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| The issue can strike fear into the heart of the most seasoned chief financial
m h officer or investment banker: a securities offering has just priced and the

issuer gets word that its financial statements contain an error. A flurry of
questions will immediately arise.

\"7 \\"" If the financial statement error involves only a small dollar amount, will
‘ ’ﬁ" anyone care about such a de minimis mistake? Can the financial
/ statements still be relied upon? If the error is discovered after pricing but

before closing, can bankers simply reconfirm with accounts and possibly close on schedule?
The answers to these questions hinge on a determination of the materiality of the error. In the
context of potentially faulty financial statements, however, the process by which materiality is
determined is complex and can be lengthy. Depending on the timing of the discovery of the
error and its magnitude, this event can wreak havoc on a capital markets deal.

The focus of this article will be somewhat narrow: what steps should be taken upon the
discovery of an error in the financial statements either during or in close proximity to a capital
markets offering.” Most of the discussion points will deal with issuer-related activities. Bankers,
however, might also find benefit in understanding the steps and analyses that issuers must
undergo when dealing with such a situation.

Is the Error Material?

One of the first questions to be asked upon discovery of an error in the financial statements is
whether the error is material. Sometimes the dollar magnitude of the error is so significant that
materiality is obvious. Other times, however, it's not so easy. In fact, even in situations where a
financial statement error seems insignificant compared to other line items, deal participants are
well-advised to avoid making any quick conclusions.

In these situations, the first step should be an “SAB 99” analysis. “SAB 99” refers to the U.S.
Securities and Exchange Commission Staff Accounting Bulletin No. 99, “Materiality.” In SAB 99,
the staff of the SEC provides guidance on legal and accounting considerations in the
interpretation of materiality with respect to financial statement items. In SAB 99, the SEC
acknowledges that certain “rules of thumb” have evolved over the years whereby materiality has
been determined based on a quantitative threshold. For example, some may contend that an
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error below a 5 percent income threshold, absent unique circumstances, would be deemed
immaterial. Although not disavowing such thresholds, SAB 99 makes it clear that using a
quantitative analysis is only the first step in determining materiality.

After an initial “rule of thumb” test, SAB 99 states that a full analysis of an error’s materiality
needs to be conducted. The SEC points out in SAB 99 that the accounting literature and
securities laws use the same general analysis when considering materiality. The accounting
literature states that:

The omission or misstatement of an item in a financial report is material if, in the light of
surrounding circumstances, the magnitude of the item is such that it is probable that the
judgment of a reasonable person relying upon the report would have been changed or
influenced by the inclusion or correction of the item.?

From the legal perspective, the U.S. Supreme Court has held that a fact would be material if:

[there is] a substantial likelihood that the ... fact would have been viewed by the reasonable
investor as having significantly altered the “total mix” of information made available.’

Because an assessment of materiality requires an analysis of the “surrounding circumstances”
(as the accounting literature puts it) or the “total mix” of information (as the Supreme Court puts
it), SAB 99 concludes that “financial management and the auditors” must consider more than
just Suantitative factors when considering materiality — qualitative factors must be considered
too.

The SEC in SAB 99 cites a nonexhaustive list of qualitative factors that may be utilized when
assessing the materiality of a financial statement error:

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

o whether the misstatement masks a change in earnings or other trends

¢ whether the misstatement hides a failure to meet analysts’ consensus expectations for
the enterprise

¢ whether the misstatement changes a loss into income or vice versa

e whether the misstatement concerns a segment or other portion of the registrant’s
business that has been identified as playing a significant role in the registrant’s
operations or profitability

e whether the misstatement affects the registrant’s compliance with regulatory
requirements

e whether the misstatement affects the registrant’s compliance with loan covenants or
other contractual requirements
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o whether the misstatement has the effect of increasing management’s compensation —
for example, by satisfying requirements for the award of bonuses or other forms of
incentive compensation

e whether the misstatement involves concealment of an unlawful transaction
SAB 99’s importance in assessing materiality in financial statement errors cannot be overstated.

In addition to its general guidance on qualitative issues, SAB 99 provides analysis on several
specific circumstances involving financial statement errors (e.g., intentional misstatements,
aggregating and netting misstatements, and auditor’s responses to such events).

Accordingly, when deal participants are faced with such an issue, SAB 99 should prove an
invaluable resource.

The SAB 99 Memo

An issuer’s assessment of the materiality of an error in the financial statements is often
documented in an “SAB 99 memo.” An SAB 99 memo is an internal memorandum, often drafted
by the CFO, chief administrative officer or controller, which discusses the financial statement
error in the context of the analyses proscribed in SAB 99.

The memo should include a discussion of the quantitative factors on “key performance
indicators.”” In addition, it should discuss the qualitative factors cited in SAB 99. According to
the SEC, different qualitative factors can lead to different outcomes among companies with the
same error, even if the quantitative factors are of the same size.®

At a certain point, issuers should consider sharing a draft of the memo with the external
accountants to ensure that both internal and external accounting teams are comfortable with its
conclusion. Issuers should keep in mind that, to the extent a financial statement error is
considered to be immaterial and thus a previously halted capital markets deal is allowed to
resume, underwriters and counsel will certainly request a copy of the SAB 99 memo for
diligence purposes.

“Big R” and “Little r” Restatements

When the error is material, the financial statements will be required to be restated, which is
sometimes called a “Big R restatement.” A Big R restatement requires an issuer to revise
previously issued financial statements via an amendment to the 10-K or 10-Q, as applicable, to
correct the error in those previously issued financial statements. When such a Big R
restatement is necessary, the previously issued financial statements cannot continue to be
relied upon.

In such case, the issuer (assuming it is subject to the reporting requirements under the 1934
act) must file a Form 8-K under Item 4.02 stating that previously issued financial statements
should not be relied upon. This 8-K must be filed within four business days of making that
conclusion.
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When the error is immaterial, generally, the error may be corrected in a future 10-K or 10-Q,
which is sometimes called a “Little r restatement.” In these circumstances, the error is usually
corrected by revising the incorrect number in such financial statement the next time the financial
statement for such period is filed (e.g., for comparative purposes). The issuer, its counsel and
its outside accountant will need to consider the nature of such prospective disclosure and
whether special disclosure explaining the error is warranted. In Little r restatements, a 4.02 8-K
is not required because the previously issued financials are not materially misstated and, thus,
can continue to be relied upon.

In the context of a contemplated capital markets deal, one thing seems clear: a Big R
restatement will bring the offering to a complete halt. The issuer will need to correct the material
misstatement in its historical financial statements (and file corrected historical financial
statements) prior to resuming any offering of securities.

The result of a Little r restatement is more hopeful, but issuers and underwriters may not be out
of the woods yet. If a capital markets deal resumes upon the conclusion that the financial
statement error is immaterial, underwriters’ counsel will need to perform its own diligence of the
financial statements, including confirmation that the external auditors will be in a position to
deliver the required comfort letters. In certain circumstances, external auditors may seek to
qualify the standard comfort letter language when a Little r restatement is pending. Underwriters
are loathe to accept certain types of “qualified” comfort letters. So, all the parties to the
transaction will need to ensure that the comfort letter is “market norm.”

Disclosure Considerations

An issuer will immediately need to give consideration to its general disclosure obligations under
the securities laws, including the impact and timing on any periodic reporting obligations. In
addition to suspending any capital markets transaction, the issuer’s insider trading window
should immediately be closed upon discovery of the financial statement error and during the
materiality analysis.

To the extent the error requiring a Big R restatement was not originally identified by the SEC,
the issuer will need to timely inform the SEC of the coming restatement. In addition to notifying
the SEC, in certain cases it may be helpful to consult the staff of the SEC’s Office of the Chief
Accountant or the Division of Corporation Finance.

Big R restatements may lead to an inability to file timely periodic reports. Some (if very limited)
relief is provided by Rule 12b-25 under the 1934 act. Rule 12b-25 can extend the original filing
deadline for any late periodic report and the SEC will then treat the late report as having been
timely filed.

In order to take advantage of Rule 12b-25, (1) an issuer must complete Form 12b-25 within one
business day of the report’s original due date, (2) the delayed report must be filed by the end of
the extension period (five calendar days for Form 10-Q and 15 calendar days for Form 10-K)
and (3) an issuer must represent that it could not timely file the periodic report without
unreasonable effort or expense.
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To the extent it is unable to file timely its 1934 act documents, an issuer may also need to
review its debt documents to ensure that failure to file timely will not cause any issues under its
covenants.

Finally, when it comes time to issue a press release regarding a Big R restatement, the issuer
needs to ensure that it contains the most complete and accurate disclosure possible. In these
highly stressful and fluid situations, certain issuers rush to get out information that later proves
to be incomplete or inaccurate. Further, in disclosing the errors and the impending restatement,
issuers need to be cognizant of Regulation FD issues. Note that the issuer may want to
coordinate the filing of the press release with the release of the ltem 4.02 8-K.

Inform the Audit Committee and Disclosure Committee

The issuer’s audit committee and disclosure committee will need to be informed immediately of
any material misstatement or omission in previously issued financials. The evaluation of
whether an internal investigation is needed, and the oversight of any such investigation, will be
coordinated by the audit committee. In the case of an accounting issue that is the result of
misconduct, independent counsel should be considered.

Material Weakness or Significant Deficiency?

When confronted with an error in previously issued financial statements, at some point a
question will arise about the certifications of the disclosure controls and internal control over
financial reporting for the previously issued financial statements. S-K Iltem 307 requires that
issuers make disclosures each quarter on the effectiveness of their disclosure controls and
procedures. An error in previous financial statements could impact an issuer’s ability to state in
its periodic reports that its disclosure controls are adequate.

For the report on the effectiveness of internal control over financial reporting, there is no
requirement for an issuer to reevaluate the effectiveness of its internal controls or to reissue a
revised management’s report on internal control over financial reporting because of a
restatement of its financial statements. An issuer, however, may need to consider whether the
original disclosures in management’s report are still appropriate given the errors and should
revise the original disclosures to include any other material information that is necessary.

A deficiency does not need to result in a material misstatement for the deficiency to be
considered material weakness. A “material weakness” is a deficiency, or combination of
deficiencies, in internal control, such that there is a reasonable possibility that a material
misstatement of the entity’s financial statements will not be prevented, or detected and
corrected on a timely basis.” The evaluation should therefor consider the likelihood that the
identified deficiency could have resulted in a material misstatement. Finally, issuers may need
to report any resulting change in internal control over financial reporting under S-K 308(c).

Listing Requirements

In a Big R restatement scenario, an issuer should contact any securities exchange listing its
shares after the decision to restate is made but prior to any public announcement. Both the New
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York Stock Exchange and Nasdaq require companies to timely file their SEC reports. Filing late
periodic reports can result in delisting proceedings instituted by the exchanges.® Late reports
due to restatements, however, rarely result in delistings.

The exchanges have broad discretion over delistings and may seek additional information to
determine an issuer’s response to its financial statement issues. An issuer should keep its listing
agent informed regarding progress and next steps.

Conclusion

When an error is discovered in the financial statements, all financing activities should grind to an
immediate halt. If contemplating an offering, pencils should be put down until the determination
is made as to whether the error is material and whether the financial statements can be relied
upon. If it appears after a SAB 99 analysis that a capital markets deal can resume, an issuer
should be aware that underwriters will need to perform specific diligence on the matter prior to
jumping back into the market. Without proper diligence, banks may well be reluctant to launch a
capital markets issuance with the knowledge that certain financial statement items — albeit
immaterial — are incorrect.

If the error is identified after pricing but before closing, absent a manifestly immaterial error, the
odds of closing on schedule are slim.® Given the complexity of most current financial statement
disclosure, SAB 99 analyses need to be thorough and, usually, are time-consuming. This does
not bode well for a T+3 capital markets deal. And because financial information is arguably the
most important metric for an investor making an investment decision, all deal participants will
need to be comfortable to proceed. Failure to properly analyze even a seemingly immaterial
financial statement error can subject both the issuer and underwriters to significant increased
risk for litigation and liability for securities law violations.™

' Although this article discusses accounting literature and financial statement items, we, of

course, are not accountants and cannot provide any advice on accounting issues.

2 FASB, Statement of Financial Accounting Concepts No. 2, Qualitative Characteristics of

meet quantitative thresholds but for which [the issuer] has decided not to restate based on
Accounting Information, paragraph 132 (1980).

® TSC Industries v. Northway Inc., 426 U.S. 438, 449 (1976).

*  The guidance in SAB 99 provides the rationale for the due diligence question frequently

posed to issuers and auditors: “Discuss any known errors in the financial statements that meet
quantitative thresholds but for which [the issuer] has decided not to restate based on qualitative
information.”

®  SEC Regulations Committee, April 3, 2009 — Joint Meeting with SEC Staff SEC Offices —
Washington, D.C.

6 d.
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’  Statement on Auditing Standards (SAS) No. 115, “Communication of Internal Control

Related Matters Identified in an Audit.”

8 See NYSE Listed Company Manual Sections 802.01E and 804 and Nasdaq Marketplace
Rules 5810, 5815 and 5825.

®  Note that this scenario — where securities are priced on incorrect disclosure — is very

different than the “plant blows up after pricing” scenario, which was the subject of article titled
“When Very Bad Things Happen After Pricing: Legal and Practical Considerations,” Baseload,
September 2013.

% Of course, underwriters will presumably have due diligence defenses but that usually does

not preempt an activist plaintiff’'s counsel from including underwriters as defendants in a
securities lawsuit.

© 2015 Hunton & Williams LLP 7



