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2008

Dear Chairman Pozen and other Committee Members:

It is an honor to be invited to participate in Panel One (Restatements and Discusston of
Developed Proposals 3.1, 3.2 and 3.3), and Panel 2 (Professional Judgment and Discussion of
Developed Proposal 3.4) of CIFiR’s Open Meeting. Given the topics of my panels, I will limit
my remarks to materiality and professional judgment.

As a young attorney in the Division of Corporation Finance of the Securities and
Exchange Commission (the “SEC”) in the mid-1970’s, I was taught that a restatement of
financial statements is required when an error has occurred and the error is material. Given the
increased complexity of accounting principles, particularly with respect to matters such as
Statement of Financial Accounting Standards No. 157, Fair Value Measurements, errors have
become increasingly common.

When an error is identified, the focus turns to whether the error is material.' In the past
two years, one out of five registrants under the Securities Exchange Act of 1934, as amended,
has restated its financial statements. While the number declined in 2007 to approximately 1,000

! See, e.g., TSC Industries, Inc. v. Northway, In 426 US 438 (1976) (“Northway”), Basic Inc. v.
Levinson, 485 US 224 (1988) (“Basic”) and Staff Accounting Bulletin No. 99 (“SAB
99”). When the Staff of the SEC adopted SAB 99, a debate ensued as to whether SAB 99
constituted a new standard of materiality or nothing more than a codification of existing
legal and accounting standards. My views are set forth in Attachment A, “SAB 99:
Materiality as We Know It or Brave New World for Securities Law.”
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reporting companies, when one considers that there are only 12,000 public companies, 8% of
reporting companies restating in one year is an indication of something systemic, rather than a
short term phenomenon. I respectfully submit that investor protection is not being served by
having such a large number of restatements occur each year. If the threshold for when a
restatement is required is too low, investors and the public interest are not being served.

If “everyone has one” the marketplace will soon draw its own distinctions as to what is
important and alternatively decide how to differentiate between restatements that can affect the
market and enterprise value of a company and those that do not. Thus, not all restatements are
created equal. The market views some restatements as a selling event, when investors stampede
out of the stock; yet other restatements are viewed as a buying opportunity by market
professionals resulting in the stock prices not going down or not going down for a sustained
period. The time needed to resolve restatement situations can result in market professionals,
such as hedge funds or shareholder activists, buying the debt of a company that is in default
under its debt covenants for the failure to file timely periodic reports or buying the common
stock of a company that has an “accounting problem” to put it into play. The result in both
situations can be a determination by the company’s board of directors to consider “strategic
alternatives,” which can result in selling the company at a fire-sale price. For long-term
shareholders, the short-term gains of others results in selling their investment on the cheap. For
employees, it can mean the loss of jobs when the company is sold.

The Developed Proposals present a way to resolve the dilemma that has existed about
materiality and restatements. I support Developed Proposals 3.1, 3.2 and 3.3. They are
consistent with the recommendation of the Materiality Task Force of which I was a member in
2007.% Specifically, I recommend revising SAB 99 to put SAB 99 into its proper context. It
should not be viewed as governing materiality generally, but rather a specific issue: can a
quantitatively immaterial item be material because of qualitative factors? My answer is yes.® As
a young attorney in Corporation Finance, I was taught that the dollar that took a registrant from a
profit to a loss was material. Under SAB 99, that point is a qualitative factor. But SAB 99
should be revised to put it into that perspective, rather than having the much broader reach it has
had. New guidance published by the SEC should clarify materiality consistent with the
Developed Proposals.

2 Attachment B is the submission of the Materiality Task Force to CIFiR dated February 13,
2008.

* Cf. Todd E. Hardiman, “Remarks Before the 2006 AICPA National Conference on Current
SEC and PCAOB Developments” (Dec. 12, 2006), available at
<http://www.sec.gov/news/speech/2006/spch121206teh.htm> (“Staff Accounting
Bulletin No. 99 provides guidance on how to make materiality judgments. It provides
guidance that helps answer the question: can small errors be material? The example cited
in the SAB is financial statement errors below 5%. And the guidance it provides includes
an illustrative list of qualitative considerations that may cause a quantitatively small error
to be material.”)
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SAB 108 was a response from the Staff to companies using the Iron Curtain approach
exclusively and ignoring the roll-over approach when they found errors. This allowed errors to
build up on the balance sheet that became material over time, but were not corrected. Although
necessary at the time, perhaps the abuse the Staff saw in the past has been resolved. If so, SAB
108 should be revised to differentiate how the roll-over and Iron Curtain methods are applied by
making their use depend on whether the financial statements have been issued. Once a company
issues financial statements, it should be required to restate only if there is an error that is material
under the roll-over approach. Thus, the Iron Curtain approach would be applied only prior to the
issuance of financial statements, rather than after issuance.

We need to return the test of materiality to what the Supreme Court decided in Northway
and Basic. Contrary to what some might think, doing this will result in investor protection and
promote public interest. Rather than be confronted with a blizzard of restatements that are
difficult to differentiate, investors would be able to distinguish between restatements that
represent truly important changes to the financial statements that a reasonable investor would
consider in making an investment decision on the one hand, and accounting errors that would not
affect their investment decision making on the other hand. In addition to helping investors, these
changes would help public companies. Restatements are expensive in terms of time, effort,
diversion of management resources, expenses, litigation and capital formation. Accounting
errors that are material would still require the time, effort and expense they do now, but they
would not be as frequent, and accounting errors that are not material would be handled in a
manner that would avoid a restatement.

Developed Proposal 3.2 is an enlightened approach that protects investors while ensuring
that financial statements reflect the needs of current investors. Ihave been involved in a number
of restatements concerning amortization of leasehold improvements as well as options dating.
While not generalizing because every restatement has different aspects,” there are similarities in
both situations: errors occurred over a number of years and were corrected by massive,
expensive and time-consuming restatements. Rather than restate in most of these situations,
changes could have been reflected in current financial statements because the errors occurred
long ago and/or were considered material only when the aggregate adjustment was calculated.
At a concept level, it is clear that no restatement should be required for such errors in the absence
of fraud. The specific method to implement this remains to be decided. Adjusting the current
year’s opening retained earnings is a balance sheet approach which I favor because it does not
affect the income statement. Others favor reflecting the change in the income statement. While
the debate should occur on the precise method, Developed Proposal 3.2 should be implemented.

Similarly, Developed Proposal 3.3 should be implemented to put errors in interim reports
in the proper perspective. The approach of paragraph 29 of APB Opinion No. 28, Interim
Financial Reporting, provides the right starting point. An error in an interim period that does not
affect trends and is not material to the annual financial statements should not result in a
restatement of the interim period. For example, a calendar-year retailer may earn the majority of

* Attachment C is my Rules of the Road for Restatements which describes the differences and
common features of restatements.
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its income in the fourth quarter. Should a material accounting error that occurred in the second
quarter that is not detected until the preparation of the annual financial statements result in a
restatement? I doubt whether investor protection is served by: the delay in issuance of annual
financial statements; the market uncertainty; or the potential liability if the retailer sold securities
in the third quarter off a shelf registration statement in the third quarter when the trends and
annual results are not materially affected by the correction of the second quarter error.

Critical to the approach I am recommending is that the correction of an error, short of a
restatement must be accompanied by robust disclosure in the financial statements as well as in
the narrative of the filing and that an Exchange Act filing should be made as soon as practicable.
Lack of full disclosure will not adequately inform investors even if the numbers are corrected.
Thus, lawyers who assist in drafting the disclosure are needed as part of the process. Lawyers
need to know more about accounting in order to fulfill this role. With current, complete and
correct disclosure this recommendation can enhance the flow of information to the marketplace,
on a timely basis. Periods in which trading occurs without current information are now
commonplace. The marketplace will be far more efficient if delays in getting accounting issues
resolved can be shortened. Eliminating unnecessary restatements can do this.

I have advocated revisiting materiality under SAB 99 in the past with respect to the use of
the term material in internal control over financial reporting.” The revision of AS 2, which
resulted in AS 5 being adopted by the PCAOB, has gone a long way to address the issues under
Section 404 of the Sarbanes Oxley Act of 2002 (“SOX”). Irespectfully submit that
implementation of Developed Proposals 3.1, 3.2 and 3.3 can go a long way to address
restatements.

But, having said that, one more Developed Proposal needs to be implemented to
complete the package of enhancing investor protection, lowering compliance costs and
promoting capital formation: Developed Proposal 3.4 as it relates to professional judgment. In
the past six years, some restatements have occurred because restatement was the short-term
cautious answer, rather than the long-term right answer for investors. A restatement was safe
because the decision to do so would not be second-guessed, or so some thought. There have
been instances where the restatement itself has had to be restated.

We need to reconstitute professional judgment. Professionals have to know that
exercising judgment in good faith after examining all the facts available with the appropriate
level of objectivity is not going to be a career-ending experience. The factors in Developed
Proposal 3.4 are the right factors to focus on. I prefer guidance, rather than a safe harbor. Ido
not think that guidance will become a litigation trap if the guidance is properly calibrated. Are
there examples where guidance or even a safe harbor has resolved a securities law issue without
litigation? Yes. Rule 144 under the Securities Act of 1933, as amended, has been followed for

> See Attachments D and E, letter to Jonathan G. Katz for the Roundtable on Implementation of
Internal Control Reporting Provisions dated April 11, 2005 and letter to Nancy M.
Morris, for the Roundtable on Second Year Experiences with Implementation of
Sarbanes-Oxley Internal Control and Auditing Provisions dated May 1, 2006.



March 12, 2008
Page 5

LATHAM&sWATKINSuwe

over 30 years. It has not led to litigation with respect to resales of restricted securities or sales of
securities by affiliates. Rule 415 under the Securities Act, which I helped write, was touted by
some on Wall Street as only resulting in litigation if it was adopted. It has not and it has been in
effect since 1983. I believe that properly calibrated guidance on professional judgment can
produce the same kind of result. I recommend that, like Section 404 of SOX, the Public
Company Accounting Oversight Board should craft guidance for auditors and the SEC should do
so for in-house accounting staff at public companies.

There’s a phrase that is often used that I commend to you: the future is now. The needs
for implementing these Developed Proposals are pronounced and are not going away. For the
good of investors, the public interest, capital formation and companies deciding whether to go
public in the US or stay as public companies, I respectfully submit, the future is now!

Sincerely,
John J. Huber
of Latham and Watkins LLP
Attachments:
A “SAB 99: Materiality as We Know It or Brave New World for Securities Law.”
B Submission of the Materiality Task Force to CIFiR dated February 13, 2008.
C Rules of the Road for Restatements.
D Letter to Jonathan G. Katz for the Roundtable on Implementation of Internal Control

Reporting Provisions dated April 11, 2005.

Letter to Nancy M. Morris, for the Roundtable on Second Year Experiences with
Implementation of Sarbanes-Oxley Internal Control and Auditing Provisions dated May
1, 2006
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I. INTRODUCTION

Staff Accounting Bulletin No. 99 (“SAB 99”) expresses the views of the staff of
the Securities and Exchange Commission (the “Commission”) concerning materiality in the
preparation and audit of financial statements. Mateniality is the keystone of the disclosure
system under both generally accepted accounting principles (“GAAP”) and the federal securities
laws. The meaning and mterpretatlon of materiality are the subject of caselaw, including two
Supreme Court decisions,' and accounting literature, such as SAS No. 47, Audit Risk and
Materiality in Conducting the Audit, as amended by SAS No. 822

The long awaited SAB 99 resulted from Chairman Arthur Levitt’s speech on
earnings management in September 1998.% In addition to highlighting five accountmg issues®

' TSC Industries, Inc. v. Northway, Inc. 426 US 438 (1976) (“Northway™) and Basic Inc. v.
Levinson 485 US 224 (1988) (“Basic”).

2 American Institute of Certified Public Accountants (*“AICPA™), Codification of Statements on
Auditing Standards (“AU”) §312, “Audit Risk and Materiality in Conducting an Audit.”

? Chairman Arthur Levitt, the “Numbers Game”, NYU Center for Law and Business
(September 28, 1998) (the “NYU Speech™). Chairman Levitt believes that earnings
management “is a game among market participants. A game, that if not addressed soon, will
have adverse consequences for America’s financial reporting system. A game that runs
counter to the very principles behind our market’s strength and success.” David Porter, SEC
Ready 10 Crack Down on Accounting Games, Crain’s Cleveland Business, Sept. 20, 1999,
available in LEXIS, All Sources Library, News Group.

% These include “Big Bath” Restructuring Changes; Creative Acquisition Accounting, such as
in process research and development (“IPR&D"); Cookie Jar Reserves; Revenue Recognition;
and the abuse of materiality. With respect to materiality, Chairman Levitt stated: “But some
companies misuse the concept of materiality. They intentionally record errors within a
defined percentage ceiling. They then try to excuse that fib by arguing that the effect on the
bottom line is too small to matter. If that’s the case, why do they work so hard to create these
errors? Maybe because the effect can matter, especially if it picks up that last penny of the
consensus estimate. When either management or the outside auditors are questioned about
these clear violations of GAAP, they answer sheepishly . . . ‘It doesn’t matter. It's
immaterial.” In markets where missing an earnings projection by a penny can result in a loss
of millions of dollars in market capitalization, I have a hard time accepting that some of these
so-called non-events simply don’t matter.,” NYU Speech at 4-5. Since the NYU Speech, the
Staff has taken vigorous action, including targeted reviews of more than one hundred public
companies that had one or more of the accounting issues highlighted in the speech as well as
enforcement actions. In addition the Blue Ribbon Committee constituted to study the audit
committee has rendered its report {Report and Recommendations of the Blue Ribbon
Committee on Improving the Effectiveness of Corporate Audit Committees) and the
Commission has published proposals to implement certain recommendations in the report.
Release No. 34-41987 (October 7, 1999).
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which have become the focus of much commentary, as well as Commission review in the
comment process, the NYU speech sets forth the nine steps® which have become the game plan
for the Commission’s Year of the Accountant.

When it was released on August 12, 1999, SAB 99 generated much discussion as
to its meaning and scope. Does SAB 99 create a new standard of materiality or merely recite
existing law, accounting and auditing principles? Will SAB 99 be limited in scope to accounting
matters or will it be applied in other areas, such as insider trading, press releases for material
events and disclosure generally? Does SAB 99 constitute a helpful guideline to petsons
responsible for preparing and auditing financial statements or does it draw the line in the sand by
putting registrants and their accountants on notice that enforcement cases will be brought for
violating the staff accounting bulletin? Will the Commission adopt SAB 99 as its own? Will the
Commission file briefs, amicus curiae, to convince courts to follow or adopt SAB 99 as their
own?

In the 17 months since SAB 99's release, some of these questions have been
answered. The Commission adopted SAB 99 as its own and filed a brief amicus curiae asking
the Second Circuit to reverse a district court’s ruling on materiality grounds and citing SAB 99
as the basis for reversal. The Second Circuit applied SAB 99 with approval in a non-financial
statement context. Other questions still remain, and new questions have arisen. Will other
circuits follow the Second Circuit? How will SAB affect compliance with Regulation FD?°
Will SAB 99°s materiality test result in a profusion of disclosure by public companies under
Regulation FD or will it be business as usual?

In examining these issues, this outline will first summarize materiality under the
federal securities laws and the Commission’s experience with quantitative and qualitative
standards. The outline will then discuss SAB 99 and answer some of the questions concerning
the meaning and scope of SAB 99.

* The nine steps include: the Staff requiring issuers to disclose the impact of changes in
accounting assumptions; asking the AICPA to change the accounting for IPR&D; a staff
accounting bulletin on revenue recognition; prompt action by the Financial Accounting
Standards Board (the “FASB”) on the liability project; staff review and enforcement of the
five issues (see footnote 4); a review of the audit process by the Public Oversight Board; the
Blue Ribbon Committee on the Audit Commiltee; focusing corporate management and Wall
Street on the issue; and Staff guidance on materiality. As the Chairman stated, and SAB 99
reflects: “[M)ateriality is not a bright line cut off of three or five percent. It requires
consideration of all relevant factors that could impact an investor’s decision (emphasis added)
NYU Speech at 6.

® For a discussion of Regulation FD, see John J. Huber, Thomas J. Kim, Brian G. Cartwright,
Kirk A. Davenport and Erica H. Steinberger, The SEC’s Regulation FD — Fair Disclosure.
-2-



IL BACKGROUND OF MATERIALITY

While both the Securities Act of 1933 (the “Securities Act”) and the Securities
and Exchange Act of 1934 (the “Exchange Act”) use the term “materiality,” its meaning has
been left to caselaw development.

A, Northway posed the issue of what is the standard of materiality under the proxy
rules. Is it what an investor “could” consider important or is it a lesser standard of “may’
or a higher standard of “would.” In its analysis the Court stated: {TThe question of
materiality, it is universally agreed, is an objective one, involving the significance of an
omitted or misrepresented fact to a reasonable investor, Northway at 445. Thus, the
analysis is objective although characterized as a “mixed question of law and fact.” Id. at
450. Moreover, it focuses on the investor, not the issuer or the accountant. In selecting
“would” as the materiality standard, the Court stated:

i

“An omitted fact is material if there is a substantial likelihood that
areasonable shareholder would consider it important in deciding
how to vote. ... It does not require proof of a substantial
likelihood that disclosure of the omitted fact would have caused
the reasonable investor to change his vote. What the standard does
contemplate is 2 showing of a substantial likelihood that, under all
the circumstances, the omitted fact would have assumed actual
significance in the deliberations of the reasonable shareholder. Put
another way, there must be a substantial likelihood that the
disclosure of the omitted fact would have been viewed by the
reasonable investor as having significantly altered the

“total mix™ of the information made available.” Id. at 449,

1.  Although Northway involved proxies, other courts have applied the
Northway materiality standard in contexts other than proxy solicitations.
For example, in Flamm v. Eberstadt, 814 F.2d 1169, 1174 (7th Cir, 1987),
the court reasoned that “Northway dealt with ‘materiality’ under the proxy
rules, but like every other court of appeals we have taken the definition as
suitable for the term wherever it appears in securities law.” In Steadman v.
SEC, 603 F.2d 1126 (5th Cir. 1979), gff’d, 450 U.S. 91 (1981}, the court
applied the definition of materiality to Section 17(a)(2) of the Securities Act.
In Seaboard World Airlines, Inc. v. Tiger International Inc., 600 F.2d 355
(2d Cir. 1979), the court applied the Northway definition of materiality to
Section 14(¢) of the Exchange Act. In Kirsch Co. v. Bliss & Laughlin
Industries, Inc., 495 F. Supp. 488 (W.D. Mich. 1980), the court applied the
Northway standard to Section 13(d) of the Exchange Act. Finally, in Basie,
the Court expressly adopted the Northway standard in the context of Section
10(b) of the Exchange Act as well as Rule 10b-5 thereunder. Basic at 983.
The Court in Basic also stated that it had been careful in Northway “not to
set too low a standard of materiality,” because it was “concerned that a
minimal standard might bring an overabundance of information within its
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reach and lead management ‘simply to bury the sharcholders in an
avalanche of trivial information — a result that is hardly conducive to
informed decision making.” ” Basic at 231 citing Northway at 448-449.

In adopting the integrated disclosure system in the early 1980’s, the
Commission adopted the Northway standard in Rule 405 under the
Securities Act and Rule 12b-2 under the Exchange Act.

B. Having decided the standard of materiality in Northway, the Court in Basic
addressed the method to arrive at the answer under that standard in the context of merger

discussions.

1.

The Court recognized that application of the Northway standard to
preliminary merger negotiations was not self-evident. “Where the impact of
a corporate development on the target’s fortune is certain and clear, the
Northway maieriality definition admits straightforward application. Where,
on the other hand, the event is contingent or speculative in nature, it is
difficult to ascertain whether the ‘reasonable investor’ would have
considered the omitted information significant at the time.” Basic at 232.

In Basic, the Court clarified its position regarding the circumstances that
make corporate developments material. If a significant corporate
development is “certain and clear,” the corporation must disclose it.
However, when its occurrence is speculative, as is true with merger
negotiations, materiality ‘will depend at any given time upon a balancing of
both the indicated probability that the event will occur and the anticipated
magnitude of the event in light of the totality of the company activity.””
Basic at 238 citing SEC v. Texas Gulf Sulphur Co., 401 F.2d, 833, 849 (2d
Cir. 1968), cert. denied. 394 US 976 (1969). Thus, the Court adopted the
probability/magnitude test of Texas Guif which the Commission had
supported in its amicus brief. Basic at 239, n.16,

The Court emphasized that materiality depends on the significance the
reasonable investor would place on the withheld or misrepresented
information. fd. at 240. In a footnote, the Court stated it finds “no authority
in the statute, the legislative history, or our previous decisions for varying
the standard of materiality depending on who brings the action or whether
insiders were alleged to have profited.” /d. at 240 n.18. Although Basic
involved the materiality of information regarding preliminary merger
negotiations in the context of public announcements by the corporation, the
same standard would apply to determine whether an insider traded while in
possession of material non-public information.

In arriving at its holding, the Court in Basic rejected the standard that had

been employed by the Sixth Circuit, that “information becomes material by

virtue of a public statement denying it.” The Court reasoned that application

of such a rule “fails to recognize that, in order to prevail on a Rule 10b-5
-4



claim, a plaintiff must show that the statements were misleading as to a
material fact. It is not enough that a statement is false or incomplete, if the
misrepresented fact is otherwise insignificant.” Jd. at 238.

5. Once a determination has been made that the event or statement is material,
disclosure is required only when there exists a duty to disclose. The Basic
court did not discuss when a duty to disclose arises, but acknowledged that
there is no general duty under the federal securities laws to disclose
information merely because it is deemed to be material. In stating that
“[S)ilence absent a duty to disclose is not misleading under Rule 10b-5,” the
Court in Basic viewed “no comment” statements as “the functional
equivalent of silence” and thereby endorsed the Commission’s position in /n
re Carnation Co., Release No. 34-22214 (1985). Basic at 239, n.17.

C. SAB 99 states that the “total mix of information” test of Northway “includes the
size in numerical and percentage terms of the misstatement”... and “the factual content in
which the user of financial statements would view the financial statement item.” SAB
99 at 3. To the Staff, the analog in the accounting literature is qualitative® factors. SAB
99 is not the first time that the Staff has embraced qualitative factors as being equal to
quantitative factors in determining materiality. The first, and until SAB 99 the last, time
was in the late 1970’s. See John M. Fedders, Qualitative Materiality: The Birth,
Struggles, and Demise of an Unworkable Standard, 48 Cath. U. L. Rev. 41, 46 (1998).

1. Inthe wake of Watergate, the Commission took the position that a
conviction for making illegal campaign contributions is a material fact
requiring disclosure. See Release No. 33-5466 (Mar. 8, 1974). The
Commission decided that a conviction is material to an evaluation of the

7

Issuers have a duty to correct or update prior statements that have subsequently become
misleading if investors are still reasonably relying on the prior statements. See Ross v. A.H.
Robins Co., 465 F. Supp. 904 (S.D.N.Y.), rev’d on other grounds, 607 F.2d 545 (2d Cir.
1979), cert. denied, 446 U.S. 946 (1980). In Ross, the plaintiff alleged that the defendant, a
maker of a contraceptive device, represented that the device was safe and effective, but failed
thereafter to make corrective disclosure after conducting research which indicated that the
device was harmful to women. The court held that there was a duty to correct or revise a prior
statement which was accurate when made but which had subsequently become misleading.
The duty exists so long as the prior statements remain alive in the marketplace. See Ross, 465
F.Supp. at 908. The Ross court recognized that the passage of time may result in a statement
becoming immaterial and any duty to correct or update the fact would disappear. The duty to
update should be contrasted with the duty to correct a statemnent that was inaccurate when
made. See Sharp v. Coopers & Lybrand, 83 F.R.D. 343 (E.D. Pa 1979) (accountant had duty
to correct opinion letter after learning that it was inaccurate).

As used in SAB 99 “‘qualitative’ materiality refers to the surrounding circumstances that
inform an investor’s evaluation of financial statement entries.” SAB 99 at 9, n.5.
-5.



integrity of the management since it relates to the operation of the
corporation and the use of corporate funds.

2. In 1975, a time when making foreign payments was not illegal, the
Commission asserted that disclosure was required because of the effect of
making questionable payments on the financial statements. See Fedders, 48
Cath. U.L. Rev. 41, 51.

3. While the Commission was experimenting with qualitative materiality,
courts continued to follow a quantitalive approach.

a. Bermanv. Gerber Products Co., 454 F. Supp. 1310 (W.D. Mich.
1978 ), involved a bidder’s failure to disclose bribes in a Schedule
14D-1. The target company argued that the bidder had failed to disclose
information regarding questionable payments in its tender offer matenials
in violation of Section 14(e) under the Exchange Act. The court in
Berman reasoned that the questionable payments might bear on
management integrity and, therefore, may be worth disclosing, but found
that their omission was not materially misleading.

b. In Amalgamated Clothing & Textile Workers Union v. J.P. Stevens
& Co., 475 F. Supp. 328 (8.D.N.Y. 1975}, a union alleged that the
company’s proxy solicitation was materially deficient in failing to
disclose that board nominees had participated in a conspiracy to thwart
the labor laws of the U.S. In dismissing the complaint, the court
concluded that the principle that illegal foreign payments need not be
disclosed so long as they are intended for the corporation’s benefit was
equally applicable to the conspiracy alleged in Amalgamated.

4. The Commission’s focus on qualitative materiality as co-equal to
quantitative materiality largely disappeared in the 1980’s, and quantitative
materiality re-emerged as the primary standard. See generally, Fedders, 48
Cath. U. L. Rev. 41, 79-84.

D. The Foreign Corrupt Practices Act (the “FCPA") enacted in 1977, added Section
13(b)(2)(A) and (B) to the Exchange Act to assure that companies make and keep their
books, records and accounts in reasonable detail to facilitate their compliance with the
disclosure obligations under the securities laws. Rule 13b2-1 states that “[n]o person
shall directly or indirectly falsify or cause to be falsified, any book, record or account
subject to Section 13(b)(2)(A),” and Rule 13b2-2 prohibits a director or officer from
making a materially false or misleading statement or omitting to state any material fact in
connection with any audit or preparation or fifing of any report required to be filed with
the Commission.



II1.

SAB 99

A. The Staff issued SAB 99 in response to two perceived concerns. First, SAB 99
levels the playing field by addressing what the Staff sees as the increasing practice by
registrants and their auditors of using quantitative thresholds as rules of thumb in
preparing and auditing financial statements. Second, SAB 99 addresses what the Staff
sees as the increasing practice of some registrants to use what the Staff deems to be
immaterial audit adjustments to financial statements to affect or “manage” reported
earnings. Thus, SAB 99 resulted from Chairman Levitt’s NYU Speech.

B. SAB 99 came less than a year after the Big Five Audit Materiality Task Force
recommended the development of guidance covering the auditor’s consideration of
qualitative factors when evaluating the materiality of proposed financial statement
misstatermnents. See Letter from Robert H. Herz, Big Five Audit Materiality Task Force,
to Lynn E. Tumner, Chief Accountant, Securities and Exchange Commission (Oct. 9,
1998) (the “Big Five Letter”), available http://www.aicpa.org/members/div/auditstd/big$.htm,
which is attached as Attachment A to this outline. The Task Force set out to identify and
understand practice issues that had emerged relating to audit materiality, with a particular
focus on recent concerns expressed by the Staff, and to formulate responses addressing
these issues. The Task Force developed four principal recommendations to strengthen
financial and audit effectiveness:

1. Adopt a set of audit requirements aimed at encouraging audit clients to
record proposed financial statement misstatements.

2. Develop guidance covering the auditor’s consideration of qualitative
factors when evaluating the materiality of financial statement
misstatements.

3. Commit each of the Big Five firms to review the adequacy of its
consultation requirements and to issue 8 communication to its audit
personnel discussing the importance of effective evaluation of
proposed financial statement misstatements.

4. Sponsor audit research to understand better whether the evaluation of
materiality by the auditor needs to be updated for changing investor
expectations.

C. SAB 99 came in the wake of two settlements in enforcement actions, On March
25, 1998, the Commission announced a settlement had been reached in the matter of
Sensormatic Electronics. See In re Sensormatic Electronics Corp., Release No.
34-39,791 (Mar. 25, 1998), available at <www.sec.gov/enforce/adminact/337518.txt>,
More recently, on June 30, 1999, the Commission reached settlement in its financial
fraud case against W.R. Grace & Co. (“Grace™), its officers, and outside auditors. See In
re W.R. Grace & Co., Exchange Act Release No. 41,578 (June 30, 1999), available at
<www.sec.gov/enforce/adminact/34-41578 . htm>.

1. Through its fiscal years 1994 and 1995, Sensormatic engaged in the practice
of managing its quarterly revenue and earnings reports in order to reach

-7-



budgeted earnings goals and thereby meet analysts’ quarterly earnings
projections. Sensormatic’s earnings were determined primarily by the
recognition of revenue from the sale of electronic security system equipment
that the company manufactured and marketed. Among other things,
Sensormatic engaged in the practice of shutting down the computer clock on
the last day of the quarter while still shipping goods so that out-of-pertod
shipments, and consequently revenue, would be recorded in the prior
quarter. The overstatement reached $30 million in a singie quarter. The
Chairman of Sensormatic, who paid a $50,000 fine to settle with the
Commission, maintained that the practice had no material effect on the
company’s financial condition. Investors viewed Sensormatic as a growth
company. This view was fostered by the company’s own press releases that
described its significant growth. In preparation for the end of each quarter,
an employee would produce weekly memoranda containing the sales goals
that needed to be met in order to reach the company’s budgeted earnings
goals. These memoranda were circulated to top management, including the
Chief Financial Officer. At the beginning of the last month of each quarter,
the company typically was short of its sales goals. When senior
management determined that Sensormatic could not attain budgeted goals,
the company engaged in a variety of improper revenue recognition practices
which did not conform to GAAP. Sensormatic’s major non-conforming
practice, was out-of-period shipments, whereby the company recognized
revenue in one quarter on items that were actually shipped in the next.
Second, Sensormatic recognized revenue when customer shipments were
made to a warehouse leased by it, rather than directly to the customer.
Third, the company engaged in slow shipping, whereby Sensormatic
recognized revenue when it shipped goods at the end of the quarter, but
requested the carrier to delay delivery beyond normal transit times to meet
customers’ requested delivery date in a subsequent quarter, Finally,
Sensormatic recognized revenue when goods were shipped to customers
whose contracts included FOB destination terms. According to the
settlement, Sensormatic engaged in these practices to smooth its reported
earnings over the course of a year and obscure its seasonally weaker third
quarter. Management knew that the company’s stock, which traded at a
high price to carnings ratio, was particularly sensitive to quarterly earnings
announcements. Smoothing reported eamings meant that analysts’ forecasts
would be met consistently.

According to the settlement in Grace, a division of Grace subject to segment
reporting known as National Medical Care (“NMC”}, made more in profits
and had greater revenue growth than it had expected beginning in 1991 and
continuing through 1992. NMC deliberately underreported its eamings,
hiding the excess in a so-called cookie-jar reserve account for which there
was no corresponding exposure contrary to GAAP. The reserve grew over
time to $60 million. In 1994, when Grace’s profits were declining, NMC
started reintroducing the reserve into reported earnings (thereby
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compounding the existing irregularity). The reversal was described in
Grace’s annual report as a “change in estimate.” At the time, Grace’s
auditor Price Waterhouse (now PricewaterhouseCoopers LLP, “PWC”)
agreed with the position because the amounts were immaterial. The
Commission disagreed on the grounds that the “change in estimate”
statement was materially false and misleading. Grace was charged with
engaging in fraud by managing the earnings reported in quarterly and annual
financial reports. For most of the periods at issue, the false report consisted
of a “smoothing” of the earnings of the segment. The Commission’s
position in Grace is that misstatement in the financial statements by means
of an intentional misapplication of GAAP will lead to fraud charges even if
the financial impact is material only to a corporation’s segment, rather than
to the corporation taken as a whole. In Grace, the Commission did not
allege that accounting irregularities were material to the parent company;
rather, they were material only to the NMC segment. The Commission
found a basis for materiality in the efforts by former Grace and NMC senior
management to manipulate NMC’s and Grace’s reported eamings. The
Commission found that the two PWC audit partners knew of the improper
diversion of revenue into the reserves in 1991 and 1992 and told
management that the accounting was out of conformity with GAAP. After
discussion with management over the irregularity, the auditors issued an
unqualified audit opinion. In addition, the Commission was critical of the
PWC engagement partner who failed to resolve the reserve problem of
which he was aware.

D. SAB 99 may be divided into three topics: the discussion of materiality; issues
under the FCPA; and the Staff’s views of the auditor’s duties under Section 10A of the
Exchange Act.

1. Materiality under SAB 99

a. Inits analysis of materiality, SAB 99 compares the caselaw under
materiality to the FASB Statement of Financial Accounting Concept No,
2, Qualitative Characteristics of Accounting Information (1980).
(“Concepts Statement No. 2),

{1} According to Concepts Statement No, 2: “[t]he omission or
misstatement of an item in a financial report is material if| in the light
of 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.” Concepts Statement No. 2 at 132. This is
similar to the probability/magnitude test of Basic.

(2) In Northway the Court held that “a fact is material if there is a
substantial likelihood that the fact would have been viewed by the
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reasonable investor as having significantly altered the total mix of
information made available.” Northway at 449. But Northway does
not include guantitative or qualitative factors in its “total mix"
discussion. Materiality “requires delicate assessments of the
inferences a ‘reasonable shareholder’ would draw from a given set of
facts and the significance of those inferences to him.” 7d. at 450. The
“total mix” of Northway is substantially the same concept as the
“surrounding circumstances” of the accounting literature. While
SAB 99 correctly compares the “total mix” of the caselaw to the
“surrounding circumstances” of the accounting literature, it makes a
leap of faith concluding that qualitative factors are necessary or
appropriate in assessing materiality. SAB 99’s citation to cases to
support this position does not include any case before 1996. SAB 99
at 9, n.6. Recognizing that materiality cannot be reduced to a
numerical formula does not lead to the conclusion that qualitative
factors must be included in the analysis. Notwithstanding this point,
SAB 99 asserts that the “shorthand” in the accounting literature for the
“total mix” analysis under the caselaw is an analysis of both
quantitative and qualitative factors. SAB 99 at 3. SAB 99 considers
both quantitative and qualitative factors to be of equal weight in
conducting an analysis of materiality.

b. Inrejecting the use of a 5% threshold as a quantitative rule of thumb
to determine materiality, SAB 99 reminds registrants and auditors that
“exclusive reliance on this or any other percentage or numerical threshold
has no basis in the accounting literature or the law.” SAB 99 at 2. While
a quantitative rule of thumb or bright line test or percentage safe harbor is
not enough under either caselaw or accounting literature, the Staff is
comfortable in using it as the first step in assessing materiality. The first
step of quantitative analysis is followed by the second step of considering
“all the relevant circumstances,” which under SAB 99 is focused
exclusively on qualitative factors.

c. Following the logic of SAB 99 results in the conclusion that there
are circumstances in which a misstatement below 5%, or 3%, or any
percentage, could be material because the application of one or more
qualitative factors or the intent of the person responsible for the financial
statements could make an otherwise immaterial item material. The
Staff’s non-exclusive list includes:’

(1) Whether the misstatement arises from an item capable of precise
measurement or whether it arises from an estimate, and if so, the
degree of imprecision inherent in the estimate,

® The list should be compared to the list of qualitative factors included as an appendix in the
Big Five Letter, attached as Attachment A.
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(2) Whether the misstatement masks a change in earnings or other
corporate trends.

(3) Whether the misstatement hides a failure to meet analysts’
consensus expectations for the business.

(4) Whether the misstatement changes a loss into income or vice
versa,

(5) Whether the misstatement concerns a segment or other portion of
the registrant’s business that has been identified as playing a
significant role in the registrant’s operations or profitability.

(6) Whether the misstatement affects the registrant’s compliance
with regulatory requirements.

(7) 'Whether the misstatement affects the registrant’s compliance
with loan covenants or other contractual requirements.

(8) Whether the misstatement has the effect of increasing the
management’s compensation.

(9) Whether the misstatement implicates the concealment of an
unlawful transaction.

d. Significantly, SAB 99 identifies possible market reaction as another
factor in determining matertality. The Staff arrives at this position by an
indirect path:

{1) *Consideration of potential market reaction to disclosure of a
misstatement is itself ‘too blunt an instrument to be depended on’ in
considering whether a fact is material.” SAB 99 at 4, citing Concepts
Statement No. 2 at 169.

(2) “When, however, management or the independent auditor
expects . . . that a known misstatement may result in a significant
positive or negative market reaction, that expected reaction should be
taken into account in considering whether a misstatement is material.”
SAB 99 at 4.

(3) Thus, potential market reaction may or may not be a factor in
determining materiality based on the expectation, the mind set, or the
mens rea of the company and its auditor. What if they disagree? What
if there is an internal disagreement between the senior management
and the board of directors of the company, despite a demonstrated
pattern of significant market reaction? This factor in SAB 99 turns
Concepts Statement No 2 on its head and puts companies and their
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advisors at risk of being second guessed in making the materiality
determination. Following SAB 99 would mean that any potential
impact, real or believed, has to be included in the materiality analysis,
but the absence of any market impact does not alone provide a basis
for a conclusion that the fact or event is not material.

(4) A recent example of the difficulty in anticipating market reaction
to a corporate development may be found in the announcement of the
findings of fact by Judge Penfield Jackson that indicated Mircrosoft
Corporation was a monopoly and had used its monopoly position to
stifle competition. On the day of the announcement, Microsoft
declined $1.60 per share or 1.8 %. The following week Microsoft
regained the lost ground by announcing an agreement with Tandy
Corporation to market products in Radio Shack stores. From the date
of the Judge’s decision to mid-November, Microsoft common stock
declined over 4%. Assume that Microsoft, as a technology company,
has a pattern of volatile market movements. The most logical position
for anyone advising Microsoft about the market reaction prior to the
public announcement by the Judge would have been a decline in the
market price of between 5% to 10% per share. Yet, the market price
did not decline by more than 1.8%. Does that make the announcement
of a finding of monopoly status immaterial? Under SAB 99, an
argument could be made that since the market reaction factor had not
been met, the fact was not material. Yet, it was indeed material.

e. Since qualitative factors will always play a role in assessing
materiality under SAB 99, a registrant and its auditors should not assume
that even small intentional misstatements are immaterial. Significantly,
under SAB 99 intent may make an otherwise immaterial fact or event
material.

(1) “While the intent of management does not render a misstatement
material, it may provide significant evidence of materiality. SAB 99 at
4. Thus the Staff concludes that earnings management, no matter how
small, can be material. In addition, this standard can lead to making
any small intentional misstatement material because of the intent of the
person.

(2) The Staff provides no support either in caselaw or the accounting
literature for its assertion of intent as a factor in determining
materiality. Again, the SAB does not recognize either the difficulty of
determining intent or the multiplicity of “intents” that can be involved.
Thus, SAB 99 puts the auditor to the task of auditing the intent of
his/her client.
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(3) Not only can intentional immaterial misstatements be material,
but SAB 99 asserts that they are also unlawful.

f.  When a misstatement involves a segment of the registrant’s
operations, the registrant in assessing materiality to the financial
statements taken as a whole should consider not only the size of the
misstatement but also the significance of the segment information to the
financial statement taken as a whole. For example, if management has
represented a segment to be important to the future profitability of the
company, then a misstatement of that segment’s profitability is more
likely to be material than a financial statement misstatement in a segment
that management has not identified as especially noteworthy.

g. After assessing each item separately under a quantitative and then
qualitative analysis, SAB 99 states that registrants must then analyze the
aggregate effect of all of the immaterial items.

(1)  Both qualitative and quantitative factors should be considered,
especially in relation to individual line item amounts, subtotals, or
totals in the financial statements. Factors to be considered include the
following:

(2) The significance of an item to the corporate entity.
(b) The pervasiveness of the misstatement.

(c) Effect of the misstatement on the financial statements
taken as a whole.

(2) The aggregate effect of a series of individually immaterial
misstatements may result in the financial statements taken as a whole
to be materially misleading. Thus, SAB 99 appears to reject a netting
process in which one or more negative misstatements are netted
against one or more positive misstatements, all of which are
individually immaterial.

(3) SAB 99 thus provides a procedure for assessing the materiality
of multiple misstatements:

(a) Consider whether each misstatement is material,
irrespective of its effects when combined with other
misstatements.

(b) Consider whether the misstatement of individual amounts
causes a material misstatement of the financial statements
taken as a whole.

{c) Consider both quantitative and qualitative factors with
respect to both (a) and (b), above.
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(d) If the misstatements of an individual amount renders the
entire statement materially misstated, then such effect
cannot be eliminated by other misstatements whose
intended effect may be to diminish the impact of the
misstatement to other financial statemnent items.

(e) Registrants should assess the effect of the quantitative
aggregation of individual immaterial misstatements.
There may be a situation where an individual
misstatement by itself is immatenal, but when aggregated
with other misstatements, they render the financial
statements taken as a whole to be materially misleading.

(f) The Staff believes that particular attention should be paid
to the situation in which a misstatement of an estimated
amount is offset by a misstatement of an amount capable
of precise measurement.

(4) In addition to the aggregate assessment, SAB 99 appears to
require the materiality analysis to include the effect of a misstatement
in the current period together with its effect from prior periods. “This
may be particularly the case where immaterial misstatements recur in
several years and the cumulative effect becomes material in the current
year.” SAB 99 at 6. Thus, SAB 99 appears to support the “iron
curtain” (confining the error to one period) approach rather than the
“roll-over” (rolling the error into the next period) method to
immaterial errors that cover multiple periods.

h. While SAB 99 discusses qualitative factors, segments aggregation
and netting as separate factors, it does not provide guidance as to how to
analyze these factors together. For example, if materiality is deterrnined
by the total mix of information as Northway and SAB 99 state, do you
analyze each misstatermnent within each line item of a segment without
any aggregation or netting? Or can you take the approach that since the
amount of the misstatements in the aggregate is neither quantitatively nor
qualitatively material to the financial condition, results of operations or
liquidity of the company taken as a whole, the misstatements are
immaterial?

i.  Ananalysis of materiality under SAB 99 could include the following
steps:
(1) Ifan item is quantitatively material, it will be material regardless
of whether or not one or more qualitative factors apply;

(2) Evenifan item is quantitatively immaterial, it may still be
material if one or more qualitative factors apply; and
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(3) Intent can be viewed as constituting evidence of materiality.

Separate from the discussion of materiality, SAB 99 states that an
immaterial, misstatement, whether intentional or unintentional, can still
constitute a violation of the FCPA — the books and records provisions of the
Exchange Act.

a. The Staff reminds registrants that they must comply with Sections
13(b)(2) to (7) of the Exchange Act even if financial statement
misstaterments are immaterial.

b. These provisions require each registrant with securities registered
pursuant to Section 12 of the Exchange Act, or required to file reports
pursuant to Section 15(d) of the Exchange Act, to make and keep books,
records, and accounts, which, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of assets of the registrant. The
registrant must also maintain internal accounting controls that are
sufficient to provide reasonable assurances that, among other things,
transactions are recorded as necessary to permit the preparation of
financial statements in conformity with GAAP. Reasonableness, rather
than materiality, is the standard. SAB 99 also points out that criminal
liability may be imposed if a person knowingly circumvents or
knowingly fails to implement a system of intemnal accounting controls or
knowingly falsifies books, records, or accounts. Rule 13b2-1 states that
“[n]o person shall, directly or indirectly, falsify or cause to be falsified,
any book, record or account subject to Section 13(b)(2)(A) of the
Exchange Act.”

¢. The Staff asserts that determinations of what constitutes “reasonable
assurance” and “reasonable detail” are based rof on a mateniality
analysis, but rather on the level of detail and degree of assurance that
would satisfy prudent officials in the conduct of their own affairs.

d. The reasonableness standard in Section 13(b)(2) of the Exchange Act
is not an absolute standard for corporate records. The limited
authoritative guidance that exists on the reasonableness standard in this
context suggests that reasonableness reflects a judgment as to whether a
registrant’s failure to correct a known misstatement implicates the
purposes underlying the provisions of Section 13(b)(2) — (7) of the
Exchange Act.

¢. Registrants and their auditors should consider a number of factors in
assessing whether a misstatement results in a violation of a registrant’s
obligation to keep books and records that are accurate in reasonable
detail.

(1) The significance of the misstatement — as measured by its effects.
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(2) How the misstatement arose — an immaterial misstatement
arising from an effort to manage earnings is a violation, while one
arising from the normal course of business will not cause the books to
be inaccurate in reasonable detail.

(3) The cost of the misstatement'® -- the Staff does not expect
registrants to make major expenditures in correcting a small
misstatement, and, conversely, finds it unlikely to be reasonable that a
registrant would fail to correct a known misstatement where there is
little cost or delay in doing so.

(4) The clarity of authoritative accounting guidance with respect to
the misstatements — in gray areas, failure to correct a known
misstatement may not render the registrant’s financial statements
inaccurate in reasonable detail but in areas free from doubt “there is
little ground” for leaving a misstatement uncorrected. SAB 99 at 7.

(5) Recognizing that there may be other indicators of
reasonableness, the Staff will continue to defer to “judgments that
‘allow a business, acting in good faith, to comply with the Exchange
Act’s accounting provisions in an innovative and cost-effective way.””
Id., citing Speech by then Chairman Harold Williamns, 46 FR 11546.

3. Under Section 10A(b) of the Exchange Act, an auditor upon discovery of
“an illegal act” has to take certain actions which can include informing
management, the audit committee or the board of directors, unless “the
illegal act is clearly inconsequential.” The statute specifies that the anditor’s
obligations are triggered irrespective of whether the illegal acts are
perceived to have a material effect on the financial statements of the
registrant.

a. Since the obligations imposed on an auditor by Section 10A(b)(1)
are triggered regardless of the materiality of the illegal misstatement, the
Staff reminds the auditor of his/her cbligation to report the illegal act to
the audit committee irrespective of any “petting” of the misstatements
with other financial statement items.

b. According to the Staff, the requirements of Section 10A are
consistent with the auditing literature. See Statement on Auditing
Standards (“SAS™) No. 54, Illegal Acts by Clients; SAS 82,
Consideration of Fraud in a Financial Statement Audit. SAB 99 points
out that pursuant to paragraph 38 of SAS 82, if the auditor determines
that fraud might exist, the auditor must discuss the matter with the

' It should be noted that while cost of compliance is a factor for FCPA compliance under SAB
99, it is not mentioned in the Staff’s materiality discussion.
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appropriate level of management. The auditor is under a continuing
obligation to report directly to the audit committee any fraud invelving
senior management as well as any fraud that causes a material
misstatement of the financial statements.

(1) Paragraph 4 of SAS 82 states that misstatements arising from
fraudulent financial reporting are intentional misstatements or
omissions of amounts or disclosures in financial statements to deceive
statement users.

(2) SAS 82 goes on to state that fraudulent financial reporting may
involve, among other things, intentional misapplication of accounting
principles.

(3) Therefore, the implication drawn by the Staff is that immaterial
misstatements may constitute fraudulent financial reporting.

(4) Auditors that learn of intentional financial statement
misstatements may be required, depending upon the situation, to
undertake several procedural re-evaluations, and consider whether to
resign.

(5) An auditor is required to report to a registrant’s audit committee
any reportable conditions or material weaknesses in a registrant’s
system of intemal accounting control that the auditor discovers in the
course of examining the registrant’s financial statements.

E. The Staff also takes the position that authoritative literature takes precedence over
industry practice that is contrary to GAAP.

ISSUES RAISED BY SAB 99

A. Does SAB 99 interpret materiality in accordance with caselaw and the accounting
literature or does SAB 99 announce a new standard of materiality?

1. SAB 99 emphasizes and repeats that it is meant only to reaffirm existing
concepts of materiality in the caselaw and accounting and auditing literature.

a. Tothatend, SAB 99 cites as its main sources only authoritative
auditing or accounting literature, as well as longstanding caselaw.

b. The qualitative factors announced in SAB 99 are all available in
accounting and auditing literature.

2.  Concepts Statement No. 2, states that materiality judgments are primarily
quantitative in nature and recognizes that materiality judgments are
concerned with thresholds. The significance of a financial statement item is
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reflected in and reflects the threshold used to measure its materiality. It
provides examples of thresholds and screens. The relative, rather than the
absolute size of an item, determines whether it should be deemed material in
a given situation. Concepts Statement No. 2 takes the position that
materiality judgements can properly be made only by those with all the
facts.

SAB 99 also cites Accounting Principle Board Opinion No, 20 (1971) on
Accounting Changes (“APB No, 20”) to support the proposition that
numerous factors should be considered in determining whether a
quantitatively small misstatement is material. Paragraph 38 of APB No. 20
states that “{m]ateriality should be considered in relation to both the effects
of each change separately and the combined effect of all changes.”

SAB 99 represents a mixture of new and old legal and accounting concepts
relating to materiality that on balance may be viewed as resuiting in a new
and different test. This is particularly the case with respect to analyzing
materiality issues which involve more than one analysis described in SAB
99, such as line items of a segment that involve a number of quantitatively
immaterial errors that in the aggregate or when netted do not change the
total mix of information about the registrant.

a. The standard of Northway coupled with the probability/magnitude
methodology of Basic is tempered under SAB 99 by a qualitative factors
test. While this combination can be reconciled with “total mix of
information™ under Northway and the “surrounding circumstances” of
Concepts Statement No. 2 from a theoretical standpoint, it cannot be
reconciled from a practical point of view. It is dictating a two-step
analysis for materiality that is not found in caselaw. The various tests
under caselaw and the accounting literature are all intended to meet the
standard of what a reasonable investor would consider important. How
the registrant and its auditors get there should be up to them. Having set
the procedure, SAB 99 also minimizes or eliminates the ability of
registrants and their advisors to make judgments. In response to
Chairman Levitt’s criticism of flexibility in the NYU Speech, SAB 99
leaves little room for judgment in an area that caselaw and the accounting
literature recognize is dominated by judgment calls.

b. Not only can the mixture be viewed as creating a new standard, but
SAB 99 confuses intent with materiality. Intent deals with mens rea or
the state of mind of the actor. Materiality concerns the fact, event or item
itself. For example, intent and materiality are separate elements in
proving a cause of action under Rule 10b-5. While the Staff has
disavowed it, the language of SAB 99 can make an otherwise immaterial
item material if the actor has the wrong intent.
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¢. Having to consider the prospective effect of an item on the market
price is a new standard which brings an unknowable variable into the
traditional analysis of the “total mix™ of information, one that takes the
lawyer and the accountant as advisors to registrants on materiality into
the realm of investment banking.

B. Is SAB 99’s position on materiality limited to the preparation and audit of
financial statements?

1.

C.

Harvey Goldschmid, General Counsel of the Commission, is reported to
have said that although SAB 99 focuses on accounting practices, “the key
definitions of materiality come from the Court, and therefore the bulletin has
implications for lawyers in all kinds of areas” He is reported to have added
that SAB 99 “reflects a lot of commission thinking which hopefully will
provide useful guidance.” Ellen Rosen, Is No Matter Too Small to be
‘Material'?, Nat’l L.J., Sept. 20, 1999, available in LEXIS, All Sources
Library, News File.

SAB 99 discusses Northway and Basic, which established the law of
materiality. SAB 99°s focus on qualitative factors is not found in either
case.

The standard of materiality in SAB 99 addresses materiality in preparing or
auditing financial statements. Although SAB 99 reflects the definition of
materiality in Northway, as refined in Basic, the SAB 99 standard is
formulated in the language of financial statement misstatements, rather than
proxy solicitations or merger negotiations or disclosure generally. As such,
when Basic discusses the probability and magnitude of an occurrence, in the
context of SAB 99 this may mean something completely different than what
it means in the context of preliminary merger negotiations. Nevertheless,
SEC officials have said they expect the SAB 99 standard to extend beyond
financial reporting and to be considered in connection with other securities
laws, including insider trading, and disclosure generally. See Liz Skinner,
New SEC Rules Good News for Investors, Arkansas Democrat-Gazette,
Aug. 16, 1999, available in LEXIS, All Sources Library, News File.

Given the overlap between caselaw and the accounting literature about the
same term, materiality, it is inevitable that Harvey Goldschmid’s prediction
will be realized and SAB 99 will expand beyond financial statements.

Will SAB 99 be used by the SEC’s Division of Enforcement? Yes. In late

October 1999, the SEC’s Division of Enforcement began citing SAB 99 as authority for
violations of accounting requirements in a case that involved a fact pattern that occurred
before SAB 99 was published.
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D. Will the Commission endorse SAB 99 and file amicus curiae briefs to convince
courts to adopt SAB 997 Yes. Have any courts endorsed SAB 99 in a non-financial
statement context? Yes.

1. While a staff accounting bulletin represents only the views of the Staff, an
amicus brief represents a Commission position. In October 1999, the
Commission filed an amicus brief in the Court of Appeals for the Second
Circuit in Ganino v. Citizens Utilities Co., a copy of which is attached as
Attachment B. The Commission’s brief cited SAB 99 as well as Chairman
Levitt’s speech to support the position that: exclusive reliance on
quantitative analysis to determine materiality without considering all
relevant factors is inappropriate; and assessing materiality requires
consideration of the impact of the item on a quarter as well as its impact on
the entire year. In September 2000, the Second Circuit issued its opinion in
Citizens Utilities, in which it approved the use of SAB 99 in a non-financial
statement context.!' A copy of the Second Circuit’s opinion is attached as
Attachment C.

2. In Citizens Ultilities, plaintiffs-shareholders alleged in their complaint that
Citizens Ultilities Co., a publicly traded company, fraudulently inflated its
share price by, among other things, misrepresenting the source of income in
its Form 10-Q for the second quarter of 1996 and deceptively underreporting
fee revenue earned and received in 1995 so that it could report the fees in a
later period, such as 1996, when Citizens needed to use them in order to
manage earnings. Citizens had had over 50 consecutive years of increased
revenue, eamings and earnings per share. Citizens moved to dismiss the
complaint on the grounds that the amount of the fees that were allegedly
misrepresented was immaterial as a matter of law since it comprised a de
minimus 1.7% of Citizens’ total pre-tax revenues for 1996. The district
court granted the motion to dismiss, quoting a newspaper article that
observed that ““most auditors — and their corporate clients — define
materiality as any event or news that might affect a company’s earnings,
positively or negatively, by 3% to 10%....[it] has become standard practice
in corporate America. Thus, if a particular charge or event doesn’t meet the
3% to 10% level, companies feel they don’t have to disclose it.”!?
Accordingly, the district court held that the amount at issue -- 1.7% of
Citizens’ revenues for the relevant time period -- was immmaterial as a matter
of law and, furthermore, that the lack of change in Citizens’ stock price
following the filing of the information about the source of the income in the
Form 10-Q for the second quarter of 1997 was evidence of the
immateriality.

" Ganino v. Citizens Utilities Co., 228 F.3d 154 (2d Cir. 2000).

12 Ganino v. Citizens Utilities Co., 56 F. Supp. 2d 222, 226 (D. Conn. 1999).
-20-



The Second Circuit reversed, holding that following the Supreme Cowst’s
decision in Basic v, Levinson, “we have consistently rejected a formulaic
approach to assessing the materiality of an alleged misrepresentation.”"?

The Second Circuit also observed that, while SAB 99 does not have the
force of law, it is “thoroughly reasoned and consistent with existing law ~ its
non-exhaustive list of factors is simply an application of the well-established
Basic analysis to misrepresentations of financial results — we find it
persuasive guidance for evaluating the materiality of an alleged
misrepresentation.”'* SAB 99, the Second Circuit noted, stated that various
“qualitative factors may cause misstatements of quantitatively small
amounts to be material.” The Second Circuit found particularly relevant
SAB 99’s statements of whether the “misstatement masks a change in
earnings or other trends” and whether the “misstatement hides a failure to
meet analysts’ consensus expectations for the enterprise.”'’ But for the
inclusion of the 1.7% fees in revenue, the over 50-year trend of increased
revenue and earnings would not have continued in 1996.

Endorsing and applying the principles outlined in SAB 99 and in the case
law, the Second Circuit therefore held that the plaintiffs-shareholders had
alleged material misrepresentations and that the district court erred in
holding that these amounts were immaterial as a matter of law.

E. What are the effects of SAB 997
1. Audits will take longer and cost more;
2.  There will be more disclosure of less meaningful information;

3.  The mixed question of law and fact which materiality represents could
become a foggier, even more difficult analysis; and.

4.  SAB 99 will be used as an enforcement tool by the Commission, which
could lead to litigation by a defendant seeking a determination that it is
invalid.'®

5.  SAB 99 and Regulation FD should be viewed together, rather than
separately. Materiality is the major element to determining whether

13 Ganino, 228 F.3d at 162.
4 Id, at 163.

'® Staff accounting bulletins are intended to be statements or interpretations of existing rules or
principles involving financial statements. Thus, a staff accounting bulletin cannot constitute
rulemaking nor can its effect extend beyond financial accounting. Otherwise, the staff
accounting bulletin is invalid.
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disclosure is required under Regulation FD. If SAB 99 represents a new
materiality standard -- one that lowers the threshold of materiality -- SAB 99
could have a synergistic effect on disclosure under Regulation FD, resulting
in a profusion of public announcements of unimportant information. This
effect would result in higher costs of compliance, less meaningful
information to investors and more, rather than less, investor confusion.
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ATTACRMENT A

PRICEARTERHOUSE(COPERS

PricawsiernouseCaopers LLP
101 HMon Sree
jersey Tdy N)GI3S
Teiepnone (30V) £21 3000

l facumde (207) 2211333

Dctover 9, 1998
™Mr. Lyon E Turner
Chief Accoununt
The US, Securities and Exchange Commission .
450 Fich Streer, NW.

Washingeon, D.C. 20549 .

Dear Mr. Turner:

Enclozed arw the macarials relating ©o the Blg Five Audic Matarfality Task Force thac David
{andsitre] and | discussed wich you in cur telephone caf! on Octsber 8,1998. As nomd in
the enclosed paper sndued, “Sanss Report and Inidal Recommendadions, Auguse (998", che
Task Forcs was formed at tha direcsion of the {then) Big Six Professional Practice Parenars
in order to identify and undersand pracucs issues that have emerged relazing oo audic
maceriality, with a particulsr focus on recent concerns expressed by the SEC saff, and wo
formulice responses addrussing dhase issunc. The Task Force is duired by David Landsicen!
{formarly of Arthur Andersen and fermer Chair of the Audidng Sandsrds Bowrd), and
includes lay Brodish (PricswaterhouseCocpers), Ancrew Capelil (KPMG Peat Marwick),
Ecmund Noonan {formerly of KPMG and former Chair of the Audidng Sandards Beard),
David Pearson {formatly of Ernsc & Young), Rabert Sceiner (Delokxa & Touche), and myseif
on behaif of the Professional Practice Parcners,

As further described In the actached materials, the Task Force has devaioped four principat
recammendadions which we believe will serve o srengthen financial reporting and audit
eflecivaness, ag follows:

§. Adopting 1 set of audic requicemenss aimad at encouraging audie clients o rezord
proposed audic adjustments, Our sugsestad spproach is described h deal in Exhibic AL

2. Developing guidance eovering the auditor’s consideration of qualicative facoors when
evaliating the materialicy of proposed audic adjuszments, Our drafe guidance s
conmined in Bxhibic B,

3. Commicing exch of our finns to: 1) review the adequacy of is consulazion
raquirements deallng with the audicor’s 2=nsideration of propased audit adjiscments;
and, h) issub 2 communicadon o ks audit personnel discusting the impartance of
eifactive evgluation of thase proposed adjusoments and the consultadon process when
Issues arisa in chis regerd. Exhibic C i 1 copy of the Emst & Young policy in this area
which we belleve provides 2 good exampie of the gype of requirements thac all our firms
should have in piace,




Mr. Lyna E Turper
20i2
Ocwooar 8, 1998

4. Sponsering sudic research to beter undersand whether the eveitadion of materillcy by
the audier neads w be updated for changing inveswr expecations. Exhitic D describes
a research project Surrandy under way by Profassors Witliam Kinney (University of
Tesas), David Burgmahler (Lintwersity of Washingeon), and Roger Mardn (Michigan Scite
Univerxiy) thac wa are sponsoring,

Each of our frms supporrs the prindpal recommandadons of the Task Forge and intends
adope them 23 3000 a5 possble. We would b very plessed to mest with you and members
of your saff 1o furcher discuss the wori and recommendations of the Task Force.

.Snmly.

- /Q ) bead AL':{/

" Robart H. Herz

Co  Jane B. Adams — U5, Sequrities & Exchangs Commissian
Micrae) A, Conway — Chair, SEC Pracdea Seciton Exacutive Comymittaa
feery D. Sullivan - Public Oversighe Board
Arieen R, Thomas — AICPA
By Five Audic Maowrialicy Task Farce




Big Five Audif Matexiality Task Force
Status Report and Initial Recommendations
August 1998

In March 1998, the Bip Six Professional Practice Partners each appuinted 2
representative from their respective firms to form a task force to examine concerns that
have boen expressed about the application of materiality standards and concepts by
auditors in & financial sttement audit - including the recording or nen-recording of
audit adjustroamts. The task force has met on three occasions since that ime and
Formulated four recommendations for acticn, as outliwed below.,

BWMB&#W&M!:«

In our initial discugsions the task foree formulsted & mission consistent with the -
communications #t had received from the Big Six Professional Puc&e Partners, as

follows:

To identify and wrdersiamd practice issues that bave ermerged reiating o audit
materiality, witha wbﬁauwmmwmdbydnSECM and
pmu!cumpomaaddrmngﬁmmu

In order to undenstand isyues and concerms, our task force reviewad carsfully comments
made by various SEC siaff representatives raising concerns about the auditor’s
application of matesiality at an annual conferencs sponsored by the AICPA in December
1997, In this foruan the SEC staff raised two isrues ~ specifically, (1) whether there is a
need to evaluate the effecis of financial statement misstarerments {dentified i an audit
more rigorously in Light of the high multiples currently existing because of rises in stock
prices in recent yaars, and {b) whether there is too much auditor tolarance for
misstaternents that are intentionally made by management ta *manage” reported
earnings.

In bath cases, the SEC staff observed that waditional audit matesiality threshelds meay
need o be moamined. In the first instance, the notion is that a syl difference
between expacted and reporied sernings sexmingly triggers 4 significant investor
tesparse. In the Iatter instance, the SEC staff noted examples where registrants go aut
of their way (including adding costs to develop systems} o intentionally develop
misstated results - a concem even if the magnitude of misstatement is Jess than
traditional quantitative materiality thragholds.

Qur task force supolemented our understanding of the S2C staff's observations by
obtaning sn mventary of restiatements of financial seatements of SEC regisants during
the last two yexrs and examining examples of those where the restatement was initiated
by the SECstff. Wae did not observe a significant number of instancas where the
restaterent request invalvad an ad-hoc application by the SEC staff of a more rigorous
materiality perspective than might be deemad “iraditional” - adithough there were a
couple of instances noted where restatement to correct inteniional management cf
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eamings was required sven though the smounts nvolved may not have been material
by waditional staruiards.

An additional analytical step taken by our task force involved a review of materiality
policies included in the reference materiais of each of our respective firms. That analysis
was particolarly helpful in providing insights regarding the qualitative faciors o be
considered in wvaluating the effects of unadjusted missatements ~ see our second
recommendation below.

One important conclusion of our task foroe stemuning from the above analysis is that the
Prictice issues of concnen relate, for the most, part to socluation materiatity rather than
planning ateriality. Thatis, the concem of the SEC staff and others in the materiality
area involves a question of whathar appropriaw audit judgmuents are applied in
evalpating the significance of known issues and erors, nota concern aboat inkufficient

-audit scopes to uncovar issaes and errors in the ftplace. Our recommeandations below

focus on this concam. )

Our Initial Recopmnendations

At this paint our task force has developed four racommendations which we betieve will
serve to strengthen financial reporting and andit effectiveness. They are describe below
and in the referenced attaciunants.

L Adogt audit requiremsents simed of encouraging audit clients to record adjustments lo
elinvinate missicbements identified by the ouditor rven if management and the euditor
befizve they arx immaterial,

The most effective way to eliminate concems about the anditor’s evaluation of
unadjusted misstatemenis i to encourage menagement to record such adjustments to
sliminate the misstatements - gven if if is agread that the amounts invalved might be
evaluated &9 impaterial. Designing an appeoach to encoursge this resalt is aiso
consistent with the task forca’s viaw that the issues and concerms involve manageqent’s
responsibility and should not merely focus on the anditor.

The task force proposes a three-part packige to encourage close conyideration and
Tecording of identified misstatements - specifically;

= Chtaining an appropriste cogunitment from management tg (a) consider and record
adjustments to eliminale misstatements and (b) concluda afirmatively regarding the
irniaserial effects of any unadjusted mizstateaunts ~ through an explicit
acknowledgument of that responsibility in the audit engag=ment letter

»  Obmining a more explicit representation by senjor management in the management
reprezentation letter regarding its consideration of unadjusted misstatements and its
conclusion regarding their immateriality




+ Eahuneing the quality of communications with audit committees regarding
unadjushed misstatements and the auditor’s application of the concept of materiality

in an audit of financial ststements.

These steps are describec in tore deid] in the accompanying “whits paper” (exhibit A)
Subject to an expasure for “fatal faw” review, the task force recorunends adepdan of
the above requirements at this time by voluntary action of each of our firms.
Subsequently, we shouki recommend profession-wids adoption through amendments
or Interpretrticns of comesponding auditing standards by the Auditing Standards
Board. Less desirably, the recommended steps could be implementsd by a “Netice ta
Practifianers” or by action of the SECPS Executive Committoe.

2 omgmmgww:mmugrmwmm
mmaﬁnghmﬁnﬁqofnmdjmdmm .

SAS Nu. 47, Audit Risk and Materisfity i Conducting en Audit, provides guidance t the
aoditor on considering materiality in planning the financial statenent audit and
wvaluating andit findings. It recognizes that such consideratians involve the application
of professional judgment by the anditor, anid include, in the evaluation stage, both
quanifiative md qualitstive considerations. However, SAS No, &7 does not provide
Farthar guidance or amples of the types of qualitative factars the suditor should
consider.

Biz Six audit refezece material in this area provides insights about the types of faciors
that shoutd be considered; however, 22 you woujd suspect, each finm's guidance differs
in this regard. Our task force developed & list of tnose qualjtative fectors that we believe
are impertant to the suditor when applying ; professional judgrent in this ares, and that
guidance is attaciwed as Exhibit B.

We recommend that the substancs of the attached Extubit B be acopted by each oy our
firmes voluntarily at this ime. Subseouently, we should ecommend that the SECPS
Executive Commiltee overste the development of & Practice Alert that clescribes
qualitative factors ta be considered by the auditor when svaluating the materiality of
unadjsted misstatements, using the attached Exhibit as a starting poirt. Such guidance
wonld add assurancs that auditors appropriately consider such factors when applying
professional judgment i this important ares.

Commit ench of osr Firms to (a) teview tie adedudcy of it amsultation requiranents
dealing with the suditor's consideration of imadiusted misstatements and (b) azue a
covmumication to its qudit personnsl discussing. the impartance of effection saluntion of
misstatezurnts and the consulation process when issues arise int this regard.

L
v

Each of aur Sros has in place 2 cansultation process tha! provides an important intemnal
safeguard to assure audit effectivaness. Our sk force has conciudad that consultation
is particalarly sffective as a mearns of assuring that appropriate professional judgment
15 applied when svaluating the effechl of unadjusted musstatemnents. Ezch of our firms




should take appropriate staps to assure ibelf thatan agpropriate consultation process 1s
in place to deal with issues in this important area.

In addition, communication to our audit pessonnel of “best pciices” and other issues
that are important to an effective consideration of misstatements identified in the
pecformance of audit work, incjuding reemphasizing the impertance of seexing
consuitation when appropriate, would serve as an effeclive reinforcemnent to assure
audit effectiveness Emst & Young hus meenty issued such a comuzunication and a
copy is attach as Exhibit C. While the form and content of such communication weuld
vary from firm to firm, cur task force recommends that esch of our respective firms
comzut to issue & communication fo audit personcel covering this important area prior
to the upcoming busy sesson

4 Sponsor audit rescerch to enzble us to belter undersiand whether tie quditor’s evatuarion
of materiality needs ko be spaated fo recogrice 2 more precise trsoestor consideration of
i@bmkmmmpmdmmﬂymmmw:

Our task force has discussed extensively the possible need for additional sesearch to
anabie us & better assass the txtent and vaildity of the fssues and concerns that have -

been raited regarding audit matesiality.

After dlscussing several possible ressarch options, we conchided to recormend an
uuud!ocusonmum-spmﬂcnﬂy, :uu:chmadtopmvidcm with & betler
undersanding of whather the auditor’s svaluation of materiality nesds to be updated to
recogrize a ore precise investor consicderation of differences betwaen sarnings
expactalions and subsequently reported eamings in today’s marketplace. Such
tnformatian will pelp s further assess the SEC raff’s notion that in light of the high
cusrrent market multipies, saall differences between expected and reporied eamings
seamingly trigger a significant investor respense.

Subject to receiving approval from the Big Five Professional Praciice Pariners, we have
mgaged Professor William Kinney, a nationaily known scademic leader in accounting
and auditing, to design and complete reserrch responsive to the sbove-descibed
information neec. Prafersor Kirney has discusyed 2 specific rasearch approach and
plan-of-attack with our task force and provided a related written proposal, attached as
Exhibut D. Tha resenrch would be cosponsored by the University of Texas Research
Center for Busingss Measurement and Assurance Servico, eliminating any isswes that
could be raised about the appearance of lack of mdependence.

The task force may ultimately recomumend fucther resezrch efforts, depending upon the
results of the above-described initiative and further discussions and developmants.




Future Task Force Activities

Our next task force meeting has been schedulad for October 6. At that time we pisn ta
discues and respond to the fedback and suggestions about our efforts and
recommmdxtions that we anticipase receiving from the Big Five Professional Practice
Pariners as a result of their upcoming August 27 mweeling, and subsaguenily, through
“fatal flaw” review by esch of our frms.

Our October muweHng will wlso serve &s a checkpoint on progress being made on the
Kirney vesesrch. Of course, we intend to continue to monitor that research and will
utimately tued 9 review the research results, including assessing whether those results
should lead to further ressarch or sdditional recommended sctions by our profession

Another issun that needs o be conxidered is a strategy for commumieating of our efforts
to others, Of course, i our indtisl recommendations ave socepiad, communication to
others within our profesion - for eample, the Auditing Standards Board and the
SECPS Executive Commmnittes~ will be necessary.

In addition, we need to copider communicating aur afforts and recommendations to

tives of the SEC Saff. Finally, our task jorce members have observed the
possible need to discuss our efforts with representatives of the Finencial Executives
Institute and/ ar ather stakeholders who should have an intetest in working with us to
acdress the conems and our recommendations.

THE BIG FfVE AUDIT MATERIALITY TASK FORCE

David [ Landsiitel, Chair
Jay D. Brodish

Andrew ). Capelli
Edmund R Nognan
David B. Pearson

R. C, Steiner

Robert H. Herz, Ex Officio
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DISPOSITION OF AUDIT DIFFERENCES
IN A FINANCIAL STATEMENT AUDIT

The Big Five Audit Maieriahity Tzsk Forcs has been considering varions isnues coneeming the
mdﬁofscdmﬁmofnditdiﬁamsidmﬁﬁdhth:mduﬁofmmdkndismﬁﬁng
alzmative actions desigued to encourage cliexiz 10 recond sudit dificraares, even if evainazed by
manegement is immaterial, jior to the issuance of the fimancial siztementy. Andit differenass
are finsgcial stapcment misstatements identified by the auditor in dasically two ways—those
revesled through sudiling procedures performed and those revesled to the sudim» by the client,

The tollowing spprosch, which inchdes thyes elements, mes with copsidershie suppurt fom the
Task Force, These clements Iicinder

» QOhtaining & commitment from management of the cliend, fxough the sedit engagement
lettez, concwzming the disposition of zudit differences noted in the counia 6f the audit;

» Docomenting, through the representafion leticr, managemvent’s considevation md
disporition of awdit differences noted in the andit; and

+ Emproving cemmmmicarions with sudit cammittess conceming andit findings snd the
anditor’s apphication-af the concspt of muteciality in an sudit of financiel statements.

Heteinafter, andit differences are referred 10°as “fivencial starement misptatements.”!

Obtaining Managemest's Covambmant

This zienent involves obtaining, via the audit engsgement letter, (1) maagement’s
acknowledgment that, 2sa result af the audit, the auditor may bring 10 the attention of
manRgemEgt cectain financial statement wmisstatemems, identifled in the course of the audit; and
(2) management’s agresment to recond ednstments necessary 1o comect the financial statements
ot 10 conclude zffirmarively by written Tepreseatation to the anditor that, in management*s
judgment, the effects of any unrecorded fnancizl statement misstatersents identified by the
anit:rue,boﬁtindiﬁdmﬂyuﬁlnm sggregate, immaveris) to the fnmcial srarsmente taken 25
a le.

1 Varjous alteative terus are Gsed i refezing 10 financial statement misytatements
ideatified by the mditoc—for example, “andit differencas™ md “propased audit
adjustthents.” Curuse of “finxncis] stxtement misstatemenns™ in this papes is not
imtended 10 precinde use of comparable alternative teztus in individual firm policies or
audit cagegemant cammunication circumatances,
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Statement op Anditing Saadards (“SAS™) Ne. 33, “Establishing an Undesttanding With the
Client,” requires thet the suditor establish an understanding with the client conceaning the
services to be peformed for each engagermeat That nnderstanding “should inclode the
objecdves of the sngagement, management’s respormibilities, the andftor's responsihilifies, and
ibe lisitations of the exgagement” Further, the suditor “should domanent the undesstanding in
the working papess, preferebly throogh & written commnmicarion with the clieot.” SAS 82 aiso
specifies 3 oumber of matters that generally should be addressed in establishing the
tnderstanding with the s, inclading acknowlcdgment of managemeat's respansivility for the
entity’s Snancial statemeyts, The pespoosibility for management's actions with respect to
financial statement mdsstatements ideatified by the auditor ix Rot specifically addressed.

The Task Force beljeves that the equirament of SAS 83 fe estuhlshing an undesstanding with
the client should inchude obtaming explicit acknowledgment of 1 resparnibility on the patt of
mnagesens to adfust the Smmeial statements for muterial misstztements and 1o sonainds
affirmutively that the effects of muy vnadjusted misstatements idetified by the suditor are, both
individually md in the aggregate, immaterial to the fnancial statepenty taken as 2 whole.

AD sample of the warding that could be used in mm engugeenent letter fllows:

. During the comye of owr audit, fizencial sidement misgststmoents may be
- mmﬁuummmmmawmwm
employees to us and we will bing these misstatements 10 management’s atteation

a3 proposed gudit edjostments. Mmnag=ment is responsibls for rocarding such
a@mmﬁzbmndmmaommmmmm

2 regrescatation lexer provided to us-at the cemelusion of our audit, that the eSrets
of&eum&dadjmtsue,bod:mdmdmﬂymdmmw
tmmuteriz] to the fnancial starements t2ken as a whole, At the conchusion of our
audit, we will commamicste to the zudit committee Al such unresorded

adjustnents.

Represeptation Letter

The Task Forvs members believe tha iu sddition to ohtaining management's commitment to
adjust misstatements identificd in the aidlr, the written ackmowledgntent of its respansibility for
unadjusted misstatements by the appropriate level of mansgernent is mportant 1o svoid any
mirmderstanding concemsing the namre and smount of the unadfusted missmaments. In some
instances, minmderstmdings in commmicating sudit differences kave lod to underestimarion of
the significance of such madit differences. In other instances, members of 2 cliext's senior
management other then the financisl managenent (i.=., Coatroller ar CFO) mey have an imterest
in, or a need 10 be aware of, unzdjusted misstatenents affeetdng the finincial starements.

To address those 7nd ather coneems, the Task Farce recomments that the management
representation’ letter incinde an exphicit mepresentation that senior menngement (xx well as
Snancial managemert) has considered the fnancial statepasnt migsratements identified by the
suditor and bas copcluded that such misstatements are, both individusily and in the aggregase,
iznmaterial 1o the fnancixl staemenrs tken as 2 whole, Tn addition, & scymnary of the audit
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differences (1.¢., Arancial saremest misstatements) not teconded and deemed immatesial would
e presented in the regrescutation letter or s stachmeat thereis,

Anmleof:hcwnd&ngmmﬁcundhnmm(usingmwm&hh
SAS 85. Appendix A, paragranh §. ivem 4) followe:

4. Theze are no matesial tansictions that have not been properly recarded in the
accounting ressods wndertymg the Snancial statements, Insert new language: Al
financial ssement misviorements idewified and dizeussed with v in the course of
the audit have been recordad sxcepe for those ommarized iz the accompanying
[Schedule of Unrecorded Audit Adjustrrents]. In o opinion, the effects of not
recording such Wextified finaucial stotumens reisseanoments are, both ndividually
ard ix the cggregate, ironateril to the fononcidl staternants of the Compary taken
ar g whole.

Communicatiop With Audit Committees

“The third element of the Task Foree’s sction plan 1o encourage ciienis to cormest misstatemnents
aoted 1n the zudit is to enhance the qualtity of coanmprictions with sudit comuintess with
respect to unafusted misstatements 20d the suditer’s application of the consept of materizlity in
an sudit of financisl statements. The intent is 10 present to the andit commities sesengally the
same schedule or sunumary of madjucted missutenyee that manzgemens has repressnsed 43
being immateclal to the comenr financial szatements, This wonltd be an cxtention of the preseat
requirement in SAS 61 (AU 330.08) 1o “., . . nform ke adit commmiteee shout edjustments
arising Som the sudic that could, in {the anditor’s] judgment, either individuslly or in the
aggregate, have a significant effect an the entity’s Sigencial reporting process.™ -

The schednle ar summary of unadfusted misstatements would be the seme as that represented by
msnagement o3 smatezial, sitbough the. loonat nright be differen: for ag zudic commitres
presentafion, It i< pot anticiputed that the schednle or surmary of tnadjusted misstatements
would contzin &ifesences (hat are clexrly inconsaquential when measured by an amaunt set forth
in the remesentation letter.

Th Task Forca believes that presauting quantified information to the sudit somumittes wortld
encourage discuesion shout repartable condisions or deficlencies i conwrols below thie reportable
condition threshold that conld reduce fhe potenria] for misytwted financisl statenyents in the
Sorure. The Task Fores also baiirves that & requirenem to preseut quantified infonation o the
andit commiitee would have the beneficial eect of encouraging the recording of recurring
misstatements (or udopting accounting pracsices to eliminate teenrring misstatements) to avoid
managenent’s having to report those matters to the audit comminee year efler year,

The Task Force believes the action sips cutlined above should be considered as a package
desigued 10 engourage clicas 1o record sudit differences. The Task Force belicves the spproect
#il] result in improved financizl reporting by aiding independem audizers in reducing unadjuned
missmEments in finzacial satemexs.
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Preliminary Deaft

Mateviality in a Financial Statement Audit —
Considering Qualitative Factors when Evalnating Audit Findings

SAS No. 47, Audit Risic and Matesisiity in Conducting an Audit, (AU Section 312), as
amended by SAS No. 82, pravides guidance to the enditor oa considering rateriality in
planning the financial stateznant auditand in evaluating sudit findings. It recognizes
that such consideration is 2 matter of professiona] judgmant and restaing 2 FASB
Statemant of Financial Accounting Concepts No. 2 definition of mateziality x¢ “the .
nagnitucie of an omission or msstatement of sccounting informtion that, &1 the light of
sirrounding circumsizncss, takes it probable that the judgment of 2 ressonable petson
relying on the inforsuation would have besn changed or influenced by the omission or
misstatement' (paragraph 10).

SAS No. 47 (as amamded} also recognioes that matariality judgrments involve both
Quantitative arid qualitetive consicerations (psmagmph 10). It further notes that in
plarning the aucdit i is ordinarily not practical © design procedures to defect
Misstatements that could be qualiteiively material (paragraphs 2 and 22).
Importantly, bowsver, the staterment notas that, in evaluating aadit fndings,
“Qualitative considerations” do influence the auditor i reaching a conclusion about
witethar missaitements are material (peragraph 34). .

§AS No 47 does not provide further guidance or examples of the types of qualitative
factors that thw auditor should corsider. While, in the final analysis this is x matter of
auditor professionaj judgraent, the following qualitative factors may be important to the
auditor when applying professional fudgmnent in this area:

1. The poiential effect of the missazment an trends - especially trends in profiability.

2 The poiential effect of the misstatement on the coorpany’s compliance with loan
covenants, other conimachizal agreemenis mmd regulatory provisions,

3. The significance of the misstatmvent ralative o known user-nesds, for example: -

¢ The significance of sarnings and eamings per share 0o publiccompany investars
and the sigrificnce of equity amounts to privata-company creditors,

= The magnilying effects of a2 misstamament on the calculation of purchase price in a
transfer of interess (buy/sall agreement), -

+  The magnifying effwcts of misstatemnents of sarnings when comizastad with
consmsus expectations for enterprises with high price/ sunings muitiples..

Obuining the views and expectabans of the client’s audit comunites snc/or

management, whiie not 2 principal factor in estblishing mudiasality, may be halpful

in guining or corroborating an understanding of nser needs such as those ustrated

above.
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1.

The definitive charscter of the misstatéments - for exampia, the precision of an error
that is objectively determinable as contrastad with a misstatement that :maveidably
involves & degres of subjectivity through estimation, allocation or urcertainty.

The significance of the financial siatement element affected by the misstatemnent - for
example, a misstaternent atfecting recutring eArnings as contmsiad o one invelving
a nonerecurring charge or oredit such as an extraordinary iben

The mcttvation of management with respect o the misstalement - for example, {2)
an intentional misstatement to “mansge” aarnings and/or “smooth” earnings
trends, (b) an indication v a possthle pattern of bias by management when
devaloping and accumulating accourtting estimates 2nd {c} & misstatement
precipitated by murmgernen?’s continued urwillingness to correct weaknesses in the
financial reporhing process.

The existence of statutory or regulatory reporting recairenumnty that affect
materiality thresholds

The polential offsetting effocts of individually significant but anlike misstatements -
f«mhhoﬁuﬂklgﬂf'huﬂ'dehh%‘nffm

The likelihood that a misstarement that is cursently immuterial mey have a materiaj
affect in future peciods because, for eample, of & cunulative effert that builds over

sévera) periods.
The effects of misclxssifications - far e:ample. mischassificatian between aperating
and negroperating income of recurTing and non-recusTing incdue items.

The sensitivity of the circumstsnces surrounding the misstatenant - for examapie, hie
implications of misstatements involving fraud and possitie ilegai acts, vialations of
contractual provisions and conflic’s of interests. (From a company perspective, the
accounting provisictis of the Fareign Corupt Practices Act do not explicitly provida
for a materiality considemtion for cextain misstaternents).

12. Thw cost of muking the correction. it Tasy not be cost-beneficial for the clien: o

devalop a system 1o calculaze 2 basis to record the affect of an immaterisl
missatersent  On the other hand, if punagement appests to have developed a
system to cakulate sn xmount dat represents an icunuterial isstatemern, it may
reflect 1 motivation ofmmagenmtuncudmé{a) above.

13, The offact of the misstateoueit on segmaent mfommn for exampie, the

significance of the matmr to the importance of a partwular segment w the futuce
profiability of the entity, the pervasivense of the matter ony the segment
information, and the impact of the matte: on lrends in segment information, all in
relaticn to the financial statements ken 2t 2 whoie (see SAS No, 21, pasagraph 8).




. 14. The nsk that possible additional undetected misstatements wouid affact the
auditor's evaluation.

Some of the sbove-mentioned qualtiative factors may have guantitative elements that, in
turm, would atfect planning materiality - for exanrple, quantitative materiality
thresholds specified in viatutory or regulatory reporting requirements (item 7 above;.

In addition, SAS No. 47 observes that the extentt of missiztoments detected may alter
the suditor’s ipitial judgments shout the devels of inherent and control risks, and
accordingly, may resalt in a ned for the auditor 10 reevaduate the nature, timing and
extent of the sudithng procedures to be applied bused opon a revised considerstion of
andit risk and (planning) maleriality (paragraphs 38 and 39). For exxmple, &
misstatement thet provides inlicetion of & contrel weakness of an apparent intentional
misytatenet oy eprasent a “Hp of the icsherg” mising the need for such o
resvalvation {see'SAS No 82 paragraphs 23 - 35),

Fimally, SAS Na. 83, "Establishing an Undersianding with the Client,* requires the suditor
o estahlish an andenstending with the client concerning ... the objectives of the
egagement, memgenent's responibilitier, the auditor’s responathilities, and the .
limitations of the engagement.” Thit arxierstanding could include obtaining an explicit
acknowiedgrment of management’s responsibility & adjust the fnsncia] statements for
Tateria] misstatrments and to conchude affinratively that the effects of uny unadjusted
misstaterenty identified by the auditor are, individually and in the aggregate,
ixnaterial ts the §nancial statenwnts taken as a whole.

Raference is also made o the AICPA Division for CPA Firms Frofessional Jxtues Task
Force Practice Alert 94-1 for additional commentary regarding “Desting with Asdit

Differences.”
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cescribed in Audit Relense No. ES0429 - and are summarized in the Altachment to this Relezae {see
alncrronic fie agached below). Exly communicaion is essemiial, and we should D8 eacoureging cur
cllants now - early in e yeir - 10 axa agvanage of the continued stong economy  racord differencas
that have accumulated in poar perioas,

When consultetion on urwecarced dudit differences is reguired, the engagement team's discussion with
the ROAA geginarly should includs gur pigns lor discussing the differences with the client, inciuding,
whers spplicsiie, the udit cnmetes (or squivaient); our plans for encouraging the clent i record the
differsnces: the cliant's plans, if oy, for preventing their recumence in luture years: anc whather we
sheyld conlinue 10 be sssociated with the client if it is unwalling to record Whe differencese,

Tha discuzsion aisc ordinarfy should include:

The naaire. prodable c3usas (¢.3.. unintentional arass, daficiencias in conrois, fraud, judomenal
differences) énd amounts of the indvidual kems,

Whether the scage of This yaar's audk i ikely % be sdaquate cansiiering the pomndal for differsnces,
bath demcted and wndietected (Wolerable error is our beax though nat &xAct, estirate of the amount of

possiie ungeactad differances), snd

Whgtherwe wil inaist that the cheat comect some ar afl of ihe audRt differances bafors we will Ksue an
unguailfied aport,

Thess coasultations shouky be decumentsd in acsondance with Chapter 31 “Carsultaton ang Diffecenices
of Professicnal Opirdon” of the AucR Manual - Voluma i, Once e consuitation requirement is iriggered
and the lnitial disesssion Bkas place. e angagement taam should contnue © spprise the ROAA of the
statug of ptanned actions and the resolution of the matter,

This Releass will be inclisded in 3 fulure updatk to the EYIAART infobase undar Chapter 17, “Curmen
Auditing Daveicpments.” of the Avdit Wanual - Voiume il Alsa, we will be undating our guidsncs ir'Yvork
Step & of Activity 17, Condct the Wihag Up Esmnt. of the Avcit Frocess g incomoarata the provisions of
this Redezse anc Autk Relesse No. €23428 - and including e Attachiment as an exhidit 1o Aciivity 17.
Proparty handing audit ditferencas has aiwsys basn one of the mas! important aspecs of an ausdit and is
critical to formulating our opinion ot G chent's Snancial statements. This is aspaciatly true st he present
e SEC has recanty expraased coNGRms regsrding matariallly, partcularty whethar the matardatty
firashold for reconding identiied adjustments thould be iower whan companies are inendonally missiating
income o mest *consansus extimates’ of esrhings and whether the curment matesiaiity mode! recmine
appeaprigie in today's marke!s in which PIE ratos are subs®ntiaky highar than they have been historically,
Wa nawd to stay locusad on identiying, analyzing, svauating, communicating, and resoiving sudit

difarqnces.
Atzcnmaent {sae Salow)

For Further Informatlam:
SCORE No. ES04T

Atzehments:

EE0471at




Agachmeat 0 SCORE Rewievai File No, 50471

EXAMPLES OF COMMUNICATING AUDIT D{FFERENCES

Properly communicating audic differences o manayement and/or the audit committes is
exyemely impormnt in our efforts to provide value to our clients and to maintain or

reduce the firm"s risks.

Most engagemen: uzms follow the practice of communicaring el andic differsnces 1o
maazgement as soon a8 the differencas ore idegtified. The fevel of sunagemens varies
depending upon the circumsanees (e.g., the clienc’s size and organization sructuce. and
the nazwre and signficance of the diferences). Geaewally the engegemeat team
immedixtely reports the differences o the controller and frequently to the CFO. [ some
sizmtions, the team also mpors them immediately 10 the COO and/or the CED, Most

eagagement e1ms also Sollow the peactice of szongly encounging menagement o resord
all the audic differeaces, or a1 lesst all those ther mess the criteria for inclusion on the

Summary of Audit Differences (SAD). However, some eagegement teams only
chicoursge muaagement © record emor, but et jwigmenad differencss ualess che
judgmental differences are “significant” or “maserial.”

Among the rezsons given 10 management for recording the differences are:
[t"s the “right thing © do.” ‘
Tt vAll result jn ~beger financial rezoning.”

The audit committes will have 2 more favorable impression of management i we can
report 0 the commities that we are not aware of any adjusiments that have not besa

recarded ia the finvacial swrenears.
Having no uprecorded differences ix indicarive of doing & good job.

The company’s culture recognizes the importance of mainteining accurare books and
rezurds to support financial dams including tax renuns, spezial repors, erc,

Thees won"t be zny poteatial effecsy on the next year to be concemned about.

One of the advantages of perfouning quanerly or intesim work is that eliens are more
likeiv to record differeacss thac are brougnt ‘o theit aention exrly in the audit rather than
fater whia the books have bzen alosed or are close to bewmg closed.

Cne of the most effective practices deals with sinmtions where an immatesial differsncs
arises after monagement has “locked inta" its results for a quarer or year, and therefore is
refuciant i make the adjustnent curmently. In such cases, achieving agresmenr that the
cause of the differencs will be fixed 2nd the differencs recorded in the following pesiod

ol




Anachment 0 SCORE Rewrieval File Mo, EEO471

praveats siwctions where uarceorded differencss siart to 2ccumulzte to the point whsre
several of tiem combine (0 creare 3 matedzl gross diffareace.

Praciicas with respect o communicating audit differences 0 audic sommittezs include:

Reponing exch signilicant item and the tow! number of proposed adjustments as well
as their wotal dollar amounr and effect (inerease or decrease) on aet income.

Reporting the 1wl on the SAD. even though it is not significant, along with the two
' orduc:hxgestuz::uon:heswevearhnughmn:ofthemmszgmfcmt.

Describing the audit differences and the steps manogement plans 10 takz w0 prevent
their recuzrence in Hature yesrs,

Repordng that none of the audit differeaces are significans either individally or in
the aggregate and then defining *significant”; eg., le:sduu one pereent of income
befors Income taxces, g

that the unrecorded audit diffecences are immaterial individunily and in

total, both before ead after the frrmaround efferts of the prior year™s audit differences.
Reporting that there are no recorded oc unrecorded audit differences sesulting from
the audit.

Providing the entire SAD. with & meaningful explanation of exch item, to the audi:
commines.

Reporting thar all audit adjustmeats were posted and desczibing the twa or three most
significaat.

Reporting that the waived audit adjustnients, individually and in the aggregate, ace
not matesial and having management discuss the Mudmlmxdkdzﬂe.mard it
_ plans for preventing their recurrence.

Reporting the effects of the SAD iems for the past three years and describing the
curtest year's differences 2nd their individun eFecs.

The mow appropriate praciice cbviously depeads upon the circumstances, and some of
those gescribed above will bz approprizie only in cerain limited circumsmncas.

One gractics that almost always is ingppropriate is only to report to the audit commitiee
that “he ner €2t on the cree yexr's incme sti=ment of recordiag the ttzms on the
SAD would not be macerial/significant afier considering the tamaround sffects of the
prior year's adjusunenss.” Such a statsment is ambiguous and leaves open the question




Aaachmenk 1o SCORE Retrieval File No. EEQ47L

wiiethes the gross effects of the audit differences (i.2.. before the tumaround sifacss of the
prior year's differeaces) ars marerial/significant.

We should avoid instances where the members of the clieat’s boani of direciors/nudir
committze/senior managemenr are unaware ol significant gross audit differences thar we
have identified during ouwr most recent and prior years' sudits. This i particuiarly
troablesome if there s 2 chapge in monagement perseanel {e.8.. 3 aew CFO), and that
pesson, as well o5 the members of the audit commitiee, are surpeised 10 leamn thar there
have bess large unrecorded audit differeaces in sesent yeurs. Even if the “nee” effects
{i.c., after the paroaround effects of the prior year's differences) of the audic differeqces
mmlmkaumnwm&mmmsmmmmw © the
cufyesr year's results of operations ¢ould be very discuncernng o our clieat and

embarraxsing/costy for us.
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AND ROBERT J. DESANTIS,

Defendants-Appellees.

On Appeal from the Upited Ststes District Court
for the Distyict of Connecticut

BRIEF OF THE SECURITIES AND EXCHANGE COMMISSION,
AMICUS CURIAE; IN SUPPORT OF APPELLANTS
ON THE ISSUES ADDRESSED

INTEREST OF THE SECURITIES AND EXCHANGE COMMISSION
The Securities and Exchange Commission, the agency princii:ally
responsible for the administration and enforcement of the federal securities laws,

submits this brief as amicus curiae to address important legal issues concerning




mamhty presented in this private action brought under the antifraud provisigns
of Section 10(b) of the Securities Exchange Act of 1934, 15 U.S.C. 78j(b), and
Rule 10b-5 thereunder, 17 C.F.R. 240.10b-5.

Coz;nary to the district court's decision, the Commission believes that
misstatements of items in a company’s financial statements are not immaterial
simply because they il below & numerical or percentage threshold; depending on
the fac&an;icirmmsw.:ces,cvenasmall overstatement can be material. We also
believe that the district court erroneously disregarded the impaict of the alleged
overstatement in this case on the company's quarterly income as reported in the
company's quarterly financial statements filed with the Commission and
disseminated to the public. The decision could be read as holding that an
overstatement of quarterly income that is important to investors is nonetheless
immﬂmiﬂm[es&mhaw&mma&ﬁdovmﬂmcﬂofmnual revenue in
the corapany’s year-end financial statements. 1/

Private actions under the federal securities laws serve important functions in
compensating investors who have been harmed by securities law violations and in

providing an effective weapon in the enforcement of the securities lawsasa*

1/ In general, a company's income (also referred to as earnings) is computed by
deducting its expenses from its revenue,
L]

2

I




necessary supplement to Comunission actions. Moreover, since the Comxz;issi?n is
reqyired to establish materiality in its own enforcement cases under Se;:tion 10(b),
the district court's analysis of materiality, if adopted by this Court, could have an
adverse eﬂ-'cct on the Commission;s ability to enforce this provision.
STATEMENT OF THE ISSUES
1. Whether a misstated item in 8 financial statement is immaterial simply
because it falls below a percentage benchmark, notwithstanding other fcts
and circumstances that indicate the misstatement is important to investors.
2. Whether an overstatement of quarterly income that is important to investors
* is nonetheless immaterial unless there is a subsequent year-end material
overstatement of annual revenue,
The Commission takes no position on any other issue in the case, including
whether the allegations in the cot?plaint are sufficient to withstand the defendants'
motion to dismiss under Fed. R. Civ. P. 12(b)(6).
STATEMENT OF THE CASE
A. FACTS
The facts alleged in the complaint that are relevant to the issues addressed by

the Commission may be summarized as follows:




Defendant Citizens Utilities Company (*Citizens") is a diversified
communications and public services company. Its stock is traded on th.e New York
Stock Exchange. As of 1995, Citizens had reported 50 consecutive years of
increased -rmnm, camings and earnings per share and the comparny repeatedly
emphasized this fact in its public cﬁmmems (Complaint § 22). The year 1995,
however, was the first year in which Citizens could niot include approximately $38
million in revenue ﬁ'om Pacific Bell (Complaint § 60). In order to report
increasing earnings, the company had to find another source of revenue {Complaint
160).

Hungarisn Telephone & Cable Corporation ("HTCC™) is a2 U,S. company
formed in 1992 that secks to provide telephone services in Hungary pursuant to
telecommunications concessions from the Hungarian government (Complaint
920). Asof1995, HTCC had been unprofitable since its inception and did not
have the fimds required to satisfy its concession contracts (Complaint § 21). It
therefore looked for a source of financing. Beginning in May 1995, HTCC and
Citizens, through a subsidiary CU Capital Corporation ("CUCC™), entered into a
series of agreements under which Citizens finded HTCC's construction costs and

other construction-related obligations under the concession contracts (Complaint




923). Among the numerous transactions between Citizens and HI‘CC; I-l_TCC,-paid
Citizens $10.1 million in the form of stock and options as compensaﬁt;n for loans
arranged by Citizens and for guarantees provided by Citizens in connection with
the loans éCompIaint %1 36, 39). It is this payment that is primarily at issue in this
-case.

HTCC paid this amount to Citizens in 1995 and recorded the payment in its
financial statemeats for that year. Citizeas disclosed receiving the psyment in its
Form 10-K annual report for 1995 but did not include the payment in its. 1995- |
financial statements (Complaint § 34). Although at the beginning of 1995 Citizens
was concemned about not meeting earnings objectives, by the end of that year
Citizens had obtained approximately $46 million in one-time revenue items without
including the $10.1 million received from HTCC (Complaint § 60). Plaintiffs
allege that Citizens delayed recog'piﬁon of the income from HTCC because had it
recognized the income in 1995, it would have so increased its eamings that it
would have been difficult to report increased earnings in 1996 (Complaint § 34).
Moreover, plaintiffs allege, the company was concermned that it would not have -
sufficient income in 1996 to meet analysts' eamings expectations and to show an

increase in eamings over 1995. Accordingly, defendants improperly failed to

\
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recogni;zz the $10.1 million in 1995 and improperly recognized this peyment in.the
first two quarters of 1996 — $6.9 million in the first quarter and $3.2 nulhon in the
second quarter (Complaint § 36). 2/

Citizens did not disclose to investors its delayed recogaition of the $10,1
million when it included this payment in its {996 quarterly and annual financial
statements. Without this income, plaintiffs allege, Citizens would have missed
analysts' quarterly enrmngs projections (Complaint §§ 34, 36). According to the
complaint, "*The consensus estimates by Merrill Lynch and other analysts for
income for the first six (6) months of 1996 were met and exceeded only as a result
of this additional HTCC-related income, and thc increase in income.for the first six
months of 1996 compared to the first six months of 1995 was due gntirely to the
income recognized from HTCC" (Complaint § 36). |

The market was not aware that Citizens reported the $10.1 million payment
in 1996 solely to permit Citizens to meet analyst earnings target for 1996 and to

show an upward trend in eamings over the prior year (Complaint § 36). Indeed, on

2/ We note that defendants argued in their reply brief below (pp. 12-13) that it
Wwas proper under generally accepted accounting principles ("GAAP") to
defer umtil 1996 the recognition of the payment that Citizens received from
HTCC in exchange for Citizens' loan guarentees. The district court did not
address this argument, and we take no position on whether it was appropriate
for Citizens to recognize the $.l 0.1 million in 1996.
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March 16, 1997 Citizens issued a press release reporting 1996 earnings of 77 cents
per share and stating that these "record results represented the Company's $2nd
consecutive year of increased reveaue, earnings and earmnings per share.” Citizens'
eamnings were precisely in line with Merrill Lynch analysts' forecasts (Complaint
§40). Thus, Citizans appeared to be continuing its 50-year trend of showing
Subsequently, on Agpril 30, 1997, Citizens announced the end of this upward
trend and caught analysts by surprise when it disclosed lower than expected
eamnings for the first quarter of 1997. On May 13, 1997 Meill Lynch released a
research report discussing Citizens' investment in HTCC and stating that Merrill
Lynch's *additional camnings estimate reductions relate to a lowering of [Merrill
Lynch's] expectations for other income” (Complaint § 47). This was coafirmed on
August 7, 1997 wiren Citizens filed its Farm 10-Q for the second quarter of 1997
disclosing that the decreased 1997 investment income as compared to similar
periods in 1996 was due to “income eamed in 1996 for financial support provided
to [HTCC).* It acknowledged that income for the first two quarters of 1996
included material income from HTCC (Complaint § 48). Plaintiffs allege that had

Citizens properly recognized the $10.1 million in 1995, it would have failed to




meet earnings expectations in the first two quarters of 1996, the stock price wq_uld
have dropped and plaintiffs would not have overpaid for stock they pm"chascd
(Complaint § 69). 3/
B. - PR-OCEDURAL HISTORAY

Defendants moved to dismiss the complaint, arguing that the overstatement
was immaterial a1 a matter of law becanse the $10.1 million payment from HTCC
represented less than 2% of Citizens' revenue for 1996. Plaintiffs opposed
defendants’ motion, arguing that the overstatement should not be deemed
immaterial as a matter of law simply because it fell below a threshold percentage.
In any event, plaintiffs argued, the court should look at the impact of the
overstatement on the company’s incorme, not‘just at its impact on revgnize.
Plaintiffs argued that the overstatement constituted as much as 17.78% of income

for the first quarter and thus was not immaterial.

3/ Plaintiffs also allege other improprieties arising fom Citizens' relationship
with HTCC, alleging inter alia that Citizens secretly controlled HTCC (Y
24, 30) and that because of its control, Citizens should have reported HTCC's
financial results using principles of equity accounting (Complaint §§ 31, 55).
Citizens, however, allegedly expected that HTCC would continue to report
substantial losses for 1995 and 1996 and did not want to include those losses
in Citizens' financial statements (Compiaint § 24). The equity accounting
allegation is separate from plaintiffs' allegation that Citizens improperly
shifted 1995 income to 1996 and thereby sccretly inflated its income for the
first two quarters of [996.

L}




According to the plaintiffs, income for the first and second quarters was
overstated by 17.78 % and 6.9 % respectively. The district court, however,
disregarded these percentages entirely and held that the aileged overstatement was
unmatenai. Reflecting a misunderstanding of the issue, the court stated (emphasis
added): |

[AJithough defeirdants assert that the amount of plaintiffs' alleged”

nondisclosure amounts to $6.9 million, or approximately 2 % of
Citizens' revenues, plaintiffs allege that this staternent was inaccurate

bylS?S%m_szmmMmmmmm
Equity Accounting.

Ina footnote, the court explained:

Equity Accounting compares HTCC's gross pre-tax revenues to
Citizens’ net after-tax revesues. Each of the percentages set forth by
plaintiffs use this accounting principle. The Court finds, however, that
this approach is economically unsound and fails to take into account
generally accepted accounting principles. As defendants have noted,
such reasoning is to compare apples with oranges.

The court mistakenly believed that the plaintiffs’ argument that income was

overstated by 6.9 % to 17.78 % depended on equity accounting, 4/ In fact, the

4/  The court was confised. Contrary to the district court's description, equity
accounting, itself a GAAP principle, is a form of accounting to be used when
one company's ownership interest in another company is between, typically,
20% and 50%. In that circumstance, the investing company is required to
report its percentage share of the other company’s income on its income
statemnent. Equity accounting does not compare HTCC's gross pre-tax

i (continued...)
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plaintiffe’ percentages differed from the defendants’ percentages not because the
parties used different accounting principles but because the parties compared the
overstatement to different items in Citizens' ﬁn.ancial statements. Defendants
comparcd-the $10.1 million overstatement to annual revenue for 1996, while
plaintiffs compared the overstatement to first and second quarter income. The
court’s corifusion caused it to disregard the plaintiffs’ argument that the -
misstatzment maiemlly overstated quarterly income.

Although we cannot be sure how the district court would have ruled if it had
not been gperating under this misconception, the court did adopt the defendants'
argument that it could rely solely on a percentage benchmark to find the alleged
overstatement immaterial. It stated: "Courts, and economic analysts, have often
used a ratio of the omitted fact to that disclosed by looking to the overall
percentages of the financial infon?nﬁon available." Quoting from a November 3,
1998 article in the Wall Street Yournal, the court said: "Most auditors - and their

corporate clients — define materiality as any event or news that might affecta

4/  (...continued)
revenues to Citizens' net after-tax revenues and has nothing to do with the
issue we address here. As noted (supra, n.3), plaintiffs’ allegation that
Citizens should have used principles of equity accounting was not related to
their allegation that Citizens improperly inflated its income for the first two

quarters of 1996.
\
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company's eamnings, positively or negatively, by 3% to 10%. * * * [it] has become
standard practice in corporate America." 5/ The court conciuded that "the amount
in issue here ~ 1.7% of Citizens revenues for the relevant time period, pursuant to
GAAP - ulmmaterml as amaﬁer'oflaw."
The court did not compare the overstatement to any item other than revenue,
| Because the overstatement was only 1%-2% of Citizen's annual revenue, the court
concluded that it was immaterial as a matter of law, The court disregarded
plaintiffy' allegatiéns that the gverstated income recognized in 1996 was actually
income received in 1995, which was improperly held over until 1996 for the
purpose, and with the effect, of showing an increase in earnings from 1995 to 1996
and of meeting analysts' earnings projections for 1996. Presumably, the court

considered these allegations to be irrelevant under its minimum percentage test. 6/

3/ This Wall Street Journal article, in 2 pert not mentioned by the district court,
quotes the Chairman of the Commission as stating: "[M]ateriality is not a .
bright-line cutoff of 3% or 5%. It requires consideration of all relevant
factors that could impact on an investor's decision.*

§/  The court found it significant to its materiality analysis that on August 7,
1997, when the company disclosed the decrease in incame from HTCC,
“there was no movement in the Citizens stock following the announcement
and within days thercafter, the price of the stock increased.” Plaintiffs
argued that the effect of Citizens' announcement on August 7, 1997 on its
stock price was irrelevant because the sell-off in Citizens' stock had already
) (continued...)
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Having concluded that the alleged overstatement was jmmaterial as a matter
of laav, the court decided that

the Court need not examine the remaining elements of plaintiffs'

securities fraud action. Nevertheless, the Court has thoroughly

examined those elements and plaintiffs' supporting authority, and

holds that such would not change the outcome of this case.

’I‘he court dismissed the complaint, and plamuffs appea.l from the entry of judgment
for the defendants.
SUMMARY OF ARGiJMENI‘

The district court erroneously-used a percentage benchmark to dctcrminc.
whether a misstated item in a financial stafement is materjal without consxdmng
other relevant factors. The materiality of an item in a financial statement does not
turn pxch:sively on numerical or percentage benchmarks because even a small
misstatement may be material to investors depending on the facts and
circumstances. Although the pcrc';nuge impact of a misstated item in a financial
stat=ment may be considered in determining the materiality of the misstatement, it
cannot substitute for an analysis of all relevant factors. |

The court also erred in ignoring the impact of the overstatement on income.

&/ (..continued)
occurred in May after Citizens announced lower than expected earnings.
[
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The decision could be read as holding that a significant overstatement of income is
immateria] unless there is a material overstatement of revenue. Because the
complaint alleged that Citizens overstated income, the court should not have
disregarded the impact on income in determining whether the misstatement was
material, particularly since income and eammgs are among the most important
information relied on by investors in deciding whether to buy or sell stock.
Finally, the court umd'in looking only to the impact of the overstatement on
Citizens' annual financial results without considering its impact on quarterly
results. If a misstatemient appears in both quarterly and annual financial
statements, the court should analyze the misstatement's impact on both.
ARGUMENT

A Exclusive Reliance on a Numerical Analysis to Determine Materiality
Withont Considering All Relevant Factors Is Not Appropriate.

The use of a minimum pe:écntage threshold may provide a basis for a
preliminary assumption that a deviation of less than this threshold is not likely to be
material. But exclusive reliance on any percentage or numerical threshold to
determine materiality of a misstatement, V(ithout also considering the context in
which the misstatement was made, has no basis in the accounting literature or 'the

law.
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A fact is material if there is "a substantial likelihood that the * % * fact would
have been viewed by the reasonabie investor as having sig:ﬁﬁcantly altered the
‘tota] mix' of information made available.” TSC Industries, Inc, v, Northway, Inc.,
426 U1.S. 438, 449 (1976). The acc':ounﬁng litcrat_ure uses a similar analytic
framework for assessing materiality, In its Statement of Financial Accounting
Concepts No. 2 (1980) at §'132, the Financial Accounting Standards Board (F{kSB)

{tThe omission or misstatement of an item in a financial report is

material if, in the light of 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. ,

The American Institute of Certified Public Accountants ("AICPA™), Codification
of Statements on Auditing Standards ("AU") § 312 specifically instructs auditors to
conﬁdumamiaﬁtywhcnaudiﬁng financial statements, and states that " * * * |
materiality judgments are made in light of surrounding circumstances.” Seg AU

§ 312.10 (1984).

Accordingly, materiality depends on the *total mix" of available information
or the "surrounding circumstances." Whether a misstatement is material cannot

be determnined by a statistical formula. As the Supreme Court has cautioned,

14




Although * * * ideally it would be desirable to have absolute certainty |
in the application of the materiality concept * * * such a goal is

. lusory and unrealistic. The materiality concept is judgmental in
nature and it is not possible to translate this into a numerical formula.

Basic Inc. v, Levinson, 485 U.S. 224, 236 1.14 (1988) (quoting House Committee
on Interstate and Foreign Commerce, Report of the Advisory Committee on
Corporate Disclosure to the Securities and Exchange Commission, 95th Cong., 1st .
Sess., 327 (Comm. Print 1977). S¢e slso In e Kidder Pesbody Securitics Litig. 10

' F. Supp. 2d 398, 410 (SDN.Y. 1998) (rejecting defendants’ argument that
misstatements of profits amounting to 1% - 2.5% of total carnings were immaterial
as a matter of law, steting that “the Court declines to adopt a statistical bright line
rule to determine what a reasonable investor would consider signiﬁ.cann;').

While the "total mix" includes the size in numerical or percentage terms of 2

misstatement in a financial statement, it also includes the factual context in which
the user of financial statements would view the financial statement item. In re

Kidder Peabody Securities Litig,, 10 ¥. Supp. 2d at 410 ("The Court must view the

misstatements in the context of what a reasonablc investor would have considered

TR et s BT A S,

e "‘""’J

meonant at the time.") As the FASB mdxcatcs, magmtudc by melf thhout \
regard to thc nature of the item and thc circumstances in which the judgmenthasto |

( be made, will not generally be a sufficient basis for a materiality judgment." FASB / /

\> . P . . \
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Statement of Financial Accounting Concepts No. 2 (1980) at § 125. In 1980, the
FASB specifically rejected promulgating quantitative materiality guides, which it
called a "minority view," stating, "The ﬁoard‘s present position is that no general
standards.of materiality could be formulated to take into account all the
considerations that enter into an experienced human judgment.® Statement of
Fipancial Ancounhng ConceptsNo. 2(1980) at § 131. The AICPA similarly
mstructsmdmorsthat'mmstatemenu ofrelnuvclymallammmuthatcometothc
auditor's attention could bave a material effect on the financial statements.” AU
§312.11 (1984). 7/

There are various circumstances in which a misstatement below a particular
minimum percentage of a financial statement item conld nonetheless be material to
investors. For example, a small misstatement could mask a significant change in
earningg or other trends, orhideﬁ-failm to meet analysts' consensus camings

expectations. 8/ We also note that, while the intent of a company's management

2/ Consistent with the foregoing discussion, the Commission's staff, in Staff
Accounting Bulletin No. 99 (SAB 99)(Aug. 12, 1999), recently discussed its
agreement with the accounting literature and the courts that matcnahty does
not depend cxc!uszvcly on any numerical benchmark.

&/  Neither SAB 99 nor this brief address the scpamte question of whether
information may be quahmtwely material for non-financial reasons - e.g., 8s

(continued...)
[}
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does not render a misstatement material, it may provide significant evidence of
materiality. The evidence may be particularly compelling where management has
intentionally misstated items in the financial statements to. manage reported
earnings. ‘Inth.atinstunce, itprem;nablyhnsdone so believing that the resulting
amounts and trends would be significant to users of the company’s ﬁna;_:cial'
statements. 9/ *
The Chairian of the Commission, Arthur Levitt, recently explained the
problem of eamnings management in his September 28, 1998 address entitled “The
_ Numbers Game" at the NYU Center for Law and Business. Sce

www,sec.gov/news/spesches/spch220. txt, The Chairman expressed concern that

"[MIn the zeal to satisfy consensus camings estimates and project a smooth earnings

&  (..continued)
bearing on management's integrity — in contrast to information that bears on

the company's financial condition or the price of the company's stock. See
SAB 99 atn.s.

9/ The Big Five Audit Materiality Task Force, which was convened in March
1998, made recommendations in August 1998 to the Auditing Standards
Board in which it detailed several factors to be assessed in determining
whether an item is material, including "the potential effect of the
misstatement on trends — especially trends in profitability,” “the significance
of earnings and earnings per share to public company investors," and the
"intentional misstatement to ‘manage' earnings and/or 'smooth’ eamings
trends." This "Status Report and Injtial Recommendations” is available at
WWW.2{Cpa.0rg,
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path, wishfu! thinking may be winning the day over faithful representation.” He
further stated that the "game" of earnings management leads to “an erosion in the
quality of carnings, and therefore, the quality of financial reporting." The federal
regulatory -scheme, the stock market and public investors depend on companies
accurately reporting their financial zesults. Any attempt to distort the accuracy of
this critical information, by managing earnings or otherwise, undermines the proper
operation of the fedaralsemntm laws and runs coumter to the very principles
behind the stock market's strength and success.

The complaint in this case alleged that defendants' actions were intended to
hid_e the company's failure to meet analysts' expectations and to mask a change xn
the company’s 50-year earnings trend. It alleged that the overstatement, which was
included in the first two quarters of 1996, accounted for all of the increase in

income over the same six-month p’_eriod for 1995. 10/ Plaintiffs alleged that

10/ Plaintiffs alleged that the $10.1 million overstatement accounted for 100%
and 70% of the increase in income for the first and second quarters of 1996
over the same period for 1995, and 50% of the annual increase in income
over 1995. Defendants, on the other hand, did not calculate the impact of the
overstatement on Citizens' increased income. But under defendants’ method
of analysis (as reflected in footnote 4 of their reply brief below), the
overstatement would have accounted for 67% and 21.5% of the increase in
income for the first two quarters of 1996 over the same period in 1995, and

for 21% of the annual increase in income over 1995.
\
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without the overstatement, Citizens would have failed to meet analysts' est:mates
and could not have claimed to have increased its eamings in those quarters over the
prior year. Such allegations are relevant to an assessment of materiality. See
wmw&mmm 27 F. Supp. 2d 1324 (N.D. Ga.
1998).
.B- Assessing the Materiality of the Overstatement Requires Considering Its
Impact on All Overstated Items in Financial Statements for All Relevant

Periods, Not Just Its Imapact on Revenue and Its Impact on Results for
the Entire Year.

In evaluating whether an ovcrstatc-;ncnt in a financial statement is material,
the court should consider the impact of the overstatement on all misstated items in
the financial statement for all relevant periods. In this case, plainﬁffs allégcd that
Citizens overstated incorue in the first two quarters of 1996. Accordingly, the
overstatements' impact on Citizens' quarted)" income, not just annual income or
revenus, was relevant to assess thé materiality of the overstatement.

1. ‘I'hz Dlstnct Court Brred mAssessmg the Impact of the Overstatement

The district court considered the impact of the overéfatement'on revenue, and
apparently disregarded its impact on income. The com:t's decision could be read to

hold that an overstatement of income, even if important to investors, cannot be
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material unless there is a material overstatement of revenue. The impact ofa .
misstatement on income, however, is particularly important because investors look
carefully at income and earnings in detcm:mng whether to purchase or sell stock.
*Indeed, earmngsrcponsare among the pieces of data that investors find most
relevant to their investment decisions," WW&

114 F.3d 1410, 1420 n.9 (3d Cir. 1997). S_qg ﬂmmwsnmm |
401 F.2d 833, 849 (2an 1968), gext, d;m;d, 394 1).5. 976 (1965) ("[M]aterial
facts include not only information disclosing the earnings and distributions of a
company but also those facts which affict the probable future of the company and
those which may affect the desire of investors to buy, sell, or hold the company's
securities.”) (emphasis added); In re Kidder Peabody Securities Litig., 10 F. Supp.
at 410 ("[Flinancial reports are relevant to investment decisions, with reports of
current and past earnings likely to’__a.id in predicting future eamings.”); Carley
Capital Group v, Deloitte & Touche, LLP, 27 F. Supp. 2d 1324 (N.D. Ga. 1998)
("Whether eamnings are increasing or decreasing is highly materigl to investors.").

‘The cases cited by the district court are not to the coiitra.ry because they all

establish that a misstatement should be compared to whatever item is being -

misstated. For example, Ferber v. Travelers Corp., 802 F. Supp. 698 (D. Conn.




1992), the principal case relied on by the district court, involved mkrcpre;entqﬁom
abouyt the quality of one class of assets, which the court evaluated in relation to total
assets.

[TThese second mortgages were part of a total mortgage-loan and real
estate portfolio of $16.129 billion. Moreover, Travelers reported a
total investment portfolio of $43.237 billion 2nd a total asset portfolio
of $55.356 billion. * * * Thus, Travelers' second mortgages
constituted approximately one peicent of its asdets and three percent of
its mortgage-loan and real estate portfolio. In view of the entirety of
information disclosed by Travelers, the pleintiffs have failed to allege
particularized facts from which the court can infer that the failure to
disclose $585 million in second mortgages was a material omission.

In Pames v. Gateway 2000, Inc,, 122 F.3d 539, 547 (8th Cir. 1997), the court held
that an alleged overstatement of assets that represented only 2% of Gateway's total

asscis was not material. Notably, the court stated that "there may certainly be

many cases where this samount of money would be matmal and would dramatically
affect the total mix ofinfomaﬁon f;'4.-.lied on by a reasonable investor” but that “this
simply is not the situation in this case." See also Glassman v. Computervision X
Corp,, 90 F.3d 617 (15t Cir. 1996) (compering overstatement of revenue items to

revenue); Shuster v. Symmetricon. Inc., 1997 WL 269490 (N.D. Cal. Feb. 25,

1997) (comparing overstatement of revenue item to revenue in case involving no

allegation that income was overstated). None of these cases supports the district




court's decision that an overstatement of income should be evaluated exclusively in -

terms of its impact on revenue. 11/

2. The District Court Erred in Assessing the Overstatement's Alleged
Im;:e.ct on Annnal Fma.ncxal Results Only Without Also Assmmg Its

The district court crre&in analyzing the alleged impact of the overstatement
on 1996 financial results as a whole without also looking at the impact on quarterly
results. An overstatement may bave only a minor impact on anoual fnancial
results and may still have a significant impact on financial results for a particular
quarter. A materially misleading quarterly financial statement cannot be cured by a
subsequent anmmal financial statement that is not materially misleading. Investors
and financial analysts attach importance to quarterly financial statements in
cvaluating whether & company is performing according to expectations. -

In this case the alleged overstatement was included in income for the first six

11/ 'Wenote that the impact of the $10.1 million overstatement in this case on
Citizens' revenue appears to be imrelevant. As we interpret Citizens' financial
statements for the relevant periods, revenue for Citizens was gross receipts
for providing utility services. Operating costs and depreciation were
deducted from revenus to calculate “income from operations.” The company
then added "other income” to "income from operations® before caleculating
net income. Plaintiffs sllege that the $10.1 million was included in “other
income." Accordingly, the overstatement's impact on revenue, which did not
even include the overstatement, doeg not seem relevant to assessing whether

the overstatement was material.
[}
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months of 1996, and accordingly had its greatest impact on the first two quarters.
Plainsiffs arguad below that Citizens overstated its net income after taxes by

17.76 % and 6.9% for the first and second quarters respectively. Defendants urged
the court t.o look at the impact on annual income, v'vhich under defendants’ method
of analysis was overstated by only 2.8%. Although defendants did not attempt to
apply their methodology to calculm the impact on Citizens' quarterly financial -
results, we noteﬁutu;derﬁwirmethodology, the overstatement in the first and
second quarters amounted to 8.4% and 3.5% of income, respectively, and 5.8% of

income for the first six months of 1996, 12/

12/ The parties do ot agres on what is the appropriate measure of income for
purposes of determining the impact of the overstatement, Defendants’
argument that Citizens’ annual income was overstated by 2.8% was based on
compering the overstatement Citizens' "income from operations,” "other
income" and "investment income” before "interest expense™ has been
subtracted. Plaintifis’ argument that Citizens' first quarter income was
overstated by 17.78 % is based on comparing the overstatement to net
income after taxes. We believe that the percentage impact of the
overstatement on income probably lies somewhere between the parties’
percentages after adjustments for taxes and interest expense, if appropriate,
have been made.

L
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CONCLUSION
. For the foregoing reasons, the Commission urges this Court to hqld (1) that
the materiality of an item in a financial statement does not turn exclusively on
numcrica.l. or percentage benchmaxks, and (2) that the district court should have
considered the effect of the alleged misstatements on annual and quarterly income

' and should not have restricted it§ inquiry to the effect on annual revenue.

SACOB H. STILLMAN

Soligitor _
2 S g LT
HOPE HALL AUGUSTINI
Special Counsel
Securities & Exchange Commission
450 Fifth Street, NW.’
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state enforcement activitiss do- not impair
fadera] reguistory interesis, see Florida
Lims & Avocado Growers, Inc. v. Paud
872 US 182 142 8 8.Cr. 1210, 10
LEd2d 248 (1968). Cf Gonzalss v. City
of Peoria, T22 F.2d 468, 474 (8th Cir.2968)
(halding that federal law doee not precinde
lotal enforcement of the criminal provi-
sions of the ITmmigration and Naturaliza-
tion Act), overrided on other grounds dy
Hodgers-Durgin v. Ds La Ving, 198 F.84
1037 (9th Cir.1999). Thus, in the absence
of federal preemption in the area of erimi-
nal firerm laws—of which there is no
issue raised here-we look to state law to
determine the suthority of the xtate offi-
cers to arrest and seize evidence for viols-
tions of federal felonies in this arena.

[4] The Supreme Cowt of Vermont
has conclusively established that ita offi-
cers are authorized by state statute to
arvest for violatons of federal law. In
Vermont v Towns, 158 Vi 607, 615 A2d
4B4 (1992), the court upheld a defendant’s
nrvest by state officers on the ground that
they had probable camse to belisve that
Towne possessed 3 firvearm in violation of
faderal law. Ses id, 168 Vi at 628, 816
A2d at 495, The eourt found that Rule

8(a)(1) of the Vermont Rules of Criminal

Procedure, which allows law enforcement
personnel to arrest without a warrant
“when the officer hss probsble cause to
believe 3 person bas commiited or is com-
mitting a falony,” spplies with equal force
to federal as well ax giate law felonies,
Id, 158 Vt. at 828, 815 A2d at 496. The
eourt “conclude(d] that [Rule 8(a)1)] per-
mits state cfficers to maks an arrest with-

from possessing s weapon.

228 FEDERAL REPORTER, 34 SERIES
‘Furthermare, it is clear that the power to

arrest.for viclstions of federal law implies
the power to seize evidence incident to
that arrest. Sse Viale, 812 F.2d et 601
("Accordingly we hold that thess ... ar
rests, althongh made without warrants,
were legal under (state law] and that the
searches incidental to these mrresta were
legal™); Marsh, 28 F2d a1 175 (upholding
the arrest by state officers for violation of
feders] jaw and “the seirure [of evidence),
which went along with &, (which] was res-
sonable and lwwful™).

CONCLUSION

viction.

Investors brought securitiss frand suft
alleging that corporstion reportad fees re-
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ceived in 1995 as 1988 income. The United
States District Coort for the Distrist of
Connecticat, Warven W. Eginton, J., 88
F.Supp2d 222, dleiazed salt, and inves-
tors appealed. The Comrt of Appeals, Kats-
mann, Cirevit Judge, held that: (1) com-
plaint alleged material misrepresentations,
and (2) remand was required to determine
whethereomphintldaquuebﬂedlden-

Vamedlnplrt.mwdinpartmd
remanded with instructiona.

1. Securities Regulation $=60.10

Section 10(h) bars conduct involving
manipulation or deception, manipulation
being practices that sre intended to mis-
laad investors by artificdally affecting raar-
ket activity, and deception being misrep-
resentation, or nondisclosure intended to
decelve. Securitiss Exchange Azt of 1684,
§ 10(b), 16 US.C.A. § TRj(b).

2 Securities Regulation 9=40.15, 80.18
To state claim under § 10(b) and cor-
responding Hule 10b-5, plaintiff must
plead thst defendant, in connection with
purchase or sale of securities, made mate-

rially false statemant or omitted material .

{nct, with sclanter, and that plaintiff's reli-
meeondafendut’neﬂonamedinh:ryto
pluintiff. Securities Exchange Act of 1984,
§ 10(b), 15 US.CA § 78i(b); 17 CFR.
§ 240.100-5.

3. Securities Regulation #»60,58, 0.54
At pleading stage, plaintiff satiafies

mmﬁamynqubmmtofnulewb»sby
slleging statement or omission that res-

sorable investor would have considered
significant fn making investment decisions;
# is not sufficlent to sllege that investor

might have conaidered misrepresentation -

or . omigsion mportant Securities Ex-
change Act.of 1984, § 10(b), 15 USC.A.
§ 8j(b); 1T CF.R. § 240.10b-5.

4 Securities Requlation =051

Investor alleging Rule 100-5 clatm leged

. scted differently if sceurste disclositre was

rosde. Becuriiiss Exchange Act of 198¢,
§ 100), 186 US.CA ¢ Tjb; 17 CPR
§ 240.10b-5.

§. Becurities Begulation 6=60.28(11)

Omitted fact may be immaterisl, un-
der Rule 10b-§, {f infarmation is trivial, or
is 50 baxic that any investor could be ex-
pocted to know it. Securities Exchange
Azt of 1934, § 10(b), 156 US.CA. § 7Ri(b);
1T CF.E. § 240.10b~5,

& Securities Regulation €»§0.46

There fs no single numeriesl or per-
centage  benchmark for  determining
whether misstatement of revenne is mate.
ria} for purposes of Rule 100-8 clatm, Se-
curities Exchange Act of 1984, § 10(b), 15
USCA § 78(b); 17 CF.R. § 240.10b0-5.

7. Sscuritiss Reguiation e»3 .

Securitiss and Commizsion
{SEC) Staff Accounting Bulletin (SAB)
does not have forcs of lsw.

8. Securities Regulation @3
Securities and Exchange Commission
{SEC) Staff Aceounting Bulletin (HAB) re-
garding factors that eould esnms misstate-
ments of quantitatively small amounts to

s:smﬁammmm_
Mimstatements of income exn be mate-
rial, under Rule 10b-5, becsuse emrnings
reports are among the pieces of dats that
Investors find most relevant to their in-
vestment decislons. Securities

Exchange
“Act of 1984, § 10(b), 16 US.C.A § 78)(b);

17 CF.R § 240.10b-8.

10. Securities Regulation ©»6048

Materiality of misstxtement, for pur-
poses of Rule 10b-5 claim, is determinad in
Hight of drcumstances existing at time al-
misstatement poonred. Becurities
Exchange Act of 193¢, § 10(b), 156 USC.A
§ T8i(b); 17 CF.R.'§ 240.10b-5,

-—
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11, Securities Regulation ¢»40.27(6)

In determining whether ecrparstion’s
alleged failure to report foes in quarter
recefved was misstatement under Rule
100-5, it was approgiats to compre fors
to not only annusl, but also quarterly fi-
pancial results. Becurities Exchange Act
* of 1984, § 10(b), 16 U.B.CA. § TRj(b)y; 17
CF.R § 240.10b-6

12. Securities Ragulation €=60.44

Alleged misrepresentation of $10.1
mnammm1mu1m

C.F.R. § 240.10b-8,

R
g
2
g,
&
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* mngriet price of fta stock by showing that
truth of matier was ahwady known, but

corrective information most be conveysd
to publie with degres of intensity and ered-
hility sufficient to counterbalance effec-
tively any misleading information ereated
by allsged mismatements, Securities Ex-
change Act of 1984, § 10(b), 156 US.CA
§ T8j(b); 17 CF.R. § 240.10b-5.

16, Federal Civil Procedure $=1881
Trnith-on-the-market deferse i in.

tensaly fact-specific and is rarely sppropri-
ste basis for diamissing § 10(b) eomplamt
for faflure to plend

Exchange Act of 1984, § 10(b), 13 U.S.C,A.
§ ).

17. Federal Civil Procedure $=1831

Whether corporation’s disclosures be-
fore ciase period had already transmitted
all relevant information about fee daal 1o -
market, rendering slleged infistion of 1898
income using 1806 fees fmmaterisl, was
fact-epecific inquiry and insppropriste be-
sis for dixmining llﬁtbimpldnfu
faflure to state clabm. Securities Ex.
changs Act of 1884, § 10(h), 15 UB.CA
} (o)

" 18. Federal Civil Procedure engss

Complsint alleging securities frxud
must plead fraud with . Fed
Rnles Clv.Proc.Rule 9(b), 28 US.CA

19. Securities Regulation ¢»60.45(1)

Intent %o deceive, manipulaie or de-
fraud, required to support Rule 10b-8
claitn, can be established either by allaging
facts to show that defendants had both
motive and oppertunity to commit fraud,
ot by alleging facts that conatitnte mirong
circumstantis] evidence of conscious ruisbe-
havior or ‘teckiessnoms. Bacorities Ex-
change Act of 1984, § 10(b), 15 UB.CA
§ T8j(); 17 CF.R. § 240.10b-6,

20. Socurities Begulation ®»6051
Although speculation and conclusory
allegations will not, suffice to plesd intant

‘requirement of . Rule 10b-6 clahm, grest




"

GANINO v.-CITIZENS UTILITIES CO. 157
ChwssX2§ F3d 134 (2ad Cie. 200D)

specifieity is not required, provided plain-
tfY alleges enough facta to support strung
inference of fraudulent intant. Becuritiss
Exchange Act of 1984, § 10(b), 156 US.CA.
§ TRi); 17 CFR. § 240.10b-5; Fed
Rules Civ.Proc.Ruls 9(b), 28 U.B.CA

21. Securitiss Regulation 66051
Private Securities Litigation Reform
Act (PSLRA) did not eliminate option of
pleading sclenter by alleging. that defen-
dant had motive and oppartunity to com-
Reform Act of 1995, §1 et seq, 16
U.S.C.A § T8a note.

22. Securities Reguiation $=$0.58, 60.54

Motive to commit fraud, for purposes

of pleading rule 100-5 claim, entalls con-
erete benefits that could be realived by one
or morve of the false statements and
wrongful noodisclosures slleged; general
allegations that defendants acted in thair
economic salf-interest are not enough. Se-
curities Exchange Act of 1984, § 100), 15
U.S.CA § T8j(b); 17 CF.R. § 240.100-5,

23. Securities Regulation e=50.40

To make out prima facie case of con-
trol person liability under Securities Ex-
change Aet, plaintif must show primary
violation by controlled person and eontrol
of primary viclatar by targeted defendant,
snd show that eontroling person was in

1. Section 10 of the Exchange Art provides, in

relevant part:
!IMN@;&AW%NMM
or indizectly, by the uss of any means or
instrumentality of intersiate eammerce or
of the maila, a‘otmyhclmydnvmdon
al securities exchange—

(‘b)l’omwcmplny in conmection with
the purchase or sale of any security regls-
teved on & nations] securities exchange ..
any manipulative oedon:pﬂvedmeeor
conttivance in contravention of sach rules
and regulations as the [Securites and Ex-

15U.8.C. § 74
zhsmm)d:hom:npmmdu

zver,pumwho directly oe indirectly,
comrols any person liable under any provi-

-some meaningful sense a culpable partici-

pant in the frand perpetrated by controlled
person. Securities Exchange Act of 1984,
§ 20a), 15 USCA. § 78ttw).

Andrew M. Schaix (Jeffrey 8. Nobel,
Andrew 8, Turret, on the brief), Schatz &
Nobel, PC, Hartford, CT, for Appellants.

George A. Zimmerman (W.H. Ramssy
Lewia, Shosbanah V. Aands, on the brlef),
Skadden, Arps, Siate, Meagher & Flom,
LLP, New York, New York, for Appelice.

Before: NEWMAN, KEARSE, and
KATZMANN, Cirenit Judges.

KATZMANN, Chreuit Judge:

The plaintiffs-appellants appesl from a
final judgment of the United States Dis-
triee Cowrt for the District of Connscticut
{Warren W. Eginton, Semior Judgs),
granting the defandants-appalless” motion
to dismiss the Sscond Amended Complaint
(the “Complaint”) for faflure to state a
clatm under Sections 10(b)* and 20(x) * of
the Securities Exchange Act of 1984 (the
“Exchange Act™), 15 US.C. B T8(0b) &
784a), and Rule 10b-8°
thereunder, 17 CF.R. § 240.10b-5. The
district court held: (1) the misrepresents-
mwmww
.md:hh:hamwd ruhurﬂﬂh-

tion thereunder shall mb.u.budndy
mduunllywhhww&emm

17 CRR § 240.16b-S.

—
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that “ss much ma

b. Auguat 25 1898 Press Relagse and
1996 Second Quarter Form 10-Q
On Angust 15, 1996, Citisens issued an-

yosrto-date earnings in Cltizens’ 1096

" Third Quarter Form 10-Q, 1966 Form 10-

K, snd sccompanying prees releases. An
addidonal $112 milion of Fees were
booked in the last quarter of 1968 and
reflected In the 1598 yaarend statement
1996 Form 10=-K™). In total, the Fees at
fssue sdded up to approximately $22 mi-
Yem, or 1.7% of Citizens' total revenna for
1906, As with the Form 10-Qs for the
first two quarters of 1996, the defendants
did not disclose in the Third Quarter Form
10-Q, 1986 Form 10-K, and accompanying
rress releases that the reported ineome
included HTCC Fees earned and recetved
in 1985,

On April 30, 1997, -Citisens lsaued &
preas release snnouncing lower than ex-
pected earuings for the first quarter of
1997. These resuits were reflocted in the
Company’s 1997 First Quarter Form 10-Q.
Neither document stixibuted the drop in
ingome to the decresse In HTCC Fees.
Instead, aceording to the Complaint, the
press reloase misleadingly focused on ris.

aens fn August 1607 with the filing of its
1097 Second Quarter Form 10~Q, which
alyo disclosed that the reparted incoms for
the first twa quartars of 1998 included

d. Other Mirrepreseniations
The defendanin allegedly made other
material misrepresentations. According to
the Comiplaint, the defendants falled to
disciose that the Fees were ton-recurring
income, i violation of 3 Genarally Accept-
od Ascounting Prinefpls (*GAAP™ that
Accounting Standards Board (the “FASB™).
Ses PNC 8ancorp, Inc. v. Comomissionw of
Irstornal Reveeus, 212 P34 322, 825 1. 1-(3d

Cir.2000); Amerada Hess Pipelime Corp. v,
Foderal Energy Comm‘n, 117 .34

Regulsiory
598, 601 (D.C.OW. 1997 In m Durlington
Comr Facsory Sec, Livig., 114 F.3d 1410, 1421 .
- B 10 (34 Cir.1997) Frovidence

Hotp, of Top-




plas Bosxd (“APB”) Opinion No. 80, 11 19~
24 (1973) (sxplaining “Criteria for Extraor-
dinary Itema”). The defendants also alleg-
- HTCC and in fact, by smploying “cost
scoounting,” which under GAAP is appro-
priately used only to reflect & registrant’s
investment In & company the regisoant
does not dominate, Citizens falsely repre-
sented that it exercised no such control
over HICC. Sbe generally APB Opindan
No. 18, 115-17 (1971). According to the
Compiaint, Citizens’ secret domination of
HTCC was all the more significant because
the Fees were paid in the form of HICC
stock and options, the price of which Cit-
zens could manipulate using fts influence
over HTCC,

2. Scisnter Allspations
The Complaint alleges that the defen-

dants made the puported misrepresents-
tons knowingly or reckissaly. That fs,

punisk v. Shalala, 52 F.3d4 213, 219.0. 7 (9th

Cir.1995). GAAP doss not prescribe a fixed

et of rilea, bt rathar “the range of
. reascinable

) alasnatives mansgement can
. wa" In e Burlington Coat Factory, 114 F3d

Ross {niso 2 senior Citivens officer) and
DeSantis purportedly engaged in insider

In 1988 the plaintifts Mled this acton,
asserting violations of § 10(h) of the Ex-
change Art and the Rule
10b-5 against all defendants, and viclation
of § 20(x) of the Exchange Act against the
individual defendanis as persons control-
ling Cltizens. The plaintiffs also sought to
certify this action ms & class action nnder
Rule 28 of the Federal Ruls of Civil Pro-
cedure. The dafendants moved to dimuies
the Complaint in fta entirety, arguing that:
(1) the nondisclommres at issne were imma-
terial becsuse the information was already
publicly avaflable; (2) the plaintiffy failed
to plead scienter with particularity; (8) the

. amount of Fees they allegedly “deceptively

stored” was immsterial an 2 matter of lsw
since it eomprisad & ds wiinimis 17% of
Cltizens’ total pre-{ax revenues during the
class period; (4) the plaintifty’ allegations
of GAAP violutions, without correspending
frandulent inteat, fafied to state a cluim;
and (5) the Compling failed to state a
§ 20(s) claim becanse the underlying
$ 10(bYRule 10b-5 charges are not viable,

The district court grantsd the defen-
dants’ motion to dismiss, See Ganino u

at 1421 o 10 (citing Thor Powwr Tool Co. v,
Compmissioner, 439 U.B. 522, 344, 99 S.C1
778, 58 1.Ed.2d 785 (1979)). The SEC muaty
the FASE'’s standards as athockstive. See
PNC Bancorp, 212 R3d at 825 1. 1. :
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inaom, 485 ULB. 224, 231, 108 8.Ct. 978, 99
LEd2d 164 (1068) (adopting the standsrd
in TSC Indus, Inc. v. Norikuay, Ine, 426
UK 438, 49, 96 8.Ct. 2128, 48 LEd.ed
67 (1976), for § 10(b) and Ruls 10b-5
actions); Giazer w Formica Corp, 984
F24d 149, 164-56 (2d Cir.1962). “TTThere
- must be a substantial Hkalihood that the
disclosure of the omitted fact wonld have
baeen viewed by the ressonsble investor as
having aignificantly sltered the ‘total mix’
of fnformation mads availahle'™ Basis
435 U.S. at 281-82, 108 S.Ct. 978 (quoting
TSC Indua, 428 US. st 449, 88 8.CL
2126), It is not sufficient to aliage that the

investor might have consldered the mir..

refiresentation or cmission fmpartant. On
the other hand, it {s not necessary to as-
sert that the investor would have acted
differently if an accurate disclosure was
made Gf Folger Adam Co v. PM] In-
duz, Inc, 988 F.24 1629, 1588-84 (2d Cir.
1991) (holding that jury charge which may
have misied jury to believe thst informs-
tion is material anly i it is outcome-deter
minative was ervor). An omiited fact may
be immaterial i the information is trivial,
#¢s Basis, 485 US, at 231, 108 8.Ct. 978
{citation omiited), or i “so basie thst any
" investor eould be expected to know it
Lavitin w PaineWabber, Ine, 159 F.B3d
€58, T02 (24 Cir.1998) (internal guotstion
marks omitted), cert. dmied, 525 US,
1144, 118 SCt 1089, 1¢3 L.Ed2d &7
(1999). Therefore, whether an slleged
mixvapresentstion or omission {s material
necegsarily depends on ali relevant sircura-
stances of the perticulsr case.

Materiality is = mixed question of law
sud fact. Ses TSC Indva, 426-U.8. at 450,
98 8.Ct 2128. Wa have hald that, when
presented with a Rule 12(b)6) motion, “s
complaint may not properly be dizmissed
.». on the ground that the alleged mis-
statements or omissions are not material
unless they are so chvioualy unimportant
to a reasonable investor that remsonable
nxinds eoukd sot differ cn the question of
- thefr oportance.” Goldmgs w Bsiden,

764 F2d 1060, 10687 (2d Cir.1985); see

228 FEDERAL BEPORTER, 3 S8ERIES

Azrialli v. Cohan Law Offices, 21 F.34 512,
518 (24 Cir.199¢).

& Numerical Benchmark

[6] The district comrt held that the al-
loged misrepresentations of the HTCC
Fees as having been yeceived in 1506 were
Smmaterial an 2 mattar of lsw because the
Fees amountad to only 1.7% of Citizens’
1996 total revanue. The piaintiffs and the
SEC, as smicus turise, contand that the
court’s exciusive reliance on a aingle nu-
merical ar percentsge benchmark to deter-
mine materiality was error. Their poaition
is supported by ample mithority. In Ba-
xic, the Suprems Court expressty rejectad
the use of a mumerical formula:

A brightline rule indeed is eaxiar to

follow than s standard that requires the

sxercise of judgment in the Ught of all
the circomstances. But ease of applics-
tion alone is not an excuse for ignoring

Baric, 485 U.S. st 288 & n. 14, 108 B.Ot
978, 99 L.Ed2d 194 (1968) (viting Houss
Committes on Interstats and Foreign
Commerce, Repoet of the Advisry Com-
mittee on Corporste Disclosure to the Se-
curities and Exchange Commission, 98th
Cong., 1st Sem., st 327 (Comm. Print
1977)); ses alao FASB, Statement of Fi-
nancial Accounting Concepts No. £, 1125
(1980) (“[Mlagnitude by itself, without re-
gard to the nature of the item and the
cireumstances in which the judgment has
to be made, will not gensrslly be a suffi-
clent baxis for a materinlity judgment.”).

Following Baric, we have consistently
rejocted a formulsic approach to asseasing
the materiality of an alleged migreprasen-
tstion. For example, in Press, we consid-
ered when fillure to disclose the spactfics

_— ]
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of & securitien markuy® would be material
See Press, 168 F3d st 534-37. Under
§ 10(b) of tha Exchangs Act, s seler has 3
duty to disclose the details of & marioap if
the markup {s “excessive.” Ses id at 584.
We declined in that eass {0 establish a
specific range beyond which a markup
would be deemed “oxcesaive,” holding in-
stesd that courts must assess a broad
range of factors. Sse id. at 535. In Glos-
er, we rejected the notion that merger
talks are not material as a matter of law
unless the discnszions had ripened inte an
agreemant-in-principle on price and strue-
ture. Glaver, 994 F2d at 168 We held
that the materiality of merger negotiations
depends on the specific facta of each case.
See id  See alzo In re Home Health Corp.
of America, Inc. Sec. Litg, No. Civ. A
P8-834, 1990 WL 79057, & *8-T (EDFPa
Jan. 29, 1990) (declining to hold immaterial
as 3 matter of lnw fafture to report loss of
2 de minimis percantage of total revenue
whers factor rendered the loas
significanty; n r¢ Kidder Peabody Sec
Litip, 10 FSupp2d 898, 410 (SDN.Y.
1988) (relying on Basic and declining to
hold as a matter of law that misstatements
aﬂecungpmﬁubymmﬁ:mw%
were iramaterial).

(7.8]1 With respect to financial state-
ments, the SEC has commented that vari-
ous “{qusiitative factars may cause mis-
statements of quantitatively small amounts
{0 be materisl” SEC Staff Accounting
Bulletin (“8AB™) No. 99, 64 Fed.Reg
45160, 45162 {1999) (to be codifted at 17

federal securitios law)* Of particular rele-
vanes to this action are the following:
o whether the misstatement muaks a
change in earnings or other trends
# whether the misstatement hides a fail-
urs to meet analysts’ consensus axpec-
tationa for the emterprise(.]
Id Unlike, for example, & rule promulgst-
ed by the SEC pursuant to its rulernaking
sutharity, aee 15 US.C. § 78w(a), SAB No.
99 does not carry with it the force of law.
Sse, cg, Christemaen v. Heorris County,
— US. o=, 120 S.Ct. 1655, 1862-48, 148
LEd2d 621 (2000) (explaining that inter-
pretations contained in opinion letters, like
those in poliey statements, sgency manu-
shs, and enforcement guidelines, which are
not, for exsmple, the result of a formal
adjudiestion or notice-andcomment pre-
cesn, lack the force of law); General Elec.
Co. v. Gilbert, 429 US. 126, 141, 97 B.CL
401, 50 LEd2d 848 (1976) (mtating that
courts may give less weight to guidelines
than to sdministrative regulations which
Congress has declared shal] have the force
of law or to regulations which, under the -
enshling statute, may thamselves supply
the basis for impostiion of liability) (super-
seded by statute on other . grounds),
Nonetbelass, becaiue BEC stall account-
ing bulleting “constituts a body of experi-
ence and infarmed " Skidmore ¢,
Swit & Co, 328 US. 134, 140, 65 8.Ct
161, 89 L.Ed. 124 (1944), and BAR No. 99
is thoronghly ressoned and consistent with
existing law-=its non-exhaustive biat of fac-
tontnhspl;nntppﬂuﬂondﬂuwﬂ-

ality of an slleged mixrepresentation,
Chriviensen, — 118, ——, 120 B.Ct o
1668 (quoting Skidmors, 323 US. at 140,

“s not intended o changs current law or
in the sccounting or litwra.

ture,” B5AB No. 99, 64 PedReg. 45150,

45152, However, the Bact that SAB No. 9
did ot aker the axiiting jaw or guidanca is o
reasco (o conmider It in this case, 2ot to rv-
hhhmmu
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65 8.Ct 161; Gilert, 429 US. ot 125, 97

2.0t 401

Tha two Court of Appeals cases cited by
the district court suppert the approach we
take hare. In Pornes v Gatewocy 2000,
Inc, 122 F.3d 883 (8th Cir1597), the
Eighth Cirouft bald that the alleged mis-
-‘yepresentations, which amountad to 2% of
total agsets, were immatarisl ag & matier
of law “fUcken n confext” Id at 547
(semphaste added). The court did not rely
on the single numuriesl benchmark. but
also took into consideration the fazy that
the case invalved a high-risk/high-yield in-
vastoent, and that the riak factors had
been prominently disclosed in 3 prospec-
ts. Jd at BA2-43, 547. Rimilarly, in
Glaseman v. Compulervision Corp, 50
F.34 617 (1at Cir.1996), the First Circnit

Feb. 25, 1007); Ferber ¢ Trawmiera Corp,
802 ¥ Supp. 898, 708 (D.Conn.1992).

b. Relevont Line ltem

[9] The plaintiffe srgue that the dis-
trist court erred by comparing the Fees 1o
Citizens’ total revenus instend of total in-
comae.  In 60 holding, the district cowst
mistakenly believed that the plaintiffs’ ar-
punent rested on an invalid sceounting
principle;

Although defendants assert that the
amount of plaintiffs’ slleged nonaisclo-
sure smounts to $6.9 miltion, or approxi-
mately 2% of Cltiens' revenues, plain-
tiffs[] sllege that this statement waa
inaccurste by 15.78% becowee Citfzens
used GAAP principles, rather than Eq-
wity Accounting.

" Ganino, 56 FSupp2d at 224 (emphaxi

sdded). In fact, however, the plaintifs’
contentions with respect to the booking of
the 1986 Fees as 1896 income depended
not so much on the use of equity secount-
ing as on the charscterization of the Fees
as income rather than revenus, Misstate-
ments of {ncome eould be material because
“garnings reports are among the plecay of
data that investors find mwst relsvant to
their investment decizloma.” In 9 Bun
lingtox Coat Factory, 114 F3d ot W20 u,

. 9; see In r¢ Kidder Peabody, 10 F.Bupp.2d

at 410. The Cowmplaint alleged that the
Fees were “pre-tax income (revenoe for
which there was no corresponding ex-
pense)” and repeatedly compared the Faes

significant influence over operating and fipan-
clal policles of an investse." Accouseing
FPrinciples Board Opinion No. 1§, T18.47
{1972); 200 also Abesham J. Brilofl, Unsce
countabls Accourring 48-49, 243 {1977) (dis-
cussing APD Opinion No. I8}, Owaership “of
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to the “Net [ncome” line item on the Form
10-Qn. Whether the plaintiffe will be able
to prove that the Fees had no offsetiing
experses—and therefore can be properiy
recorded as incoms—is an fssue of fact
that esrnot be decided st this stage of the
Ktigation, On a motion to dismiss, the
allegations in the Complaint must be ac-
cepted as true.  Accordingly, the Fees
should be treatad a8 and compared to Cii-
3ena’ pre-tax incotne,

The defendants do not dispute thet the
tems in issue should be compared to lke
items on the corporate financial statement.
On the contrary, they themaelves paint to
nvmerous cased that did exactly that. Ses,
¢ Pornas, 122 F3d at 5456 (comparing
reserves for dubdous aocounts receivable to
total amsets); F» rv Westinghouse Sec. Li-
tig., 90 F.9d 606, T15 & n. 15 (Bd Cir.1008)
{comparing loss Teserves, which for as
counting purposss “most impnedistaly” of-
fecty inoome, to total inoone for relevant
period); Glassmon, 90 F.3d at 633 (com-
paring dollar amount of backiog orders, s
revenue ftem, to totsl revenues); Ferber,
802 ¥.Bupp. at 10T (comparing real eatate
investments to total “investad assets™); Jn
1 Miret Chicago Corp. Sec Likg, 169
F.Bupp. 1444, 154 (ND.JIL1991) (compar-
ing allegediy risky real sstate loan to total
real estate Joan portfoliv for year). Rath-
er, the defendants challenge the assertion

that the Foes went directly to Cltizens’ -

bottom line as fncome, & factual dispute
that cannot be resolved without further

development of the record.
¢ Rdevaxi Timefroms

We next consider the relevant time-
frame. The plaintiffs, joined by the SEC,
maintain that the court should have consid-
ered the impact of the alleged misrepre-
sentytione on afl misstated items in the
financial statement for all relevant periods,
not only far the year as a whale In this
case, the Complaint alleged that substan-
tial portions of the eome reported during
the first two quarters of 1996 were in fact -

- the 1905 Feer Accordingly, the plaintiffy

and the SEC conitend that the court should
bave ssargsed the impact of the Fees on
Citizens' quartsrly income. The defen.
dants srgue that the court correctly com-
pared the Fees to annual results only,
because the plaintiffs theorized thst the
defendants deferred recognition of the
Fees in arder 1o raxintxin Citizens’ annual
growth trend.

[10] We peject the defendants’ conten-
tion. Materiality {3 determined in lght of
the oreumgtsnees exdsting at the time the
alleged prisstaternent occurred. See Pom-
mer v. Meodiest Corp, 981 F.2d 620, €25
(1th Cir1092); City Natl Bank of Fort
Smith v Vandevboom, (22 F.2d 221, 230
(8th Cir3070); Spisiman v. Geneval Hosl
Corp., 402 F.8upp. 190, 184 (3.D.N.Y.1975)
(*The determination of matariahity is to be
wada upon all the facts ss of the tima of
the transaction and net upon 8 20-20 hind-
sight view long afier the sveant.” (footnote
omitted)), q°d, 538 F.2d 89 (24 Cir.1076).
Thue, we held in Xaiser-Frazer Corp. w
Otis & Co, 196 P24 838, 848 (24 Cir.1952),

first quarter results as & predicior of annu-
al performance, sixting that the Campany
was “wall o s way toward its 5%ud con-
secutive year of incressed revenues, net -
income snd esrings per share.” See also
B Arnold 8. Jatobs, Litipciion and Proc-
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Hos under Ruls 105-& § 8102(c], st 3198
(West 1999) (noting that s cowpany's decl-
slon {0 issus press release may show that
company thought the datm -significant).
Therefare, we think it sppropriste to com-
pare the Fess 1o not cnly annual, bat siso
quarterly financial results.

&  This Complaini

[12] Applying the foregoing principles
10 this action, we conciude that the Com-
pluint allsgsd materisl misrepresentations
in the 1996 First and Second Quarer
Formy 10-Qn and corresponding preas re-
leases, namely, the alleged misrepresenta-
tion of $10.1 willion of Fees received in
1996 a8 19068 income, The $8.9 million of
1995 Fees booked during the firet quarter
of 1998 aqualed 17.7% of Cltizens’ raported
altar4isx net income ($58.9 million), and
117% of its pre-iax net income ($58.78
million) for that quarter. The §10.1 mil-
Hon reflacted in the 1998 Second Quarter
Form 10-Q amounted to 11.9% of aftar-tax
net incoms ($85.15 million), and 8% of pre-
tax pat income (312682 millon) for the
first six months of 1086, We belisve it is
inappropriate to determine at this stage of
the litigation that these substantial
amounts, both in abechrts terms. and as

‘of the allaged misstatements of
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ported in the First Quarter Form 10-Q
seconnted for “a substantial portion, if not
all, of the incresse In income for the first
quarter 1998 compared o the first quarter
of 1985{. Moareover, according to the
Complaint, analysts’ projections of Citl-
zens’ “incotne for the fivgt six {(6) mantha of
1698 were met snd exceeded only as a
result of thie] additional RTCC-related fn-
come, and the increase in income for the
first aix months of 1996 compared 1o the
first six months of 1085 way due entirely
tp the incorme recognized fom HTCC”
Viewed in this context, it cannot be asid
that no reasonsble investor would have

the Fees are also material

e. Markst Response

{13] The defandants urge ta to alfirm
the district court’s decision based on the
Inck of movemant in Citizens’ stock price
after it filed its 1997 Second Quartar Foem
10-Q on Anguat 7, 1997, which the
held was “significant evidence” that

o

were msterial to the investing
Ganina, 58 F.Supp2d at 227, - According
to the Complaint, on thst daste Citizans
first polilicly acinowledged thet the re-
ported income for the first 'and second
quarters of 1895 inelnded xubatantisl pay-
ments from HTCC. The pleintiftts chal-

Comas v. Merrill Lymch & Co, No, 92 Clv. -
6560, 1993 WL 300778, at *4 0 2 (S.D.NY.
July 2, 1993): cf. Cerasani v. Somy Corp., 991

F.Supp. 343, 3154 2. 3 (S.D.N.Y.1998) (taking
Judicial notce

. Ses Cortee
Induz, Inc, v. Sum Holding LP., 94% ¥.2d 42,

47 (4 Cr.1981).
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infer that Citizens’ price per share
dropped correspondingly in Mgy 1987. In
granting the defandants” motion to dismiss.
the court did not draw this inference and

zens' share price during the Class Period,
Cr. Silver . B & R Block Inc, 108 F.3d
887 Cir.1997 (deelini_ng, on 8

oot information already in the public
domain and facts known or reascnably
avallable to the shareholders.”). A defen-
dard may rebut the presumption that ita
misrepresentstions bave affected the mar-
ket price of its stock by showing that the
truth of the matter was already known
Ses Provenz, 102 Fid st 1482 & 1. ¢
Associnted Rondall Bank, 3 F 34 at 218~
I; ¢f .Basia 485 T1S. «t 248, 108 S.C¢.
978 {presumption of relixncs in a fraud.
on-the-mprket case may be rebutted by
privy %0 the truth™). However, the cor

argue that
the. alleged inflation of 1968 income uxing
the 1955 Fees was imraaterial hocsuse Clit-
izens’ disclosures before Class Period had
Already tranarsitted all relevant informa-
ton shout the HTCC deal to the murket.
Bu} ss explgined sbove, the evidence oo
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which they rely—the lack of movement in
the Citisans ahare -price after Angust
1997—is in dlputs. Moreover, on the
present record, it cannot be said that no
ressonshle investar eonld have bean mialed
by Citizens' statemsent in its 1966 Farm
“10-Q that tt “hald) been compensated” for

. Ua Joans and guerantees to HTCC, imto

belizving that Citizans’ 1608 First and Bee-
ond Quartsr Form 10-Qe included no
HTCC Feaa.

The defendants also argue that HTCC's
SEC flings during the Class Period ton-
tained gufficlant accurats information to
neutralize any misleading impressions cre-
ated by Citizens’ financis) reports. They
note that as esrly as April 1996, cne
month before the  Class Period, HTCC
bad correctly disclosed when # pald the
Fees w Citivens~—36.9 million in options
in 1995 and $3.2 milon in stock tn Febru.
ary 1856, ‘Their argument & untenshls
for two ressons. First, whatever dubious
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sextationa. Therefore, we decline w0 af-
frm the distrist court's opinion based on
the “Gruzth on the market” doetrine!

B. Seimter
Next, the pinintiffy appesl to the extent

Co, 191 Fad 98,-102 (2d Cir1999) (re-
manding for explanation of distrist conrt’s -
awarding oosta); Xtk v Siat-

ments for sclanter o8 to each of the defan.
dants.

1. Pleading Regquirements

[18-20] It!s wellsettled in this Cireudt
that & complaint alleging securitine fraud
must satisfly the pleading requirements of
Rule 9(b) of the Federal Rules of Civil
Procedure. Ses CAL u General Blec. Co,
101 F.3d 268, 267 (24 Cir.1066); Acito 47
F&d at 58; Shialde v. Cltytrust Bawncorp,
Inc, 25 F.3d 1124, 1120-30 (24 Cir.1904):
Goldman, 764 F2d st 1065-70. Ruls &b)
provides that “[malice, intent, knowledge,
and other condition of mind of & persen
may be sverred generally” CRRL 101
F3d st 287, Goldmon, TSI F2d &t 1070,

manjpalate
or defrand® EKvnat & Frnat w, Hockfulder,
&5 US, 185, 103 n. 12, 96 8.CL 1375, 47
LEd2d 888 (1978). Sush intent can be
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Chw o 128 F 134 (tad O, 2000)

alleging fscts that conatitute strong cb~
cumstantial evidenoe of conscivos misbe-
bavior or recklossness.” Shislde, 25 F3d
at 1128; see Acito, 47 F8d st 62 n e
Time Warner In¢c. See Litig., 9 F.3d 259,

Research Inc, 174 F383 75, 84 (2d Cir.
1699); ses Chill 101 F.83 st 287 (interna]
quotation marks omitted); Acita 47 F.3d
at 88; Shislds 25 F.33 at 1123-29; /n vy
Tima Warner, 3 F34 at 268, ¢f Press,
166 F.3d st 835 (sffirming denial of a
motion to diwmiss whare plaintiff “barely
slleged” scienter).
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tends to strengthen existing pleading re-
quiremants, it does not intend to codify the
Second Creit's ease law interpreting this
pleading standsrd” H.R.Rep. No. 104~
889, at €1 (1908), reprinted in 1996
UB.CCAN. 720, T40. The legisistive
record, however, does not end there,

In part becausé of the quoted language
in the Conference Report, the Prexident
vetoed HR. 1068 Sec 141 Cona Rec.
85194 (1995).* During the subsequent
Congressional dehate 1o override the v,
major supporters of the bill, including it
original sponsors, refutad the Conference
Report, explaining that H.R. 1088 in fact
codified the Second Clreult standard See,
&g, 141 Conec. Rrc. 38828 (1895) (state-
ment of Ben. Domanicl) (*[I}t is the Second
Cireuit’s pleading standerd”); 141 Cono.
Rrc. 38228 (1965) (statamant of Sen. Dodd)
(“We have et the second chegit's stan-
dard here®); 141 Cova. R3c. 87802 (1995)
{mtatemant of Rep. Lofgren) “The Pre«i-
dent says be supparts the second ebrvait




10
H. Rep. No, 105-808, at 15:(1898) (etopha-
sis added) This leglalative history leaves
no doubt that the PELRA the
requiremant for pleading aclenter to the
level used by the Second Cireuit” Pres,
168 F.3d at 537-38; ses aleo Stavelman,
IMF3dst8®

2. This Comsplging :
Although the Complaint need only plead

ummmomum

ummmmm
tial investinent by cresting appearunce of
investment profit fulls to plead scienter).
The Complaint asserts that the defendants
had three motives: to maintwin jts 51-yenr
teend of increased earnings; to maimtain
an griificially high stock price to ensurs a
fxvorahls stock-for-stock soquisition of an.
other company; and to facilitate its deben-

alleges that two of the thres individual
defendants engeged in insider trading dor
ing the Class Period and secured their
executive benafits, Whether any of these
allegations plead & cognizable motive un-
der Rule 10b-5 should be determined by
the distriet conrt in the first instance. Of
course, if the eourt dacides on remand that
the Complaint successfully pleaded the de-
fendants engaged in conscious or reckleas
misbehavior, it need not aiso consider the

motive and opportunity preng of sclenter,

8. The$ 20(0) Claim

(28] To rske out & prims fatde case
under § 20(a) of the Exchange Act &
plaintiff “must show s primary viclation
[here, the alleged Rule 1008 violations} by
the controlled perscn [here, Citisens) and
control of thy primary viclator by the te-
geted defendant [here, the individusl de-
fendanta), and show that the eontrolling
person was in some meaningful sense a
culpable participant In ths fraud parpetrat-
od by the controllsd permon SEC v
Firat Jovaoy Sec, Inc, 101 Fad usn, e
(2d Cir.2006).
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CONCLUSBION

Felix SUTHERLAND, Petitioner,
v.

Janet RENO, Atiorney General of the
United States, Respoadent,

No. 994145,

United States Court of Appeal,
Seccnd Clreit.

Submitted Joly 18, 2000.
Decided Sept. 15, 2000,
Amended Sept. 20, 2000,

Alien petitioned for review of decision”

viction fur indecent, asssnit and battery on
person over sge of 14 The Court of Ap-
peals, Sotomayor, Chreait Judge, bald that:
(1) BIA's interprotation of Massachusetts
stiatute was subject to de novo review; (2)
Manssshusetts conviction invalved substsn-
tial risk that phywical forte might be used,
a4 required for such offense to be & “crhme
. of vidence” supporting sbian’s removal;
L abd (§) sllen's 10-ymar-old stepdaughter,
: Who was victhn of s Massachusstts

arime, Was protectad ‘peyson, aa required
for alien to be removable

Affirmed.

L Statutes #=21¥1)

When reviswing an agency determins-
tion, federal courta st ascord substantial
deference to an sgency’s intarpretation of
the statites it is charged with administer-
ing.

2 Btatutag ¢=21H(2)

Where a statutory provision is silent
or ambiguous, & eourt mAy. not substitute
ita own comstruetion of the provision for a
reasonable interpretation made by the ad-
ministrator of an agency charged with ad-
ministering the statute.

& Statutes #»21%1)

In contraat to situations where u fed-
eral agency fs interpreting a statmte it is
charged with administering, courta owe no
deference to an agency's Interpretations of
state or federal crimingl laws, bacanse the
agency is tot charged with the administrs-
tion of such lsws.

4. Allens &54.3(¢)

Statutes #=210(9.1) .

Interpretation by Board of Iramigrs-
tion Appeals (BIA) of giate criminal stat-
ute, in determining whethar slian was eli-
ghle for remove) as slien comvicted of
erime of domestic violence, was mibject to
de novo review, and was not entitled to
deferwnng, inssmuch as BIA wma not
charged with admivistering sach statute.
Imnfigration and  Nationality Act,
§ ZBINENEXD, as amended, 8 U.S.C.A.

& 1ZZTOXEXED.

5. Aliena e=53.2(3) ;
Admmdmmtﬂm’l ‘
crime constitutes & “crime of domestic vio-
lence® making the allen eligthle for remov-
al involves a two-pronged analysis: (1)
whether the alien’s erime was & “erima of
violanoe® according o the statute dafining
ummmwwmm alien's




Attachment B

February 13, 2008

Mr. Robert C. Pozen

Chairman

SEC Advisory Committee on

Improvements to Financial Reporting

c/o Nancy M. Morris

Federal Advisory Committee Management Officer
U.S. Securities and Exchange Commission

100 F Street, N.E.

Washington D.C. 20549

File: 265-24
Dear Chairman Pozen:

Attached please find a paper prepared for the purpose of providing the SEC
Advisory Committee on Improvements to Financial Reporting (the Advisory
Committee) with a perspective on certain matters relating to the subject of
materiality. The paper was prepared by an ad hoc task force comprised of the
individuals listed below and was furnished to the Advisory Committee's
Subcommittee Ill: Audit Process and Compliance during December 2007.
We are providing a copy of the paper to you so the full Advisory Committee
will have the opportunity to review the paper in connection with its on-going
deliberations.

If you or any member of the Advisory Committee has any questions, please
feel free to contact any of the task force members.

Sincerely,
The Members of the Ad Hoc Materiality Task Force,

Diann D. Gross
John J. Huber
Teresa E. lannaconi
Gregory J. Jonas
Phillip R. Jones

H. Stephen Meisel
Guy W. Moore
Lawrence J. Salva
Scott A. Taub
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Frequently Asked Questions
Regarding Materiality

December 2007

Materiality Task Force:

Diann D. Gross
John J. Huber
Teresa E. lannaconi
Gregory J. Jonas
Phillip R. Jones

H. Stephen Meisel
Guy W. Moore
Lawrence J. Salva
Scott A. Taub



Question 1: Staff Accounting Bulletin No. 99, "Materiality" (SAB 99) sets
forth the view that a misstatement that is small (in magnitude) may,
nonetheless, be material based on a complete analysis of all the
surrounding facts and circumstances. Can surrounding facts and
circumstances also lead to a conclusion that a large misstatement is
immaterial?

Response: Yes. A misstatement is material if there is a substantial likelihood
that a reasonable investor would consider it important in making an
investment decision® in light of all the surrounding facts and circumstances.
Quantitative characteristics are an important element to consider, however,
the analysis of whether a particular misstatement is material does not rest
solely on quantitative factors. This is true whether the misstatement is small
or large.

SAB 99 is limited in its focus to the analysis of surrounding facts and
circumstances (sometimes referred to as qualitative factors) that may indicate
that a small misstatement is material. However, the converse is also true: a
misstatement that is large in magnitude might, nonetheless, be properly
viewed as immaterial based on a full analysis of the surrounding facts and
circumstances.

SAB 99 lists examples of some of the qualitative factors that may be relevant
when considering whether a small misstatement is material. The list, however,
is not exhaustive and there can be other surrounding circumstances to
consider.

The absence of the qualitative factors outlined in SAB 99 does not necessarily
mean that a large misstatement is immaterial. Rather, each misstatement
must be analyzed in light of all the surrounding facts and circumstances--
weighted as appropriate. The nature of the misstatement (e.g., classification-
only vs. impacting earnings), the nature of the affected financial statements
(interim vs. annual), the effects on trends relating to key financial metrics and
other characteristics are important factors to consider. The following are
examples? of qualitative factors that could be considered when evaluating
whether a large misstatement is, nonetheless, immaterial:

e The misstatement only impacts metrics that do not drive a reasonable
investor's conclusions or are not important to a reasonable investor's
valuation models.

e Misstatements that reasonable investors view as affecting a single
period rather than affecting an ongoing trend.

All references in this document to "materiality” and “importance" are intended to be viewed from the perspective of
a reasonable investor making an investment decision considering all the surrounding facts and circumstances.
Similarly, all references to an "investor" are intended to mean a reasonable investor in making an investment decision.

2 These factors are included for illustrative purposes only and are not intended to represent an exhaustive listing of
the qualitative factors that might be considered when evaluating whether a large misstatement is, nonetheless,
immaterial. Similarly, these examples should not be used as a "checklist" whereby the presence of any one of the
qualitative factors would automatically lead to a conclusion that a large misstatement is immaterial.



e The misstatement does not significantly impact a reasonable investor's
impressions of important trends.

e The misstatement does not impact a business segment or other portion
of the registrant's business that a reasonable investor sees as driving
valuation or risks. That is, the misstatement does not significantly
impact a reasonable investor’'s assessment of the entity’s financial
condition or performance considering the segments or other portion of
the registrant’s business within the context of the whole business.

e Misstatements that relate to financial statement items whose
measurement are inherently highly imprecise.

Materiality is a highly subjective matter that requires well-reasoned
professional judgment to determine whether a particular misstatement
(whether large or small) is material to a reasonable investor making an
investment decision. When appropriate, materiality analyses should consider
items beyond traditional financial statement metrics to evaluate how a
misstatement impacts the fundamental value drivers of the business.

Issuers may consider investment or credit analysis models and other available
information that would be informative in assessing materiality from a
reasonable investor's perspective. Two errors of equal quantitative magnitude
may have different effects on a reasonable investor's behavior. For instance,
the failure to identify and disclose the impairment of a key intangible asset
relating to a developing technology or product may have greater
consequences from a reasonable investor’s perspective than an error with the
same historical financial statement impact relating to a technical
misapplication of derivative instrument accounting standards.

Question 2: Should a misstatement relating to previously issued interim
financial statements be evaluated for materiality differently than a
misstatement in previously issued annual financial statements?

Response: The materiality analysis does not change simply because the
misstatement relates to interim financial statements rather than annual
financial statements. Accordingly, a materiality analysis with respect to a
misstatement in previously issued interim financial statements should follow
the same general framework that would be used to evaluate the materiality of
a misstatement in previously issued annual financial statements. That is, the
analysis should consider the misstatement in light of all the surrounding
circumstances to determine whether the error affects the total mix of
information and whether there is a substantial likelihood that the misstatement
is important to a reasonable investor making an investment decision.

When performing a materiality analysis with respect to a misstatement in
previously issued interim financial statements, issuers should consider the
gualitative differences between interim and annual financial statements.
Frequently, interim financial statements derive their usefulness from their



relationship to the annual financial statements and in depicting trends.
Accordingly, a materiality analysis with respect to interim financial statements
should generally focus more on the relationship of the misstatement to the
annual period and on trends than on the discrete interim period. This means
that an error of a given relative magnitude (e.g., percentage of pre-tax income)
in an interim period might properly be considered immaterial with respect to
that interim period even if a misstatement of the same relative
magnitude/percentage in the annual financial statements would be considered
material. That is not to suggest that interim financial statements are
unimportant. Rather, it is an acknowledgement that certain factors are
evaluated differently in the materiality analysis relating to interim financial
statements. Investors frequently use interim financial statements differently
than they use annual financial statements and these differences should be
recognized when considering the materiality of a particular misstatement.

This notion is also supported by the concept of integrated disclosure in which
interim reports are intended to build upon information previously disclosed in
the annual report®,

The materiality analysis with respect to a misstatement in previously issued
interim financial statements should generally consider the misstatement from
two different perspectives: as an originating error and as an out-of-period
correction.

If the annual financial statements in which an error originated are materially
misstated, then those financial statements should be restated promptly. The
restatement would usually be accomplished by amending prior reports but is
sometimes effected by restating the financial statements being presented for
comparative purposes in a current filing if that filing is imminent.

If annual financial statements in which an error originated are not materially
misstated but the interim financial statements include an error which, after
considering the qualitative factors described above, is determined to be
material, then the interim and annual financial statements should be revised*
no later than the next time they are filed. Depending on the facts and
circumstances, the issuer may determine, on its own consideration or upon
the advice of counsel, that it should revise its previously issued financial
information before the next interim period filing that requires the comparative
interim period financial statements that contained the misstatement. The
previously issued misstated annual financial statements would be revised no

3 Specifically, integrated disclosure presumes investors have information from the latest annual report and does not
require certain repetition in the interim reports. Therefore, interim information can be presumed to be evaluated by
investors who already have knowledge of the registrant’s annual performance and trends as set forth in the latest
annual report. Said another way, interim misstatements need not be evaluated on a stand alone basis but should be
evaluated on the assumption that the investor or other user would view the misstatement in the context of the annual
periods set forth in the latest annual report.

4 In the context of this document, the word "revise" means to correct the previously filed financial statements the next
time the financial data of a prior period is presented (e.g., for comparative purposes). Issuers should also consider
whether disclosure of the pending revision should be made prior to the time the revised financial statements are filed.
Revising financial statements is contrasted with "amending" prior reports.



later than the next time they are presented in a filing. Disclosure around the
revision should be transparent. °

If an error in previously issued financial statements is immaterial to both the
interim and annual periods in which the error originated, then the error can be
corrected as an out-of-period adjustment in a subsequent interim period
unless the out-of-period adjustment is expected to introduce a material error
into the financial statements for the year in which the error would be corrected
(see below). If an out-of-period adjustment is material to the interim financial
statements in which it is effected, then those interim financial statements
should contain transparent disclosure of the nature and effect of the out-of-
period adjustment.

If the out-of-period adjustment would introduce a material error into the
financial statements for the year of correction, then the error should be
corrected by revising the previously issued interim and annual financial
statements in which the error originated the next time they are filed.
Depending on the facts and circumstances, the issuer may determine, on its
own consideration or upon the advice of counsel, that it should revise its
financial information before the next interim or annual period filing. Disclosure
relating to the revision should be transparent.

Question 3: Should the materiality of a misstatement that does not
affect net earnings (or another key performance metric) be evaluated
differently from a misstatement that does affect net earnings (or another
key performance metric)?

Response: The basic framework for evaluating the materiality of a
misstatement should be consistent regardless of the nature of the
misstatement. Specifically, the evaluation should consider the impact of the
misstatement on the totality of financial information based on the financial
statements taken as a whole. It should not be based on a consideration of any
element of the financial statements in isolation from other information within
the financial statements. As with other misstatements, the materiality of a
misstatement that does not affect net earnings (or another key performance
metric) should be evaluated in light of all the surrounding facts and
circumstances to determine whether there is a substantial likelihood that the
misstatement would be important to a reasonable investor in making an
investment decision. However, the nature of the misstatement (e.g.,
disclosure/classification-only vs. impacting net earnings) is an important factor
to be considered when evaluating all the surrounding facts and circumstances.

A misstatement that only impacts the classification between or among line
items (including subtotals) within a particular financial statement might
properly be viewed as immaterial even if the misclassification is large in
magnitude. That is not to say that classification and subtotals are

° Although the appropriate level of disclosure will depend on facts and circumstances, investors should generally be
provided sufficient information to be able to understand the nature of the misstatement and the impact on key
elements of the affected financial statements. This disclosure should be included in the financial statements.
Additionally, issuers might need to supplement the financial statement disclosure with similar disclosure in its MD&A.



unimportant. Rather, it is a recognition that the materiality evaluation must be
made in the context of what a reasonable investor would consider important in
making an investment decision and should consider the financial statements
taken as a whole and not necessarily the impact on a single financial
statement line item.

For instance, a relatively large misclassification between financing and
investing cash flows might properly be viewed as immaterial if a reasonable
investor would consider the misclassification unimportant. This might be the
case when reasonable investors are focused less on the investing and
financing designations/subtotals that are prescribed by the accounting
literature and more on the transparency around the types and amounts of
cash flows that a company generates/expends. Misclassifications that affect
operating cash flows might require further analysis if the net operating cash
flows subtotal is an important metric. When correcting a large, but immaterial,
misclassification, issuers should provide transparent disclosure so investors
understand what has changed.

Conversely, a relatively small misclassification between cost of goods sold
and general/administrative expense might properly be viewed as material if
reasonable investors consider gross profit percentage to be an important
metric and the misclassification has an important impact on gross profit
percentage.

A misstatement that only impacts note disclosure might properly be
determined to be immaterial even if the misstatement is large in magnitude or
the note disclosure is omitted altogether. That is not to say that note
disclosures are unimportant. Rather, just as with classification matters, it is a
recognition that the materiality evaluation must be made in the context of what
a reasonable investor would consider important in light of all the surrounding
facts and circumstances. Likewise a misstatement in terms of identification of
segments or information within the segment disclosure (even a segment that
is viewed as important to the registrant’s current performance and prospects
for growth) must be made in the context of what a reasonable investor would
consider important in light of all the surrounding facts and circumstances.

Question 4. How should offsetting misstatements be considered when
evaluating materiality?

Response: When a particular accounting period is impacted by more than
one misstatement, issuers should consider the misstatements individually and
in the aggregate as one component of the materiality analysis. As with all
materiality analyses, the evaluation should be oriented toward determining
whether there is a substantial likelihood that the misstatements would be
important to a reasonable investor in light of all the surrounding facts and
circumstances.

In this context, the surrounding circumstances could include the fact that the
effect of one misstatement is mitigated by the effect of another misstatement.



The evaluation should not be directed solely at determining whether any one
of the misstatements would be material in isolation. Rather, it should be
focused on whether a reasonable investor would consider the financial
statements (taken as a whole) to be misstated in an important way.

The existence of two equal but offsetting errors might raise valid questions
about whether a material weakness in the company's internal control over
financial reporting exists. However, it might not necessarily indicate the
financial statements contain a material misstatement.

For instance, two misstatements of equal but opposite magnitude might
properly be determined to be immaterial if they both relate to the same
financial statement line item and would not require any changes in disclosures
(e.g., two equal but opposite revenue cut-off errors at period end in the same
business unit). Although there may be valid questions relating to internal
control over financial reporting, in this example the financial statements do not
contain any material misstatement. Conversely, two misstatements of equal
but opposite magnitude which affect multiple financial statement line items
might be properly viewed as material because of their individual impact on the
particular line items®.

Question 5: How should materiality be evaluated in periods of
significant earnings change?

Response: A misstatement relating to the financial statements for a period of
significant earnings change is material if there is a substantial likelihood that a
reasonable investor would consider it important in light of all the surrounding
facts and circumstances.

The key drivers leading to the significant earnings change will generally be
important factors to consider when evaluating the surrounding facts. For
instance if a company with a stable earnings history experiences a significant
change in earnings because of a large impairment, restructuring charge or
gain that is not expected to recur, then the materiality of a particular
misstatement might be properly evaluated against results excluding the non-
recurring item. If the key driver of the significant earnings change results from
an item which is expected to recur (e.g., a change in capital structure from the
issuance of a substantial amount of long-term debt) then materiality would
likely be considered based on the actual results.

® As indicated in the Response to Question 3, the materiality evaluation must be made in the context of what a
reasonable investor would consider important in making an investment decision and should consider the financial
statements taken as a whole and not necessarily the impact on a single line item.
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RULES OF THE ROAD FOR RESTATEMENTS

2006 demonstrates that restatements are here to stay — they are a fact of corporate life. 1,244
U.S. public' companies and 112 foreign private issuers filed a total of 1,538 restatements in
2006. The number of U.S. companies restating in 2006 compares to 1,159 in 2005, 589 in 2004
and 480 in 2003. Since the Sarbanes-Oxley Act (“SOX”) became law in July 2002, we have
gone from approximately 4% of public companies restating in 2003 to approximately 10%

restating in 2006.

Multiple reasons have been offered for the increase:

e SOX, particularly Section 404, has caused companies to design and implement new
systems and develop and standardize practices, procedures and programs for internal
control over financial reporting that have uncovered errors in historical as well as current
financial statements, because of what many viewed as historical neglect of corporate
infrastructure and what others termed a historic shift in requiring more than was

necessary for internal control over financial reporting.2

! Unless otherwise noted, all statistics on restatements are from Glass Lewis & Co. “The Error of Their Ways”
published on February 27, 2007 (hereinafter “Glass Lewis”). Audit Analytics publishes similar surveys and has
different numbers with 1,591 companies filing 1,876 restatements in 2006. Under either system, 2006 was a
record. The disparity between the number of companies and the number of restatements results from the fact that
116 companies filed multiple restatements in 2006. Large numbers of companies restating a restatement is a new
phenomenon. In 2005, only seven did so. Glass Lewis at 5.

2 As stated by Mark Olson, Chairman of the Public Company Accounting Oversight Board (the “PCAOB”), “In
June, ‘AS2’ will go away and we’ll have a new standard that will go to the SEC for approval.”... “It will
describe how you can identify the controls that really matter.” Neal St. Anthony, “Chief overseer aims to ease
Sarbanes-Oxley: A former Minnesota banker heads the agency that supervises accounting firms. He favors
some relaxation of the antifraud law,” Star Tribune, Business Insider Section (April 9, 2007).



e The demise of Arthur Andersen LLP has resulted in some auditors adopting a “take no
risk” policy; many chief financial officers believe that engagement partners are in search
of the perfect audit, one where any error can be viewed as grounds for restatement.’

e GAAP has become so complex that no one can get it right all the time and for certain
issues there is no clearly right answer.! Very few companies have the resources to have a
specialist in every aspect of GAAP.

e Transactions have become even more complex which can result in lessening the ability of
accountants to ferret out every accounting issue even when they are shown the contracts
before they are signed by the business people.

e FAS 154, Accounting Changes and Error Corrections, adopted by the Financial
Accounting Standards Board which took effect in mid-2005 to hasten convergence with
international accounting standards has confused investors who cannot differentiate a
restatement resulting from an error from one resulting from a change to a more preferable
accounting standard’ and has limited the alternatives to a restatement by eliminating the
ability of in-house accounting staff to take a cumulative catch-up under old APB 20,
Accounting Changes.

e Public companies did not historically devote adequate time, effort or expense to the
accounting function or internal audit function are now playing catch-up under far stricter

regulatory scrutiny from the courts and the Department of Justice in addition to the SEC.

3

The Public Company Accounting Oversight Board has an enforcement capability that is directed at the outside
auditor, rather than the company.

At the SEC Speaks in February 2007, Conrad Hewitt, the Chief Accountant of the Securities and Exchange
Commission (the “SEC™), stated that he would begin to formulate a framework in the next two months to “do
something about the complexity of our standards.” Speech by Conrad Hewitt, Remarks to the Practising Law
Institute’s SEC Speaks Series (http://www.sec.gov/news/speech/2007/spch020907cwh.htm) February, 9, 2007.

In April 2007, the Public Company Accounting Oversight Board published for comment a proposed standard,
Evaluating Consistency of Financial Statement, to respond to FAS 154 and help investors discern why a change
in the financial statements occurred.



Practices that were acceptable in the past, such as sloppy procedures for granting options,
are now the subject of close scrutiny by auditors and regulators.®

Since the scandals of Enron and WorldCom, the Department of Justice and state attorneys
general have brought a criminal focus to what previously had been almost exclusively the
domain of civil liability and the SEC which has resulted in a propensity to err on the side
of a restatement, rather than to take a chance of being second-guessed down the road.
SAB 99 has ‘dumbed down’ the definition of materiality from a standard of “what a

»7 in making an investment decision to

reasonable investor would consider important
“what she might want to know” or “what he ought to know in making an investment

decision.” Some people think that since the standard for what’s important is so low under

SAB 99, it doesn’t take very much to have an error result in a restatement.

While no single reason or combination of reasons has emerged as “the” cause for the surge in

restatements, one thing is clear: restatements have not decreased in the five years since SOX

became law.®

Given that almost one in ten public companies restated its financial statements in 2006, the

ongoing wave of options backdating, the focus on non-options accounting issues, such as

FIN 48, EITF 00-19 and cash flow statements, as well as the expected application of

Section 404 to smaller public companies, 2007 looks like another year for a high volume of

restatements by public companies.

6

As one CFO remarked on a panel, “What keeps me up at night is what I am doing now that is perfectly
acceptable today, but will be illegal five years from now.”

TSC Industries, Inc. v. Northway, Inc., 426 U.S. 438 (U.S. 1976).

Significantly, the type of company restating financial statements may be changing. Restatements by public
companies with a market capitalization of at least $750 million decreased from 238 in 2005 to 209 in 2006, while
restatements by companies with a market capitalization of less than $75 million increased from 633 in 2005 to
884 in 2006. While the smaller companies haven’t had to comply with Section 404 of SOX yet, perhaps the
increase for smaller companies is a harbinger of what will happen when the SEC requires them to do so.

3



Here are my Rules of the Road for Restatements:

1. Once an issue comes to your attention, you should consider the following at the

beginning of the process, before any decision to restate has been made:

Identify the issues, recognizing that the issues you start out with may change during
the process. Be sure to follow all the flags, especially red ones.

Implement procedures to retain documents, especially e-mail.

For each issue, find out all of the facts including:

o What is the issue?

o Isitstill happeﬁing or did it only happen in the past?

o Could it happen again?

o When and where did it happen?

o Why did it happen?

o What are the collateral issues that relate to it?

o Who was or is involved?

o How did it happen and how does it affect your financial statements?

With the facts in hand, determine whether the issues complied with GAAP and
GAAS and if not, identify how, where and when they did not comply and how it
should be classified under SFAS 154, e.g., an error, change in estimate or change in
accounting principle.

If there were errors within the meaning of paragraph 2.h of SFAS 154, were they
material under SAB 99? Be prepared to conduct a detailed SAB 99 materiality
analysis and to provide a SAB 99 memo to the audit committee of the board of

directors. If the errors are identified as the result of a review by the Staff of the



SEC’s Division of Corporation Finance (the “Staff”), be prepared to provide the SAB
99 memo to the Staff.

e How can the errors be corrected? Conduct an analysis under paragraph 25 of SFAS
154 to determine whether a restatement is required. Also consider whether paragraph
29 of APB 28, “Interim Financing Reporting” or Staff Accounting Bulletin No. 108°
is applicable, and, if so, how it can be implemented.

o If there were errors, were they caused by one or more people who knew or should
have known what they were doing? Did they have a reckless disregard for what they
did or failed to do? Were they aware of the consequences of their actions? Did they
benefit from their conduct and, if so, how? Consider whether and how Section 304 of
SOX could apply.

o If arestatement is required, what periods and what filings are involved? Are you able
to estimate the time and resources necessary to prepare and audit restated financial
statements? In terms of personnel devoted to the process, don’t be penny wise and
pound foolish. While the working group should be kept as small as possible and
totally committed to resolving the issue, it must be big enough to get the job done. If
you don’t have sufficient staffing to complete the process, retain additional permanent
or temporary employees or another accounting firm as soon as possible so that the
management does not become a bottleneck in the restatement process.

e If arestatement is required, it is important to understand that the company may not be
able to conduct business as usual, especially given the diversion of management’s

attention.

?  Staff Accounting Bulletin No. 108 (“SAB 108”) is attached as Appendix 1.
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o  Get the support of senior management, especially the chief executive officer, and the
audit committee to get the job done, fully and completely the first time to avoid a
restatement of a restatement. The commitment should be to get it done right as
quickly as possible, not to get it done as quickly as possible.

¢ Did the company (or any insiders) sell securities during any of the periods at issue?

e Review your D&O insurance policy and indemnification provisions with this fact
pattern in mind.

e How will the facts affect internal control over financial reporting, Section 404
compliance, disclosure controls and procedures or certifications under Sections 302
and 906 of SOX? Is your documentation adequate and are your systems sufficient to
retrieve dependable information in a timely, efficient and reliable manner?

e Although practice varies, the audit committee should reach the conclusion that
previously issued financial statements cannot be relied upon for purposes of
Item 4.02(a) of Form 8-K and that a restatement is required.

e What disclosure should be made? Paragraph 26 of SFAS 154 may only be the
starting point. When and how? See Rule 2 below.

e Expect the Item 4.02 of Form 8-K you file to be reviewed promptly after filing
(typically within two business days of filing) by the Staff and expect to receive a

comment letter. Experienced counsel can help minimize or pre-empt Staff comments.

Remember the Goldilocks Rule of Disclosure: not to early, not too late — time your
disclosure just right. What this means is to go through an analysis before putting out the
first press release. While you don’t have to disclose until it’s ripe to do so, time is of the

essence, so don’t delay disclosure unless it is necessary. For example, once you become



aware of the possibility of a restatement, don’t say you are going to restate unless a
decision has been made that you are going to restate. You don’t have to restate unless
your financial statements are wrong and wrong to a material extent. So, examine all
aspects of materiality. SAB 99 memos have become commonplace in conducting this
analysis. Look at the accounting alternatives to a restatement, like paragraph 29 of

APB 28, “Interim Financial Reporting,” and SAB 108. Be sure that your people
understand the “reasons behind the rules and how they were violated”' especially if you
are going to hold an analyst conference call to discuss the restatement. In addition, try to
get your arms around “the why” as well as “the what.” Is the restatement due to an
innocent error or financial fraud or something else. Remember to close the trading
window, shut down your shelfs, and inform your commercial bank lender and rating
agencies before the press release is issued. Be careful in doing so, because a leak may
result in you having to make disclosure before you are ready to do so. Given the close
relationship between a restatement and a SEC Enforcement inquiry, consider calling the
Division of Enforcement and providing them with the press release you are publishing,
not to get their comments but rather to show them that you are following the right

process.

When you do issue your press release, make sure it has full, fair and complete disclosure
and that it anticipates, to the extent possible, questions you may be asked by the market.
Since the market hates uncertainty, try to anticipate questions about the restatement and
include the answers in the press release. While people will press you to say what the

restated numbers will be, don’t disclose the numbers or ranges of numbers on a restated

1% Lessons from Fannie — Bob Blakely’s Tips on Restatements, in CFO.com at
http://www.cfo.com/article.cfm/8885662/c_8910395?f~=magazine_featured. (hereinafter “Blakely’s Tips”).

7



basis unless you (and your auditors) have a high degree of confidence that they represent
the best current estimate of what the restatement will look like. Don’t guess what the
restated numbers will be. When in doubt, leave it out. If the question is important

enough to answer, consider putting it into the press release.

If you are going to have a conference call, make sure your preparation anticipates the
questions you will answer and those which you have to defer because the restatement
process is in its early stages. Think about how you are going to answer tough questions
that may not answered in your press release because they currently have unfavorable
answers, such as “Is there fraud?” “Is anyone being terminated?” “Is there a
disagreement with your auditor?” “Is the SEC conducting an investigation?” If you are
going to use Q&A’s for employees, make sure the Q&A’s don’t have material facts that

aren’t in the press release.

Although the Staff comment letter on your Item 4.02 Form 8-K and the SROs may want
you to disclose the date when you will issue restated numbers, try not to do so. Don’t
promise anything in your press release about the restatement, especially the time when it
will be completed. Think about the effect of a restatement on your guidance. Don’t
provide or reaffirm guidance in your press release unless you are confident it can be met.
Regardless of whether you publish guidance, remember to include a customized safe
harbor statement to get the benefit of Section 27A of the Securities Act of 1933 and

Section 21E of the Securities Exchange Act of 1934.

In making public disclosure, understand your different audiences, such as investors,
customers, suppliers, employees, joint venture partners and regulators from the SEC

through the SROs. Balance all these interests with Regulation FD, Rule 10b-5,



Regulation G and Item 10 of Regulation S-K, SAB 99 and the duty to update. In making
disclosure, understand the tension between a “self-fulfilling prophecy” and full and fair

disclosure.

If your press release also relates to the late filing of a periodic report, coordinate your
disclosure with Form 8-K and Form 12b-25. Understand that your Form 12b-25
disclosure will form the core of your press release and bear in mind that Form 12b-25 is a

disclosure document, not simply a notice. Don’t forget Spiegel."

If the restatement process is taking an extended period of time to complete, determine
what your disclosure policy is going to be until you do file your restatement. Are you
going to go radio silent after the initial press release or file press releases with each
detailed Form 12b-25 as the restatement process progresses. Recognize the pros and cons
of each approach such as: if the facts are not ripe, they can change and new issues can
arise, resulting in an interim press release subsequently being viewed as misleading.

Moreover, interim press releases may exacerbate updating issues.

How are you going to handle analysts? Major shareholders and institutional investors?
Are you going to have analyst calls at the initial announcement only or with the filing of
each Form 12b-25? Have you typically held them in the past? Understand that the Form

8-K rules still apply to you even though you haven’t filed one or more periodic reports.

3. Talk to the SEC, your SRO and your rating agencies before or at the time you issue your
press release. Expect the SEC’s Division of Enforcement to open an investigation, if

your press release says you are going to restate. Cooperate with the SEC. Expect

" Independent Examiner’s Report Concerning Spiegel, Inc. at pages 27-28 included in SEC v. Spiegel, Inc., 2003
WL 22178223 (N.D. Il).




litigation, especially if your stock price drops when the press release is issued.”” Given
the prospect of a SEC investigation and private litigation, it is prudent to involve

litigators from the beginning.

Remember your listing requirements, especially if you are going to file or be late in filing
periodic reports. While the restatement process may seem too slow and never ending, the
SRO delisting process can be too fast and result in adverse decisions before you are able
to finish the restatement process. If you file a Form 12b-25 and state that you do not
expect to file by the extension date, expect to have your SRO, particularly The NASDAQ
Stock Market, begin a delisting proceeding promptly after your initial announcement.
The SRO notification letter can result in further disclosure and a SRO hearing process,
which can happen as soon as a month after your initial press release. While NASDAQ’s
process is triggered by a missed Form 10-Q," the New York Stock Exchange process
focuses on a missed Form 10-K'* and in the past has been a more flexible process.
Recent events have caused NASDAQ to change its traditional delisting process for

companies with options dating issues.

4. Identify and analyze the collateral effects that an accounting, late filing or control

deficiency can have on:

e Your company’s business — for example, if royalty payments to a third party are

based on revenue or net income from a product and the amounts are being restated,

2’ 1n 2006, the median stock return on companies that restated financial statements was a negative 6%. Glass
Lewis at 1.

¥ NASDAQ’s Marketplace Rule 4310(c)(14) relating to timely filing with NASDAQ, Rule 4380, Termination
Procedure, Rule 4805, Request for a Hearing, Rule 4806, The Listing Qualification Panel and Rule 4807, Review
by the NASDAQ Listing and Hearing Review Council.

14" Rule 802.01E, SEC Annual Report Timely Filing Criteria, and Section 804 of the NYSE Listed Company
Manual.
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are subject to change or are not being published because periodic reports are not
being filed, anticipate the issues with the third party, rather than run the risk of a
breach of contract. Understand what the effects can be.

Bond rating downgrades — as an example, Fitch Ratings downgraded American
International Group, Inc.’s debt because the annual report was delayed and Standard
& Poor’s downgraded the debt because of internal control over financial reporting not
because a $1.7 billion restatement was material. A downgrade in the credit rating can
result in higher cost of capital because investors will .demand to be paid higher
interest rates, which in turn increases expenses and the cost of doing business which
can make the company’s products less competitive.

Indenture default — The court in The Bank of New York v. Bearing Point, Inc., Index

No. 600169/06 (Sup. Ct. N.Y. Sept. 18, 2006) (hereinafter “Bearing Point”)'> held
that Bearing Point’s failure to file annual and quarterly reports with Bank of New
York, the indenture trustee, in accordance with an indenture provision,16 breached the
indenture and constituted a default which obligated Bearing Point to accelerate
principle and accrued interest. While the emerging consensus is that this case is
wrongly decided, it has caused at least one other company to file a declaratory

judgment action'” and still other companies to arrange bridge financing when they fail

> The opinion is attached as Appendix 2.
18 Section 5.02 of the Bearing Point indenture, titled “SEC and Other Reports,” stated:

[TThe Company shall file with the Trustee, within 15 days after it files such annual and quarterly reports,
information, documents and other reports with the SEC, copies of its annual report and of the information,
documents and other reports (or copies of such portions of any of the foregoing the SEC may by rules and
regulations prescribe) which the Company is required to file with the SEC pursuant to Section 13 or 15(d) of the
Exchange Act. The Company shall comply with the other provisions of TIA Section 31.4(a)

Bearing Point at 5.

Complaint filed in Affiliated Computer Services, Inc. v. The Bank of New York Trust Company, N.A.,
306-CV-1770D, (N.D. Tex. Filed Sept. 26, 2006).
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to file a periodic report with the SEC and an indenture trustee in situations where the
indenture has similar language to that in Bearing Point.

Bank credit agreement — securing a waiver from lenders in a credit agreement may be
easier to do than convincing a trustee that no default has occurred in an indenture
with a provision similar to that in Bearing Point, especially if hedge funds hold or are
purchasing the debt.

Form S-8 availability — the Staff’s position is that the failure to file one or more Form
10-Qs does not necessarily mean that your Form S-8 can no longer be used, if counsel
determines that the disclosure is still useable which means that the company still has a
valid prospectus under Section 10(a) of the Securities Act of 1933 and that the
company is able to determine that it has no concerns under Section 12(a)(2) of the
Securities Act or under the antifraud provisions of the federal securities laws. Failure
to file a Form 10-K can lead to a different result if the sixteen month period of
Section 10(a)(3) under the Securities Act of 1933 has elapsed. So, the failure to file a
Form 10-K after the required due date does not, in itself, mean that the Form S-8 is no
longer useable, so long as the company concludes it still has a valid prospectus under
Section 10(a) of the Securities Act and has no concerns under Section 12(a)(2) of the
Securities Act or the antifraud provisions of the federal securities laws. However, the
use of the Form S-8 would be suspended if the Form 10-K is not filed by the end of
that sixteen month period. For a company with a calendar year fiscal period, this
means the Form 10-K has to be filed by April 30™, otherwise the Form S-8 is not

useable thereafter. If, however, the Form 10-K is filed on May 15, the Form S-8
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would again be useable without further action by the company.l8 The filing of an
Ttem 4.02 Form 8-K can lead to the conclusion that the company no longer has a valid
prospectus under Section 10(a) of the Securities Act. The biggest fallout from an
inability to use Form S-8 is that employee benefit plans have to shut down resulting
in employee morale issues.

e Form S-3 availability — Assuming that the company is able to conclude that it has no
concerns under Section 12(a)(2) of the Securities Act or under the antifraud
provisions of the federal securities laws, you will be able to continue using Form S-3
until at least your next update under Section 10(a)(3) of the Securities Act of 1933,
after which date your Form S-3 will have to be converted to a Form S-1. Although
Form S-3 availability has traditionally focused on timely filing of Form 10-K to
refresh the registration statement under Item 512 of Regulation S-K, the Staff’s
position on Form S-8 with respect to the sixteen month period under Section 10(a)(3)
of the Securities Act is applicable to Form S-3. Unlike Form S-8 which has a current
reporting requirement as the trigger for eligibility, Form S-3’s requirement for timely
reporting during the prior twelve months will cause the company to have to file a
post-effective amendment to the Form S-3 to convert it to a Form S-1. Like the
Form S-8 analysis, the filing of an Item 4.02 Form 8-K can mean that the company no
longer has a valid prospectus under Section 10(a) of the Securities Act.

e Loss of WKSI status — If you did not file your Form 10-K on a timely basis or you

did not meet the requirements of Section 10(a)(3) of the Securities Act with respect to

¥ This assumes that the Form 10-K constitutes a valid prospectus under Section 10(a) of the Securities Act because
of incorporation by reference.
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the prospectus, you will have lost your status as a Well Known Seasoned Issuer and
can only use Form S-1.

e Rule 144 under the Securities Act of 1933 is not available for sales of restricted
securities or control securities because the current information requirement of
Rule 144(c) is not being complied with.

e Section 211 of the Delaware General Corporation Law (“DGCL”) requires a
company to hold an annual meeting even though it is unable to distribute an annual
report to shareholders pursuant to Rule 14a-3 of the Securities Exchange Act of 1934
when shareholders use in Delaware Chancery Court to compel the company to hold a
meeting.'® The rub for the company is that while it has to hold the annual meeting
under Section 211, it can’t solicit proxies from shareholders for management’s slate
of directors under the SEC’s proxy rules. Other corporate codes, such as Ohio, state
provisions that have not been the subject of litigation. This can cause issues when
hedge funds or others have bought the stock and are asking for a change of
management and/or the sale of the company because of management’s performance
as exemplified by the restatement and how long its taking to complete the process.

e Tt is not business as usual — since a restatement means that historical financial
statements are no longer reliable, a company’s ability to secure financing, either
public or private, to make acquisitions, using its own securities as currency and to
conduct normal business operations is adversely affected.

e Hedge funds — acquiring the debt and following a Bearing Point approach or

acquiring the common stock and running a proxy contest under Section 211 of the

1 Vesta Insurance Group, Inc. v. Newcastle Partners, L.P., No. 562, 2005 (Del. Nov. 16, 2005)
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DGCL can cause a change of control and also can cause, or facilitate, a sale of the
company to a third party.

¢ Employee morale — as demonstrated by the options dating situations, employees,
especially in technology companies, depend on non-cash compensation and a
restatement, especially one that takes a prolonged period to complete, can result in a
decline in employee morale, as well as turnover, when employees leave to take jobs at
companies that are current in their SEC filing obligations.

e Material contracts — anticipate deadlines and the requirements in your material
contracts.

e Litigation — especially in situations where there has been a drop in the per share price
of the stock or where the investigation with audit committee oversight conducted by
independent counsel has found intentional wrongdoing by senior management over a
sustained period of time. See Rule 7 below.

e Bankruptcy — although it seldom happens, a bankruptcy can result from a restatement

that is not completed prior to the filing in bankruptcy court.

Be aware of the potentially divergent interests that can arise in a post-SOX world. These
include the special responsibilities of members of the audit committee, certifications by
the CEO and the CFO under Sections 302 and 906 of SOX, external auditor
responsibilities, such as Section 10A of the Securities Exchange Act of 1934, and your
external auditor’s aversion to risk as well as part 205 for attorneys. These interests run
the gamut from macro-issues, such as duties under SOX and SRO listing, to micro-issues,
such as the disclosure in a Form 12b-25 and whether you file a Form 8-K pursuant to

Item 4.02(a) or 4.02(b). Understand that a micro issue can become a macro issue.
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6. From a procedural standpoint, restatements fall into two categories: those that require a
review or investigation possibly conducted by independent counsel with oversight by the
audit committee of the board of directors; and those that don’t, such as a restatement as a
result of discontinued operations. Don’t just look at what caused the original issue to
arise. Follow the flags wherever they lead and be prepared to initiate an investigation or
expand the scope of your investigation, if one has been undertaken. The goal is to restate
once and not to restate a restatement. The market can lose faith in you, your venders and
banks can become frightened resulting in an adverse cascading effect, if you have to

restate a restatement.

7. Restatements are a process. You have a choice: you can manage the process or it can
manage you. Approach it like any other project with a beginning, a middle and an end.
“A classic project management process is very helpful to keep track of schedules and
progress as well as facilitating the prompt identification of issues that need to be
resolved.”?® The bigger the restatement, the more project managers you will need to keep

track of the myriad of details, schedules and issues.

8. The audit committee has oversight responsibility, whether or not an investigation or
review is being conducted. Therefore, coordination and transparency among and
between management, the audit committee and the internal and outside auditors is
critical. Anticipate issues by making sure your disclosure controls and procedures work
now so that they will operate when put under the stress of a restatement. Involve the
national office of your accounting firm especially if the restatement involves any

judgment calls in applying GAAP. Have your outside law firm retain forensic

2 Bob Blakely, Chief Financial Officer of Federal National Mortgage Association (hereinafter “Bob Blakely”).
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accountants so that SAB 99 memos can be prepared and reviewed before being furnished

to the outside auditor.

Although the steps to analyze whether to restate are similar, every restatement is
different. Expect the unexpected. Expect the restatement process to take longer than
anyone thought it would and prepare core constituencies accordingly. Factors to consider
in terms of timing include: the type and number of accounting issues; the number of
periods involved; and how the restatement implicates internal control over financial
reporting and prior certifications under Sections 302 and 906 of SOX. Even if internal
control over financial reporting is not an issue at the beginning of the restatement
process, it will become an issue before the process is completed. With increasing
frequency, control deficiencies, particularly material weaknesses as defined in Public
Company Accounting Oversight Board Auditing Standard No. 2, “An Audit of Internal
Control over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements,” represent the “canary in the mineshaft” of financial reporting. A material
weakness can foreshadow a restatement. If internal control over financial reporting
becomes an issue during the restatement process, such as where systems are unable to
provide reliable data, or personnel are no longer available to assist in preparing restated
financial statements, or provide to management representatives, the outside auditor, the
restatement process may take an extended period of time and you may not be able to
estimate a completion date with any accuracy. While restatements may not always
constitute a material weakness under the PCAOB’s proposed Audit Standard No. 5,

which will replace AS 2, AS 5 has not yet been adopted.
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10.

11.

12.

Keep in mind that finalizing the restatement does not mean the job is finished. Among
other things, there is the analysis of internal control over financial reporting, amendments

to SEC periodic reports to be drafted, reviewed by all interested parties and filed. In

multiple prior periodic reports will have to be amended as a result of the restatement,
submit a waiver request to the Office of Chief Accountant of the Staff.?! Moreover, the
SEC investigation will continue after the time the company has finished the restatement

and regained its status as a current reporter at the SEC.

Restatements are expensive. An ounce of prevention is worth a pound of cure. Devoting
the time, effort and expense now to have the right tone at the top, a fully staffed, talented
and trained accounting staff and internal audit function, effective disclosure controls as
well as internal controls and procedures can minimize the likelithood of a restatement. >
Otherwise, you will just be paying for the restatement and then incurring the same time,

effort and expense to avoid the next one.

Remember that the biggest issue in restatements is not a legal, accounting, auditing or
even a business issue — its psychological. A restatement is like a death in the family. A
company is prone to going through the same stages of denial, blaming of others, self
doubt and depression before coming to the realization that life has to go on and it’s
important for everyone to get on with life. How fast a company goes through these

stages and how quickly you recognize where you are in the process and how to cope with

21 The Dear CFO letter issued by the Division’s Office of Chief Accountant with respect to options dating

22

restatements is attached as Appendix 3 to this paper.

Studies have shown that companies with good internal controls and thorough and effective IT audits have higher
return on assets than those with material weaknesses. Terrence Belford “Information Technology Audits
Catching on Fast” Globe & Mail BIO (April 16, 2007). Moreover, IT audits for internal control purposes can be
broadened to include enterprise risk management and other business issues in addition to internal control over
financial reporting. Id.
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it and instill a culture of “can do” to replace a feeling of self-doubt is critical to
completing the restatement process. Thus, the right attitude or the proper corporate
culture can go a long way to getting the restatement completed correctly and quickly,

rather than taking a long time and risking a restatement of a restatement. >

13.  Once the restatement is completed, conduct a post mortem, but be careful not to overreact
by replacing your external auditor. If you do change accountants, the new accounting
firm can challenge past practices and policies that your former external auditor agreed to,
which, in turn, may result in a further restatement. Thus the grass is not necessarily
greener. This, is especially the case where you have not retained sufficient
documentation to explain past decisions, such as judgment calls on the application of
GAAP, or the personnel who made the decisions are no longer with the company. Unless
the new auditor is provided with documentation, there is a risk that the new auditor won’t
sign off on the current period where the same accounting policy is being applied because
the new auditor could be concerned that the new client will be selected for review by the
PCAORB inspector reviewing the audit firm and the lack of sufficient documentation will
be a black mark against the new auditor. So adequate documentation can be useful both

for purposes of accounting and internal control over financial reporting.

14.  In appropriate circumstances, consider using Public Company Accounting Oversight

Board Auditing Standard No. 4, “Reporting on Whether a Previously Reported Material

2 Coping mechanisms, include overcoming the negatives by sharing the positives, like celebrating milestones in
the restatement process. “Staffs often become both extremely conservative and shell shocked when a restatement
is required. Part of the psychology that must be reinforced is surfacing issues promptly so they can be resolved.
Bad news doesn't age well. Also, don't be critical of mistakes or false starts. The issues are typically complex and
if management is not 100% supportive, guess what? The issue doesn't get promptly raised the next time.” Bob
Blakely.
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Weakness Continues to Exist,” to have your outside auditor conduct an audit of material
weaknesses disclosed in the Form 10-K with restated financial statements. Audit
Standard No. 4 can help put the adverse effects of a restatement behind management

before the next Section 404 audit by the outside auditor.
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APPENDIX 1 to Rules of the Road for Restatements

SECURITIES AND EXCHANGE COMMISSION
17 CFR Part 211
[Release No. SAB 108]
Staff Accounting Bulletin No. 108
AGENCY: Securities and Exchange Commission.
ACTION: Publication of Staff Accounting Bulletin.

SUMMARY: The interpretations in this Staff Accounting Bulletin express the staff’s views
regarding the process of quantifying financial statement misstatements. The staff is aware of
diversity in practice. For example, certain registrants do not consider the effects of prior year
errors on current year financial statements, thereby allowing improper assets or liabilities to
remain unadjusted. While these errors may not be material if considered only in relation to the
balance sheet, correcting the errors could be material to the current year income statement.
Certain registrants have proposed to the staff that allowing these errors to remain on the balance
sheet as assets or liabilities in perpetuity is an appropriate application of generally accepted
accounting principles. The staff believes that approach is not in the best interest of the users of
financial statements. The interpretations in this Staff Accounting Bulletin are being issued to
address diversity in practice in quantifying financial statement misstatements and the potential
under current practice for the build up of improper amounts on the balance sheet.

DATE: September 13, 2006.

FOR FURTHER INFORMATION CONTACT: Mark S. Mahar, Office of the Chief
Accountant (202) 551-5300, Todd E. Hardiman, Division of Corporation Finance (202)
551-3400, or Toai P. Cheng (202) 551-6918, Division of Investment Management, Securities and
Exchange Commission, 100 F Street NE, Washington, DC 20549.

SUPPLEMENTARY INFORMATION: The statements in staff accounting bulletins are not
rules or interpretations of the Commission, nor are they published as bearing the Commission’s
official approval. They represent interpretations and practices followed by the Division of
Corporation Finance, the Division of Investment Management and the Office of the Chief
Accountant in administering the disclosure requirements of the Federal securities laws.

Nancy M. Morris
Secretary

Date: September 13, 2006



Part 211 — [AMEND]

Accordingly, Part 211 of Title 17 of the Code of Federal Regulations is amended by adding Staff
Accounting Bulletin No. 108 to the table found in Subpart B.

A. STAFF ACCOUNTING BULLETIN NO. 108

The staff hereby adds Section N to Topic 1, Financial Statements, of the Staff Accounting
Bulletin Series. Section N provides guidance on the consideration of the effects of prior year
misstatements in quantifying current year misstatements for the purpose of a materiality
assessment.

Note: The text of SAB 108 will not appear in the Code of Federal Regulations.

1. Topic 1: Financial Statements
% & %k ok %
2. N. Considering the Effects of Prior Year Misstatements when Quantifying

Misstatements in Current Year Financial Statements

Facts: During the course of preparing annual financial statements, a registrant is evaluating the
materiality of an improper expense accrual (e.g., overstated liability) in the amount of $100,
which has built up over 5 years, at $20 per year.! The registrant previously evaluated the
misstatement as being immaterial to each of the prior year financial statements (i.e., years 1-4).
For the purpose of evaluating materiality in the current year (i.e., year 5), the registrant quantifies
the error as a $20 overstatement of expenses.

Question 1: Has the registrant appropriately quantified the amount of this error for the purpose
of evaluating materiality for the current year?

Interpretive Response: No. In this example, the registrant has only quantified the effects of the
identified unadjusted error that arose in the current year income statement. The staff believes a
registrant’s materiality evaluation of an identified unadjusted error should quantify the effects of
the identified unadjusted error on each financial statement and related financial statement
disclosure.

Topic 1M notes that a materiality evaluation must be based on all relevant quantitative and
qualitative factors.” This analysis generally begins with quantifying potential misstatements to
be evaluated. There has been diversity in practice with respect to this initial step of a materiality
analysis.

' For purposes of these facts, assume the registrant properly determined that the overstatement of the liability

resulted from an error rather than a change in accounting estimate. See FASB Statement 154, Accounting
Changes and Error Corrections, paragraph 2, for the distinction between an error and a change in accounting
estimate.

Topic IN addresses certain of these quantitative issues, but does not alter the analysis required by Topic 1M.



The diversity in approaches for quantifying the amount of misstatements primarily stems from
the effects of misstatements that were not corrected at the end of the prior year (“prior year
misstatements™). These prior year misstatements should be considered in quantifying
misstatements in current year financial statements.

The techniques most commonly used in practice to accumulate and quantify misstatements are
generally referred to as the “rollover” and “iron curtain” approaches.

The rollover approach, which is the approach used by the registrant in this example, quantifies a
misstatement based on the amount of the error originating in the current year income statement.
Thus, this approach ignores the effects of correcting the portion of the current year balance sheet
misstatement that originated in prior years (i.e., it ignores the “carryover effects” of prior year
misstatements).

The iron curtain approach quantifies a misstatement based on the effects of correcting the
misstatement existing in the balance sheet at the end of the current year, irrespective of the
misstatement’s year(s) of origination. Had the registrant in this fact pattern applied the iron
curtain approach, the misstatement would have been quantified as a $100 misstatement based on
the end of year balance sheet misstatement. Thus, the adjustment needed to correct the financial
statements for the end of year error would be to reduce the liability by $100 with a corresponding
decrease in current year expense.

As demonstrated in this example, the primary weakness of the rollover approach is that it can
result in the accumulation of significant misstatements on the balance sheet that are deemed
immaterial in part because the amount that originates in each year is quantitatively small. The
staff is aware of situations in which a registrant, relying on the rollover approach, has allowed an
erroneous item to accumulate on the balance sheet to the point where eliminating the improper
asset or liability would itself result in a material error in the income statement if adjusted in the
current year. Such registrants have sometimes concluded that the improper asset or liability
should remain on the balance sheet into perpetuity.

In contrast, the primary weakness of the iron curtain approach is that it does not consider the
correction of prior year misstatements in the current year (i.e., the reversal of the carryover
effects) to be errors. Therefore, in this example, if the misstatement was corrected during the
current year such that no error existed in the balance sheet at the end of the current year, the
reversal of the $80 prior year misstatement would not be considered an error in the current year
financial statements under the iron curtain approach. Implicitly, the iron curtain approach
assumes that because the prior year financial statements were not materially misstated, correcting
any immaterial errors that existed in those statements in the current year is the “correct”
accounting, and is therefore not considered an error in the current year. Thus, utilization of the
iron curtain approach can result in a misstatement in the current year income statement not being
evaluated as an error at all.

The staff does not believe the exclusive reliance on either the rollover or iron curtain approach
appropriately quantifies all misstatements that could be material to users of financial statements.

In describing the concept of materiality, FASB Concepts Statement No. 2, Qualitative
Characteristics of Accounting Information, indicates that materiality determinations are based on



whether “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” (emphasis added).’
The staff believes registrants must quantify the impact of correcting all misstatements, including
both the carryover and reversing effects of prior year misstatements, on the current year financial
statements. The staff believes that this can be accomplished by quantifying an error under both
the rollover and iron curtain approaches as described above and by evaluating the error measured
under each approach. Thus, a registrant’s financial statements would require adjustment when
either approach results in quantifying a misstatement that is material, after considering all
relevant quantitative and qualitative factors.

As a reminder, a change from an accounting principle that is not generally accepted to one that is
generally accepted is a correction of an error.”

The staff believes that the registrant should quantify the current year misstatement in this
example using both the iron curtain approach (i.e., $100) and the rollover approach (i.e., $20).
Therefore, if the $100 misstatement is considered material to the financial statements, after all of
the relevant quantitative and qualitative factors are considered, the registrant’s financial
statements would need to be adjusted.

It is possible that correcting an error in the current year could materially misstate the current
year’s income statement. For example, correcting the $100 misstatement in the current year will:

. Correct the $20 error originating in the current year;

. Correct the $80 balance sheet carryover error that originated in Years 1 through 4;
but also

. Misstate the current year income statement by $80.

If the $80 understatement of current year expense is material to the current year, after all of the
relevant quantitative and qualitative factors are considered, the prior year financial statements
should be corrected, even though such revision previously was and continues to be immaterial to
the prior year financial statements. Correcting prior year financial statements for immaterial
errors would not require previously filed reports to be amended. Such correction may be made
the next time the registrant files the prior year financial statements.

The following example further illustrates the staff’s views on quantifying misstatements,
including the consideration of the effects of prior year misstatements:

Facts: During the course of preparing annual financial statements, a registrant is evaluating the
materiality of a sales cut-off error in which $50 of revenue from the following year was recorded
in the current year, thereby overstating accounts receivable by $50 at the end of the current year.
In addition, a similar sales cut-off error existed at the end of the prior year in which $110 of
revenue from the current year was recorded in the prior year. As a result of the combination of
the current year and prior year cut-off etrrors, revenues in the current year are understated by $60

> Concepts Statement 2, paragraph 132. See also Concepts Statement 2, Glossary of Terms - Materiality.

*  Statement 154, paragraph 2h.



($110 understatement of revenues at the beginning of the current year partially offset by a $50
overstatement of revenues at the end of the current year). The prior year error was evaluated in
the prior year as being immaterial to those financial statements.

Question 2: How should the registrant quantify the misstatement in the current year financial
statements?

Interpretive Response: The staff believes the registrant should quantify the current year
misstatement in this example using both the iron curtain approach (i.e., $50) and the rollover
approach (i.e., $60). Therefore, assuming a $60 misstatement is considered material to the
financial statements, after all relevant quantitative and qualitative factors are considered, the
registrant’s financial statements would need to be adjusted.

Further, in this example, recording an adjustment in the current year could alter the amount of
the error affecting the current year financial statements. For instance:

. If only the $60 understatement of revenues were to be corrected in the current
year, then the overstatement of current year end accounts receivable would
increase to $110; or,

o If only the $50 overstatement of accounts receivable were to be corrected in the
current year, then the understatement of current year revenues would increase to

$110.

If the misstatement that exists after recording the adjustment in the current year financial
statements is material (considering all relevant quantitative and qualitative factors), the prior year
financial statements should be corrected, even though such revision previously was and
continues to be immaterial to the prior year financial statements. Correcting prior year financial
statements for immaterial errors would not require previously filed reports to be amended. Such
correction may be made the next time the registrant files the prior year financial statements.

If the cut-off error that existed in the prior year was not discovered until the current year, a
separate analysis of the financial statements of the prior year (and any other prior year in which
previously undiscovered errors existed) would need to be performed to determine whether such
prior year financial statements were materially misstated. If that analysis indicates that the prior
year financial statements are materially misstated, they would need to be restated in accordance

with Statement 154.°

Facts: When preparing its financial statements for years ending on or before November 15,
2006, a registrant quantified errors by using either the iron curtain approach or the rollover
approach, but not both. Based on consideration of the guidance in this Staff Accounting
Bulletin, the registrant concludes that errors existing in previously issued financial statements are

material.

Question 3: Will the staff expect the registrant to restate prior period financial statements when
first applying this guidance?

°  Statement 154, paragraph 25.



Interpretive Response: The staff will not object if a registrant® does not restate financial
statements for fiscal years ending on or before November 15, 2006, if management properly
applied its previous approach, either iron curtain or rollover, so long as all relevant qualitative
factors were considered.

To provide full disclosure, registrants electing not to restate prior periods should reflect the
effects of initially applying the guidance in Topic 1N in their annual financial statements
covering the first fiscal year ending after November 15, 2006. The cumulative effect of the
initial application should be reported in the carrying amounts of assets and liabilities as of the
beginning of that fiscal year, and the offsetting adjustment should be made to the opening
balance of retained earnings for that year. Registrants should disclose the nature and amount of
each individual error being corrected in the cumulative adjustment. The disclosure should also
include when and how each error being corrected arose and the fact that the errors had previously
been considered immaterial.

Early application of the guidance in Topic IN is encouraged in any report for an interim period
of the first fiscal year ending after November 15, 2006, filed after the publication of this Staff
Accounting Bulletin. In the event that the cumulative effect of application of the guidance in
Topic 1N is first reported in an interim period other than the first interim period of the first fiscal
year ending after November 15, 2006, previously filed interim reports need not be amended.
However, comparative information presented in reports for interim periods of the first year
subsequent to initial application should be adjusted to reflect the cumulative effect adjustment as
of the beginning of the year of initial application. In addition, the disclosures of selected
quarterly information required by Item 302 of Regulation S-K should reflect the adjusted results.

http.//'www.sec.gov/interp/account/sabl108.htm

If a registrant’s initial registration statement is not effective on or before November 15, 2006, and the registrant’s
prior year(s) financial statements are materially misstated based on consideration of the guidance in this Staff
Accounting Bulletin, the prior year financial statements should be restated in accordance with Statement 154,
paragraph 25. If a registrant’s initial registration statement is effective on or before November 15, 2006, the
guidance in the interpretive response to Question 3 is applicable.



APPENDIX 2 to Rules of the Road for Restatements

SUPREME COURT OF THE STATE OF NEW YORK
COUNTY OF NEW YORK: IAS PART 60

THE BANK OF NEW YORK, not in its individual
capacity but solely in its capacity as Indenture Trustee on
behalf of all Holders of 2.75% Series B Convertible
Subordinated Debentures Due December 15, 2024 of
BearingPoint, Inc.,

Plaintiff, Index No. 600169/06
-against-
BEARINGPOINT, INC,,

Defendant.

APPEARANCES:

For Plaintiff:

Kleinberg, Kaplan, Wolff & Cohen, P.C. LLP

551 Avenue of the Americas
New York, New York 10176
(David Parker, Edward P. Grosz, Esgs.)

For Defendant:

Fried, Frank, Harris, Shriver & Jacobson
One New York Plaza

New York, New York 10004-1980
(Matthew Gluck, Esq.)

Anthony, Ostlund & Baer, P.A.
90 S. 7™ Street, Ste. 3600
Minneapolis, MN 55402
(Jeffrey I. Ross, Esq.)

FRIED, J.:

Plaintiff The Bank of New York, not in its individual capacity but solely in its
capacity as Indenture Trustee on behalf of all Holders of 2.75% Series B Convertible
Subordinated Debentures Due December 15, 2024 of BearingPoint, Inc., moves, pursuant to

CPLR 3212, for an order granting summary judgment as to the first cause of action asserted in

the complaint.

Defendant BearingPoint, Inc. cross-moves, pursuant to CPLR 3212, for summary

judgment, dismissing the complaint.



Plaintiff The Bank of New York is a New York banking corporation with its
principal place of business in New York, New York. The Bank of New York is the indenture
Trustee (Indenture Trustee) under an indenture, dated as of December 22, 2004 (Indenture),
between BearingPoint, Inc. (Bearingpoint) and itself as Trustee. Pursuant to the terms of the
Indenture, BearingPoint issued $225 million principal amount of its 2.50% Series A Convertible
Subordinated Debentures and $175 million principal amount of its 2.75% Series B Convertible
Subordinated Debentures due December 15, 2024. The registered Holder of the Notes is Cede &
Co., the nominee of the Depository Trust Company (DTC). Defendant BearingPoint is a
publicly held global management and technology consulting firm that trades on the New York
Stock Exchange. BearingPoint is incorporated under the laws of the State of Delawafe, with its
corporate headquarters in McLean, Virginia.

BearingPoint failed to file its required Annual Report on form 10-K for the
December 31, 2004 year end, either with the SEC, with which it was due on or about March 16,
2005, or with the Indenture Trustee, with which it was due on or about April 1, 2005.
BearingPoint also failed to file its required form 10-Q for the quarter ending March 31, 2005,
either with the SEC, with which it was due oh or about May 15, 2005, or with the Indenture
Trustee, with which it was due on or about May 30, 2005. Furthermore, BearingPoint failed to
file its required form 10-Q for the quarter ending June 30, 2005 either with the SEC, with which
it was due on or about August 14, 2005, or with the Indenture Trustee, with which it was due on
or about August 29, 2005.

The complaint alleges that BearingPoint’s failure to file with the Trustee copies of
its annual and quarterly reports breached § 5.02 of the Indenture. In addition, plaintiff alleges

that by failing to make the required filings with the SEC, BearingPoint was responsible for the



failure of a condition precedent to filing such annual and quarterly reports with the Indenture

Trustee, as required by § 5.02 of the Indenture.

The complaint alleges that on or about September 8, 2005, BearingPoint was
provided with a Notice of Default by Holders of the Series B Debentures, notifying BearingPoint
of its failure to comply with § 5.02 of the Indenture, and that an Event of Default would occur if

this failure continued for 60 days. More specifically, the letter stated:

As set forth in our letter dated August 26, 2006 (copy attached), we represent
entities, which in the aggregate, own in excess of 25% of the Debentures issued
by the Company pursuant to that certain Indenture dated, December 22, 2004 (the
“Indenture”), by and between the Company and The Bank Of New York, as
trustee. Insofar as BearingPoint, Inc. has failed to file with the SEC its form 10-K
or Form 10-Q for the most recent reporting periods and has failed to provide the
Trustee for this issue of securities with substantially the same information
required to be contained in such filing, by this letter you are notified of a default
under Sections 5.02 and 7.01 (g) of the Indenture. Pursuant to Section 7.01 of the
Indenture, we hereby demand that the Company cure such default within sixty
(60) days from the receipt of this Notice of Defaulit.

This letter shall serve as a “Notice of Default” pursuant to Section 7.01 of the
Indenture

(Notice of Cross Motion, exhibit 6).

On or about November 17, 2005, in accordance with § 7.02 of the Indenture,
BearingPoint was notified by holders of the Series B debentures that an Event of Default had
occurred and was continuing and that, as a result, the principal amount of the Series B
Debentures, the accrued and unpaid Interest, and any accrued and unpaid Liquidated Damages
were due and payable immediately (the Notice of Acceleration). BearingPoint made no such
payment to the holder of the Series B Debentures. Plaintiff alleges that as of the date of the
filing of this complaint, BearingPoint still had not filed its 2004 10-K, or its first quarter and
second quarter 2005 10-Qs with the SEC or with the Indenture Trustee and had not complied

with the Notice of Acceleration.



In its first cause of action, plaintiff sues for breach of contract, alleging that, as the
Indenture Trustee, it is entitled to relief since BearingPoint breached the Indenture. Plaintiff
alleges that Holders of the Series B Debenture are entitled to the remedy of acceleration or, in the
alternative, damages pursuant to § 7.03 of the Indenture, as well as all other appropriate relief,
including an award of attorneys’ fees to the Indenture Trustee in accordance with the terms of the
Indenture. In its second cause of action, plaintiff alleges that, to the extent that BearingPoint did
not breach an express obligation set forth under § 5.02 of the Indenture, it breached an implied
obligation, i.e., the covenant of good faith and fair dealing in the Indenture, and that Holders of
the Series B Debentures are entitled to the remedy of acceleration or, in the alternative, damages
pursuant to § 7.03 of the Indenture, as well as all other appropriate relief, including an award of
attorneys’ fees to the Indenture Trustee in accordance with the terms of the Indenture.
BearingPoint cross-moves for summary judgment, pursuant to CPLR 3212, to
dismiss the complaint. BearingPoint alleges that the notice of default sent by plaintiff’s law firm
was deficient to provide notice of default to BearingPoint, pursuant to the notification procedures
enunciated in the Indenture. BearingPoint further alleges that it did not violate any duties or
obligations imposed by the Indenture and that, consequently, there was no defaulting event.
Section 5.02 of the Indenture, denominated “SEC and Other Reports,” provides,
in pertinent part:
[T]he Company shall file with the Trustee, within 15 days after it files such
annual and quarterly reports, information, documents and other reports with the
SEC, copies of its annual report and of the information, documents and other
reports (or copies of such portions of any of the foregoing the SEC may by rules
and regulations prescribe) which the Company is required to file with the SEC
pursuant to Section 13 or 15(d) of the Exchange Act. The Company shall comply

with the other provisions of TIA Section 314(a)

(Complaint, exhibit 3, at 46-47).



Thus, by reference, § 5.02 incorporates Section 13 of the Securities Exchange Act
of 1934, which expressly provides that publicly held companies must file annual and quarterly
reports with the SEC “as necessary or appropriate for the proper protection of investors and to
insure fair dealing in the security” (15 USC § 78m [a]). Furthermore, the requirement to provide
the annual and quarterly reports to the Trustee is mandated by Section 314(a) of the Trust
Indenture Act of 1939 (the TIA) (15 USC Ch 2A Subch III) which is expressly referenced in the
above-quoted language. Indeed, § 5.02 of the Indenture essentially adopts the exact language of
Section 314(a)(1) of the TIA, which obligates an issuer of bonds or notes to provide the
Indenture Trustee with its quarterly and annual SEC reports (15 USC § 77nnn).

The Indenture defines a default as follows:

Section 7.01. Events and Defaults. So long as any Securities are outstanding,
each of the following shall be, with respect to each series of Securities, an “Event

of Default”

Kok

(2) The Company fails to comply with any of the terms, agreements or
covenants of the Company in the Securities or this Indenture [...] and such failure
continues for 60 days after receipt by the Company of a Notice of Default

(Complaint, exhibit 3, at 49-50).
The Indenture’s acceleration clause states:

Section 7.02. Acceleration. If an Event of Default with respect to a series of
Securities [...] occurs and is continuing (the default not having been cured or
waived), the Trustee by notice to the Company, or the Holders of at least 25% in
aggregate principal amount of the Securities of such series at the time outstanding
by notice to the Company and the Trustee, may declare the principal amount of
such series of Securities and any accrued and unpaid Interest and accrued and
unpaid Liquidated Damages, if any, on all the Securities through the date of
acceleration of such series to be immediately due and payable. Upon such a
declaration such accelerated amount shall be due and payable immediately

(Complaint, exhibit 13, at 52).



It is axiomatic that the movant for summary judgment must tender sufficient

evidence to eliminate any material issue of fact from the case (see JMD Holding Corp. v.

Congress Fin. Corp., 4 NY3d 373 [2005]; Alvarez v. Prospect Hosp., 68 NY2d 320 [1986]). The

failure to make such a showing requires denial of the motion, regardless of the sufficiency of the

opposing papers (Winegrad v. New York Univ. Med., Ctr., 64 NY2d 851 [1985]). Once this

showing has been made, however, the burden shifts to the party opposing the motion for
summary judgment to produce evidentiary proof in admissible form sufficient to establish the
existence of material issues of fact which require a trial of the action. Mere conclusions,
expressions of hope, or unsubstantiated allegations or assertions are insufficient for this purpose

(Zuckerman v. City of New York, 49 NY2d 557 [1980]).

In support of its motion for summary judgment, plantiff argues that § 5.02
required BearingPoint to provide the Indenture Trustee with SEC filings, which BearingPoint
failed to do, thereby breaching that section of the Indenture. BearingPoint, on the other hand,
contends that its obligation to furnish the Indenture Trustee with annual and quarterly reports
was dependent upon its filing those reports with the SEC. BearingPoint urges that since it did
not file with the SEC, it had no obligation to provide copies of the filings with the Indenture
Trustee.

In support of its cross motion, BearingPoint argues that as a threshold matter, the
September 9, 2005 Notice of Default sent by the Holders’ attorney was deficient for Tailing to
comply with the Notice of Default provisions of the Indenture. In support of this contention,
defendant relies upon the terms of the Indenture, which, according to BearingPoint, would
designate Cede, as DTC’s nominee, as the sole Holder of the Notes, since the Notes were issued
as a single global security registered in Cede’s name (Indenture § 2.01, at 14). Plaintiff argues

that Cede’s role, as registered Holder, is purely ministerial since Cede has no beneficial interest



in the Notes and has no authority to act except on behalf its participants (see Offering
Memorandum, at 62, affidavit of Marc R. Rosen, exhibit A). Plaintiff also contends that
BearingPoint’s argument that, notwithstanding Cede’s purely administrative role, only Cede,
rather than the beneficial Holders, was capable of proffering the Notice of Default, is
contradicted by the provisions of the Offering Memorandum of the Indenture.

The Offering Memorandum describes the Indenture and Notes. It uses the term
“Holder” to refer to the beneficial Holder, as distinct from the registered Holder, as follows:

A holder may own its interest in the global Debentures directly through DTC if

such holder is a participant in DTC, or indirectly through organizations which are

direct DTC participants if such holder is not a participant in DTC .... Holders

may also beneficially own interests in the global Debentures held by DTC through

certain brokers, dealers, trust companies and other parties that clear through or
maintain a custodial relationship with a direct DTC participant, either directly or

indirectly
(Offering Memorandum, at 61, Affidavit of Marc R. Rosen, exhibit A).

In describing the various rights of the beneficial Holders, the Offering
Memorandum states that “A holder that would like to convert Debenture into share...should
contact its broker” (Offering Memorandum, at 48, Affidavit of Marc R. Rosen, exhibit A). Read
in this context, beneficial Holders are then described as entitled to give the requisite Notice of
Default.

The Notice of Default provisions of the Indenture reside in Section 7.01, which
provides that a Notice of Default may be sent by the Trustee or by “the Holders of at least 25%
in aggregate of the principal amount of the [Notes]” (Complaint, exhibit 3, at 51; affirmation of
Matthew Gluck). The Indenture provides that notice can be given by an agent of a Holder in lieu

of the Holder itself:

Any request, demand, authorization, direction, notice, consent, waiver or other
action provided for by this Indenture to be given or taken by Holders may be
embodied in and evidenced by one or more instruments of substantially similar
tenor signed by such Holders in person or by an agent duly appointed in writing;



and [...] such action shall become effective when such instrument or instruments
are delivered to the Trustee and [...], to the Company, as described in Section
13.02. Proof of execution of any such instrument or of a writing appointing any
such agent shall be sufficient for any purpose of this Indenture and conclusive in
favor of the Trustee and the company, if made in the manner provided in this

Section
(Indenture § 1.04 [a]).

Thus, an agent “duly appointed” by a Holder may provide notice under § 7.01 of
the Indenture. Moreover, the above-quoted language states that the notice “becomes effective at
the time of delivery” to the Trustee and to BearingPoint in accordance with § 13.02, i.e., the
Indenture’s general “Notice” section.

On September 9, 2005, the law firm of Andrews & Kurth LLP delivered a Notice
of Default to BearingPoint on behalf of “entities which in the aggregate, own[ed] in excess of
25% of the [Notes]” (Affidavit of Richard Baumfield [Baumfield affidavit], exhibit 2;
Complaint, exhibit 4). On that day, three groups of funds, Fore Research and Management LP,
Linden Advisor LP and Whitebox Advisors LLC, had provided written authorization to Andrews
& Kurth to send the Notice of Default (Baumfield affidavit, exhibits 3, 4 and 5; affidavit of
Robert G. Lennon, exhibit 1; affidavit of Hareesh Paranjape, exhibit 1; affidavit of Dale
Willenbring, exhibit 2). The three funds advised Andrews & Kurth of their individual holdings,
which totaled $90,764 million, to wit: more than 25% of the Notes.

A few days later, on September 14, 2005, Andrews & Kurth communicated
directly with BearingPoint by phone, offering to identify the Holders pursuant to a
confidentiality agreement (Baumfield affidavit, § 4). BearingPoint stated that it would get back
to Andrew & Kurth regarding the issues discussed, but never did (Baumfield affidavit, § 4).

Two months later, on November 17, 2005, the three Holders who authorized

Andrews & Kurth to send the Notice of Default on their behalf, authorized different counsel to



send a Notice of Acceleration (affirmation of Edward Grosz, exhibit 6). BearingPoint does not
challenge the sufficiency of the acceleration notice.

After reviewing the documents produced by defendant, I find that as a threshold
matter, the September 9, 2005 Notice of Default sent by Andrews & Kurth was sufficient as a
matter of law. BearingPoint’s argument that only the registered Holder of the Notes has
authority to send a notice of default finds no support either in the Offering Memorandum, which
provides that Beneficial Holders are themselves authorized to send the Notice of Default, or in
the provisions in the Indenture itself Consistent with these provisions, after receiving the Notice
of Default, BearingPoint’s counsel sought to ascertain the identities of the Beneficial Holders in
whose behalf the Notice of Default was sent.

Section 7.01 of the Indenture, requiring Notice by 25% of the Holders, must be
read in conjunction with § 1.04 (a) of the Indenture, which provides for notice to be given by “an
agent duly appointed in writing.” Such notice became effective as of the date it was delivered to
BearingPoint and to the Trustee (Section 1.04 [a]). The Holders appointed Andrews & Kurth as
their agent in writing on September 9, and also informed Andrews & Kurth of their holdings
(Baumfield affidavit 9§ 3-5, exhibits 3, 4, 5, 6, 7, 8). In opposition to BearingPoint’s cross
motion, plaintiff submits the affidavit of Richard Baumfield, who states that prior to sending the
September 9, 2005 letter, his firm “requested and received from each Holder written
communications confirming and representing to us their ownership of the Notes and authorizing
Andrews Kurth LLP to send (the September 9, 2005 letter) on their behalf (Baumfield Affidavit,
exhibits 3-8). In consideration of the documents submitted by plaintiffs, I find that there was full
compliance with the Notice provisions in the Indenture.

Having communicated with Andrews & Kurth seeking identification of the

beneficial Holders before discussing a possible settlement, BearingPoint should not be heard at



this juncture to argue that the law firm was without authority to represent the Holders. Equitable
estoppel arises when one party makes statements or engages in conduct which induces another to

act to its detriment (Bender v. New York City Health and Hosps. Corp., 38 NY2d 662 [1976]

[party equitably estopped from asserting improper notice defense when its counsel had been
aware of allegedly defective notice before litigation but acted inconsistently with that
knowledge]). Defendant never questioned whether the “entities” mentioned in the September 9,
2004 letter were the beneficial Holders of the Bonds. Neither did defendant ask to confirm the
status of the Holders on whose behalf notice was given as registered Holders, which it knew
could have been only DTC or its nominee, Cede & Co. On the contrary, defendant sought to
confirm the identity and requisite percentage ownership of the beneficial Holders. BearingPoint
is, therefore, estopped from now arguing that only Cede & Co. could give notice (see Friedman

v. Airlift Intl., Inc., 44 AD2d 459, 461 [1* Dept 1974] [if beneficial ownership is indisputable,

failure to proceed in name of nominee “is of no significance”). Notably, the filing by the
beneficial Holders has now been retroactively ratified by the registered Holder (ratification

letters by Cede & Co.; see Applestein v. The Province of Buenos Aires, 415 F3d 242 [2d Cir

2005]; Fontana v. Republic of Argentina, 415 F3d 238 [2d Cir 2005], where the Second Circuit

held that an owner of a beneficial interest must receive authorization from the registered holder
of the bond before it may sue, but that such authorization may be granted subsequent to the filing

of a lawsuit]).

BearingPoint also contends that it did not breach the Indenture when it failed to
provide the Indenture Trustee with timely SEC filings, alleging that it had no independent
obligation under the Indenture to make any SEC filing, at all. This argument ignores the clear
import of § 5.02 of the Indenture and the TIA. Under BearingPoint’s interpretation of the

relevant Indenture provision, BearingPoint’s obligation to provide information to the Trustee was
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contingent on whether or not it chose to file with the SEC. Section 5.02, however,
unambiguously obligates BearingPoint to make the required SEC filings and to provide copies of
them to the Trustee. The provision, which is denominated “SEC and other Reports,” provides:
“[The Company shall file with the Trustee...copies of its annual report and of the information,
documents and other reports...which the Company is required to file with the SEC pursuant to
Section 13 or 15(d) of the Exchange Act” (emphasis provided). BearingPoint’s tortured parsing
of this provision to read the section as making SEC filings optional under the terms of the
Indenture, vitiates the clear purpose of the Indenture to provide information to the investors so
that they may protect their investment. This proposed construction would defy the clear
intentions of the parties and does not comport with the straightforward and unambiguous intent
of the provision.

BearingPoint’s obligation to provide the Trustee with timely annual and quarterly
reports is also expressly provided for by the second sentence of § 5.02 of the Indenture, which
states: “The Company shall comply with the other provisions of TIA Section 314(a).” Section
314(a) of the TIA specifically obligates an issuer of bonds or notes, such as BearingPoint, to
provide the Indenture Trustee with current SEC filings. Section 302(a)(4) of the TIA expressly

provides that:

[T]he national public interest and the interest of investors in notes, bonds,
debentures, evidences of indebtedness, and certificates of interest or participation
therein, which are offered to the public, are adversely affected ...

(4)  when the obligor is not obligated to furnish to the trustee under the
indenture and to such investors adequate current information as to its
financial condition, and as to the performance of its obligations with
respect to the securities outstanding under such indenture ...

(15 USC § 77bbb [b]).
To implement Section 302, TIA § 314(a) expressly mandates that:
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Each person who ... is or is to be an obligor upon the indenture securities covered
thereby shall --

(1)  file with the indenture trustee copies of the annual reports and of the
information, documents and other reports...which such obligor is required
to file with the Commission pursuant to section 78m or 780(d) of this title

(15 USC § 77nnn [a]).

Thus, § 5.02 requires BearingPoint to provide the Indenture Trustee with copies
of required SEC filings, which BearingPoint failed to do. It is apparent that the underlying
purpose of § 5.02 of the Indenture was to make BearingPoint’s financial information available to
the Series B Debenture Holders by providing such information to the Trustee. As a
memorialization of apparent commercial realities, this section expréssed that which is known to
the investment community, i.e. that only by guarding against incomplete information, can
investors make informed decisions about their investment and guard against the risks attendant to
incomplete information.

Although BearingPoint cites the Offering Memorandum in support of its position
that it had no obligation to file SEC reports pursuant to the terms of the Indenture, the referenced
provisions of the Offering Memorandum, which, in any event would only be considered upon

finding of ambiguity in the indenture (Matter of Wallace v. 600 Partners Co., 86 NY2d 543, 548

[1995]) merely refer to the timing of the SEC filings and in no way obviate BearingPoint’s

obligation to file with the SEC. On the contrary, the offering plan provides that:

[I]f we do not have audited financial statement available by March 31, 2005, we
will be in default under our 2004 Credit Facility (unless the delay is solely as a
result of continuing work by us and/or our independent registered public
accounting firm to prepare opinions or statements required or permitted by
Section 404 of Sarbanes-Oxley, in which case the requirement will be extended
by 30 days) and possible other agreement. A default would permit the lender
under the 2004 Credit Facility to terminate the 2004 Credit Facility, accelerate
any outstanding loans and proceed against their collateral

(Cross-Motion, exhibit 4, at 12-13).
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Thus, the clear and unambiguous import of the Indenture is merely underscored by the language

in the Offering Memorandum.
In the absence of ambiguity which obscures the intentions of the parties to a
contract, the interpretation of a contract and the obligations of the parties thereto are questions of

law and not of fact (R/S Assoc. v. New York Job Dev. Auth., 98 NY2d 29, 32 [2002]; Bethlehem

Steel Co. v. Turner Constr. Co., 2 NY2d 456 [1957]). “[W]hen parties set down their agreement

in a clear, complete document, their writing should as a rule be enforced according to its terms”

(W.W.W. Assoc. v. Giancontieri, 77 NY2d 157, 162 [1990]). It is well settled that “extrinsic and

parol evidence is not admissible to create an ambiguity in a written agreement which is complete

and clear and unambiguous upon its face” (Intercontinental Planning Itd. v. Daystrom, Inc., 24

NY2d 372, 379 [1969]. Having found that the terms of § 5.02 are unambiguous, Bearingpoint’s
attempts to modify the terms of the provisions of the Indenture by referring to the Offering
Memorandum are unavailing.

Since BearingPoint argues that there was no obligation to file reports with the
SEC under the Indenture, they argue that the inexorable conclusion is that there was no Default
Event. Oﬁ the contrary, by not filing required SEC reports, BearingPoint repudiated its
obligations under the Indenture, thereby frustrating the Trustee’s rights under the Indenture. A
party’s repudiation of its future obligations under a contract may take the form of “‘a voluntary
affirmative act which renders the obligor unable or apparently unable to perform without such a

breach’ (Norcon Power Partners v. Niagara Mohawk Power Corp., 92 NY2d 458, 463 [1998]).

BearingPoint cannot take advantage of its failure to fulfill its obligation to file timely reports
with the SEC by arguing that it has consequently not breached its obligation to provide the

Trustee with copies of such reports (see In re Bankers Trust Co., 450 F3d 121 [2d Cir NY

2006]).
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Consequently, the Notice of Default sent in the September letter was sufficient,
and BearingPoint’s cross-motion for summary judgment is unfounded in evidentiary proof
sufficient to dismiss the complaint. Furthermore, plaintiff has established as a matter of law that
BearingPoint defaulted under the provisions of § 5.02. Since the default mechanisms of the
Indenture were fully satisfied by the September 9, 2005 Default letter and the November 17,
2005 Acceleration letter, BearingPoint was obligated to accelerate immediately all principal and
accrued interest. Having failed to do so, BearingPoint breached § 7.02 of the Indenture
(Complaint, exhibit 1, first cause of action, § 21).

Accordingly, it is hereby

ORDERED that defendant’s cross motion for summary judgment to dismiss the
complaint is denied; and it is further

ORDERED that plaintiff’s motion for summary judgment on its first cause of
action is granted, and defendants found liable for breach of contract with the amount of damages
to be determined at trial; and it is further

ORDERED that the remainder of the action shall continue.

Dated: 9/18/06
ENTER:
J.S.C.
BERNARD J. FRIED
J.S.C.

14



APPENDIX 3 to Rules of the Road for Restatements

SAMPLE LETTER SENT IN RESPONSE TO INQUIRIES RELATED TO FILING
RESTATED FINANCIAL STATEMENTS FOR ERRORS IN ACCOUNTING FOR
STOCK OPTION GRANTS

In December 2006, the Division of Corporation Finance responded to inquiries from several
public companies requesting filing guidance as they prepare to restate previously issued financial
statements for errors in accounting for stock option grants. The following illustrative letter
provides information for registrants to consider as they prepare reports to be filed with the
Commission to correct errors in accounting for stock option grants.

January 2007

Name

Chief Financial Officer
XYZ Corporation
Address

Dear Chief Financial Officer:

We understand that you plan to restate previously issued financial statements for errors in your
accounting for grants of stock options to employees, members of the board of directors, and
other service providers and that you have determined that your periodic filings for multiple
periods contain materially inaccurate financial statements and related disclosures. In this letter,
we are providing you with guidance as you consider how you will address these deficiencies in
your periodic filings. You should not interpret this guidance to mean that we will not review
your filings if you follow it. Furthermore, as with all staff guidance, the Commission has not
approved this letter or the guidance we provide in it.

The Securities Exchange Act of 1934 requires you and your company to file reports with the
Commission and to determine the accuracy and adequacy of the information you provide in
them. Generally, previously filed reports containing financial statements determined to be
materially misstated require amendment. However, since the restatement for errors in
accounting for grants of stock options will affect a significant number of years, you have
indicated that your company would be unduly burdened by amending all previously filed reports
and that the filing of those numerous amendments could adversely impact the ability of a reader
of your financial statements to easily and fully understand the impact of the restatement.




The staff of the Division of Corporation Finance will not raise further comment regarding your
company’s need to amend prior Exchange Act filings to restate financial statements and related
MD&A if your company amends its most recent Form 10-K and includes in that amendment the
comprehensive disclosure outlined below. If your next Form 10-K is due to be filed within two
weeks of the Form 10-K amendment that you would file in response to this guidance, we will not
comment on your company’s need to amend or file prior Exchange Act filings to restate financial
statements and related MD&A if your company includes the comprehensive disclosure outlined
below in that next Form 10-K, rather than including the comprehensive disclosure in an
amendment to your most recent Form 10-K.

In taking this position, we understand that you will include the following disclosure in your Form
10-K amendment (or your next Form 10-K, as appropriate):

e An explanatory note at the beginning of the Form 10-K amendment that discusses the reason
for the amendment.

e Selected Financial Data for the most recent five years as required by Item 301 of Regulation
S-K, restated as necessary and with columns labeled “restated”.

e Management’s Discussion and Analysis as required by Item 303 of Regulation S-K, based on
the restated annual and quarterly financial information, explaining the company’s operating
results, trends, and liquidity during each interim and annual period presented. Discussions
relative to interim periods may be incorporated into the annual-period discussions or
presented separately.

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

e If interim period information for the most recent two fiscal years as required by Item 302 of
Regulation S-K is required to be restated, the information presented for the balance sheets
and statements of income should be in a level of detail consistent with Regulation S-X
Article 10-01 (2)(2) and (3), and appropriate portions of 10-01(b) and with columns labeled
“restated”. Note that there is no need to present cash flow information as it is not required by
Item 302.

¢ Footnote disclosure reconciling previously filed annual and quarterly financial information to
the restated financial information, on a line-by-line basis and for each material type of error
separately, within and for the periods presented in the financial statements (audited), in
selected financial data, and in the interim period information (see paragraph 26 of FASB
Statement No. 154).

e The disclosure referred to in the Chief Accountant’s September 19, 2006 letter that applies to
your restatement (the letter can be found at
http://www.sec.gov/info/accountants/staffletters/fei aicpa091906.htm).

e Audited financial statement footnote disclosure of the nature and amount of each material
type of error separately that is included in the cumulative adjustment to opening retained
earnings.




Audited financial statement footnote disclosure of the restated stock compensation cost in the
following manner:

o For the most recent three years: restated net income and compensation cost and
pro forma disclosures, required by paragraph 45.c. of FASB Statement No. 123,
Accounting for Stock-Based Compensation, as clarified and amended by FASB
Statement No. 148, for each annual period presented in the financial statements
for which the intrinsic value method of accounting in APB Opinion 25 was used,
with columns labeled “restated” as appropriate.

o For each annual period preceding the most recent three years: disclosure of the
information required by paragraph 45.c.2. of FASB Statement No. 123, the
restated stock compensation cost that should have been reported for each fiscal
year. The total of the restated stock-based compensation cost should be
reconciled to the disclosure of the cumulative adjustment to opening retained
earnings. While the disclosure required by paragraph 45.c.2. is net of tax,
material tax adjustments related to the accounting for stock-based compensation
should also be disclosed by year. Registrants may also elect to voluntarily
provide the full restated information previously disclosed pursuant to paragraph
45.c. of FASB Statement No. 123, for each period prior to the most recent three
years, either in the audited financial statement footnotes or elsewhere in the filing.

o For companies that adopted (1) FASB Statement No. 123 using the retroactive
restatement method specified in FASB Statement No. 148 and/or (2) FASB
Statement No. 123R, Accounting for Share-Based Payment, using the modified
retrospective application method for all prior years for which FASB Statement
No. 123 was effective: the disclosure outlined in the preceding two paragraphs
should include the restated stock-based compensation pursuant to FASB
Statement No. 123 and also the restated stock-based compensation cost that
should have been reported under the accounting principle originally used for each
period, presumably Accounting Principles Board Opinion No. 25, Accounting for
Stock Issued to Employees.

Appropriate revisions, if necessary, to previous disclosure under Items 9A and 9B:

o As we discussed in “Staff Statement on Management’s Report on Internal Control
Over Financial Reporting” (May 16, 2005) (available at
http://www.sec.gov/spotlight/soxcomp.htm), in disclosing any material
weaknesses that were identified as a result of the restatement and/or investigation,
you should consider including in your disclosures: the nature of the material
weaknesses, the impact on the financial reporting and the control environment,
and management’s current plans, if any, for remediating the weakness. While
there is no requirement for management to reassess or revise its original
conclusion of the effectiveness of internal control over financial reporting,
management should consider whether its original disclosures are still appropriate
and should supplement its original disclosure to include any other material
information that is necessary for such disclosures not to be misleading.




o In light of the restatement and new facts discovered by management, including
identification of any material weaknesses, disclose the certifying officers’
conclusion regarding the effectiveness of the company’s disclosure controls and
procedures as of the end of the period covered by the amended filing. If the
certifying officers’ conclusion remains the same, that disclosure controls and
procedures are effective, you should consider discussing the basis for that
conclusion.

In advising you that the staff of the Division of Corporation Finance will not raise further
comment regarding your company’s need to amend prior Exchange Act filings to restate
financial statements and related MD&A, it is important that we advise you that this guidance
does not:

e mean the Division of Corporation Finance will not comment on or require changes in
your Form 10-K amendment or Form 10-K that includes the comprehensive disclosure
we outlined above;

e mean the Division of Corporation Finance has concluded that you or your company have
complied with all applicable financial statement requirements;

e mean the Division of Corporation Finance has concluded that the company has satisfied
all rule and form eligibility standards under the Securities Act and the Exchange Act;

e mean that the Division of Corporation Finance has concluded that the company is current
in filing its Exchange Act reports;

¢ mean that the Division of Corporation Finance has concluded that the company has
complied with the reporting requirements of the Exchange Act;

e foreclose any action recommended by the Division of Enforcement with respect to your
disclosure, filings or failures to file under the Exchange Act; or

e foreclose any action recommended by the Division of Enforcement under Section 304 of
the Sarbanes-Oxley Act, Forfeiture of Certain Bonuses and Profits, with respect to the
periods that the company’s financial statements require restatement, irrespective of
whether the company amended the filings to include the restated financial statements.

As you know, the staff of the Office of the Chief Accountant is continuing to consider matters
related to the accounting for stock options (we refer you again to Conrad Hewitt’s September
19th letter at http://www.sec.gov/info/accountants/staffletters/fei_aicpa091906.htm). If you
would like to discuss the particular facts and circumstances of your stock option grants and the
accounting conclusions you have reached, we encourage you to contact Joe Ucuzoglu,
Professional Accounting Fellow in the Office of the Chief Accountant at 202-551-5301 or Mark
Barrysmith, Professional Accounting Fellow in the Office of the Chief Accountant
202-551-5304.

We have provided this guidance to you based on our understanding of your circumstances
surrounding your decision to restate your financial statements to correct errors related to your




accounting for stock options. Materially different circumstances, including filing delinquencies
and restatements for other reasons, could result in our reaching a different conclusion.

Please direct any questions about the guidance we have provided to you in this letter to the staff
of the Chief Accountant’s Office in the Division of Corporation Finance (202-551-3400).

Sincerely,
Carol A. Stacey

Chief Accountant
Division of Corporation Finance

http://www.sec.gov/divisions/corpfin/guidance/oilgasltr012007. htm
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Re:  Roundtable on Implementation of Internal Control Reporting Provisions
(File Number 4-497)

Dear Mr. Katz:

It is an honor to be invited to participate in the Commission’s Roundtable on April 13,
2005. Given the topic of my panel Reporting to the Public, 1 will limit my remarks to
disclosure.’

I was a young attorney in the Commission’s Division of Corporation Finance when
Congress passed the Foreign Corrupt Practices Act (“FCPA”) which amended the Securities
Exchange Act of 1934 to require companies filing periodic reports to “devise and maintain a
system of internal accounting controls... .”* I watched with interest as the FCPA was
implemented in the late 1970’s without specific disclosure requirements pertaining to the
adequacy of internal controls. It was not until SOX that disclosure controls and procedures and
internal control over financial reporting became the subject of specific rules requiring
disclosure.” While Item 9A of Annual Reports on Form 10-K and Ttem 4 in Quarterly Reports
on Form 10-Q are of recent vintage, the disclosure has developed rapidly from short discussions

! For my other views on the Sarbanes-Oxley Act of 2002 (“SOX"), please see my outline co-
authored with Julie K. Hoffman, “Sarbanes-Oxley Act of 2002 and SEC Rulemaking” which 1s
printed in the ABA’s The Practitioner’s Guide to the Sarbanes-Oxley Act, Vol. 1, I-1, (2004), the
editors of which are Stanley Keller, Vasiliki Tsaganos, Jonathan Wolfman and me.

? Section 13(b)(2)(B) of the Exchange Act.

3 See Final Rule: Management'’s Reports on Internal Control Over Financial Reporting and
Certification of Disclosure in Exchange Act Periodic Reports, Release Nos. 33-8238, 34-47986,
68 Fed. Reg. 36,635 (June 5, 2004) (available at http://www.sec.gov/rules/Final/33-8238 htm).
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with oblique references to internal controls to specific disclosure® of material weaknesses® which
also drill down into what management is doing to remediate the material weaknesses and when
management estimates the process will be completed

This year, managements of accelerated filers are, for the first time, providing evaluations
under Section 404(a) and outside auditors are providing attestations under Section 404(b) of
SOX. As with the disclosure that has been provided in 2004, the presence or absence of a
material weakness,’ as defined in AS 2, drives the disclosure in Section 404 reports by
management and audits by the outside auditor. The disclosure is part of the procedural
requirements established by SOX, which are all interrelated and should be viewed as a whole,
rather than individually. Put simply, it is one big procedural ball of wax.?

* The Staff of the Division of Corporation Finance is to be commended for guiding the
development of this disclosure through the comment process.

> Paragraph 10 of Public Company Accounting Oversight Board (“PCAOB”) Audit Standard
No. 2 (“AS 27”).

® See my remarks set forth in the “SEC “Hot Topics’ Teleconference” sponsored by Glasser
LegalWorks on July 27, 2004 (“Hot Topics”), “Impact of Internal Controls on M & A”
sponsored by Deallawyers.com on January 19, 2005 and “Demystifying Internal Controls
Disclosure” sponsored by The Corporate Counsel.net on February 2, 2005 (“Demystifying
Teleconference™), the transcripts for which teleconferences were provided to the Commission on
April 7, 2005.

7 While some have advised that management should disclose significant deficiencies in periodic
reports in addition to material weaknesses, 1 do not believe it is required. Moreover, such
disclosure would not promote the disclosure policy that I believe these regulations are intended
to promote, as discussed below.

* The linkage can be described as follows: Certification under Section 302 of SOX covers
disclosure controls and procedures, which significantly overlaps with internal control over
financial reporting. In my opinion, internal control over financial reporting is critical to
enhancing the reliability of the financial statements. Internal control over financial reporting is
one component of internal control under the FCPA and upon which the Report of the Committee
of Sponsoring Organizations of the Treadway Commission (the “COSO Report™), first published
in 1977 and republished in 1992, is based. In addition, the concept of disclosure controls and
procedures is based — and indeed could be viewed as an extension of - internal control as defined
in the COSO Report. Moreover, management’s evaluation of internal control over financial
reporting must be based on an established framework, and the Commission has designated the
COSO Report as an acceptable evaluation framework for purposes of this evaluation and the
disclosure requirements under Rule 13a-15(c) and Rule 15d-15(c) under the Exchange Act. No
other framework prevalent in the United States has been so designated. Another way of
explaining the interrelationship is to compare financial reporting to a house: the foundation is
auditor independence; the infrastructure from the frame through the plumbing and electrical
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Underpinning these procedures are the definitions of terms, one of which — material
weakness — 1s critical to public disclosure. If a company has a material weakness, management
cannot find that internal control over financial reporting is effective in its evaluation report. The
auditor must disclaim an opinion in its 404 audit. Disclosure is required in periodic reports and
can include a risk factor in the Form 10-K. Moreover, under the current system, the auditor
cannot conclude that the material weakness has been remediated during interim periods unless it

conducts a new audit.”

Given its importance, the issue I see is whether the definition of material weakness
strikes the right balance from a disclosure policy point of view. The answer to the question
includes consideration of the function it is intended to fulfill and how successful it has been in

restoring investor confidence and protecting investors.

To me, the disclosure policy of material weakness is to act as the “canary in the
mineshaft.” Since the disclosure in periodic reports follows the requirements relating to
disclosure controls and procedures and internal control over financial reporting, that disclosure is
also focused on material weakness. Yet, I would respectfully submit that not all material
weaknesses are created equal. A material weakness in revenue recognition is fundamentally
different than a documentation failure for an overseas subsidiary or a one-time error made by a
finance person in a complicated tax issue which is unlikely to reoccur. While material
weaknesses are not the same, the current disclosure requirements do not differentiate between
different types of material weaknesses. Therefore, the same quantity and quality of disclosure is
required for every material weakness. Thus, it is understandable when investors become
confused or get the wrong impression from the disclosure. The purpose for the disclosure
requirement is not being achieved because the term material weakness is producing unnecessary
disclosure to investors, disclosure which does not serve the function of the “canary in the

mineshaft.”

I believe the Commission and the PCAOB should consider whether the current definition
sets the bar too low. If the threshold is set too low, the purpose is not being fulfilled'® and the
marketplace’s reaction may well be to ignore or discount the significance of the disclosure
because “everyone has one.” And if “everyone has one,” the marketplace will soon draw its own
distinctions as to what is important and alternatively decide how to differentiate between

systems is internal confro! over financial reporting; and the outside of the house, what you see
when you look at it, are the financial statements

® The PCAOB recently proposed an Auditing Standard, Reporting on the Elimination of a
Material Weakness which, if adopted, would permit an outside auditor to report on the
elimination of a material weakness between annual audits under Section 404,

' Managements that have spent much time and expense in designing and maintaining this
system are often concerned that the low threshold for identifying a material weakness, coupled
with a conservative approach in applying the definition, is resulting in disclosure which is not
indicative of what their situation really is.



Jonathan G. Katz
Aprii 11, 2005
Page 4

LATHAMaWATKINSue

material weaknesses that can affect the financial statements and those that the marketplace
determines are unlikely to do so.

Rather than have the marketplace develop its own criteria, *' I believe that the
Commission and the PCAOB should consider revising the definition of material weakness. The
alternatives available range from a major change — revising Staff Accounting Bulletin No. 99
which is part of the basis for the definition — to a more modest approach, such as amending the
definition to recognize that a pervasive weakness that cannot be easily remediated in a short
period of time is fundamentally different from a one-time error which is isolated and quickly
fixed. Whichever approach is chosen depends, in part, on how well the Commission and the
PCAOB believe the term material weakness is accomplishing its purpose as well as what is
expected when the non-accelerated filers become subject to Section 404. 1 would respectfully
submit that change is necessary to avoid the possibility of the definition losing its meaning and to
promote, rather than undermine, investor confidence. Given our experience with the new system
thus far, changes to the term material weakness would enhance investor understanding by
eliminating unnecessary disclosure and could have the added beneficial effect of making the
other elements of internal control over financial reporting more effective.

Regardless of the approach, I would recommend that the proposed change, as well as any
changes to SAB 99, be the subject of notice and comment under the Administrative Procedure
Act. These terms are too important not to be subject to public comment before being finalized.

Again, I commend the Commission for conducting the Roundtable and appreciate the
opportunity to participate.

Respectfully submitted,

G Wl

VJohn J. Huber
of LATHAM & WATKINS LLP

1 See, e.2. Moodys Investor Services Special Comment, Section 404 Reports on Internal
Control: Impact on Ratings will Depend on Nature of Material Weakness Reported (October
2004) and Institutional Shareholder Services, The Friday Report (April 8, 2005).
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Re: Roundtable on Second-Year Experiences with Implementation of Sarbanes-Oxley
Internal Conirol Reporting and Auditing Provisions (File Number 4-511)

Dear Ms. Morris:

It is an honor to be invited to participate in the Commission’s Roundtable on May 10,
2006. Given the topic of my panel, 1 will limit my remarks to my view of the future of Section
404.!

While [ believe that Section 404 is necessary for investor protection and the public
interest, I also believe that changes should be made to make Section 404 workable. The
situation concerning Section 404 should be contrasted to the three-year process which resulted in
the final adoption in August 1983 of Rule 415, the shelf rule. As a staff member, I was involved
in the rule being published for comment three times, participating as a hearing officer in the
public hearings, as well as in the Commission’s adoption of a temporary rule on an experimental
basis and in its adoption as a permanent rule. Rule 415, one of the Commission’s most
successful rules, was thus given multiple opportunities to work before being finally adopted.”
The explicit statutory time periods under Sarbanes-Oxley did not permit the Commission to
follow the trial-and-error path that the Commission followed in adopting the sheif rule.
However, I would suggest that the two-year period since Section 404 became effective for

! For my other views on the Sarbanes-Oxley Act of 2002 (“SOX™), please seec my outhine co-
authored with Julie K. Hoffman, “Sarbanes-Oxley Act of 2002 and SEC Rulemaking” which is
printed in the ABA’s The Practitioner’s Guide to the Sarbanes-Oxley Act, Vol. 1, I-1, (2004) and
my article co-authored with Joel H. Trotter, “Disclosure of Internal Control Over Financial
Reporting”, which is printed in Vol. {1 (2006), the editors of which are Stanley Keller, Vasiliki
Tsaganos, Jonathan Wolfman and me.

* Even after being adopted on a permanent basis, the rule has been fine-tuned to keep up with the
changing market conditions, most recently as part of the Securities Offering Reform proposals
which became effective on December 1, 2005 (Release Nos. 33-8591; 34-52006, July 19, 2005),
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accelerated filers provides a database of experience to assess, review and revise the rules under
Section 404 to make it more successful in the future.

Thus, I believe the time is ripe to revise the rules under Section 404 as well as Audit
Standard No. 2, not to eliminate, but to improve, not to exempt, but to accommodate the needs of
all registrants, not to give up, but to achieve its original purpose of enhancing investor
confidence.® This effort would have four objectives:

s To achieve a better balance between the regulation, on the one hand, and the
needs of the marketplace and the costs incurred by registrants, on the other. Not
all registrants are in the same position to comply with Section 404. One size of
Section 404 regulation does not fit all companies. When non-accelerated filers
become subject to Section 404, they should not have to comply with the same
requirements imposed on accelerated filers.

» Amend the rules to link the disclosure to the needs of the marketplace and
investors, such as having the definition of a material weakness be something that
when disclosure of it is made, the stock price is affected.” If that occurs, internal
control over financial reporting will serve its purpose of acting as the “canary in
the mineshaft” of the financial statements.

e Attempt to change the mindset of all the constituencies that affect the Section 404
process — registrants many of whom have only focused on costs and not benefits;
auditors who are too concerned about being criticized by a PCAOB inspector;
and regulators who are reluctant to defer to the judgment of registrants and their
auditors.

o Consider foreign private issuers as part of a global marketplace and understand
that US markets should continue to be gold standard of capital formation.

* Turged the Commission and the Public Company Accounting Oversight Board (the “PCAQOB”)
to revise the definition of material weakness in my written and oral remarks at the Roundtable in
April 2005. Others have now joined me in the same conclusion since the May 2005 guidance
was issued by the SEC and PCAOB. See, ¢.g., Harvey L. Pitt, “Make Sox Fit,” Wall Street
Journal, at A 12 (April 13, 2006); Alan L. Beller, Remarks at the Committee on Federal
Securities Reguolation of the Business Law Section of the American Bar Association in Tampa,
Florida (April 8, 2006); and Robert C. Pozen, “Why Sweat the Small Stuff, “Wall Street Journal
at A 20 (April 5, 2006).

* Under the current definition, the marketplace’s reaction to disclosure of a material weakness is
typically to ignore or discount the significance of such disclosure because “everyone has one.”
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With these objectives in mind, my specific suggestions are:

¢ Develop COSO guidance that meets the needs of smaller companies, so that non-
accelerated filers do not believe that the regulatory structure of the Fortune 500 is
being imposed on them.

¢ Co-ordinate with the European Union to develop an international standard of
internal control over financial reporting so that foreign private issuers come to the
United States to be listed, rather than pursue alternatives to de-list from US
5
markets.

* Revise Auditing Standard No. 2, not to change its overall structure, but to amend
it to reflect the experience of the past two years, as well as to anticipate the issues
that non-accelerated filers will confront.®

e Review the definitions of disclosure controls and procedures, on the one hand,
and internal control and procedures, on the other hand, so that the ordinary
Amerlican investor can understand what the relationship between disclosure
controls is to internal controls.

o Create a pilot project for unaccelerated filers so that the Commission and public
companies have the ability to learn from experience to establish a permanent
framework for smaller public companies.’

e Make the zone of reasonableness, discussed in the May 2005 guidance, a
meaningful concept that works in practice and promotes, rather than deters, the
exercise of judgment by registrants and auditors alike.

7 See, ¢.g., William H. Lash ITI, “Reforming Deregistration, SEC Should Make Major Fix,” The
Washington Times at A 23 (April 26, 2006) and Bob Greifeld, “Its Time to Pull Up our SOX.”
Wall Street Journal (March 6, 2006).

® For example, the structure of the term material weakness — probability and magnitude — is
appropriate, but the thresholds — more than remote likehthood based on FAS 5 and materiality
based on SAB 99 - are too low. The PCAOB should raise the bar to “likely” rather than the
current standard of “more than remote likelthood” and the Commission should revise SAB 99 to
ensure that the definition truly reflects the standard of what as reasonable investor would need to
know to make an informed investment decision. Another example would be to revise Auditing
Standard No. 2 so that the top down, risk based guidance from May 2005 results in focusing on
what is important and decreases the amount of time, effort and cost expended by registrants,
consultants and auditors. Still another example is to have less documentation than what 1s
required by Auditing Standard No. 3 for auditors,

" This is the suggestion made by Deloitte & Touche LLP in its April 3, 2006 comment letter to
the Commission on the Exposure Draft of Final Report of the Advisory Committee on Smaller
Public Comppanies, Release Nos. 33-8666 and 34-53385, File No. 265-33.
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¢ Promote a regulatory system that trusts the judgments of registrants and anditors
more than is currently the case. This does not mean returning to the pre-SOX
system, but it would recognize that the overwhelming majority of registrants just
want to know how to comply, what they have to do to comply and do not intend
to evade or defraud. Establishing a workable standard of “trust, but verify™
would be a major component of revising Section 404,

In conclusion, Icommend the Commission and the PCAOB for conducting the
Roundtable and appreciate the opportunity to participate.

Respectfully submitte_g, N

" of LATHAM & WATKINS LLP

% This phrase is borrowed by me from President Reagan.






