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SEC PROPOSES ADDITIONAL MD&A
DISCLOSURE RULES

By Curtis R. Hearn and Andrew D. Pilant

On November 4, 2002, the SEC released proposed new rules to im-
plement changes mandated by Section 401(a) of the Sarbanes-Oxley Act of
2002, relating to three specific topics to be discussed in the Management’s
Discussion and Analysis (MD&A) section of a company’s disclosure docu-
ments, namely:

« off-balance sheet arrangements;
» contractual obligations; and
« contingent liabilities and commitments.

The statutory safe harbors that protect forward-looking statements against
private legal actions alleging a material misstatement or omission would ap-
ply to these proposed rules.

Off-Balance Sheet Arrangements

The proposed rules would require each public company to present a
comprehensive explanation of a company’s off-balance sheet arrangements
under a separately-captioned section of its MD&A. This presentation will
be required in each quarterly and annual report. The SEC has defined an
“off-balance sheet arrangement” as being any transaction, agreement or
other contractual arrangement pursuant to which a reporting company has,
or in the future may have, with respect to any unconsolidated entity:

« any obligation under a direct or indirect guarantee;

» aretained or contingent interest in assets transferred to the uncon-
solidated entity;

 risk with respect to derivatives, to the extent that their fair value is
not fully reflected as a liability or asset in the financial statements; or

« any obligation or liability, including a contingent obligation or liabil-
ity, to the extent that it is not fully reflected on the face of the finan-
cial statements (but excluding contingent liabilities arising out of liti-
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gation, arbitration or regulatory actions).

According to the SEC, disclosure should focus on the risk associated with
the off-balance sheet transaction and not the structure (except to the extent
helpful to the investor’s understanding). Disclosure is appropriate when
management concludes that the off-balance sheet arrangement is material to
the company or may become so in the future.

The proposed rules would also require the disclosure of facts and cir-
cumstances that would provide investors with a clear understanding of the
company’s financial arrangements. Specifically, a company would have to
disclose:

 the nature and business purposes of the off-balance sheet arrange-
ments;

» information regarding the assets and liabilities (including contingent
obligations and liabilities) of the entity through which off-balance
sheet activities are conducted;

» revenues, expenses and cash flows arising from the arrangements;

» information regarding the interests retained, securities issued or in-
debtedness incurred by the company;

» any other obligation or liability of the company arising from the ar-
rangements that may become material and the triggering events that
could cause them to arise;

« management’s analysis of the material effects of the off-balance
sheet arrangements on the company’s financial condition, changes in
financial condition, revenues or expenses, results of operations, li-
quidity, capital expenditures and capital resources; and

» the effects that a termination or material reduction in the benefits of
the off-balance sheet arrangements would have on the company.

Disclosure of an off-balance sheet arrangement is required at the
time of execution of the definitive agreement providing for the transaction,
or, in the absence of an agreement, upon the settlement of the transaction.
In addition, no disclosure is required if the likelihood of either the occur-
rence of an event implicating the off-balance sheet arrangement, or the ma-

teriality of its effect, is remote. The SEC interprets “remote” to
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mean “outside the realm of reasonable possibility.”
Contractual Obligations

The proposed rules would require tabular disclosure of the amounts
of contractual obligations, aggregated by type of contractual obligation
(which should be tailored to the company’s business), for at least the periods
specified in the sample table below:

Contractual Obligations

[Examples are below] Payments due by period
Less than 1 3-5 |More than
Total year 1-3 years|years [5 years

Long-Term Debt

Capital Lease Obligations

Operating Leases

Unconditional Purchase Obliga-
tions
Other Long-Term Obligations

[Total Contractual Obligations

Contingent Liabilities and Commitments

In addition to the tabular disclosure of contractual obligations, a
company would have to disclose, either in tabular format or in text, the ex-
pected amount, range of amounts or maximum amount of contingent liabili-
ties or commitments, such as guarantees, that are expected to expire in less
than one year, from one to three years, from three to five years, and more
than five years.

Comments on the proposed rules should be delivered to the SEC no
later than December 9, 2002. (Click here to link to the full text of the SEC'’s
proposed rules.)
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SEC PROPOSES RULES REGARDING
USE OF NON-GAAP FINANCIAL MEASURES

By Curtis R. Hearn and Meredith Guthrie Maxwell

On November 5, 2002, the SEC released proposed rules under Sec-
tion 401(b) of the Sarbanes-Oxley Act of 2002 to regulate the disclosure and
release of financial information prepared or derived on a basis other than
GAAP. The SEC's proposed rules include:

» anew disclosure regulation, Regulation G, which would require pub-
lic companies that disclose or release material information that in-
cludes a non-GAAP financial measure to also present the most com-
parable GAAP financial measure and a reconciliation of the two
measures;

» aproposed amendment to Regulation S-K requiring additional dis-
closures in SEC filings regarding non-GAAP financial measures; and

* arequirement that public companies file a Form 8-K for any earn-
ings or other press release that discloses material non-public finan-
cial information about completed annual or quarterly fiscal periods.

Because the term "pro forma financial information" is used in other
contexts, the SEC has adopted the term "non-GAAP financial measures,"
which it defines as a numerical measure of a registrant’s historical or future
financial performance, financial position or cash flows that:

+ excludes amounts, whether directly or through adjustments, that are
included in the comparable GAAP measure presented in the com-
pany's financial statements; or

» includes amounts, whether directly or through adjustments, that are
excluded from the comparable GAAP measure presented in the com-
pany's financial statements.

Non-GAAP financial measures would not include financial informa-

tion that does not provide numerical measures different from the comparable
GAAP measure.
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Proposed Regulation G

Proposed Regulation G would apply to all registrants that publicly
disclose or release material information that includes a non-GAAP financial
measure. The registrant would be required to provide the following infor-
mation as part of the release:

» apresentation of the most comparable financial measure calculated
and presented in accordance with GAAP; and

» a quantitative reconciliation of the GAAP and non-GAAP financial
measures by schedule or other clearly understandable method.

If a registrant only releases a non-GAAP financial measure orally,
telephonically, in a webcast or broadcast, or by similar means, the proposed
rule would permit the registrant to provide the required accompanying infor-
mation by posting it on the registrant's website, so long as during the presen-
tation, the registrant discloses the location and availability of the required
accompanying information.

Proposed Regulation G would also require that any non-GAAP fi-
nancial measure, taken together with the required accompanying informa-
tion, not misstate a material fact or omit to state a material fact necessary to
make the presentation of the non-GAAP financial measure not misleading,
in light of the circumstances under which it is presented. If any registrant
fails to comply with Regulation G, the registrant could be subject to an SEC
enforcement action alleging a violation of Regulation G, and possibly a vio-
lation of Rule 10b-5.

Proposed Amendments to Regulation S-K.

In addition to proposing new Regulation G, the SEC has also pro-
posed amendments to Item 10 of Regulation S-K to require registrants using
non-GAAP financial measures in filings with the SEC to provide:

» apresentation, with equal or greater prominence, of the most di-
rectly comparable financial measure calculated and presented in ac-
cordance with GAAP;

* a quantitative reconciliation (by schedule or other clearly under-
standable method) of the non-GAAP financial measure with the most
directly comparable GAAP financial measure;
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+ disclosure of the purposes underlying the non-GAAP financial meas-
ure presented; and

» disclosure of the reasons why management believes that such non-
GAAP financial measure provides useful information to investors.

The proposed amendments would prohibit a registrant from:

» presenting a non-GAAP financial measure more prominently than
the comparable GAAP financial measure;

» excluding from non-GAAP liquidity measures charges or liabilities
that required, or will potentially require, a cash settlement;

» adjusting a non-GAAP performance measure to eliminate or smooth
items identified as non-recurring, infrequent or unusual, when the
nature of the charge or gain is such that it is reasonably likely to re-
cur;

» presenting non-GAAP financial measures on the face of the regis-
trant's GAAP financial statements;

« presenting non-GAAP financial measures on the face of any pro
forma financial information required to be disclosed by Article 11 of
Regulation S-X;

» using titles or descriptions of non-GAAP financial measures that are
the same as, or confusingly similar to, titles or descriptions used for
GAAP financial measures; and

+ presenting a non-GAAP per-share measure.

The proposed requirements in Regulation S-K for information relat-
ing to non-GAAP financial measures are obviously more extensive and
stringent than those set forth in proposed Regulation G.

Proposed New Disclosure Item of Form 8-K

The SEC has also proposed to amend Form 8-K to add new Item
1.04, "Disclosure of Results of Operations and Financial Condition," which
would require registrants to file a Form 8-K within two business days of any

public announcement or release, such as an earnings release disclosing mate-
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rial non-public information regarding a registrant's results of operations or
financial condition for a completed annual or quarterly fiscal period.

If the non-public material information is disclosed orally, telephoni-
cally, in a webcast or broadcast, or by similar means, Item 1.04 would not
require the registrant to file a Form 8-K if:

» the disclosure initially occurs within 48 hours of a written release or
announcement filed on Form 8-K pursuant to Item 1.04;

+ the presentation is accessible to the public by dial-in conference call,
webcast or similar technology;

 the financial and statistical information contained in the presentation
is provided on the registrant's website, together with any information
that would be required under proposed Regulation G; and

» the presentation was announced by a widely disseminated press re-
lease that included instructions as to when and how to access the
presentation and the location on the registrant's website where the
information would be available.

Currently, earnings announcements and releases are subject to Regu-
lation FD. A Form 8-K pursuant to Item 1.04 would satisfy the registrant's
obligation under Regulation FD only if the Form 8-K were filed within the
time frame required by Regulation FD.

Comments on the proposed rules should be delivered to the SEC no

later than December 13, 2002. (Click here to link to the full text of the
SEC'’s proposed rules.)
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SEC PROPOSES REGULATION BLACKOUT
TRADING RESTRICTION

By Richard B. Montgomery IV and Margaret F. Murphy

On November 6, 2002, the SEC released proposed Regulation Black-
out Trading Restriction (“Regulation BTR”) to clarify the scope and applica-
tion of Section 306(a) of the Sarbanes-Oxley Act of 2002 (the “Act”). Sec-
tion 306(a) prohibits directors and executive officers from trading or other-
wise acquiring or transferring equity securities of the issuer acquired in con-
nection with service or employment when a substantial number of the is-
suer’s employees are unable to engage in transactions through their individ-
ual plan accounts.

Persons Subject to Trading Prohibition

Under proposed Regulation BTR, the terms “director” and
“executive officer” would be broadly defined to include a person who func-
tions as a director or executive officer, whether or not such individual holds
the title, as under Section 16 of the Securities Exchange Act of 1934.

Transactions Subject to Trading Prohibition

The trading prohibitions of proposed Regulation BTR would apply
to any equity security of the issuer, including derivative securities, such as
options, that are acquired in connection with service or employment under
the following circumstances:

» atatime when he or she was a director or executive officer of the is-
suer, under a compensatory plan, contract, authorization or arrange-
ment, including, but not limited to, plans relating to options, pension,
retirement or deferred compensation or bonus, incentive or profit-
sharing (whether or not set forth in any formal plan document), in-
cluding a compensatory plan, contract, authorization or arrangement
with a parent, subsidiary or affiliate of the issuer;

» atatime when he or she was a director or executive officer of the is-
suer, as a result of any transaction or business relationship required
to be disclosed in the issuer’s proxy statement to the extent that he or
she has a pecuniary interest in the equity securities;

» as “director’s qualifying shares” or other securities that he
or she must hold to meet an issuer’s minimum ownership Page 8
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requirements for directors or executive officers; or

» prior to becoming, or while, a director or executive officer of the is-
suer if the equity security was acquired as an inducement to service
or employment with the issuer or a parent, subsidiary or affiliate of
the issuer or as a result of a merger, consolidation or other acquisi-
tion transaction involving the issuer.

To simplify identification, eliminate tracing the source of equity se-
curities involved in a disposition transaction and prevent possible evasion of
the Act, proposed Regulation BTR would establish an irrebuttable presump-
tion that, with certain limitations, any equity securities sold or otherwise
transferred during a blackout period were acquired in connection with ser-
vice or employment as a director or executive officer to the extent that the
director or executive officer holds such securities, without regard to the ac-
tual source of the securities disposed. Since most directors and executive
officers hold options or other equity securities of the issuer they serve, the
trading prohibition would affect almost any transfer not otherwise exempt.

Except equity securities acquired as an inducement to service or em-
ployment with the issuer or as a result of a merger, consolidation or other
acquisition transaction involving the issuer, equity securities acquired by an
individual before he or she became a director or executive officer of an is-
suer would not be subject to Section 306(a) of the Act or proposed Regula-
tion BTR. Consequently, any equity securities acquired under a plan, con-
tract, authorization or arrangement while the individual was an employee,
but not a director or executive officer, of the issuer would be excluded from
the statutory trading prohibition. On the other hand, equity securities ac-
quired in connection with service or employment as a director or executive
officer before the issuer became a public company or the effective date of
the Act would be subject to Section 306(a) of the Act and proposed Regula-
tion BTR.

Exempt Transactions

The following transactions would be exempt from the prohibitions of
proposed Regulation BTR:

» acquisitions of equity securities under dividend or interest reinvest-
ment plans;

» purchases or sales of equity securities pursuant to a pre-established

contract, instruction or written plan that satisfies the af-
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firmative defense conditions of Exchange Act Rule 10b5-1(c);

» purchases or sales of equity securities pursuant to certain “tax-
conditioned” plans, such as 401(k) plans, Section 423 employee
stock purchase plans and ESOPs, other than discretionary transac-
tions through those plans; and

* increases or decreases in the number of equity securities held as a re-
sult of a stock split, stock dividend or similar rights.

Blackout Period

Blackout periods typically occur as a result of administrative
changes to a benefit plan. The most common reasons for imposing a black-
out period include:

» changes in investment alternatives;

» changes in the frequency of portfolio valuations;

» changes in plan record-keepers or other service providers;
» changes in plan trustees; and

e corporate mergers, acquisitions and spin-offs that affect the pension
coverage of groups of participants.

Under Section 306(a) of the Act, a “blackout period” is a period of
more than three consecutive business days during which the ability of not
fewer than 50% of the participants or beneficiaries under all individual ac-
count plans maintained by the issuer to purchase, sell or otherwise acquire
or transfer an interest in any equity security of such issuer held in such an
individual account plan is temporarily suspended by the issuer or by a fidu-
ciary of the plan. Proposed Regulation BTR would clarify the scope, and
address the application, of this definition.

Under the Act, the term “individual account plan” is defined to in-
clude a variety of pension plans, such as Section 401(k) plans, profit-sharing
and savings plans, stock bonus plans, and money purchase pension plans,
and certain non-qualified deferral compensation arrangements. A one-
participant retirement plan is excluded from the definition of individual ac-
count plan.
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Proposed Regulation BTR would clarify that, for purposes of making
this calculation, the individual account plans “maintained by the issuer”
would include only individual account plans in which participants or benefi-
ciaries held or could hold equity securities of the issuer, whether or not the
account plan actually contained equity securities of the issuer at the time of
the calculation. This would include individual account plans that:

* permit participants or beneficiaries to invest their plan contributions
in the equity securities of the issuer;

+ include an “open brokerage window” that permits participants or
beneficiaries to invest in the equity securities of any publicly-traded
company, including the issuer;

* match employee contributions with equity securities of the issuer; or

» reallocate forfeitures that included equity securities of the issuer to
the remaining plan participants.

For purposes of Section 306(a) of the Act, once an issuer identified
the relevant individual account plans for purposes of the 50% test, it would
apply the test by comparing the number of participants or beneficiaries lo-
cated in the United States and its territories and possessions under all indi-
vidual account plans maintained by the issuer that will be subject to a tem-
porary suspension of trading in such equity securities, to the overall number
of participants or beneficiaries located in the United States and its territories
and possessions under all individual account plans maintained by the issuer.
If this percentage is at least 50%, the statutory trading prohibition would ap-
ply to the directors and executive officers of such issuer.

Section 306(a) of the Act expressly excludes the following transac-
tions from the definition of blackout period:

» aregularly scheduled period in which the participants and beneficiar-
ies may not purchase, sell or otherwise acquire or transfer an interest
in any equity security of an issuer, if such period is incorporated into
the individual account plan and timely disclosed to employees before
they become participants under the individual account plan or as a
subsequent amendment to the plan; and

* any suspension described in the general definition of “blackout pe-
riod” that is imposed solely in connection with persons becoming
participants or beneficiaries, or ceasing to be participants
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or beneficiaries, in an individual account plan by reason of a corpo-
rate merger, acquisition, divestiture or similar transaction involving
the plan or plan sponsor.

Proposed Regulation BTR would clarify the application of these ex-

ceptions as follows:

The requirement that the blackout period be incorporated in the indi-
vidual account plan could be satisfied by including a description of
the regularly scheduled blackout period, and the plan transactions to
be affected by, the blackout period and its frequency and duration, in
the documents or instruments under which the plan operates.

The disclosure of the blackout period to an employee would be
timely if the employee was provided notice of the blackout period
prior to, when, or within 30 calendar days after, he or she formally
enrolled in the plan, or, in the case of a subsequent amendment to the
plan, within 30 calendar days after the adoption of the amendment.
The notice could be in any graphic form that is reasonably accessible
to the intended recipient, including via e-mail.

In the case of a blackout imposed to consolidate plans following a
major acquisition, divestiture or similar transaction, the blackout pe-
riod would not trigger the statutory trading prohibition if its principal
purpose is to enable individuals to become participants or beneficiar-
ies in the plan, or to terminate participation in the plan, even though
the blackout also is used to effect other administrative actions that
are incidental to the admission or withdrawal of plan participants or
beneficiaries. In addition, the proposed rule would provide that the
exception would be available only as to participants or beneficiaries
of the acquired or divested entity.

Remedies

A violation of the statutory trading prohibition of Section 306(a) of

the Act is subject to a possible SEC enforcement action or a required dis-
gorgement of profits, with a strict standard of liability similar to that under
Section 16(b) of the Exchange Act. No suit may be brought more than two
years after the date on which the recoverable profits were realized. The SEC
is soliciting comment on the various approaches described in the proposed
rules to calculate recoverable profits.
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Notice

Under proposed Regulation BTR, whenever a director or executive
officer of an issuer is subject to the statutory trading prohibition, the issuer
must provide notice of the blackout period to the director or executive offi-
cer, as well as to the SEC on Form 8-K.

As proposed, the notice would be required to include the following
information:

» the reason or reasons for the blackout period;

» adescription of the plan transactions to be suspended during, or to be
affected by, the blackout period;

» the description of the class of equity securities subject to the black-
out period;

 the actual or expected beginning and ending dates of the blackout pe-
riod; and

» the name, address and telephone number of the person to respond to
inquiries about the blackout period.

Proposed Regulation BTR would require that, with certain limited
exceptions, notice to directors and executive officers be provided at least 15
calendar days in advance of commencement of the blackout period.

The notice requirement would apply to blackout periods commenc-
ing on or after January 26, 2003, the effective date of Section 306 of the Act.
For blackout periods occurring between January 26, 2003 and February 10,
2003 (the date 15 days after the effectiveness of the statute), issuers should
furnish notice as soon as reasonably possible.

Comments on proposed Regulation BTR should be delivered to the

SEC no later than December 16, 2002. (Click here to link to the full text of
the SEC'’s proposed rules.)
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Please remember that these legal principles may change and vary widely in their application to spe-
cific factual circumstances. You should consult with counsel about your individual circumstances.
For further information regarding these issues you may contact the head of our Corporate and Securi-

ties practice group:

L. Richards McMillan, 11
Jones Walker

201 St. Charles Ave., 51st FI.
New Orleans, LA 70170-5100
ph. 504.582.8188
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