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A. Introduction

On May 10, 2002, the SEC published for comment proposed rules that would require
additional disclosure of a public company’s critical accounting policiesin anew and
separate section of the Management’ s Discussion and Analysis (“MD&A™)
presentation contained in SEC filed annual and quarterly reports, annual reports to
shareholders, registration statements, and proxy and information statements.! The
new requirements would encompass two specific areas:

« accounting estimates a company makes in applying its accounting policies; and

« theinitia adoption by a company of an accounting policy that has a material
impact on its financial presentation.

B. Disclosure about Critical Accounting Estimates

Under the proposal, an accounting estimate involved in applying the company’s
accounting policies would be considered a “critical accounting estimate” if:

« the accounting estimate required the company to make assumptions about matters
that were highly uncertain at the time the accounting estimate was made; and

- different estimates that reasonably could have been used in the current period, or
changes in the accounting estimate that are reasonably likely to occur from period
to period, would have a material impact on the presentation of the company’s
financial condition, changesin financial condition, or results of operations.

In order to inform investors of each critical accounting estimate and to placeit in the
context of the company’s financial presentation, the SEC would require the following
information inthe MD& A section:

1 See Securities and Exchange Commission Release Nos. 33-8098; 34-45907;
International Series Release No. 1258; File No. S7-16-02. A copy of the Release is
available on the SEC website at: http:/ /www.sec.gov/rules/proposed/33-8098.htm.




- adiscussion that identifies and describes:
the critical accounting estimate;
the methodology used in determining the critical accounting estimate;

any underlying assumption that is about highly uncertain matters and any
other underlying assumption that is material;

any known trends, demands, commitments, events or uncertainties that are
reasonably likely to occur and materially affect the methodology or the
assumptions described;

if applicable, why different estimates that would have had a material impact on
the company’ s financial presentation could have been used in the current
period; and

if applicable, why the accounting estimate is reasonably likely to change from
period to period with amaterial impact on the financial presentation;

» an explanation of the significance of the accounting estimate to the company’s
financial condition, changesin financial condition and results of operations and,
where material, an identification of the line itemsin the company’ s financial
statements affected by the accounting estimate;

» aquantitative discussion of changesin overall financial performance and, to the
extent material, line itemsin the financia statementsif the company wereto
assume that the accounting estimate were changed, either by using reasonably
possible near-term changesin the most material assumption(s) underlying the
accounting estimate or by using the reasonably possible range of the accounting
estimate;

» aquantitative and qualitative discussion of any material changes made to the
accounting estimate in the past three years, the reasons for the changes and the
effect on lineitemsin the financial statements and overall financial performance;

» adtatement of whether the company’ s senior management has discussed the
development and selection of the accounting estimate, and the MD& A disclosure
regarding it, with the audit committee of the company’s board of directors;
(emphasis added)
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- if the company operatesin more than one segment, an identification of the
segments of the company’ s business the accounting estimate affects; and

» adiscussion of the accounting estimate on a segment basis, to the extent that a
failure to present that information would result in an omission that renders the
disclosure materially misleading.

While the SEC is not currently proposing an outside limit on the number of
accounting estimates that a report must discuss under these proposals, the SEC has
noted that it would expect very few companies to have none at all, and the vast
majority of companies to have somewherein the range of three to five critical
accounting estimates.

The SEC has stated that it expects companiesto evaluate their accounting estimates
and the underlying assumptions and methodol ogies on a quarterly basis, and would
reguire companies to provide an update to the MD& A information in their quarterly
report on Form 10-Q for any material changes from the critical accounting estimates
discussed in the company’ s last filed annual or quarterly report under the Securities
Exchange Act, aswell as any new critical accounting estimates.

C. Disclosure about Initially Adopted Accounting Policies

When a company hasinitially adopted an accounting policy that has a material impact
onitsfinancial presentation, the proposed rule would require additional disclosurein
the MD&A included in a company’s SEC filed annual reports, annual reportsto
shareholders, registration statements, and proxy and information statements that
would include a description of:

» theevents or transactions that gave rise to the initial adoption of an accounting
policy;

« the accounting principle that has been adopted and the method of applying that
principle; and

» theimpact (discussed qualitatively) resulting from the initial adoption of the
accounting policy on the company’ s financial condition, changesin financial
condition and results of operations.

If, upon initial adoption of an accounting policy, a company is permitted to choose
between acceptabl e accounting principles, the company would also be required to
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explaininthe MD& A that it had made a choice among such acceptable alternatives,
identify the alternatives, and describe why it made the choice that it did. 1n addition,
where material, the company would have to provide a qualitative discussion of the
impact that the alternatives would have had on the company’ s financial condition,
changesin financia condition and results of operations.

D. Considering other Additional MD&A Disclosures

The SEC has indicated that there may be more to come with respect to new MD& A
disclosures, including a requirement for a summary of the MD& A section that would,
in relatively short form, identify what management considers the most important
factorsin determining its financial results and condition.

Also under consideration by the SEC are other topics asto which it believes MD& A
disclosureis particularly important, including:

» enhanced disclosure about liquidity risk, market price risks and effects of “ off-
balance sheet” transaction structures and obligations;

« material transactions involving related persons or entities, with aclear discussion
of termsthat differ from those that would be negotiated with independent parties;
and

 trendsthat a company’s management follows in making decisions about how to
guide the company’ s business.

Comments Sought

The staff of the SEC invites interested persons to submit written comments on the
proposed amendments and any other matters that might have an impact on the
proposed amendments. Comments should be received on or before July 19, 2002.
Comments may be submitted electronically at the following electronic mail address:
rule-comments@sec.gov. All comment lettersrelating to Release No. 33-8098 should
refer to File No. S7-16-02; this file number should be included in the subject line if
electronic mail is used.
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For Additional Information

If you have any questions regarding the proposed rules, please contact:

Peter R. Kolyer
(212) 408-5564
pkolyer@chadbourne.com

Sey-Hyo Lee
(212) 408-5122
shlee@chadbourne.com

Chadbourne & Parke LLP

New York

30 Rockefeller Plaza

New York, New York 10112
Telephone (212) 408-5100
Facsimile (212) 541-5369

Los Angeles

350 South Grand Ave., Suite 3300
Los Angeles, CA goom
Telephone (213) 892-1000
Facsimile (213) 622-9865

Moscow

52/5 Kosmodamianskaya Naberezhnaya

Moscow, Russian Federation 115054
Telephone: (7-095) 974-2424
Facsimile: (7-095) 974-2425

Marc A. Alpert
(212) 408-5491
mal pert@chadbourne.com

Ven Medabal mi
(212) 408-1056
vmedabal mi @chadbourne.com

Washington

1200 New Hampshire Ave. N.W.
Washington, D.C. 20036
Telephone (202) 974-5600
Facsimile (202) 974-5602

Hong Kong

Suite 2203, Tower 1

Lippo Centre, 89 Queensway
Hong Kong

Telephone (852) 2842-5400
Facsimile (852) 2521-7257

London

Chadbourne & Parke (a multinational partnership)
Regis House

45 King William Street

London EC4R 9AN

Telephone (44-20) 7337-8000

Facsimile (44-20) 7337-8001

If you would like additional copies of this client alert, please contact Doreen Norden, Director of Marketing

and Creative Services, at (212) 408-5190 or e-mail: dnorden@chadbourne.com
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