record the cumulative difference (the effect of switching from FIFO to LIFO) as an adjustment to

beginning retained earnings at the start of the earliest period presented.

- Disclose the change and its financial impact in the notes.

Standards and Regulations Governing Such Adjustments

GAAP Guidelines

GAAP provides specific guidance under Accounting Standards Codification (ASC) Topic 250,

"Accounting Changes and Error Corrections," which outlines:

- When to apply retrospective adjustments.



- How to calculate cumulative effects.

- Disclosure requirements.

The goal is to ensure that financial statements are comparable across periods and that changes are

transparently communicated.

International Standards

The International Financial Reporting Standards (IFRS) also emphasize retrospective application for

changes in accounting policies, under IAS 8. Similar principles apply, with an emphasis on consistency

and transparency.

Disclosure Requirements

In all cases, companies are required to disclose:

- The nature of the change.

- The reasons for the change.

- The impact on financial statements.

- Any restatements of prior periods.

This transparency helps users of financial statements understand the context and implications of the

change.

Practical Considerations and Challenges



Data Availability and Restatement Efforts

Restating prior periods can be resource-intensive, requiring:

- Re-collection of historical data.

- Re-calculation under new standards.

- Reconciliation of differences.

Companies must allocate sufficient resources to ensure accuracy.

Stakeholder Communication

Clear communication with investors, regulators, and auditors is vital. Companies should:

- Provide comprehensive disclosures.

- Explain the rationale behind changes.

- Clarify the impact on financial results.

Impact on Financial Ratios and Metrics

Adjustments can influence key financial ratios such as:

- Return on assets (ROA)

- Debt-to-equity ratio

- Earnings per share (EPS)

Stakeholders should interpret these metrics cautiously, understanding they are based on restated

figures.



Managing Future Changes

Companies should establish robust policies to:

- Monitor upcoming standard updates.

- Assess the impact of potential changes.

- Maintain consistent application across periods.

Conclusion: Ensuring Transparency and Comparability

In the dynamic landscape of financial reporting, handling changes in accounting principles with

transparency is essential. Reporting such changes as adjustments to the beginning of the period

ensures that prior period financial statements accurately reflect the adopted policies, fostering

comparability over time. This approach underscores the commitment to truthful disclosure, allowing

stakeholders to make informed decisions based on reliable and consistent information.

While the process involves detailed calculations, restatements, and disclosures, its benefits—enhanced

transparency, improved comparability, and greater stakeholder trust—far outweigh the challenges. As

accounting standards continue to evolve, so too will the methods for managing these changes, but the

fundamental principle remains: clarity and consistency serve as the foundation of trustworthy financial

reporting.
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