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June 23,2008 

Via Electronic & U.S. Mail 

Nancy M. Morris 
Federal Advisory Committee Management Officer 
Securities and Exchange Commission 
100 F St., N.E., 
Washington, D.C. 20549-1090 

Re: File No. 265-24 (Advisory Committee on Improvements to Financial Reporting) 

Dear Ms. Morris: 

On behalf of the American Federation of Labor and Congress of Industrial 
Organizations ("AFL-CIO"), I appreciate the opportunity to provide input to the 
Securities and Exchange Commission ("SEC") Advisory Committee on Improvements to 
Financial Reporting ("Committee") on the four subcommittee reports of May 15,2008. 

Union-sponsored pension funds hold more than $450 billion in assets, and union 
membersparticipatein benefit funds with more than $5 trillion in assets. Collectively,union 
members and their pension fixnds have suffered hundreds of billions of dollars in losses as a 
result of accounting-related scandals in the last decade - including those involving 
corporations such as Enron, WorldCom, Global Crossing and AIG, the stock options 
backdating scandal, and the ongoing mortgage crisis. 

The AFL-CIO and other investor advocates were troubled by several of the 
recommendations of the Committee in its February 11 progress report. In our initial 
comment letter of February 10 we expressed concerns about: 

Materiality 
Professional Judgment Framework & 
Mark-to Market Accounting 
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Since the Committee's progress report, a number of studies and reports have been 
published that support our comments.' 

In our initial comment letter, we also briefly referred to the Committee's 
recommendation of letting quantitatively material errors go uncorrected in public 
company financial statements if the issuer and its auditor judge them to be qualitatively 
immaterial. Since then, we had extensive discussions with the Committee about this 
issue. We felt those discussions were very productive, but because it appears from the 
Committee's May 15 report that none of the discussions or comments were taken into 
account, we are amplifying our concerns here: 

Currently, quantitatively immaterial errors are required to be corrected if they are 
qualitatively material, but qualitative immateriality cannot be the basis for leaving a 
quantitatively material error uncorrected. This asymmetry is vital to preserving the 
integrity of the financial reporting system because it prevents internal company finance 
staff and the external auditor from being pressured to treat large errors in the financial 
statements as "qualitatively immaterial." It will always be possible to make such an 
argument, and it will be difficult for either internal or external auditors to resist the 
political pressure to ignore large errors if the SEC were to adopt this concept. This idea is 
fkndamentally reckless and should be removed from the Committee's report. 

Also, the Committee's recommendation that immaterial errors in annual financial 
statements that accumulate over time to become material errors can be corrected in a 
single charge will damage the financial reporting system. The current practice requires 
prior financial statements to be restated to correct errors that occurred during that period. 
The idea of taking a single large charge is a mistake because it significantly reduces the 
incentives for company financial management to identify and correct initially immaterial 
errors ex ante. 

While the first idea is an invitation to suppress material errors, the damage to the 
financial reporting system through the second recommendation will likely be less serious 
than the first idea because, unlike the first, it applies to mistakes which are at least 
initially quantitatively immaterial. Nonetheless, the damage to the financial reporting 
system through the second recommendation will not be inconsequential. 

' "Restatements: Out of Sight, Out of Mind," report by Glass Lewis & Co., May 30,2008;  
"An Analysis of the Underlying Causes of Restatements," study by Marlene Plumee, University of Utah,  
and Terri Lombardi Yohn, Indiana University, March 2008 and "The Changing Nature and Consequences  
of Public Company Financial Restatements 1997-2006," by Susan Scholz, Associate Professor of  
Accounting, University of Kansas School of Business."  
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We are also troubled by some contradictory recommendations in the May 15 
report. Subcommittee I endorses minimizing exceptions to accounting rules.2 At the 
same time, Subcommittee 111undercuts that recommendation by encouraging the SEC "to 
seek to accept a range of alternative judgments when preparers make good faith attempts 
to reach a reasonable judgment."3 

We whole-heartedly support the recommendations of Subcommittee I. In order 
for accounting rules to aid in disclosure, accounting standard-setters should not allow 
exceptions, giving issuers the latitude to pick and choose how they report information to 
investors. The recommendation of Subcommittee III is not only incorrect; it gives no 
direction to regulators. As we discussed in our attached comment of February 10, the 
committee's recommendation blurs the distinction between what is reasonable and thus 
should not give rise to liability, and what is correct or incorrect and thus should require a 
restatement. These are two distinct concepts, and Subcommittee III's insistence on 
blurring the concepts makes it very difficult to even assess what its statement means. 

We appreciate the opportunity to present our views on this important matter. If 
the AFL-CIO can be of further assistance, please do not hesitate to contact me at (202) 
637-3953. 

Sincerely, 

Damon A. Silvers 
Associate General Counsel 

DASImg 
Attachment 

cLS~b~~mmi t feeI preliminarily believes that scope exceptions should be minimized to the extent feasible," 
Exhibit A, Substantive Complexity Subcommittee Update, page 3, Securities and Exchange Commission 
Release Nos.33-8918; 34-57819, May 15,2008. 

Exhibit C, Audit Process and Compliance Subcommittee Update, page 23. 
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Ms. Nancy M, Monis 
Fedem1Advisoq CommitteeManagement B@ec;r 
U.S. Secujritiesand Exchmge Cammission 
100F Street, P E  
Washington, DC 20543-1090 

Re: File No, 265-24 (AdvisoryComia-teeon hprovements to Finaacial Rqofting) 

Dear Ms. Morris: 

Qn behalf of the Amr;ricm Federation ol"L&hrmd Goapess of Xlndus~aJ.Organlzsatiom 
rAFLCIOw")1apprsiafe:the oppami-ly to provide input to the Seurities and Exchafltge 
Commission (""$EmAdvisoq Cammiaw on hprovements to Finmcial R ~ o e i n g  
rComrmittee7')regarding affbatsto reduce complexiw mdmake coqorate U.S. Eimcitfl rqorts 
more aanspwent and useQit1for invest~rs, 

UPlion-spansored pension fmds have mare &an $450 billion in assds, andunim 
members pMicipate in benefit funds with more thm $5 silli ion in asses. Collectively, ~ o a  
members md their pe~sionfunds have suffered billions of dollars in lasses in wcowting related 
scand;tls in the 1s t  six yem-incruding Enmn, Worldcam, Gf&af Gmssing, BIG, the stock 
options btzckdating scmdal and,mast recently, tke subphme crisis. 

We are troubled foy the Co gee's iinifal direction as laid out in its Brovess Report 
dated Februw I I ,  2008, ia rhe aem af mate~aliq*professionaljudment, and the:~ l a t i o m ~ p  
betwm &the Finmcial Accoltwnting SkndwA Bead (''FASb3'3 and Ihe SEC. We believe these 
issues would benefit from rs more lenglhy and less single-minded process, 

Tke issues @social& with the prr=pmGonmd aarditing of finm~iaXsatemen@m both 
earzlplex md of grmt impo&rtanceincludhgwhat the proper balm= sfiould be beween rules 
and priacipl~,what degree of prafessiond cam auditors shouJd fake in the perfamanee offheir 
work2and vvhztt steps should be taken by camplanies whm an accomting or auditing m r  is 
discovered. 



The AFL-CEO is daply  wncmed a b u t  the Commigw's agmw to &opt a set of 
rw~mmendagansthat csuld pmvide cornpees at3auditors ths:abiliv t-~rhide mate~al  fiamcial 
infomatian from iavstors and regulato~s. To date, the C s m i t t w  s e a s  unawaeor 
unintwested in the rwent histov of catsmphic audit failures and the role s f  auditing and 
ilccuunrir~gissues in the current Earncia1crisis* We &ink the ComMlilgee should give the 
cslngferx and serious issues it faces more masideratian by $=king additionill outside tetimony 
on draft rcmrnme~~dationsbokh Ersm fa wider mge  of expeas and &sminvaton. 

It should also be kept in mind that t h ~  Committee" seeomcft$;rtions should be given 
due consideration by a fall SEC a~dshoutd t-tat be mhm! thr;ou& while W oof tihe fSve seats we 
still vwant. 

Cuneattly, SEC Accouatir.11; Butletin No, 99 defines matcriafi-ty as follaws: "Watexirmlity 
concerns the sig~ificanee af an item to users of a registwt" financial statemmts. A matter is 
"mate~al"if &me if: a subststfltial Bikelihaod &at t.amsonable pemna would cansldm it 
important.""' 

The Gommieee swms tu fkei that Bulletin No, 99%sppraacb is tau simple a st;urdifpcf, 
We c m o t  tell whether the ComPnitree is suaestiag this s t a d a d  he cha%ge$,or merely 
extensively x i n t q r e t d ,  hm y  cme, we would s&oagly oppw weakenjag che stmdard, Xn tfie 
absmce of a ctem discussinn of the Cammittee"s views of the exisring matefiality stmd~t~'d> the 
use ofphrases such as"'the totd mix of infurmation," "the slidilag scale,"" a.n$""q&litr;tlive factow 
alsa may lead to 8 csatc1mion that a quant3lacive:ly1ugeemr  is not m t e ~ f l  a e  each desimed to 
give issue^ m d  their auditors safe 'harbors f*ar%ding matehit1 infamtian fmmhe iavmting pubtic. 

We fear in p&ictrlar the sort sf k t  pattern that occund in the stwk options scandd 
.tvhere the CIzid Amountartt afthe SEC iidvisd issuers that they did fiot need to r~tatctte 
fi~nurcidswhea they or their auditos discover& they haft =gag& in the "sp~ng-loading"of  
stack uplions, coaduct which wm l a w  f o d  to be a per sc brea~hof fiduciav diy.by the 
BeIacvae Cfrraneev Court. One ~ni&tthink &at aecsunting m~idert%~in&with breaches of 
duty to the co~aration md if8 shatdlders  were the sort of firnmciaf mars that on nquditative 
basis shautd be material, but it a g p m  not to be so. We opw" my mlem;iking that would 
extend the scope of that sost of thfni&ing, 

Our concerns about the ~ f e k e n i n g  of:the tnateridity stmdard are trro~dfyt;h& by 
investor advocates, The Inves;ors TaEcaf  Advisow Commie@ to the FASB s u a e s t l  in its 
Iette~ta the Cornmigee rhat campanies should p ro~~pt fy  rqort mors ta investc~rs, along with 
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it~fom&iunabout the nature and mapitude of errors. I The ITAC express& c a n m  that the 
Committee" sppmach would let ecompaniol; sweep emsundm th@mg and m t  disclose &em to 
invatom. even if a series of smit11man over time ~umuiapively result in ~mate~al  
misstatbments.%e Consumer F&er;a#ion of Amdca hm zsmmmted &at the Committw's 
proposal would let campmim omit e m a ~  nec:ess;sitating restatemats and wufd m&e finmcial 
statanenis apdqtle a ~ d  less useh1." 

m i f e  the Cornittee khassome sipificmt positive ideas about developing the 
ififomation disclosed to investors when :nrestatement does occur, these will fiot be of much use 
if the basic materintily stand& is westkmed, 

Again, this is an aeil where: the Cornmigee mppem to not have given sumcient thou&t 
to the relationship anong its idem. The C ~ m i t t e eoutlines a detail& set of csnsideraitians &at 
would appear to be the basis a repiator csluid use to deternine whether an audibr mgaged in 
profmsional judment. But &at exa~tlydoes the ComIMee have in mi& for this 
since it suaests the use ofthe & m e w ~ r k  should not imp&@acwuntabiliirgr by auditors and 
issuers to regulatorsand investors? 

It is true that rebuilding the strengh of the auditing profession should be an imw~mt 
palicy goat of the SEC aad the PCAOB. Eiocvevm, the sin@e womt thixrg tihat cautd be dme in 
relation to that qtlat;iorr would be to immunize saditors' jjudpmts, That would effectively 
leave no eou~rtmnilingFessures to the sgciaf mdeconomic prmswes &at auditors f i e  from 
issuers, which were tkc: sut?ject of extensive testimony at re~ent hearingsaf the Trmwry 
U t y m ~ e e t " sA d v i m ~Cornmince an the Audit Profesian. 

I ~ral"fMemo of ff= Advbw Coimlirteesm Imgrovtl.ulenrs to Fimncial Repoelng: 'TBrior pel-ictd fmancid 
ststemen& should snIy be restated for eEcjrs thitt ase maerial ttt those pe~oQ.'>~d again, 'Yuor sample, an e m r  
that does not affect the m u a l  financial statemats included ti.ithina compny's factst raeal j"ifin8wth the 
Cammsslcm rimy be detemined to not be ~levazttto cazent tntfestors." Jaawry I t ,2M8.
'Con~mentletter b tlre SEG Advisory Committee on Ijnprovements to Fmm~ialRemrting, Dmember 13,2007: 
"'The ctanene guzdmce pravided by the courts, Secdties a d  Exchge Commiaion (SEC) a d  -&ern institute 
ufCe~,rttfiedPubfnc Aecouzxm& Auditing Smdards Baa& regardkg msessmeat ofmtcriali~ts +propria&. 
Ma~enaXiqh~ been itnd should remin a function o f  the appltcatton.of judment b& on the qeeific facts 
involved, iZ matenat k-ctioa fmm a qmntitan~epe 

clllly man-memmagful mult.'" 
eleraion of hepica  comenr letter, Janmq 16,20021: 'In G of ~ d u c i wthe umber of 
rrrtstisteaxen&.the CommEm has made sever&! propmls an materiatit).and =law isues Cttlit would 

dt7cser%s@the mformation that mwstors get a h 1  enom.. . h e  recumendations appem to make tr psssthle for 
campimres to correct m o ~  foplad cloe to the next rewrting periodon &e next fiaancial statement krht h a v h  tt, 
res&'te&e cunent emneaus repam. It dmn't rake a gearus ta @are oat that compmies t6lX fry to get as mny  
resutements zs pomiirfe bmdierl in Ifirg way." 

3 
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We betieve that we will atways have asa,accounting systm with both d e s  mdpfinciples. 
1t is uncgew to us what a professiorrd judpent  frmework would &mge with respect to the 

ci.~eurnstmeewhere there may have been a mate~ei  a ~ o rin a fii~aneid s t s t m a t ,  If the numbers 
in quesGon are %+thin the scope of a prineiplg, txeitha the mmpstrzy nor its audit~rhave m y  
reson to be cu~rsemed mder the c u n a t  appo~tck, I f  the numbers in q u ~ t i o na e  outside the 
seape of a paincipls or violate a mle, it should not matter what level of pmfessioaal jadment 
was iinval-v&-an m o r  is oneRor, and it should be conectctd, If profesional judment is a 
liability standard, it does not seem to represent a change from the cunent set a f liabiliq stmdards 
under the smwities laws md under tire sate: taws of prafessiond duties. 

Bmause it is uncIar what the Committee really has in miad here, we suspect the idea of a 
pmfessionali standard is a rketoritsrd de\licc: desi~ecfto enswe that even when the Committw's 
w& idea of a materiality stmdard is violatedf nothing has to be coseetd and na one is held 
accnunt&Xe, because s a m e w h ~ e  in the chain of error sammne with a C'PA si~medoff 

In generjl, bath rr;-cwmmendagons on matdality and gr~fessianat judment ape peculiar 
in !i&t uf rwent statements by the Cent= for Audit Quaiiey and tfie offieem of prominent-
accounting fims th& they c m ~ a tthink of even one specificimtance in recent yea= s r h ~ e  
audi.tors have been inappropriatefy second-guess&. " 
MARK-TO-MARKET ACCOUMTi%CI 

The AFL-Clf) has long-stmdiog cancms about the adoption of mmk-to-mark& or fair 
value accounting asthe predominmt c o n a p w l  model by FASB. The reasons for our mnwm 
axe stat& in generag t m s  in the GowtmiMee" Pragess R w r t ,  appwentfy as m e  pwspstive in a 
discussion where the Committet: failed to rewh consensus. 

Lincfrrubt&ly7 typw of mseh shoutd be mark& to mmket, md have:been far some 
time under U.S. GAAP. These wsets are t@CZlt3y those for tuhieh there is a liquid snaket amd 
tvhae the firm could likely sell those assets on that market :ld rmain a going caneem, The 
broadening of mark to mwket =counting .lo@setsfilar which there is no liquid maker ( " h s k  to 
model'"), md the hoking of gains and Iosses w h m  there are ao htmsactissis, have been the 
halimmks of the major Atamdal fi.audsand disastas of the last dwde. Even so, &ithe FASB 
rn8rca-i~iir&hwand hsther in this dirr;ction, The Cornmitt= appeas t s  have discuss4 these 
issues but has not been able ta Gome to my elear eonefusions. We thirrk this is an 

4 Quiestim to C p ~ a  Center far Aadit Quitlie. U.S. Treaslt~yFomIEi, executivedsreetor of* by a m a b  of&@ 
r)r?partnrenr5sAdvisory Gcrmn~irtmon the Audi~ng Profession, at the Feb. 4 meeting in Lo8 Angetes: " h e  jrau 

axfareof any swcifrc exmples, especially oftfie wjaf cowrate billion doll= scanztials, where the audimrs were 
iaawrapriatety swaad-guessed on thost:c~%s'?''Fe,sfle!U: ''1 1-02 provide it tr? you, but sometirncv it is the fear of 
betag second guessed. Or the fiar of nor hying your judgment respctd," 
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area where the Committee could be very helpEul if the conems t.hrtt. are itz this r e p ~ e  in this me8 
are linked to rc-comm~ndatisns for action-md in m c d a r  for a reaiaking of ma& to maket or 
fair value acwuntiny outside nf liquid msets a d  li&llities, readily xndetabfe by rdne firm, 

The Comminw appears to wmt tu b ~ n g  FASB more under the cctn-trol of the SEG md ta 
lessen the finality of its t-ulbmaking* Althou& tve have our differmees with FASB, we do not 
believe an increased ~ l i t i d z a t i ~ n  nf FASB is in the public interest, and tve urge caution in this 
area. Finaily, a reca~~mertdation by the Commitlee th& the FASB" sew d e s  be rainst-tat& for 
two yeam befare they can be refid upon tvuujd create u~ceminty in the rnark&place md make it- 
more diff?cuit far itrvestam to rely upon finanda1 statements. 

W i f e  there are many thoughlFul i t m s  In the Committee report, the dominant fetxturm of 
the r e p &  are the appaeg~t desire to ctumplic'ate and tveakea the finan~ia1 rewsting smcturc, 
wfiick is of course the opposite of the ComiMee" charge. We urge the Committee to give 
furt:ttlior thou&t and seek a wider rmge of input throu& more hedngs? especially where it 
appean ta be urgag a we&eniag of auditing and amomting stmdmds. generag, most 
investors and obsewen living tkau& the subppime crisis we tasking for mom protecgisn &am 
false fitiancid sbtements in the future, w t  less. 

We appreciate the appfiunity to presat our a4e-tt.s on this EmpBanZ, n ra t t~ .  If the AFL- 
CI8 e m  be of furtha ssistmcc2, p1eifse do not h ~ i t a ~ e  to eantact me at 1202) 637-3953, 

Sincerely, 

Dmon A. 5itvas 
Associate Genwa1 Coa$xwl 


