














4.the potential material risks arising from the otf-
balance sheet arrangement.30

Sharpened attention is also now drawn to internal or
external events that can trigger contingent and off-balance
sheet liabilities, as well as adverse factors such as credit
rating downgrades that may result in the company’s inabil-
ity to obtain or retain its off-balance sheet arrangements.

In all cases, disclosure is only required “to the extent
necessary to an understanding of a registrant’s off-balance
sheet arrangements,”3! As stated by the SEC:

The [2003 Rules| contain a principles-
based requirement stating that a registrant
must provide other information that it
believes to be necessary for an understand-
ing of its off-balance sheet arrangements
and the material effects of these arrange-
ments on its financial condition, changes in
financial condition, revenues or expenses,
results of operations, liquidity, capital
expenditures or capital resources. The dis-
closure should provide investors with man-
agement’s insight into the impact and prox-
imity of the potential material risks that are
reasonably likely to arise from material off-

balance sheet arrangements.32

Many companies use asset securitizations (such as
accounts receivable financing) to generate cash and
enhance their liquidity and capital resources. If securitiza-
tion of receivables occurs under a conventional secured
credit facility, the financial impact will generally already
be disclosed on a registrant’s balance sheet. A securitiza-
tion that arises in a separate off-balance sheet “sale” to a
single-purpose (frequently bankruptcy-remote) vehicle, by
contrast, will be accounted for as an off-balance sheet
transaction. To the extent that such financings form a
component of a registrant’s liquidity and capital
resources, companies must now disclose the frequency of
such financings, the financings’ relative importance as a
source of company liquidity, analyze the changes in the
amounts of such financings, and explain any material
increase or decrease.

30. Off-Balance Sheet Release, at 14-16.
31. Id. at 14,
32. Id. (emphasis added).
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A key disclosure is the extent to which any off-balance
sheet financing transfers capital risk from the registrant to
another entity, as well as disclosing the extent of the capi-
tal risk that is retained by the registrant. Parent corpora-
tions frequently must provide direct financial support to
induce an independent third-party financing source to
enter into an off-balance sheet arrangement with a single-
purpose entity specifically formed by the registrant to
enter into the transaction. Depending on GAAP treat-
ment, a parent corporation’s balance sheet may not cur-
rently fully reflect such retained contingent liabilities;
thus, the full risk borne by the registrant is not transpar-
ent to investors. As an example, in many receivable
financing securitizations, the company selling the resceiv-
ables retains a contractual obligation to reimburse the
financing source within specified limits if transferred
receivables are not ultimately collected. Under the 2003
Rules the amount of the retained liability would generally
be required to be reflected in MD&A, thereby increasing
transparency.

Item 303(a)(5) of the Final Rules requires companies
{except “small business issuers”33) to show in a new tabu-
lar format the amounts of payments due under certain
contractual obligations for specified time periods.3 The
SEC’s rationale is that “aggregate(ing] information about
a registrant’s contractual obligations in a single location
will provide useful context for investors to assess a regis-
trant’s short- and long-term liquidity and capital resource
needs and demands.”35 The tabular disclosure format is
also expected to improve investors’ ability to consistently
compare the financial results of different registrants. The
table must appear in all annual reports but does not have

33. With respect to smaller issuers, the SEC observed that “section
401(a) of The Sarbanes-Oxley Act does not distinguish between
small entities and other companies.” Off-Balance Sheet Release
(emphasis added). Nevertheless, because the tabular format dis-
closure was not explicitly required by Sarbanes-Oxley, the SEC
concluded that “excluding small business issuers from this
requirement would reduce their regulatory burden.” Id.

24, Off-Balance Sheet Release, at 17-18. Examples of types of con-
tractual obligations specified in Regulation S-K and the Off-Bal-
ance Sheet Release are “Long-Term Debt Obligations,” “Capi-
tal Lease Obligations,” “Operating Lease Obligations,”
“Purchase Obligations,” and other “Long-Term Liabilities”
reflected on the registrant’s balance sheet under GAAP. 17
C.F.R. § 229.303(a)(5); Off-Balance Sheet Release. A company
may “disaggregate the specified categories of contractual obliga-
tions using other categories suitable to its business,” provided
that the table discloses all of the information required by the
defined categories. Id.

35. Off-Balance Sheet Release, at 17.
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to be in guarterly filings unless material changes in cate-
gories outside of the ordinary course of business occurred
during the quarter.

The table must disclose the total amount of payments
due under each type of contractual obligation, as well as
payments due by time period, and must appear in sub-
stantially the following format:3¢

LESS MORE
CONTRACTUAL THAN1 | 13 35 THANS
OBLIGATIONS TOTAL YEAR YEARS YEARS @ YEARS

Long-Term Debt Obligations
Capital Lease Obligations
Operating Lease Obligations
Purchase Obligations

Other Long-Term Liabilities
Reflected on the Registrant's
Balance Sheet under GAAP
Total

Compliance with these disclosure requirements is facili-
tated because Long-Term Debt Obligations, Capital Lease
Obligations, Operating Lease Obligations, and other
Long-Term Liabilities are existing GAAP concepts.
Financial statements already require the identification and
quantification of such amounts.

A Purchase Obligation, on the other hand, is not
defined by reference to GAAP but rather is defined in the
2003 Rules as follows:

Purchase Obligation means an agreement
to purchase goods or services that is
enforceable and legally binding on the reg-
istrant that specifies all significant terms,
including: fixed or minimum quantities to
be purchased; fixed, minimum or variable
price provisions; and the approximate tim-
ing of the transaction.3”

Because the amount of Purchase Obligations would not
otherwise be calculated for GAAP financial statements,

36. The tabular presentation should be accompanied by footnotes:
(1) to describe the provisions that create, increase or accelerate
obligations, or other pertinent data to the extent necessary for
an understanding of the timing; or (2) to describe material con-
tractual provisions or other material information necessary for
an understanding of the timing and amounts of the obligations.
See 17 C.F.R. § 229.303(a)(5); Off-Balance Sheet Release.

37. 17 C.F.R. § 229.303(a)(5)(i)}(D).
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there is a new cost for registrants to identify the amounts
of Purchase Obligation and provide the required informa-
tion in the tabular format.

In the Off-Balance Sheet Release the SEC expressed its
view that the Final Rules will not generally cause disclo-
sure of “routine transactions” such as employment agree-
ments, leases, licenses, or employee pension plans.38
Additionally, contingent liabilities (stemming from liriga-
tion, arbitration, or regulatory matters) are not required
off-balance sheet disclosures unless such liabilities are oth-
erwise material under other sections of Item 303.3?

The Final Rules effectively require incorporating infor-
mation currently contained in a company’s financial state-
ment footnotes into MD&A. The SEC’s goal appears to
be to increase transparency by integrating the substance of
footnotes about off-balance sheet arrangements into
MD&A so that investors can see (and evaluate) in a single
location, information not otherwise included in the textu-
al narrative and analysis. Companies may fulfill this man-
date by making clear cross-references to the information
in the financial statements.4® It may be difficult, however,
to comply with the SEC admonition that cross-referencing
should not diminish the quality of the discussion of off-
balance sheet arrangements.

Finally, in compliance with the ironically named Paper-
work Reduction Act,*! the Commission estimated thar the
amended disclosure requirements will increase a regis-
trant’s annual compliance costs by approximately $5,000.
To the surprise of no one, the cost of compliance with
Sarbanes-Oxley (legal and accounting) would appear to
be orders of magnitude higher.

PRACTICE AND CONCERNS

Certain procedures to be followed by public companies
and their advisors in light of the 2003 Rules (and to a

38. Off-Balance Sheet Release (“We agree that certain modification
of the proposed definition |of “Off-Balance Sheet Arrange-
ment”| are necessary to eliminate disclosure of routine arrange-
ments that could obscure more meaningful information.”)

39. Id. (“We are not adopting a disclosure requirement for contin-
gent liabilities and commitments.”)

40. Off-Balance Sheet Release (instructions to paragraph (¢) of Item
303).

41. 44 U.S.C. § 3501 ez. seq. The amendments to Regulation S-K
enacted by the Final Rules contain “Collection of Information™
requirements within the meaning of the Paperwork Reduction
Act. Id.; see also Off-Balance Sheet Release.
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lesser extent, Sarbanes-Oxley) seem clear. Paramount is a
thorough review by management, outside accountants,
and the Audit Committee designed to identify transactions
(existing and proposed) that may require MD&A off-bal-
ance sheet disclosure. Focus should be placed on cate-
gories of the registrant’s business in which off-balance
sheet arrangements are the norm and will occur pre-
dictably in the future, one-time transactions subject to the
new regulatory definitions and disclosure, and a review of
identified transactions to determine if changes in prior
assumptions, or alterations of trends, alter the required
disclosure analysis. Some transactions will obviously satis-
fy the SEC’s defined parameters. Others (including struc-
tured contracts with indemnification or contingent liabili-
ty features) may be less than obvious.

After all transactions that may satisfy the regulatory
definition have been identified, management must: (1)
determine if the transaction is material and requires narra-
tive disclosure (rather than composite disclosure in tabu-
lar format), and (2) assess the likelihood that events or
effects under such transactions will occur (analyzed by
reference to the “reasonably likely” standard). If the reg-
istrant concludes that a material event or effect is not
“reasonably likely to occur,” then no MD&A disclosure
is required.*2

If management is unable to make that negative determi-
nation, the company must then evaluate objectively the
consequences of any known trend, demand, commitment,
event or uncertainty on the off-balance sheet arrangement
assuming that such effects will come to fruition. Disclo-
sure is then required unless management determines that
no material effect on the registrant’s financial condition,
changes in financial condition, revenues or expenses,
results of operations, liquidity, capital expenditures, or
capital resources is “reasonably likely” to occur. Compa-
nies must prepare and employ assumptions that are
“objectively reasonable”*3 in assessing the likelihood of
the occurrence of any known trend, demand, commit-
ment, or uncertainty that may affect an off-balance sheet
arrangement.

There is a long-standing debate among the securities bar

in a broader context whether documenting a registrant’s
securities disclosure analysis and process is advisable.
Some lawyers save every draft of registration statements
to evidence the care and precision exercised in reaching
disclosure conclusions; others equally zealously discard all
drafts. The latter group believes that the final work prod-
uct should speak for itself. In the new MD&A environ-
ment, this debate is significant; particularly for potential
disclosures that were analyzed but ultimately not dis-
closed. Documentation is clearly a two-edged sword.
Contemporaneously-created documents can be used to
defend (or attack) the company in subsequent securities
litigation. Well-conceived documents illuminating the
“objective reasonableness” of assumptions can evidence
compliance with the 2003 Rules standard.** Written
analyses (and drafts), however, can equally serve as Plain-
tiff’s “Exhibit A.” Plaintiff’s allegations may be that
hased on facts and “known trends” the company’s written
assumptions were not objectively reasonable, or that if
reasonable, were not well-applied. In either case, plain-
1ifP’s allegations will be that a better analysis by the regis-
trant would have concluded that MD&A disclosure
thresholds had been satisfied and disclosure should have
been made.

The 2003 Rules also require registrants to disclose
“potential material risks” arising from off-balance sheet
arrangements (emphasis added). Many issuers already
{and more will) incorporate their Form 10-K Risk Fac-
tors into their interim periodic reports. Despite the
SEC’s oft-expressed negative views about “boilerplate,”
it is easy to anticipate that new boilerplate risk factor
disclosures will develop and be routinely included in
MD&A about off-balance sheet arrangements. The util-
ity of such boilerplate is always and inherently uncer-
tain. By contrast, thoughtful and appropriate disclosure
crafted to identify the scope, limitations, and basis for
risk factors, predicated on the registrant’s specific cir-
cumstances and industry, will more likely achieve the
goal of minimizing a registrant’s litigation exposure.

42. See Off-Balance Sheet Release.

43. Off-Balance Sheet Release (“Consistent with other disclosure
threshold determinations that management must make in draft-
ing MD&A, the assessment must be objectively reasonable at
the time the determination is made.”) (citing Rel. No. 33-6835).
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44, Materials can also establish the good faith of management’s
conclusions and the integrity of the company’s process. Unfor-
tunately, the CEO and CFO certifications required under Sec-
tion 302 of the Sarbanes-Oxley Act do not provide a “good
faith” or “best of knowledge” standard, so even reasonable pro-
cesses may not protect such officers from violating the certifica-
tion standards.
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Properly-framed cautions will secure protection for the
registrant about disclosure of forward-looking informa-
tion in accordance with the “Safe Harbor Rules.”4%

Companies are significantly increasing the scope,
extent, and, most importantly, the collaborative nature of
their quarterly review processes. Best practice clearly sug-
gests greater teamwork, internal and external involvement
between senior management, the Audit Committee, and
the outside accountants. Drafts of quarterly financial
information and 10-Q’s should be reviewed and ultimate-
ly approved by the Audit Committee. Even though the
registrant’s outside accountants provide no formal com-
ment on the unaudited interim financial statements, the
Committee should nonetheless verify that the outside
accountants have been involved with the preparation of,
and reviewed and “approved,” such financial statements
and the judgment calls reflected therein. This same
extended group should also intensively review press
releases prior to issuance and document the assumptions
that led companies to disclose (or not to disclose) certain
information.

Routine practice has been for the registrant’s quarterly
statements to be reviewed only by the local office of
national accounting firms. After Sarbanes-Oxley became
effective, numerous registrants experienced problems dur-
ing their next fiscal year-end when the national office of
such accounting firms overruled interim period presenta-
tions reflecting the judgment of the accounting firm’s local
partners. This resulted in time delays, costs, and market-
place surprises for numerous issuers at year-end. To
avoid this problem, it is suggested that prior to the release
of interim financial statements companies receive assur-
ance from their outside accountants that all judgment
calls and application of accounting principles reflected on
quarterly financial statements have been confirmed by
their outside accountant’s national offices and will be sus-
tained in the year-end audited financial statements.

In an era of enhanced scrutiny, registrants may con-
sider distributing Director and Officer and Related Par-
ties Questionnaires and confirmations on a quarterly

45. “Statutory Safe Harbors” are the protections provided in Sec-
tion 27A of the Securities Act and Section 21E of the Exchange
Act as applied to “forward looking information.” 15 U.S.C.
§§772-2 and 78s-5.
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basis.#¢ Again, the goal is to ensure that the quarterly
financial information is correct, discloses all required
information, and leads comfortably and easily to prepa-
ration of the company’s year-end financial statements
and SEC disclosures.4”

Some issuers, in response to Sarbanes-Oxley (as well as
to the personal CEO and CFO certifications required
under Sections 302 and 906 of that act), have already dis-
cussed the benefit of a separate Disclosure Committee
whose explicit obligation is to review the issuer’s periodic
reporting and confirm compliance with applicable law.
The Off-Balance Sheet Rules may hasten the formation of
such committees (particularly for issuers with large boards
of directors) and their involvement in ongoing disclosure
analyses.

Most of the foregoing is applicable to issuers of all
sizes. The practical and financial consequences to smaller
issuers of the new off-balance sheet disclosures, however,
is more severe. While the absolute cost of legal and out-
side accounting analysis may be the same, the fiscal conse-
quences tend to be more significant for mid-cap issuers as
a percentage of their revenues and net income.

In addition, mid-cap companies generally have more
limited financial staffs (frequently with less public compa-
ny experience) compared to larger issuers, or may only
have a single financial officer. Chief financial officers of
mid-cap companies commonly play multiple roles in
finance, administration, and operations. These issuers
may find that management is spending a disproportionate
amount of time on SEC disclosure and compliance rather
than operations and profitability.

Finally, while not a new issue, the definition of materi-
ality (by its nature)*® requires mid-cap issuers to disclose
more information about smaller contracts than their larg-

46. For a discussion of the use of Director and Officers Question-
naires in the private placement context, see Marc H. Morgen-
stern, Private Placement Guidelines-A Lawyer’s Letter to a
First-Time Issuer, 48 THE BUSINESS LAWYER 257, 270
(Nov. 1992).

47. Such questionnaires will also facilitate disclosure of a regis-
trant’s related-party transactions as encouraged by the SEC.
Rel. No. 33-8056.

48. Although the SEC has advised against using quantitative figures
as a dispositive indicator of materiality, such figures are often
used by issuers as “rules of thumb” driving the materiality anal-
ysis. SAB No. 99, Materiality (Nov. 24, 1999).
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er counterparts. The consequences that may arise from a
million dollar transaction (or the impact of a million dol-
lar effect under an off-balance sheet arrangement) for a
mid-cap company may be material, while even dozens of
such transactions for their larger competitors may not be
material. The inevitable consequence is that smaller com-
panies are forced to disclose significant amounts of sensi-
tive information that can be of real assistance to their
larger competitors and exacerbate the inherent competi-
tive handicap of mid-cap companies.

CONCLUSION

At the most fundamental level, the 2003 Rules may
cause companies to re-examine whether there is a com-
pelling business reason to enter into off-balance sheet
arrangements. If off-balance sheet arrangements occur
because business fundamentals support such an arrange-
ment, then these transactions will probably continue to be
structured in this fashion. To the extent that off-balance
sheet transactions were primarily designed from a finan-
cial statement perspective to make a company’s balance
sheet appear robust for the analytical and investor com-
munity, then such arrangements may well diminish.

The company’s analysis should include the effect of bal-
ance sheet structure and disclosure on other important
corporate constituencies whose perception of, and reliance
on, a company’s financial position are meaningful. This
group includes landlords, customers, and suppliers. Each
may legitimately evaluate a company’s balance sheet and
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creditworthiness through a different financial prism.
Management, the Audit Committee, and the board of
directors need to assess the motivations for off-balance
sheet arrangements and make reasoned decisions reflect-
ing their understanding of the impact of off-balance sheet
arrangements on all corporate stakeholders.

Compliance with the Final Rules requires foresight,
analysis, and planning. Because of the rules’ interdisci-
plinary nature, and the heightened integration of the
financial statements and MD&A disclosure, good corpo-
rate practice should now involve greater, earlier, and
more frequent collaboration among a company, its senior
management, Audit Committee, lawyers, and accoun-
tants. Success can only be achieved through processes
involving the entire team. To succeed in an integrated dis-
closure world, a registrant’s preparation for its SEC
reports may come to resemble the traditional IPO process
with an emphasis on “all-hands” disclosure meetings.
While costly and time-consuming, this team approach will
facilitate the in-depth understanding of facts and trends
necessary to ensure that the correct questions are posed by
the company. Getting the predicates established, and the
right questions asked, is usually the key to correct analysis
and disclosure.

There is a real and significant cost to registrants from
the 2003 Rules. Hopefully, it is not overly optimistic to
believe that there will be a commensurate benefit to com-
plving companies, their investors, and the overall public
marketplace. B
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