CLEARY
GorTtues \ Alert Memo

MARCH 7, 2012

www.clearygottlieb.com

PCAOB Issues Proposals on Related Parties, Significant
Unusual Transactions and Financial Relationships with
Executive Officers

At its recent open meeting, the Public Company Accounting Oversight Board
proposed for comment a new auditing standard concerning related parties and amendments
to existing standards addressing a company’s significant unusual transactions and financial
relationships with executive officers." The PCAOB noted the auditor’s privileged vantage
point in detecting improprieties involving these relationships and transactions, which have
played a prominent role in numerous corporate scandals.? The proposals build on existing
risk assessment standards and are intended to improve investor protection by requiring
additional audit procedures. Like many of the PCAOB’s recent initiatives, the underlying
current of the proposals is the dual need to improve the auditor’s professional skepticism
and the audit committee’s appreciation of matters that are particularly susceptible to abuse.

While a detailed review of the proposals and their impact on financial reporting is
beyond the scope of this alert memo, several of the proposed procedures should be taken
into account by company management in evaluating the effectiveness of the company’s
disclosure controls and procedures and board practices.® We highlight the most important of

! PCAOB Rel. No. 2012-001 (Feb. 28, 2012), available at
http://pcaobus.org/Rules/Rulemaking/Docket038/Release 2012-001_Related_Parties.pdf (the “Release”). Comments
on the proposal are due by May 15, 2012. The PCAOB separately proposed various rule and form amendments to
reflect their application to auditors of brokers and dealers registered with the SEC as authorized by the Dodd-Frank
Wall Street Reform and Consumer Protection Act, with comments due on these proposals by April 30, 2012. PCAOB
Rel. No. 2012-002 (Feb. 28, 2012).

2 The PCAOB notes, for example, an examination of SEC accounting and auditing enforcement releases from 1997 to
2008 that found that the CEO or CFO was named in 89% of the proceedings involving fraudulent reporting and that
the SEC’s “most commonly cited motivations for fraud included the need to meet internal or external earnings
expectations, an attempt to conceal the company’s deteriorating financial condition, the need to increase the stock
price, the need to bolster financial performance for pending [securities] financing, or the desire to increase
management compensation based on financial results.” Release at 11 (citing Beasley, J. Carcello, D. Hermanson, and
T. Neal, Fraudulent Financial Reporting 1998-2007 An Analysis of U.S. Public Companies, available at
http://www.coso.org/documents/COSOFRAUDSTUDY?2010_001.pdf.).

% Rules 13a-15(b) and 15d-15(b) under the Securities Exchange Act of 1934 require a U.S. public company to evaluate,
among other matters, the effectiveness of its disclosure controls and procedures on a quarterly basis, and the results of
the evaluation are reported in the company’s periodic reports.
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these points below. The importance of reflecting on these and other areas of potential
vulnerability should not be underestimated, particularly given the SEC’s expanded authority
under the Dodd-Frank Act to pursue aiding and abetting claims based on reckless (in
addition to knowing) conduct and SEC staff comments that “gatekeepers,” including
lawyers, will remain an enforcement focus for 2012,

Proposed Auditing Standard Regarding Related Parties

The PCAOB’s proposed standard on related parties would replace its interim auditing
standard AU sec. 334, Related Parties. The new standard would incorporate the existing
standard’s requirements, but would expand and refine them.* In particular, it would require
the auditor to perform more detailed procedures to identify related parties, obtain an
understanding of the nature of the company’s relationships with them and understand the
terms and business purpose of related party transactions. A note included in the proposed
standard also references AS No. 11, Consideration of Materiality in Planning and
Performing an Audit, as a reminder that related party transactions have special status when
considering materiality. Paragraph 7 of that standard states that even misstatements in
amounts less than the materiality level used for the financial statements as a whole could
influence the judgment of a reasonable investor because of qualitative factors, including for
example the “sensitivity of circumstances surrounding misstatements, such as conflicts of
interest in related party transactions.”

Included among the proposed procedures are the following:®

e Gaining an understanding of controls relating to relationships and
transactions. The auditor must obtain an understanding of the company’s
controls established to:

o identify related parties and relationships and transactions with them;
o0 authorize and approve related party transactions; and

o0 account for and disclose relationships and transactions with related parties
in the financial statements.

e Additional management inquiries and procedures. The auditor should also
make specified inquiries of management about related parties and transactions
and relationships with them, including about:

Recognizing the variations in how different financial accounting frameworks address related parties, the proposed
standard refers the auditor to SEC requirements for the company under audit with respect to both applicable accounting
principles, including the definition of “related party,” and related disclosure requirements.

Other procedures introduced in the new standard but not discussed in this alert memo focus on communications with
the engagement team and other auditors.
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0 background information concerning the related parties (e.g., physical
location, industry and number of employees);

the nature of the relationships with related parties;

the types of transactions entered into with each related party during the
period under audit and the terms and business purpose (or lack thereof)
for each type;

0 the business reasons for entering into a transaction with a related party
versus an unrelated party; and

o significant related party transactions that were not authorized as required
under company policy or for which policy exceptions were authorized.

Under the proposal, the auditor should identify and make inquiries of company
personnel who are likely to have additional knowledge about the above matters,
including those in a position to initiate, process or record related party
transactions, internal auditors, in-house legal counsel, the chief compliance/ethics
officer and the human resources director. Some of these personnel may already
be involved in regular communications with the auditor (e.g., legal and
compliance professionals regularly meet with the auditor about legal
contingencies), but others may not. If this procedure is included in the final
standard, companies should be proactive in identifying the individuals having
relevant knowledge and the other sources of information that will assist those
individuals in responding to the auditor’s inquiries.

Proposed amendments to AU sec. 333, Management Representations, would
complement these inquiries with management representations, among other
matters, as to the absence of related parties or related party transactions that have
not been properly accounted for and adequately disclosed. The management
assertions would be appropriate under the proposed amendments even if the
auditor’s procedures indicate that all relationships and transactions with related
parties have been properly accounted for and disclosed.

Mandatory procedures for related party transactions required to be disclosed.
Certain mandatory procedures would apply to each related party transaction (or
type of transaction) required to be disclosed. These include requirements to read
the underlying documentation to determine whether the terms and business
purpose (or lack thereof) is consistent with information obtained through the
auditor’s inquiries and other audit evidence, and to determine whether the
transactions were authorized and approved under company policies and
procedures or exceptions granted.

Communications with the audit committee. The proposal calls for specific
communications with the audit committee about the auditor’s evaluation of the
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company’s identification of, accounting for and disclosure of related parties and
related party transactions, as well as other significant matters, including:

o the identification of related parties or relationships or transactions with
related parties that were previously undisclosed to the auditor;

o the identification of significant related party transactions (i) that were not
authorized or approved in accordance with the company’s policies or
procedures; and (ii) for which exceptions to those policies and procedures
were granted,;

o the inclusion of disclosure that a related party transaction was conducted
on terms equivalent to an arm’s-length transaction and the evidence
obtained by the auditor to support that assertion;

o the identification of significant related party transactions that appear to the
auditor to lack a business purpose; and

o the audit committee’s understanding of the company’s related party
relationships and transactions and whether the committee has any
concerns about them.

The new standard would retain the requirement of AU sec. 334 that the auditor
express a qualified or adverse opinion if management asserts a related party transaction
occurred at arm’s-length without providing sufficient evidence to allow the auditor to arrive
at the same conclusion. The Release clarifies that qualifying the assertion by stating that it is
management’s or the company’s belief does not change the auditor’s responsibility to obtain
sufficient evidence. It is noteworthy that management’s removal of the assertion at the
auditor’s request due to insufficient support could affect the auditor’s assessment of the
company’s internal control over financial reporting. This renewed focus on long-standing
guidance suggests that management should review the adequacy of its process for
developing supporting data. The guidance should also serve as a reminder to companies that
similar qualifications in other settings do not give management a “pass” on developing
appropriate support for the relevant assertions as part of their disclosure controls and
procedures.

Even though directed at auditors, the proposed standard should prompt companies to
take a fresh look at their policies and procedures for related party transactions to ensure that
they are sufficiently robust and comprehensive to generate reliable and responsive
information. Indeed, the kinds of information called for by the proposal are precisely those
that should be reviewed as part of an effective compliance program. In this regard, it is
noteworthy that if the auditor discovers an undisclosed relationship or transaction, it must
(among other procedures) evaluate the implications for its assessment of internal control
over financial reporting. To assist the auditor in identifying relationships and transactions,
the Release lists examples of information and sources of information that could indicate that
undisclosed related parties or related party transactions may exist. The examples would also
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be a good starting point for both finance and legal personnel when reviewing the adequacy of
internal policies and procedures for consideration of related party transactions. We have
reproduced them in Annex A.

To mitigate the risk of undetected relationships or transactions or abuse, a company
should design controls and procedures that operate at least annually to identify related
parties. The directors’ and officers’ questionnaire used to elicit information responsive to
SEC disclosure rules about related person transactions® is a common procedure for this
purpose, but it should not be the exclusive means used. Companies should have other
controls that operate to cross-check and verify the extent of relationships and transactions, as
well as controls that surface changes in interim periods (e.g., expansion of a recurring supply
chain relationship with a related party). Special inquiries should be undertaken when there is
a significant change in the company’s related persons or circumstances, such as following
acquisitions or changes in directors or executive officers. Additional controls can include
conflict of interest reporting obligations (often included in a company’s code of ethics),
certifications, questionnaires for new directors and executive officers, as well as supply
chain, accounting and similar internal inquiries and inquiries of other persons involved in a
related party transaction.

Relationships and transactions should also be reviewed by management and the audit
committee using a systematic approach, including clear lines of approval authority and
appropriate documentation presented in a consistent format to mitigate the risk of
uninformed decisions. Where deviations from internal policies and procedures are
permitted, a well-documented and substantive rationale should be presented as part of the
approval and oversight process and reflected in the company’s books and records (including
the minutes of the deliberations of the audit committee).

Proposed Amendments Addressing Significant Unusual Transactions

The proposed amendments to standards addressing significant unusual transactions
(i.e., those that occur outside the normal course of business or otherwise appear unusual due
to their timing, nature or size) would also build on several existing standards, notably AU
sec. 316, Consideration of Fraud in a Financial Statement Audit, AS No. 12, Identifying and
Assessing Risks of Material Misstatement, and AS No. 13, The Auditor’s Responses to the
Risks of Material Misstatement.

The proposed amendments in this area would require additional procedures for
identifying significant unusual transactions and provide guidance for evaluating whether
they are adequately accounted for and their business purpose adequately disclosed. Many of
the procedures are comparable in nature and scope to those set out in the proposed standard

& See Item 404 of Regulation S-K.
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addressing related parties and in some cases are explicitly linked to the risks involving
related parties. For example, in identifying and assessing the risk of misstatement, the
auditor would be required to make a specific inquiry of management and the audit committee
about whether the company has entered into any significant unusual transactions and, if so,
the nature, terms and business purpose (or lack thereof) of those transactions and whether
such transactions involved related parties. Similarly, under the proposed amendments, the
auditor should obtain an understanding of management controls to identify, authorize and
approve, and account for and disclose, significant unusual transactions in the financial
statements, if the auditor has not already done so when obtaining an understanding of the
company’s internal control over financial reporting.

The proposed amendments also clarify the auditor’s obligation in evaluating the
business purpose of a significant unusual transaction by requiring the auditor to evaluate
whether the business purpose indicates that the transaction may have been entered into to
engage in fraud or to misappropriate assets. To support this evaluation, the amendments to
AU sec. 316 would require the auditor to design and perform procedures to obtain an
understanding of the business purpose of the transaction. These should include reading the
underlying documentation, determining whether the terms and business purpose (or lack
thereof) are consistent with management’s explanations and other audit evidence, and
determining whether the transaction was appropriately authorized and approved. AU sec.
316 would also be amended to expand and refine the list of factors the auditor should
consider in evaluating a transaction’s business purpose. Among the additional factors is
whether the company’s accounting for the transaction enables the company to achieve
certain financial targets.

Like the proposed standard addressing related parties, the proposed amendments
addressing significant unusual transactions should also be instructive when management
evaluates the continuing effectiveness of the design and operation of the company’s
disclosure controls and procedures.

Amendments Addressing Financial Relationships with Executive Officers

The final set of amendments included in the proposals is directed at executive
compensation. As stated by departing PCAOB Board Member Daniel Goelzer, “as the idea
of pay-for-performance has become business orthodoxy . . ., the risk that accounting
measures may be manipulated to meet compensation-triggering targets has become painfully
obvious.” The discussion at the PCAOB’s open meeting emphasized the importance of
additiona7l scrutiny in this area, given the ability of executive officers to circumvent
controls.

7 The Release would define executive officer based on the definition of “executive officer” in Rule 3b-7 under the

Securities Exchange Act of 1934.
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The PCAOB’s proposed amendments are intended to strengthen several existing
standards, including AS No. 12, Identifying and Assessing Risks of Material Misstatement.
Whereas the PCAOB’s standards now require that auditors gain an understanding of a
company’s compensation arrangements for senior management, the proposed amendments
would add procedures that the auditor should undertake, or consider undertaking, to obtain
an understanding of the company’s financial relationships and transactions with executive
officers.

For example, the proposed amendments to AS No. 12 would require the auditor to
perform procedures to obtain an understanding of the company’s financial relationships and
transactions with its executive officers, which should include reading executive officer
employment contracts and reviewing company proxy statements and other documents filed
with the SEC and other regulatory agencies that relate to those relationships and transactions.
Obtaining an understanding of executive compensation could assist the auditor, among other
things, “in determining areas where management bias might occur (e.g., certain accounting
estimates, including fair value measurements)”® and would complement the requirement that
key members of the engagement team consider “known external and internal factors
affecting the company that might create incentives or pressures for management and others
to commit fraud.”®

The proposal would also amend the procedures that the auditor should consider in
obtaining an understanding of the company to include inquiries of the chair of the
compensation committee, compensation consultants engaged by management or the
committee and appropriate employees (such as the human resources director) about the
structuring of executive compensation and the company’s policies and procedures for
authorizing and approving executive officer expense reimbursements.’® While it is difficult
to predict how practice might evolve in light of this guidance, it would not be unreasonable
to expect that it could prompt the auditor to request an invitation to compensation committee
meetings where significant matters are discussed. In our view, the most important of those
would be the meetings at which performance targets are set, which typically occur in the
early months of a company’s fiscal year.

The Release emphasizes that the proposed procedures are not directed at the
substance of the company’s arrangements, but instead are intended to assist the auditor in
identifying the associated risks. In this respect, the proposed amendments would work well

8 Release at A4-42.

®  Release at A4-43.

0 The requirement under AS No. 12 to obtain an understanding of compensation arrangements with other senior

management would also be retained.
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with the SEC’s rules requiring disclosure about a company’s compensation policies and
practices as they relate to risk management.** Those rules have prompted companies and
their compensation committees to focus on the potential deleterious consequences of
compensation incentives and potential mitigating controls when evaluating their
compensation practices. The PCAOB’s proposed amendments signal the importance of
maintaining that focus as a regular part of management’s and the board’s review of executive
compensation arrangements.

* * *

Please feel free to contact any of your regular contacts at the firm or any of our partners
and counsel listed under Capital Markets, Executive Compensation and ERISA or Corporate
Governance in the Practices section of our website (http://www.cgsh.com) if you have
questions.

CLEARY GOTTLIEB STEEN & HAMILTON LLP

11 See Item 402(s) of Regulation S-K.
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ANNEX A

Examples of Information and Sources of Information That Could
Indicate That Related Parties or Relationships or Transactions with Related

Parties Previously Undisclosed to the Auditor Might Exist
(Excerpted from PCAOB Rel. No. 2012-001)

The following are examples of information that could indicate that related parties or
relationships or transactions with related parties previously undisclosed to the auditor
might exist:

e Buying or selling goods or services at prices that differ significantly from prevailing
market prices;

e Sales transactions with unusual terms, including unusual rights of return or extended
payment terms generally not offered to customers;

e “Bill and hold” type transactions;

e Borrowing or lending on an interest-free basis or with no fixed repayment terms;

e Occupying premises or receiving other assets or rendering or receiving management
services when no consideration is exchanged;

e Engaging in a nonmonetary transaction that lacks commercial substance;

e Sales without economic substance (e.g., funding the other party to the transaction to
facilitate collection of the sales price, or entering into a transaction shortly prior to
period end and unwinding that transaction shortly after period end);

e Loans to parties that, at the time of the loan transaction, do not have the ability to
repay and possess insufficient or no collateral,

e Loans made without prior consideration of the ability of the party to repay;

e A subsequent repurchase of goods that indicates that at the time of sale an implicit
obligation to repurchase may have existed that would have precluded revenue
recognition or sales treatment;

e Advancing company funds that are used directly or indirectly to pay what would
otherwise be an uncollectible loan or receivable;

e Sales at below market rates to an intermediary whose involvement serves no apparent
business purpose and who, in turn, sells to the ultimate customer at a higher price,
with the intermediary (and ultimately its principals) retaining the difference;

e Guarantees and guarantor relationships outside the normal course of business; or

e Transactions between two or more entities in which each party provides and receives
the same or similar amounts of consideration (e.g., round-trip transactions).
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The following are examples of sources of information that could indicate that related

parties or relationships or transactions with related parties previously undisclosed to the
auditor might exist:

Minutes of meetings of the board of directors;

Periodic and current reports, proxy statements, and other relevant company filings
with the SEC and other regulatory agencies;

Confirmation responses and responses to inquiries of the company's lawyers;

Tax filings;

Invoices and correspondence received from the company’s professional advisors, for
example, attorneys and consulting firms;

Relevant internal auditors’ reports;

Conflicts-of-interest statements from management and others;

Shareholder registers that identify the company’s principal shareholders;

Life insurance policies purchased by the company;

Records of the company’s investments, pension plans, and other trusts established for
the benefit of employees, including the names of the officers and trustees of such
investments, pension plans, and other trusts;

Contracts or other agreements (including side agreements or other arrangements)
with management;

Contracts and other agreements representing significant unusual transactions;
Significant contracts renegotiated by the company during the period under audit;
Records from a management, audit committee, or board of directors’ whistleblower
program;

Expense reimbursement documentation for executive officers; or

The company’s organizational charts.

10
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