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Re: Open Meeting of the SEC Advisory Committee on Improvements to Financial 
Reporting ("CIFiR) at the University of California- San Francisco on March 13, 
2008 

Dear Chairman Pozen and other Committee Members: 

It is an honor to be invited to participate in Panel One (Restatements and Discussion 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'~~ 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.3 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 
<htt~://~~~.sec.~ov/news/speech/2006/spch12 1206teh.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 Northwav 
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. I have 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,4 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.5 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). I respectfully 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. I do 
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 1 1,2005 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. 
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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, 

v 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 1 1,2005. 
E 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 materidity in the 
preparation and audit of financial statements. Materiality is the keystone of the disclosure 
system under both generally accepted accounting principles ("GAAP") and the federal securities 
laws. The meaning and interpretation 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. 82.' 

The long awaited SAB 99 resulted fiom Chairman Arthur Levitt's speech on 
earnings management in September 1998.~ In addition to highlighting five accounting issues' 

' TSClndtlstries, Inc. v. Northway, Inc. 426 US 438 (1976) ("Northway") and Basic Inc. v. 
Levinson 485 US 224 (1 988) ("Basic"). 

American Institute of Certified Public Accountants ("AICPA), Codification of Statements on 
Auditing Standards ("AU") 9312, "Audit Risk and Materiality in Conducting an Audit." 

Chairman Arthur Levitt, the "Numbers Game", N W 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 fo 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 ("IPRBtD"); 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 eamings 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." N W  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 steps5 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 S AB 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 helpfbl guideline to persons 
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 aminrs 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 F D ? ~  
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 Iaws and the Commission's experience with quantitative and qualitative 
standards. The outline will then discuss S A B  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 MCPA 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 Committee; focusing corporate management and Wail 
Street on the issue; and Staff guidance on materiality. As the Chairman stated, and SAB 99 
reflects: "[MJateriaIity is not a bright line cut off of three or five percent. It requires 
consideration of at1 relevant factors that could impact an investor's decision (emphasis added) 
NYU Speech at 6. 

6 For a discussion of Regulation FD, see John I. Huber, Thomas I. Kim, Brian G. Cartmight, 
Kirk A. Davenport and Erica H. Steinberger, The SEC's Regulation FD - Fair Disclosure. 
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11. 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 "'wuld" consider important or is it a lesser standard of "may" 
or a higher standard of "would." In its analysis the Court stated: [T]he 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: 

"An omitted fact is material if there is a substantial likelihood that 
a reasonable 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 a showing of a substantial likelihood that, under all 
the circurnstmces, 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. Eberstadf, 8 14 F.2d 1 169, 1 174 (7th Cir, 1987), 
the court reasoned that L'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 1 126 (5th Cir. 19791, affd, 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. h c .  v. Tiger International Inc., 600 F.2d 355 
(2d Cir. 1979). the court applied the Norihwy definition of materiality to 
Section 14(e) of the Exchange Act. In Kirsch Co. v. BIiss & Laughfin 
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 Basic, 
the Court expressly adopted the Northway standard in the context of Section 
lo@) of the Exchange Act as well as Rule lob-5 thereunder. Basic at 983. 
The Court in Basic also stated that it had been careful in Nmhway "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 



reach and lead management 'simply to bury the shareholders in an 
avalanche of trivial information - a result that is hardly conducive to 
informed decision making.' " Basic at 231 citing Northway at 448-449. 

2. In adopting the integrated disclosure system in the early 1 980'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 anjve at the answer under that standard in the context of merger 
discussions. 

1. The Court recognized that application of the Northway standard to 
preIiminary merger negotiations was not self-evident. "Where the impact of 
a corporate development on the target's fortune is certain and clear, the 
Northway materiality 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. 

2. 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. Texu GulfSulphur Co., 401 F.2d, 833,849 (2d 
Cir. 1968), c e ~ .  denied. 394 US 976 (1969). Thus, the Cowf adopted the 
pmbability/magnitude test of T m s  Gulfwhich the Commission had 
supported in its amicus brief. Basic at 239,n.16. 

3. The Court emphasized that materiality depends on the significance the 
reasonable investor would place on the withheld or misrepresented 
information. Id, at 240. Jn 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." Id. at 240 11-18. 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. 

4. In aniving 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 lob-5 
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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." Id. 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 achowledged that 
there is no general duty under the federal securities laws to disclose 
infomation merely because it is deemed to be material. In stating that 
"[S]ilence absent a duty to disclose is not misleading under Rule lob-5," the 
Court in Bait viewed 'ho comment" statements as 'Yhe functional 
equivalent of silence" and thereby endorsed the Commission's position in in 
re Carnation Co.. Release No. 34-222 14 (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 qualitativea %tors. 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 Materialiry: The Birth, 
Struggles, and Demise of an Unworkable Standud, 48 Cath. U. L. Rev. 41,46 (1998). 

1. In the 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 ofher grounds, 607 F.2d 545 (2d Cir. 
1979), cert. denied, 446 U.S. 946 (1 980). 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 harmhl 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 statement that was inaccurate when 
made. See Sharp v. Coopers & Lybrand, 83 F.R.D. 343 (E.D. Pa 1 979) (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. 
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integrity of the management since it relates to the operation of the 
corporation and the use of corporate h d s .  

2. Ln 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 quantitative approach. 

a. Beman v. Gerber Products Co., 454 F. Supp. 13 1 0 (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 materials 
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 
& Cu., 475 F. Supp. 328 (S.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 Cormpt Practices Act (the "FCPA") enacted in 1977, added Section 
13(b)(2)(A) and (E3) 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 "[nlo 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 I 3b2-2 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 filing of any report required to be filed with 
the Commission. 



111. 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 StafY 
sees as the increasing practice of some registrants to use what the Staff deems to be 
immaterial audit adjustments to financial statements to Etffect or "manage" reported 
earnings. Thw, SAB 99 resulted from Chainnan Levitt's NYU Speech. 

B. SAE3 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 
misstatements. See Letter fi-om Robert H. Herz, Big Five Audit Materiality Task Force, 
to Lynn E. Turner, Chief Accountant, Securities and Exchange Commission (Oct. 9, 
1998) (the "Big Five Letter"), available h~://www.aicpa.orn/mernberddiv/auditstdmirr5.htm, 
which is attached as Attachment A to chis 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 a 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 C o p ,  Release No. 
34-39,79 1 (Mar. 25, 1 998), available at <www, sec.gov/enforce/adminact/33 75 1 8.txu. 
More recently, on June 30,1999, the Commission reached settlement in its financial 
fiaud 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/34-4 1 578. 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 
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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 cIock on 
the last day of the quarter while still shipping goods so that out-of-period 
shipments, and consequently revenue, would be recorded in the prior 
quarter. The overstatement reached $30 million in a single 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 Sensorrnatic could not attain budgeted goah, 
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 Sensorrnatic 
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 tenns. 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 earnings ratio, was particularly sensitive to quarterly earnings 
announcements. Smoothing reported earnings meant that anaiysts' forecasts 
would be met consistently. 

2. 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 earnings, 
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 



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 h u d  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 kaud 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 earnings. 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 Staffs views of the auditor's duties under Section 1 OA of the 
Exchange Act. 

1. Materiality under SAB 99 

a. In its 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: "[tlhe 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 



reasonable investor as having significantly altered the total mix of 
information made available." Northway at 449. But Northway does 
not include quantitative or quaIitative factors in its '?total mix" 
discussion. Materiality "requires delicate assessments of the 
inferences a 'reasonable shareholder' would draw h m  a given set of 
facts and the significance of those inferences to him." id. at 450. The 
"total mix" of Northway is substantially the same concept as the 
"surrounding circumstances" of the accounting literature. While 
S A B  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 
appmpriate 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 conciusion 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. In rejecting 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 foIlowed by the second step of considering 
"dl 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 materiaI. The 
Staffs non-exclusive list  include^:^ 

(1) Whether the misstatement arises From an item capable of precise 
measurement or whether it arises fiom 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 andysts' 
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 
unlawhl transaction. 

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

(I)  "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 



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, Microsofi 
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 Microsofi 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 
hidher client. 



(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, SAi3 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: 

(a) 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 cambined 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 quaIitative 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 statement 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 immaterial, but when aggregated 
with other misstatements, they render the financial 
statements taken as a whole to be materially misleading. 

( f )  The Staffbelieves 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 fmm 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 determined 
by the total mix of information as Norrhway and SAB 99 state, do you 
analyze each misstatement 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 a s  a whole, the misstatements are 
immaterial? 

i. An analysis of materiality under SAB 99 could include the following 
steps: 

( I )  If an item is quantitatively material, it will be material regardless 
of whether or not one or more qualitative factors apply; 

(2) Even if an 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. 

2. 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 
misstatements 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 internal accounting controls or 
knowingly falsifies books, records, or accounts. Rule 13b2-1 states that 
"[nlo person shall, directly or indirectly, faIsify or cause to be falsified, 
any book, record or account subject to Section 13@)(2)(A) of the 
Exchange Act." 

c. The Staff asserts that determinations of what constitutes "reasonable 
assurance" and "reasonable detail" are based not on a materiality 
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 reasonabIeness 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. 

e, 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 
defa il. 

(1) The significance ofthe 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 wiIl not cause the books to 
be inaccurate in reasonable detail. 

(3) The cost of the misstatementlo -- the Staffdoes 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 detaiI but in areas free h r n  doubt "there is 
little ground" for leaving a misstatement uncorrected. SAB 99 a& 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 cast-effective way."' 
Id,, citing Speech by then Chairman Harold Williams, 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 auditor'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 lOA@)(l) 
are triggered regardless of the materiality of the illegal misstatement, the 
Staff reminds the auditor of hidher obligation to report the illegal act to 
the audit committee irrespective of any "netting" 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 ("S AS") No. 54, IllegaI 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 
thatfraud might exist, the auditor must discuss the matter with the 

lo It should be noted that while cost of compliance is a factor for FCP A compliance under S AB 
99, it is not mentioned in the Staffs 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 involving 
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 fiom 
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 internal 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. 

IV. 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. To that end, 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 



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. 

3. 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 "[rn]ateriality should be considered in relation to both the effects 
of each change separateIy and the combined effect of all changes." 

4. SA8 99 represents a mixture of new and old legal and accounting concepts 
relating to materiality that on balance may be viewed as resulting 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 fiom a theoretical standpoint, it cannot be 
reconciled h m  a practical point of view. It is dictating a two-step 
analysis for materiality that is not found in caselaw. The various tests 
under casclaw 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 elso 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 lirtle 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 confhses 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 lob-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. 



c. 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. Harvey Goldschrnid, General Counsel of the Commission, is reported to 
have said that although SAB 99 focuses on accounting practices, "the key 
definitions of materiality come h m  the Court, and therefore the bulletin has 
implications for lawyers in a11 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 Malter Too Small to be 
'Material'?, Nat'l L.J., Sept. 20, 1999, available in LEXIS, All Sources 
Library, News File. 

2. 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 SA3 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 l~vesrors, Arkansas Democrat-Gazette, 
Aug. 16, 1999, available in LEXIS, All Sources Library, News File. 

4. 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. 

C. 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. 



D. Will the Commission endorse SAB 99 and file amicus curiae briefs to convince 
courts to adopt S AB 99? Yes. Have any courts endorsed S AB 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 Utilities, plaintiffs-shareholders alleged in their complaint that 
Citizens Utilities Co., a publicly traded company, hudulently 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, earnings and earning 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& 
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 immaterial 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 1 0-Q for the second quarter of 1997 was evidence of the 
immateriality. 

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

l2  Ganino v. Citizens UliIities Co., 56 F .  Supp. 2d 222,226 (D. Conn. 1999). 
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The Second Circuit reversed, holding that following the Supreme Court's 
decision in Basic v. Levinson, "we have consistently rejected a formulaic 
approach to assessing the materiality of an alleged mi~re~resentation."'~ 
The Second Circuit also observed that, while SAB 99 dots 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 
mi~re~resentation."'~ 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 
eamings or other trends'' and whether the "misstatement hides a failure to 
meet analysts' consensus expectations for the enterprise."15 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 99? 

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 
in~alid.'~ 

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

l 3  Ganino, 228 F.3d at 162. 

l4 Id. at 163. 

Is Id. 
16 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 ex tend beyond financial accounting. Otherwise, the staff 
accounting bulletin is invalid. 
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disclosure is required under Regulation FD. I f  SAB 99 represents a new 
materiality standard -- one that lowers the threshold of materiality -- S A B  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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UNITED S T A m  COURT OF APPEALS 
FOR THE SECOND CIRCUIT . . 

JOSEPH A. GANINO, ROBERT L. CREIGHTON, LOUISE +. CREIGHTON, 
WILLIAM 3. FRAY, THE ESTATE OF NORMAN GARAND, THE &UUND 
FAMILY FARRIERSHIP, A. JOHN KALIL, REZA NMAFZAl)E?& JEFFREY 
P. NORTON, -REBE L NORTON, JOHN NORTON, MATIHEW 
NORTON, LAURA NORTON, ALICE U TOBIN AMI BRANTLEY H. 6 

TUDOR ' .- 

v. 

C k s  UTILITIES COMPANY, LEONARD TOW, LTVINGSTON F. ROSS 
AND ROBERT S. DESANIIS, 

On Appeal h m  the United States District Court 
k the D*ct of Connteticlrt 

BRIEF OF THESE- AND EXCHANGE COMMISSION, 
AMICUS IN SUPPORT OF APP- 

ON m ISSUES ADDRESSED 

I The Securities and Exchange Commission, thc agency principally I 
1 respomibIc for tho admbbmtian and tdarccmont of the f&d securities iaws, I 

submits this bzief as amicus curiae to address important legal issues concerning I 



mataidin pwmtd in thir action brought under the antihud provisiqns . . ' 

of Spefion lw) of the Securities Exchange Act of 1934,lS U.S.C. 78j(b), and 

Rule 10b5 thcmdm, 17 C.FR 240.10b-5. 

Contray to the diskict~oulrs decision, thc Commission believes that 

mktatemenfs of items in a wrnpauy's 5mnciial statements are not bmatahl 

s i m p r y ~ ~ ~ b e 1 m a g z r m G f i d o r p c r c t n t a g t ~ l d ; d c p e n d i a g n n  

the factP tnd even a small owmbtcment oan be material. We also 

believe that the Wct court erraneously b g a r d e d  the imprki of the alleged 

OVcrstatemcnt in this case on the company's qaa~brly -me as reported in the 

company's quarterly h c i a l  staternttlts filed with the Commission and. 

disseminated to tfie public. The decision could be read as holding that an 

immaterial unless th#e is a subsequent materiai. ov- of nnarrnl revenue ia 
I 

the company's y a r d  hancial statemcats. U - 
Private actions under the fedtad secraities laws SCNC i m p o m  funetirms in 

cmpomatiog investon who have been harmed by secllritiet? Lnv viblations and in I 
providing an effective weapon in the tnfmccment of the securities laws as a ' I 
11 In g a d ,  a company's income (also rt f imd to as earnings) is computed by 

deducting its expenses fiom its re~enut. 
I 
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ncctssary qpftmmt w Commission actions. MOTCQY~T, since the Commision is 
. . 

rtqwd to d l i s b  matuiality in its own enforcement cases under Section lo@), 

the Wet d s  analysis of rnatedity, if i f a d o p t e d  by this Colnt, could have an 

advcfsc eff& m the  ion's ability to tnfm this provision 

and circrnnstaeces that indicate the mhhtement is impartant to Invtstors. 

2. Whether an ov#statement of quarterly income that is imphnt to investors 

Tbc Commission takes no potion on any 0th issue in the case, including 

whether the allegations in thc complaint are sufficient to withstand the defcnaants' 
I 

motion to d h b s  under Fed R Civ. P. 12(')(6). 

The facts alleged in the complaint that art relevant fo the issues a&b&ed by 

th;c Commission inay bt Surmnarizcd as follows: 



co~unicafiom aad public services company. Its stock is traded on the New York 

Stock Exchange. As of 1995, Citizens had reported 50 consecutive years of 

Dcfmdant Citizens Utif ities Company ('Citizens") is a m e d  . 

iacreased reware, d g s  and c a d n g s  per share and &e company rcpuctedly 1 

I 

cmphas'zcd this Eact in its pubIic comments (Complaint 1 22). The year 1995, 

- ha-, was the first year m which Citizens could iot include apb&tely $38 

in menue from Pacific Bell (Complaint f 60). h orda b report 

inmasing a d g s ,  the cmpany had to find another source of mmuc (Compleint 

. 160). 

Htmgarida Telephone & Cable ~oxporati6n ("HTCC") is a U,S. company 

formed in 1992 that seeks to provide telephone d c e s  in Hungary pursuant to 

I t+IecommImicatiom c ~ i o a s  from tbc Hungarian governma (Campfaint I 
1 7 20). As of 1995, HTCC had btep mpdtable since its inception and did not 

I 
i 

bave the fund3 rcquind to satis@ ityl concession contracts (Camp1aint 7 21). It 

I thenfore hked for a source of fiaancing. Begiarriag in May 1995, HTCC aad 

I Citizesls, through a subsidiary CU Capital Corporation ("CUCC"), e'nmd ioto a 

I series of agmments tmder which Citizens funded HTCC's construction costs and 

other ~~nstructi,m-reIated obligations under the concession contracts (Complaint 



f 23). Among the nmmw transactions between C i h n s  and HTCC, HTCC-kid - .  

Ci- $10.1 million in the fonn of stock and options as cornpensation for loans 

m g e d  by Citizens and for guarantees provided by Citizeas in connection with 

the loans (Complaint flp 36,39). Xt is this paymcnt that is primarily at issue in this 

HTCC paid &is amount to Citizlrns in 1995 and recorded the payment in its 

*cia1 stattmeats far that year. C i k  disclosed receiving the payment in its 

Foam 10-K annual report fw 1995-but did not include the payment in its 1995 - 

fbmcia l  statements (Complaint 1 34). Although at the btghhg of 1995 Ci- 

was concczlled about not me* c a d q s  objwtives, by the end of that year 

Citizens had obtained approximately $46 d m  in me-time rcvtnuc items without 

including the $10.1 million received &om HTCC (Complaint 7 60). PhhWd 

allege that Citizens deleycd recogtition of the h a m e  5sm HTCC because had it 

r tmpkd the income in 1995, it would have so i n d  its earnings that it 

Momer, pIaintiffs allege, the company was concerned that it would not have . 

sufEicient income in 1996 to meet analysts' emings expectations and to show an 

hxmsc in earnings over 1995. Accordingly, defedmb improperly failed to 



r t c m  the $10.1 million in 1995 and improperly rtcognized this payment iq the 

fmt bwo quarters of 1996 - $6.9 million in the &st quartet and $3.2 &an in the 

stconn quarter (Complaint f 36). 21 

Citizens did not disclose to investors its delayed rccogaition of tbc $10.1 

million w h  it included this payment in its 1996 qmterlyand wual5mcial 

statements. 'Without thh income, plainWs~alltgc, Citizens would have m k d  * 

analysts' p+r ly  earnings projections (Complaint fl34,36). Acwrdhg to the 

eompIaing "The consensus estimates by M t d  Lynch and ofher analysts for 

income for the first six (6) months of 1996 were met and exceeded ody as a nHt 

of this additional HTCGrclattd income, and thc increase in incomc.far the fitst six 

manths of 1996 compared to the ht six months of 1995 was due to the 

income xecognkd b m  HTCC" (Complaint 7 36). 

l'b mar& was not aware Qat Citiztns reported the $10.1 d m  pdyment 

in 1996 solely to pmnit Citiztas to meet anslyst earnings target for 1996 and to . 
s h m  an upward trmd in d g s  over tbc prior ycar (Complaint 36). Indeed, on 

2/ W e  note that defeadants argued in thcir reply brief below @p. 12-13) that it 
was propei undcr generally accepted sccountiq principles ("GAAPn). to 
&fm until 1996 tht recognition of the payment that Citizens received fkom 
HTCC in exchange for Citizens' loan guarantees. The district court did not 
address this argument, and we take no position on whether it was appropriate 
for Citizens to recognize the $10.1 million in 1996. 

I 
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March 16,1997 C i W  issued apress release reporting 1996 earnings of 77 conts . 

pet shate and stating tbat t h e  "record results rcpmmted the Campy's 52nd 

consecutivc year of increased twfnue, camhgs and earnings per share." Citizens1 

eatnl.lgs were pr&cly in line with MerriliCynch analysts' forcasts (Complaint 

140). Thus, Citizens appeared to be continuinlg its SU-yeartrmd ofshowing 
b 

~ t u n i p g s .  

S u b q u d y ,  oa Aplif 30,1997, Citizens announced tbt end of this upward 

and caught analysts by mvprisG whw it disclosed lower than expected 

rwearr;h report discwing Cithast i n m e n t  in HTCC and stating that.Merrill 

L ~ S  * a ~ t i o o a t ' ~  estimate retiuctiioor ztlotc to a lowering of- 

Lynch's] txptctatiom for dher incane" (Complaint f 47). Thid was con6nned on 

Aagwt 7,1997 when C i i  filed its Form 10-Q for the second quarter of 2997 

disclosing thst h e  decrefsed 1997 investment income as compared to s h i k  . 
periods in 1996 was due to 'income earned in 1996 for financial support provided 

to WCC]." It &owledged that income for the first two qwtcrs.of 1996 

included mataid income &mu HTCC (Complaint f48). P h h t i f i  alIcgc &it had 

Cidzms EKoperly nmphd  the $10.1 million in 1995, it wodd have faifcd to 



meet earnings ap&&m in thc h s t  two quarters of 1996, the stock price . w ~ d d  - 
. . 

h q c  dropped and p b t B  would not have overpaid for stock thy purchased 

(emplaint 7 69). 3/ 

B. . PROCEDURAL HISTORY 

Deftndants moved to dhdss the cornplaint, arguing that the ovm&cment 

was bmatmid q a  matter of law because the $10.1 d m  payment h m  &C 

rtprescnttd less thaD 2% of Citizens1 menue EPr 1996. Plain= oppoesd 

defm&mtst motion, arguing that the owsfatanent should not be deemed 

inmated as a matttr of law simply because it fell below a thrrshold ptrctntage. 

In any event, plaiaWs a& the court should Iwk at the impact .of tht 

overstatement on the company's income, not just at its impact on T W M ~ .  

Plaintif& argued tbat the overstatement d ~ d  as muchas 17.78% of income 

for thc &st quarter and thus was not immaterial. 
# 

3 P h i d B  also allege other improprieties arisiog h m  C i W  n l a t i d p  
with HTCC, alleging inter alia that Ci* scmdy cantroff cd HTCC (fl 
24,30) and that because of its control, Citiztas should have reporttd HECts 
h i d  d t s  using pbciplea of equity accomhg (Complaint 31,55). 
Citizms, howeva, allegedly expeded that HTCC would continue to teporl 
substantial losses far 1995 and 19% and did not waat to inciude those losses 
in Citizens' financial statements (Complaiat 124). The equiq a c c u ~ g  
allegation is s c p &  h m  plaiP&Tb1 allegation that Citizeas imppcrly 
shifted 1995 income to 1996 and thereby secretly iuflated its iucome for the 
first two qrrarttrs off  9%. 

I 
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According to the phtifik, income for the first and second quarters was 

overstated by 17.78 % a d  6.9 % respectively. The disfrict cortrt, however, 

+egarded th#t percentages entirely and held that the alleged ovcrstatemcnt was 

Immatn;nt R c f l a  a mis- of the issue, tbe court s&tcd (unph& 

[Allthough de&hhts assert that the amount of pM&W allege& 
naadisclosuro amounts to S69xdIi4ar, or ~pproimatety 2 % of. 
Ci~'mnrwes,pfaintiffaalltge~rbis~mtwasinacmaate 
by 15.78 K % '' I 9 - 1  . . . . 

h . a  footno&, the court exp- 

&&)' ACCO-COI~~FS ~ C ' S  POSS pn-@Xl'CYtnueS t0 . 

C i t b d  nct aik-tax revenues. Each of the pmdages set fbrfh by 
plain= u& this accounting principle. Tbt Court finds, however, thaS 
this~iseco11oP3ical&unsamdandfailstotakcitlto~\mt 
gcndly lrcecptcd accuuathg principles. As dc6dant-s have noted, 
such masoning is to campan apples with orangm 

ovmfakd by 6.9 % to 17.78 % depended on equity accormrhtg. 4l h the 

4/ The court was confused. Contrtuy t6 the dis&ict court's d&ption, tquity 
accounting, itselfa GAAP principle, is a fonn of accouuting to be used whw 
one compfs  ownership intmst in snotbu company is betwtcn, typidy,  
ZW aad 50°%. Lo that oircmwhme, the inyesting company is required to 
repart its percentage share of the 0th company's income on its incnmc 
statement Equity accounting does not compare ZETCCs gross pre-Eax 

(ccmtin~ftd ...) 
I 
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plaintif&' pcs~ntagcs d i f f d  &om the defendants1 percentages not because tbc 

parties used different accounting principles but because the parties compared tbt 

werstntemcnt to different items in Ci t i za t  financial staternen&, D e f h k t s  

c o m ~  the $10.1 d o a  ovwstatemcnt to annual m u c  for 1996, while - 

pIaintE c a m p d  thc ovemwmmt to fht and scwnd quartcr income. 

courts corifusion caused it to disregard the pIaM&' argument that the 

mhbtcment matddly werstated qwrterly income. 

Although we cannot be sure how tbc district court would have nil& if it had 

not been operating under this misconception, tbt court did adopt tbe deftfldants! 

argument that it could d y  solely an a ptrcmtage benchmark to h d  the, alleged 

ovttstatement immattrial. It stated: "Courts, aad economic analysts, have oRtn 

used a ratio of the omitted fhct to that disclosed by looking ta the b v d  

percentages of the financial inforr~ption available." Quoting fiam a November 3, , 

1998 article in the Wall Street Jomd, the court said: "Most auditors - and their . 
corporate clients - define materiality as any event or aews that might affect a 

Y (...continued) 
~ c n u t s  to Citizens' net after-tax menuts and has nothing to do with the 
issue we address herc. As noted &ugni, a3), pIaintiEsl allegatiun thar 
C i h  should have used principles of equity accounting was not related to 
their alIegdon that Citizens improperly irdatcd its income for the hrst two 
quarttrs of 1996. 

4 
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company's earnings, positively or ncgativel~, by 3% to 10%. + [it] has b e  

staqdard practice in corporate America." I! The court coricludtd that "the mount 

in issue here ,- 1.7% of Ciitizws revenues for tht relevant time period, pursuant to 

GAAP - is hmatahd as a ma- of law." 

The murt did not compare the ovasta!cment to my itcm other th menut. 

- Because the omstatement was d y  1Ye2% of C i h t s  Mlfilal reven'ue, the court 

concluded U it was hmamial as a matter of law. The court dismgarded 

pIaMf& akgdons that the werstated income recognized in 1996 was actualIy 

incame received in 1995, w@h was improperiy held over d 1996 for the , 

purpose, and with the effect, of showing an inmiwe in tarnings b m  1995 b 1996 

and of meeting analystst adnp projections for 1996. PmmabIy, the court 

considered these allegations to be h h t  & its minimum percentage test # 

Y ~ h b  W.U street l a d  &ck* in a put not menhoned by the bsfrii court, 
gu0-b Chaimzan of tbe Commission as stating: "MawiaIip is not a . 
bright-line cutoff of 3% or 5%. It requires cbasidetationofalt refeyant 
&tom that cwld impact on an investor's dccisi61~" 

fl The c m  f m d  it significant to h mattrialiv andY& t6ar an Auguat 7, 
1997, whtn the company disclosed thc decrease in income &om mCC, 
"thm was no movemmt in the Ci;tiZCtl~ stock following the 8Momcemtnt 
and within days thereah, the price of the stock increased." P l a &  
argutd that the effect of Citizens' momcement on August 7,1997 on its 
stock pflce was imlevant because the sell-off in Citizens' stock had a h d y  

(continued..) 
h 
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Having concluded that the alleged ovmcatcmmt was immatchl as a matter 

of law, the court decided that 

. the Court need not e h c  the remaining elements of pkhtB'  
stcadtics fraud action NevQtheless, the Court has thoroughly 
examined those elements and plaintif!&' supporhg authority, and 
holds that such would not change the outcome of this case. 

+ The carat d b i a d  the camplaint, and plahifli appeal &om the enby ofjudgment 

forthedd&t5. . 

SUMMARY OF me-NT 

The district court enoncously uscd a percentage benchmark to dctedne 

whahcr a mjsstatcd itan in a iinancid statement is material without cbxlside& 

other relevant fiu%fl. Thc mataiality of an item in a financial statement dws not 

turn exchrsivcly on numuid or percentage bezlcharks k u s t  evcn a small 

&stahmeat may be matexial to investors depending on thc facts and 

c-. Although tfie pcrc'cntage impact of a missCattd item in a hwid 

statm~cnt may be considered in &&mining the materiality of the misstatement, it 
* 

canmt rmbstihrtt for an analysis of a11 relevant factols. 

The comi also emd in ignoring tht impact of the ovustatemcnt on income. 

M (.--cmtinued) 
occmd  in May aftcr Citizens announced lower &an expected earnings. 

t 
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The decision cduld be read ss holding that a s&niBcant overstatement of ipcomcis ' 

immntcrial d c s s  thm is a material overmttment of revenue. Becartst the I 
complaint alleged that Citizms overshted iacomc, the corn should not haw 

disregarded the impact on income hi detffmining w h c t h ~  the misstatrment was I 
pd&1y since income and carniirgs arc among the most impwtant 

C 
" nrelied on by investors B &dbg whcfk to buy or sell stock. 

- 

Finally, the court end in looking only to the impact of the o ~ c s t  on 

- 
Ciibnst annual finaacial d t s  without d d d n g  ita impact oar quadcrly - 

results. Ifa mjsstatement appears in both quarterly and annual h n c b d  

statemem@ the court should d y z e  the xnhsmmtnt's impact an bath. 

A. Exciusive Reliance on a Numerid Andy& to Dtterminc Mateririity 
wttboat Considering M Relmnt p8&m h Hot Appropriate. 

i 

The w e  of a minimum &tage threshold may provide a basis for a 

prclidmq asamption that a dtviation of less tban this thrcsho1d is not lifrely to be 

material. But exclusive nlbx on any percatage or numuid tbrtshold to 

detemrine mab&lity of a misstamcnt, without also considering the context in 

which the -ent was made, has no basis in the accounting liter at^^ or tfie 



haye betn v i d  by thc rtasonablt investor as having significantly alkred the 

'total mix' of information made available." TSCk- 

426 U.S. 438,449 (1976). The acmunting literature u s a  a similar d y t i c  

Concepts No. 2 (1980) at 1*132, tbe F i i a l  Accounting StPndards B d  (FASB) - 

stobwthat 

[t&c omission rn missbtemc11t of an iicm in a ihmciial report is 
mntm'alg in the Light of s m m  ciu-ccs, the magnitude of 
thc ikm is such that it is probable that the judgment of a reasonable 
person dying upm the report would bave b#n changed or i a f l d  
by the inclusion or d m  of the item. 

The h e r i a  Institute of Certitied Public A c c o m ~  ("AICPAn), Codificatioa 

of S m e n t s  on Auditing StandPtds PAW) fi 3 12 speci6cally hstruc@ auditors to 

cot&& makridity when auditing financial statements, and states that " * * 
I 

Accordingly, rnakXity depends on the *total mixn of a f i b 1 e  inf iat ion 

orthe " w d g  circurn-." Whether a misstatement is matuial cannot 

be determined by a stahtical fmuIa As the Supreme Court has cautioned, 



Although * * ' ideally itwould be desirable to have a b s o ~  artainty , 
in the application of die materiality concept + + such a g& is . 

, illusory and uudist ic .  The materiality concept is judgmental in 
nature and it is not @b1t to translate this into a numerical formula. 

Basic 485 U.S. 224,236 1~14 (1988) (quoting Houst C o d t t t e  I 
an aad Fonign Commerce, Report of the M r y  Committee on I 
Cosporatc Dischum to the Securities and ExC'hge Commission, 95th C-ong., 1st . 

F, Sqp.  2d 398,410 (SD.3I.Y. 1998) (rcjectiPg d e f h t s *  argumwt that 

m ~ t r m e n o ,  of profits amounfing to 1 % - 2.5% of total earnings were immaterial 

as a matter of law, stating tbat "the Court declines to adopt a statis!ical bright lint 

ruIe to detmmhc what a reasonable investor would consider significan~"). 

While the "total mix" includa the size in numebl  or pemntagc tenrw of s I 
mhtatemmt in a iimncial statement, it also includtj tfie fircbal cantuct in which I 
the usn of fhmcial atakmwrts dould vitw the financial statwnmt item. h I 

Litin, 10 F. Supp. 2d at 41 0 ("The Court must,vitw the 
* I 

misstatrmtnts in the coatext of what a maonable investor wauld have considered 
-- - ----- 

important at the h a . " )  As the FASB iadicated "magnitude by belt, without - " *--2 -. "-' 
\ " regard to thc nature of tht item and the circumstancts in which the judgment has ts 
i 

( be made, will not gmcraily be a suficieat basis fa a materiality judgment." FASB ) 
/ 
'----"- .--.."--_ -- - - -  - \ 
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Stakaent of F d  Accaunhg Concepts No. 2 (1980) at 1 125. In 1980, the 

PAW specifically njtcttd promulgating @tative matchlip guides, which it 

e c d  a "minority vim," stating, "The Board's present position is that no g m c d  

standards of m&uialiQ. could be formulated to Cake into account all tbt 

coasiduaikns that en* into an experienced human judgment.* Statcmcnt of 

FiaancialAccoAcco~gCwcrptsNo-2(19~)art~131. Thr:AICPAsimiIarly 

bdmctt &rs that " m h s b t a e  of relatively small amounts that come to ihc 

auditds attention could have a material effect on thc fblmcial stattmcnts." AU 

Therc are various cimmrstarrccs in which a misktuncflt &low a 

investors. For mmpIe, a d dsstatment could mask a s idcant  ch@e m 

2/ Consistmt wiih the f i o i n g  Mas, tht Commission's d in Staff 
Accomhg BullttinNo. 99 (SAB 99HAug. 12, I999), &tly discussed its 
agreement with the accounting literature and tht courts that ma2uialiv dots 
not & p d  txclusivtIy on any numerical benchark 

81 Neither SAB 99 nor Phis brief addrew the separate q d o n  of whether 
hhmation may be qualitatively material for non-financial reasons - c.&, as 

(continued ...I 
i 
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dou not r d e r  e misstatrmmt material, it may provide significant t v i e t  of 

qerid i ty .  The evidence may be particularly compclliag due  management has I 
intmtionally misstated items in the financial statements &manage reported 

amounts and trends would be significant to of the ~~npany's finsncid' I 
The ChrJtman of the Commission, Arthur hi i t ,  recently explained tbt I 

problem of earnings mampmt  in bis September 28,1998 address d d e d  ''The I 
. Numbcrs Garpew at the NMJ Center far Law aad Business. I 

Thc Chahm expaesstd con- that I 
''W the zeal to satis& conmmws camings &dttcs and prajcct a moo& earnings I 
U C.. contimtca) 

bearing on managemda kgri ty  - iu contrast to i n f o d m  that beam on . 
thc companfs financial ooh i t im  or the of the company's stock 
SAB 99 at a5. . 
The Big Five Audit Uattriality Task-Force, which was convened in March 
1998, made fcc~mmcndali~~s in August 1998 to the Auditing Standiuds 
Board in which it detailed s t v d  facton to be d in dttcrminiag 
wkcthcr an item is mat&& including "the potentiaf effect of tbe 
misstatwrent on trends - especially trenda in profitability,," "the signific~nce 
of cmh@ and mnbga per s h e  to public company investors," and thc 
"inttntiod miSSIBtMIlc~lt to 'manage' d g s  &or 'smooth' earnings 
trends." This "Status Report and Initial Rccommendatioas" is avaihble at 
lYE=b=& 

1 
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pb&, wishfnl t h iuhg  may be w b i q  tho day over nprumhtio~" & 

further d that the 'game" of earnings management leads to "an msion in the 

quality of earnings, orad thcreforc, the quality of tinancia1 rtportjng. " The fideral 

regulatory scheme, the stdck market and public investors depend on cumpanics 

a ~ m m d y  repding tbcir financial d t s .  Any athmpt to distort the amracy of 

this &tical m ~ n ,  by m g h g  &&9 o t h t d e ,  tbt proper 

opedon of tfie M d  s e c d t h  laws and rtms couutcr b the very principles 

behind &e stock markets skagth and success. 

The complaint in &is case alleged thst defindants' action8 were intended 

hide the company's failure to meet analysts' ~ t d ~  and to ma& a changc in 

the companfs 50-ycar tamings trend It alleged that thc ovctstattmcnf which was 

ineluded in the ht two qunrters of 19%, accounted for all of the increase in 

income over the same six-month Hod hr 1995. W PhhWs a c g d  that 
1 

19/ Plain&% alleged that tbc $10.1 d i o n  ovmmtemcnt ur*unted foi 100% 
and 70695 of the increase in income for thc kt and s+md quarters of 1996 
over the sane period for 1995, and 5 W  of tbe annual incmiuk in bcumc 
over 1995. Dchdants, on the other hand, did not c d c h  the impact of the 
ovmhfemcnt on Citizens' h c m i d  income. But under d e f ~ t s t  method 
of analysis (as red& in footnctc 4 of thdr reply brief below), the 
ovusU&mtat would have accounted for 67% and 21.5% of the increase in 
income for the first two qmrtm of 1996 avcr the same period in 1995, and 
for 2 1% of the annual increase in income over 1995. 

% 
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without the o-ent, Citiztas would have failed ta meet analysts' estimw 

and could not have claimed to have incnased its earnings in those quarters over the 

prior year. Such alfcgafiotls an rclwant to an assessment of materiality, & 

e & T- 27 F. Supp. 2d 1324 (N.D. Ga. 

23. Aw&g the MnttMty of the Overstatement Require3 Considering Xts 
h p a d  on W O P h t t d  Items In Finnncfnl Statemanta for AU Rdcvsint 
P a w ,  Not Just Ib Impact on Rtvenae and IQ Impact on Results for 
the Entire Year. 

Iir e v a l d q  whether an overstatement in a financial statement is material, 

me mart ~ h d ~ l d  sonsicier the impact dth ovastatement cm ~II misstated itmu'in 

the anandar statement for all n h t  periods. h this cast, alleged h t  

Citizens ovmtatcd inccrme in the first two q w h s  of 1996. Aowdhgly, the 

o ~ t s t  h p t  on Citizenst quarterly income, not just annual income or 

menuc, was relevant to assess t?& materiality of the ovc&iWneat 

1. Thc District Court Emd in A s s e s s k  the hpact of the OvenWunmt 
- 

The district caurt consided the imp- of the ovastafement'on revenue, and 

apparently h g a d e d  is impact on income. The muds decision could be kad to 

hold that an wcrstatemcnt of income, even if important to iwestocs, cannot be 



matzTial unless them is a materid ov-tnt of revenue. Tht impact of a . 

mbpuement m incame, howcvtr, is particularly important because inves t~rs  look 

carefully at incame and eaynings in detmmhhg whether to purchase or sell stock 

"Indeed, earnings reports an among the pieces of data that investors £id m a t  

- 
h t s  include not o a  iafPnnation disclosing the gamings and dhiiutions of a 

company but also tho& facts which aflkct the probable future of the company and . 

those which may a&ct the desire of iavestofs to buy, sell, or hold the coqpany's 

&ties.") (emphasis added); 10 F. Supp. 

at 410 ("minancial reports are relevant to iavcstmmt deciic#1s, with reports of 

The cases cited by the W d  cow are not to the contmy because they all 

csfabfish that s misstatement should be compared to whatever item is being . 

misstated For example, - & Z ,  802 F. Supp. 698 @. COM. 



1992), the principal case relied on by the a c t  court, involved misrepreseWons - 
8 

aboqt the quality of me class of assets, which the colrrt evaluated in relation to total 

Bsscts. 

mcst second mortgages were part of a total mortgage-loan and real 
estate poadolio of $16.129 billion. ' Mor~,ver, Tmlers  reported a 
total investment portfolio of $43.237 billion and a total asset pdolio 
of $55356 billion. * * Thus, Travtlgs' second mortgages 
constituted ~ ~ l y  one petcent o fb  a& and three pacent of 
its mort%;aso-lorn and red estate mol io .  Jn view of the d t y  of - 
infodon disclosed by Travelas, &e plainfiffs brwt f&d to allege 
p a r t i ~ h c t s ~ w h k h t h e c o r r r t c a n ~ b t t h e f a i l ~ ~ e t o  
disclose $585 million in seumd mortgages wns a matetial omission. 

h 122 F3d 539,547 (8th Cir. 1997), he court held 

that an alleged omstakmcnt of assets that represented on~y 2% of *way's total I 
assets wss not nmdal. Notably, the court stated tbat " tk rc  may c d y  be 

many caacs A this amaunt of money would be n m ~  ind would ~ramaticdy I 
afficct the tatal mix of in fodon relied on by a ~~ investor" but that *this 

i . . simply is not thc situation in this case." h lasn - 
90 F3d 6 17 (1st Cir. 1996) (mmpsring ovmihtem~nt of revenue items to 

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



cads decision that an ovmtatment of income &odd be evaluated exclusively in ' 

ten@ of its impact on revenue. ll/ I 
2 Thc Dbkict Court Errcd in Assessing the Ov#staWnent's Alleged 

Impact on Amd Financial Results Only W1thaut AIso A i a g  Its 

The Wet court erred $ analyzing the alleged impact of tht o ~ c s t  

cnr 1996 f h m d  resub as a a l e  without also loo& J the impact an quarbwly I 
results and may still have a dpiiicant impact on hnancisl results for apPrticular . I 
quarter. A rnaterialy misfding quarterly h c i a l  m e a t  m o t  be cured .by a 

nbqqcnt d fin?mcd statement that is not materially mislwdin&. Investors I 
and financial analysts attach importance to quarterly finadd statements in I 

kr tbis case the alleged o v ~ w t  was included in income for the first six 
I I 

~ c n o t . ~ ~ i m p d o f ~ e $ ~ ~ . ~ n ~ l i o n ~ ~ ~ c n t i n ( h i r c u o o n  
. 

Citizens'mcnuenppeantobeirrCrcvant. AsweinteipntCitizen$5naxM 
~~ for the rchmi pcEiuds, revenue for Citkcm was gross mctipts 
for p d d i u g  wilily S#VT*CU~ Opmtine c a m  and & P d O 1 l ~  

deducted from revenue to calcufatt "income h m  operations." The company 
then added "other incomen to %income from opmtIionsm bcfrm calculating 
net incant. Plainti& allege that the $10.1 adlion was included in "oth# 
income." Acu1di@y, the o ~ e n t ' s  impact on nvenuc, which did not 
evm include the overstatement, das not seem relevant to asashg whctha 
the ovcrstat#nent was matttial. 

I 



months of 1W6, and accordingly had ita greatest impact on the first two quarters. 

Plaintiff3 argued below that Citizens o v e m d  its net income after taxes by 

17.76 % d.6;9?h for the W and second qusu3ms respectively. Defendants urged 

the coa t  to look at the impact on ammJ income, which under defidanb' method 

of analysis was ovwstated by only 2.8% Although defmts did aot attempt to 

apply thtirm&logyto caldate the impact on CiCizcas' q m t d y  uertcrlyi -- 
-- 

results, wcnatedratund#rbei t~ loay ,  t h e o ~ e n t i n t h c  ikstaad 

s t d  qwtus ammmd to 8.4% snd 3.5% of income, rtspcctively, and 5.8% of 

income for the &st six months of 1996. f2/ 

W The pJvtiw do not agrm on what is the appmpriate mrneasure of income far 
purpose? of dctumhhg the impact of the overstatemcat Pefdanbt 

- 
argument that Ci-' mxud iacome was overstated by 2.8% was'bascd on 
amparing the omatatcmwt Cibnsf "income firorn.opmati~ns,~ "other 
incomen and "hwstmwt h e "  before "inmest expmxn hss been 
mblncicd. PIaintZfkl argument that Citiztns' first quarter b a m c  was 
overstarcd by 17.78 % is bastd on cum- the ovcrstatuncnt to net 
iacomt aft# tam. We belitvc that the percentage impact of the 
~v-cnt on income probably lies sornFwfien between theparticst 
puwnbgcs aRer adjustments for taxes and interest q m s c ,  if appropriatt, 
bavc beta made. 

* 
23 



I For the fortgoing n a s ~ n ~ ,  thc COmmission urges this Court to hold (I)  that 

the mat&di~ of an ifcoh in a m i d  statement doss not turn exc1usivcly on 

numtrical or pacentage b e n w  and (2) tbat the district court should have 

carsidtrtd the effect of the atlegtd mbtacmcnti on annual and quarterly income 

aad should not ha* restrioted iti inquiry to the effect on annual ~ U C .  - 

specid Cotmsel 
Sectnitiw & Exhuge ColPmission 
450 Fiffh Street, N.W. ' 
Washington, D.C. 205494606 



uni 1 kU Si'Al'ES COURT OF A P P W S  
FOR THE SECOND CIRCUFT 

NO. 99-79011 

JOSEPH A G W O ,  et d., 

- PlaintifisAppcllants, 

Y. 

c m s  LrmmES COMPANY, et I, 

I, Hope Hall AuguM, beeby cud@ rbat on Friday, October 29,1999. I s q c d  the 

Quit for ~ Y C  Court of A@ k t b b  Second C h i t  and the f o l l o ~  pnrties witb two ~ o p i e s  

of the brief of thc Semities and Exdwge Commission, by fedad expms 

AadrewM.scha,Esq. I 

Sohrtz & Nobcl, P.C. 
330 Main Strwt 
~ C T 0 6 1 0 6  
COUWI *PhMEi-A* 

Gwrge A Zimmemuo, Esq. Jam# F. Strplemn, Esq. 
s* V.As& Esq. Jb B. ?iopp, w. 
S~Arps,Slate,Meqgbcr&FlamUP D a y , B e n y & f i d  
919 Third Aww OneGmcrbuy Orecn 
New Yo* NY 10022 SErmforg CT06901 
C o d  for D c ~ ~ A p p c S l e e i  1 



UNIED STATES COURT OF APPEALS 
FORTHE SECOND CIRCUIT 

JOSEPH A. GAMNO, et al., 

Plaintiffs-Appellant!+ 

Y. 

On* EiomtbeUnitcdSerdcsDisttictColtrt 
for the District of Chmcticut 

I, Hope I-XnIl Augustini, hereby c d f y  that the begoing brief complies with the type volumc 

limitation of F d d  Wcs o f A p p e b  P&we 32(4)0, and contains 5208 wads in 14 point 

T i  New RO- 



&rtt -adhdtk dowJt~~lplfr 
i b d s n l r s p P L t o P y h k m a J 8 M ~  
~ & A ~ ~ I n e u P a u l  
818 U.S. 182, x42 88 8.Ct mo, 10 
uu w (lOds1. qC. G m d M  v. oity 
gf P- 733. F2d 468,474 (9th Cir.lSB) 
~ ~ f ~ I n r h o o t ~  
I d  enf- af the aimdnrt prcvl- 
h o f t h e ~ n d N ~ -  
uon Act), cnrmukd at oUa p n d r  by 
H ~ m q h  v. D8 h Rna, 199 F.sd 
1037 (9th Cir.19991. Thw, in tbe abeence 
o f f e d e r r l p m a u ~ I n t h c ~ a f ~ W ~  
d 6 n u m l a w s - o f w k h t h e r e L n o  
~ r r b c d ~ l o o k t o r t r t e I r w t o  
detumine the 1UthaiQ of the Mate a- 
c c r r t a r r r t l t . n d w I t s ~ f m * -  
t i o n a o f W a n l f e l d m f a t h b ~  , 

[ I ]  The supl.sme Court of Vermont 
b m ~ t l d v ~ ~ t h U i ~ ~  
c e r r u l e a u t b a i d b y r t r t c l ~ t o  
armat lor v i a W 0 ~  of h d d  Ina. In 
VmnorU .p. lhma 168 Vt 607,616 A2d 

. ~ i t k c b r t h t t h c p o w e r t a  
a&.faryklwomdkrdsnlInrimplies 
t b e ~ t o # i r c ~ i n d d c n t t o  
tbEt st18& Sw V& 8U F a  at 601 
C " ~ w 3 h d d t b 8 t t b m  ...= 
r m b h ~ m d c r r i t h a a t - &  
W e r e ~ r m d s l r t r b e ~ ~ r a d t h r l t h c  
~ ~ t O ~ e a ! ~ r l r t r r  
Lgal9; M a d ,  29 P A  u 176 ~uphdding 
tbcam?atbyrtPteomcersfor*tioad 
fedad IPtR and "thtsekm [ofevideml, 
c n r h i c h w ~ ~ t ~ ~ 1 5 [ w h i C h l w a E r e r -  
~ d ~ " ) .  

Jowgh A OANMO, Bob& E* ma* 
~ L o ~ A ~ ~ w i I I i u n 3 .  
R y , l b E r k k d N o r m u l  GaW4 
T h r G u r n d F U a y ~ A .  
John Bstr N W M e b ,  J- 
T. Nortoa, RLkca t Norhm.John 
~ ~ ~ ~ o r t w , ] t P r r r ~ o r -  
t o n ~ M . T o M a . a d B ~ &  
Tudor, M M d l y  m d o n k h U d a  
* @ f w - d t o l l t d  
plaiaa-ta, 

v. 
CfiLZENS .UTIUTfE8 cw?ANY, 

- T o r r * W l l n p f o a ~ ~ ~  
Bobst J. -De=t4 D d M a & d & m  
1- . 

Dad#t No. 00-IPOC 
~n#dakccrplt'd& . 

&#oadckudL 



A ~ ~ t i o n ~ 6 0 6 (  
M-rtpCnl.mwr- 

m r r c o l l r \ f t ) r ~ t o f R i l l r l O b d b y  
s l l e & g ~ o r b ' . d n n ~ r U -  
i M U h t * M h -  
d p d d c r a t f n ~ ~ t ~  
# t n u k n t m d s a t t o ~ t h r t ~  
aJotrt h v u  d mhplwmt.tlm 
ar.omi&a importrnt swPM@a Ex- - A r t d  1m i la), 16 U . 8 . U  
# 78j(bl; 17 CB.R 4 Ul&4. 



C l n m a t b a t o ~ ~ l O b 6 & r i t  
f o r ~ t o r t r k d t f m , d L M c t -  
l b r m l a h m ~ ~ s d o p t b n t b u  
~ a ~ ~ e = h P P =  
~fe I l Inprr t in j r r lmnt4~pr Ioc  

UACA .i 7QIb); 17 C.F.B. S U&lOb6. 

16. F& Cm Pmadurt *1Ul 
~ g n ~  dsiarvw t ia- 

~ ~ ~ ~ ~ y r p s o p r i .  
ate byL for d i d @ l g  O 10(b) cadablt 
I b r ~ t o p h o d ~ .  securmm 
Edmge Act of 1% $ IWI, I& UaCA 
i WO. 
17. FIQnl Cf*U fro#drm Pl881 

W h s t h g ~ d L e h r P r r b -  
imsdur~brd*Irsdytsramrt tbd  
8 n r d r m n t ~ a b m l t ~ & n l t o ~  ' 

m u k & l d d w 9 s 0 1 6 d h n r W n n ~ ~  
i a r o l a a ~ 1 ~ B w f a m . b r r l . L ~  
helopadae-lad 

tmmrortrtaclrhn. S e d h n E Z -  
c b g e  Act of 1- f 10(M l6 VACA 

Whh 



U.SCA A, 78a note. 

=pWn-@rpprPl-a 
a n J j u a o a v a t d t b r ~ ~ D L .  
tr&Caafor t h e D i r t r l c t d ~  
(warm w. E*tUb h i o r  J*). 
mwh-ppdlsrr'~ 
t o m a k t . ~ ~ a d ~ ~  
( t b e " C o m ~ ! f o r ~ t o l t r t e r  
~ ~ ~ 1 0 ( b ) = a n d ~ ' d  
t h e & c u r f h ~ k Q i 1 0 % ( ( t b s  
-IWW ACPA 16 uac. 81 m) L 
WrJ. d Ed0 1W' pwdg8ma 
themadw 17 C.F.R. 4 W,lObb. Tbe 
dwictwurtbald: <1)tbcxnhpmm+ 
t--&-- 





'QipTWo... cmzmm lmurrlm co. 
C I * r P I ? . U t W 0 1 1 Q . ~  

I69 
& R @ ~ d i d n o t ~ t b 8 t U ( l l i ~ i r r  ymwd&a emhg8 i ~ ' 1 O O d  
WmPUondth.$M,Bdh ... w ' T h W . ~ F ~ l b . e 1 0 9 8 F ~ l &  
IITCCrddai-dalpudscag B d r e a o m e ~ n l r v s r  An 
~ ' ~ b y ~ ~ t h e ~  * $1- mPlba af Fee .rarr 
qumeraflPO&. L)EeDnftpstotbe- b c d w d C t b s b t ~ o i l Q O 6 r a d  
~ h ~ t a r b o s o ~ t b 8  ~ f n t b c 1 9 9 6 ~ r u t c a s c n t  
fn&tb&thLLblmrmWmdsupmortY ~lQWJFatnrlF3. IawrLtbeFemat 
n n t J l o f t b s ~ m h M u r s d u r t a l  f # w d d c d u p t a ~ ~ r P I 1 -  
t h e & a t ~ o l 1 B s b .  ~ w l . ? % d ~ ' t o t r l ~ t y f m  

1096.. k with tht Farm 1- for tbe 
b. A v p v r 1 4 1 m - - d  i l r r t t r r o ~ d I s s B . t h t d d d  

f j ' ~ ~ ~ F ~ I ~  d l d n o t ~ i r t t h e ~ Q u w t e r F ~ r m  
O n A u p u t 1 5 . 1 9 9 & ~ ~ s  1 ~ l ~ F o m I b ~ m d ~ ~  

o r b a p m a r d s v c m n - w  ~mw-tbpttherspamdin#lme 
... pmibferthetluw-mdlab.month iaclrPdedHTCCFeesumcdmdrecdved 

rI&O& mded Jim SO. 1 9 9 6 , ' ~  tbt h1085. 

ac#mM dortbc-iiilo% b&Jk in In- 
come Zarth5tst8IxmPlltbrd1996ovcr 
r h e a u a ~ p s r i a i h l 1 8 9 6 .  



lalmpub*-,- The-whrdathcraor- 
a r f n b q m d y ~ ~ r a d -  ~ d ~ ~ t ~ t r r d n u I n  
~ a & ~ ~ ~ R Q d -  . n ~ . p m b r p ~ ~ t h r v  
plwBoudTUPB*)WhNa8O,fllS I*opplalt up Cfd=d rbuc p k  50 
a 4 ~ ~ l ~ ~ a ~ j O t ~  X ~ ~ ~ f n 8 ~ ~  
&atyItQIv"). Thrddrmdmtl.to- r p u t W P a d u r a t k r ~ d p L e d d  
edly concrrbd- cilhmld mnw ovrp. .#mltmaoir*to-itl- 

m d i n m b y r n r p l o y k r g k a o r t  rnlmwhs- Bbtbal thma 
~ " * t m d s r M A P ~ ~  tzw&mh--m 
~ ~ ~ t o ~ 4 ~ 1  mlkcrPdd.byurfhWdrtoclrprice. As 
iav-tb*comp.sgb-t tatbbinbMdulL&f-- 
docrnotdom$ut4 ,Ct t t toarbW?~ R a r r I J I o r # n h a ~ ~ ~ . a d  
mtedthi t i taXerdMdnoruehco~ ~ p r P p o r k d l y ~ h ~  
avarmc. S m ~ A P B O p i a d m ,  ~ ~ * . C l u r p s r i o d ( m d . 1 1  
NO. 14 nit17 itm). ta tbc w w by 
chnqWnbCftbaar'ucrat-of muUfngtbctr-- 
H T C C r u I I 1 t h c l l ~ w t ~ ~  
theFeuwempddfntbafkamdEITCC B, -H- 
. t . d r . o d Q M m t h . a * . . I w W C S *  I. I= &! 

M tbi - z u u c o u l d ~ P s l n g t t r i n u ~ ~  
o v a r m .  uwt tng~t fomd #-lob) afthe Ex- 

* M & b = f - P - w 6 h J e .  
2. ScinrirrABcipaCioH 10H qpht  dI d a Z w  rrrd rlo&tfaa 

a l O e o o d t h t ~ l S O t ~ t b t  d* h t t h  dcfm- a w . h w  - daata mule thr p p & d  -ta- 
w kz,d& w lul'lrlulhr, That 4 *-rba-b 

~ t 4 8 t a i o r ~ a f C i ~ k L i m d  - 
~ m o r t o f l P 9 6 t h r t a ~ ~  
aitnanmcr~lwrlvlt0rcplr# * ~ m ~ f t , s a t i n b r , u p r r b r p t b r t :  
hra, Pldl* Bell tLt d h z E  (1)U*-8t--- 
Howew, by tba d d1W rhu the Matbe--- 
W T C C F # r w m r l r a r 4 y p J d h , ~  p u b l l e b r . p s r b l s ; * ~ ~ -  
forma th*titrurbb b n m a W  w--rrftbprtMPJb.;.@)tbs 
-spa, m* Fwr. . = = t d F - t b q W " W  
~ w ~ m t b s H T C C F 4 a r ~ c & d k  ~ ~ ~ u r ~ d t n r  
fsQara-krtmhAdiIc dacsitaPmpi#drdrddd.s1,7'%d 
8 6 n , ~ ~ ~ ~ ~ t ,  
m ~ f e 1 9 1 # t b e F d a ~ l v v e  --;(4h-- 

'".--hm-- IDdrntheCoqldatWtd~.~... fnsl-h-aMLagrip 
1996 S w f f  m u , ~ t o t h c  teo(")--tbb- 
-t&-mraIpuLkdtbc t IO(bYRtJI , lW~8ra lro t*bbb .  
n n m @ i m d t b e F . r r b a r d g t o ~  The did€& & ptd  tbs dafsrr 
theinmmtrand d r a t l l ' ~ t o a k m r u  Q#Gudwcr 





~ . E r s a 4 4 8 , o a ~ c t . ~ c s m d A  
m am, fur I lW) Ud EIub 1w 
acuw); Gkur u lponrrioo Gorp, OBI 
F J d l r 0 , l 6 C b b C S d ~ . l ~  ''ITJhmo 

m r v t k 4 ~ ~ t h r t ~  
AtvllnamdtbCam&dirtmuldZur% 
b ~ b y t & ~ f m v t o r u  
h ~ ~ ~ ~ t & l l O t J ~  
d - mvdr m a d k ' *  B* 
aunum-se,zoeactm(~ 
TSC I n c h ,  4H U.6. at 449, e# &a 
zm I t i s a o L m r W M r n t t O ~ ~ t h e  
~ * h ~ t b e ~ .  
~ o r c u l l i u h ~ t .  011 
theokhud,ttba&~-jto~ 

L N l u w l i C d M m a t L  

[6] Tbtdbt&tEatrLhddtbU*d- ~~~ d tbe HTCC 
F w r i r h * f a g b s e n ~ l a l e O d w m  
brmufrrrl.l.~.*dhmm 
F e m ~ t o o r & l . ' 7 % Q ~  
l a s a ~ ~ ~ ~ .  T h e ~ m l d t b e  
S E C , . r ~ ~ , d t b r t t b b  
& ~ c z d n d v e ~ o n r ~ n u -  
& w p e m r m t r p a ~ k t o d c t a r c  
~ ~ ~ r u ~ .  Thsfrparitim 
k rryrpaCcd by wple utLhori~. la Ba- 
r i r , h S u ~ - - l - d Y ~  
the~d8lllmacafalfarrmrl: 



OINMO ** mIZm3 uTnm=.CD. 
mrDI TJ1 UI OrlC.. W 

. 16s 

o f r ~ m & # d k ~  Metdwwitbh1.I Oi-nlr- 
Su 16fi FA rt M. U k  mmtoWretionmWf- 
O l O ( b ) c b t h a ~ l l C 4 ~ ~ h a B .  .* tbe mhrtEtsmaat Mmb a 
~ t o ~ t b e c b t r i l r d r ~ f f  dmga la cvafnOI or otbcr bwh 
t b e n w k n p L L ~ "  Sarriiirt884. a ~ t h e ~ ~ r f a U -  
w e k r H n u r h ! ~ ~ ~ 6 ' t O - ~  m t o ~ ~ c o ~ ~  
~ ~ ~ * ~ ~ P  w m f m t l ~ ~ . I  

I& u o l l l # f o r ~ ~ a r u l e ~ ~ -  
+t#d tfut u i b y t b t S E C p u r s u r n t t ~ I t r ~  
ranp d f a a m  588 rd m- m- puthdty, ,rw 16 US.C. 78da1, SAB No. 
e~ r d d  h a  n h m  g Q d ~ n o t ~ ~ i t t b t ~ d k w .  
t J k s = ~ - u . - o f ~  sw K f i ,  c&-v.HhCamEy, 
~ - * - ~ r l p c a ~ i n t o m  - U 5 1 # I I C t l 8 W , l 8 B Z - 8 8 1 &  
w - ~ ~ ~ ~ p l , o n ~ ~ -  L E d 4 a 8 e l ~ ~ ( ~ t h t t n t c l c  
Drr. ~ , B B ( F Z d . t 1 # I .  Weheld ~~~~~~ 
Wttwmltrrlrlfqtdmrrplr- thaltfnpPliqratammmlOanqm- 
d c p c a d r ~ ~ r p a c t d c f . e l r ~ ~ -  4h,andedkwm&OPMcllncr,*ut 
Suid SsrahinnHonuHmWCorp a Im rmnnlr. the & ofr  &md 
4 A m  1% SW L#lp, NO. m. -t p 
pk88ClopeWL7P01Cn9a.671EBh - l c ] t : t h c f ~ a b h ~ h  M B ~  
J U L P ~ , I W ) ( ~ ~ ~ ~ O ~ ~ -  cb~~tlkrfaus.m,1u,waet 
urtarttcrdltnEdlprat6lapart~d a, I L E U  9(8 bhhg thrt 
a d r n n ' n i m u ~ d t o t d r r v m u c  aom~lmrly~bwwd#ittagdd&m 
n h a r p u r l f E r t k c h e t o r ~ W ~ ~  t b u r t a ~ C l r r ~ . I s h k h  
dpaculth In n L*PdK4 cmpeuhrdducdrb*nhnnthbh 
5- 10 FSuppZa 410 (S.D-N-y- dlrrP~t~-IlllrMeh,9sdartbt. 
1 9 9 8 ) ~ a n B ~ m d ~ t o  & l h g ~ m r y ~ a q p p b  
h d d u ~ m r t k r d I r a t h i t ~ t a  t l m ~ f o r ~ o f ~ ) ~  
~ ~ ~ b p n o m m t t h p n e b ( %  mid by rhftrte on other.gKmIw, 
rart tpmrterll). N a n e t b s l s u , b s a t w B E C W d  

tngbuIlctiaru-abPebrd@ 
(7.81 Witb mpt to fbmcbl rtsta- e n s c . n d W m n d ~ S l d Q M n u  

~ t a , t & , B E C h r r ~ t h r l v r s i -  S~&Ca,mUa18(,110,dltaCt 
o u s r ~ i r c t m r n y c u # m i r -  1m,mLEtL1U(1W(XmdIAB~&op 
s M u n e n t . d ~ ~ d M o u n t r  Iatborougblyrauanedradcb-rrftb 
to be mnterU" SEC 8 M k m m d a g  ad&nghw4bnmdmwthWdfb 
Bulb& m") No. 99, 64 FtdRcg. ton b a p l y  an r2lplicrtlon d't& .well- 
46160,16161t(IDBO)~tobeodfltedrt17 a W b d B ~ ~ b ~  
CF.RpL.ZII,rPbOt Bl(rapmnmdng ~ o f ~ ~ i l a d # ~  
fatrrpPatrttwumd ~~ by ~ p r l d P l e a f a r ~ t b e ~  
t b e ~ ~ d ~ ~   ofl la^^ SII 
r P d h ~ d t b ~ A c c a m ~ l I l  . - U & I , 1 8 0 & a . r t  
-dl*lolm.-d Z-satBuaItia 
I. @'AmuklpfrbdtthrracrkRmrat& ' " b w t t a t . a d r d b E h a p ~ I n u o r  

& L z %  --&%="5=U% 
. n ~ ,  f66hJdrtSfSkX 4518  ~ , t k r k r I & r ~ N 8 . ~  



184 - t t d ~ J u m R T m , . a d n s m n W  

s ~ a c t l t u k  0 ( ~ r r f 4 ! 9 ~ ~ ' a t 1 ~ 6 , ~ 1 '  -26,1991); Frrb.ru-Corp 
act, 401. clrre ~slrpp. BOB, 108 ( D . ~ I ~ .  

T l u t r o ~ c d ~ c r r c f t w f b y  
b. 1PllcrrrrrCLiWlwn ZZ i iZ= iZ  - - tbl tb. 

I s  IB Fdd SBg (8tb ck.lm, tbc t r i c c - a u d b g ~ t b t F - t a  
~thchWitW.tbrttbrllapdmJi- Cftkapr'W-fartsddt#*lla- 

. ~ ~ r m o r m t s d L o S c r f  soma .hcpholdfpg , tbedfr t t l c tm 
~ I W t r , ~ ~ 8 6 & ~  -bdh*cdwthm- 
d hw -1Uakn b COIJ*TLu Id at 647 rabd on imrtid 
~ ~ . d b d ) .  ~ ~ d i d ~ l a l y  Drhrlplr: 
on t& amdd kaebmrrk but Al- dedmdsntr rsDcrt that the 
rLotookIntomndllarHnntbefaath.t u a m r P s d ~ U ~ ~ W r l l e @ d ~  
t b c u s k w o h r d a b f g h . ~ ~ i n -  r u r e ~ t o W ~ a o r r p p r o d -  
rsrhnantradtbrl&rfik-hrd m r t c b P 9 L a f - ' ~ p W n -  
~ ~ ~ I n r p q m e  WIrlkpthttbirrtrbmcat*w 
arr Id at W 4 ,  647. SlmlWy, In tmccumu by 16.78% keau# Wmu 
G h ~ u ~ ~ C q r p , W l  w d m p r i n c i p l r * * * & -  
FBd a7 (Itt Ck.Irn}, the tbt Ffntt 
C o l u t o f ~ ~ r h t t b a r 8 % '  Gwrinq 66 ?'Supped u Pe( (snrphut 

- t o P % Q o p b ~ & r s r c w c - i m -  added). I n f a & l l w c R w , t & ~ W  
m r t t r L l n a m t W r o t k  I t d i n  a o a t c n t i o a r w i t h r a r p a l t o t h ~ o f  - 
d f c t r , t b r t Y w ~ r d & k , d ( l b u p r h  t h e 1 W 6 F a a u l g D b w ~  
' ) A O b r i d t o f O a f y ~ ~ v l l u e ,  natwmwhontbewodquftyImoPnt. 
dircl#rp.ofrrougbatbbdthuwi- ingasonthe-dt&Fm 
rbb'rvrlunmobruatbcnscdhrmm mincomcrrtbut&nrmuuk M h t m b  
qaodk-' Id atm(cmpbuL tpcpxroflacm#cmldbtmrPerklbff.ouc 
rddeb). The cbrr bnpbala dthL " e u n i a s ; r r r p Q C I m ~ ~ p l r s a r a d  
~ t f a t k 8 a % t b ~ ~ ~ b t  d 8 h t b r L W - d m b  
~ ~ r n t b s ~  thciriu-tdairlmwu A w -  
T o ~ c x t s a C t h f t t k t r r o ~ ~  I f ~ W F ~ l l 4 F d d r t U B O n .  
daddm rLodbdfa thr opinioabeloa. 9; # r I s ~ K i d d r r P ~ l O P ~  
a W U e d r b r f i h W a c t u t I w ~ ,  at410. TheccmWatalh@th.Ltbt 
-&glwnfCbthafr.pprordL &# Feawem*prr-trrhrama(-h 
S l C v r t r r u S ~ I r r e , N o . o C  w f d c h U w r 8 w u a o ~ s l t .  
20024, lee? WL MMW, u *8 QS.D.CaL psn#Y rnd rapartrsdb -pared the F-. 
7 . l a n k * Y * o a . t b r a n u . x p ~  r ~ ~ ~ w ~ ' . n d ~  - m r  - Ef.l farwrr' zkzg%Clb.r- MadPk - warn Ua * fI'.ll - ~ d r b r g r m a t y r ~ ~  11972k - Abnh.a I BrPo& ckc .  

b y - w & - m I e .  ---.2Q(lPR)id(lc 
t h C a a b d h h o w m r , t h E h t r p .  - h ~ - * H ) ; ~ " d  
P P l f L ~ ~ w u . a d f r ( l , m  Z W a - d h * & d a , W  
tabwv.mrru&-1~ LbPUldbd~rrap.ulapdoaWhfb.k 
--& k m h u *  -OI-wd*:-m- 
-P-*rolsae b b . ~ e r m - - ~ -  
wkth- owtlul-" I '  Lahat-, 





t b ~ & t & f ~ ) ~ e ~ , & & ~ ~  ~ h t b F h t ~ F o m 1 W  
. Wut10991@td&da8t8oatbpu$8drd. e d P r ~ l 8 i h t m t f r l m f t n o t  

dmtahamprarrdrvrmriylbartbt r l l , o l t h e ~ f n ~ f ~ ~ t h c b n t  . 
arnpPly timgtlt tkw drt*-dglahntl. ~ m e o m p r r d t o ~ ~ p r r r r t c r  
l % m l b , m t b i n L L ~ t o ~ r m -  of W S  himwe?, .ccardiag to ?he 
prrrtkFeutarrot*rnnurtmb Cpsl* mmIPmL* o f =  
Q - 4 Y - d  ~ ' ~ * t & m d ~ ~ B ) ~ o f  

i n % ~ a n e t l a d , ~ o n b . u r  
d Zl#b(;omplbirJ rarptt afth(e3 addthml HTCOrdrord h= 

Crol ~ t b r f ~ ~  oome,rad~-k!*fw(hc 
tuWwkm,mwudndethrttbsCarn- fh&rfxopontbbblsOBaompubdwtbe 
p l n i n t ~ r n r t u k l ~ ~ ~  htcbtmoatbro?lmrruducmti* 
in rht 1988 Ffm d -d rn the iaforde rewpbd h m  m." 
FormlcrQI.naewr#porrdlngpl=- Y.hlthLcantaxt,hcuurotberrM 
b m c & n u a d y * * 9 a f . d ~ u -  thrnorswnrble lnvsrtrrrwmrtlbne 
t i m d U O . ~ ~ d ~ r # m h n d f n  c m d d e d t b n ~ a f 1 @ 8 6 F #  
i O g d u 1 0 W ~  TbmmtllloaQf nIOW~tohed@cantw&hme 
1 @ 6 F m M M ~ t b r d r r t m  JtandWtotJmfxdfrJoomrttamm- 
~ f L O O I ) # E u r l s d I ~ ~ n b d ~ ' ~ ~  lngtbsirinvmmcntdsddanr. We- 
~ a e t - ~ m r m o p ) , ~  f o r c ~ t l p r t ~ c a m ~ ~  
11.7% of tm a4t lamme m%Is mrtsrW ' W e d n o t  ' 

m M r r ) f O r r n M . r *  rn(lO.ld- r l d O a ~ ( * y r n p o t l l  
I b p r ~ i a t J m S O W ~ ~  Z h w a n m n t l ~ ~ ~  ' 

h 1 0 - Q ~ t o 1 1 ~ ~ -  a l r n C m d t l m w n ~ n r $ a s a i  
r w t i t l e o m r ( $ 8 m ~ ~ ~ d p r t .  tbFee#rraalMmrtlPW. 
tax lut hame ( I W  d b n 1  for the 
~ r t r ~ b s l p o b .  W e r n E L L  
~ p o k U t o ~ r t t t r L ~ e f  s. Rupanw 

tbr n t i w m  t;ht .Rlbruntw [la T h c d 8 f ~ u r g m m t o ~  
a#unb,botb iu Ih .ahrCI~ .Ud~ ~ ' ~ ~ 4 d . h i . i " " 1 # I I ( 1 ~ ~ 1 t b l )  
pamdagw OrtPul~inermrafmthe ~ a i r n ~ t i n ~ ~ p r 4 r s  
~ p u u t P * , r r r p r - ~ ~  d m f t d h 4 i t B l l p 9 1 Q I w a r ~  
ZmtkafOlrr* 1 ~ o n k l l p v t 7 , 1 m , ~ t b s P o r t  

A d d e ~ t h . ~ d t b C ~ ~ a ~  bsldw.Id9nfdcut--m 
s t & a m * t & ~ a u a g e i d t h * t ~  ' o f t h e ~ - b d -  
dc ibrrdrntr~r tar# l theFlgun-  mderkl to the 
t l l 1 ~ f n o r d s r t o ~ t b a ~ ~  OM- M F a q p d r t r n .  . J - d i c a  
l ~ m d 1 9 8 g ~ a u d t h t t b r g l c t l d m  to t3# CawWnt on thrt &to CMsam 
f n & t a ~ C f l l D b d M t P n t o ~  itnt lnablw M b d d g d  tbd tbr re- 
uulprb!muu*l*laurodto~ta p o r t b d ~ i m h a m d - m d ~  
61-m-trmd. T h w t  md1lseaWddarhrt.atkl.m 
~ t h t & e ~ m m ( l m p S F d # r e -  Inants ! h m H T c c . T b e ~ W *  
& ' I h N n v Y a k # o c L . r k u r a c b m a t .  CDmuv.MmWLpshdLb,  N t a 9 2 a :  

P b a r r i i h e p h & n k b r w w v a ~ ~ . ~ w & a  ~,lW3Wt00nl,u*4aZ~SD~Y. 
tokGxttphWmuuhWrrl~bltkmsprsb J d y Z , I 9 9 3 ) ; ~  krPrsnlv.So*rCorp.,991 
d bj hno NNm- PSupp 343, 334 k 3 (SmD.N.Y.199a) (ukhy 
rbrlrzdn--arq.PL(w f r d l d . l ~ d w l r i w p r r d p r r ~ -  
aotimdwPplPbitchrddprlcrrvlrbout obrcrMdrrLD. w , t b -  

, ~ t b r m a i o n m d h k 8 l n o D r -  d ~ l t t r r o r ' r o e i p r l e t f r ~ m d w p l r t P  * S U P m x b  d w f r a a d ~ ~ *  SrCaPK -"C-"y&. 
! -Nor97 UM,W#*.W&lPPO J n d u l ~ I ~ , v . ~ ~ L ? . . W Q I ! d d 4 2 ,  

WL lo4mr. rt '5 (S.DN.7. Apr. 9, 199P): 470d*.lPPI). .' 
, . 

. . 



~ w t k m ~ ~ # e m r p  
k d p r l a d i b d o d t b ~ t b t t t b c  
t a u t h d ~ r m # I D ~ ~ ~  
S a m w w  t P e F a d . t l l P e t n . 4  
A#cciakdRawW&#rk,SFdd.t018. 
I(; 6 .B- as U.S. rt w 10~ act 
~ ~ p f i o n c b r s l i * n c o i n r i k u d .  
l m & a m b t a r e m v b e * b y  
~ r h r t L Y b r ~ k m p i c e n ' ~  
ptprtgtbaauth'% ~D~~ 

rsethsiai--bUaamqysdta 
t b s p l t i l i c ' k f t h r Q O n a o i ~ . a d  
r s u l M Q ~ t o ~ 6 1 -  
bsbf*sb.aym(.lrdfw-- 
dtrg"hdb@mWaUam& Inn 
Appk Cbnrputu S a  a tW F A  
IlOB, lU6 totb &JW. 

E O U l d m t ) n t t & , m m l t 8 t r u ~  
 in-^^^. 'nu 
t m M s d t d b y t h t c k l ~ d o m t  
h p l d ~ u m ~ ~ 8 t  
k t c r ~ . o l ~ a h r ~ p i l i r ( i u r  
h a d ~ r u b d u d w ~ s w  
I n n  ~ ~ ~ 8 ~ & & ~ 1 2 1  
F.Supp lUS.11BggO ma:- (dr- 
dmr-f=.mnmmr- 
B s Z u b r g r r u - ~ ~  
689 F- 77U, 7814  (EsJklSRl) [(da 
*part.trlrl-fw-* 
mlPul). 



~ t b 8 y ~ t c k , a r a r m r m a n t h  m a w a a  ~ r r r ~ t o d -  
t b t c i t b m r b r r - p 1 3 r + * ~  * t I n ~ ~ ~ b u b d o n  
1m--& ill dlrprttr. lihmmr, on tht t l u 4 ~ a a t l t o ~ ~ '  
p r s r s a t & f t ~ b s . d t h U n o  
~ ~ d h x r r a b t l m t l r d  8. Sdnrtr* 



hprrr-dtbepwhd- 
i n ~ W ~ # l ~ ~ R s p P r t . t h c P r e d d c n a  
varoea EllL 1066- Scc 141 Coh'o me. 
88191 (1996).n Dtp.ine the (~ubaquerlt 
Cmgr-hd &bate e wdda the vcur. 
~ r p p g m b n o f t h e b ~ i n d u d h g i r s  
a v - m - t h a -  
hpm,4tqhmgthUmlWBbfOCt 
~ t b a f i m M v l ~ ~  SW 
* p . , l u ~ I l E C ~ a 9 9 6 ) ~  
~ t d ~ ~ C [ I l r k t b s ~  
iYrdt'4 CLhdrU alnrfml.7: 1U COwa 







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 III:  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. Iannaconi 
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 

December 2007 

Regarding Materiality 

Materiality Task Force: 

Diann D. Gross 
John J. Huber 
Teresa E. Iannaconi 
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 decision1 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 

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 

when considering whether a small misstatement is material.  The list, however, 
is not exhaustive and there can be other surrounding circumstances to 

The absence of the qualitative factors outlined in SAB 99 does not necessarily 
mean that a large misstatement is immaterial. Rather, each misstatement 

valuation models. 

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

1 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.  

solely on quantitative factors.  This is true whether the misstatement is small 
or large. 

circumstances. 

SAB 99 lists examples of some of the qualitative factors that may be relevant 

consider. 

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 
examples2 of qualitative factors that could be considered when evaluating 
whether a large misstatement is, nonetheless, immaterial:  

• The misstatement only impacts metrics that do not drive a reasonable 
investor's conclusions or are not important to a reasonable investor's 



 

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

•	 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. 

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.   

• Misstatements that relate to financial statement items whose 

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 

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 
qualitative differences between interim and annual financial statements.  
Frequently, interim financial statements derive their usefulness from their 

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 



 

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 report3 . 

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 revised4 

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. 5 

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 

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

financial information before the next interim or annual period filing.  Disclosure 
relating to the revision should be transparent. 

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. 

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., 

5 



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 

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.  

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? 



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 

particular line items6. 

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 

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. 

6 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: 

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.* 

1 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). 



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 restatemente3 

GAAP has become so complex that no one can get it right all the time and for certain 

issues there is no clearly right a n ~ w e r . ~  Very few companies have the resources to have a 

specialist in every aspect of GAAP. 

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. 

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 standard5 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. 

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. 

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/spchO20907cwh.h) 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.6 

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 down7 the definition of materiality from a standard of "what a 

reasonable investor would consider important"7 in making an investment decision to 

"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." 

7 TSC Industries, Inc. v. Northway. Inc., 426 U.S. 438 (U.S. 1976). 
8 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. 



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 Is it still happening 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, =, 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. 

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. 1 0 8 ~  

is applicable, and, if so, how it can be implemented. 

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. 

If a restatement 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. 

If a restatement 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. 

5 



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? 

Review your D&O insurance policy and indemnification provisions with this fact 

pattern in mind. 

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? 

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. 

What disclosure should be made? Paragraph 26 of SFAS 154 may only be the 

starting point. When and how? See Rule 2 below. 

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 ~iolated"'~ 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 

lo Lessons from Fannie - Bob Blakely's Tips on Restatements, in CFO.com at 
http://www.cfo.com/article.cfm/8885662/c~8910395?f=maga~ine~featured. (hereinafter "Blakely's Tips"). 
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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&A7s for employees, make sure the Q&AYs 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 lob-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 221 78223 (N.D. Ill). 
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litigation, especially if your stock price drops when the press release is issued.I2 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 1 0-Q, '~ the New York Stock Exchange process 

focuses on a missed Form 10-IC14 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: 

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, 
- - - 

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

13 NASDAQ's Marketplace Rule 43 10(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. 



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. 600169106 (Sup. Ct. N.Y. Sept. 18,2006) (hereinafter "Bearing ~o in t " ) '~  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 actionI7 and still other companies to arrange bridge financing when they fail 

15 The opinion is attached as Appendix 2. 
16 Section 5.02 of the Bearing Point indenture, titled "SEC and Other Reports," stated: 

[Tlhe 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 3 1.4(a) 

Bearing Point at 5. 
17 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). 



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 Staffs 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, t h s  

means the Form 1 O-K has to be filed by April 3oth, otherwise the Form S-8 is not 

useable thereafter. If, however, the Form 10-K is filed on May 15, the Form S-8 



would again be useable without further action by the company.'8 The filing of an 

Item 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. 

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 5 12 of Regulation S-K, the Staffs 

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. 

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 

-- - 

l 8  This assumes that the Form 10-K constitutes a valid prospectus under Section 10(a) of the Securities Act because 
of incorporation by reference. 



the prospectus, you will have lost your status as a Well Known Seasoned Issuer and 

can only use Fonn S-1. 

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. 

Section 21 1 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.19 The rub for the company is that while it has to hold the annual meeting 

under Section 2 1 1, 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 andlor the sale of the company because of management's performance 

as exemplified by the restatement and how long its taking to complete the process. 

It 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. 

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

acquiring the common stock and running a proxy contest under Section 2 1 1 of the 

19 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. 

Material contracts - anticipate deadlines and the requirements in your material 

contracts. 

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. 

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

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

5 .  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. 



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."20 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 

20 Bob Blakely, Chief Financial Officer of Federal National Mortgage Association (hereinafter "Bob Blakely"). 



accountants so that SAB 99 memos can be prepared and reviewed before being furnished 

to the outside auditor. 

9. 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. 



10. 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 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. 

1 1. 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 likelihood of a re~tatement.~~ 

Otherwise, you will just be paying for the restatement and then incurring the same time, 

effort and expense to avoid the next one. 

12. 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 
restatements is attached as Appendix 3 to thls paper. 

22 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. 



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 re~ta tement .~~ 

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 

PCAOB 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 

23 Coping mechanisms, include overcoming the negatives by sharing the positives, llke 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. 



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. 



APPENDIX 1 to Rules of the Road for Restatements 

SECURITIES AND EXCHANGE COMMISSION 

17 CFR Part 2 1 1 

[Release No. SAB 1 081 

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 staffs 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) 55 1-5300, Todd E. Hardiman, Division of Corporation Finance (202) 
55 1-3400, or Toai P. Cheng (202) 55 1-69 18, 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 2 1 1 - [AMEND] 

Accordingly, Part 21 1 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 

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.1 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  factor^.^ 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. 

1 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).3 
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.4 

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 staffs 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 $11 0 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 errors, revenues in the current year are understated by $60 

Concepts Statement 2, paragraph 132. See also Concepts Statement 2, Glossary of Terms - Materiality. 
4 Statement 154, paragraph 2h. 



($1 10 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 $1 10; or, 

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 
$1 10. 

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 1 54.5 

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? 

5 Statement 154, paragraph 25. 



Interpretive Response: The staff will not object if a registrant6 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 1N 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/sab 108. 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 
............................................................................ X 

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. 6001 69/06 

BEARINGPOINT, INC., 

Defendant. 

APPEARANCES: 

For Plaintiff: For Defendant: 

Kleinberg, Kaplan, Wolff & Cohen, P.C. LLP Fried, Frank, Harris, Shriver & Jacobson 
55 1 Avenue of the Americas One New York Plaza 
New York, New York 10 176 New York, New York 10004-1 980 
(David Parker, Edward P. Grosz, Esqs.) (Matthew Gluck, Esq.) 

Anthony, Ostlund & Baer, P.A. 
90 S. 7th Street, Ste. 3600 
Minneapolis, MN 5 5402 
(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 Delaware, with its 

corporate headquarters in McLean, Virginia. 

BearingPoint failed to file its required Annual Report on form 10-K for the 

December 3 1, 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 on 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 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 9 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 ow 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 Default. 

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 5 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 5 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 plaintiffs 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: 

[Tlhe 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 3 14(a) 

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



Thus, by reference, 4 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" (1 5 USC 4 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) (1 5 USC Ch 2A Subch 111) which is expressly referenced in the 

above-quoted language. Indeed, 5 5.02 of the Indenture essentially adopts the exact language of 

Section 314(a)(l) 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 5 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" 

(g) 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 [...I 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 (Winearad 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, plaintiff 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 

BearingPointYs 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 [...I such action shall become effective when such instrument or instruments 
are delivered to the Trustee and [...I, 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 5 1.04 [a]). 

Thus, an agent "duly appointed" by a Holder may provide notice under 5 7.01 of 

the Indenture. Moreover, the above-quoted language states that the notice "becomes effective at 

the time of deliveryy7 to the Trustee and to BearingPoint in accordance with 5 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, 7 4). BearingPoint stated that it would get back 

to Andrew & Kurth regarding the issues discussed, but never did (Baumfield affidavit, 7 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, BearingPointYs 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 tj 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 77 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 h l l  

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 [I9761 

[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 (E Friedman 

v. Airlift Intl.. Inc., 44 AD2d 459, 461 [lSt Dept 19741 [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 

20051; Fontana v. Republic of Argentina, - 415 F3d 238 [2d Cir 20051, 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 tj 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 



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 8 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: 

[Tlhe 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 5 77bbb [b]). 

To implement Section 302, TIA 4 3 14(a) expressly mandates that: 



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 5 77nnn [a]). 

Thus, 5 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 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 expressed 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 3 1, 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). 



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 (RIS Assoc. v. New York Job Dev. Auth., 98 NY2d 29, 32 [2002]; Bethlehem 

Steel Co. v. Turner Constr. Co., 2 NY2d 456 [1957]). "[Wlhen 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 

par01 evidence is not admissible to create an ambiguity in a written agreement which is complete 

and clear and unambiguous upon its face" (Intercontinental Planning Ltd. v. Daystrom, Inc., 24 

NY2d 372, 379 [1969]. Having found that the terms of fj 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. On 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 Corn., 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 

20061). 



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 5.02. Since the default mechanisms of the 

Indenture were hlly 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 5 7.02 of the Indenture 

(Complaint, exhibit 1, first cause of action, 7 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 plaintiffs 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: 911 8/06 

ENTER: 

J.S.C. 
BERNARD J. FRIED 
J.S.C. 



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 1 0-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): 

An explanatory note at the beginning of the Form 10-K amendment that discusses the reason 
for the amendment. 

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". 

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. 

Audited annual financial statements for the most recent three years, restated as necessary and 
with columns labeled "restated". 

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 (a)(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). 

The disclosure referred to in the Chief Accountant's September 19,2006 letter that applies to 
your restatement (the letter can be found at 
ht~:llwww.sec.govlinfo/accountantslstafflettersfei aicpa09 1906.htm). 

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 Shave-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 
htt~://www.sec.~ov/spotli~ht/soxcom~.htm), in disclosing any material 
weaknesses that were identified as a result of the restatement andlor 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: 

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; 

mean the Division of Corporation Finance has concluded that you or your company have 
complied with all applicable financial statement requirements; 

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; 

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; 

foreclose any action recommended by the Division of Enforcement with respect to your 
disclosure, filings or failures to file under the Exchange Act; or 

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.~ov/info/accountants/staffletters/fei aicpa09 1906.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 202-55 1-5301 or Mark 
Barrysmith, Professional Accounting Fellow in the Office of the Chief Accountant 
202-55 1-5304. 

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 (202-55 1-3400). 

Sincerely, 

Carol A. Stacey 
Chief Accountant 
Division of Corporation Finance 

http://www.sec.gov/divisions/corpJin/guidance/oilgasltr0l200 7. 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, I 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 
disc~osure.~ While Item 9A of Annual Reports on Form 10-K and Item 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 is 
printed in the ABA's The Practitioner's Guide to the Sarbanes-Oxlev Act. Vol. 1.1-1, (2004), the 
editors of which are Stanley Keller, Vasiliki Tsaganos, Jonathan Wolfman and me. 
2 Section 13(b)(2)(B) of the Exchange Act. 

See Final Rule: Management S Reports on Internal Control Over Financial Reporting and 
~ z i c a t i o n  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.govlrules/Final/33-8238.htm). 
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with oblique references to internal controls to specific disclosure4 of material weaknesses5 which 
also drill down into what management is doing to remediate the material weaknesses and when 
management estimates the process will be completed.6 

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 4040) of 
SOX. As with the disclosure that has been provided in 2004, the presence or absence of a 
material ~ e a k n e s s . ~  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.' 

4 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 2"). 

See my remarks set forth in the "SEC 'Hot Topics' Teleconference" sponsored by Glasser 
~ G l ~ o r k s  on July 27,2004 ("Hot Topics"), "Impact of Internal Controls on M & A" 
sponsored by DealLawycrs.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. 

' While some have advised that management should disclose significant deficiencies in periodic 
reports in addition to material weaknesses, I 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 -is critical to public disclosure. If a company has a material weakness, management 
cannot find that intemal 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 aolicv of material weakness is to act as the "canarv 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 materiai weakness. Yet, I would respectfully submit that no tk l  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 f~lf i l led '~ and the 
marketplace's reaction may well be to ignore or discount the significance ofthe 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 intemal control 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. 
10 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. 
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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 he 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. I 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, 

of LATHAM & WATKINS LLP 

" See, ~ M o o d y s  Investor Services Special Comment, Section 404 Reports on Internal 
Control: Impact on Ratings will Depend on Nature ofMateriai Weakness Reported (October 
2004) and Institutional Shareholder Services, The Friday Report (April 8,2005). 
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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, I will limit my remarks to my view of the future of Section 
404.' 

While 1 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 Commissiort'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 shelf rule. 
However, I would suggest that the two-year period since Section 404 became effective for 

1 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 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. 111 (2006), the editors of which are Stanley Keller, Vasiliki 
Tsaganos, Jonathan Wolfman and me. 

2 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; 34-5206, 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 
~onfidence.~ This effort would have four objectives: 

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 a f fe~ ted .~  If that occurs, internal 
control over financial reporting will serve its purpose of acting as the "canary in 
the mineshaft" of the financial statements. 

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. 

Consider foreign private issuers as part of a global marketplace and understand 
that US markets should continue to be gold standard of capital formation. 

I urged the Commission and the Public Company Accounting Oversight Board (the "PCAOB) 
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, e.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 Regulation 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 
markets5 

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 c~nf ron t .~  

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 
American investor can understand what the relationship between disclosure 
controls is to internal controls. 

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.' 

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 ofjudgment by registrants and auditors alike. 

5 See, e,-g., William H. Lash 111, "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 likelihood 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 likelihood" 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 is 
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 Companies, 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 auditors 
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, I commend the Commission and the PCAOB for conducting the 
Roundtable and appreciate the opportunity to participate. 

Respectfully submitted, 

of LATHAM & WATKINS LLP 

* This phrase is borrowed by me from President Reagan. 




