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|. INTRODUCTION

The regulation of financial reporting by public companies is principally shaped by
two considerations: accuracy and cost. If financial reports are inaccurate, stock prices
may not reflect the underlying economic value of companies. But because of the
complexity of public companies, as well as the ambiguity of the generally accepted
accounting principles (GAAP) with which financial statements must conform, it is
expensive to ensure that the accounting for every transaction is appropriate.

The law attempts to balance such concerns by making securities fraud liability
contingent on a showing of materiality.l A financial misstatement can only trigger

1. This is so with respect to liability for securities fraud. SeeSecurities Act of 1933 § 11, 15 U.S.C. § 77k
(2000); Basic Inc. v. Levinson, 485 U.S. 224, 224 (1988). Moreover, the rules implementing section 404 of the
Sarbanes-Oxley Act, Sarbanes-Oxley Act of 2002 § 404, 15 U.S.C. § 7262 (2006), require assessment of

whet her internal controls have Aimateri al weaknesseso that
mi s st a tSeetieHR. §210.1-02(a)(4) (2008) (defining fimat er i al weaknesso as fa defici
combination of deficiencies, in internal control over financial reporting . . . such that there is a reasonable

possibility that a material mi sstat ementwilonbtbhet he registrantos
prevented or detected on a timely basiso ) see alsoOrder Approving Proposed Auditing Standard No. 2,
Exchange Act Release No. 49,884, 69 Fed. Reg. 35,083 (June 17, 2004) (approving AN AUDIT OF INTERNAL
CONTROL OVER FINANCIAL REPORTING PERFORMED IN CONJUNCTION WITH AN AUDIT OF FINANCIAL
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liability if it is material, or important to a reasonable investor.2 The materiality standard
should thus play a crucial role in screening out trivial from substantial financial
misstatements, making the potential liability companies face for inaccuracies in their
financial statements manageable.3 But there is little consensus as to what a reasonable
investor would consider important with respect to financial misstatements. The current
approach, which has been described as qualitative, considers a wide range of factors and
has been criticized as nebulous.# On February 8, 2008, a Securities and Exchange
Commi ssion (SEC) Commi ssioner pointed out
materiality] with the full input of the investor, legal, accounting, academic, and business
c o mmu n ¥ Whileensmerdus proposals for reforming securities class actions have
recently been made, none has focused on clarifying the materiality standard.6 This Article

STATEMENTS, Statement on Auditing Standard No. 2 (Pub. Co. Accounting Oversight Bd. 2004)).

2. See Basic485 U.S. at 240; TSC Industries, Inc. v. Northway, Inc., 426 U.S. 438, 445 (1976). In
addition, a 2008 report to the SEC proposed reinforcing that materiality be assessed using a reasonable investor
test. SeeFINAL REPORT OF THE ADVISORY COMMITTEE ON IMPROVEMENTS TO FINANCIAL REPORTING TO THE
UNITED STATES SECURITIES AND EXCHANGE COMMISSION 80 (2008) [hereinafter ADVISORY COMMITTEE
FINAL REPORT].

3. And indeed materiality has served as a significant screen with respect to certain types of misstatements

he

that are presumed to be immaterial, such as puffery. SeeDavid A. Hoffman, The @A Dutyo to Be a Rational

Shaeholder 90 MINN. L. Rev. 537, 562-63 (2006). And there are other significant screens such as the
requirement that a misstatement be made with scienter and that there be a stock price decline. See, e.g.Dura
Pharm., Inc. v. Broudo, 544 U.S. 336, 342 (2005) (holding that stock price decline is a prerequisite to recovery);
Hillary A. Sale, Judging Heuristics35 U.C. DAvIs L. Rev. 903, 904—-05 (2002) (finding a significant number
of dismissals by courts based on scienter heuristics). However, none of these inquiries assess whether a
financial misstatement significantly affects how the market values a stock.

4. See, e.g.Kenneth C. Fang & Brad Jacobs, Clarifying and Protecting Materiality Standards
Financial Statements: A RevieW S8EC Staff Accounting Bulletin 985 Bus. LAw. 1039, 1045-46 (2000);
Glenn F. Miller, Staff Accounting Bulletin No. 99: Another-Advised Foray into the Murky World of

n

Qualitative Materiality 95 Nw. U. L. REv. 36 1, 367 (2000) (ASAB No. 99 is substanti

ambiguity makes for an unworkable standard that is likely to complicate and further distort the financial
reporting process.0 ) ; Ri ¢ h a Tk E@sion & sha Blateriality Standard in the Enforcement of the

Federal Securities Law§2 Bus. Law.3 17, 329 (2007) ( Aljttl€guideeceastohowtbs ar e | eft
wei gh quantitative indicia of materi al iBatgegCaralilei | e unabl e

A. Antonacci, SAB 99: Combating Earnings Management with a Qualitative Standard of MaterB8ity
SUFFOLK U. L. REV. 75, 94 (2001) (noting that SAB No. 99 combats earnings management).

5. Paul S. Atkins, Commissioner, Sec. & Exch. Co nRedmma,r ks t o the 2GEEO0 SPeagsam
of the Practising Law Institute (Feb. 8, 2008), available at http://www.sec.gov/news/speech/2008/

spch020808psa.htm.

The comment is similar to that of a |l eading expert
Homer Kripke, Rule10b5L i abi | i ty and ,#6WartUel: Rea 1061, 166F (49Z1) (smphasis
omitted). The confusion about the law is illustrated by the brief discussion of materiality in a leading accounting
textbook publ i shed in 2007, which asserts: Al T] here is no
information in distinguishing between materia | and nonmddHelt Wiad ET ALt EINRNSCIALD

STATEMENT ANALYSIS 70 (9th ed. 2007).

6. See, e.g.Richard A. Booth, The End of the Securities Fraud Class Action as We Knpw It
BERKELEY Bus. L.J. 1, 19-23 (2007) (proposing that Rule 10b-5 actions be limited to cases involving insider
trading); John C. Coffee, Jr., Reforming the Securities Class Action: An Essay on Deterrence and its
Implementation106 CoLum. L. REv. 1534, 1550 (2006) (proposing the elimination of vicarious liability for
Rule 10b-5 actions); Merritt B. Fox, Civil Liability and Mandatory Disclosure109 CoLuM. L. REv.
(forthcoming 2009) (proposing that primary liability for Rule 10b-5 actions be replaced with third party liability
by investment banks); Joseph A. Grundfest, Why Disimply?108 HARV. L. REv. 727, 746—47 (1995) (proposing

wi t h

to

n

set

€S

19
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attempts to provide a clearer and more rational basis for assessing materiality with
respect to financial misstatements.”
At the outset, it is important to distinguish between financial misstatements, which
are the focus of this Article, and nonfinancial misstate me nt s . This Articleds ana
l'imited to financi al mi sstatement s, or mi sstatem
Though financial and nonfinancial misstatements are generally governed by the same
reasonable investor standard, financial misstatements are more susceptible to scrutiny
through quantitative benchmarks than nonfinancial misstatements.
For a time, materiality with respect to financial misstatements was arguably defined
by a rule-like quantitative standard.8 If a financial misstatement had an impact on net
income below a certain thresholdd often five percentd it was presumed to be
immaterial.® The obvious problem with a quantitative standard is that it allowed for a
significant amount of earnings manipulation. Aggressive companies could tweak their
earnings at will to meet market expectations. As long as a financial misstatement was
below the five percent quantitative threshold, the company would not be in violation of
the securities laws.
In 1999, the SEC responded to such earnings manipulation by releasing Staff
Accounting Bulletin No. 99 (SAB No. 99), which asserted that a principle-like qualitative
standard governed financial statements.10 While SAB No. 99 used a termd qualitative

that the SEC use rulemaking to define boundaries of Rule 10b-5 actions); Amanda M. Rose, Reforming
Securities Litigation Reform: A Proposal for Restructuring the Relationship Between Public and Private
Enforcement of Rule 16 108 CoLuMm. L. Rev. 1301, 1301 (2008) (proposing that the SEC play an oversight

role in screening Rule 10b-5 class actions).

7. While there has been much interest in financial reporting, little has been said about the issue of
materiality with respect to financial misstatements. Recent law review articles relating to accounting have
discussed the need to improve monitoring by gatekeepers, seeJohn C. Coffee, Jr., Gatekeeper Failure and
Reform: The Challenge of Fashioning Relevant Refo8m8.U. L. REv. 301, 330 (2004), proposed financial
reporting insurance, seeLawrence A. Cunningham, Choosing Gatekeepers: The Financial Statement Insurance
Alternative to Auditor Liability 52 UCLA L. Rev. 413, 468 (2004), and have analyzed section 404 of the
Sarbanes-Oxley Act, which requires auditors to certify the adequacy of internal controls, see Joseph A.
Grundfest & Stephen E. Bochner, Fixing 404 105 MIcH. L. REv. 1643, 1644 (2007).

8. While there are categories of nonfinancial misstatements that are presumed to be immaterial,
nonfinancial misstatements are generally not assessed using a quantitative test.

9. See, e.g COMM. ON CAPITAL MKTS. REGULATION, INTERIM REPORT OF THE COMMITTEE ON CAPITAL
MARKETS REGULATION 128 (2006) [hereinafter CAPITAL MARKETS COMMITTEE REPORT] (noting that A[f]lor
many years, the rule of thumb was that, in determining the scope of an audit, a potential error exceeding five

percent of annual pre-t ax i ncome would be considered material, o and that
error that exceeded ten percent of pre-tax income was considered material, while the materiality of an error

between five percent and ten percent of pre-t ax i ncome was assessed, based on various
Matthew J. Barrett, The SEC and Accounting, in Rarhrough the Eyes of PacipBO NOTRE DAME L. REV.

837, 874 (2005) (nAs a general rul e, accountants and auditor.
five percent of income befor e t suprenste 7aas1662 fmarmthe r i al . 0) ; Grundf
commonality of the five percent net income standard); Miller, supranote 4,at363( AiA numer i cal rul e of thumb
has emerged: misstatements tha t i mpact di sclosure by less than five percent
Weinstein, Materiality: Whose Business Is Jt€PA J., Au g . 1, 2007, at 24, 26 (AAl though t#h
literature never explicitly ditois poesideredait todbs 84 ofnel 6 mat eri al ity |

income. 0) .

10. SEC Staff Accounting Bulletin No. 99, 64 Fed. Reg. 45,150, 45,151 (1999) [hereinafter SAB No. 99].
While staff accounting bulletins are not adopted by the Commission and do not have the force of law, they can
be extremely influential. SeeGanino v. Citizens Utils. Co., 228 F.3d 154, 163 (2d Cir. 2000) (describing SAB
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materialityd that had earlier been used to describe controversial efforts to require
disclosures relating to managerial ethics, it redefined that term to focus on financial
misstatements. Under a qualitative standard, a financial misstatement under five percent
can still be material if it meets certain qualitative criteria, such as allowing the company
to meet earnings targets or affecting management compensation. The qualitative standard
requires an assessment of a wide range of factors, including the subjective motivation for
the misstatement, and is directed at the problem of manipulation that results from a rule-
like quantitative standard.

This shift to a qualitative standard has been criticized. One SEC Commissioner

asserted: fdAnyone who has tried HA20pply

report by the Committee on Capital Markets Regulation criticized SAB No. 99 as
nebulous.12 Legal commentators have almost uniformly argued that the standard is vague
and impossible to implement.13 Some practitioners have asserted that the standard has
increased compliance costs, leading to a significant rise in unnecessary restatements by
public companies.14

These critics assume that the solution is to simply reinstate a quantitative standard.1>
For example, the Committee on CapheSECI
revise its guidance on materiality for financial reporting so that scoping materiality is
generally defined, as it was traditionally, in terms of a five percent pre-tax income
t hr e sthBut tie cridics of the qualitative standard do little to acknowledge that a
quantitative standard can be a blank check for earnings manipulation.

The current debate myopically focuses on the practicalities of the standardd whether

No. 99 as fApersuasive guidanceo for materiality

but the strong response to its implementation indicates that it did more.
11. Atkins, supranote 5.
12. CAPITAL MARKETS COMMITTEE REPORT, supranote 9, at 89.

13. Seesupraote4 (ci ting commentators criticizing SAB

Definition, SEC. REG. & L. REP., Oct. 23, 2006, at 1795; see alscADVISORY COMMITTEE FINAL REPORT, supra
note 2, a t 76 (fAiSome have also asserted that t he

application of the concept of materiality and misinterpretations of the existing guidance regarding materiality in
SAB 990) ; J Buten of the Ro&tufdr &estatemeimsADVANCED SECURITIES LAW WORKSHOP
2007, at 163, 167 (2007). A report by the GAO found that the number of restatements by public companies has
increased steadily over the last several years. See GOV&r ACCOUNTABILITY OFFICE, FINANCIAL
RESTATEMENTS: UPDATE OF PUBLIC COMPANY TRENDS, MARKET IMPACTS, AND REGULATORY ENFORCEMENT
ACTIVITIES 11-15 (2006). Earnings restatements can lead to litigation. One study found a greater correlation
between securities class actions and earnings restatements after the passage of the Private Securities Litigation

Reform Act of 1995. SeeMarilyn F. Johnson et al., Do the Merits Matter More? The Impact of the Private

Securities Litigation Reform A@3 J. L. ECON. & ORG. 627, 640 (2007).
15. Cf. COMPETE Act, H.R. 5405, 109th Cong. (2d Sess. 2006) (proposing change to the quantitative

five percent standard for internal control audits); Miller, supranote 4,at 393-94 (arguing that
acknowl edge the unworkable nature of the Stafféos

exception is a proposal that materiality should be assessed from a zero-to-one scale, allowing auditors to better

assess qualitative materiality factors. Rebecca L. Rosner etal, Assessing Materiality:

Approach CPA J., June 1, 2006, at 26.
16. CAPITAL MARKETS COMMITTEE REPORT, supranote 9, at 19. The Committee noted that the issue of
materiality has become even more significant since 1999 because the rules and standards implementing section

404 of the Sarbanes-Oxley Actrequi re auditors to provide reasonabl e

controls contain fldalléGaidt er i al weaknesses. 0
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it is easy to apply (favoring the quantitative standard) or allows prevention of earnings
manipulation (favoring the qualitative standard). But there has been little discussion

about what types of misstatements are

to value a company. A deeper analysis of what misstatements are most likely to impact

the marketdés assessment of a companyds

should be liable for such financial misstatements is necessary. This Article makes two
proposals that will provide a clearer basis for distinguishing between financial
misstatements.

First, the law should mainly consider the persistence of a financial misstatement in
determining its materiality.1” The Article comes to this conclusion by contrasting two
valuation methods that can be used to assess whether a financial misstatement is material.

mo st

v al

The firstd market priced si mp |l y |l ooks at t he mar ket 0s

misstatement. The secondd fundamental analysisd analyzes the way in which the
financi al mi sstatement s houl d iseodintedecash
flows of the company.18

The current qualitative test, as set forth by SAB No. 99, rests on the assumption that
even small misstatements can matter because they can prevent large fluctuations in
market price. But market fluctuations can be an arbitrary way of assessing whether a

mi sstat ement has affected the mar ket 6s

such movements may also reflect irrational or noneconomic behavior. While the term
reasonable investor can encompass both irrational and rational investors, the case for
focusing on the perspective of the rational investor is strongest with respect to financial
misstatements. Rational investors, who typically utilize fundamental analysis in assessing
value, rely more on the integrity of financial statements than irrational investors.

An investor valuing a stock through fundamental analysis will be more concerned
with persistent misstatements, which consistently inflate earnings or hide significant and
l asting decl i nersingsipoweraver analtiple periogsd than isokated
misstatements, which hide or smooth temporary earnings shortfalls. A persistent
misstatement is more likely to cause the market to significantly overestimate the future
cash flows of the company than an isolated misstatement.

Thus, in assessing the materiality of a misstatement, the law should consider not
only the magnitude and motivation of the misstatement, but also its persistence. In
securities fraud cases, evidence of a persistent misstatement might create a rebuttable
presumption of materiality while evidence that the misstatement is isolated might create a
rebuttable presumption of immateriality. While considering persistence may not simplify
the materiality analysis in all cases, it will likely give judges a more meaningful basis for
determining the materiality of a financial misstatement.

Second, the quantitative and qualitative standards should be seen as targeting two

17 A recent report proposes considering whether
in

investorsdofp&kreygepgtrieomndls affecting the company?o
ADVISORY COMMITTEE FINAL REPORT, supra note 2, at 81. The report, however, does not set forth any
theoretical rationale for considering persistence in assessing the materiality of a financial misstatement.

t he

l'i kely
ue and

react i i
mar ket 0

percepti ol

18. See, e.g.John C. Coffee, Jr., Causation by Presumption? Why the Supreme Court Should Reject

Phantom Losses and ReveBeoudo, 60 Bus. LAw. 533, 541 (2005) (noting that the legal definition of

materiality is fAbroader than the economic definition

cash flowsod).
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different problems. The quantitative test prohibits large misstatements that may distort
the fundamental value of a company. The qualitative test prohibits unjust enrichment by
individuals who might benefit from market fluctuations caused by manipulations. Both
standards might be deployed as a way of determining when a company should be
vicariously liable for a financial misstatement. In fraud on the market cases, companies
would only be vicariously liable for quantitatively large misstatements. Individuals,
though, could still be liable for quantitatively small misstatements if they are unjustly
enriched by the misstatement. This proposal would reduce the costs of complying with
GAAP while allowing for the punishment of those who manipulate earnings for personal
gain.

While on their face these proposals might be perceived as evidencing a distaste for
securities fraud actions relating to financial misstatements, that is not so. The point is not
that securities fraud actions are inherently wasteful and should be arbitrarily curtailed.
Rather, given the increasing criticism of such actions and proposals to abandon vicarious
liability in fraud on the market cases, in order to save the securities fraud action its reach
should be limited.1® By setting forth reasonable standards enabling courts to screen out
suits without merit at an early stage, and limiting vicarious liability to the worst
situations, we might help preserve the securities fraud action as a mechanism to deter
corporate fraud relating to financial misstatements.

Part Il of this Article introduces the concept of materiality with respect to financial
statements. It describes the recent shift from a quantitative to a qualitative standard and
maps the liability standard as it exists today. Part I11 shows how the materiality standard
can be assessed in light of two valuation methodsd market price and fundamental
analysisd and argues that the materiality of financial misstatements should mainly be
assessed in light of fundamental analysis. Part 1V argues that the materiality standard
should focus on the persistence of a financial misstatement. Part \V proposes that in fraud
on the market cases, companies should only be vicariously liable for quantitatively large
misstatements. Individuals could still be liable for quantitatively small misstatements,
especially when they are unjustly enriched by such misstatements.

Il. GAAP AND MATERIALITY

A. Financial Statements and GAAP

Public companies must file yearly and quarterly financial statements with the
SEC.20 These financial statements must be prepared in accordance with GAAP,21 a set of

19. See, e.gGrundfest, supranote6, at 728 ( A[ T]yltesponsaiptp seaccipfor strategies p ol i c
that can filter out weaker claims earlier in the process while allowing more meritorious complaints to
proceed. 0) .

20. Securities Exchange Act of 1934 § 13(a), 15 U.S.C. § 78m (2000). In addition, the Securities Act of
1933 requires a public company to issue financial statements when it issues securities. Securities Act of 1933
Schedule A, 15 U.S.C. § 77aa(25)-(27) (2000).

21. Seel7CFR. 8210401 (a) (1) (2008) (AFinancial staratotements filed wit
prepared in accordance with generally accepted accounting principles will be presumed to be misleading or
inaccurate.0 ) .

The SEC has proposed considering the use of International Financial Reporting Standards (IFRS)

instead of GAAP for U.S. issuers beginning in 2014. SeePr ess Rel ease, Sec. & Exch. Commén, S
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accounting rules issued by private entities such as the Financial Accounting Standards
Board (FASB) under the supervision of the SEC.22 The filing requirement is a cost of
accessing the public markets. Financial disclosure is a pre-condition of a liquid market
where investors buy and sell shares of a company, assuming that the shares reflect all
publicly available information about the company.23
Financial statements have three components.24 First, the balance sheet provides a
summary of t he e n the asstsdliabilitieg dnd sha@holtetsbequityi st i ng
of the company.2® Second, the income statement provides a summary of the net increase
or decrease of the companyds net worth for a par
expenses, and net income (simply, revenues minus expenses, also referred to as
earnings)28 of the company.27 Third, the cash flow statement provides a summary of the
actual cash inflows and outflows for a particular time period.28
According to FASB, A[ t] hé&ngipinformagonapoutf ocus of f i na

Roadmap Toward Global Accounting Standards to Help Investors Compare Financial Information More Easily

(Aug. 27, 2008), available athttp://www.sec.gov/news/press/2008/2008-184.htm. See generallyLawrence A.

Cunningham, The SECG6s Gl obal Accounting Visio8INCARRealistic Apprais
1 (2008). Such a change would not affect the analysis of this Article. The two systems have fundamental

similarities. See ERNST & YOUNG, US GAAP vs. IFRS: THE Basics 5 (2008), available at
http://www.ey.com/Global/assets.nsf/US/Assurance_US_GAAP_v_IFRS/$file/US_GAAP_v_IFRS.pdf.

International Financial Reporting Standards relies upon a similar definition of materiality as GAAP. See

Summaries of International Financial Reporting Standards, http://www.iasplus.com/standard/ias08.htm (last

visited Oct. 16, 2008) (fAOmissions or misstatements of items
individually or collectively, influence the economic decisions of users taken on the basis of financial
statements. o). | f there is a shif privateplaintifB®®theSECat her t han all eg

will simply allege a violation of IFRS.

22. While the SEC has the power to promulgate accounting standards, it has generally deferred to private
accounting bodies in defining those standards. SeeBarrett, supranote 9, at 865-69.

23. See, e.gFrank H. Easterbrook & Daniel R. Fischel, Optimal Damages in Securities CasgzU. CHI.
LREV.611, 629 (1985) (AThe Securities Act of 1933 (the 1933 Ac
(the 1934 Act) stand for the proposition that disclosure of information is the basis of an efficient securities
mar ket and that whatever price the traf fDisdosuweiofl | bear once t he
Future-Oriented Information Under the Securities La®8 YALEL.J.338, 339 (1978) s{iOne goal of Co
in mandating full disclosure of material information to investors was to promote optimal allocation of capital by
providing an efficient m But lsee gendratiRoberta &amano, EmpoveeEng t r ansact i ons. 0)
Investors: A Market Approach ®ecurities Regulatiqri07 YALE L.J. 2359 (1998) (arguing that the mandatory
disclosure regime should be replaced with a competitive federalism approach).

24. See generaljKRISHNA G. PALEPU ET AL., BUSINESS ANALYSIS & VALUATION 3-1 (2d ed. 2000)
(discussing generally the components of corporate financial statements); U.S. Securities and Exchange
Commi ssi on, Begi nner s 6 I@&p/iwdvesecgov/inestonfpabsibegfinstrhtguiBethtnt e ment s
(last visited Oct. 16, 2008).

25. ZvI BODIE ET AL., INVESTMENTS 657-58 ( 6t h ed. 2005) (AWhile the income sta
measure of profitability over a period of time, the balance s
of the firm at a particular moment. o).

26. See, e.g.WILLIAM F. SHARPE ET AL, INVESTMENTS57 0 (1999) (Aln a broad sense, suc
represent the difference between revenues and expenses . . CLYDE.POSTICKNEY & ROMAN L. WEIL,

FINANCIAL ACCOUNTING: AN INTRODUCTION TO CONCEPTS, METHODS, ANDUSES9 9 (12t h ed. 2007) (ANet
incomeequal s revenue minus expenses. 0)

27. BODIEETAL., supranote25, at 656 (fAThe income statement is a summary

firm over a period of time, such as a year.o).

28. Id. at 658 t(efinfehret safa cash flows details the cash flow genet
investments, and financi al activities. o).
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earnings and 29 GAAP ig champtevizece by ta systein called accrual
accounting, which requires companies to match revenues and expenses on the income
statement in reporting financial results to better approximate earnings.39 In matching
revenues and expenses, GAAP is distinguishable from a system that records actual cash
inflows and outflows.3!

Accrual accounting seeks to provide a more accurate assessment of profitability than
simply measuring cash flows.32 For example, suppose a wrench manufacturer makes
wrenches costing $100 in the first quarter of its fiscal year, receives an order for those
wrenches in the second quarter, delivers the wrenches in the third quarter, and receives
$200 in cash for them in the fourth quarter. Under a system that only recorded cash flows,
it would look like the company lost $100 in the first quarter and made $200 in the fourth
quarter. Under an accrual system, the expense of $100 and revenue of $200 would be
matched in the third quarter, when payment is reasonably assured, more accurately
reflecting income of $100 in the third quarter:

Quarter 1 Quarter 2 Quarter 3 Quarter 4
Cash Flow ($100) $200
GAAP $100
As a gener al matter, GAAP ftol eladnge | s ] a range

29. OBJECTIVES OF FINANCIAL REPORTING BY BUSINESS ENTERPRISES, Statement of Financial
Accounting Concepts No. 1, at 5 (Fin. Accounting Standards Bd. 1978) [hereinafter SFAS No. 1]. It appears
that recently, most financial restatements have involved cost/expense and revenue recognition issues. See
Govar ACCOUNTABILITY OFFICE, FINANCIAL RESTATEMENTS: UPDATE OF PuBLIC COMPANY TRENDS,
MARKET IMPACTS, AND REGULATORY ENFORCEMENT ACTIVITIES 16-18 (2006) [hereinafter GAO, FINANCIAL

RESTATEMENTS].
30. See, e.gSTICKNEY & WEIL, supranote 26, at 104 ( @\Jccrual accounting attempts to match expenses
with associated revenues. o0). As Louis Lowenstein noted:

GAAP requires industry to use accrual basis accounting. Income is thus recognized when it is

earned rather than when cash is received. The essence of the accrual basis is the matching of

expenses withrevenues, so as to produce a truer picture of a comp
that accrual-basis accounting affords a great deal of flexibility and judgment in the timing of

income and expense recognition.

Louis Lowenstein, Financial Transparency an@orporate Governance: You Manage What You Meadfre
CoLuMm. L. Rev. 1335, 1345 (1996).

31. PALEPU ET AL., supranote 24,at1-5 (fAUnl i ke cash accounting, accrual accol
between the recording of costs and benefits associated with economic activities and the actual payment and
recei pt |oAWRENCEAREVBINEOEY AL., FINANCIAL REPORTING AND ANALYSIS 279 (3d ed. 2005)
(ACash flows are 6l umpyo . . . emaclang-hariaoh pergpectivotbien t i ng earnings
smoot hes out t h-wyeélhumpiasadssdows. pear

32. As the FASB notes, A[li ] nformation about enterprise earni
provides a better i ndi c adontimuing atmlify to@enerate favorgble gashflosve 6 s pr esent and
than information |imited to the fi nblnksuprdnotee?d, dtect s of cash r e
CON1-2; see alsOSTICKNEY & WEIL, supranote 26, at 102-03 (discussing problems with the cash flow
method).
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the choice among al fdnrparteulai, GAA\B alldwscompaniasa g e me nt . 0

a significant amount of discretion in reporting revenue,34 perhaps the most important

item in a companyfRevemaamcicah Is¢ ateatiyeghiszed when
has substantially accomplished what it must do to be entitled to the benefits represented

by the #eMhénwest.hboe meaning of the phrase HAreasor
straightforward in some circumstances, it might not be in others. An aggressive reading

of the phrase fAreasonably assuredo wild.l gi ve man:
for a particular time period appear higher by recognizing revenue from sales earlier. As a

resul t, as Richard Breedon repor blanatic iOne of the
accounting is the use of various GAAP techniques to roll forward accrual earnings or

|l osses even though real c&sh flows may not yet ha

Because companies were exploiting the broad rules for recognizing revenue, in
1999, the SEC published Staff Accounting Bulletin No. 101 (SAB No. 101), Revenue

Recognition in Financial Stateme#S AB  No . 101 clarified that f#Arever
realized or realizable and earnedd when: (1) Al p
existso; r(y2)hafs[ doJcecluirreed or services have been re
price to the buyer is fixed or determinabl eo; 8

as s u¥ BAB.NO. 101 then applies these principles to ten hypothetical scenarios,
inadvertently highlighting the problem of accounting standards, which is that they have
little meaning until they are applied over ti me

33. Godchaux v. Conveying Techniques, Inc., 846 F.2d 306, 315 (5th Cir. 1988).

34. See,e . Thor Power Tool Co. v. Commbr , 4sho t U.Ais. 522, 544 (.
canonical set of rul es that wi || ensure identical accounting treat me
At ol[$da at ange of Oreasonabled treatments, | &awri ng the choice a
ACCOUNTABILITY OFFICE, THE ACCOUNTING PROFESSION, MAJOR ISSUES: PROGRESS AND CONCERNS 67
(1996) (AManagement abuse of accounting principles can be par
standards may be general, leaving leeway for judgment in determining their application to particular

trans actSHORPEET.AD,)Sypranote26, at 572 (noting that GAAP dAall ow][ s] a | ar
in how certain items are accounted foro anedhosé[ a]s a result,
principles that maximize the level of reported earnings, or that result in a high growth rate of reported earnings,

or that o&ésmoot ho6 e a-totydarvagiabilitpo§ earmingscaround argrgwthtrate@ ) ;y eWir | | i a m

H. Beaver, What HaveWe Learned from the Recent Corporate Scandals that We Did Not Already,know
STAN. J.L. Bus. & FIN. 155, 1571 62 (2002) (noting that accrual system allows manipulation).
35. See, eg, Lynn E. Turner, Chi ef AccountSaffRevenu8 e c . & Exch. Com
Recognition (May 31, 2001), available athttp://www.sec.gov/news/speech/spch495.htm (noting the importance
of revenue on the companyds financial statements).
36. RECOGNITION AND MEASUREMENT IN FINANCIAL STATEMENTS OF BUSINESS ENTERPRISES, Statement
of Financial Accounting Concepts No. 5, 1 83(b) (Fin. Accounting Standards Bd. 1984); see alsdStevelman v.

Alias Research 1Inc., 174 F.3d 79, 83 (2d Cir. 1999) (Al ndust
pi nci ples (6GAAPOG) require that a comparmexcliasgeoff evenues not be
merchandi se has taken place and collection of the sales pri

STICKNEY & WEIL, supranote 26, at 280.

37. RICHARD V. BREEDON, RESTORING TRUST: REPORT TO THE HON. JED S. RAKOFF, THE UNITED
STATES DISTRICT COURT FOR THE SOUTHERN DISTRICT OF NEW YORK, ON CORPORATE GOVERNANCE FOR THE
FUTURE OF MCI, INC. 124 (2003), available athttp://www.nysd.uscourts.gov/rulings/02cv4963_082603.pdf.

38. SEC Staff Accounting Bulletin No. 101, 71 SEC Docket 590 (Dec. 3, 1999) (codified at 17 C.F.R. pt.
211(2008)).

39. Id. IFRS uses a similar test. SeelAS Plus, Summaries of International Financial Reporting Standards:
IAS 18 Revenue, http://www.iasplus.com/standard/ias18.htm (last visited Feb. 18, 2009).
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assured, Oexiantevh®tunhelrenar such as fipersuasive evider
ifi xeedt ermi nabl ed mean. In contrast, a cash fl ow
has been collected or it has not.
Returning to our earlier example, suppose the wrench manufacturer needs to boost
its income in Quarter 2 to meet its earnings projections. Instead of recognizing the sale in
Quarter 3, when delivery has been made, it takes the position that GAAP allows it to
recognize the sale when the order has been received because it is dealing with a reputable
customer, and recognizes the sale in Quarter 2 instead.

Quarter 1 Quarter 2 Quarter 3 Quarter 4

Cash Flow ($100) $200

GAAP
(recognize $100
revenue upon
delivery)

Aggressive
GAAP
(recognize
delivery upon
order)

$100

While the substance of the transaction has not changed, an aggressive interpretation
of GAAP can lead to a different reporting result.40
In addition to allowing companies more discretion, GAAP increases the possibility

40. While revenue recognition is a major issue, seeTom Baker & Sean Griffith, Predicting Corporate

Governance Risk: Evidence f iymsoraricenMarkd¥idU.@He It. Rew. 483, & Of fi cerso6 Li a

518-19 (2007) (documenting the importance of revenue recognition internal controls in the assessment of

companies by director and officer liability insurers), GAAP requires a significant amount of judgment in a

number of other areas. On the cost side, there can be an issue as to whether a cost should be capitalized or

expensed. When a cost is capitalized, it appears as an asset on the balance sheet, which declines in value from

year to year. When a cost is expensed, it appears as an expense on the income statement, reducing income for

that year. A company that is earnings conscious may attempt to capitalize costs that should be expensed. These

methods allowed WorldCom to substantially inflate its earnings. See BREEDON, supra note 37, at 20-21

(di scussing Worldcomdés i mproper capitalization of expenses).
GAAP also results in significant amounts of management discretion because it relies significantly on

estimates and projections in the recognition of costs. Such estimates have a subjective component and are not

easily challenged. For example, companies take reserves in order to pay warranty claims. A company could take

a larger reserve than necessary, a so-called cookie-jar reserve, and when needed, release those reserves to boost

revenues in order to meet an earnings target. SAB No. 99, supranote 10, at 3. Companies can group periodic

expenses into one-time charges, resulting in higher future earnings. SeeLowenstein, supranote 30, at 1350

(explaining the use of restructuring charges to manage earnings). When challenged, the company can simply

argue that it believed the reserves amount it chose was a reasonable estimate.
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ofgoodf ai th errors. As one practitioner recently no
that no one can get it right all the time and for certain issues there is no clearly right

answeThws, while GAAP arguably results in a more

profitability, it is also costly to apply and subject to manipulation.42

B. Materiality: The Shiffrom a Quantitative to Qualitative Standard

There is an important exception to GAAP. Companies are not required to apply
GAAP to items in financi al® Sud antexceptomis s t hat are n
necessary because of the complexity of applying GAAP.44 At some threshold, the cost of
ensuring that every transaction complies with GAAP is not worth the marginal benefit to
investors.#> For decades, parties such as accountants and the SEC have struggled to
define a workable standard of materiality.
Beginning in the 1970s, there were efforts to develop a materiality test more
concrete than the f#judgment of the accountanto
applied.#6 One debate arising out of those efforts, which continues to this day, is whether
materiality should be defined by a quantitative standard or whether it should also be
defined by a qualitative standard.4’
Under a quantitative standard, an item is not material if its impact on net income
(defined as revenues minus expenses) falls below a certain numerical percentage, say five
percent.48 For example, if a revenue recognition issue involves sales that impact income
by only one percent, GAAP would not apply. Even if the company recorded the sale in a
way that violates GAAP, it would not be liable under the securities laws because the

41. Huber, supranote 14, at 166.
42. That is not to say that a cash flow system leaves management without discretion to manipulate a
companyo6s f i narBeei ad.STigaNeY & WEILNSupranete 26, at 182-83. Companies can
manipulate the timing of their cash expenditures to improve the appearance of their financial statements. See,
e.g, WILD ET AL, supranote 5, at82 ( A [ | ]t i s pr obahblash floevaghanitoemaniptlae mani pul ate ¢
income. 0). Companies can toy with the classification of varic
operations are more successful.
43. SeeSAB No. 99, supranote 10, at 2 (ménEo&RinAnciabAca@unting Standards adopted by
theFASBst at es, O6The provisions of this Statement need not be aprg
44. See generallREPORT OF THE ADVISORY COMMITTEE ON IMPROVEMENTS TO FINANCIAL REPORTING
19-20 (2008), available athttp://www.sec.gov/about/offices/oca/acofr/acifre-finalreport.pdf (describing causes
of financial reporting complexity).
45. See, e.gDANM. GUYETAL,AUDITNG1 37 (4t h ed. 1996) (A[M]J]ateriality repre
the auditor allows for the necessary imprecision in applying auditing procedures to detect misstatements of the

financi al miQBASITABIME ECHPRATTERISTIACS JOF ACCOUNTING INFORMATION, Statement of

Financial Accounting Concepts No. 2, at CON2-2 (Fin. Accounting Standards Bd. 1980) [hereinafter SFAS No.

2] (Al nformation can be wuseful and yet be too costly to justi
the benefits of information should exceed its cost. o).

46. SeeSam M. Woolsey, Approach to 8lving the Materiality ProblemJ. Acct. 47, 47 (1973)
(describing Ajudgment of the accountanto standard).
47. See, e.gJames O. Hewitt, Developing Concepts of Materiality and Disclosus2 Bus. Law. 887,
948-52 (1976) (describing early debates by accountants relating to quantitative and qualitative materiality); see
also ROBERTA S. KARMEL, REGULATION BY PROSECUTION 230-47 (1982) (discussing the erosion of
materiality as standard for disclosure).
48. SAB No. 99, supranote 10, at 2 (AOne rule of thumb in particular sugg
omission of an item that falls under the 5% threshold is not material ... . o) .
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misstatement would not be material. The benefit of a quantitative standard is that it
makes it easier for companies to deal with GAAP.49 Because it sets forth a clear rule,
companies who encounter difficult accounting issues can be sure they are not violating
GAAP if those issues have a minimal numerical impact on their earnings. On the other
hand, a quantitative standard gives companies discretion to manage their earnings so long
as the earnings management is within a numerical threshold.>0

A qualitative materiality standard responds to the problem of earnings management
by setting forth a principle-like standard that can be applied when the case warrants.
Under a qualitative standard, even if an item falls under the quantitative threshold, it can
still be material if it meets certain criteria. But without a bright line rule, companies will
have difficulty knowing ex antewhat will trigger liability for securities fraud,>! reducing
their leeway in applying vague GAAP standards to numerous transactions. Companies
might be liable for trivial financial misstatements that do not significantly affect earnings.
As a result, companies that do not want to be lawbreakers might have to err on the side of
overcautious reporting;>2 otherwise they may be subject to liability under the securities
laws.

For many years the SEC has pushed for broad standards of materiality with respect
to nonfinancial misstatements,>3 and this push impacted the interpretation of materiality
with respect to financial statements.>* In particular, the SEC argued that companies
should disclose ethical violations by management; an early form of qualitative materiality
one commentator has r ef & Butsahafterahe movetoraet hi c al mater

49. The quantitative standard may have originated as a rule of thumb for auditors. Sauer, supranote 4, at
328 (A[ The quantitative approach] appeayswhodnootthave originated
within the cost constraints imposed upon them, confirm all valuations or resolve all estimation issues with
precision. o).
50. See, e.g.WILD ET AL., supranote 5,at70 ( A" One pr o mliteisra conderh that some t e r
preparers of financial statements and t hsepranottdudi tors use it t
at 328 (A[ NJumeric threshol dp tomanage earlings avithin epecifitd k en as per mi ssi
l'imits. o).
51. See, e.g.Joan MacLeod Heminway, Materiality Guidance in the Context of Insider Trading: A Call
for Action 52 AM. U. L. REV. 113 1, 1135 (2003) (A[ Tl he i mpresise existing |e
6materialé makes it difficult for those issuers, directors an
52. See, e.gEvelyn R. Patterson & Reed Smith, Materiality Uncertainty and Earnings Misstatemer@
AccT. Rev. 819 (2003) (finding that an increase in uncertainty relating to materiality standard can increase
auditor conservatism if costs of noncompliance are high); Sauer, supranote4, at 355 (ATo address the incr
risks attending materiality judgments, companies have incurred substantial costs for internal monitoring and
professional services. Further, companies have become more prone to err on the sideofover-d i scl osur e. 0)
5. The primary basis for thelni®E@nthmrd &arpgdd eCh 163 was t he deci si o
(1964), which held that disclosures relating to managerial competence were material.
54. For example, in 1980, the FASB issued SFAS No. 2, which arguably rejected a quantitative standard,
observing that elffwithodt mggreto thenaluee of ihy itemh andsthe circumstances in which

the judgment has to be made, wil/l not gePASNmI, |y be a suffici
supranote 45, at CON2-29; see alsad. atCON2-2 8 (filt ems too small to be thought materi
routine transactions may be considered material if they ari sc¢

in Supreme Court cases, SFAS No. 2 defined materiality as informationma ki ng #Ait probable that the ju
of a reasonable person relying on the information would have been changed or influenced by the omission or
mi s st a tldeahCON26. 0O
55. SeeSauer, supranote 4, at 330 (discussing ethical materiality); see alsoRalph C. Ferrara et al.,
Disclosure of Information Bearing on Management Integrity and Competé®iéyw. U. L. REv. 555, 611-12
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qualitative standard (at least in terms of requiring disclosure of ethical violations) lost
momentum.>6 Throughout the 1980s, both the courts and the SEC seemed to reject a
qualitative conception of materiality.>’ | nde e d , by 1998, a former Direct
Enforcement Division published an article proclaiming: Qualitative Materiality: The
Birth, Struggles, and Demise of an Unworkable Standérd
But that declaration was premature. That same year, Arthur Levitt, the SEC
Chairman at the time, introduced a revised version of qualitative materiality in a speech
at NYU, The Numbers Gan®8 Rather than focusing on nonfinancial ethical disclosures,
Levittds version of gualitative materiality foc
argued that earnings manipulation was a common practice on Wall Street. He claimed
that companies were abusing the materiality standard in order to boost earnings:

[S]Jome companies misuse the concept of materiality. They intentionally record

errors within a defined percentage ceiling. They then try to excuse that fib by

arguing that the effect on the bottom |Iine is
case, why do they work so hard to create these errors? Maybe because the

effect can matter, especially if it picks up the last penny of the consensus

estimate. When either management or the outside auditors are questioned about

these clear violations of GAAP, they answer sheepishly . . . filt doesndt matter.
l'tos infhaterial. o

Levitt proposed to combat earnings management by doing away with the quantitative
ssiandard and assessing materiality through Aconsid
could impact anf®investoroés decision. o
Soon after, the SEC issued SAB No. 99.62 SAB No. 99 responded to many of the
concerns raised by Levit dtigestandarp torefmamcialand r ej ect ed

mi sstatements as i nconsi stent with the SECOs Vi
Statement of Financi al Accounting Concepts No. 2
Omaterial 6 if there i s a leparsbnsvouddreansidexrit | i kel i hood
i mp o r % aadhat gualitative factors should also be considered in assessing

materiality.

SAB No. 99 then set forth a number of considerations the SEC would assess in
determining whether a financial misstatement could be material even if it was not
quantitatively large. Rather than setting forth general principles, SAB No. 99 lists a
number of factors:4

(1981) (describing the SECb6s efforts to require disclosures r

56. For a summary of the evolution of the qualitative standard, see Miller, supranote 4, at 369-78.

57. United States v. Matthews, 787 F.2d 38, 50 (1986) (reversing a conviction for failure to disclose
alleged participation in bribery conspiracy).

58. John M. Fedders, Qualitative Materiality: The Birth, Struggles, and Demise of an Unworkable
Standard 48 CATH. U. L. REv. 41 (1998).

59. Arthur Levitt, Chairman, Sec. & Exch. Commn., Remarks at the NYU Center for Law and Business
(Sept. 28, 1998), available athttp//:www.sec.gov/news/speech/speecharchive/1998/spch220.txt.

60. Id.

61. Id.

62. SAB No. 99, supranote 10.

63. Id. at 45,151.

64. Some of these factors appear to be taken from SFAS No. 2, supranote 45, at CON2-29.
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Many of t he factors rel ate t o earnings ma n
misstatement masks a change i n earnings ofr ot her trendso; f
mi sstatement hides a failure to meet analysts¢é
enterpndiiwkeét her t htehanges slesd irtot ircame or

vice versa.ob®

e One factor relates to management compensat i o n: Awhet her the misstate
has the effect of i ncr edfieragplerbpnagement 6s com
satisfying requirements for the award of bonuses or other forms of incentive

compengtation. o
e A couple of factors relate to issues of estimation and the results of a part of

t he business wi t h fla significant rol e i n t h
profitbability. o

e A few of the factors seem to revive the HAethi
consider whether a misstatement relates to regulatory compliance.%8

e Finally, the SEC reiterated based on existing statutes that there was a per se
ban on any intentional violation of GAAP.69

From the start, SAB No. 99 has been met with significant criticism. A number of
law review articles argued that SAB No. 99 is unworkable because of its vagueness.’0 If
a company happens to just make its earnings number, then any misstatement, no matter
how small, is potentially material because it would make the difference between making
the earnings target and not. More importantly, because it relies upon an eclectic list of
factors, SAB No. 99 does not convey a clear rule that can be applied in assessing whether
a misstatement is material.

In addition, there have been some questions as to whether auditors are following

SAB No . 99. I n 2006, one group of commentators #fr e\
of three national public accounting firms and found no specific guidance regarding how
to evaluate the qualitative féactors in the mater.

However, it is undeniable that SAB No. 99 has had significant influence. The United
States Court of Appeals for the Second Circuit has applied the qualitative materiality
standard to securities actions involving financial misstatements.”2 SAB No. 99 has been

65. SAB No. 99, supranote 10, at 45,152.

66. Id.
67. Id.
68. These include: Aiwhet her regestniasnsttéast e memp | iaadfnfceect wi tthher e
requirementso; Aiwhet her the misstatement affects the registr
contractual requirementso; and fiwhether the Ihi sstatement invo

69. Id.at 45,154.

70. Miller, supranote 4.

71. Rosner et al., supranote 15, at 26; see als®.E.C. v. Cohen, No. 4:05CV371-DJS, 2007 WL 1192438,
at *9 (E.D. Mo. Apr. 19, 2007) (noting that the auditor did not undertake an SAB No. 99 materiality analysis).

72. Ganino v. Citizens Utils. Co., 228 F.3d 154, 158 (2d Cir. 2000) (finding that a 1.7% misstatement was
not inherently immaterial); see alsdRomine v. Acxiom Corp., 296 F.3d 701, 709-13 (8th Cir. 2002) (Bye, J.,
dissenting) (citing SAB No. 99); S.E.C. v. Yuen, No. CV 03-4376MRP, 2006 WL 1390828, at *37 (C.D. Cal.
Mar. 16, 2006) (same); Interpublic Group of Co. v. Fratarcangelo, No. 00 Civ. 3323, 2002 WL 31682389, at
*11 (S.D.N.Y. Nov. 26, 2002) (same). Moreover, prior to SAB No. 99, some courts had refused to find
misstatements below five percent to be immaterial. See, e.g.In re Kidder Peabody Sec. Litig., 10 F. Supp. 2d
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applied in a federal criminal case.”® The SEC has enforced the qualitative materiality
standard in a number of cases.” It appears that the SEC Division of Corporation Finance
has increasingly applied a qualitative standard in reviewing company filings.”®
Practitioners urge their clients to consider SAB No. 99 in assessing financial
misstatements.’6

The result has been a general sentiment that companies are now required to apply
the qualitative materiality standard, as the Committee on Capital Markets Regulation
reported at the end of 2006:

Over the past few years, this [five percent] rule of thumb has eroded
significantly, and preparers, audit committees, and auditors often focus on
misstatements below the original five percent threshold. This trend is
attributable in part to SEC guidance on materiality that calls for the
consideration of qualitative as well as quantitative factors in assessing
materiality in Staff Accounting Bulletin No. 99. In practice the application of
qualitative factors has resulted in the determination that amounts less than five
percent are material far more often than not.”’

Thus, we can now say that there has been a shift from a rule-like quantitative standard to
a principle-like qualitative standard in assessing the materiality of financial
misstatements.

C. Mapping the Liability Framework

While the SEC maintained that SAB No.

99 was

fin

or guidance in the ac ¢aelativdtéo argpntitative standard,i t i ng | i ter at

SAB No. 99 significantly increases the cost of defending private suits based on financial
misstatements by making it clear that materiality will depend on an intensive factual
inquiry. Unlike a quantitative standard, SAB No. 99 does not provide courts with a clear
rule to decide the materiality of a financial misstatement as a matter of law. Judges do not
typically have the expertise to assess what the market considers important,”® and may

398, 410 (S.D.N.Y. 1998).

73. SeeUnited States v. Ferguson, 553 F. Supp. 2d 145, 152-57 (D. Conn. 2008) (applying SAB No. 99 in
a criminal case involving accounting fraud by an executive of the insurance company AIG).

74. See, e.g Huntington Bancshares, Inc., Securities Act Release No. 8579, Exchange Act Release No.
51,781, 85 SEC Docket 1433 (June 2, 2005), available athttp://www.sec.gov/litigation/admin/33-8579.pdf
(concluding that the misstatements were material because they allowed the company to meet analyst
expectations, resulting in management bonuses); KPMG LLP, Exchange Act Release No. 50,564, 83 SEC
Docket 3052 (Oct. 20, 2004), available athttp://www.sec.gov/litigation/admin/34-50564.htm (noting that the
auditors failed to consider qualitative materiality in assessing misstatements relating to an important business
line).

75. Sauer, supranote 4, at 341.

76. Huber, supranote 14, at 168 (fABe prepared to conduct
provide a SAB 99 memo to the au d i t commi ttee of the board of
Himelfarb, Coping with the 11th Hour Discovery of a Financial Reporting Ermor38TH ANNUAL INSTITUTE
ON SECURITIES REGULATION 761, 770i 72 (PLI Corp. Law and Practice, Course Handbook Series No. 9151,
2006).

77. CAPITAL MARKETS COMMITTEE REPORT, supranote 9, at 128.

78. SAB No. 99, supranote 10, at 45,154.

a detail ed
directors.

79. See, e.g.Stephen M. Bainbridge & G. Mitu Gulati, How Do Judges Maximize? (The Same Way

SAB
0),;
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simply delegate the inquiry to a jury,8® which likely has even less expertise.81 This
Section briefly compares the liability schemes for companies and individuals under
guantitative and qualitative standards.82

In doing so, it is important to consider that the two primary securities fraud statutes
impose different standards of liability.83 The liability standard is most stringent for
misstatements made in connection with the offer and sale of securities. Section 11 of the
Securities Act imposes strict liability on the issuer of securities for material
misstatements in a registration statement.84 Any violation of GAAP, if found to be
material, would likely be considered a misstatement that could make the issuer liable
under section 11.85 Individual defendants, however, can assert a due diligence defense or
argue they were relying on an expert, the so-called due diligence and reliance defenses.86

In contrast, it is more difficult to establish liability when the misstatement does not
occur in connection with the initial issuance of securities, so-c a | | e d-on-ffief r a u d
mar ket 0 cases. | n section 11,ra gicdation af GAAP by dtsblfiwilli t y under
not trigger liability under section 10(b) of the Securities Exchange Act (implemented by
Rule 10b-5), 87 even if it were found to be material.88

Everybody Else DoésBoundedly): Rule of Thumb in Securities Fraud Opiniof% EMORY L.J. 83, 85 (2002)

(AFederal judges, in fact, generally are not experts in the a

80. See,eg. Escott v . Bar Chris Constr. Corp., 283 F. Supp. 643,
knows what moves or does not move the mythical 6average prude
judgment, to be exercised by the trier-of-f act as best he can in the light of all the ¢

81. That is not to say that courts applying SAB No. 99 never dismiss cases on the basis of materiality. See,
e.g, SEC v. Cohen, No. 4:05CV371-DJS, 2007 WL 1192438, at *14-15 (E.D. Mo. Apr. 19, 2007) (finding that
the securities fraud complaint failed to describe misstatements material under SAB No. 99).

82. For the sake of simplicity, | do not consider the liability of third parties such as auditors. Such liability
is reserved for the most egregious cases where the auditor essentially fails to do a meaningful audit. See, e.g.
Cent. Bank of Denver, N.A. v. First Interstate Bank of Denver, N.A., 511 U.S. 164, 177 (1994) (finding no
cause of action for aiding or abetting under section 10(b)). For example, in In re Worlds of Wonder Securities
Litigation, the Ninth Circuit held that in order to establish scienter by an auditor the plaintiff

must prove that the accounting practices were so deficient that the audit amounted to no audit at all,
or an egregious refusal to see the obvious, or to investigate the doubtful, or that the accounting
judgments which were made were such that no reasonable accountant would have made the same
decisions if confronted with the same facts.

In re Worlds of Wonder Sec. Litig., 35 F.3d 1407, 1426 (9th Cir. 1994) (citing SEC v. Price Waterhouse, 797 F.
Supp. 1217, 1240 (S.D.N.Y. 1992)). As a result, A[aJuditors &
inonlyaver y | ow percentage of sspgranateif,@til560s cl ass actions. o Coffee,
83. Of course, there are other liability statutes, such as section 12(a)(2) of the Securities Act, 15 U.S.C. §
77s(2) (2000), which provides for a rescission remedy for a purchaser of a stock in a public offering when there
are misleading material misstatements in the prospectus, and the books and records provisions contained at
section 13(b)(2) of the Exchange Act, 15 U.S.C. § 78m(b)(2) (2000).
84. SeeSecurities Act of 1933 § 11, 15 U.S.C. § 77k (2000).
85. Of course, companies may be able to prove that there is no causation between the qualitative
misstatement and any investor losses, in which case even with liability there would be no damages. Seeid. §
77k(e). But the company has the burden of proof on this issue and resolving the causation defense will likely
require a trial. Seed.
86. Sedd. 88 77k(a)(2), (b)(3).
87. SeeSecurities Exchange Act of 1934 § 10(b), 15 U.S.C. § 78j(b) (2000); Rule 10b-5, 17 C.F.R. §
240.10b-5 (2008).
88. See, e.gChillv.Gen.E| e c . Corp., 101 F.3d 263, 270 (2d Cir. 1996) (
GAAP . . . without corresponding fraudulent intent, are not sufficienttostat e a secur i tinres fraud cl aim. o



Park Final Do Not Delete 2/19/2009 9:36 PM

530 The Journal of Corporation Law [Vol. 34:2

Section 10(b) only imposes liability on companies and management for material

mi sstatements that are made with sci
defr@8@Mdr éover, the plaintiff must all
strong inference that the defendant acted with the required stateof mind 6 i n or

complaint to survive a motion to dismiss.%0

1. Liability Under a Quantitative Standard

Under a quantitative standard, liability would be precluded under both section 11
and section 10(b) if the misstatement is less than five percent. When a misstatement is
greater than five percent, the imposition of liability depends on whether the misstatement
occurs with respect to a registration statement or non-registration statement. For a
registration statement, the company would be strictly liable under section 11. However,
individual defendants might have a due diligence or reliance defense under section 11.
For a non-registration statement, where liability is assessed under section 10(b), liability
depends on whether the individuals responsible for the misstatement acted with scienter.

2. Liability Under a Qualitative Standard

Under a qualitative standard, in addition to liability for misstatements greater than
five percent, companies and management can be liable under section 11 and section 10(b)
for misstatements that are less than five percent. Thus, it is obvious that a qualitative
standard increases the scope of liability under the securities laws. While liability is
virtually automatic for the issuer under section 11 for any qualitative misstatement,
liability under section 10(b) will hinge on a showing of scienter. Some qualitative factors
such as whether the misstatement results in management bonuses would almost
automatically result in a finding of scienter.

3. Effect on Prelrial Motions

In addition to increasing potential liability, the qualitative materiality standard
increases the probability that a securities fraud case will move beyond the motion to
dismiss or summary judgment stage. When a quantitative standard governs, the issue is
simpled either the misstatement violates the standard or it does not. But under a
qualitative standard, there is no bright line and the inquiry focuses on the intent of the
misstatement. Was it to meet earnings expectations? Was it meant to get a bonus? And,
of course, intent issues are factual and generally should not be resolved before trial.
Courts have fewer options for early dismissal without a clear materiality standard to
apply.91 As a result, the pressure on companies to settle securities fraud cases regardless
of their merit will increase under a qualitative standard.

Worl ds of Wonder Sec. Litig., 35 F.3d 1407,
i naccurate accounting figures, or a failure
mismanagement and are insufficient to constitute securities fraud).

89. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193-94 n.12 (1976).

90. Exchange Act § 21D(b)(2)-(3), 15 U.S.C. § 78u-4(b)(2)-(3).

91. See generallZoffee, supranote 18, at 539 (noting that courts generally have few mechanisms for
dismissing securities class actions).
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4. Summary

The following chart compares the prerequisites for a finding of materiality under the
quantitative and qualitative standards:

Quantitative Standard Qualitative Standard
. GAAP violation greater Any GAAP violation
Section 11 . . ~
than five percent meeting fAqua
GAAP violation greater Any GAAP violation
Section 10(b) than five percent made with | me et i ng fAqua
scienter made with scienter

In sum, a qualitative standard expands the potential cost of defending securities
fraud actions relating to accounting misstatements, especially for companies when they
are issuing securities.

1. VALUING FINANCIAL MISSTATEMENTS

The critics of SAB No. 99 have focused on the costs of expanded liability. The more
important but unexamined question is whether the targeted misstatements that give rise to
l'iability should affect a reasonabl e
question because investors vary widely in their access to information and ability to
analyze such information.92 Investors tend to be classified based on their use or non-use
of a particular method. Investors who attempt to assess the market price of the stock
against some calculated intrinsic value are labeled rational, while investors who rely upon
instinct, emotion, or past stock price movements are labeled irrational.%3 This Part argues
that at least for financial misstatements, the law should assess such misstatements from
the perspective of so-called rational investors who rely primarily on fundamental analysis
in assessing the valuation of a stock.

A. Valuation Methods

Identifying the reasonable investor is difficult because there are at least two accepted
ways of assessing the value o f a ¢ o nPp Bhe firsdis to Sniply odk at the

92. See generallptephen Choi, Regulating Investors Not Issuers: A MarBztsed ProposaBB8 CAL. L.
REV. 280 (2000) (proposing that investors receive varying degrees of protection based on their informational
resources).

93. This distinction, like many, oversimplifies. It is important to remember that there are many ways of
categorizing investors: sophisticated/unsophisticated, professional/retail, long-term investors/speculators. None
of these distinctions completely captures the diversity of investors.

94. SeeHenry T. C. Hu & Jay Lawrence Westbrook, Abolition of the Corporate Duty to Creditqrs07
CoLuM. L. Rev. 1321, 1357-59 (2007) (describing market price and fundamental value methods of assessing
share value); see alsdan Ayres, Back toBasics: Regulating How Corporations Speak to the Markétva. L.
REV. 945, 946-47, 968 (1991) (distinguishing between informationally efficient and fundamentally efficient

nvestor o6s
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market price of the stock. The market price method considers the reactions of all

investors, including so-called irrational investors, who trade based on emotion or chase

market trends.% Thesecond i s to assess the stocko6s intrinsi
present value of the companyds future cash f
which is more likely to be used by so-called rational investors.96 A rational investor buys

stock when the market price is below the intrinsic value of a stock and sells when the

market price is above the intrinsic value of a stock.9”

1. Market Price

It is perhaps self-evident that a stock can be valued by looking at its market price.
The stock market is extremely effective at incorporating relevant and timely information
about a comp¥mhésmamkend6soneaction to the discove
can be objective evidence as to whether a reasonable investor believes the misstatement
is significant® As one commentator observes: AThe mar ket
decision, by focusing on whether the alleged misrepresentation or disclosure caused the
security to trade at an artificially high or low price, eliminates the arbitrariness in the
determinat i on o f hAnalgsis df sacuritidgs kw tlius tends to focus on ex post

markets); William K.S. Wang, Some Arguments That the Stock Market Is Not Effjciérit).C. DAvIS L. REv.

341 (1986) (distinguashingabebdbwebthi i ehoymandonfundamental va
95. The finance literature refers to noise traders, who trade based on rumor, intuition, trends, and other

information that is not based on anSeeAndeeinsblaifer & a | assessment 0

Lawrence H. Summers, The Noise Trader Approach to FinandeEcoN. PERSP., Spring 1990, at 19, 24, 28-30

(describing the strategy of noise traders); see alsoFischer Black, Noise 41 J. FIN. 529, 52931 (1986)

(describing the existence of market noise).

96. See, e.g.BODIE ET AL, supranote 25 ( def i ni ng fundament al analysts as fithose
information concerning the current and prospective profitabil
REVSINE ET AL., supranote 31, at 273 (AAlthough there are several approache:
and analysts often use fundamental analysis to estimate the v

97. SeeBENJAMIN GRAHAM, THE INTELLIGENT INVESTOR 189 (rev. ed. 2003) ( fiyBricing we mean the
endeavor to buy stocks when they are quoted below their fair value and to sell them when they rise above such
value. o) .
98. The concept of market efficiency has been adopted by the U.S. Supreme Court, Basic Inc. v. Levinson,
485 U.S. 224, 247 (1988), but has been controversial. CompareRoberta S. Karmel, When Should Investor
Reliance Be Presumed in Securities Class ActioB3Bus. LAw. 25, 39-42 (2007) (arguing that reliance
presumption should be revisited in light of doubts about market efficiency), with Jonathan R. Macey et al.,
Lessons from Financial Economics: Materiality, Reliance, and Extending the Re8ebkiof/. Levinson, 77
VALLREV.1017, 1026 (1991) (AFinancial economists have shown r1 epe
the release of important new information; though they may differ in their interpretations of this evidence, they
do agree it exi s tiednvesting, a mdtHodeutiliped by mvessols suah &s Warranl Buffett, is
that market price diverges from the fundamental value of the stock. Value investing implicitly rejects market
efficiency in its conclusion that the market price may not accurately reflect the intrinsic value of the stock. See
generallyGRAHAM, supranote 97at197-99 ( di scussing the many factors that affect
99. See, e.gSauer, supranote4, at 323 (AThe most objective evidence of the
the stock marketds reaction to i tMarketBvideace m€arpote 0) (ci ting cas:
Law, 69 U. CHI. L. REV. 941, 942 (2002) (arguing that marketpric e i s fsuperi or to . . . other meth
conceptual clarity, seealsgiLLiAs K.8. WANG & MARC |0ShEjNEERGT INSMERT Y O ) ;
TRADING § 4:2.2, at 131 (2d ed. 1996) (listing insider trading cases where the market reaction was indicia of
materiality).
100. Daniel R. Fischel, Use of Modern Finance Theory in Securities Fraud Cases Involving Actively
Traded Securities38 Bus. LAw. 1, 7 (1982). Moreover, a market decline is a prerequisite for recovery by a
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stock market reactions.101
In securities class actions, litigants often rely upon event studies in arguing whether
a misstatement is material.192 An event study measures the stock mar ket 6s reaction to

piece of news by comparing the change in a comp
return or the market 6s alBeTodhg extenrteat toer n over a ti
companyos st ock price di ver ges digically nor mal mar Kk

significant way, there is an abnormal return that can be attributed to the tested event.104
Plaintiffs seek to establish the existence of an abnormal return in response to the
revelation that there was a misstatement, while defendants seek to establish the absence
of an abnormal return.

The SEC6s promulgation of a qualitative mater.i:é
the idea that the i mpact of a misstatement <can b
five percent standard is inadequate under this view, because even small misstatements
can prevent significant market movements. If a misstatement allows the company to meet
an earnings forecast, the company may avoid a significant decline in the stock price that
would have resulted.105

In discussing SAB No. 99, the SEC endorsed the market price method in assessing

the materiality of financi al mi sstatement s, notin
price of a registrantdéds securities in response t
guidance as to whether investors regard quantitatively small misstatements as

mat et al . o

plaintiff in a private class action suit. SeeDura Pharm., Inc. v. Broudo, 544 U.S. 336, 346i 47 (2005) (holding
that an allegation of inflated purchase price is insufficient to satisfy the loss causation requirement). However, it
is important to note that a market decline is not a prerequisite to an SEC enforcement action. Thus, even if a
material misrepresentation is offset by a positive development that prevents a stock decline, a company could
still be subject to an enforcement action if there is a material misrepresentation.
101. See, e.g.Merritt B. Fox, Demystifying Causation in Frawon-the-Market Actions60 Bus. LAw. 507,
512 (2005) ( A The exapbstperspeativeerathér mhanoah exeamte perspective that is
characteristic of modern, economics-based securitieslaw anal ysi s. 0) .
102. See,eq. Oran v. Stafford, 226 F.3d 275, 282 (3d Cir. 2000)
market, the materiality of disclosed information may be measured post hoc by looking to the movement, in the
period immediately follo wi ng di scl osur e, of tskeaenerallyMacey etalfsuprahe f i r més stock.
note 98, at 1029-30 (describing event study methodology); Mark L. Mitchell & Jeffrey M. Netter, The Role of
Financial Economics in Securities Fraud Cases: Applications at the Securities and Exchange Corfission
Bus. Law. 545, 556-72 (1994) (defining an event study and describing the event study methodology).
103. SeeMacey et al., supranote 98, at 1033—-34; Mitchell & Netter, supranote 102, at 557 (fAThere are
three basic steps in conducting an event study: (i) define the event window; (ii) calculate abnormal stock price
performance around the event; and (iii) test for statistical significance of the abnormal stock price
performance. 0) .
104. SeeMacey et al., supranote 98, at 1036-37 ( AA common method of assessing the
significance of an abnormal stock return around an event is to compare the return during the event period to
returns during a control period different from the event peri
105. Levitt, supranote 59.
106. SAB No. 99, supranote 10, at 45,152. Courts have evaluated materiality in a similar way. Seesupra
note 102. Typically, market reaction to a disclosure is assessed through an event study, which tests for whether
the disclosure resulted in abnormal returns. See generalljMacey et al., supranote 98 (describing event study
methodology).
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2. Fundamental Analysis

The alternative to looking at market price is fundamental analysis. Fundamental
analysis assumes that a stock has an intrinsic value that may not be reflected by its market
pricel0”Whi |l e the marketdés assessment of intrinsic va
price, the market price may fluctuate for reasons unrelated to that value.108 The
advantage of fundamental analysis is that it allows for a simplified, ex anteassessment of
the impact of a misstatement without the noise of irrational market reactions and other
random events affecting the companyds stock price
Fundament al analysis recognizes that a company
company 6 s past performance repdbutedt he masketitnsanci
predictions of its future performance, which are derived from the same financial
statements.119 As  with any asset, the value of the comparl
presentvalue of t he ¢ o mpany 63! Cdstuflow meesures thescdsh left| o ws .

107. See, e.g.Merritt B. Fox et al., Law, SharePrice Accuracy, and Economic Performance: The New
Evidence102 MicH.L.REv.3 31, 345 (2003) (fAShare price is relatively 06acc!

close, whet her above or bel ow, t oRisk, ITiene,aschFaduceay s act ual val ue.
Principles in Corporate Investmer@8 UCLA L. Rev. 277, 282 (1990) (arguing in the corporate governance
context that managers should focus on intrinsic value and ren

108. See, e.gJ. Bradford De Long et al., Noise Trader Risk in Financial Marke®8 J. PoLIT. ECON. 703,
703 (1990) (observing that the existence of noise traders creates a risk that price will diverge from fundamental
value); Fredrick C. Dunbar & Dana Heller, Fraud on the Markt Meets Behavioral Financ@1 DEL. J. CORP.
L.455, 509 (2006) (Alf investors are not basing their price f
are, for example, herding after others or responding to momentum in the price, immaterial information about the
i ssuer of the security may weBarchlea&MeirirgdedillignStack cant ef fect on
Price Crashes and0b-5 Damages: A Legal, Economic, and Policy AnalydisSTAN. L. REv. 7, 10 (1994)
(noting that stock dec | i nes may be du e suchoas thie gpe bf peapte éneestirgy inf sockt o r s
how much information they have, the prevalence of automatic trading mechanisms and hedging (such as
programmed trading or stop-loss orders), and the ability of specialists on the trading floor to provide liquidityd
greatly affect a stockds priceod).
109. See, e.g.SFAS No. 1, supranote 29, at CON1-8 ( iThe i nf ormati on provided by finan
largely reflects the financial effectsoft r ansacti ons and events that have already hap]
110. See, e.g.In re Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 1420-21 & n.9 (3d Cir. 1997)

(Alito, J.) (Alnformation concerning t hanpdicingnés current and
what future earnings might be. Thus, information about a com
highly O6material. 8060 (citati omitted)) .

ons
111. See, €.g.BODIE ET AL., supranote 25,at 607 (A[ T] he mar ket price reflects the
expected cSHsPEETAL,cupmnote26,;, at 542 (fAiThe fair value of any securi
discounted value of the cash flowsexpe ct ed t o be pr od uAcDRE SHIEWER NBFRIQIENTS eCc UuTr i ty . 0) ;

MARKETS2 (2000) (fAWhen investors are rational, they value each
present value of its future cash flows, discounted using their risk characteri st i cs. 06); Ronald J. Gilson & I
H. Kraakman, The Mechanisms of Market Efficien@9 VA. L.REvV.5 4 9 , 561 n.41 (1984) (A[ Tl he wvalu
a capital asset is itself a master forecast of future earni
reported profits) and subsidiary forecastuprarote. g. , next yeard
108, a t[T]He Balueg(ofia security depends on the present value of its future cash flows. These cash flows, in

turn, are determined by the firmdéds fundamental s, including it
by the overall condition of t lWederstanding Stock Briceavolatiityt he economy. o) ;

The Role ofEarnings 45 J. AcCcT. RES. 1 9 9, 199 (2007) (Aln theory, the price of
di scounted expected csesdisdMeihberger viUDR Inc., #57 A 804, dIRd3 es . 0) ;

(Del. 1983) (finding that the discounted cash flow analysis is an acceptable method to value a minority

shareholder stake); SFAS No. 1, supranote 29, at CON2-1 0 ( APot ent i al users of financial in



Park Final Do Not Delete 2/19/2009 9:36 PM

2009] Assessing the Materiality of Financial Misstatements 535
over after the companyo6s expenses and investment
of earnings. Such cash flow is essentially the i

company, which can be distributed to those shareholders as dividends or used for future

investments that may increase the value of the firm.112 Fundamental analysis values

stocks by estimating the present value of those cash flows.113
While accounting earnings approximate cash flow,114 cash flow and earnings are not

equi val ent . I ndeed, the |l eading finance textbook

that the value of a share is equal to the sum of the discounted stream of earnings per

s h a ¥SeThedreason is that earnings do not reflect the cost of investments needed to

sustain the present |%vel of the company6s earnin
However, because most analysts derive their cash flow numbers from reported

earnings,117 a misstatement in earnings should translate into a corresponding inaccurate

directly concerned with a particular business enterprise are generally interested in its ability to generate
favorable cash flows because their decisions relate to amounts, timing, and uncertainties of expected cash
flows. o).

112. Indeed, it is also common to equate the stock price with the net present value of the future dividends
that an investor will receive by owning the stock. See, e.g BODIE ET AL., supranote 25, at 608-13 (describing
dividend discount models); RICHARD A. BREALEY ET AL., PRINCIPLES OF CORPORATE FINANCE 85-91 (8th ed.
2006) (same); SHARPE ET AL., supranote 26, at 525-31 (same); JOHN BURT WILLIAMS, THE THEORY OF

INVESTMENT VALUES 5 (11938) (fiLet us define the investment value of a
dividendstobepaiduponit . 6) . There i s di sput S8ARBEERAL, supfamote 26,atmet hod i s t he be
559 (AA continual controversy in the investment community ¢
earningsastheunderly i ng source of val ue «éegeneralPpascpueTt Ao.fsup@o mmon st ock. 0) ;
note 24, at 11-2 (noting thatthed i vi dend di scount model #fAcan also be framed by r
earninggand book values, or in terms of free cash flows to share

methods that measure stock value, such as measuring market-to-book-value ratios. SeeSTICKNEY & WEIL,
supranote 26, at 248-49 (discussing alternative valuation approaches).
113. Present Value is calculated using the following formula:

n=w C

) n=1 (1+ r)n

Where PV = present value; C = cash flow for a period n; r = discount rate. See, e.g REVSINE ET AL., supranote
31, at 274, 280 (example of discounted cash flow model); SHARPE ET AL., supranote 26, at 523-24, 525
(same).

114. REVSINEETAL., supranote3l, at 279 (fAiThrough the use of accruals and de¢
produces an earnings number that s mto-yedrdashBowspandtit t he unevenness
provides an esti mat e orfurs ufsutau e bfl 8#ASNad @bt 22,ewWH. d )o;n g
atCON2-7 (fAlnvestor s, creditors, and others may use reported ea
financial statements in various ways to assess the prospect s f or cash f I owscoinfng Peter D. East
Earnings and Security Valuation: Empirical Evidence of the Fundamental,L23k3$. AccT. Res. 54, 56
(1985) (AThe association between accountingsefdarni ngs and pr e:
summary of the available information aboseetalsdoine f uture cash r e
Y. Campbell & Robert Shiller, Stock Prices, Earnings, and Expected Dividedds). FIN. 661 (1988) (finding
that historical averages of earnings predict future dividends).

115. BREALEY ET AL., supranote 112, at 91.

116. See, e.gMCKINSEY & CO. ET AL., VALUATION 54-56 (4th ed. 2005) (describing a model that derives
free cash flows by subtracting net investment from earnings); Lawrence A. Cunningham, The Essays of Warren
Buffet: Lessons for Corporate Amerjd® CARDOZzO L. Rev. 5, 184-86 (1997) (discussing the importance of
subtracting investment from earnings).

117. There are two methods used in compiling the statement of cash flows. There is the direct method,
which actually measures the cash flows. There is also the indirect method, which begins with net income and
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assessment of cash flow. An inflated earnings figure would result in a similarly inflated
cash flow figure. Thus, while they are not equivalent, cash flow estimates depend on the
accuracy of reported earnings.118

That is not to say that fundamental analysis is necessarily more accurate than the
market price method. Any discounted cash flow model relies upon predictions about the

companyb6s performance in future years

years.119 While these predictions are derived from historical figures such as earnings,120
there is no guarantee that the future will mimic the past.121 And while important, it is

then derives cash flow by making certain adjustments. Accordingto a leadingac count i ng t ext

of firms report cash flow from operations using the indirect method because, before the FASB expressed a
preference for the direct method in 1987, most firms used the indirect method, so both preparers and users had
become fa mi | i ar STwKNEYh& WEIL, supranote 26, at 159; see alsod. at 161-69 (describing the
indirect method); WILD ET AL., supranote 5, at 375 ( n o t i n ghe indireat tmethid[ is most commonly

employed in practice.o0). As a result, the cash

net income has been reported accurately.
118. Seee.g, PALEPU ET AL., supranote 24, at 10-2 [E]ven forecasts of cash flows tend to be grounded
in practice on forecasts of accounting numbers, including sales and earnings.0 )see alsdVilliam W. Bratton,

Shareholder Value and Auditor Independers&®Duke L.J. 439, 451 (2003) (A[E]lquity

1

as

we | | as

Aft]he major

flow

stat ement

valuation

on audited figures, assuming them to be both empirically veri

119. SFAS No. 2 compares the use of financial information to predict earnings with weather prediction. See

SFAS No. 2, supranote 45,153 ( ilt may be useful here to draw an
that analysts and others use in predicting earnings or financial position and the information that meteorologists
use i n f or ec aseetalsoMrKINaEy &tCh. €T AL.Oupranote 116, at 281 ( AEst i mat i ng

companyo6s performance 10 t o 1ffnisuged, extrapolatmru t ofi sfutuneo t

earnings can result in inflated stock prices. See ANDREI SHLEIFER, INEFFICIENT MARKETS 11 (2000)

anal ogy betw

a

a precise pro

(A[l'l] nvestors may extrapolate short past histories

future and therefore overprice these glamorous companies without a recognition that, statistically speaking,
trees do not grow to the sky. o).

120. See generallfPALEPU ET AL., supranote 24,at10-4 (A[ 1 ] n beginning to
possibilities, a useful number t®)start with is

121. A number of studies find that earnings only account for a small percentage of stock price movements.

See, e.g.Peter Chen & Guochang Zhang, How Do Accounting Variables ExpfaStock Price Movements?

Theory and Evidencd3 J. ACCT. & ECON. 219 (2007) (finding that earnings only account for twenty percent of
stock price movements); Lev & de Villiers, supranote 108, at 7, 21 (finding that earnings only account for five
to seven percent of stock price movements).

The reason may be that the market anticipates the information reported in earnings and so is rarely
surprised by earnings results. SeeWilliam H. Beaver, Perspectives on dtent Capital Market Research7

AcCT. REV. 45 3, 460 (2002) (A[ E]l] arnings announcements
t he

di sclosure of ot her information. o) . However,
have some relevance, as one commentator explains:

[S]uch preemption does not eliminate the importance of reported earnings. The primary barrier to
the complete preemption of earnings is the cost of obtaining the prior information. This cost
includes not only the out-of-pocket cost of the information search, but also indirect costs imposed
by the legal liability for selectively disseminating or obtaining nonpublicly available information.

Id. at 461. Moreover, the weak correlation between earnings and returns may be explained by earnings
manipulation and low quality of earnings reports. As Baruch Lev noted:

Except for the most obvious experimentation, like the substitution of cash flows or components of
earnings for earnings, no serious attempt is being made to question the quality of the reported
earnings numbers prior to correlating them with returns. Indeed, there is a surprising imbalance
between the level of effort and sophistication that goes into statistical methodology of the
returns/earnings studies and the cavalier approach toward reported earnings.

Il ast

ar

of rapid

contempl ate fu
yearb6s ea

e largely
costs of ga



Park Final Do Not Delete 2/19/2009 9:36 PM

2009] Assessing the Materiality of Financial Misstatements 537

unlikely that a rational investor would rely upon fundamental analysis alone in valuing a
stock.122 Though the advantage of fundamental analysis is that it does not consider the
behavior of so-called irrational investors, there are cases where such investors get the
valuation right while so-called rational investors get the valuation wrong. As a result, any
fundamental analysis calculation is highly contingent and the actual price of the stock
will diverge from the model.123

B. The Case for Assessing Financial Misstatements Using Fundamental Analysis

In light of these different valuation methods, there are two possible conceptions of
the reasonable investor that could be used in assessing the materiality of a misstatement.
A materiality standard could consider all investors, including irrational investors, to be
reasonable. Such a standard is more inclusive and reflects the reality that many investors
are not informed, rational actors. To the extent that the securities laws seek to protect all
investors, they should not privilege so-called rational investors. For example, Peter

Huang has <coined tthoer ,pohraansde airngpuwedsy timatest he mat er

should better account for developments that alter the moods of investors. 124

Under a standard that considers the reactions of irrational investors, materiality
would mainly be assessed through market price reaction. Because the irrational investor
does not rely upon any scientific criteria in assessing the value of a stock, market price
reaction is the only way in which the reaction of irrational investors can be determined.
So long as there is an abnormal stock price movement associated with a misstatement,
materiality would be presumed.

Or, a materiality standard could mainly consider the reactions of rational investors.
Baruch Lev and Meiring de Villiers argue that investors should only be permitted to
recover for the amount of a stock decline that can be attributed to misstatements affecting

SeeBaruch Lev, On the Usefulness of Earnings and Earnings Research: Lessons and Directions from Two

Decades of Empirical Resear@Y J. AccT. REs. 153, 175 (1989).
Even if the empirical link between earnings and stock prices may not be established, it is undeniable
that analysts focus on earnings. See, e.g DIANA R. HARRINGTON ET AL., THE NEW STOCK MARKET 139 (1990)

(AThe unquestioned i mportance of earninglerageffmsobvi ous when one

and other financial institutions that either employ in-house analysts to produce forecasts of earnings, or
purchase the forecasupranotefltdomapbt BBr ¢ ip A] cEashbviaing
statement datum that is most frequently analyzed
122. Rational investors also focus on a wide range of nonfinancial information. SeeMichael D. Guttentag,
An Argument for Imposing Disclosured®@érements on Public Companj@2 FLA. ST. U. L. Rev. 123, 172-74
(2004) (citing studies of sophisticated investors).
123. See, e.g.SHLEIFER, supranote 119, at 16-17 (citing research that stock prices diverge greatly from
prices predicted by fundamental analysis model); JOHN BURT WILLIAMS, THE THEORY OF INVESTMENT VALUE
58 (1938) (AHow to estimate the future dividends

e
i

arnings are
n both the

for use in

supranote 118, at 448 (noting that present value calculation s ar e fj ust a pr Buytseeti on, a guessti

MCcKINSEY & Co. ET AL., supranote 116, at 71-72 (citing evidence that stock market valuations generally

reflect fundamental value); G. BENNETT STEWART Ill, THE QUESTFORVALUE8 2 (199 1) -revdidf T] he r i sk

test demonstrates conclusively that share prices behave as if all investors employed a discounted cash flow
approach. 0) .

124. Peter H. Huang, Moody Investing and the Supreme Court: Rethinking the Materiality of Information
and the Reasonableness of Investb8sSup. CT. ECON. REV. 99, 99 (2005); see alsdHoffman, supranote 3, at
545-62 (questioning the assumption that shareholders are rational).

(
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the marketods assessment of12 Zdha Goshentandi nsi ¢ val ue
Gi deon Parchomovsky argue that the fiessential o
facilitate trading by rational investors.126 Some have argued that investors can protect
themselves from securities fraud by diversifying, and so the law need not concern itself
with compensating investors.127 To the extent that one views the securities laws as
primarily deterring fraud that hinders the functioning of efficient markets, one might find
such a focus on the rational investor attractive.
A materiality standard based on the perspective of the rational investor might not
rely upon market price. Instead, it could focus on analyzing how the misstatement would
affect the fundamental analysis models utilized by rational investors. Because rational
investors are more likely to have a reasoned basis for their valuation decisions, a
materiality standard could assess how the misstatement alters their analysis.
This Article does not attempt to resolve the general debate as to who is a reasonable
investor. Indeed, there should be skepticism as to whether any investor or methodology is
truly rational or irrational.128 But in the context of financial misstatements, the case for
analyzing materiality through the perspective of the rational investor is especially
strong.12% Financial misstatements can have a direct and quantifiable impact on the
models rational investors use in calculating the value of future cash flow and earnings.
Of course, rational investors rely upon a wide range of information in valuing a
stock, a significant portion of which is nonfinancial information.130 But to the extent that
they are analyzing financial reports, they are likely to be relying upon models that use
some variant of fundamental analysis. Irrational investors are less likely to focus
carefully on financial statements and assess the
While irrational investors may react to financial misstatements, their reaction might not
be as informed as that of rational investors,131
In addition, there are methodological advantages to looking at financial
misstatements through the lens of fundamental analysis. Mainly, it is an alternative to the

125. Seelev & de Villiers, supranote 108, at 10 (noting that share price following the release of negative
information may not seealfolCafeetsupenofe 18rand89gnotingrthe imeffiviendy u e ) ;
of making companies | iable for bubbles caused by dAirrational

126. Zohar Goshen & Gideon Parchomovsky, The Essential Role of SecuritieedRlation 55 DUKE L.J.

711, 711 (2006).

127. SeekEasterbrook & Fischel, supranote23, at 641 (fAAn investor with a diversifie
hidden gainer in a transaction . . . as often as he will be th e | o see alsoBooth, supranote 6, at 7 (AA
diversified investor is equally Ilikely to Blteeeon the winning
Alicia David Evans, The Investor CompensatioRund 33 J. COrp. L. 223, 234 (2007) (arguing that
undiversified investors can suffer substantial harm).

128. Indeed, rational investors may find it necessary at times to mimic the strategies of irrational investors.

SeeGoshen & Parchomovsky, supranote 126, at 729 (fAlndeed, this is why some infor
profit by joining noise trades and adopting noise tradersd st

129. Use of a market price test might be more appropriate for nonfinancial misstatements. The impact of
nonfinancial statements on fundamental valuation calculations is more difficult to discern than that of financial
misstatements.

130. SeeGuttentag, supranote 122, at 173 (citing a survey finding that sophisticated investors would find
management information helpful in valuing securities).

131. SeeGilson & Kraakman, supranote 111, at 569 (AMany traders are too unsophis
use of the technical accounting information contained in mandated disclosure reports. ... 0 ) .
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more widely used but flawed market price method.132 While there is a substantial body of
empirical research on materiality, none has evaluated materiality through the lens of
fundamental analysis.133 By using a method that has been largely neglected in the
materiality context, the law may discern new principles that might be useful.

Fundamental analysis is especially appropriate for assessing financial misstatements

because such misstatements have a quantifiable impact on the marketé s assessment

company6s projected stream of cash f|
as helpful in assessing the impact of nonfinancial misstatements because the impact of
such misstatements is less quantifiable. By assessing how various types of misstatements
affect the marketédés assessment of the
into the types of financial misstatements that are material.

IV. PERSISTENCE

Fundamental analysis explains why markets tend to discount the importance of one-
time charges to earnings.134 If market participants using fundamental analysis calculate

132. There are at least three practical problems with relying upon market price in assessing the materiality
of financial misstatements. First, many financial misstatements are only uncovered after a significant amount of
time during which the context of the misstatement has changed. See, e.gJames C. Spindler, Why Shareholders
Want Their CEOs to Lie More Aftdbura Pharmaceuticals, 95 Geo. L.J. 653, 664 (2007) (noting that
intervening events can prevent market tests from assessing the magnitude of fraud). Thus, the market reaction to
the discovery of such misstatements may not reflect an assessment of the misstatement itself, but on other
concerns such as the cost of defending an SEC investigation. See, e.g.Sauer, supranote 4, at 324 (noting that
the timing of discovery limits the utility of looking at market price reaction).

Second, event studies may not adequately separ at e out ot her news that

stock. See, e.g ADVISORY COMMITTEE FINAL REPORT, supranote 2, at 78 n.134 (noting that fithe disclosure at
the time of the restatement of other information, such as an earnings release, that may have an offsetting

positive market reactiono would make it difficult

financial misstatement is found on the same day that a company enters into a major new contract. The positive
and negative news may cancel each other out, leaving the impression that the misstatement is not material. See,
e.g, Sauer, supranote 4, at 324-35 (discussing background noise); Macey et al., supranote 98, at 1030 (noting
that Al ong event windows ensure the inclusion

stock return was affected by other events (confounding events); this makes it difficult to isolate the independent
effect of t h eeergenkerallppndler, suprg & 658 @ryuing that reliance on ex postmarket
reactions underdeters because firms tend to bundle projects).

Third, looking at how the stock market reacts to a disclosure does nothing to guide companies ex ante
about what items are material. A company will find it difficult to determine what misstatements its internal
controls should prevent if its only guide is the possible reaction of the stock market. Linking the shape of a legal
standard to the vagaries of the stock market can mean that legal counsel advising companies will caution that
virtually every misstatement could be material. An ex poststandard creates significant chilling costs in that
companies may be over-cautious in their application of GAAP to avoid any possibility of a questionable item
that might spur a stock market reaction. SeePatterson & Smith, supranote 52, at 832 (finding that when
materiality uncertainty is high, the auditor is relatively more cautious).

133. See, e.g.William F. Messier, Jr. et al., A Review and Integration of Empirical Research on

Materiality: Two Decades Late24 AUDITING: J. PRAC. & THEORY 153, 153 (2005) (providing a literature
review of materiality research). This research generally uses surveys, controlled experiments, and event studies.
It mostly concludes that the industry and markets are most likely to react to quantitatively material
misstatements. Id.

134. See, e.g.Stephen R. Moehrle, Do Firms Use Restructuring Charge Reversals to Meet Earnings

Targets? 77 AccT. Rev. 397, 399 (2002) (summarizing studies indicating that markets do not penalize

of
availabl e t o flpjrtahdee rost, hde rb utantdh,atl ong event windows
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the stock price based on a future stream of earnings, isolated charges to earnings that do
not affect this future stream should have little relevance with respectt o

valuation. Thus, isolated misstatements that do not significantly a f f e c t

the stock
t he

assessment of future earnings should also be less relevant to a valuation using
fundamental analysis. We thus have a basic distinctiond persistent misstatements that
assessment

Fundamental analysis thus illustrates the flaw of relying solely upon the size of the
misstatement as a measure of materiality, as the Committee on Capital Markets
Regulation and others have recommended.13> Suppose there are two identical
Company B.

af fect

companiesd Co mp any

percent

t he mar ket 6s

for

A and
one year

percent every year in perpetuity because of misstatements.

because of

of futur e

Company
abythmees st at ement

Year 1 Year 2 Year 3 Year 4 Year 5
Company A | 6% inflation
Company B | 3% inflation | 3% inflation | 3% inflation | 3% inflation | 3% inflation

Of the two companies, Company A would be more likely to experience a significant
inflation of its stock from its six percent misstatement than Company B would from its
three percent inflation. The inflation, however, would be temporary and a rational market
would resume valuing the stock correctly in Year 2, when there is no inflation. On the
assessment
be more likely to be affected for an extended period of time by the persistent three
percent misstatements. Yet under a purely quantitative standard of five percent, only
Company A would face liability for securities fraud, while Company B would be shielded
from liability.136

Fundamental analysis thus reveals a basic flaw in the current tests for assessing

ot her

hand,

the mar ket 6s

companies for one-time restructuring charges); see alsoADVISORY COMMITTEE FINAL REPORT, supranote 2, at
81 (proposing that companies loo k a't

percepti

ons of

135. Seesupranote 15.
136. In contrast, under the current framework set forth by SAB No. 99, it is likely that a company would
mi sstatement

Accounting Bulletin No. 108 (SAB No. 108) makes it clear that misstatements in prior periods should be
considered in assessing the materiality of a current misstatement. SeeSEC Staff Accounting Bulletin No. 108,
88 SEC Docket 2831 (Sept. 13, 2006) [hereinafter SAB No. 108], available at http://www.sec.gov/
interps/account/sab108.htm. In other words, the SEC would not view misstatements of three percent in five
periods as a three percent misstatement, but rather as a 15% misstatement, which would pass the five percent

not escape | i a

threshol

bility

d. It

is

for a

whet her
k ey t r e n dssipraadtef5%®(cfit Whnegn
theory goes Wall Street will look beyond a one-t i me

uncl ear

Alt] he

l oss and focus

persistent

whet her

error is a
tehaer nci onngpsa nt yaok)e;
only on

SAB No. 108

securities fraud action. No court has considered the question. It is also unclear what the proponents of returning
to a five percent quantitative standard would say about SAB No. 108. It is possible that the proponents of a
quantitative standard would also advocate repealing SAB No. 108, because companies would still have to assess
the materiality of misstatements under five percent, reducing the cost benefits of a brightline rule.
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materiality. Theimpactof a mi sst atement on the marketos

value of a company does not hinge solely on whether it is large or small, as the
quantitative standard assumes, or largely on the motive of the misstatement, as the

qualitative standard assume s . The mar ket és assessment of

company hinges significantly on the persistence of the misstatement. 137

A. lllustration Using Fundamental Analysis

The concept of persistence can be further demonstrated through simple arithmetic
examples demonstrating how persistent misstatements can have a substantial impact on

the market6s assessment of the companyds

time, often requiring disruptive corrections to the stock price to fix, while isolated
misstatements tend to prevent short term market fluctuations and cause less harm. The
purpose of these examples is not to set forth a comprehensive set of the situations that
may occur in the real world, but to give a sense of different categories of misstatements
and their impact.

For the sake of simplicity, assume a model where accounting earnings are equivalent
to cash flows.138 The example can be simplified even further by assuming we have a
company that the market assumes will have constant earnings going forward. In other
words, if the company earns $10.00 per share in a year, the market will assume that the
company will earn $10.00 per share every year going forward. If earnings change to
$9.50 per share, the market will assume that the company will earn $9.50 per share every
year going forward. Also, assume that the market values companies based on yearly
results.

I f earnings are constant in such a
identical to that of a perpetuity, which is commonly calculated using the following simple
formula:

137. The concept of persistence has been mentioned in passing in the accounting literature. See, e.g.
Mel vin C. O6 Connor Téward Bstablishing U&-Orief@ed | Materialisy , Standards).
AccT., Dec. 1974, at 67,73. (A Al nhy attempt to determine the i
prices . . . ought to incorporate measures of price behavior over an extended period of time rather than at the
ti me when earni ngs-Voana €almaemen al.uDeteenithants )of, Marked Reactions
Restatement Announcemer® J. AcCT. & ECON. 59 (2004) [hereinafter Palmose et al., Determinant} (using
persistence of misstatement as variable in measuring stock market reaction to restatements); Zoe-Vonna
Palmose et al., The Circumstances and Legal Consequences of-G¥ohP Reporting: Evidence from
Restatement21 CONTEMP. ACCT. RES. 139 (2004) (showing the importance of repeated misstatements).
Persistence, however, has not been analyzed in the legal context in reference to the legal standard for
determining the materiality of a financial misstatement.

138. Because the purpose of the example is not to calculate the precise value of any particular stock, but to
assess the relative changes in valuation resulting from misstatements, such a simplification should not affect the
analysis.

The stock price would be calculated using the following formula:

—

~ n=o En
= @+n)"

Where P = stock price; E = earnings per share for a period n; r = discount rate.
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p-E
r

Where P = stock price; E = earnings per share; r = discount rate.139
Suppose earnings per share are a constant $10.00 per period in perpetuity and the
company correctly discloses these earnings to the market:

Year 1 Year 2 Year 3 Year 4 Year 5
Disclosed $10.00 $10.00 $10.00 $10.00 $10.00
Earnings
Actual $10.00 $10.00 $10.00 $10.00 $10.00
Earnings

If the discount rate is 10%, the present value calculation for both the disclosed and actual
earnings would be as follows: $10.00/.10 = $100.00. The present value of each share of
stock would be $100.00. Because disclosed and actual earnings are equal, the market
price of the stock, $100.00, is equal to its fundamental value.

1. Persistent Mistatements

Consider three variants of persistent misstatements. The first seeks to inflate
earnings through continuous misclassification of revenues or expenses. The second seeks
to hide significant declines in earnings, perhaps through persistently moving revenue
from one period to another. A third improperly allocates periodic costs to one period,
taking a one-time charge and inflating future earnings.

a. Earnings Inflation

Suppose that the company persistently inflates earnings by $0.30 per share. It does
so every year by consistently understating expenses. Thus, if revealed, earnings per share
would be $9.70 instead of the disclosed amount, $10.00.

139. BREALEY ET AL., supranote 112, at 92-93. The leading corporate finance textbook uses the following
formula to calculate the present value of a stock in a situation where dividends are assumed to grow at a
constant rate:

_ DIv

r-g

P

Where P = stock price; DIV = dividend payment; r = discount rate; g = constant rate of growth. Id.
The formula above is a modified version of this formula that substitutes earnings per share for
dividends and assumes that there is no growth in earnings, so g = 0.
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Year 1 Year 2 Year 3 Year 4 Year5

Disclosed | ¢, 59 $10.00 $10.00 $10.00 $10.00

Earnings ' ' ' ' '

Actual $9.70 $9.70 $9.70 $9.70 $9.70

Earnings ' ' ' ' '

While the market would value the stock at $100.00 per share, the actual fundamental
value would be as follows: $9.70/.10 = $97.00. The real value of the stock, $97.00, would

be three percent lower than the $100.00 marketpr i ce based on the companyds

misrepresentations. Investors who purchased the stock in Years 1 through 5 suffer
because they purchased a $97.00 stock for $100.00.140 When the market discovers the
fraud, the stock will not only decline to its proper value $97.00, but will likely be worth
even less because it must account for the unaccounted expenses, depressing earnings in
the future.

b. Hiding Earnings Decline

Suppose that a company sees its earnings per share decline from $10.00 per year to
$9.70 per year in Year 2. It can attempt to hide the decline by accelerating revenue from a
future period in violation of GAAP. Such a solution is temporary because accelerating
revenue from one period means that there will be a shortfall in the future that can only be
remedied by improperly accelerating even more revenue.

Instead of disclosing actual earnings of $9.70 in Year 2, the company improperly
accelerates $0.30 in revenue from Year 3 to cover the shortfall. As a result, there will be
an additional shortfall of $0.30 in Year 3. In order to continue the charade, the company
will have to improperly accelerate $0.60 from Year 4 to Year 3, and so forth. When
management is forced to disclose the fraud in Year 5,141 the shortfall will have grown in
size, requiring surprise disclosure of a significant decline in earnings.

140. Of course, investors who sell before the stock adjusts to its proper value will not suffer harm.

141. See, e.gJennifer H. Arlen & William J. Carney, Vicarious Liability for Fraud on Securities Markets:

Theory and Evidencel992 U. ILL. L. REV. 6 9 1 , 701 (AThe credibility

of false posit

companyé6s sales or profits . . . can beansdsuffersinai ned only so | ol
business reverses that will reveal the fraud. o).
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Year 1 Year 2 Year 3 Year 4 Year 5

Disclosed $10.00 $10.00142 $10.00143 $10.00144 $8.80145

Earnings

Actual $10.00 $9.70 $9.40146 $9.10147 $8.80148

Earnings

The persistent movement of revenue from one period to the next allowed the
company to fool the market into overvaluing the stock for an extended period. Investors
who relied upon that price would be harmed by a sharp decline in the stock price when
the fraud was revealed in Year 5. If the company had properly disclosed the decline in
earnings in Year 2, investors would not have suffered the precipitous drop in Year 5.

c.OneTime Charge to Earnings

Suppose a company earns $10.00 per share, but wants to make it appear like it earns
$10.50 per share. In Year 1 it takes a charge to earnings of $2.00 per share. It claims that
the chargeisaone-t i me fAr est r uct u ithe ahagge comnsistsof,cadtsthimtut i n f act ,
should be allocated to future periods. As a result, expenses for future years appear lower

by $0.50 per share, inflating earnings in those years by $0.50 per share.

Year 1 Year 2 Year 3 Year 4 Year5 Year 6

Disclosed 149 150 151 152 153

Earnings $8.00 $10.50 $10.50 $10.50 $10.50 $10.00
Actual

Earnings $10.00 $10.00 $10.00 $10.00 $10.00 $10.00

While the market might react adversely to the charge in Year 1, it begins valuing the
company at $10.50 per share in Years 2 through 5. The fraud can only last for so long,
and in Year 6, the company reports earnings of $10.00 per share, resulting in a stock
price decline. Investors who purchased stock in Years 2 through 5, which they thought

142. $9.70 + $0.30 = $10.00

143. ($9.70 - $0.30) + $0.60 = $10.00
144. ($9.70 - $0.60) + $0.90 = $10.00
145. $9.70 - $0.90 = $8.80

146. $9.70 - $0.30 = $9.40

147. $9.70 - $0.60 = $9.10

148. $9.70 - $0.90 = $8.80

149. $10.00 - $2.00 = $8.00

150. $10.00 + $0.50 = $10.50

151. $10.00 + $0.50 = $10.50

152. $10.00 + $0.50 = $10.50

153. $10.00 + $0.50 = $10.50
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was worth $105.00,154 would suffer because they were really purchasing a stock worth
$100.00.155

2. Isolated Misstatements

In contrast to persistent misstatements, isolated misstatements are less likely to
substantially affect the marketdés assessment of
they prevent short lived fluctuations that are not necessarily an accurate reflection of the
stockbdés val ue. 00m wkeie dnenagemdntwsmoothesaas temporary
shortfall in earnings, the other where management engages in a one-time misstatement.

a. Earnings Smoothing

Let us return to our example of the company with $10.00 in earnings per share and a
$100.00 stock price. Suppose in Year 2 there is a $0.50 shortfall in earnings per share
because customers get their orders in late resulting in earnings of $9.50 per share. Those
orders should be recorded in Year 3 resulting in higher than normal earnings that year,
say earnings per share of $10.50. Instead, the company accelerates $0.50 of its earnings
from Year 3 to make up for the $0.50 shortfall in Year 2.

Year 1 Year 2 Year 3 Year 4 Year5
Disclosed | 1) 59 $10.00156 | $10.00157 | $10.00 $10.00
Earnings ' ) ' ' '
Actual
Earnings $10.00 $9.50 $10.50 $10.00 $10.00

With the misstatement, the market would continue to value the stock at $100.00.
This valuation would accurately reflect the intrinsic value of the stock because on
average, the company earned $10.00 per share per year.

If the shortfall in earnings had been disclosed in Year 2, the market might have
overreacted, believing that the shortfall would persist. If the market priced the stock on
the assumption that the company would earn $9.50 per year going forward, the market
might have reacted to the shortfall by pricing the stock at $95.000 a five percent
reduction.158

In Year 3, if earnings of $10.50 had been disclosed, the market might have
overreacted the other way, believing that the company would earn $10.50 per year going
forward, and pricing the stock at $105.00.15°

But in Year 4, the market would realize that the fluctuation in earnings was indeed

154, $10.50/ $0.10 = $105.00
155. $10.00/ $0.10 = $100.00
156. $9.50 + $0.50 = $10.00
157. $10.50 - $0.50 = $10.00
158. $9.50/0.10 = $95.00
159. $10.50/0.10 = $105.00
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temporary and that in the long run, earnings on average will be $10.00 per year. The
stock price would settle at its correct level of $100.00.

Thus, by smoothing earnings, the isolated misstatement in Year 2 might prevent a
fluctuation in the stock price over time that might have resulted if the company had
disclosed earnings per share of $9.50 in Year 2 or earnings per share of $10.50 in Year 3.
Such a fluctuation would have given an arbitrary windfall to an investor who purchased
the stock in Year 2 at $95.00, while creating an arbitrary loss to an investor who
purchased the stock at $105.00.

b. OneTime Misstatement

A similar result would hold, even in a case where the earnings shortfall is not offset
by higher earnings in a later year. Suppose the company has a bad year in Year 2, and
earns $9.70 per share rather than $10.00. Nevertheless, its earnings recover to $10.00 per
share in Year 3.

Year 1 Year 2 Year 3 Year 4 Year5
Disclosed | 1) 59 $10.00160 | $9.70161 | $10.00 $10.00
Earnings ' ) ' ' '
Actual
Earnings $10.00 $9.70 $10.00 $10.00 $10.00

Management cannot hide the shortfall forever. If it moves $0.30 in earnings from
Year 3 to Year 2, there will be a shortfall in Year 3 that will need to be disclosed. Why
might management accelerate revenue in such a way? It might do so if it earns some sort
of bonus that is contingent on a stock price of $100.00 in Year 2. Management would
then have an incentive to push $0.30 in revenue from Year 3 to Year 2. The accounting
mi sstatement would not substantially
value of the stock. The misstatement only delays an inevitable fluctuation for one period
and when earnings per share recover to a constant $10.00 per year, the market will
resume valuing the stock based on earnings of $10.00 per share. But the delay of the
fluctuation would allow management to receive bonuses or exercise stock options.

In contrast to persistent misstatements, isolated misstatements do not lead to
significant mistakes by the market in determining the intrinsic value of the stock. Indeed,
they may prevent short-term fluctuations. Isolated misstatements can be used to smooth
earnings, or for more nefarious purposes, allowing management to enrich itself.162

160. $9.70 + $0.30 = $10.00

161. $10.00 - $0.30 = $9.70

162. It is also important to contextualize the significance of financial misstatements with respect to any
fundamental analysis model. The changes in valuation that occur because of misstatements are no more
significant than changes in earnings forecasts or the interest rate. As one valuation guide explains:

Valuation can be highly sensitive to small changes in assumptions about the future. Take a look at
the sensitivity of a typical company with a forward-looking P/E ratio of 15 to 16. Increasing the
cost of capital for this company by 0.5 percentage points will decrease the value by approximately

af fect
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B. Objections

A proponent of the market price method might object that the distinction between
persistent and isolated misstatements is unmeaningful for two reasons. First, there is no
way to tell ex antewhether a small earnings shortfall is temporary or a sign of future
declining earnings. The market may want to know of isolated shortfalls because they may
reflect information about future earnings declines or the character of management. In
other words, financial misstatements are not only important because of their impact on
fundamental analysis calculations, but because they convey significant qualitative
information about the prospects of a company. Second, it might be harmful to allow
management discretion to smooth earnings because it will make it more likely that
persistent misstatements will occur in the future.

1. Market Psychology and Isolated Misstatements

A significant assumption of SAB No. 99 is that smaller misstatements can hide
relevant information about future earnings trends. The market may rightly want to know
about small shortfalls in earnings because it may then discount the stock in order to take
into account that there is a risk of more significant declines in the future. It is well

documented that firms manage earnings

penalize.163

Returning to the earlier hypothetical of a small misstatement that causes a company
to miss its earnings forecasts, suppose the market punishes the revelation of a one percent
misstatement of earnings by discounting future earnings by five percent, meaning that the
stock price declines by five percent

fact it might simply reflect the uncertainty that results from the possibility that the
company6s inability to follow through

earnings shortfalls in the future.164 Or, it might be that the market is discounting future
earnings because it believes that management is not credible.

One response to this objection is that it is difficult to predict whether the failure to
meet analyst expectations will lead to significant stock price declines. A study prompted

t o avoid

The mar ket

on its ear

by Levittds s pe e clournal mfdAccpuntindréseatchéirdls thatthe t h e

mar ket 0s reaction to mi ni mal earnings

context.165 More recently, the Committee on Capital Markets Regulation analyzed a

10 percent. Changing the growth rate for the next 15 years by 1 percentage point annually will
change the value about 6 percent.

MCKINSEY & CO. ET AL., supranote 116, at 363; see alsdCunningham, supranote 116, at 187 ( i As
definition suggests, intrinsic value is an estimate rather than a precise figure, and it is additionally an

estimate that must be changed if interest rates

163. See, e.g.Dawn A. Matsumoto, Management 6s | ncentives to,7Az7wVoid Negative E

AccT. REV. 483, 484-85 (2002) (listing studies finding evidence of earnings management to avoid earnings
surprises).

164. See, e.g.Lynn A. Stout, Are Stock Markets Costly Casinos? Disagreem Market Failure, and

Securities Regulatigr81 VA. L. Rev. 611 (1995) (arguing that stock price fluctuations may be caused by
investor disagreement about the future).

165. SeeWilliam Kinney et al, Ear ni ngs Sur pri se @ Mat e rRetars#ltly o

AcCT. RES. 129 7, 1310 (' 2péndy2shortfall fiaf Wiflely w@aryirg consequences, apparently

shortfall
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Government Accountability Office (GAO) study that analyzed all company restatements
from 2002 through 2005. While the GAO study found that on average, the market had a
negative reaction to these misstatements of 1.9%,166 the Committee on Capital Markets
Regulationd sanal ysi s of t he GAQObs data feund t hat f ol
restatements, the reaction was either positive or negligible.167
Over the long run, it should become clear whether initial short-falls in earnings will
become more persistent shortfalls. If in fact earnings recover to prior levels, then the
ma r k e t éastion avas eviony, and one might argue that the isolated misstatement
smoothing of that short-f a | | prevented an erroneous overreactio
was correct, and earnings do decline over time, it is questionable as to whether the
misstatement, if it is truly a one-time misstatement, did anything more than result in a

mar gi nal delay in the marketédés assessment of the
the misstatements became persistent, continually inflating earnings to make up for the
continuingshort-f al | s, that the marketds assessment would

While temporary smoothing can cause some harm to investors, it does not cause as
much harm as persistent misstatements that fool investors over the long term. When
accounting fraud persists over long periods, it is more likely that the company will have
to make substantial adjustments that will destroy managementd sredibility and require a
significant correction in the stock price. To the extent that there are limited resources to
combat accounting fraud, efforts should focus on deterring those misstatements that are
likely to cause more harm.
Another objection to the findings from the fundamental analysis approach is that the
market does not value stocks using a precise model, but relies more on feel. Indeed, even
the fundamental analysis method relies on subjective assessments of future cash flows.
Because of the uncertainty of estimating future earnings, it is common for analysts to rely
upon a heuristic, the price-earnings ratio (P/E ratio), in calculating a stock price.168
A P/E ratio is a rough guess of the ratio of
companydés earnings. Analysts will typically value
similar P/E ratios, making rough adjustments based on their assessment of the individual
company. To come up with a valuation based on this methodology, a research analyst
will simply take the earnings per share of the company and multiply it by the adjusted
industry P/E ratio.169 A high P/E ratio can mean that the market expects future earnings

depending on widely varying surrounding circumstances. 0) .

166. GAO, FINANCIAL RESTATEMENTS, supranote 29, at 24.

167. SeeCAPITAL MARKETS COMMITTEE REPORT, supranote 9, at 123.

168. SeeMCKINSEY & CO. ET AL., supranote 116,at67 ( iMul t i pl es endure because a discoun
valuation requires projections about ROIC, growth, and fre e ¢ a s hPAUEAU BTWL., 8upranote 24, at 11-
2,11-7 (AMultiples are a popular method of valwuation because,
abnormal earnings, and discounted cash flow methods, they do not require analysts to make multiyear
forecasts. o).

169. As one article describes this methodology:

Industry multiples are used often in practice, both to provide stand-al one fAqui ck and dirtyo
valuations and to anchor more-complex discounted cash flow valuations. To obtain a company

valuation, one simply multiplies a value driver (such as earnings) for the company by the

corresponding multiple, which is based on a ratio of stock price to the value driver for a group of

comparable companies. Choices for value drivers include various measures of cash flow, book

value, earnings, and revenues, but earnings and cash flows are by far the most commonly used.
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growth, while a low P/E ratio may mean that the market does not expect significant
growth. These ratios fluctuate based on the analy

While the P/E ratio inserts more subjectivity into the process of valuation,170 the
distinction between isolated and persistent misstatements can also be drawn with respect
to P/E ratios. A rational analyst will not base his or her assessment solely on a general
feel, but will try to understand if the shortfall will be an isolated occurrence, or an
indication of persistent shortfalls to come. If a misstatement is evidence of a persistent
decline in earnings, an analyst may adjust the P/E multiplier downward to take into
account the fact that earnings over time may decline. If a misstatement, however, is truly
isolated, the analyst may not feel the need to adjust the P/E multiplier, meaning that if
earnings recover, the stock price will not be affected.

2. Managerial Abuse

Another concern is that distinguishing between persistent and isolated misstatements
will affect managerial incentives to use isolated misstatements to smooth earnings,
increasing the likelihood of conduct that will lead to persistent misstatements. Evidence
of a misstatement, no matter how small, may indicate that management will falsify
earnings in the future.1’l One study finds that accounting scandals are more likely to
occur in firms that are already pressing the envelope through questionable accounting
practices.172 One might argue that preventing isolated misstatements serves as a
prophylactic, preventing a culture that leads to persistent misstatements.

But the fact that an isolated misstatement will not affect the fundamental value of a
company does not mean that management can lie with impunity. First, one lie may
necessitate another, leading to persistent misstatements that do cause substantial
distortions. Second, the market will inevitably discover some isolated misstatements and
will punish the stock by discounting it. It may be more effective to rely in part on
nonlegal mechanisms to deter isolated misstatements.

Furthermore, as will be argued more extensively below, part of this problem might
be contained by making it clear that a financial misstatement is material even if isolated
when there is evidence that management enriches itself from the isolated misstatement.
This would prevent the case where management uses an isolated misstatement for
personal gain. This would deter management from using isolated misstatements at will

Jing Liu et al, Is Cash Flow King in Valuations?3 FIN. ANALYSTS J. 56, 56 (2007), available a
http://www.som.yale.edu/faculty/jkt7/papers/global%20multiples.pdf; see alsGHARPE ET AL., supranote 26, at

534 (AFirst, a stockds earnings per shatheanalstfoer t he forthcomi
someone el se) s p eeanirgsiraicfor the stock. dhe pnaldctdof these twanembers gives
the estimated future price . . . 0); dupranote&08,d eatVi 3 8 i (efr kpettad eamihgy i ng . . .e

by an appropriate price/earnings ratio can produce a plausik
Despite its back of the envelope feel, a recent study finds that valuations based on this methodology closely
tracked stock prices. SeelL.iu et al., supra
170. BODIE ET AL., supranote 25, at 627-31 (discussing the vulnerability of the P/E ratio method to
earnings manipulation).
171. One study finds that the market reaction to restatements involving management fraud is especially
adverse. Palmose et al., Determinantssupranote 137.
172. Claire E. Crutchley et al., Climate for Scandal: Corporate Environments that Contribute to
Accounting Fraud42 FIN. Rev. 53, 55 (2007).
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because there is a risk that if they happen to sell stock at that time, they could be
personally liable for the misstatement.

In essence, the main objection to relying upon a distinction between persistent and
isolated misstatements is that it is difficult to determine ex antewhether an earnings
shortfall will be isolated or persistent. Investors glean information from misstatements
that are not quantifiable by any simple valuation model. At a minimum, though, it should
be uncontroversial to agree that there is some distinction between persistent and isolated
misstatements, though because of the subjectivity of market valuations, the difference can
become obscured.

C. Persistence as a Presumption in Assessing the Materiality of Financial Misstatements

How could the concept of persistence translate into a legal standard for determining
the materiality of a financial misstatement? If persistent misstatements are the most likely
to distort the marketds assessmeanbstantalf a companyds
economic disruption, auditors and companies should focus on detecting and preventing
such misstatements. The law should be structured to incentivize companies to focus on
that goal by making it more likely that liability will be triggered by persistent as opposed
to isolated financial misstatements.

If a financial misstatement is persistent, the presumption should be that the
misstatement is material. If a financial misstatement is isolated, the presumption should
be that the misstatement is not material. Such presumptions would be rebuttable. For
example, a misstatement might be isolated but be so large that it must be material. A
persistent mi sstatement mi ght be so smal/l that i1
valuation. Or, evidence of the use of isolated misstatements to manage earnings for
personal gain might rebut the presumption of immateriality. A persistence standard would
frame the materiality inquiry more clearly and fairly than either a quantitative or
qualitative standard.

Broadly speaking, financial misstatements are persistent if they inflate earnings or
hide declines in earnings over multiple reporting periods. Financial misstatements are
isolated if they merely smooth earnings in one reporting period. Some financial
misstatements will fall clearly into one category or the other, but some will not.

Classification will be a challenge in some cases. For example, would a series of
independent financial misstatements be considered as a totality, resulting in a conclusion
that the misstatements are persistent? Or would each misstatement be assessed
independently, resulting in a conclusion that each misstatement is isolated? How many
periods must be affected by a misstatement in order for it to be persistent? Are two
relevant periods enough? Or should there be three, four, or even more? It may be difficult
for nonexpert courts to resolve the close cases at the motion to dismiss or even the
summary judgment stage.

However, there will also be many cases where the financial misstatement is clearly
persistent or isolated. In such cases, the inquiry is more likely to be resolved by pre-trial
motion. A plaintiff would have two choices in alleging the materiality of a financial
misstatement. First, the plaintiff could allege the existence of a persistent financial
misstatement, in which case there is a presumption that the financial misstatement is
material. Second, the plaintiff could allege that while the misstatement may be isolated,
there are factors that rebut the presumption of immateriality.
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In the first situation, when the plaintiff alleges a persistent misstatement, the
defendant could respond either by alleging that the misstatement is not persistent, or by
alleging that even though the misstatement is persistent, there are other factors that rebut
the presumption of materiality. At the summary judgment stage, if the allegation of
persistence has been disputed by the defendant, the plaintiff will have to produce
evidence in support of the allegation of persistence, or the case will be dismissed. In
addition, a defendant seeking to rebut the presumption of materiality will have to submit
such rebuttal evidence at the summary judgment stage, or the court can conclude that the
misstatement is material.

In the second situation, where the plaintiff concedes the misstatement is isolated but
argues there are other factors rebutting the presumption of immateriality, the plaintiff
must produce evidence rebutting the presumption of immateriality at the summary
judgment stage in order to survive a summary judgment motion. The court should
scrutinize such evidence to assess whether a reasonable factfinder could conclude that it
rebuts the presumption of immateriality.

And of course, to the extent that plaintiffs fail to allege either that the misstatement
is persistent, or set forth allegations rebutting the presumption that an isolated
misstatement is immaterial, the case could be dismissed on materiality grounds at the
motion to dismiss stage.

A persistence standard would be more expansive than the quantitative standard in
that misstatements below the five percent threshold could be material if persistent. But a
persistence standard is also narrower than the quantitative standard in that a misstatement
above the five percent standard might not be material if it is isolated. Rather than relying
upon an arbitrary numerical threshold, courts would be focusing on what should matter
more to marketsd the persistence of the misstatement.

A persistence standard offers a clearer standard than the list of factors described in
SAB No. 99. While SAB No. 99 requires courts to consider factors that could potentially
encompass persistence, it does not provide courts with any guidance with respect to how
those factors should be prioritized. As a result, materiality determinations are opaque and
do little to communicate the relevant standard to potential litigants. The persistence
standard would differ from SAB No. 99 in that it would prioritize persistence and center
the materiality inquiry on a clear standard linked to a well-established valuation method.

Of course, persistence is also relevant in determining other elements of a securities
fraud claim such as scienter. But considering persistence in assessing materiality would
not be redundant with assessing persistence in determining scienter. First, scienter is not a
requirement with respect to section 11 cases. If persistence is not considered with respect
to materiality in section 11 cases, it would not be considered at all. Second, the
materiality and scienter inquiries involve distinct issues. The materiality test assesses
whether the misstatement should affect the valuation of a stock. The scienter test assesses
whether the individual actor who caused the misstatement acted with a culpable state of
mind. As a result, there are many instances where the inquiries will not overlap. For
example, there might be evidence that management has been reckless by not
implementing proper internal controls, but the resulting misstatement is not material
because it is isolated. Such a case might be dismissed on materiality grounds even though
there is scienter, showing that materiality can do independent work in screening cases.

A danger with using persistence as a criteria is that judges will use it as a heuristic,
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arbitrarily screening out cases with misstatements that can be characterized as isolated.173
Judges must be especially wary of attempts to characterize persistent misstatements as
isolated. For example, a company might argue that an unwarranted restructuring charge is
isolated because such a charge occurs primarily in one quarter. But as shown above, such
a charge is persistent to the extent that it affects multiple future periods. In addition, the
fact that misstatements do not occur in non-consecutive periods would not necessarily
mean that they are not persistent. A defendant cannot argue that a misstatement is
isolated simply because there is an intervening period between multiple misstatements.
While oversimplification is a risk, persistence is a less arbitrary standard than a five
percent quantitative standard. Moreover, the possibility that the presumption of
materiality or immateriality could be rebutted would also check the abuse of persistence
as a way of determining materiality.

A persistence standard would be less arbitrary than the quantitative standard, but
much clearer than the qualitative standard. A materiality standard that considers the
persistence of financial misstatements might serve as a better screen of frivolous suits,
reducing the costs of securities class actions. Parties would have additional criteria they
could use in assessing the settlement value of cases. In some cases, persistence will
provide a clearer basis for distinguishing between misstatements. In others, it may not.
But even if it does not always provide an easier way of distinguishing between
misstatements, it will provide a more meaningful way of assessing materiality than the
quantitative or qualitative tests.

V. TARGETED VICARIOUS LIABILITY FOR FINANCIAL MISSTATEMENTS

The current choice between quantitative and qualitative materiality standards is also
flawed because it fails to see how each standard is targeted at a particular type of
wrongdoing. The quantitative standard is most relevant with respect to large scale
accounting errors while the qualitative standard is most relevant with respect to
individual wrongdoing. Choosing one standard over the other may mean that one priority
is unduly privileged. A quantitative standard is less costly but fails to respond to
individual wrongdoing. A qualitative standard addresses individual wrongdoing but at a
significant cost to the entity that may be liable for virtually all misstatements.

Rather than choosing one approach over the other, the law should reconcile the two
standards. The difference between quantitative and qualitative misstatements might be a
useful way of determining whether a company is vicariously liable for a financial
misstatement in fraud-on-the-market cases.174 Companies would only be vicariously
liable for a financial misstatement if it is above a quantitative threshold,17> while
individuals would still be liable for misstatements that are below the quantitative

173. See generallyBainbridge & Gulati, supranote 79 (describing heuristics used by judges in securities
cases); Hoffman, supranote 3 (finding significant use of presumed immateriality heuristics to dismiss cases);
Sale, supranote 3 (describing the tendency of busy judges to use motive and opportunity heuristics to dismiss
cases).

174. That is, securities fraud actions that do not involve misrepresentations relating to the initial offering of
securities. Fraud-on-the-market cases are brought under Rule 10b-5 and section 10(b).

175. This Article does not take a position as to what percentage, whether five percent, or higher or lower, is
appropriate.
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threshold if they are unjustly enriched by the misstatement.176 This proposal would
reduce the costs of complying with GAAP, allowing companies to focus on preventing
significant accounting frauds, while still allowing for the punishment of individuals who
enrich themselves by manipulating financial statements. The proposal could be adopted
with, or independently from, the proposal that judges consider persistence in determining
whether a misstatement is material.

A. Distinguishing Types of Accounting Fraud

The debate about materiality has focused on the relative merits of the quantitative
and qualitative standards. But it may not be the case that either standard is better than the
other. Instead, they address different problems. Not all accounting frauds are alike. Stock
price inaccuracies vary greatly in significance and impact.1?7 Some frauds cause
significant economic disruption because they substantially distort the fundamental value
of a company. Others do not cause public harm but allow individuals to enrich
themselves. The former variant of fraud can be described as Large Scale, while the latter
variant can be called Small Scale.

1. Large Scale Accounting Fraud

Large Scale accounting fraud involves financial misstatements that significantly
inflate earnings or hide a substantial decline in earnings. At some point, if the market
discovers the fraud, it realizes that its assumptions about the discounted value of the
companydds earnings are incorrect, and there is a
harming shareholders and other stakeholders in the company. Such misstatements are
almost always quantitatively large.

Misstatements that are quantitatively large can cause significant public harm. When
a public company allows large misstatements to persist, there can be harm to
shareholdersd those who purchase stock at inflated prices and those who hold stock at
inflated prices. In severe cases, discovery of quantitatively large misstatements can lead
to the insolvency of the company because management has destroyed its credibility and
the company cannot obtain needed funds from credit markets.178 Insolvency causes great
disruption not only to shareholders but to other stakeholders of the company such as
employees and communities. Moreover, quantitatively large misstatements that affect the
value of a company harm the public markets,17® which may rely upon accurate valuations
to value not only the company but also comparable companies.80 As a result, the cost of

176. This proposal would not cover the issue of vicarious liability for nonfinancial misstatements. Because
nonfinancial misstatements are not subject to quantification, it is more difficult to articulate a standard
distinguishing among such misstatements.

177. SeeMarcel Kahan,Secur i ti es Laws and the Socj4abukeddsts of fAlnaccur s
977, 987-1005 (1992) (discussing the relative effects of various stock price inaccuracies).

178. See, e.gDonald C. Langevoort, The Social Construction of Sarbar@sley, 105 MicH. L. Rev. 1817,

1828 (2007) (ASubsequent di s eaquiclkdytolossoffaccekstoxapithlanrdnd mi sreporting
then insolvency, which in turn hurt employees, investors, and
179. See generallWnited States v. Arthur Young & Co., 465 U.S.805,817-18 (1984) (f°By certifying tF
public reports that collectively depict a @ulicporationds finar
responsibility transcending any employment relationship with

180. See, e.g.Fox et al., supranote 107, at 339 (AGreater disclosure and share p
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capital will increase, harming society as a whole.181

It is unlikely that Large Scale manipulations occur without some malfeasance. When
misstatements are quantitatively large, it is more likely that management should be aware
of such misstatements and know that their understanding of the economic value of the
company has diverged from that of the market. Even if such knowledge does not exist, it
is likely there is gross negligence or recklessness that allows quantitatively large
misstatements.182 As a result, it is much more likely that there will be scienter in such
cases, triggering section 10(b) liability.

Many of the high profile business failures resulting from accounting fraud appear to
involve quantitatively large misstatements:

e Enronds abuse of Special Puripcorke Entities | ed
Aiby $28 million in 1997 (of 19981@f5 mi Il 1l i on tot al
$703 million total), by $248 million in 1999 (of $893 million total), and by
$99 million in 200¥ (of $979 million total).o

e The Worl dCom fraud involved fA[t] he capitalizat
reserves and other accounting tricks result[ing] in reported profits that were
overstated... by at | east $11 bil%lion over a multiye:

e In the Adelphia fraud, the cable-t el evi si on company
fraudulently excluded billions of dollars in liabilities from its consolidated
financial statements[fr om at | east 19988t hrough

eThe Tyco fraud involved operating

resources] by improving the quality of choice among proposed investment projects in the economy and by

Aisystematica

Mar c

h 2002]

i ncome t

i mproving the operati on supfanote ¥7, s taitn gl 0r0ca I( fid mactcu.r@)t ;e Ka hbark,
result in an i nef f iBufsednoyhn AaStodt, dhe &nimporanced BemaHificiena An. 0 ) .

Economic Analysis of Stock Market Pricing and Securities Regunl87 MIcH. L. REv. 613, 651-56 (1988)
(arguing that inaccurate stock prices have little effect on raising capital).

181. See, e.gCoffee, supranote6, at 1565 (AThe deeper probl em
oninvestorc onf i dence and thus the cost of equity capital

GAAP:

The effectiveness of individuals, enterprises, markets, and government in allocating scarce
resources among competing uses is enhanced if those who make economic decisions have
information that reflects the relative standing and performance of business enterprises to assist
them in evaluating alternative courses of action and the expected returns, costs, and risks of each.

SFAS No. 1, supranote 29, at 11.
182. As one case explains:

Scienter may be established by recklessness,

not merely simple, or even inexcusable negligence, but an extreme departure from the standards of
ordinary care, and which presents a danger of misleading buyers or sellers that is either known to

ha
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in securities

.0). As

defined as

the defendant or is so obvious that the actor must

SEC v. Rubera, 350 F.3d 1084, 1094 (9th Cir. 2005) (quoting Hollinger v. Titan Capital Corp., 914 F.2d 1564,
1569 (9th Cir. 1990)).

183. WIiLLIAM C. POWERS ET AL., REPORT OF INVESTIGATION BY THE SPECIAL INVESTIGATIVE COMMITTEE
OF THE BOARD OF DIRECTORS OF ENRON CORP. 3 (2002).

184. BREEDON, supranote 37, at 21.

185. Complaint, SEC v. Adelphia Commc 6 i€a&p., No. Civ. A 02-5776 (S.D.N.Y. July 24, 2002),
available athttp://www.sec.gov/litigation/complaints/complr17627.htm.
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milliond from %998 through 2002.

e The Xerox fraud involved earnings inflation of $1.5 billion from 1997
through 2000.187

e The Qwest fraud inv ol v ed A$3.8 billion
fraudul ent exclusion of A$231 mil
2002.188

Thus, virtually everyone would agree that it is important to prevent misstatements
above a certain threshold. The quantitative standard is based on the assumption that
certain misstatements are so large that they could cause significant disruption.

2. Small Scale Accounting Fraud

In contrast to Large Scale accounting fraud, Small Scale accounting fraud involves
financial misstatements intended to fool the market for the short term, causing or
preventing stock price fluctuations. Such misstatements need not be persistent or
quantitatively large, so long as they are timed in a way that an individual can exploit. In
contrast to Large Scale accounting fraud, Small Scale accounting fraud is less likely to
i mplicate public concerns because it
value a stock.

Nevertheless, Small Scale accounting fraud may raise concerns about individual
wrongdoing.189 Management may manage earnings in order to meet bonus targets or sell
their stock at just the right time.190 Even if the market adjusts quickly, it may be too late
to prevent unjust enrichment by such insiders. SAB No. 99 and the qualitative materiality
standard can be understood as ensuring that the law recognizes that earnings
manipulation is wrong. While such behavior is reprehensible, it is less likely that such
manipulation has a broader impact on the markets unless it leads to persistent
misstatements.

Of course, not all such short term manipulations will be motivated by insider
enrichment. Misstatements may occur because of good faith belief that accounting
methods understate the true economic value of the firm.191 Misstatements also occur
because of the ambiguity of GAAP. Thus, culpability is more difficult to determine with

186. Complaint, SEC v. Tyco International Ltd., No. 06-CV-2942 (S.D.N.Y. Apr. 17, 2006), available at
http://www.sec.gov/litigation/complaints/complr17722.htm.

187. Complaint, SEC v. Xerox Corp., No. Civ. A 02-272789 (S.D.N.Y. Apr. 11, 2002), available at
http://www.sec.gov/litigation/complaints/complr17465.htm.

188. Complaint at 1, SEC v. Qwest Commc 6 it Inc., No. Civ. A 04-Z-2179 (D. Colo.), available at
http://www.sec.gov/litigation/complaints/comp18936.pdf.

189. See, e.g.Paul G. Mahoney, Mandatory Disclosure as a Solution to Agency ProblesdJ. CHl. L.
REV. 1047, 1048i 51 (1995) (arguing that disclosure statutes address the problem of agency costs).

190. Coffee, supranote6, at 1562 (A[ T] he c or p o r-iatérested reeaonsdog e r
t he

inflating the firmd s ear ni ngs. Except in the case where

spuri ous

I on

does

appears to be primarily motivated by the managero6s

191. Bratton, supranote 118, a t [Mjabageme(it @an argue that noise traders hype every piece of news
about fundamental value to such a degree that some earnings management serves a higher shareholder

i nt e rButsseeMiohel C. Jensen, Agency Costs of Overvalued Equid¢ FIN. MGMT. 5, 8Bt 2005)

when managers smooth earnings to meet market projections, they are not creating value for the firm; they are
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respect to Small Scale accounting fraud than it is with respect to Large Scale accounting
fraud. As a result, establishing liability for Small Scale accounting fraud can be costly.

B. The Vicarious Liability Debate

The distinction between the quantitative and qualitative standards might help resolve
a debate concerning whether companies should be vicariously liable for misstatements.

1. Criticisms of Vicarious Liabili

Under one view, companies do not cause financial misstatements; their agents do.192
For the most part, though, companies are vicariously liable for securities fraud committed
by their agents.193 In one of the few SEC actions enforcing the qualitative materiality
standard, the company was named as the defendant and vicariously liable for
quantitatively small misstatements made by managers that led to management
bonuses.194 Vicarious liability may play a large role because the SEC and plaintiffs find
it easier to sue entities rather than individuals.19°

Commentators have argued that companies should not be vicariously liable for fraud
relating to periodic disclosures (as opposed to issuance of securities),19 and that such
actions should primarily be focused on deterring the individual agents who commit such
fraud.197 Vicarious liability for fraud on the market has been criticized, primarily on two

192. See, e.g.A.C. Pritchard, Markets as Monitors: A Proposal to Replace Classohstwith Exchanges
as Securities Fraud Enforcer85 VA. L. REV. 9 2 5, 930 (1999) (ACodthepdoact i ons are | egal
make misstatements that affect stock prices on their own; rather, their agents, the officers of the corporation,
make the misstat e ment s t hat give rise to liability ... 0)

193. SeeArlen & Carney, supranote 141, at 692 (AUnited States securi

corporation liable for fraudulent statements regarding its securities made to the market by its agents in the
course of t hedeealseidap696dopsemeng that niost courts of appeal apply the common law
doctrine of respondeat superior to securities fraud actions). See generallyDavid A. Skeel, Jr., Staming in
Corporate Law 149 U. PA. L. Rev. 1811, 1829 (2001) (noting that vicarious liability for corporate crimes
fenj oys wi des Ppreeepion & wiih respect & lingidpr trading violations, where the entity can
only be liable for civil penalties if it knew of the violation or contributed to the violation through inadequate
policies. See Insider Trading and Securities Fraud Enforcement Act of 1988, Pub. L. No. 100-704,
§ 21A(6)(1)(2), 102 Stat. 4677 (1988). While there was a question as to whether vicarious liability survived the
u. s. Supr eme CGantrak Bark of denwer, .A.osnFirst Interstate Bank of Denver,, N1A.
U.S. 164 (1994), a number of courts have held that vicarious liability is still a viable theory. SeeWANG &
STEINBERG, supranote 99, § 4:6.2.

194. Huntington Bankshares, Inc., Securities Act Release No. 8579, Exchange Act Release No. 51,781, 85
SEC Docket 1433 (June 2, 2005), available athttp://www.sec.gov/litigation/admin/33-8579.pdf.

195. Arlen & Carney, supranote 141, at 699 (APl aintiffs in these cases gener al
to sue the corporation; they sue the agents accused of the fraud significant | y | ess frequently. o).

196. SeeCoffee, supran ot e 6, at 1582 (AThe SEM@dingcomoraeissder shoul d exempt t
from private liability for monetary damages under Rule 10b-5. 6) . Arl en and Carney make a si mil
SeeArlen & Carney, supranote 141, at 734 (fACourts could adopt in effect a rul
rejecting the use of respondeat superior for Fraud on the Market and allowing corporate defendants to employ
the good faith defense ofth e cont r ol person provisions of the securities act !

197. Coffee offers a number of other proposals to remedy the situation: (1) that the SEC should make it
clear that directors and officers cannot be indemnified for settlements of securities law violations, seeCoffee,
supranote 6, at 1571; and (2) when settling a securities case, directors should be required to determine the
apportionment of the liability among involved parties and disclose that apportionment to the public. Id. at
1575-76, 1580-81.

ties | aws
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grounds.198

First, agents rather than companies and their shareholders have the greatest motive
to commit securities fraud because they capture the benefits of such fraud. Jennifer H.
Arlen and William J. Carney argued in a 1992 article that managers are most likely to
commit securities fraud when they perceive that they are in their last period of
employment and will do anything to save their jobs.199 John Coffee argued in 2006 that
fcor porate manager s, facing enhanced incentives
the key actors wR9% Shanebokials aré apgualilyethe wictins efisuche d . 0
fraud yet ironically suffer the indignity of paying for it.201

Second, vicarious liability does not effectively prevent agents from committing
securities fraud. Companies and their shareholders are ill-suited to monitor the behavior
of agents and may not be able to sanction them effectively.202 Moreover, under the
current regime, when a company settles a Rule 10b-5 action, shareholders foot the bill
even though they are uninvolved in the fraud and are in fact victims of the fraud. In
contrast, individual managers are covered by insurance and indemnification provisions
that pay the cost of any settlement. And when a case is settled, as usually happens,
settlement agreements do not specify whether any individual parties were responsible for
the fraud. The insurance company just writes a check. Thus, Coffee argues, blame is not
apportioned in any meaningful way, reducing any deterrent effect with respect to the
responsible individuals.203

2. Defending Vicarious Liability for Financial Misstatements

Commentators have questioned the arguments against vicarious liability. The case
for at least some vicarious liability is especially strong with respect to financial
misstatements.
First, financial statements are official filings issued by the entity. As a result,
liability for financial misstatements may be an issue of direct rather than vicarious
liability. Courts have held that fraudulent misstatements can lead to direct liability to the
extent they are #Aintrinsically <corporate and be
i t s Itfis défficult to imagine a misstatement that could be more of an official

198. These criticisms have been limited to fraud on the market cases, though they could theoretically be
applied to liability under section 11 for misstatements relating to securities offerings.
199. Arlen & Carney, supranote 141, at 727; see alsoMitu Gulati, When Corporate Managers Fear a
Good Thing is Coming to an End: The Case of Interim Nondisclpd6r&/CLA L. Rev. 675, 736 (1999)
(noting that fraud associated with unripe information is more likely when corporate managers are facing final
period of employment).
200. Coffee, supranote 6, at 1573; see alsalames Fanto, Paternalistic Regulation of Public Company
Management: Lessonsofn Bank Regulatiqrb8 FLA. L. REV. 859, 904-07 (2006) (arguing that tendency for
corrupt inner circles to form is a significant source of management fraud).
201. SeeCoffee, supranote6, at 1562 a(sfeBwtf iant tlleeasda t he O6secondary mar ket

action, the victims and the shareholders are largely thesame. . . . 0) .
202. SeeArlen & Carney, supranote 141, at 704-20 (setting forth the argument that shareholders are poor
monitors).

203. Coffee, supranote 6, at 1570, 1575.

204. Nordstrom, Inc. v. Chubb & Son, Inc., 54 F.3d 1424, 1434-35 (9th Cir. 1995) (citing Caterpillar Inc.
v. Coreat Am. Ins. Co., 864 F. Supp. 849, 856 (C.D. lll. 1994)). In addition, the U.S. Supreme Court in Central
Bank of Denver, N.A. v. First Interstate Bank of Denver,,14.U.S. 164 (1994), assumes that entities can be
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corporate statement than a misstatement occurring with respect to the financial statements
of a company.

Second, shareholders can benefit from frauds involving financial misstatements.
Companies with greater earnings prospects may be able to borrow at better rates, and
may be more able to acquire other companies with their stock.205 A company faced with
declining earnings may hope to hide that fact while engaging in acquisitions that it hopes
will reverse that trend. While individual managers capture some of these benefits,
shareholders who are given more time to sell the inflated stock or the chance to salvage
their investment also benefit.208 While shareholders who purchased stock at an inflated
price suffer when the fraud is discovered, the shareholders who sold stock at an inflated
price benefit.207

Moreover, managerial incentives have changed significantly since Arlen and Carney
argued in 1992 that managers commit fraud to save their jobs when they think they are in
their last period of employment. In 1993, Congress passed a statute preventing companies
from deducting manager salaries above $1 million, causing more companies to
compensate managers with stock options.2%8 As a result, the incentives of managers are
in theory more aligned with those of shareholders. Rather than having an incentive to
commit fraud only when their job is on the line, managers have incentives to inflate
earnings at times when they want to exercise their stock options.299 Such inflation may
benefit shareholders who want to cash out of their investment.

Third, entities have the ability and duty to detect and prevent at least some types of
fraud.210 If entities are not responsible for their own financial statements, what could they

directly Iliable for misst artentiye nniasbe liabdelassa@rimary vivlgtort hat #A[ a]l ny per ¢
of under 10b-5 .  Id. at.191.. ©
205. See, e.gPatricia M. Dechow et al., Causes and Consequences of Earnings Manipulation: An Analysis
of Firms Subject to Enforcement Actions by the SEBBOCONTEMP. ACCT. RES. 1,30 (1996 (A[1'] mportant
motivations for earnings manipulation are the desire to raise external financing at low cost and to avoid debt
covenant restriction®no)Ll;eabDomayl dCo€Cpotanhge Exerctuti ves HANaked,
Wit hout Wip@atel Fadd, EqQitable Remedies, and the Debate over Entity Versus Individual
Liability, 42 WAKE FORESTL.REV.6 27, 632 (2007) (AThere are many cases, such
company to acquire another with overvalued assets, where shareholdersar e c |1 ear beneficiaries of the for
206. See,eg. Sec. & Exch. Common, St atement of the Securities an
Financial Penalties, http://www.sec.gov/news/press/2006-4.htm (last visited Oct. 25, 2008) [hereinafter
Financial Penalties Statement] (distinguishing between cases where shareholders of the corporation receive an
improper benefit from cases where shareholders of the corporation are harmed); see alsoKahan, supranote
177, at 1006-08 (discussing how stock price inflation allows existing shareholders to benefit when new
shareholders overpay for shares).
207. James Spindler argues that without vicarious liability, current shareholders have an incentive to push
management to lie at the expense of purchasers. SeelJames C. Spindler, Vicarious Liability for Bad Corporate
Governance:Are We Wrong About 168? 20 (USC CLEO Research Paper No. C08-3, 2008) (on file with
author) (discussing the deterrent effect of vicarious liability).
208. Seel.R.C. § 162(m) (1993).
209. SeeDonald C. Langevoort, The Future Content of the U.S. Securities Laws: Deconstructing Section
11: Public Offering Liability in a Continuous Disclosure Environmed3t LAwW & CONTEMP. PROBS. 45, 54
(2000) ( Because of stock-based compensation packages, company managers may have more to gain from
short-term upward distortions in the issuer's stock price than they have to lose in the long run as an indirect
result of tainting the issuerés r epu.t ati on. 0)
210. See, e.g.Jennifer Arlen & Reinier Kraakman, Controlling Corporate Misconduct: An Analysis of
Corporate Liability Regimes2 N.Y.U. L. REv. 688, 692-94 (1997); James D. Cox, Making Securities Fraud
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be responsible for? Many financial frauds, while driven by management, are enabled by

the entityd s f @ implamenesufficient internal controls. For example, a report on the

Worl dCom col |l apse noted that fthetioCdodmpanyds inter
publication of its financial results were dysfunctional at best, and in some areas controls

wer e mi s s i?2H dvakiagnconipanies!ligble for the absence of such controls

should create incentives for directors and shareholders to push for the implementation of

such systems.212 Entity liability deters misconduct by inducing firms to sanction

wrongdoers, implement preventive measures, and undertake policing.213

Fourth, relying solely on individual liability can create significant costs. Securities
law enforcers will have to expend a great deal of effort in identifying the individual
managers involved in the fraud and establishing the proportion of the fraud for which
they are liable. This may be especially difficult with fraud relating to financial
statements, which are prepared by many individuals. Part of the reason for the current
failure of the system to apportion blame may be economicd the costs of doing such an
apportionment may outweigh the benefits. To the extent that some fraud is caused by
systemic failure, it may not be possible to meaningfully assign blame to individuals. The
result may be that securities class actions, which already take years to resolve, will drag
on even longer, burdening the courts.

If the entity is not liable, securities fraud enforcers will have to go after the personal
assets of the manager when in the past they might have been satisfied with a settlement
within the |limits of the managerds insurance pol
by negotiating larger insurance policies.214 But there are costs associated with securities
fraud cases that may exceed the limits of the insurance policy. For example, managers
will have to spend significant amounts of time and resources defending against securities
class actions that might settle more quickly when the entity is the target.

Peter Schuck argues in the context of government torts that imposing liability on
individuals for torts committed in the course of their duties may make them risk-averse,
causing a chilling effect and discouraging vigorous decisionmaking.21® Schuck argues
that governmental entities are the cheapest cost avoider for government torts because they
can implement policies, procedures, and training that may prevent torts by government
employees. Schuck thus provides support for the doctrine of qualified immunity, which
shields government officials from tort liability if they do not act unreasonably.

While the contexts of government and corporate liability differ, it is far from
apparent why the concerns of chilling identified by Schuck would not apply with respect

Class Actions Virtuoys39 Ariz. L. REV.4 9 7 , 511 (1997) ( A Eentives foryownérsita b i | ity provi des
empl oy efficient strategies to reduce costly violations of th
211. BREEDON, supranote 37, at 22.
212. See generallyFinancial Penalties Statement, supranote 206 ( iThe Senate Report al so notes
importance of good compliance programs and observes that the availability of penalties may encourage
devel opment of such programs. o0) .
213. SeeArlen & Kraakman, supranote 210, at 693.
214. See, e.g.Arlen & Carney, supranote 141, at 706 (AThe Coase Theorem i mplies tF
costs are negligible, the assignment of liability between the enterprise and the agent should not affect the
efficiency of the outcome (here, the amount of fraud). )psee alsoAlan O. Sykes, The Economics of Vicarious
Liability, 93 YALE L.J. 1231, 1232 (1984) (noting that if transaction costs are low, agents and principles will
negotiate to apportion liability).
215. PETER SCHUCK, SUING GOVERNMENT: CITIZEN REMEDIES FOR OFFICIAL WRONGS (1983).
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to corporate decisionmaking. Vigorous decisionmaking is essential to effective

businesses. Corporate managers need to signal within reasonable bounds their belief in

the strength of their business. Without such optimism and risk-t a ki n g, the nationds
economy might suffer.

The answer may be that there is already a form of qualified immunity with respect to
many securities fraud cases. In order to be liable under Rule 10b-5, the defendant must
have acted with scienter.216 The scienter requirement shields defendants who make
isolated mistakes in the course of their duties.

Nevertheless, absent an entity defendant, plaintiffs and regulators may have an
incentive to aggressively argue that individual managers acted with scienter, even if the
problem had systemic causes. And courts may be more sympathetic to such arguments
because there is no entity to blame. As a result, individual managers will have to spend
more time and resources defending themselves in accounting fraud cases.

Given that entities have incentives to allow fraud, have the ability to check certain
types of fraud, and individual liability can be problematic, there should be some vicarious
liability for securities law violations. The challenge is distinguishing the circumstances
when entity liability may be counter-productive and it would be better for only
individuals to be liable. The materiality of financial misstatements is a promising area in
which to explore this possibility.

C. A RefinedVicarious Liability Standard

The solution may not be to abandon vicarious liability but to refine it.217 The
premise of doing away with vicarious liability is that individuals rather than entities need
to be deterred. But that is not always the case. In considering whether vicarious liability
is appropriate for financial misstatements, the law should distinguish between systemic
and individual causes. Companies are more directly affected by quantitatively large
misstatements. Companies are better able to monitor and prevent quantitatively large
misstatements than individual managers. In contrast, companies have fewer incentives to
use quantitatively small misstatements to manipulate their stock price. Companies are
less able to monitor and prevent quantitatively small misstatements than individual
managers. Thus, companies should only be vicariously liable for quantitatively large
misstatements, while individual managers should be liable for quantitatively small
financial misstatements, especially if they cause stock price fluctuations that they profit
from. In doing so, the legal framework would focus more efforts on preventing Large
Scale rather than Small Scale accounting fraud.

216. SeeErnst & Ernst v. Hochfelder, 425 U.S. 185 (1976); supratext accompanying note 89.

217. Professor Coffee suggeststhatia combi ned or hybrid system of agent and ent
agent& liability being increased and the enterprise& liability being decreased) seems likely to better deter
securi ti es stpraaote @, atd563ndd3;fseealsdBlue Chip Stamps v. Manor Drug Stores, 421
US.723,746n. 10 (1975) (A[T]l]he SEC would I imit the vicarious | iabi
and nonsellers to situations where the corporate issuerhasbeen unj ustly enriched by a violation.
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1. Companies

a. Quantitatively Large Misstatements

The case for vicarious liability is strongest with respect to quantitatively large
misstatements. The preventive measures that companies are incentivized to implement by
vicarious liability are best suited to prevent such misstatements. If implemented properly,
external audits, internal controls, and policies/procedures may detect and remedy major
misstatements, especially if they occur over time.218

While the cost of audits, controls, and procedures are significant, corporations that
access the public markets should have the resources to implement measures to assess the
risk of quantitatively large misstatements in their financial statements. The cost of
monitoring for quantitatively large misstatements is justified to prevent the significant
public costs of Large Scale accounting fraud. Unless markets can adequately assess the
intrinsic value of companies, capital will be misallocated, and shareholders and
stakeholders will suffer harm.

The cost of ensuring the effectiveness of such policies and procedures can be too
high for any one individual to bear. Because of the complexity of public corporations, no
one person can entirely control the accuracy of financial reporting. The responsibility for
ensuring there are adequate audits, controls, policies and procedures should rest with the
company as a whole. When such procedures break down, it can be difficult to pinpoint
the blame on any one person.219 High-level managers will point to mid-level managers
who will point to low-level managers who will point to the auditors who signed off on the
financial reports, while auditors will point back to management. Requiring the
identification of the particular individual who was responsible for a quantitative
misstatement can be extremely costly. Thus, there is a strong case for allowing vicarious
liability for a breakdown of the procedures preventing quantitatively large misstatements
because it reduces the costs of assigning blame.

Of course, that is not to say that there will not be cases where individuals are clearly
responsible for quantitatively large misstatements. And when they are, such individuals
should bear the costs along with the corporation. But such cases can be difficult to
establish. In most cases, plaintiffs or the government will need to name a wide range of
individuals whose cumulative actions or inactions caused the financial misstatement. It
might be impossible to meaningfully determine the relative amount of responsibility of
each of these individuals. Making the corporation liable for quantitatively large
misstatements will ensure that some party will be liable for Large Scale accounting
frauds and have an incentive to prevent such fraud.220

218. SeegenerallyBarrett, supranote 9, at 853 (noting the importance of internal controls in preventing
accounting fraud); supranotes 206, 212.
219. See, e.gChristopher D. Stone, The Place of Enterprise Liability in the Control of Corporate Conduct
90 YALELJ. 1, 31 (1980) (-Cagsiig]cdnperatelzandudt does rfot tyhialty have, at its root, a
particular agent so clearly 6to blamed that he or she merits

public ceremony. o).
220. See, e.glewis A. Kornhauser, An Economic Analysis of the Choice Between Enterprise and Personal
Liability for Accidents70 CAL. L.REv.1 3 4 5, 1370 (1982) (AUnder enterprise I|Iiabil:i

might succeed in her suit because she can attribute the cause to the enterprise but not to any particular
individual or division of it.o).
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b. Quantitatively Small Misstatements

In contrast, it may not be effective to hold a company vicariously liable for
quantitatively small misstatements. Companies have less incentive to allow managers to
manipulate the short term fluctuations of their stock (although they might have an
incentive if it allows them to pay their managers less). In the context of Small Scale
manipulations, managers are more likely to be acting for their own enrichment, capturing
benefits for themselves through earnings management, rather than acting within the scope
of their agency. Preventive measures such as audits, controls, or procedures that are
induced by vicarious liability may be less likely to stop quantitatively small
misstatements. The arguments against vicarious liability are strongest in a situation where
the company does not capture the benefits of the fraud and is less likely to detect it.
One response might be that if it is true that quantitatively small misstatements are
unlikely to affect the fundamental value of a stock, there is little need to shield companies
from such liability. If there is only a minimal impact on the stock price, it is unlikely that
plaintiffs will be able to recover significant damages. But that does not mean that they
will not try to link the misstatement to other stock price fluctuations.22l And some
relatively small misstatements are associated with significant shareholder losses, at least
in the short term. A recent study found that the revelation of stock-options backdating
resulted in an immediate loss of $400 million in market value for $500,000 in benefits.222
And while quantitatively small misstatements may not significantlyaf f ect t he mar ket &8s
long term assessment of the fundamental value of a stock, they might lead to temporary
market overreactions, resulting in price fluctuations for which plaintiffs will try to
recover, imposing costs on companies.223
Another argument for holding companies vicariously liable for quantitatively small
misstatements is that such a standard is prophylactic, preventing a culture that allows
persistent and quantitatively large misstatements.224 But while some companies that
allow quantitatively small misstatements become companies where long term fraud
evolves, it is difficult to conclude that a culture that permits minor misstatements
necessarily leads to more significant fraud. Moreover, some of the tendencies to allow a
fraudulent culture might be checked by measures implemented by Sarbanes-Oxley,
specifically section 302225whi ch requires the companyds chief ex
of ficers to certify the c¢omp a2fwhckreqiitesnanci al state
a companyds ddamadéements &aob attest to the company.
Given these provisions, the marginal benefit of making companies vicariously liable for
all misstatements may be small.

221. See, e.gCoffee, supranote 18, at 537 (noting the tendency of plaintiffs to link misstatements to stock
price declines).

222. M.P. Nayaranan et al., The Economic Impact of Backdating of Executive Stock @pti65 MIcH. L.

Rev. 1597, 1601 (2007).

223. See, e.g.Easterbrook & Fischel, supranote 23, at 617 (describing the costs of private securities
actions).

224. See, e.g.SAB No. 99, supra note 10, at 3 (AThe tone otheecorpordiey t op managemen:
environment or culture within which financial reporting occursd is the most important factor contributing to the
integrity of the financial reporting process. 0).

225. Sarbanes-Oxley Act of 2002 § 302, 15 U.S.C. § 7241 (2008).

226. 1d. § 404,15 U.S.C. § 7262.
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2. Individual Managers

That is not to say that quantitatively small misstatements should always be allowed.
While such misstatements may not have
of the firmbs intrinsic val ue, such
temporary stock fluctuations that allow unjust enrichment by individual managers.227 The
securities laws have focused on targeting such self-enrichment.228 Insider sales of
securities around the time of a misstatement are often seen as a sign of scienter.229
Section 304 of Sarbanes-Oxley requires individuals to return bonuses or compensation
they receive as a result of accounting misconduct.230

In addition, totally removing liability for small financial misstatements would create
a significant disparity where it is easier to be liable for a nonfinancial misstatement than
for a financial misstatement.231 Such a system might under-deter fraud relating to
financial misstatements.

Thus, even if a misstatement is not quantitatively large, courts should consider
whether an individual personally benefited from any stock price manipulation in
assessing whether the misstatement is material. In such cases, the misstatement could
trigger liability solely with respect to the enriched individual 232

Retaining individual liability for qualitative misstatements in circumstances of self-
enrichment would help deter such behavior. If there is specific evidence of fraudulent
enrichment by individual managers, and there is an adjudication, it may be that the fraud
exclusions of their D&O policies will not apply, meaning that they will have to cover
additional costs of liability under the securities laws.233 Moreover, the SEC can bring
enforcement actions and impose sanctions that are not covered by insurance.

One objection to making individuals liable for quantitatively small misstatements is
that it may result in a chilling effect similar to that identified by Schuck with respect to
government officials. Because individuals could be responsible for even quantitatively

a

mi

227. See, e.g.Messod D. Beneish, Incentives and Penalties Related to Earnings Overstatements That
Violate GAAR7L ACCT.REV. 425, 45 4TIHe& 99@9 ul(ths s u g g eedotsell thelr eqity manager sdé desi
for earnin

contingent wealth at higher prices is a motivation

228. Donald Langevoort argues that unjust enrichment remedies should be emphasized even more,
especially if the law evolves in a way that limits vicarious liability. SeeDonald C. Langevoort, Capping the
Damages for OpeiMarket Securities Fraud8 ARriz. L. REv. 639, 655 (1996) (noting that open market fraud
may look more like insider trading); see alsdBooth, supranote 6, at 31-35 (arguing that only securities fraud
actions alleging insider trading by directors, officers, or agents should be permitted to proceed); A.C. Pritchard,

Who Cares?80 WAsH. U.L.Q.8 83, 887 (2002) ( fiMan sigarderso manipudatead i st ort stock pr

stock price-based compensation scheme would be forced to disgorge the excess gains . . . . 0) .

229. See, e PR Di amonds, Il nc. V. Chandl er, 364
allegations of fraudulent motive which courts most often recognize as support for a strong inference of scienter
are allegations that insiders sold stockad).

230. Sarbanes-Oxley Act of 2002 § 304, 15 U.S.C. § 7243.

231. On the other hand, courts already have various tests they use to screen out nonfinancial misstatements.
SeeHoffman, supranote 3, at 573 (identifying four tests courts use to assess the materiality of qualitative
misstatements). Thus, limiting liability for certain types of financial misstatements might actually narrow rather
than expand a disparity.

232. The Supreme Court has recognized that such gain can be strong evidence of scienter. SeeTellabs, Inc.

. 3d

A Makor | ssues & Rights, Ltd., 1 217inarial gai@ may weiyid 9 9

heavily in favor of a scienter inferenceo).
233. Coffee, supranote 6, 1574 n.150.

2511

signific
sstateme

671, 691

(2007)

C

r
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small misstatements if they allow the company to meet earnings expectations, they will
use the most conservative accounting possible, understating the value of the company to
investors. The result, one might argue, is that the company would still be governed in
substance by a qualitative standard.

One response to this argument is that the scienter requirement reduces some of those
costs. Individuals will not be liable for accidental misstatements. Another response is to
firmly link such cases to individual self-enrichment. A difference between corporate
management and government officials is that government officials do not typically
receive bonuses or stock options for meeting performance targets. By making liability
contingent on whether the individual personally profits from the misstatement, either by
receiving a bonus, or exercising stock options, a corporate manager who would want to
avoid such liability could perhaps do so by not selling stock options around earnings
announcements. Or, if it appears there were questionable accounting decisions that
affected compensation, the individual could preemptively avoid liability by returning the
bonus or compensation.

Another objection is that because of the relatively small assets of some individuals,
investors may not be compensated for the harm caused by quantitatively small
misstatements. One response might be that the goal of such actions is not necessarily
compensation, but deterrence and remedying unjust self-enrichment. Moreover, because
of the smaller pockets of individual managers, class action attorneys may be less likely to
bring strike suits for temporary fluctuations, reducing the cost of defending class actions.
Some might argue that fewer suits would result in under-deterrence. It is here where the
SEC and other regulators should step ind aggressively enforcing the law in an area where
private incentives may not be as strong.

3. Benefits

There would be a number of benefits to limiting vicarious liability for financial
misstatements. First, the law could channel more resources towards preventing Large
Scale accounting fraud by companies. Second, the cost of complying with GAAP will be
significantly lowered. Companies can focus on implementing policies and procedures
that will detect quantitatively large misstatements. Moreover, strike suits by plaintiffs
based on minor misstatements will be less likely, saving litigation costs. Finally,
individual managers will still be deterred because they can be liable for quantitatively
small misstatements, especially if they result in self-enrichment. Enforcement cases
involving such misstatements will look like insider trading cases, relatively few but
involving significant sanctions. As a result, individual managers may be more
incentivized to seek value creation over the long term rather than exploiting temporarily
inflated stock prices to enrich themselves.

By limiting the reach of securities fraud suits, this proposal might blunt criticisms
that such suits are abusive and too costly. Rather than punish companies for every
fluctuation in their stock price caused by a financial misstatement, the law would target
the worst forms of misconduct that are likely to cause public harm. Instead of arbitrarily
restricting securities fraud suits because of their perceived costs, policymakers and judges
should think of thoughtful limits that allow such suits to deter the worst forms of fraud.
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VI. IMPLEMENTATION

These proposals could be implemented together or separately. The SEC might
implement the proposals by rulemaking or by publishing guidelines. Joseph Grundfest
has argued that the SEC has the power to take a more active role in defining broad
concepts such as materiality.234 Courts could also refine the law relating to materiality
and vicarious liability consistent with these recommendations. In the event that
rulemaking or judicial action is not a viable option, the SEC could partially implement
the proposal by altering its enforcement patterns. With respect to the persistence
proposal, the SEC could assess whether it should focus enforcement resources on a case
based on whether it involves a persistent financial misstatement. Or, with respect to the
vicarious liability proposal, the SEC might only name companies as defendants for
quantitatively large misstatements while naming only individuals for quantitatively small
misstatements when there is evidence of unjust enrichment.

VII. CONCLUSION

For years, there has been a debate centered on whether a quantitative or qualitative
standard of materiality should govern the accuracy of financial statements. This Article
argues that the debate should be reframed. Rather than focusing on whether the standard
is easy to apply or allows punishment of earnings manipulation, this Article provides a
firmer basis for distinguishing the financial misstatements that matter.

In doing so, the Article provides an alternative to assessing materiality primarily by
assessing the marketds reaction to t
misstatements, fundamental analysis can provide meaningful ex antedistinctions between
misstatements. Fundamental analysis is especially appropriate with respect to financial
misstatements because rational investors focus on such numbers in valuing companies.
Viewed in the light of fundamental analysis, materiality does not hinge solely on whether
a misstatement is large or small, or largely on the motivation for the misstatement.
Instead, the materiality standard should focus on assessing the persistence of the
misstatement.

This Article also seeks to resolve the tension between quantitative and qualitative
standards by drawing upon, but modifying, recent proposals to abandon vicarious liability
for fraud-on-the-market cases. The solution is not to get rid of vicarious liability, but to
refine it so that the standard allocates liability in a rational way. Companies should not be
vicariously responsible for every mistake in accounting, but should focus on ensuring that
quantitatively large misstatements do not occur. In contrast, individuals should be liable
for quantitatively small misstatements, especially when they make such misstatements to
enrich themselves.

Assessing materiality, even of financial misstatements, will always be more of an art
than a science. Nevertheless, careful analysis based on valuation and entity liability
theory can provide insights into the misstatements that the law should regard as material.
By doing so, perhaps the important role of securities fraud actions in deterring significant
accounting fraud might be preserved.
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