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Reflecting the continued uncertainty and volatility of the global economic
environment, this year’s financial reporting challenges center around the
identification, analysis and disclosure of risks and uncertainties. Those responsible
for preparing, certifying, reviewing and/or signing their companies’ forthcoming
annual reports on Form 10-K should be aware of recent disclosure guidance issued
by the Securities and Exchange Commission (SEC)’s Division of Corporation
Finance regarding two specific categories of risk — cybersecurity threats and
exposure to potential European sovereign and private debt defaults. This disclosure
guidance is the latest example of how, in this era of change, the SEC and its staff
expect companies to apply a principles-based, holistic approach to analysis and
disclosure of material risks and uncertainties of all kinds.

We discuss below the SEC’s key messages for the fiscal 2011 Form

10-K, distilled from written pronouncements, comments made by senior staff at
major end-of-year conferences, and posted correspondence. We also discuss some
key messages from the Public Company Accounting Oversight Board (PCAOB)
aimed at independent auditors, which have reciprocal importance for audit
committees. Broadly speaking, these messages — and the challenges they pose for
public companies — are as follows:

= The need to identify and disclose material trendsiarcertainties well before
they harden into fact, and the continuing vitality, for this purpose, of the “two-
pronged” test at the core of Management’s Discussion and Analysis of Financial
Condition and Results of Operations (MD&A);

= The need to make judgments on “materiality” fronualgative as well as a
quantitative perspective, as reinforced in 2011 by the courts;

= The need to provide investors with early and meduingarning of material
risks and uncertainties;

= The need to take a consistent and comprehensiveagpto risk-related
disclosures throughout the narrative and financial statement portions of periodic
reports;

= The need to ensure that warnings of potential nsti#igation losses, and other
material loss contingencies, evolve with the relevant facts and circumstances;

= The need to reassess the quality and reliabilitprg-standing assumptions and
estimates used in the preparation of financial statements;

= The need to refresh disclosure controls and proesdand, in the case of
financial information, internal control over financial reporting) to adapt to
changes in business, financial, legal and regulatory risks; and

= The need for audit committees to pay careful atben “red flags” and to
enhance their communications with the outside auditor.
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We expect that, in 2012, the staff will continueatggment the review and comment process focused
on individual registrants by broadly communicatigws it considers of widespread importance.
These communications include Compliance and Disctobiterpretations (C&DIs), Staff Legal
Bulletins (SLBs), the Division accounting staff'saasional “Dear CFO” letter, the Financial
Reporting Manual (FRM), which is updated at leasrterly, and the staff's most recent innovation,
Disclosure Guidance Topics addressing specificsanéataff concern. In addition, the staff has
accelerated the public availability of commentdetf which offer useful insight into the staff's
thinking on discrete disclosure issues. These anepublicly available within 20 business days
following the completion of a filing review.

SEC Disclosure and Corporate Governance

For some time now, the staff has been extendingwigw outside the four corners of SEC periodic
reports, proxy statements and other filings to ararthe content of various “informal” corporate
communications that often are not filed with, amished to, the SEC — including company press
releases and statements made by officials duringpeay or third-party sponsored investor
conferences — as well as analyst reports, newdesrtaind blogs that give the staff a sense of hew t
market may be interpreting corporate disclosuresersing a “hands-off” policy instituted in mid-
2005 in connection with the SEC’s adoption of magiorms under the Securities Act of 1933, as
amended, the staff is seeking to keep abreastpitatanarket trends by examining prospectus
supplements filed “after-the-fact” in connectiorthvpost-effective shelf offerings. To stay ahead of
potential financial meltdowns, the Division hasatezl a special review branch within its Operations
group that is dedicated to monitoring large finahuistitutions, and is now engaged in almost
continuous review of communications by and aboes¢éhcompanies — which goes well beyond the
minimum triennial review prescribed by the Sarba@etey Act of 2002. Whether or not this
“continuous review” model will be applied to compesin other industries remains to be seen. But
expect the unexpected from the staff, as well agtbbal financial markets, in 2012.

* * *
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Our discussion begins with the SEC interpretiveasés outlining the agency’s latest views on what
constitutes adequate “early warning” disclosurerdpwhat has become a prolonged period of
financial, political and regulatory upheaval. Theskeases set forth the principles-based analytical
template that in turn guides staff comments arerjpmetive positions in a variety of contexts. We go
on to highlight the staff’s current financial repog concerns, and close with some insights iné th
perspectives of the SEC Enforcement Division aedREAOB on the appropriate role of the audit
committee in overseeing corporate financial repggtincluding proposed enhancements to the “two-
way communication” between the audit committee twedoutside auditor now mandated by US
generally accepted auditing standards.
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|. ldentifying Material Trendsand Uncertainties and
Providing Early and M eaningful War nings about Risk

An excellent starting point for preparation of fiezal 2011 Form 10-K is the SEC’s February 2010
release entitte@ommission Guidance Regarding Disclosure Relatéllitnate Changéthe

Climate Change ReleaseThe Climate Change Release has much deeper sami for disclosure
practices than what appears on the surface tdibeted (if somewhat controversial) focus on a
single category of risks. In this release, the $&€mphasized the importance of illuminating for
investors, particularly through the MD&A, factofsat are “reasonably likely to cause reported
financial information not to be necessarily indieatof future operating performance or future
financial condition.® These complex, forward-looking disclosure judgraertjuire management to:

= consider financial, operational and other informaknown to the company, which means that
management must have in place disclosure contnolpeocedures (as well as internal control
over financial reporting, or ICFR) that effectivelpd efficiently capture this information and
bring it promptly to the attention of those withiranagement who are charged with making
key disclosure decisions on behalf of the company;

= based on the information thus collected, iderkifipwn trends and uncertainties; and

= evaluate whether these identified trends and uaicgies will have, or areeasonably likely to
have, anaterial impact on a company’s liquidity, capital resouroesesults of operations.

Thus embedded directly in MD&A's “known trends amucertainties” disclosure requirement is one
of the most challenging analyses prescribed byetieral securities laws — determining which items
of predictive information might or might not be raaal in future periods when evaluated today in
light of all relevant facts and circumstances.

The Supreme Court has repeatedly rejected thefubeight-line” tests for gauging materiality,
most recently iMatrixx Initiatives, Inc. v. SiracusatfoThis unanimous March 2011 opinion held
(in pertinent part) “that the materiality of advefgirug] event reports cannot be reduced to a brigh
line rule J.e., that adverse drug reports are material onlyafehis a statistically significant number
of such reports]”In other words, statistical significance was jusé of many factors the
pharmaceutical company named in this suit showe lcansidered in making disclosure decisions.
As thus reaffirmed iMatrixx, a materiality determination must turn on whethieere is a
substantial likelihood that the disclosure of tineitted [or misrepresented] fact would have been
viewed by the reasonable investor as having sanfly altered the ‘total mix’ of information made
available.® The bottom line for 2012 is this: In all situatfowhere management is faced with a
materiality determination — whether with respeatlisxlosure in the financial statements or the body
of a Form 10-K, or anywhere else — remember theghy] approach that designates a single fact or
occurrence as always determinative of an inheréatspecific finding such as materiality, must
necessarily be over-inclusive or under-inclusie.”

A. TheTwo-Pronged Analysis

The SEC also used the Climate Change Release tod@wmmpanies to apply the two-pronged
analysis — first delineated in a 1989 MD&A interfore release — in evaluating their obligation to
disclose known trends, events or uncertairiti®pecifically, once management has identified 2miv
trend, demand, commitment, event or uncertaintyg,(as discussed below, management cannot bury
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its head in the sand to avoid such knowledge, pdatily in the Internet era), it must make two
assessments:

SEC Disclosure and Corporate Governance

= |s the known trend, demand, commitment, event cetainty likely to come to fruition? If
management determines that the contingenagptis easonably likely to occur, no disclosure
isrequired.

= If managementannot make that determination, it must go on to evaloaiectively the
consequences of the known trend, commitment, ewamhcertainty, on the assumption that it
will come to fruition.Disclosureisthen required, unless management decides tleamaterial
effect on the company’s financial condition or result®pération isiot reasonably likely to
occur .

The SEC expects management to cast a wide infaynadthet and otherwise to establish appropriate
disclosure controls and procedures not only towrapbut also to evaluate, the necessary
information with a view toward possible disclosudawever, the SEC was careful to say that the
breadth of the materiality analysis does not giamagement license to clutter the MD&A with
“unnecessary detail or duplicative or uninformatifeclosure that obscures the material
information.”®

In 2011, the U.S. Court of Appeals for the Secoirdu@ endorsed the SEC’s two-step MD&A
analysis irLitwin v. Blackstong® Here, the Second Circuit overturned the lower teogrant of a
motion to dismiss a private action brought undeati8as 11 and 12(a)(2) of the Securities Act.
Plaintiffs’ complaint alleged material misstatengeanhd omissions of material fact relating to
Blackstone’s 2007 IPO registration statement; $padly, that Blackstone had misapplied the
materiality component of Item 303(a)’s “known trerahd uncertainties” disclosure requirement.
The appellate court agreed with plaintiffs’ constron of Item 303(a), citing SEC Staff Accounting
Bulletin No. 99 with approval in emphasizing thattbquantitative and qualitative factors must be
considered when formulating materiality judgmentshether for the MD&A (under S-K Item 303)
or in an antifraud context Notably, the court’'s materiality assessment fodusethe significance

of the alleged misstatements and omissions to efwto key accounting segments of the company,
rejecting the company’s argument that materialitisthbe evaluated from the perspective of the
consolidated company rather than a particular sagmiéis is in keeping with the express
requirement of S-K Item 303(a) that when “a discus®f segment information or of other
subdivisions of the registrant’s business woul@pgropriate to an understanding of such business,
the [MD&A] discussion shall focus on each relevaaportable segment or other subdivision of the
business and on the registrant as a whole.”

In the wake oMatrixx andLitwin, companies should be more careful than ever toegsbright-line
tests when making a difficult materiality judgmensceptible to future challenge by the SEC or a
private plaintiff. Companies should be prepareddmonstrate, based on contemporaneous
documentation, that all relevant qualitative andrgitative factors were evaluated in determining
whether or not a “reasonable investor” would hawesaered a particular item of information to be
important to informed investment decision-making.

B. Risk Factors

Closely intertwined with MD&A “known trends and wertainties” disclosure is the need to provide
effective risk factor disclosure. Comments from skeeff — most recently by the Deputy Director of
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the Division of Corporation Finance at the Novem®@t1 Practising Law Institute’s Annual
Institute on Securities Regulation (the 2011 PLhAal Institute) — have made clear that risk factors
must be re-evaluated regularly to determine whdtiere has been any material change warranting
disclosure, whether in the form of new or amendkifactors:>

SEC Disclosure and Corporate Governance

Good risk factor disclosure is not just a mattecahpliance with SEC line-item disclosure
requirements — it also affords companies substgridection in private litigation under one prong
of the identical safe harbors added to each oS#wuirities Act (Section 27A), and the Securities
Exchange Act of 1934, as amended (Section 21Bhé¥rivate Securities Litigation Reform Act of
1995 (PSLRA)* In order to meet PSLRA standards, risk factor lemg must be “meaningful,” and
must “accompany” any forward-looking statementstamed in the MD&A and/or other narrative
sections of periodic reports.

To ensure that risk factors qualify as “meaningfuallight of evolving facts and circumstances,
companies should bear in mind the lessons of a @étion of the Second Circuit that was
highlighted during 2011 in speeches by senior SBE.S In Slayton v. American Express Cbthe
court ultimately ruled in favor of American Expremsd the other defendant-appellees on an appeal
from the trial court’s grant of a motion to dismiesa securities fraud case, based on the “actual
knowledge” prong of the PSLRA safe harbbNotwithstanding its favorable ruling, however, the
court criticized the risk factor invoked by the quany, under the separate “meaningful cautionary
statement” prong of the PSLRA, to protect a spedifrward-looking statement set forth in the
MD&A of its Form 10-Q for the first quarter of 200ile. that losses in a key subsidiary’s high-yield
debt investment portfolio, which had been largether quarter being reported on, “are expected to be
substantially lower for the remainder of 2001.” Twmpany’s risk factor read as follows:

“[P]otential deterioration in the high yield sectarcould result in further losses in ... [the @amy’s
investment] portfolio.” The court found this langato be so “vague” as to “verge[] on the mere
boilerplate, essentially warning [merely] thatodiir [investment] portfolio deteriorates, then there
will be losses in our portfolio.* The court’s conclusion that this particular risktor thus was not
“meaningful” was “bolstered by the fact that thdeshelants’ cautionary language remained the same
even while the problem changed.”

. Analysisand Disclosure of Liquidity Risks

Another SEC interpretive release published in 280ghly pertinent to preparation of the
upcoming Form 10-K, inasmuch as the release adesdéks adequacy of MD&A disclosure of
liquidity and funding risks posed by various sh@rm borrowing practices in which both financial
and non-financial companies engage (the MD&A LidyiiReleasef! This release, which construed
existing MD&A requirements, accompanied another 3&l€ase proposing extensive new MD&A
requirements for disclosure of intra-quarter flattons in short-term borrowings and the related
risks and uncertainti€d.Not surprisingly, given its numerous Dodd-Frankenuaking obligations,
the SEC has not acted to date on the proposin

Noting the proliferation of short-term financingtaigues upon which many companies have come
to rely in recent years, the SEC used the MD&A ligify Release to reaffirm the importance of
disclosure of “known trends or any known demandsjmmitments, events or uncertainties that will
result in, or that are reasonably likely to resulthe registrant’s liquidity increasing or decsig in
any material way* During the 2011 PLI Annual Institute, the DeputiyeBtor of the Division of
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Corporation Finance emphasized the continuing itapce of this release in guiding the staff review
and comment process in 2012.
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To illustrate the type of disclosure that shouldvimde in the MD&A if material under a particular
company’s relevant facts and circumstances (applyie “total mix” test discussed above), the SEC
listed several potentially material trends and utadeties relating to liquidity that should be
considered, based on the experience of many coepdaring the all-too-recent (and perhaps
ongoing) financial crisis:

= Difficulties accessing the debt markets;

= Undue reliance on commercial paper or other slonfinancing arrangements;

= Maturity mismatches between borrowing sources bhadssets funded by those sources;
= Changes in borrowing terms requested by counteegart

= Changes in collateral valuation; and

= Counterparty risk.

The SEC underscored what it considers to be manag#sourrentduty under Item 303 —
independent of its proposed short-term borrowirsgldsure requirements — to explain any instances
in which period-end liabilities reflected in thenspany’s financial statements do not communicate
adequately the risks and uncertainties attendamiterial intra-quarter fluctuations in amounts
borrowed. Particular examples set forth in the MD&i4uidity Release include repurchase
agreements (a technique flagged earlier, in a M2@di® “Dear CFO” Letter issued by the Division
of Corporation Finance’s accounting staffshare-lending transactions and other off-balaheets
arrangements, or contractual repurchase obligati@isnay be accounted for as sales despite the
seller’s continuing involvement with the transfelrigssets. Regardless of the appropriate accounting
treatment or the existence of an obligation toldsethese transactions as material off-balancetshe
arrangements or contractual obligations in the MD&#Ather discussion and analysis may be
necessary in the MD&A if management concludes dngtof these transactions is “reasonably likely
to result in the use of a material amount of casttioer liquid assets*® No matter how complex a
specific financing arrangement might be, or whettsedisclosure is expressly mandated by rule, the
longstanding “principles-based” analysis of matdyian light of all relevant facts and circumstasc
should goverrf!

Three areas of particularly helpful guidance inMB&A Liquidity Release are discussed below.

= Capital and Leverage Ratios— Companies often include capital and leveragesat their
MD&As — for example, in descriptions of materiabdeovenants. First, if there are no
regulatory requirements governing the use of saths, or management has modified the
prescribed methodology for calculating a particuédio, management should evaluate whether
the ratio is a non-GAAP financial measure thatdmimto play the specific disclosures dictated
by Item 10(e) of Regulation S-#.(More on the staff's views regarding proper useari-
GAAP numbers below, in Part VI.F.). Regardless bé&ther the ratio is a non-GAAP financial
measure, management should ensure that its diselosthe MD&A relating to the measure
“is accompanied by a clear explanation of the datan methodology. [This explanation] ...
would need to clearly articulate the treatmentrof mputs that are unusual, infrequent or non-
recurring, or that are otherwise adjusted so ttie imcalculated differently from directly
comparable measure$If the ratio differs from other ratios or measugeserally used by a
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company’s industry, management should considehbiigation to disclose any additional
information needed to prevent the desired discefmm being deemed misleading. “Finally, a
registrant would need to consider its reasonsniduding the particular financial [or non-
financial] measure, and should include disclosilegarty stating why the measure is useful to
understanding its financial conditioff”

Cash and Risk-Management Policies— The MD&A Liquidity Release also provides helpful
tips on what the SEC and its staff expects tose¢lea MD&A concerning disclosure of cash-
and risk-management policies relevant to an evialuaif their financial condition. This
disclosure may be necessary, the SEC believesotde context for the material exposures
identified in the MD&A (and thus ties directly intbe staff's European Debt Exposure
Guidance discussed in the next sectfdm.company that relies on a portfolio of cash and
other investments as a material liquidity souroe gikample, should weigh whether to disclose
the nature and composition (by asset type) offibefolio, the existence of market, settlement
or other risk exposure associated with the varaaset types, and any limits or restrictions on
access that might impair the company’s abilityib@fce business operations. Banks could
discuss policies and practices intended to sabiahking agency guidance on managing
liquidity and funding risk and, to the extent applle, any internal policies and practices that
might differ from such guidanc®.

Contractual Obligations — Focusing on the MD&A'’s contractual obligatioable, the SEC
stressed the purpose of this sometimes overlooisetbdure requirement: to provide a
“meaningful snapshot of cash requirements arigiogfcontractual payment obligations.”
Despite calls for bright-line guidance with resptecthe appropriate disclosure methodology
for such diverse items as obligations under re@geltagreements, tax liabilities, interest
payments on debt, pension funding obligations,Isstit leases, purchase obligations and off-
balance sheet obligations, the SEC reaffirmedréggepence for a flexible, “facts-and-
circumstances” approach. Each company “should dpwelpresentation method that is clear,
understandable and appropriately reflects the oategof obligations that are meaningful in
light of its capital structure and business|,]” dnghlight any changes in that method to enable
investors to make period-to-period comparisons. MW/inecessary to enhance investor
understanding of the timing and amount of the s@etcontractual obligations, companies
should add footnotes or additional narrative tol@xpthe tabular data. The SEC suggested, for
example, that a company might consider separatirguats in the table into “on-" and “off-”
balance sheet, particularly where such a distindtlps tie the information to disclosure in the
MD&A and financial statement&*

New Saff Disclosure Guidance for 2012:
Risks Relating to European Debt Exposures

In early January 2012, the Division of Corporatiénance published disclosure guidance entitled
European Sovereign Debt Exposuftee European Debt Exposure Guidariéeptlining the
Division’s expectations regarding appropriate disate of material risks arising from the ongoing
European debt crisis. Although focused primarilydistlosure by banks and other financial
institutions of risks associated with investmenthia sovereign debt of some of the more
economically distressed nations within the Europggaion — such as Greece, Ireland, Italy, Portugal
and Spain — the guidance explicitly extends togiexsector as well as public-sector debt exposure.
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Moreover, as senior Division accounting staff engured at the December 2011 AICPA National
Conference on Current SEC and PCAOB Developmems2®@11 AICPA Conference), some if not
all of the same considerations may be highly reiet@non-financial companies, depending on the
magnitude of various risks associated with condgdbiusiness in Europe — or anywhere else in the
world at any given time, for that matter — and hbase risks are manag&d.

SEC Disclosure and Corporate Governance

The guidance was motivated by the staff's condeah ¢companies were presenting disclosures that
were inconsistent, both in substance and in pragent with respect to the nature and extent of
exposure to European sovereign debt. The staffinéiie example, that some companies disclosed
only aggregate exposure to sovereign debt, compaletit and/or retail deke.g, loans or accounts
receivable) on a multi-country basis, while othguantified their exposure by “each country of
concern” and/or specific debt category. Some conegatisclosed only net debt default exposures;
others disclosed both gross and net exposuredlyfis@ame companies disclosed the effects of credit
default contractual protection relating to outstagdiebt based on notional values, others based on
fair market values. During 2011, staff commentettrequested that companies disclose: (1) gross
exposure to sovereign, financial institutions, and-financial corporations’ debt, separately by
country; (2) quantitative information explainingvingross exposures are hedged; and (3) the
circumstances under which losses may not be cow®redrchased credit protection. Despite
“incremental improvements” observed in respongbdése comments, the staff determined that
investors would benefit from further Division gurdze that would assist companies in assessing
what information about exposure to European dedyt fihould consider disclosing under various
line-item requirements that might apply.

With the goal of promoting greater clarity and cargbility of disclosure in this area, the staffkoo
the same holistic approach to risk analysis anclalsre reflected in the Climate Change Release.
According to the staff, a company’s analysis shdnddin with consideration of the need for
disclosure pursuant to several potentially apple&EC line-items:

= (1) the MD&A'’s “known trends or uncertainties” elemt codified in S-K Item 303;

= (2) for bank holding companies, Industry Guide Mg for disclosure of “cross-border
outstandings to borrowers in each foreign countngne the exposures exceed 1% of total
assets and further information (including certainuiar disclosure) where current conditions in
a foreign country give rise to liquidity probleméieh are expected to have a material impact
on the timely repayment of principal or interesttbbe country’s private or public sector debt;”

= (3) risk factors under S-K Item 503(c); and

= (4) a quantitative and qualitative assessment oketaisk under S-K Item 305. Although not
highlighted, materiality is obviously an importax@mponent of analysis under all of these
requirements. With respect to risk factors and marikks in particular, the staff reminded
management that generic boilerplate risk disclasare insufficient.

The staff did not identify the countries to whitte tyuidance might apply. Instead, the staff
diplomatically directed companies to determinetf@mselves those countries “experiencing
significant economic, fiscal and/or political straisuch that the likelihood of default would behsig
than would be anticipated when such factors derist.” Because the staff expects that the
countries covered by the recommended analysis warlglas time goes by, “the disclosures should
be sufficiently flexible to capture those riskstlasy change over time” and should explain the basis

Weil, Gotshal & Manges LLP 9



for selecting individual countries. Presumably, @leging on economic conditions, the guidance is
relevant to evaluation of debt exposures in coestniot just in Europe, but anywhere in the world.
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The staff's guidance goes on to define what it diess as a “principles-based” analytical framework
for determining disclosable “gross unfunded expesto European debt. The framework
contemplates disclosure on a country-by-countryshbasgregated by type of default exposure and
financial statement category. Companies also ayeduto consider separate disclosure of “gross
unfunded commitments” and, finally, “net funded espre” buttressed by information on
corresponding hedges. Although this staff guidadaes not indicate precisely where the
recommended disclosures should appear in periegurts, it does provide a detailed list of
considerations for companies trying to decide vdistlosure is relevant and appropriate for their
particular facts:

= Gross Funded Exposure — What is the basis for selecting, for discloswgpses, the
countries to which the company is exposed, andidineicile of the exposure? What are the
exposures by type of counterpamyg, sovereign and non-sovereign (with separate discto
about financial and non-financial institutions e extent material)? What are the exposures by
categories of debt, including (but presumably moitéd to) loans and leases, held-to-maturity
securities, available-for-sale securities, marletabcurities, derivative assets, credit default
contracts sold and other financial exposures?

Note: Other than to recognize that different types diftdell be classified differently for
financial statement presentation purposes, andhbat will require fair value measurements
(whether or not the debt is deemed impaired), thié# affers no real insight into the proper
accounting treatment of the various types of dédniified in this guidance or, for that matter,
of any related hedging arrangements such as ctefditlt swaps and other derivatives.
Companies should keep in mind, however, that thé &pects the MD&A (and the S-K 305
market risk disclosure, if separate) to explaindigmificance of the numbers reflected in the
financial statements — many of which, particulanlghe case of fair value measurements, are
the product of management assumptions regardingef@vents and estimates that themselves
are highly susceptible to change, and thus areidates for more rigorous “critical accounting
estimate” disclosure (as discussed more fully e@NMD&A Liquidity Release and its
predecessor, the 2003 MD&A Interpretive Release).

= Unfunded Commitments — What are the amounts of unfunded commitmentyjy of
counterparty and by country? What are the key temaspotential limitations of the
counterparty’s ability to draw down on the facdgP

= Total Gross Exposure (both funded and unfunded) — What is the total gross exposure,
obtained by sub-totaling the effect of gross fundgposure and total unfunded exposure at the
balance sheet date, separated into type of coantgr@nd country? The staff notes that
companies may include “additional key details,”tsas maturity information, via “appropriate
footnote disclosure.”

= Effects of Credit Default Protection in Arriving at Net Exposure — What are the effects of
credit default protection purchased, separatelgdunterparty and country? What are the fair
value and notional value amounts of such prote@tiat is the nature of the payout or
trigger (credit) events under the purchased cotgtPaerom what types of counterparties was
the credit protection purchased, and what arerttiieations of counterparties’ credit quality?
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Does the credit default protection purchased hasleoger maturity date than the bond or other
exposure against which the protection was purcttadédo, the staff suggests that companies
consider “clarifying disclosure” about this factdatime risks of mismatched maturities.)

= Other Risk Management Disclosures — How is management monitoring and/or mitigating
exposure to the country or countries identifiedJuding any stress testing performed? What
are indirect exposures, and how are they being geghand/or mitigated? What current
developments relating to countries selected folyaig such as rating downgrades, financial
relief plans for affected countries and wideningdit spreads, could impact the company’s
financial condition, operational results, liquiddy capital resources?

= Significant Post-Reporting Date Events — Have there been any significant developmentsesin
the reporting date affecting the reported amountese developments might include, for a
particular country or issuer, a credit rating dovaug, widening credit spreads or the provision
of financial relief.

SEC Disclosure and Corporate Governance

V. New Saff Disclosure Guidance for 2012: Cybersecurity Risks

In October 2011, the Division of Corporation Finarpublished disclosure guidance regarding
cybersecurity risks and cyber incidents (the Cybeusty Guidancej’ The impetus for this
guidance appears to have been a combination of aoiess increasing dependence on digital
technologies in conducting business operationgnta@eports in the media of “more frequent and
severe cyber incidents,” a debate within the legal accounting communities with respect to
registrant disclosure obligations in this area, arfi€@bngressional letter of inquiry addressed to the
SEC Chairmar In outlining an analytical framework for compantesuse, the staff was careful to
stress that it is not requiring disclosure of infiation that could provide a “roadmap’ for thoseonh
seek to infiltrate a registrant’s security netwbdrk.

As in the case of the Climate Change Releasejghédisance of the Cybersecurity Guidance
extends far beyond the category of risk singledfoutiscussion and analysis. It is telling that th
staff explicitly acknowledged that there is no sped¢ine-item disclosure requirement relating to
cybersecurity risks and cyber incidents. Howe\aing a principles-based approach, the staff
pointed out a number of existing sources of disgle®bligations that potentially could apply. These
include a range of line-items, as well as the gareertifraud provisions under both the Securities A
and the Exchange Act that require disclosure ofadditional facts necessary to render other
mandatory disclosures, in light of all relevantamstances, not materially misleading. In sum, the
broad message of the Cybersecurity Guidance igltbatission of risk should not be corralled
exclusively within the risk factor section of petio reports, but instead should be considered
holistically as it affects such required disclosuas the description of business, legal proceedings
the MD&A, the financial statements, the effectivenef a company’s disclosure controls and
procedures and, where financial information is lagd, its ICFR.

With respect to its specific topic, the CyberseguBuidance encouraged companies to review, on an
ongoing and comprehensive basis, the adequacgnfdisclosures relating to cybersecurity risks
and incidents in the following manner:

= Risk Factors— Item 503(c) of Regulation S-K requires compaitwegdisclose the risks of cyber
incidents if such matters rise to the level of isable risk factorg,e., are among the most
significant factors that make an investment indbmpany speculative or risky. To determine

Weil, Gotshal & Manges LLP 11



whether risk factor disclosure is required, compaisihould take into account “all available
relevant information,” including: the existenceeduency and severity of prior cyber incidents;
the probability of future incidents; the quantiatiand qualitative magnitude of the
consequences should the risks materiakzg, (misappropriation of sensitive information,
corruption of data or disruption of operations)id dine adequacy of preventative measures. If a
company determines that risk factor disclosure rhagtrovided, the company must describe
adequately the nature of the material risks andifgpleow each risk affects the company (as
opposed to providing generic or “boilerplate” destire). Examples of appropriate cyber risk-
related disclosures, depending on the companyticphar facts and circumstances, include:

= A discussion of aspects of the company’s businesperations that give rise to
material cybersecurity risks and the potential €astd other consequences;

= To the extent the company outsources functionshiinee material cybersecurity risks, a
description of those functions and an explanatiomoav the company addresses these
risks (two obvious examples are payroll and empdyenefit plan admimistration);

= A description of cyber incidents that the comphag experienced that are material —
either individually or in the aggregate — alonghatite costs and other consequences;

= Disclosure of risks related to cyber incidentd thay remain undetected for an
extended period; and

= A description of relevant insurance coverage.

The staff cautioned that in the event a signifiagésk has already materialized — say, if a
company has actually experienced a material cyttecka— it would not be sufficient
merely to state that such a risk may occur. Instédedcompany may have to put this risk
in context by discussing “the occurrence of thecgfeattack and its known and potential
costs and consequences.” This is consistent watlsdtond Circuit’'s observation in
Slayton(discussed above) that risk factors must be résated and, where necessary,
revised as the underlying facts and circumstaniasge. In short, stating that a significant
risk may materialize when it already has might vieellmaterially misleading.

= MD&A — Companies should address cybersecurity risksremtkents in their MD&A “if the
costs or other consequences associated with anerer known incidents or the risk of
potential incidents represent a material evenmgdrer uncertainty that is reasonably likely to
have a material effect on ... results of operatitiqajdity, or financial condition or would
cause reported financial information not to be ssasly indicative of future operating results
or financial condition.” To illustrate, the stafffers the example of a cyber theft of important
intellectual property, the effects of which aredsenably likely to be material.” In this
situation, the company should describe the stotepgrty and the effect of the cyber attack on
its results of operations, liquidity and finanaiandition, and discuss whether the attack would
cause reported financial information not to begatlive of future operating results or financial
condition. In addition, if management believes iha reasonably likely that the attack will
result in reduced revenues, and/or an increasghbiersecurity protection costs (including costs
related to litigation), the MD&A should discuss sleepossible outcomes, including the amount
and duration of the expected costs if deemed nadt&ven if such a cyber attack failed,
companies should disclose and explain any mategetases in cybersecurity protection
expenditures.

SEC Disclosure and Corporate Governance
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= Description of Business— Where one or more cyber incidents have a matdfect on a
company’s products, services, customer or supmiationships, or competitive conditions, the
company should provide appropriate disclosureigmgaction of the Form 10-K (or report
material changes in a Form 10-Q). In this connacttompanies should consider the impact on
their reportable segments. “As an example, if astegnt has a new product in development
and learns of a cyber incident that could matsriafipair its future viability, the registrant
should discuss the incident and the potential ihfmathe extent material.”

= Legal Proceedings— Companies should evaluate the need for disclafumematerial pending
legal proceeding arising from a cyber incidentsas the theft of “a significant amount of [a
company’s] customer information.” If such an ingitleesults in material litigation against the
company or any of its subsidiaries, the companykhdisclose the name of the court in which
the case is pending, the date it was institutezlptincipal parties, a description of the
underlying facts, and the relief sought.

= Financial Statements— The staff reminded companies that “[c]yberseguritks and cyber
incidents may have a broad impact on a registréingsicial statements, depending on the
nature and severity of the potential or actualdant.” Before a cyber incident occurs, a
company may incur substantial preventative cosasing to internal use software that would
have to be capitalized under US GAAP. During andrafuch an incident, the company should
consider the implications of the following for fieancial statements: (1) the costs of any
customer incentives necessary to prevent the fdsgsiness relationships; (2) accrual and/or
disclosure of material loss contingencies (losseispmtential losses from asserted and
unasserted claims for breach of contract, prodactamties, product recall and replacement
and indemnification of counterparty losses); (3nidished future cash flows requiring
consideration of impairment of certain assets sicgoodwill, customer-related intangible
assets, trademarks, capitalized software or otmg-lived assets associated with hardware or
software, and inventory; and (4) if the cyber imeitlis discovered after the balance sheet date
but before the financial statements are issued)elee for disclosure as a material recognized
or nonrecognized subsequent event. If the incidemtmaterial nonrecognized subsequent
event, the financial statements should disclosetere of the incident and the estimated
financial effect, or a statement that no estimatelme made.

= Disclosure Controls and Procedures— Companies often rely heavily on automated systems
collect, store and process information relatingrtbcal business and administrative functions.
Because companies are required to disclose coanhkussis to the effectiveness of their
disclosure controls and procedures, they shoulesagdbe “extent to which cyber incidents
pose a threat to their ability to record, processpmarize, and report information that is
required to be disclosed in Commission filings, and] also consider whether there are any
deficiencies in ... disclosure controls and procesltinat would render them ineffective.” The
example given is as follows: “[l]f it is reasonalpgssible that information would not be
recorded properly due to a cyber incident affecéinggistrant’s information systems, a
registrant may conclude that its disclosure costanld procedures are ineffective.” Although
not mentioned in the guidance, companies also dramrisider the integrity of IT functions
that are part of or affect the operation of intéat@ounting controls — including any that are
used by third-party providers to whom critical adrsirative functions have been outsourced
(e.g, employee benefit plan administration, payrolt, et in evaluating ICFR effectiveness.

SEC Disclosure and Corporate Governance
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V. A Recurring Area of Saff Comment:
Disclosure of Material L oss Contingencies

Although the Financial Accounting Standards Bo&&$B) has postponed indefinitely its
controversial proposal to change the accountirggrirent of loss contingencies, companies should
not yet breathe a sigh of relief. If anything, #&SB’s decision to stay its hand, at least templgrar
has increased the pressure on both preparers ditdrawof financial statements to demonstrate that
they are complying with what both the FASB and$t&C have emphasized are existing GAAP
requirements regarding material loss contingeft{gsimarily ASC Subtopic 450-20, formerly
known as FAS 5% Senior staff members of both the SEC and FASB athroughout 2011 —

most recently, at the 2011 AICPA Conference —tiney are reviewing “FAS 5” compliance in
periodic reports with even greater rigor than befaifter a year or more of intense SEC staff focus
on this issue in speeches and during the reviewcaminent process.

Through the inspection process, the PCAOB stafilike have been evaluating whether the
registered public accounting firms serving as al@siuditors of public companies are meeting their
obligations when auditing loss contingencies, disgies and related items. In a PCAOB Staff Audit
Practice Alert published in December 2d1the PCAOB staff cautioned registered public
accounting firms that the audit risks that existethte 2008 regarding loss contingencies and
guarantees (among other areas) had persistedstdayfi®* and that auditors should drill down on
management estimates and judgments and commutheateiews on these and other matters to the
client’s audit committee. If the PCAOB staff de@dbat a particular audit engagement selected for
examination during the inspection process is maltgrileficient — for example, if the staff conclede
that the auditor did not collect sufficient eviderio support management’s estimates or assertion of
an inability to make a reasonable estimate, ondiddisplay the requisite professional skepticiam i
challenging management’s judgment that a potentmdterial loss is not “reasonably possible” —
the result can be an inspection report that owglpetentially material accounting errors that
ultimately could lead to a restatement of the patdir company’s financial statements and, in the
most serious cases, a referral to the SEC forduitivestigatiort?

In a nutshell, companies are required under ASGdpib450-20 to accrue an estimated loss for a
litigation loss contingency if information availadbefore the financial statements are issued
indicates that it is both probable that a liabiltys been incurred as of the date of the financial
statements, and the amount of loss (or a rangeheaeasonably estimated. Even where no accrual
is necessary because a loss is not considereddipiesband/or cannot be reasonably estimated, a
company must disclose the loss contingency indbinbtes to its financial statements if there is at
least a “reasonable possibility” — defined as “mibian a remote” likelihood — that a loss or an
additional lossi(e., an amount above that previously accrued) has ineerred. This disclosure

must address the nature of the contingency andragilie an estimate of the loss or range of losses,
if material, or state that such an estimate cabhaaohade. Since at least 2006, the SEC’s Division of
Corporation Finance has emphasized the importainae BID&A discussion of material pre-accrual
loss contingencies as a “known trend or uncertdifity

As reflected in speeches delivered by the SEC’'®sstaff throughout 2016 and reaffirmed most
recently at conferences in 20¥1as well as in the context of a “Dear CFO” Lettatied in October
2010 and numerous comment letters issued in both 20d 2810, the SEC staff is taking aim at
such practices as suddenly revealing an accrubkifinancial statement footnotes without any
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advance warning at the “reasonably possible” stagiee MD&A and/or financial statements’ loss
contingencies footnote — whether in the form oeatimated loss or range of losses, or a
representation that such losses are not reasoestiyable accompanied by a meaningful qualitative
discussiorf?

SEC Disclosure and Corporate Governance

Senior Division of Corporation Finance officialceatly observed that the staff had seen “signitican
improvement” in the quality of loss contingenciésctbsure provided by large financial

institutions®® While acknowledging that staff comments have Igrégcused on these institutions,
the staff indicated that disclosure by other regists “has not been stellat”

Tipsfor 2012

Given the staff’s views, and in the interests @venting further FASB action, companies preparing
periodic reports should take the following recugrareas of SEC staff comment into account,
recognizing that the staff may insist on amendmenfseviously filed reports in the event of
perceived non-compliance:

= The staff expects to see a more thoughtful analyéipproach taken in the MD&A (and in the
loss contingencies footnote to the financial st&tets) than in the “factual” S-K Iltem 103
(legal proceedings) disclosure, and will be looKioginconsistencies between and among the
MD&A, the litigation section, the risk factors atite financial statement footnotes. As
discussed above, the reviewing staff also willdiking for material inconsistencies between
the content of SEC-filed documents and other, fi@ssal corporate communications, such as
web-posted transcripts of earnings calls and egsnieleases.

= If management cannot estimate the amount of loasrange of losses for a material loss
contingency deemed “reasonably possible” (or agfsimilar loss contingencies that may
be aggregated, as discussed below), it shouldsstode and provide a qualitative explanation
of the relevant facts and circumstances that gor@yhe predominantly factual discussion
required in the section of Iltem 3 of Form 10-K, @hcalls for disclosure of the information
required by S-K Item 103. The staff has been chgilgy statements that management cannot
estimate a reasonably possible loss with “precisioriconfidence” — first, on the ground that
qualifying terms of this nature are not permittedier ASC Subtopic 450-20; and second, to
require support for the assertion that managensamable to estimate the reasonably possible
loss (or range of reasonably possible losses).

= If management determines that reasonably possibses in excess of amounts already
accrued (as probable) are immaterial, it shouldidse this determination and explain the
underlying reasoning. In this regard, the staff érmphasized that materiality must be assessed
in light of all of the issuer’s financial statements — the balahest, the income statement and
the cash flows statement.

= Potential recoveries from insurance or other indéoation arrangements should not be
“netted out” from a disclosed estimate (or rangesiimates) of a “reasonably possible” loss
contingency (or contingencies, if aggregated), sstee company provides both the gross and
net estimated amounts and additional informatiothencompany’s policy for recognizing
third-party recoveries, the nature and scope ofumtgrtainties relating to such recoveries, and
the classification of recoveries in the compangtome statement.
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= Management should re-evaluate the status of pemditigeatened litigation (including
governmental investigations that may lead to @vitriminal enforcement action) on a regular
basis, in light of the staff’s view that, as a giveatter progresses, the available information on
potential losses both expands and sharpens, areldreemay trigger one or more of an
MD&A, financial statement footnote and/or risk factlisclosure obligation. Ultimately, a
change in the pertinent facts and circumstancelsl @low quantification of an estimate of
reasonably possible losses that previously couldeanade, require an accrual because the
“probable loss” threshold has been crossed, olineqn increase in an accrued amount
because the reasonable estimate of the probaklédssincreased. In each instance, updated
disclosure will be required and an explanatiorhefrteason for the change may preempt
potential staff comments.

= Companies may aggregate estimated amounts foasitofls contingencies, but should be
careful not to use aggregation to obscure materfiatmation relating to a particular
contingency and avoid discussion and analysisamplications for the particular company.
This position has been taken by the staff in respda concerns that case-specific disclosures
may be prejudicial to the company’s litigation defe and even potentially outcome-
determinative. It does not, however, solve the l@molfor a company that has a distinct
material case that cannot be aggregated with others

= Companies should be aware that the staff may régissosure of management’s policy on
accounting for legal fees, if material (companiaséha choice of accruing the fees as incurred
or as part of the broader accrual for the lossingancy).

SEC Disclosure and Corporate Governance

VI. Other Key Areas of Focus for the Upcoming Form 10-K

At the forefront of concerns expressed by senid€ Staff members as the year drew to a close is the
difficulty of gauging — and of communicating fullynd fairly to investors in periodic reports — the
impact of persistent economic uncertainty and hHeiggd global risk on the integrity of a financial
reporting system driven increasingly by forwardKimg fair value accounting measurements.
Because such measurements are highly sensitihe teast variation in relevant assumptions and
estimates, corporate management are being call@dtope-assess the quality and reliability of
long-standing assumptions and estimates with ré$pelee future performance not only of their own
companies and industries, but also of the globaketplace within which many now operate. To
illustrate, the SEC accounting staff has warnedpaores in the process of quantifying future
funding obligations for pension plans and othertypesrement employee benefits that they must
carefully evaluate the significance of the “doulleammy” they now face — a protracted period of
low interest rates and a decline in the value ahphvestment assets, resulting in mounting net
unfunded pension and other post-employment beoleliijations on corporate balance shééts.
particular, the unprecedented downgrade of US gorwent debt by one credit rating agency this past
August has caused managers to re-evaluate contisliadce on US Treasury yields as a leading
benchmark for risk-free rates of return used towdate the fair value of many pension plan
investments. The quality of disclosure regarding Inmanagement plans to fulfill these obligations as
future minimum statutory funding requirements kiickalong with the potential material effects on
liquidity disclosed in the MD&A, will be a specitdcus of staff comments in 2012.
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Like the SEC, the PCAOB has expressed serious comegarding the implications of continued
economic volatility around the world for its pattiar area of responsibility, the independent
integrated audit of corporate financial statements$ ICFR. This concern prompted the publication
in early December 2011 of Staff Audit Practice ANo. 9, designed to assist auditors in identifying
“matters related to the current economic envirorntiest might affect the risk of material
misstatement [in the financial statements] andefloee, require additional audit attentiof.The

alert highlights the new PCAOB audit risk assesgraaditing standards (Nos. 8 through 15), which
became effective for the 2011 audit of calendar-yeporting companies. It also calls attention to
Staff Audit Practice Alert No. 8, which addressesutl risks associated with audits of operations in
China and other emerging markets, especially whasmgpany is faced with challenging economic
conditions.

SEC Disclosure and Corporate Governance

More broadly, Staff Audit Practice Alert No. 9 cewms auditors that heightened fraud risk factors
exist whenever and wherever financial stabilitypwofitability is threatened by poor economic
conditions, excessive pressure exists for managetmeneet analyst or other third-party
expectations or there is excessive pressure oipgpersonnel (especially in remote locations) to
meet sales or profitability incentive goals. Acaogly, the alert directs auditors to pay careful
attention and apply professional skepticism inftlewing four areas:

= The need to consider the impact of changing econconditions near year-end on the original
audit plan, including the need to re-evaluate mrasly established levels of materiality and
tolerable misstatement, and to sharpen risk asseggnocedures and consider external
information;

= The need to be on the look-out for a lack of cdasisy in assumptions and other signs of
management bias when auditing fair value measurenagl estimates and, if found, the
implications of such bias for the auditor’s repamtinternal control over financial reporting;

= The need to assess a company'’s ability to contmoperate as a going concern for a
reasonable period of time (not to exceed one yeyorimd the date of the financial statements
being audited) and, where substantial doubt exisésneed to consider the adequacy of support
for management’s ability to implement its plansrtitigate adverse conditions; and

= The need to recognize increased risks relatingrtitt@d, incomplete or inaccurate financial
statement disclosures with respect to loss comtitige (and other risks and uncertainties
where an estimate has not yet been disclosed)eotnations of credit risk and liquidity
concerns, and to take into account qualitative idenations in evaluating these types of
disclosures.

A notable risk highlighted in Staff Audit Practiédert No. 9 is pertinent to companies now under
the SEC staff’'s microscope due to material Europksnt exposure (as discussed in Part lll, above).
According to the PCAOB staff (as stated in thigty|éin the current economic environment, a
company with substantial direct or indirect sovgmneilebt exposure may be motivated to not
consider all relevant market information when deiaing a fair value measurement or enter into
off-balance sheet arrangements that fail to beapiately accounted for or discloset.So, for
example, expect probing auditor questions if ymmpany has significant direct or indirect exposure
to Europe’s current economic troublesy, a large amount of delinquent accounts receivilyleur
company conducts significant business with Euroggamernmental or semi-governmental
customers now having difficulty paying for the camng’s goods or services.
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Other areas of special concern flagged by the SEPELAOB staff for companies and their outside
auditors, in anticipation of the upcoming Form 1@HKg season, are discussed in greater detail
below.

SEC Disclosure and Corporate Governance

A. Useof Third-Party Pricing Servicesin Making Fair Value Measurements

Both the SEC and PCAOB staff took the opportunittha 2011 AICPA Conference held in
December to urge companies and independent autbtbes cautious with respect to the reliability of
information obtained from third-party pricing sex@s that may be used by corporate management to
develop fair value estimates and financial statérdesclosures relating to financial instruments,
including those held by many corporate retiremésmg Estimating the fair value of relatively

illiquid securities, including the threshold detémation whether to classify them either as “Level 2
(valuation using other significant observable ispstich as market prices for similar securities) or
“Level 3"(valuation using significant unobservaliguts, such as proprietary models), may demand
substantial management judgment. Management cauntsdurce these complex judgments to third-
party services consistent with US GAAP; to the camyt management must understand the models
applied by such services, along with the signifigaputs and assumptions made in arriving at
specific valuations. To illustrate what likely wdukil to pass GAAP muster, the staff observed, that
“[i]f the pricing service only provides a price fargiven CUSIP with no information about the
models or assumptions used to price it [the sgduntanagement may not have enough information
to assess the appropriateness of that price tondiet whether it is in conformity with GAAP?

SEC staff comments in this area will center on Wwhemanagement has complied with applicable
US GAAP (ASC Topic 820), and whether managementeagned and maintains an “appropriate”
ICFR within the meaning of Section 404 of the SadsaOxley Act, and “accurate and reasonably
detailed books and records” for purposes of SedtB{b)(2) of the Exchange AttRather than wait
for the staff's comments, management should asK itse following questions regarding its use of
third-party pricing data in preparing the comparfyigncial statements:

= Do we have sufficient information about the valpesvided by pricing services to know that
we’re complying with US GAAP?

= Have we adequately considered the judgments thatli@en made by third parties in order to
be comfortable with our responsibility for the reaableness of such judgments?

= De we have a sufficient understanding of the sauofénformation and the processes used to
develop it to identify risks to reliable financi@porting?

= Have we identified, documented and tested contootglequately assess the risks to reliable
financial reporting?

According to the SEC staff, independent auditdmviise would benefit from asking these questions
when conducting the integrated audit of a compafiyancial statements and ICFR (more guidance
on ICFR responsibilities of management in this drelaw). Picking up on this theme during the
2011 AICPA Conference, the PCAOB’s Chief Auditomieded outside auditors that the PCAOB
inspection staff will be closely monitoring whethregistered public accounting firms have
maintained the proper degree of professional s&ieptiin situations involving management’s use of
third-party pricing services. This is not a newopity for the PCAOB — a September 2010 PCAOB
inspection report was critical of auditors failityevaluate whether management’s fair value
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measurements were the product of appropriate vafuatethodology, and in testing ICFR over such
measurement¥.
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B. Income Tax Disclosurelssues

As the Division stated in its FRM: “Registrants slibconsider discussing and analyzing the tax
implications related to material transactions, dierand other important items impacting their
business as disclosed elsewhere in the MD&Specific areas of focus, some of which were
underscored by the staff at various conferenceaigirout 2011, include the following:

= Companies should consider the need for MD&A anfif@ncial statement footnote disclosure
in the event tax rate reconciling items result,dgample, from a significant change in
assumptions involving an unrecognized tax benefé different final resolution of any dispute
related to that benefit. If uncertain tax positicosistitute a critical accounting estimate, the
MD&A should address why the assumptions were chéyngewhy the actual resolution
differed from management’s assumptran.

= In light of continued economic uncertainty withindeoutside the United States — particularly
within the European Union — companies with substhiiternational operations should
evaluate, with a view to possible MD&A disclosuittee validity of the assumption often made
that earnings of a foreign subsidiary will not bpatriated (meaning that they will not be
subject to US income tax, resulting in a tax ramonciliation item). The staff has
recommended that in appropriate cases — for examplen a company’s disclosures reflect a
significant amount of foreign earnings for whicleté has been little or no tax provision — the
MD&A should explain, as a material trend or unciettg that cash resources located offshore
in a foreign subsidiary or subsidiaries may noabeailable to the US parent company (either in
whole or in part) in the event of a liquidity crimat least without incurring a significant tax
liability. ®°

= Valuation allowance assessment for deferred tast@gsemains a staff “hot button” issue. For
example, the staff cautioned during the 2011 AlGTference that “[florming a conclusion
that a valuation allowance is not needed is diffiadnen there is negative evidence such as
cumulative losses in recent yeaf$The staff continues to urge companies to consider
including disclosure in the MD&A (and financial stenent footnotes) if a material increase in
the valuation allowance is reasonably likely towr® Note also that the PCAOB considers
this to be a high-risk area for outside auditofg]stimates made by issuers regarding the
recoverability of deferred tax assets as well asotlitcome of uncertain tax positions might
require significant management judgment, whicheases the risk of material misstatement,
particularly in times of economic distre<s.”

C. Goodwill Impairment

Goodwill impairment remains a favorite SEC staffidialate for critical accounting estimate
treatment, particularly given the extreme sensitiof fair value-focused goodwill impairment
testing to adverse economic conditiéh¥he SEC staff announced during the 2011 AICPA
Conference that it does not expect FASB’s recansien of the relevant US GAAP standard (ASU
No. 2011-8Testing Goodwill for Impairmenamending ASC Topic 350), to have a material ¢ffec
on the outcome of goodwill impairment testffiddecause early adoption of the revised standard is
permissible’® the staff apparently expects some companies tthisseption to make an initial,
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gualitative assessment of whether it is more likkegn not that a reporting unit’s fair value issles
than its carrying amount before proceeding to apmyfamiliar two-step impairment analysis —
some accountants have referred to this as “Step’ZEne staff warned that it may issue comments
if a company uses a qualitative assessment to avpdirment testing on units that may be “at risk”
for impairment (as explained below).
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Note: Current US GAAP requires companies to use a twotpst to determine whether
goodwill is impaired at least once a year, and nii@guently if certain events or
circumstances indicate that goodwill may be imghif&tep One consists of determining
whether the fair value of a “reporting unit” (dedish by reference to the company’'s US GAAP-
prescribed operating segments, a topic which isessdéd in the next section) is less than its
carrying amount, including goodwill. If so, go an$tep Two; if not, there is no impairment.
Under Step Two, the company must measure the anebimpairment loss to be recorded —
this is accomplished by comparing the “implied fafue” (calculated pursuant to a specified
methodology) of the reporting unit’s goodwill withe carrying amount of that goodwill.

The SEC staff expects companies to provide eartyiwg in the MD&A — as a “known trend or
uncertainty” — of the possibility that one or moegorting units are “at risk” of failing Step Onk& o
the impairment test if the actual impact of impanmhwould be material. The optional qualitative
screen just introduced does not supplant the tep-ahalysis, but could be applied to preclude
application of that analysis if an entity “pass#s® threshold qualitative test. As noted, the stélff
be on the look-out during the review process fdidgations that a company has improperly applied
the qualitative test to evade traditional impairtrtesting. In particular, the staff has indicatedtt
companies in this situation should disclose (pedfrin the context of discussing treatment of
goodwill as a critical accounting estimate for MD&W#sclosure purposes, given the significant use
of estimates and assumptions associated with &ilevmeasurements): (1) the percentage by which
the fair value of the reporting unit exceeded theying value as of the latest impairment testing
date; (2) the amount of goodwill allocated to tiné;u(3) a description of the methods and key
assumptions used by management, and how those @tssusnwere determined; (4) a discussion of
the degree of uncertainty associated with the ksymaptions; and (5) a description of the potential
events and/or changes in circumstances that relalyar@uld be expected to affect negatively the
key assumption.

A 2010 PCAOB report on audit risks and challengesiified by its staff in conducting inspections
of registered public accounting firms over a twaiyperiod of the recent economic crisis (2007-
2009) found that some audit firms applied insuéfiti skepticism to management judgments that
goodwill and other intangible assets did not necloet tested more frequently than annually despite
the presence of incipient impairment indicaf§rSuch indicators include “recent declines in issuer
stock prices or reduced estimates of future revémgguations where such declines or reductions
appeared to be potentially significant to issugtest recent impairment analysé3The PCAOB
report also found failures by some accounting fitmevaluate, as required, the reasonableness of
certain significant assumptions used by managememntpairment assessments.

In light of this report’s findings, the PCAOB recoranded that audit committees of public
companies consider discussing with management hamagement documents its decisions on
impairment, and what type of information is avaiato the outside auditor to provide the requisite
evidentiary support for these decisions. Audit cattees also should consider discussing with the
outside auditor: (1) the auditor’'s assessment ditaisk in this area; (2) what the auditor's sty
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will be for dealing with this risk; and (3) the tdis of audit procedures performed in relationhis t
risk.”” The PCAOB made the same recommendation with respether areas of deficiency listed in
the report, such as fair value measurements, afiogvéor loan losses, impairment of intangible
assets other than goodwill (as well as tangibletagsoff-balance sheet structures, revenue
recognition, inventory valuation and income taxes.
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D. Segments

Many companies have responded to volatile busiaedsnarket conditions by restructuring their
operations, leading in some cases to significaahgls in how they manage their businesses. Alert
to the possibility that some companies may not maassessed their definition of US GAAP
segments in light of these developments in accaelanth ASC Topic 280, the Division of
Corporation Finance is checking during the revieacpss for the consistency between a company’s
disclosures in the MD&A and the financial statenfestnotes, on the one hand, and, on the other,
those disclosures made in connection with webcasirggs calls and investor conferences. The staff
also may consider how the market views the compaxgmining analyst reports and other third-
party sources of public information regarding tbatnpany. If the staff spots apparent discrepancies,
it may request access to the information furnisloetie company’s chief operating decisionmaker
(CODM), board of directors or audit committee. Gaitlg speaking, the staff has been skeptical of
arguments that information supplied to the CODMas used in making judgments about the
allocation of resources to the designated segmenis,evaluating their performance.

Based on analysis of supplemental materials arer atformation obtained during the review
process, the staff has observed a common tenderaggtregate operating segments improperly —
although the then-Chief Accountant of the DivisadrCorporation Finance stated at PLI's spring
2011 “SEC Speaks” conference that he had noticew smprovement in this aréaNevertheless,
the Division of Corporation Finance Deputy Diredibentified segments, including but not limited
to improper aggregation, as a continuing areaadf sboncern during the 2011 PLI Annual Institute
(which concerns were echoed by SEC accounting atadfbnth later, at the 2011 AICPA
Conference) — which means that issuers should @asfud attention to their MD&A and financial
statement footnote (and business description) s&sons of reportable segments. Recall also the
Second Circuit’s reinforcement of a similar messidugeyear in theitwin case, discussed above.

Improper aggregation of operating segments inftaises staff concerns regarding concealment of
impairment risks because, as discussed aboveppte@iate definition of operating segments is
critical to the allocation of goodwill to reportirsgggments, and therefore to impairment testing.
Material errors in segment accounting thus can kaym@ficant negative consequences, resulting (in
a worst-case scenario) in a restatement of the anypfinancial statements and a determination of
material weakness in its ICFR.

E. Foreign Currency Risk Exposure

Due to the pronounced volatility of US and forea@nrencies, the SEC staff indicated during the
2011 AICPA Conference that the MD&A should expldie material effects of fluctuations in

foreign currency exchange rates on income stateitggns such as revenue and cost, as well as such
important operating measures as same-store salés\antory backlog. The staff will be looking

for period-over-period consistency in disclosursgarding exchange rate fluctuations — including in
the context of MD&A disclosures of non-GAAP congtaarrency measures (see, in this regard,
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Non-GAAP Financial Measures C&DI 104.06). With respto market risk disclosures.g, under

Item 305 of Regulation S-K, quantitative and quaaite disclosure of market risks), the staff will
assess the adequacy of such disclosures agairfstitveing benchmarks: (1) the nature of currency
risks pertaining to the company’s countries of agen, along with any unhedged assets, liabilities
and commitments; (2) risk management policiesa(8) changes in the disclosed risk exposures and
how they will be managed; and (4) any known treéndsurrency prices or exchange rates in future
operating periods, with discussion of positive tfegiven the same prominence as negative trends.
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F. Non-GAAP Financial Measures

To encourage disclosure in SEC-filed documentof@AAP financial measures used in other
corporate communications, the Division of CorpanatiFrinance published updated interpretive
guidance in 201% and generally has taken a more flexible approaeshen in connection with
the review and comment process. However, the Is¢affcontinued to issue comments on perceived
inconsistencies between filed and non-filed commatons with investors when non-GAAP
measures appear in both, and to challenge theinusgy context when deemed materially
misleading. According to the staff, these commangsnot intended to discourage usage of non-
GAAP financial measures in filed documents (toeRkeent they are included), or to force non-GAAP
financial measures into such documents unlessaimpany so chooses. Instead, the staff’s intent is
to ensure both compliance with the plain langudgberules (Item 10(e) of Regulation S-K and
Regulation G), and consistency of presentatioroof @AAP measures between formalg, when
such measures are included in the MD&A and/or Re&tors sections of periodic reports) and
informal (e.g, investor conferences) presentations of the cogipdimancial condition and results of
operations.

The Division’s staff indicated throughout 2011 yatious conferences) that companies seemed
increasingly to be including non-GAAP financial maees in SEC-filed documents, perhaps because
of the staff's more flexible interpretive positiofi®ecent staff comments have tended to identifia suc
non-compliant practices as giving greater promiedint a given periodic report) to non-GAAP
financial measures than to the most directly cormiplarGAAP measure, and mischaracterizing as
non-recurring specific items that, in fact, coutdregarded as recurrifigin addition, the staff has
emphasized repeatedly that cash flow per sharg@litgumeasures (as contrasted with performance
measures) are potentially misleading for purpo$&&egulation G and Exchange Act Rule 10b-5.

G. Referencesto Credit Ratingsin the MD& A and Elsewherein Periodic Reports

Concerns arose in 2010 over the implications fongany disclosure of the Dodd-Frank Act’s repeal
of Securities Act Rule 436(df,which previously exempted credit rating agenciemfthe expert
consent requirements applicable to Securities dgistration statements. Because the major rating
agencies have indicated that they will not consetite inclusion of ratings information in Secuai
Act registration statements, companies that disctogh information in periodic reports that are
incorporated by reference into registration stat#msought and received guidance from the
Division of Corporation Finance with respect to tieumstances in which ratings disclosure is
appropriate without the consent of the agencyitisated the rating.

A staff interpretive position, C&DI No. 233.04 putlines the circumstances in which companies
may continue to disclose credit ratings in theniguic filings (barring any other regulatory ground
for exclusion, as discussed below in endnote #jitratings still may appear, for example, in the
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MD&A liquidity and risk factor sections) without tdining the consent of the rating agency to
incorporation by reference of these filings inte@#ies Act registration statements. Companies
may provide such information, in their MD&As andkifactors, to disclose changes in credit ratings,
liquidity, the cost of funds and/or the terms ofterel agreements that refer to credit ratirgyg {
indenture covenants). Such references also maychelied in free-writing prospectuses (which are
Securities Act Section 10(b) prospectuses) — buitmRule 134 “tombstones” or other
communications deemed not to be a prospeétus.
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H. Internal Control Over Financial Reporting

A key theme in recent staff guidance has been neamagt’s failure to consider the implications of
continuing economic uncertainty for the compangteinal control over financial reportiigin the
staff's view, reorganizations, reduced capital siyem on information technology, cutbacks in
staffing and other by-products of the recent rdoesshould be causing (individually or collectively
more disclosable changes in ICFR during a givemtgtlg reporting period than the staff has
observed in the review and comment process. Otafrabservations in this context:

= Disclosures of material weakness could be improRedher than just identifying the
accounting error that is the result of a materi@akness, companies also should explain what
problems in the underlying control or controlsmibtely led to the failure to detect or prevent
the material error. Specifically, management shaigdlose: (1) the nature of the material
weakness; (2) the impact of the material weaknadh® company’s financial reporting and
ICFR; and (3) management’s current plans or acloeady undertaken, if any, for remediating
the material weaknegs.

= The existence of even a single material weakneépmclude a management conclusion that
the particular company’s ICFR is “effective.” Thaf§ remains highly skeptical in situations
where disclosure of one or more material weaknass€&FR, compelling a conclusion that the
ICFR system is not effective, is accompanied bgldgire that the company’s disclosure
controls and procedures nevertheless are effe¢Bexause of the substantial overlap between
ICFR [internal control over financial reporting]&®CP [disclosure controls and procedures],
if management concludes that ICFR is ineffectivejust also consider the impact of the
material weakness on its conclusions related to.DEP

= Once a material weakness has been disclosed affiexgbects to see disclosure of changes in
internal controprior to completionof remediation as the company works on correcting
identified control deficiencies.

= In the event of a restatement due to material agamyerror, the staff may question the
absence of prior, predictive disclosure, given thataterial weakness exists if a particular
control deficiency (or combination thereof) creaaagasonable possibility that a material error
could occur in the future if not correctéd.

= Both management and the outside auditors shoufce$i®’ their respective approaches to
evaluating ICFR each year. According to the SECtoanting staff, “the effort must go well
beyond a rollforward of testing of the operatinfgefiveness of the same list of controls each
year. The assessment must also include the coasateof the adequacy of the design of
controls. The assessment should consider, for ebeanvpether the design of controls has kept
up with economic or business conditions or chaimésancial reporting requirement&*”
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= Where management uses information from third-pawitsing services to formulate fair value
estimates, “there is a risk that such informat®maccurate and incomplete and ... that the
prices they provide are not exit prices or otheevés defined in US GAAP ..%*Because
“more complex and less actively traded securitiay trave a [greater] risk of misstatement.
.... [m]anagement may need to design controls toapjately weigh information received
[from] multiple pricing services and/or other sces®f fair value information to assure that the
prices recorded for securities are indicative of\falue.” In evaluating the risks of material
misstatement in accordance with the SEC’s 2007dreéive guidanc&® management should
consider: (1) the “nature and complexity of se@esitnvolved (for example, the issuer, term,
coupon, collateral, cash flow waterfall, prioritydefault and other key drivers of value;”
(2) the “level of market activity for securitie®(fexample, normal activity in market and
changes thereto, nature of market (brokered, exghaaic.), analysis of bid-ask spreads, and so
forth);” and (3) the “availability [and provenanoaf] market data (for example, who compiles
data, timeliness, alternative markets, assessniigratdes for adequate size and distressed
nature).®* Finally, depending on the nature and scope ofittks of material misstatement thus
identified, management should consider strengthethia relevant ICFR by taking such
measures as: (1) establishing a mechanism for “geanant interaction with third-party
pricing services” that entails “what some call ecmg challenge’ process|,] and through so
called ‘deep dives,” in which management can obt@ane detailed information from pricing
services about the assumptions, inputs, and atf@mation used to price securities;”
(2) implementing a process for “monitoring pricisgyvices’ assumptions and changes thereto,
or “other means of monitoring market data;” andgBjaining independent audit reports on the
internal controls of pricing services.
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VII. SEC and PCAOB Spotlight on Audit Committee Oversight of
Financial Reporting

Although compensation committees have been in thedat lately because of Dodd-Frank’s
emphasis on executive compensation, the SEC Emi@neeDivision has been monitoring how well
audit committees have performed in discharging thersight responsibilities in the area of
financial reporting. Among the many individuals dusy the SEC last year for fraudulent or
otherwise deficient financial disclosures were ¢hi@mer outside directors of DHB Industries, Inc.
(now known as Point Blank Solutions), in a cas®iving “massive accounting fraud” allegedly
perpetrated by the former CEO and other employétieeaccompany® This is somewhat unusual,
because the SEC generally does not sue outsidgatgendividually unless they are believed to
have been complicit in the primary violations aldty committed by others (usually senior
management or other persons responsible for th@aoy's financial reporting) or, as here, to have
failed intentionally or recklessly in their “gatek@er”’ function — overseeing the integrity of the
company’s financial reporting process and, sinab&@ees-Oxley became law in 2002, managing the
company’s relationship with the outside auditor.

In first announcing the SEC’s filing of a case agathe company and the three former directors,
who had served on the company’s audit committsengor Enforcement Division official sent this
shot across the bow seemingly designed to cagtaerattention of outside directors: “While we
won't second-guess the good-faith efforts of mashpany directors, we will hold accountable those
who completely abdicate the duties they owe tactimapanies and shareholders they represéht.”
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The case against the former directors eventualtiesen November 201%. Under the settlement
agreement, the three defendant directors colldgtagreed (without admitting or denying
culpability) to pay more than $1.6 million in moast sanctions (including penalties and
disgorgement), and accepted the imposition of effend-director bars and a permanent antifraud
and books-and-records injunction. The Enforcemewision Director later cited this case to
Congress in written testimony describing the SEEDfrcement successes during its fiscal year
ended September 30, 2011 and later, in appearaht@e major conferences, warned that this
“message” case highlights the special responsilafiaudit committees for effective oversight of
corporate financial reportirfy.
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Admittedly, the allegations of the SEC’s complagainst the former DHB directors detalil
egregious misconduct by senior management (thegio@&EO and another ex-officer were convicted
on criminal fraud and other charges arising frommgame set of facts underpinning the SEC’s case),
along with an extraordinary degree of willful igaace on the part of the three former directors. In
short, this was clearly not a run-of-the mill fircgad fraud case. Still, the case should not be
dismissed as largely irrelevant to most comparesause it does offer a useful roadmap to the
SEC'’s view of the financial reporting oversight idstof outside directors generally, and of audit
committee members in particular. As outlined in¢benplaint, the three former directors were
alleged to have facilitated the company’s finandiatlosure violations because they had been
“willfully blind [for three years] to numerous rdthgs signaling the accounting fraud, reporting
violations and misappropriation” by the then-CE@ ather former managers, and allowed their
personal and business relationships with the ex-@E®pair their independent decision-making.
With respect to the “red flags” the defendant divex allegedly ignored “as the fraud swirled around
them,” even as they were “rubber-stamp[ing] thesiens of DHB’s senior management while
making substantial sums from sales of DHB secutitiere warnings from an in-house
whistleblower and successive outside auditors @uaiting firms resigned after sending “material
weakness” letters to the audit committee).

The SEC’s message to audit committees (and othsidewdirectors) is clear: The SEC expects them
to maintain their independence from senior managénpay special heed to communications from
outside auditors and employees alerting the awdnnaittee to possible securities law violations,
actively and independently investigate allegatiohsiisconduct by senior management, and
otherwise act diligently in discharging oversightids owed to the company and its shareholders.
State corporate law enshrines the same principltheaDelaware Supreme Court observed in
adopting theCaremarkstandard: “Where directors fail to act in the fat@ known duty to act,
thereby demonstrating a conscious disregard far tegponsibilities, they breach their duty of
loyalty by failing to discharge that fiduciary ogpition in good faith®

The new Dodd-Frank whistleblower rules centereRégulation 21F raise the stakes substantially
for audit committee members (as well as the fullridd, because potential whistleblowers now have
strong economic incentive (accompanied by a stgtgoarantee of anonymity and a new right to
sue directly in federal court for retaliation) tgplass internal complaint mechanisms entirely and
share their concerns directly with the SEC EnforeenDivision’s Office of the Whistleblower. As
the gatekeeper responsible under the Sarbanes-@gtdgr establishing and administering existing
whistleblower complaint procedures relating to artmg and auditing matters — and the board
committee often tasked with oversight of the conyymhroader compliance program — the audit
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committee has good reason to exercise more vigiéman ever in overseeing the company’s

financial reporting process. And the PCAOB indikgutill be putting additional pressure on audit
committees in the relatively near future — desthigefact that the agency has no jurisdiction over

public companies or their officers or directord # adopts (and the SEC approves) a revived

proposal intended to improve the quality of thesalé auditor’s prescribed communications with the

audit committed? SEC Chief Accountant Jim Kroeker, in a year-eneesp touching upon the

implications for audit committees of the PCAOB’&lst proposal, encouraged audit committees “to
take a fresh look at how they can improve theirenirauditor oversight responsibilities so thaythe

can be an even greater influence on improving apditity.”*

Audit committees should be aware that the SEC h@dPCAOB have consolidated their efforts to

improve the quality of corporate financial repogtioy taking measures within their respective

spheres to strengthen the critical relationshigvben the two major Sarbanes-Oxley “gatekeepers” —
the independent non-employee directors of listedpamies who comprise the audit committee, and

the independent auditor responsible for the intedgraudit of the financial statements and the

ICFR.

As the PCAOB put it, an important goal of the regosed auditing standard is to promote “effective

two-way communications between the auditor andatidit committee throughout the audit[,]”

which will have the two-fold benefit for investon$ helping the auditor to “conduct[] an effective
audit ... [,]” and the audit committee to “fulfillifs oversight responsibilities regarding the finahc
reporting process.” The standard, if adopted amiayed by the SEC, would become effective for
audits of fiscal years beginning on or after Decerilb, 2012 — meaning 2013 for calendar-year

reporting companies. Rather than waiting, howeaedijt committee members should consider

whether it makes sense to act now to enhance coeenptocedures and their dialogue with the

outside auditor in light of the goals of the repyepd standard.
So what could all this mean for audit committees?

= First, the outside auditors will expect their conrmeations with audit committees to be

“meaningful,” within the plain language and thergmf the new PCAOB auditing standard.

An inevitable consequence of the PCAOB'’s adoptiba mew auditing standard is that its

Inspections staff will be selecting specific compandit engagements to assess how well

PCAOB-registered auditors are doing in complyinghwtihat standard. As noted above,
auditors are being pressed by the PCAOB on a nuofdesnts to demonstrate more

professional skepticism regarding management etsrend assumptions, particularly given

the troubled economic environment and enhanced! figlss associated with aggressive
accounting decisions by management pressured toigbrate performance targets in

declining markets. Because more is expected ot@sdihey in turn will expect more of their
fellow gatekeeper, the audit committee. And if BH@AOB staff finds what it considers to be a
failed or otherwise deficient audit, it may pick tn@ phone and communicate this information
to its counterparts at the SEC — including, butlimoited to, the SEC’s Office of the Chief
Accountant, and/or the Office of the Chief Accountim one of the divisions, such as
Corporation Finance or Enforcement.

Second, the audit committee should be prepareskfegral detailed requirements in the new
standard designed to “enhance and improve” the-i&g communications” between auditor
and audit committee. For example, the new standartdd compel the auditor to expand its
inquiries of the audit committee regarding “matterievant to the audit.” These matters would
include the audit committee’s knowledge of actugbassible violations of law or regulations,
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whether or not pertaining directly to financial ogfing issues. Accordingly, now is a good
time for companies, under the oversight of the tazcminmittee, to re-evaluate existing internal
whistleblower complaint policies and procedureshl{t) to determine whether they are
sufficient to supply the audit committee with tindormation that soon will be necessary to
answer the auditor’s questions; and (2) to agsestbmpany in responding effectively to the
Dodd-Frank whistleblower rules by, if necessargueimg that current complaint mechanisms
cover all actual or potential violations of appbtalaw and regulation, not just those
complaints or concerns involving accounting andtagimatters as contemplated by
Sarbanes-Oxley.

= Another requirement under the re-proposed standatdid impose an obligation on the auditor
to communicate to the audit committee “complaimtsancerns regarding accounting or
auditing matters that have come to the auditot&ngibn during the audit.” This requirement
could have the effect of reinforcing auditor coraptie with the Exchange Act Section 10A
“accountant whistleblower” provisions, which direélse auditor to “assure” that the audit
committee or full board is “adequately informed”asfy “illegal acts” that the auditor detects
or otherwise learns of in the course of an audigddition to informing senior management
(unless an act is “clearly inconsequential”). (Riebet only if senior management and/or the
audit committee or full board fails to take “timedipnd appropriate remedial actions with respect
to the illegal act,” must the auditor submit a mned its conclusions to the full board and
the SEC.)

Most audit committees are well-prepared to meeddiuhallenges. But to do so, audit committee
members must remain vigilant and continue to seekadtain the current information and assistance
they need to exercise their fiduciary oversighiekiin an effective manner. We hope this
memorandum facilitates the continuing oversightpss for outside directors and the work of the
senior managers and others responsible for thadiabreporting operations of public companies.

SEC Disclosure and Corporate Governance

* * *
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If you have any questions on these matters, please do not hesitate to speak to your regular contact at
Weil, Gotshal & Manges LLP or to any member of the Firm’s Public Company Advisory Group:

SEC Disclosure and Corporate Governance

Howard B. Dicker howard.dicker@weil.com 212 310 8858
Catherine T. Dixon cathy.dixon@weil.com 202 682 7147
Holly J. Gregory holly.gregory@weil.com 212 310 8038
P.J. Himelfarb pj.himelfarb@weil.com 214 746 7811
Robert L. Messineo robert. messineo@weil.com 212 310 8835
Ellen J. Odoner ellen.odoner@weil.com 212 310 8438
Lyuba Goltser lyuba.goltser@weil.com 212 310 8048

Rebecca C. Grapsas  rebecca.grapsas@weil.com 212 310 8668
Ade K. Heyliger ade.heyliger@weil.com 202 682 7095

Audrey K. Susanin audrey.susanin@weil.com 212 310 8413

Internal Revenue Service Circular 230 Notice: To ensure compliance with requirements imposed by
the IRS, we inform you that any US tax advice contained in this communication is not intended or
written to be used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal
Revenue Code or (ii) promoting, marketing or recommending to another party any transaction or
matter addressed herein.

©2012 Weil, Gotshal & Manges LLP, 767 Fifth Avenue, New York, NY 10153, (212) 310-8000,
http://www.weil.com©2012. All rights reserved. Quotation with attribution is permitted. This publication

provides general information and should not be used or taken as legal advice for specific situations, which
depend on the evaluation of precise factual circumstances. The views expressed in this publication reflect those
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ENDNOTES

! Division of Corporation Finance Announceme®EC Staff to Release Filing Review Correspondence
Earlier (Dec. 1, 2011) (announcing that, beginning Jan@aB®012, the staff will release comment letters
and company responses no later than 20 businessftay a filing review is completed, rather than n
earlier than 45 days after completion, which haghte previous standard in place since May 2005),
available athttp://www.sec.gov/divisions/corpfin/cfannouncenstatigarcorrespondence.htm

2 SEC Rel. No. 33-9106 (Feb. 2, 2018yailable athttp://www.sec.gov/rules/interp/2010/33-9106.pdf

*1d. at 17
* See Matrixx Initiatives, Inc. v. Siracusari®1 S. Ct. 1309, 1318 (2011).

® Matrixx, supran. 4, at 1313-14. Earlier, Basic Inc. v. Levinson, Inc185 U.S. 224 (1985), the

Supreme Court similarly rejected a “bright-linest¢hat had been applied by some lower courts in
analyzing the materiality of preliminary merger agigtions. When assessing the materiality of
contingent or speculative information or eventghsas whether a proposed merger will be consummated
a materiality judgment necessarily “will dependaaty given time upon a balancing of both the in@ida
probability that the event will occur and the aipited magnitude of the event in light of the tibyabf

the company activity.”” 485 U.S. at 238 (citatiomitted). See alscClimate Change Release at 18.

®485 U.S. at 231-32 (quoting froMBC Industries, Inc. v. Northway, Ind26 U.S. 438 (1976) at 449).
"1d. at 236.
8 SeeSEC Rel. No. 33-6838/anagement’s Discussion and Analysis of Financiahdtion and Results

of Operations; Certain Investment Company Discles@ivay 18, 1989)available at
http://www.sec.gov/rules/interp/33-6835.htm

° Climate Change Release at 18.
19 634 F. 3d 706 (2d Cir. 201Xert. den.2011 U.S. LEXIS 5436 (U.S., Oct. 3, 2011).

I See Litwinat 716 (noting that the plaintiffs’ burden of piérag was “relatively minimal” because of the
absence of a scienter element in causes of aatiugbt under Sections 11 and 12(a)(2) of the Stesiri
Act of 1933, as amended).

121d. at 716-717. According to the court, the “matéyatest — as applied here to construing allegatio
of failure to comply with Item 303(a)’s “known trés and uncertainties” element in violation of Smtsi
11 and 12(a)(2) of the Securities Act — is the santke antifraud context.

¥ The SEC itself has repeatedly emphasized the gwohry nature of “circumstances and risks” facing
public companies, and the concomitant need to esaghe implications of such circumstances and risk
over time with a view toward disclosure. In thigaed, informational items that may not be deemed
material when considered in the context of annesdilts, nevertheless may be material in the coofext
interim results disclosed in a Form 10$2eSEC Rel. No. 33-9144;ommission Guidance on
Presentation of Liquidity and Capital Resourcesdiisures in Management’s Discussion and Analysis
(Sept. 17, 2010) (MD&A Liquidity Release) (citatiomitted),available at
http://www.sec.gov/rules/interp/2010/33-9144 .pdf
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“Where PSLRA safe harbor coverage is unavailabpanies still may rely on the judicially-crafted
“Bespeaks Caution” doctrine in defending againstigées fraud claims, to support an argument ¢hat
challenged misstatement or omission is immatesdal matter of law. Much like the PSLRA safe harbors
however, the doctrine requires that cautionary lagg specifically warn of, and relate directlytte

risk that allegedly triggered a plaintiff's los3ee Halperin v. eBankerUSA.cap®5 F. 3d 352, 359 (2d
Cir. 2002).

!> Note that disclosures made in the financial statesdo not qualify for PSLRA safe harbor coverage.

'® The Deputy Chief Counsel of the SEC’s DivisiorGafrporation Finance highlighted the importance of
the Slaytoncase during the Practising Law Institute’s “SE@&qs” conference held February 4-5, 2011.
The Division’s Deputy Director later reinforced timessage of this case at the 2011 PLI Annual Uistit

7 604 F. 3d 758 (2d Cir. 201Q)et. for panel or en banc rehearing deni€d10 U.S. App. LEXIS

18384 (2d Cir., July 23, 2010). The effectiveneswell crafted risk factors was recently demongidain
another Second Circuit decision, upholding the logairt’'s dismissal of a private Securities Act
complaint challenging statements of managemennfopi — estimates, judgments and assumptions
relating to goodwill impairment and loan loss ressr— that were set forth in financial statements
comprising part of a Form 10-K incorporated by refeee into a Securities Act registration statemsegé
Fait v. Regions Financial Corporatio®55 F. 3d 105, 111 n. 3 (2d Cir. 2011) (focusingdisputed
goodwill judgments made by management in suppadissiosures made in financial statements filed as
part of the Form 10-K).

'8 The court found that the disputed forward-lookstgtement was not made with actual knowledge of
falsity and, therefore, was protected by a sepamateg of the PSLRA safe harbor than the one dssalis
above in the texSee Slaytar604 F. 3d at 774-78.

91d. at 773. The court stated that, “the consisteridhe@defendants’ [risk factor] language over time
despite the new information they received in eltéy 2001 [indicating that the value of a subsidigary
high-yield bond portfolio actually would continue deteriorate in the remainder of 2001] belies any
contention that the cautionary language was ‘teddp the specific future projection’....”

294,

1 SeeMD&A Liquidity Release. Foreign private issuerosld be aware that, while directed primarily to
domestic companies, the MD&A Liquidity Releaselaelevant to disclosure provided in the
Operating and Financial Review and Prospects sewiguired by Item 5 of Form 20-F.

2 SeeSEC Rel. No. 33-914%hort-Term Borrowing Disclosur@ept. 17, 2010pvailable at
http://www.sec.gov/rules/proposed/2010/33-9143.pdf

% Division of Corporation Finance Director MeredBh Cross reportedly indicated, during a Practising
Law Institute program held June 22, 2011, entitkeddit Committee Workshop 2011,” that:
“Commenters said the SEC went too far in the pregagiantification requirements, especially for non-
financial service companies .... The staff is workimga draft that will scale back some of the
requirements for these companies....” SEC Today (CQthe 28, 2011 (Cross Remarks).

** MD&A Liquidity Release at 4.
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% SeeSample Letter Sent to Public Companies Askingdritormation Related to Repurchase
Agreements, Securities Lending Transactions, oeOfhansactions Involving the Transfer of Financial
Assets (March 2010nvailable at
http://www.sec.gov/divisions/corpfin/guidance/cfpuechase0310.htm

% MD&A Liquidity Release at 6 (citing Item 303(a)(&j Regulation S-K).

%’ See idSee als®EC Rel. No. 33-835@ommission Guidance Regarding Management's Disonssi
and Analysis of Financial Condition and Result©gpkrations(Dec. 19, 2003) (2003 MD&A
Interpretive Release); SEC Rel. No. 33-81Baclosure in Management’s Discussion and Analysis
About Off-Balance Sheet Arrangements and Aggregatdractual ObligationgJan. 28, 2003),
available athttp://www.sec.gov/rules/final/33-8182.htm

8 SeeMD&A Liquidity Release at 8-9See alsdection VI.F.jnfra (discussing non-GAAP financial
measure disclosure requirements). If the discloatd is a non-financial measure, management should
look to the disclosure guidance outlined in the2MD&A Interpretive ReleaseseeMD&A Liquidity
Release at note 13 and accompanying text.

#1d. at 9.

¥1d.

*id. at 7.

32 Id

#d. at 10. In light of the SEC’s publication of inpeetive guidance, the Division of Corporation Fioan
accounting staff amended the FRM in early 2011eletd prior staff guidance on disclosure in the
contractual obligations table. The FRM, which hasrbupdated on a regular basis — most recently in

October 2011 — is available on the SEC’s website at
http://www.sec.gov/divisions/corpfin/cffinancialrepingmanual.pdf

% MD&A Liquidity Release at 11 n. 17.

% CF Disclosure Guidance: Topic No. 4 (Jan. 6, 20d\Rilable at
http://www.sec.gov/divisions/corpfin/guidance/cfdance-topic4.htm

% Current Developments in the Division of Corporatiinance, National Conference on Current SEC
and PCAOB Developments (Washington, D.C., Dec0&.12 (2011 AICPA Slide Deck)
(“Considerations not just for banks and finanametitutions.”),available at
http://www.sec.gov/news/speech/2011/spch120611pg€to.

%" SeeCF Disclosure Guidance: Topic No. 2 (Oct. 13, 20atailable at
http://www.sec.gov/divisions/corpfin/quidance/cfdance-topic2.htm

3 Letter to SEC Chairman Mary Schapiro from SenalagsRockefeller, Robert Menendez, Sheldon
Whitehouse, Richard Blumenthal and Mark Warnered&tay 11, 2011.

3 SeeSummary of Board Decisions, November 10, 2010 FB8Brd Meetingavailable at
http://www.fasb.orgindicating that the FASB Board did not reach dagision at this meeting on
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whether to proceed with the July 2010 Exposuretb@dntingencies (Topic 450pisclosure of Certain
Loss Contingencie®r the major issues to be re-deliberated in lafhgublic comment on the foregoing
exposure draft, but directed its staff “to workiwihe staffs of the SEC and PCAOB to understand the
efforts in addressing investor concerns about theabure of certain loss contingency [sic] through
increased focus on compliance with existing rulé® Board also directed the staff to review filifigs
the 2010 calendar year-end reporting cycle to deter if those efforts have resulted in improved
disclosures about loss contingencies.”

“° For example, SEC Chairman Mary Schapiro pointedhat, “our disclosure teams [in the Division of
Corporation Finance] are asking institutions taifjaheir exposure to potential losses due tgéition

and other contingencies. ... These are not new reeints — they are currently what the accounting
standard requires.” SEC Chairman Mary L. Schaftemarks Before the Women in Finance Symposium
(Washington, D.C., July 12, 2011) (Schapiro Remjadisilable at
http://www.sec.gov/news/speech/2011/spch071211tms.h

“1See e.g, 2011 AICPA Slide Deck; T. Whitehous®EC Calls for Companies to Disclose Europe Debt
ExposurgDec. 13, 2011)available athttp:// www.complianceweek.colisubscription required); T.
WhitehouseSEC Still Seeks Better Contingency DisclosuBgsompliance WK. 6 (Aug. 2011)
(Whitehouse) (reporting statements made by senidsibn of Corporation Finance accounting officials
during a June 24, 2011 webcast hosted by the AI€R&nter for Audit Quality).

*2 PCAOB Staff Audit Practice Alert No. Auditor Considerations of Litigation and Other
Contingencies Arising From Mortgage and Other Ldantivities(Dec. 20, 2010) (PCAOB Audit
Practice Alert No. 7)available athttp://www.pcaobus.ordrhis staff alert is intended to supplement
guidance given to preparers of financial statemends October 2010 “Dear CFO” Letter issued by the
SEC staff, discussed in the text accompanying fitetd8, below.

3 Auditors are reminded in PCAOB Audit Practice AD. 7 to consult PCAOB Staff Audit Practice
Alert No. 3,Audit Considerations in the Current Economic Enniment(Dec. 5, 2008)available at
http://www.pcaobus.org/Standards/QandA/12-05-2008A A3.pdf The warnings conveyed in Alert No.

3 were repeated recently in PCAOB Staff Audit RcacBlert No. 9 Assessing and Responding to Risk in
the Current Economic Environme(i2ec. 6, 2011) (PCAOB Staff Audit Practice Alerd.N\D),available

at http://pcaobus.org/Standards/QandA/12-06-2011 SAR#f

*4 Corporate audit committees should consider, whéthhe context of engaging the outside auditor or
otherwise, discussing the circumstances under whief?CAOB-registered independent public
accounting firm serving as outside auditor willaditsse to the audit committee that: (a) the PCAGHS st
has selected the particular company’s audited Giahstatements for review (as part of the inspecti
process, in assessing the level of the outsideatsgicompliance with PCAOB-prescribed auditing
standards); and/or (b) in finding certain auditiclehcies, the PCAOB staff has called into question
management’s application of GAAP in preparing thdited financial statements. Clarification of these
circumstances is very important, because the PCatat may, in its discretion, refer the matterhe t
SEC'’s accounting staff, inasmuch as the PCAOB bgsnisdiction over the company itself. At least
some such referrals reportedly have led to reseiésn

*5 Current Accounting and Disclosure Issues Outlev( 30, 2006) (not part of the FRM, but has not
been supersededyailable athttp://www.sec.gov/divisions/corpfin/cfacctdisclogissues.pdf
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*® SeeWayne Carnall, then-Chief Accountant, DivisionGirporation Finance, Slide Presentation (PDF):
Remarks before the 2010 AICPA Conference on Cu&@ and PCAOB Developments (Washington,
D.C., Dec. 7, 2010pvailable athttp://www.sec.gov/news/speech/2010/spch120710w.c.pd

*"Seee.g, 2011 AICPA Slide Deck; Whitehouse (reporting reksamade by two Deputy Chief
Accountants of the Division of Corporation, Craiir@er and Nili Shah); Cross Remarks; and Oral
Remarks of Wayne Carnall, then-Chief AccountarthefDivision of Corporation Finance, at PLI's “The
SEC Speaks in 2011” (Washington, D.C., Feb. 4, P0darnall Remarks). A webcast version of this
program is available (for a fee)atp://www.pli.edu

“8 Division of Corporation Finance, Sample Letter SerPublic Companies on Accounting and
Disclosure Issues Related to Potential Risks arslsCassociated with Mortgage and Foreclosure-
Related Activities or Exposures (Oct. 2018jailable at
http://www.sec.gov/divisions/corpfin/guidance/cfofolosure1010.htnWhile focused on an area that
has been problematic primarily for companies sichamks, mortgage lenders and reinsurers, the
guidance on disclosure of loss contingencies adlin this letter has broader applicability.

*9In this regard, SEC Chairman Schapiro observetthé past, companies have often claimed that they
were unable to accurately calculate their exposarrthey failed altogether to provide this inforinat—
arguing that doing so would prejudice their posisigin litigation]. We are asking that they begin
providing this information if they have not beerealdy, and that they ensure they refine their
calculations over time as events and circumstacitasge and new information is obtainefiee

Schapiro Remarks.

*Sege.g, Cross Remarks; Whitehouse (reporting remarksigitidn of Corporation Finance Deputy
Chief Accountant Nili Shah).

* Cross Remarks.

522011 AICPA Slide Deck.

% SeePCAOB Staff Audit Practice Alert No. 9.

*Id. at 7.

% 2011 AICPA Slide Deck.

¢ SeeRemarks of Jason K. Plourde, Professional Accaogrftellow, Office of the Chief Accountant,

U.S. Securities and Exchange Commission, befor@@ié AICPA National Conference on Current SEC

and PCAOB Developments (Washington, D.C., Dec0%12 (Plourde Remarksjyailable at
http://www.sec.gov/news/speech/2011/spch12051 iikp.h

> PCAOB Rel. No. 2010-06@®eport on Observations of PCAOB Inspectors Relatedldit Risk Areas
Affected by the Economic CrigiSept. 29, 2010) (PCAOB Audit Risk Report), at 2@ailable at
http://www.pcaobus.org/Inspections/Documents/40Epdrt Economic_Crisis.pdf

%8 FRM at Section 9220.4.

€d.
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%0 See2011 AICPA Slide DeckAccordT. WhitehouseSEC Squinting at Overseas Earnings
Compliance Wk. 28, 28-29 (August 2011) (WhitehoUse) (reporting on remarks of Division of
Corporation Finance Associate Chief Accountant Mginknnon, made during a Compliance Week 2011
conference).

61 2011 AICPA Slide Deck.

2 Whitehouse, Tax at 63.

% PCAOB Audit Risk Report at 20.
% See2011 AICPA Slide Deck.

% For an informative discussion of goodwill impaimhéesting under former FAS 141, now FASB ASC
Topic 350, see the Second Circuit's decisioRdit v. Regions Financial Corpupran. 17. In this case,
the Court of Appeals upheld the lower court’s deieation (ruling on a defense dismissal motion} tha
management decisions regarding the need for gokidwihirment testing — along with other disputed
management judgments, estimates and assumptiasigeadvin calculating goodwill and loan-loss
reserves underpinning disclosure in a Form 10-Krperated by reference into a Securities Act
registration statement — were non-actionable sexesrof opinion rather than actionable misstatemeht
material fact. In reaching this conclusion, the €ofi Appeals applied, in a Securities Act conteixg
Supreme Court’s reasoningVWirginia Bankshares v. Sandberg01 U.S. 1083 (1991), which involved
Exchange Act Rule 14a-9 (proxy antifrauSige alsm. 17,supra(discussing the Court of Appeals’
consideration, applying the same materiality angjys a risk factor relating to loan loss resejves

% The optional qualitative impairment assessmeaffextive for annual and interim impairment tests i
fiscal years beginning on or after December 151201t early adoption is permitted.

" FRM at Sections 9510.2 and .3.

% PCAOB Audit Risk Report.

1d. at 13-14.

01d. at 2-3.

™ carnall Remarks.

2 SeeNon-GAAP Financial Measures, Compliance and Disaiesnterpretations (Jan. 15, 2010),
available athttp://www.sec.gov/divisions/corpfin/guidance/noagenterp.htmFRM at Topic 8. A new
C&Dl was issued on July 8, 2011, relating to disal@ of non-GAAP financial measures in the
Compensation Discussion and Analysis or other mditise annual meeting proxy statement in which

executive and director compensation informatiopres/ided. New C&DI 108.01 iavailable at
http://www.sec.gov/divisions/corpfin/guidance/noaganterp.htm

P Seee.g, S. Raice & N. WingfieldGroupon’s Accounting Lingo Gets Scrutiiyall St. J., July 28,
2011,available athttp://online.wsj.con(reporting SEC staff's apparent objection to usan IPO
registration statement of a non-GAAP financial nueaghat excludes such ostensibly recurring itesns a
marketing costs).
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™ Section 936G of the Dodd-Frank Act repealed StearAct Rule 436(g), effective July 22, 2010. The
SEC staff published relief for two classes of ragists affected somewhat differently by this repeal
(given the refusal of the credit rating agenciessoie expert consents to either class of regitras
follows: (a) for non asset-backed companies, irftine of the C&DI discussed below in the text; ghjl
for asset-backed issuers, a global no-action lessesed on July 22, 2010, to Ford Motor Credit Camp
LLC and Ford Credit Auto Receivables Two LLC, whighs replaced by a subsequent letter issued to
these entities on November 23, 204@ailable athttp://www.sec.gov/divisions/corpfin/cf-
noaction/2010/ford072210-1120.htm

5 Securities Act Rules, Compliance and Disclosuterpretations (updated March 4, 201dyailable at
http://www.sec.gov/divisions/corpfin/guidance/setiesactrules-interps.htnSee als@ecurities Act
C&DI Nos. 198.08, 233.04-.08.

5 As part of a much broader regulatory responsather Dodd-Frank Act mandate, set forth in Section
939A of the Act — to remove references to credihgs in rules and forms under the Securities Act a
the Exchange Act — the SEC recently amended SexsuAtt Rule 134 to eliminate the safe harbor for
inclusion of credit ratings in so-called “tombstethand other communications defined under Rule 134
not to constitute either a “prospectus” within theaning of Securities Act Section 2(a)(10), orraef
writing prospectus” for purposes of Rule 405 unitlerSecurities ActSeeSEC Rel. No. 33-9245,
Security RatinggJuly 27, 2011)available athttp://www.sec.gov/rules/final/2011/33-9245.pdf
According to the SEC, issuers may continue to atgatecredit rating disclosures in connection with
registered offerings that no longer qualify for Rele 134 safe harbor nevertheless are not
“prospectuses” when analyzed in light of all releviacts and circumstances surrounding the paaticul
communication.

"Seee.g, Carnall Remarks.

"® FRM at Section 4310.12.

® See idat Section 4310.9.

% See idat Section 4310.16.

8 Remarks of Brian T. Croteau, Deputy Chief Acconnt®ffice of the Chief Accountant, U.S.
Securities Exchange Commission, before the 201@PAIGlational Conference on Current SEC and

PCAOB Developments (Washington, D.C., Dec. 6, 20d@ilable at
http://www.sec.gov/news/speech/2010/spch12061Gbic.h

82 Plourde Remarks.

8 SEC Rel. No. 33-881@ommission Guidance Regarding Management’s Repdrternal Control
Over Financial Reporting Under Section 13(a) ort®et15(d) of the Securities Exchange Act of 1934
(June 20, 2007pvailable athttp://www.sec.gov/rules/interp/2007/33-8810pdf

84 Plourde Remarks.

8 SEC Press Rel. No. 2011-%EC Charges Military Body Armor Supplier and Forr@ertside
Directors With Accounting Frau¢Feb. 28, 2011jvailable at
http://www.sec.gov/news/press/2011/2011-52.htm
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8d.

87 SeeSEC Press Rel. No. 2011-238 (Nov. 10, 20ag¢}ilable at
http://www.sec.gov/news/press/2011/2011-238.htm

% These remarks were made by Mr. Khuzami during e&tihe 2011 AICPA Conference and the 2011
PLI Annual Institute, and in respect of the lattenference, are available on the PLI website (at
http://www.pli.ed) for webcast replay (for a fee).

% Stone v. Rittgro11 A. 2d 362, 370 (Del. 2006).

% PCAOB Rel. No. 2011-00®roposed Auditing Standard Related to Communicatieith Audit
CommitteegDec. 20, 2011)available athttp://www.pcaobus.org

1 Remarks of James L. Kroeker, Chief Accountant,. 8&urities and Exchange Commission, before
the 2011 AICPA National Conference on SEC and PCAXeBelopments (Washington, D.C., Dec. 5,
2011),available athttp://www.sec.gov/news/speech/2011/spch120511itk.h
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