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Client Alert
SEC Adopts Final Rules on MD&A Disclosure of
Off-Balance Sheet Arrangements and
Contractual Obligations

A. Introduction

On January 22, 2003, the SEC adopted fina rules that will require companies to
disclose in a separately captioned subsection of the “Management’ s Discussion and
Analysis’ (MD&A) section of their SEC filings an explanation of their off-balance
sheet arrangements. The rules aso will require companiesto include in their MD&A a
table disclosing amounts due under specified categories of contractual obligations.*
The rules implement Section 401(a) of the Sarbanes-Oxley Act of 2002 (SOA) and will
become effective on April 7, 2003. Companies will be required to include the new
disclosures regarding off-balance sheet arrangements in SEC filings that include
financiad statements for fiscal years ending on or after June 15, 2003 and to include the
table of contractual obligations in SEC filings that include financial statements for
fiscal years ending on or after December 15, 2003. Earlier voluntary compliance is
permitted.

B. Off-Balance Sheet Arrangements

Definition of “ Off-Balance Sheet Arrangements.” The new SEC rules define
“off-balance sheet arrangements’ to include any transaction, agreement or other
contractual arrangement with an unconsolidated entity, under which the company has:

e any obligation under certain guarantee contracts;

e aretained or contingent interest in assets transferred to an unconsolidated
entity or similar arrangement that serves as credit, liquidity or market risk
support to that entity for those assets,

* any obligation under certain derivative instruments; or

! Securities and Exchange Commission Release Nos. 33-8182; 34-47264; File No. S7-42-02. A copy of thefinal ruleis
available on the SEC website at http://www.sec.gov/rules/final/33-8182.htm.

MD&A DISCLOSURE OF OFF-BALANCE SHEET ARRANGEMENTS AND CONTRACTUAL
OBLIGATIONS | FEBRUARY 2003



CHADBOURNE
& PARKE LLP

* any obligation under a materia variable interest held by the company in an
unconsolidated entity that provides financing, liquidity, market risk or
credit risk support to the company, or engagesin leasing, hedging or
research and devel opment services with the company.

U.S. GAAP concepts determine which guarantee contracts, derivative instruments or
variable interests’ are “ off-bal ance sheet arrangements’ under the rules.

Under the rules, an “off-balance sheet arrangement” must be disclosed only when there
is a definitive agreement that is unconditionally binding or subject only to customary
closing conditions or, if there is no such agreement, when settlement of the transaction
OCCUrs.

Threshold for Disclosure of Off-Balance Sheet Arrangements. Thefina rules
require disclosure in a separately captioned subsection of MD&A of “ off-balance sheet
arrangements’ that either have, or are reasonably likely to have, a current or future
effect on the company’ s financial condition, changes in financia condition, revenues or
expenses, results of operations, liquidity, capital expenditures or capital resources that
is materia to investors. The SEC noted that this disclosure threshold is consistent with
the existing threshold for other MD& A disclosure in SEC filings.

The SEC outlined steps management must take to determine whether to disclose an
off-balance sheet arrangement under the rules:

e first, identify and critically analyze the company’s off-balance sheet
arrangements; and

»  second, assess the likelihood of the occurrence of any known trend,
demand, commitment, event or uncertainty that could affect an off-balance
sheet arrangement (e.g., performance under a guarantee).

No disclosure would be required if management concludes that the known trend,
demand, commitment, event or uncertainty is not reasonably likely to occur. If
management cannot make that determination, it must evaluate objectively the
consequences of the known trend, demand, commitment, event or uncertainty on the

2 FASB Interpret ation No. 46, entitled “ Consolidation of Variable Interest Entities,” was issued by FASB in January 2003
and imposes new financia reporting rules on companies involved with variable interest entities. These new FASB rules,
which are independent of the new SEC rules outlined in this Client Alert, include disclosure requirements that apply
immediately to financial statements issued after January 31, 2003.

3 U.S. GAAP concepts apply to all issuers, including foreign private issuers, for purposes of off-balance sheet disclosure
requirements. The SEC notes, however, that it is not imposing U.S. GAAP on foreign private issuers with respect to
preparation of their primary financial statements.
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assumption that it will occur. Disclosure would then be required unless management
determines that a materia effect on the company’s financia condition, changesin
financia condition, revenues or expenses, results of operations, liquidity, capital
expenditures or capita resourcesis not reasonably likely to occur. The assessment
must be objectively reasonable, viewed as of the time the determination is made.

Disclosure about Off-Balance Sheet Arrangements. Disclosure of the following
itemsis required to the extent necessary to an understanding of a company’s off-
balance sheet arrangements:

»  thenature and business purpose to the company of the off-balance sheet
arrangements;

* theimportance to the company of the off-balance sheet arrangementsin
respect of itsliquidity, capital resources, market risk support, credit risk
support or other benefits;

» the amounts of revenues, expenses and cash flows of the company arising
from the arrangements,

*  thenature and amounts of any interests retained, securities issued and
other indebtedness incurred by the company in connection with the
arrangements;

»  the nature and amounts of any other obligations or liabilities (including
contingent obligations or liabilities) of the company arising from the
arrangements that are or are reasonably likely to become materia and the
events or circumstances that could trigger those obligations or liabilities;
and

* any known event, demand, commitment, trend or uncertainty that will
result in or is reasonably likely to result in the termination, or materia
reduction in availability to the company, of its off-balance sheet
arrangements that provide material benefits to it, and the course of action
that the company has taken or proposes to take in response to any such
circumstances.

In addition to the categories of disclosure listed above, there is a principles-based rule
requiring a company to provide any other information that it believes is necessary to
understand its off-balance sheet arrangements and the materia effects of these
arrangements.
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The SEC has advised that off-balance sheet arrangements should be aggregated in
groups or categories that provide information in an efficient and understandable
manner and avoid repetition and disclosure of immateria information. Common or
similar effects of anumber of different off-balance sheet arrangements must be
analyzed in the aggregate if that increases understanding. However, distinctions
among aggregated off-balance sheet arrangements should be discussed if the
distinctions are material.

The time period covered by the disclosure of off-balance sheet arrangements would
generally be the most recent fiscal year, but changes from the previous year should be
addressed where necessary to an understanding of the disclosure.

C. Tabular Disclosure of Contractual Obligations

Under the SEC’s new rules, companies must disclosein MD&A in tabular format the
amounts of payments due within specified time periods under long-term debt, capital
leases, operating leases, purchase obligations and other long-term liabilities reflected
on the company’ s balance sheet under GAAP. The information must be provided as of
the latest fiscal year-end balance sheet date, and the table should be in substantialy the
following format:

Payments due by period
Contractual Lessthan 1 1-3 3-5 Morethan
Obligations Total year years years 5years
Long-Term Debt
Capital Lease Obligations
Operating Leases
Purchase Obligations
Other Long-Term
Liabilities Reflected on the
Company’ s Balance Sheet
under GAAP
Total

A company may disaggregate these categories and use sub-categories more suitable to
its business, but the table must include al of the obligations that fall within the first
four specified categories. The table should be accompanied by footnotes necessary to
describe material contractual provisions or other materia information to the extent
necessary for an understanding of the timing and amount of the contractual obligations
disclosed in the table.
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The obligations to be included in the long-term debt, capital lease and operating lease
categories are defined by referenceto U.S. GAAP. A company that prepares financia

statements in accordance with non-U.S. GAAP should include contractual obligations
in the table that are consistent with the classifications used in the GAAP under which

its primary financial statements are prepared.

The rules define a*“purchase obligation” as an agreement to purchase goods or services
that is enforceable and legally binding on the company and that specifies all significant
terms, including (i) fixed or minimum quantities to be purchased; (ii) fixed, minimum
or variable price provisions; and (iii) the approximate timing of the transaction. If the
purchase obligations are subject to variable price provisions, additiona disclosures may
be required.

Unlike the off-balance sheet arrangement disclosures, which must be in a separately
captioned subsection of MD&A, a company may place the contractua obligation table
anywhere within MD& A it deems appropriate. The table is not required in the MD&A
section of interim reports. However, companies should disclose materia changes
outside the ordinary course of businessin the specified contractual obligations during
interim periods.

D. Safe Harbor for Forward-Looking Information

The new MD& A disclosures are protected by the existing statutory safe harbor for
“forward-looking statements’ in SEC filings. Under the final SEC rules, dll
information (other than historical facts) required to be disclosed would be deemed to be
“forward-looking statements’ for purposes of the existing statutory safe harbor.

* * * * *

February 17, 2003
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For Additional Information

This client alert can be found, together with other recent Chadbourne & Parke LLP
client derts, at http://www.chadbourne.com/publications/sub_Publications.html. If you

have any questions regarding the new SEC rules, please contact any of the following:

New York
MarcA. Alpert (212) 408-5491 mal pert@chadbourne.com
Marian E. Baldwin (212) 408-5231 mbal dwin@chadbourne.com
Scott D. Berson (212) 408-1144 sberson@chadbourne.com
Philip L. Colbran (212) 408-1122 pcolbran@chadbourne.com
A. Robert Colby (212) 408-5571 rcol by @chadbourne.com

Andrew C. Coronios

(212) 408-5506

acoronios@chadbourne.com

Roland Diniz (212) 408-5332 rdiniz@chadbourne.com
Vincent Dunn (212) 408-1064 vdunn@chadbourne.com
Barry S. Eider (212) 408-1073 beider@chadbourne.com
Robert J. Gillispie (212) 408-1154 rgillispie@chadbourne.com
Charles E. Hord, 11 (212) 408-5353 chord@chadbourne.com
Peter K. Ingerman (212) 408-5422 pingerman@chadbourne.com
Peter R. Kolyer (212) 408-5564 pkolyer@chadbourne.com
Sey-Hyo Lee (212) 408-5122 shlee@chadbourne.com
Louis F. Manzo (212) 408-5177 Imanzo@chadbourne.com

Thomas C. Meriam

(212) 408-5355

tmeriam@chadbourne.com

J. Allen Miller (212) 408-5454 amiller@chadbourne.com
BruceJ. Rader (212) 408-5449 brader@chadbourne.com
LawrenceRosenberg  (212) 408-5274 [rosenberg@chadbourne.com
Anne-MarieF. Shelley  (212) 408-5272 ashelley@chadbourne.com
Thomas V. Soblom (212) 408-1018 tg oblom@chadbourne.com
Edward P. Smith (212) 408-5371 esmith@chadbourne.com
Kevin C. Smith (212) 408-1092 ksmith@chadbourne.com
Nancy A. Zgjac (212) 408- 1107 nzajac@chadbourne.com
Washington, D.C.
Thomas V. Soblom (202) 974-5636 tg oblom@chadbourne.com
London
William Greason (44-20) 7337-8010 wgreason@chadbourne.com

Claude S. Serfilippi (44-20) 7337-8030 cserfilippi @chadbourne.com
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