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Events Affecting Restatement Activity

REGULATORY CLARIFICATION
SEC issues SAB 99: Materiality and
SAB 101: Revenue Recognition

ACCOUNTING EVENT
Enron restatement

SOX EVENTS
Filing deadlines accelerate for all accelerated filers

ACCOUNTING EVENT
Lease accounting restate-
ments following SEC
lease accounting letter

SOX EVENTS

First Section 404(a)&(b) ICFR reports issued by
larger companies for years ending after November
15, 2004

SOX EVENTS
Section 404(a) ICFR
reports issued by
smaller companies /
PCAOB issues

AS No.5

REGULATORY CLARIFICATION
SEC issues interpretive guidance for management’s
ICFR assessments

ECONOMIC EVENT
Recession begins

REGULATORY CLARIFICATION
FASB issues ASU No. 2009-12 Fair
Value Measurement and Disclosures

ECONOMIC EVENT
Recession ends

ECONOMIC EVENT ‘

Recession begins

ACCOUNTING EVENT
Worldcom restatement

SOX EVENTS
SOX enacted, Section 302 reporting
commences

REGULATORY CLARIFICATION
SEC introduces non-reliance report-
ing on Form 8-K ltem 4.02

ACCOUNTING EVENT
Stock-option backdating
restatements

SOX & ICFR EVENT
First ICFR reports issued by larger foreign filers

REGULATORY CLARIFICATION
SEC issues SAB 108:
Quantifying Errors

ECONOMIC EVENT
Financial market crash
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About the Center for Audit Quality

The Center for Audit Quality is an autonomous, nonpartisan, nonprofit group dedicated
to enhancing investor confidence and public trust in the global capital markets by:

e Fostering high quality performance by public company auditors;

¢ Convening and collaborating with other stakeholders to advance the discussion
of critical issues requiring action and intervention;

e Advocating policies and standards that promote public company auditors’
objectivity, effectiveness, and responsiveness to dynamic market conditions.
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On behalf of the Center for Audit Quality (CAQ), I am pleased to present this report, Financial Restatement Trends
in the United States: 2003-2012.

Analysis of the trends in and characteristics of restatements of public company financial statements provides useful
information for all stakeholders in the capital markets. Preparers, auditors, and investors benefit from information
on the types of restatements, the accounting issues that resulted in the need for a restatement, and the severity of
those issues.

This study, authored by Professor Susan Scholz of the University of Kansas, focuses on the decade following the
implementation of the Sarbanes-Oxley Act of 2002. It examines developments in the number and seriousness of
restatements over this period and chronicles key policy changes that may have had an impact on restatements.
Professor Scholz conducted a similar study, covering the period 1997-2006, for the Department of the Treasury’s
Advisory Committee on the Auditing Profession in 2008.

The results of the analysis in the present study are encouraging. The number of restatements has declined signifi-
cantly since its peak in 2006, while the number of accounting issues underlying each restatement reported has
also decreased, and the percentage of restatements that involve revenue reporting has leveled off to 10 percent of
restatement volume for the last several years.

Reissuance restatements—meaning those reported in Item 4.02 of a Form 8-K—have decreased in both number and
as a percentage of all restatements over the eight years since the SEC required issuers to report reissuance restate-
ments on the Form 8-K.

While it is not the primary focus of this study, some descriptive statistics are also provided on internal control over
financial reporting (ICFR) and reissuance restatements. With certain exceptions, all public companies are required
to annually assess the effectiveness of ICFR and report the results, and of those, companies with more than $75 mil-
lion in public float are required to include an auditor’s report on ICFR. Professor Scholz’ analysis suggests that man-
agement and the auditor appropriately assessed the effectiveness of ICFR in the overwhelming majority of cases.

We are grateful to Professor Scholz for her careful and thorough analysis. In an environment where business and
accounting issues have become increasingly complex, it is reassuring to observe a downward trend in the number
and severity of restatements filed by issuers.

Sincerely,

C’M«ﬂ.ﬁ-‘t&'

Executive Director
Center for Audit Quality
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Executive Summary

The Center for Audit Quality commissioned this study
to investigate restatement trends and activity from
2003 to 2012. This decade begins soon after the
Sarbanes-Oxley Act (SOX) passed in July 2002 and
includes the implementation of SOX, the financial crash
of 2008, and the subsequent recessionary and recovery
years. The purpose is to understand changes in the
nature of restatements and characteristics of
restatement companies over this period.

An important development during this
time was the introduction by the U.S.
Securities and Exchange Commission
(SEC) of Form 8-K Item 4.02 to report
certain restatements. Since late 2004, a
requirement has been in place that if a
restatement renders a company’s overall
financial statements unreliable, the
company must disclose the restatement
on Form 8-K Item 4.02. As demonstrated
in this study, these “4.02” restatements
are generally more serious than other
restatements (“non-4.02” restatements),
and the study specifically considers 4.02
restatements throughout the analyses.!

The study includes 4,246 restatements
announced on Item 4.02 from 2005 to
2012, plus 6,233 non-4.02 restatements,
announced either before Item 4.02 was
created or in other filings, for a total of
10,479 restatements publicly disclosed
by U.S. and foreign filers registered with
the SEC over the decade. This executive
summary discusses the broad findings.

A. Restatement Trends
and Severity

The number of restatement announce-
ments peaked at 1,784 in 2006, soon
after implementation of SOX Section
404 internal control reporting, and sub-
sequently declined rapidly. By 2009,
711 restatements were announced, and
the number remained near that level
through 2012. Importantly, the overall
severity of restatements decreased

along with the number. For example:

e The decline in the total number of re-
statements is mainly attributable to a

precipitous drop in the number of 4.02

restatements. As shown in Figure 1,
nearly 1,000 4.02 restatements were

announced in 2005, but by 2012 there

were only 255—nearly a 75% decline.
Furthermore, the percentage of 4.02
restatements declined from 61% in
2005 to 35% in 2012.

FIGURE 1: NUMBER OF RESTATEMENTS ANNOUNCED PER YEAR
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e In later years, restatements involve

fewer accounting issues, as the average
number of accounting issues underly-
ing each restatement declined steadily
after 2005. Multiple issues are report-
ed for 70% of restatements in 2005,
but for only 28% of 2012 restatements.

Fewer restatements in later years
involve issues that investors tend to
view as more serious, such as revenue
recognition and accounting for on-go-
ing business expenses. Restatements
involving these core earnings accounts
decreased from 65% of restatements
announced in 2005 to 41% in 2012.

Restatement periods are shorter in
later years. The average time period
corrected by a restatement declined
from an average of more than two
years in 2005 to less than a year and a
half in 2012. There is a corresponding
increase in the proportion of restate-
ments that affect only quarterly, but
not annual, results.

In later years, fewer restatements
reduce previously reported income.
The percentage of restatements that
decrease income dropped from 61%

in 2005 to 36% in 2012. There was a
corresponding increase in the percent-
age of restatements that did not affect
income (such as disclosure and cash
flow statement errors); the percentage
of restatements that increased report-
ed income remained steady.?

Fraud was identified as a factor in rela-
tively few restatements: only 2% across
the decade. However, as discussed in
the section on Restatement Severity
in Chapter 2, because fraud identi-
fication relies on publicly available
information, including SEC Account-
ing and Auditing Enforcement Actions
(AAERs), as well as information in
company filings, not all intentional
misstatements may be identified.

N e s A <

B. Characteristics of
Restatement Companies

Size and Profitability of
Restatement Companies

As the decade progressed, restatement
companies tended to be smaller, and
throughout the decade most restate-
ment companies were unprofitable.?
Specifically:

¢ Restatement companies were similar
in size to the average public company
from 2003 to 2006. Later, restatement
companies were markedly smaller,
except in 2012 when a relatively high
percentage of restatements were an-
nounced by large financial institutions.

e 4.02 restatements tended to be an-
nounced by smaller companies rather
than larger companies in recent years.
The average size of 4.02 restatement
companies trended downward from
87.9 billion in total assets in 2006 to
$1.3 billion in 2011.*

e About half of all restatement companies
reported a net loss prior to announcing
the restatement. Furthermore, the loss-
es are fairly large. The average return
on assets for restating companies with
losses is -55%.°

Restatements by
Foreign Registrants

Foreign registrants announced 15% of the
restatements over the decade. However,
the percentage varies by year and some
characteristics of foreign restatement
companies differ from U.S. restatement
companies.

e Foreign filers were responsible for 12%
of restatements in 2003, increasing to
20% in 2011 and returning to earlier
rates in 2012.

e Foreign restatement companies appear
to consist primarily of some very large
companies and financial institutions
plus a group of very small compa-
nies. The average foreign restatement
company is nearly four times as large

Financial Restatement Trends in the U.S.: 2003-2012

as the average U.S. restatement com-
pany, but the median foreign restate-
ment company is only half as large as
the median U.S. restatement compa-
ny. Along these lines, 30% of foreign
restatement companies trade on the
NYSE and 53% trade over-the counter.

Restatement Activity
Across Industries

Across the decade, restatement activity
was fairly consistent across industries.
For example:

e Overall, the Computer and Software
industry accounted for more restate-
ment companies than any other (18%),
followed closely by Financial, Bank-
ing & Insurance (16%) and Energy,
Mining & Chemicals (14%). Computer
& Software and Financial, Banking &
Insurance rank among the top three
industries each year.

¢ Restatement severity did not vary
meaningfully across industries. Ex-
pense-related restatements are most
common in every industry, and the
proportion of 4.02 restatements is
similar across industries.

e Among foreign restatement compa-
nies, those from the Energy, Mining, &
Chemical industry are most common;
this is mainly due to a high rate of
restatements by mining companies.
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C. Stock Price Reaction
to Restatement
Announcements

Over the decade, the average stock price
reaction to restatements was -1.5%, mea-
sured as the percent change in the stock
price at the time of the announcement,
adjusted for the overall market return.®
These reactions vary by year and nature
of the restatement.

e Those restatements disclosed in 8-Ks
have more negative announcement re-
actions. For example, reactions to 4.02
restatements average -2.3%, compared
to -0.6% for non-4.02 restatements.
Reactions to restatements involving
revenue and fraud average -4.0% and
-6.8%, respectively.

ENDNOTES

1. The first full year of 4.02 reporting was
2005.The creation of Item 4.02, the cri-
teria for 4.02 disclosures, and the diverse
nature of non-4.02 restatements is dis-
cussed in Chapter 1, Section A, Definition
of a Restatement Event.

2. As discussed further in Chapter 2, Section
C, Restatement Severity, this result
is based on a smaller sample because
income effect data are not available for all
restatements.

e The most negative reactions to restate-

ment announcements were during

the recession years of 2008 and 2009,
which averaged -2.0% and -2.5%,
respectively. Reactions were also more
negative in 2012 (-1.95%) due to sev-
eral revenue restatements that elicited
returns of -8% or more.

Overall, restatement announcement
reactions over the decade are compa-
rable to those reported since 2001 and
are much less negative than the -10%
averages reported in the late 1990s.

. Size comparisons are based on total assets,

and restatement companies are compared
to companies included in Standard & Poor’s
Compustat database. As discussed further
in Chapter 3, Section B, Restatement Com-
pany Exchange and Financial Character-
istics, this analysis is based on a smaller
sample because asset and income data are
not available for all restatement companies.

. Restatements by large banks increased the

average size of 4.02 restatement compa-
nies in 2012. Excluding financial institu-
tions, the average size of 4.02 restatement
companies is similar in 2011 and 2012.

D. Internal Control Opinions
and Restatement
Announcements

The study also provides some prelimi-
nary information about internal control
over financial reporting (ICFR) opinions
around the time of restatement an-
nouncements and suggests several areas
for future research.

5. Return on assets (ROA) is net income

divided by total assets.

6. On average, stock price reactions are

statistically negative each year except
2003 (p-values < .10).The reaction is cal-
culated as the percentage change in price
over a two-day window (the restatement
announcement date and the following
day) adjusted for contemporaneous overall
market returns. Further explanation of
how returns are calculated is provided in
Chapter 4, Restatement Announcement
Market Reactions.






Purpose and Scope

The Center for Audit Quality commissioned this study to
analyze public company restatements filed with the U.S.
Securities and Exchange Commission (SEC) from 2003
to 2012. The purpose is to understand characteristics
and consequences of financial statement restatements
involving departures from generally accepted account-
ing principles (GAAP) during the decade following pas-
sage of the Sarbanes-Oxley Act (SOX) on July 30, 2002.

An important focus is the change in re-
statement activity and the severity of such
restatements as various facets of SOX and
related rule-making were implemented.
The study analyzes restatement character-
istics, including the underlying accounting
issues, in each year and over the ten-year
period. It also describes the companies
making restatements, including foreign
and domestic filers, and industry trends.
In terms of consequences, the study
examines the stock market reaction at the
time that restatements are announced.

A. Definition of a
Restatement Event

This study defines “restatements” as
corrections of errors in public company
GAAP financial statements filed with the
SEC. The study covers a range of restate-
ments, including those made because
previously filed financial reports have
been deemed unreliable. As defined in
an SEC final rule, issued in August 2004,
this occurs if the company or its auditors
conclude that “the company’s previously
issued financial statements ... no longer
should be relied upon because of an
error in such financial statements...”
The rule also mandates that companies
report such a restatement on Form 8-K
and created Form 8-K Item 4.02 spe-

cifically for disclosure of these restate-
ments.” Because the prior financial
statements are unreliable, these restate-
ments are eventually accomplished by
filing corrected reports on Form 10-K/A
and/or Form 10-Q/A.® In practice, such
restatements are now commonly called
“Big R” restatements. In this study, they
are referred to as “4.02” restatements.

The study also includes corrections of
errors that are not reported on Form 8-K
Item 4.02 (“non-4.02” restatements). A
common example of non-4.02 restate-
ments are those mandated by the SEC’s
Staff Accounting Bulletin No.108 (SAB
108), issued in September 2006. SAB
108 requires that companies consider
the cumulative effect of multiple-year er-
rors to determine whether a restatement
is necessary. If a series of errors results
in a cumulative error that is material,
prior results must be restated, even if
the effect on any one period is imma-
terial. Furthermore, SAB 108 specifies
that the resulting restatements may be
made in subsequent, regularly scheduled
financial statements (10-Ks and 10-Qs)
rather than in amended filings.’ Other
restatements where prior reports are not
deemed unreliable include many disclo-
sure, financial statement classification,
and cash flow statement errors, but may

Determining whether an error is
sufficiently material to warrant
restatement requires significant
professional judgment. An error must be
evaluated in light of materiality guidance
in the SEC’s SAB No.99: Materiality,
which mandates both quantitative

and qualitative considerations. In
addition, materiality assessments

must be contextual and may include
factors not specifically included in SAB
99. Additional SEC guidance in SAB
No. 108 specifies that evaluation of
error materiality must include both the
effect of the error on the current income
statement (the “rollover” approach),

and the effect of prior years’ carryover
effects on the balance sheet (the “iron
curtain” approach).

be attributable to any accounting issue.!”

The study specifically appreciates the
distinction between 4.02 and non-4.02
restatements, and the characteristics of
the two groups are considered separately
in several analyses. However, it is im-
portant to note that this distinction has
evolved over the years of the study. The
SEC regulations were issued in part to
address diversity in practice and to pro-
vide a clear demarcation between 4.02
and non-4.02 restatements. Importantly,
there is no way to clearly identify 4.02
restatements prior to initiation of Form
8-K Item 4.02, so 2005 is the first full
year this information is available.

The restatement data for this study were
obtained from Audit Analytics (AA). AA
attempts to include all restatements,
whether disclosed on Form 8-K, amended
filings on Form 10-K/A or Form 10-Q/A,
scheduled filings on Form 10-K or Form
10-Q, the analogous forms for small
businesses and foreign filers, or other
requisite forms. AA attempts to include
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only restatements to correct misstated
financial statements, whether due to un-
intentional errors or irregularities, but to
exclude other financial statement chang-
es. For example, some companies use
the term “restatement” when reporting,
events such as adopting new accounting
standards. AA attempts to eliminate these
restatements, as they are not corrections
of financial statements filed with the SEC
that were subsequently found to involve
inaccurate accounting or disclosures.

Because foreign registrants represent a
meaningful number of restating compa-
nies in recent years, the analysis includes
restatements by foreign companies to
correct errors in financial statements filed
with the SEC in accordance with either
U.S. GAAP or International Financial
Reporting Standards (IFRS) as promul-
gated by the International Accounting
Standards Board (IASB). However, U.S.
and foreign companies are also compared
and contrasted in some analyses because
of differences in regulatory environments
and reporting standards.

For purposes of this study, a restatement
event begins with the disclosure of an ac-
counting problem or potential accounting
problem discovered in a previously filed
SEC report and concludes with the filing
of the amended results. The study focuses
on discovery of misstated results, so the
restatement year used in the analyses is
determined by the calendar year in which
the restatement is disclosed.!

ENDNOTES

7. See the SEC’s Final Rule: Additional
Form 8-K Disclosure Requirements and
Acceleration of Filing Date, at http://
www.sec.gov/rules/final/33-8400.html.
Form 8-K Item 4.02 is titled “Non-Re-
liance on Previously Issued Financial
Statements or a Related Audit Report or
Completed Interim Review.”

8. Filing Form 8-K Item 4.02 signals to inves-
tors that previously filed financial state-
ments should no longer be relied upon and
filing the 10-K/A or 10-Q/A indicates that
corrected financial statements are avail-
able. Most companies file forms 10-K/A or
10-Q/A to replace the unreliable reports.
However, there are analogous forms with
different names for small companies and
foreign filers. Foreign restatement compa-
nies filing Form 20-F annual reports do not
have a reporting requirement analogous to
Item 4.02 disclosures, so the incidence of
non-reliance restatements is not known for

When there is a time lag between the ini-
tial disclosure and an amended filing, the
sequence of events between these dates
varies greatly. It may include a lengthy
investigation and a series of updates by
company management, or simply a speedy
filing of the amended results. In some cas-
es, investigations expand the scope of the
initially reported problems and increase
the number of reporting periods to be re-
stated. In these cases, this study attempts
to combine all periods finally restated and
all accounting issues involved to create
one restatement event. Rarely, companies
discover additional misstatements after
their revised results are filed with the
SEC. A restatement of a re-filed report is
considered a separate restatement event.
However, if a company provides expected
revision amounts that differ from final
amended results, the additional changes
are not considered a separate event.

B. Sample and Data
Availability

The analysis focuses on restatements
announced from January 1, 2003 through
December 31, 2012, the ten-year period
subsequent to passage of SOX. The initial
analysis of time trends and underlying
accounting issues is based on 4,246 Item
4.02 restatements and 6,233 non-4.02
restatements, a total of 10,479, that are
recorded in the AA database over this
decade and obtained in January 2013.12

Based on an analysis of SEC Central
Index Key (CIK) codes, these 10,479

this set of restatements, which comprise
about 5% of all restatements in the study.

9. See SEC, Staff Accounting Bulletin No.
108 at http://www.sec.gov/interps/ ac-
count/sab108.htm.

10. See Chapter 2, Section B, Accounting
Issues Underlying Restatements, for addi-
tional analysis of restatement issues.

11. For example, if a company’s financial
statements were misstated for the year
ended December 31, 2009 plus the three
quarters ended September 30, 2010, and
the need for a restatement to correct these
errors was announced in January 2011,
then the restatement year for purposes of
this analysis would be 2011—regardless of
when restated results were finally filed.

12. The total number of restatements reported
by AA as of January 2013 over this period
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restatements were made by 6,799 unique
filers, with 2,407 filers reported to have
multiple restatements. The number of
restatements for filers with multiple re-
statements ranges from two restatements
for 1,554 filers to ten restatements for
one filer. In subsequent sections, these
restatements are used to analyze restate-
ment trends across the sample period.
They are also used to analyze restatement
characteristics and restatement compa-
nies’ industry membership.

Many of these restatements are an-
nounced by entities such as trusts, asset
backed securities, holding companies,
shells, or by operating corporations that
do not appear in the databases from
which financial statement data and stock
price data are obtained. For example,
basic financial data (assets, revenue, and
net income) are available for 6,535 (62%)
of the 10,479 restatements, and so this
subset of restatements is used to analyze
restatement company characteristics
including size and profitability. Stock
price data are available only for compa-
nies trading on major exchanges, so 4,175
(40%) of the 10,479 restatements are used
to study the market reaction to restate-
ment announcements. In addition, the
internal control over financial reporting
(ICFR) analysis considers only companies
that issued ICFR assessments pertaining
to the restatement period. For each of the
analyses using subsets of the total number
of restatements, the study provides a de-
scription of restatement entities that are
excluded due to missing data.

is 10,711. The difference of 232 (2%) is
because AA defines a restatement slightly
differently than this study. If the account-
ing issues underlying a restatement change
from the initial announcement to the filing
of amended results, AA includes both the
announcement and the amended filing

as a restatement. That is, AA focuses on
accounts restated, while this study focuses
on corrections of specific misstated peri-
ods. To address this definitional difference,
restatements that correct financial periods
ending on the same date and announced
within six months of each other (185
days) are assumed to be duplicates and
are eliminated from this study because
they are likely not unique restatement
events. These duplicate restatements are
distributed fairly evenly across years. This
process does not eliminate any restating
company from the analysis; it only reduces
the number of times a company appears.
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Characteristics

A. Restatement Trends and Related Events

The number of 4.02 and non-4.02 restatements
announced each year is shown in Figure 2, and the

year-to-year percentage changes are given in the table
below. Overall, this figure illustrates the previously

documented increase in restatement activity following

passage of SOX. Restatements were particularly
numerous in 2005 and 2006; both types of restatements
reached their highest points in these years.

The first full year of 4.02 reporting was

Definition of a restatement
announcement: In this study, the term
“restatement announcement” is used
to indicate the initial public revelation
of the need for a restatement.
Restatement announcements include
Form 8-K Item 4.02 restatement
reports, earnings announcements

or other press releases that disclose
restatements, and regularly scheduled
filings that present restated results.

FIGURE 2: NUMBER OF 4.02 AND NON-4.02 RESTATEMENT ANNOUNCEMENTS

2005, when 977 such restatements were (N=10,479)
announced.” After 2005, the number
of 4.02’s decreased or remained steady 5000
each year, and by 2012, there were ' B 402 restatements
255—a 74% drop. Non-4.02’s decreased 1,750
Non-4.02 restatements
unevenly and less precipitously, from a @ 1500
high of 844 in 2006 to 483 in 2012—a E ' 623 844
43% decline. Together, these patterns "'é 1,250
resulted in the total number of restate- 2 1,000
ments decreasing more than 20% per é 750
year from 2007 through 2009. Although § 499 7
there was a slight increase in 2010, due 2 500 7z 940 ez 498
mainly to non-4.02 restatements, the 250 .
. . 339 340 312
total number of restatements remained
O B E—— B EE——_ EE— BN BN EEE——_ EE—
below 2008 levels through the end of the 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
decade—levels not seen since 2002.
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 Total
4.02 restatements n/a n/a 977 940 653 430 339 340 312 255 4,246
Percent change na 4% -31% -34% -21% 0% 8%  -18%
Non-4.02 restatements 856 966 623 844 615 499 372 477 498 483 6,233
Percent change na 35% -27% -19% -25%  28% 4% -3%
Total 856 966 1,600 1,784 1,268 929 711 817 810 738 10,479
Percent change 13% 66% 12% -29% -27% -23% 15% -1% -9%
» | | -




Major Financial Reporting and
Market Developments

A brief history of financial reporting and
market developments over this time
provides context for understanding some
of the trends.

¢ The number of restatements increased
rapidly in the years prior to passage
of SOX in July 2002. Restatements
more than doubled from 2000 to
2001—when about 500 were an-
nounced—then increased more than
30% from 2001 to 2002 and again from
2002 to 2003.1* While years prior to
SOX are not the focus of this study,
events during this time that may have
contributed to changes in restatement
frequencies include:

> The SEC issued Staff Accounting
Bulletin: No. 99 (SAB 99) in August
1999. It emphasized that material-
ity considerations should include
qualitative as well as quantitative
factors.” To the degree SAB 99
expanded the number of misstate-
ments deemed material, the number
of restatements would have in-
creased.

> The SEC issued SAB 101 in De-
cember 1999. SAB 101 clarified a
series of recurring revenue recog-
nition issues, prompting a possible
reduction in the number of revenue
restatements in later years.'®

> There was a significant downturn
in the U.S. economy beginning in
March 2000 with the end of the
technology bubble. The major mar-
ket indices did not begin to recover
until early 2003. The occurrence
and discovery of misstatements
have tended to be associated with
economic downturns.!

e TFollowing significant restatements by
Enron Corporation, Adelphia Com-
munications Corp., and Worldcom in
late 2001 and early 2002, SOX was
enacted on July 30, 2002. SOX in-
creased attention on financial report-
ing quality and established the Public

N e oA < o

Company Accounting Oversight Board
(PCAOB) as the public company audit
regulator with an inspection process
and enforcement authority. SOX and
related PCAOB rule-making affected
restatement activity in several ways,
discussed in points below.

SOX Section 302 requires corporate
officers to provide formal assurance
that disclosure controls and proce-
dures are adequate and that financial
statements are fairly presented. Com-
bined with SOX Section 404 reporting,
discussed below, the focus on internal
control attestation and reporting ap-
pears to have increased restatements
announced during the period of 2003
to 2005.

Beginning with financial statements
for fiscal years ending on or after
December 15, 2003, annual report-
ing deadlines for larger companies
(accelerated filers and large accel-
erated filers) were reduced from 90
days to 75 days, resulting in less

time for companies to complete their
financial reporting and for auditors to
complete the related audits. Shorter
filing deadlines may have contributed
to more restatements in subsequent
years. However, an additional decrease
in 2006 to 60 days for large accelerat-
ed filers’ time to file does not appear
to have increased the likelihood of
restatement.'

In August 2004, the SEC issued a final
rule that clarified circumstances in
which a restatement should be report-
ed in Form 8-K and that established
Form 8-K Item 4.02 as the venue for
disclosing that previously issued finan-
cial statements should no longer be re-
lied upon.’ While this guidance likely
did not affect the overall number of re-
statements, the establishment of Item
4.02 permits clearer identification of
errors that undermine the reliability of
the overall financial statements.

Beginning with financial statements
for fiscal years ending on or after
November 15, 2004, SOX Section
404(a) requires U.S. accelerated filers

Financial Restatement Trends in the U.S.: 2003-2012

to document, test, and report on the
effectiveness of ICFR. Section 404(b)
requires auditors to attest to man-
agement’s ICFR assertions. Efforts to
implement these requirements began
as early as 2003, intensifying in 2004,
and culminating in the first [CFR
reports filed in early 2005. Implemen-
tation of ICFR processes sometimes
identified the need for restatements.

e The SEC’s February 2, 2005 letter

clarifying GAAP for lease accounting
added to restatements announced

in 2005. About 16% of restatements
announced this year include lease
issues, compared to 6% or less in any
other year.

e Restatements to correct options-back-

dating were a factor in about 7% of
restatements announced in 2006.

¢ In September 2006 the SEC issued

SAB 108. SAB 108 requires consider-
ation of the cumulative effect of prior
years’ errors in determining the need
for adjustments of current balances
and specifies that prior years’ results
may require restatement even when
the effect on any one year is immateri-
al. By mandating consideration of the
cumulative effect of relatively small
errors, SAB 108 likely increased the
number of non-4.02 restatements.>

e In 2007, smaller, non-accelerated filer

companies were required to begin
issuing SOX Section 404(a) reports,
although they are not required to
provide auditor attestation (Section
404(b) reports). Foreign filers were
also required to begin providing ICFR
reports about this time.

Also in 2007, the PCAOB issued Audit-
ing Standard No. 5, clarifying require-
ments for auditing internal controls. It
applied to audits of financial state-
ments for fiscal years ended on or
after November 15, 2007. About the
same time, the SEC issued guidance
related to management’s assessment of
internal control, which allowed a “top-
down, risk-based evaluation of internal
control over financial reporting.

721
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e The U.S. economy entered a recession
in late 2007, followed by the financial
crash in 2008. As mentioned previ-
ously, the occurrence and discovery
of misstatements are associated with
economic downturns. The occurrence
increases because of pressure on earn-
ings and discovery increases because
of increased scrutiny.

Appendix A provides a summary of
these actions and activities categorized
as accounting, SOX & ICFR, regulatory
clarification, or economic events.

U.S. and Foreign Restatement
Company Trends

Overall, 15% of all restatements were
announced by foreign companies (1,563
of 10,479). These restatements were
made by 1,009 unique filers, or 15% of all
unique restatement companies (1,009 of
6,799). As shown in Figure 3, from 2003
to 2005, foreign registrants accounted for
a relatively smaller proportion of each
year’s total restatements. However, the
percentage trended higher in later years,
increasing steadily to 20% in 2011 before
decreasing again to 11% in 2012. There
are several possible explanations for this
trend, including increased scrutiny of
foreign registrants by the SEC’s Division
of Corporation Finance due to increased
use of IFRS, and SEC concern about
reverse merger activity by foreign filers.??

B. Accounting Issues
Underlying Restatements

This analysis relies on restatement com-
pany disclosures of underlying account-
ing issues as coded by AA. Ascertaining
the accounting issue or issues underlying
a restatement can be complex. Some
companies describe errors by account
(e.g., revenue is overstated) and others
by the origin of the error (e.g., improper
accounting for acquisitions). It is often
unclear how the latter descriptions tie

to specific financial statement elements,
and thus it is not possible to consistently
code by specific account.

AA codes accounting issues using more
than 40 categories and sub-categories.
Some categories indicate reasons for
errors (expense recording, reserve
estimates), others indicate problems
with specific accounts (revenue recog-
nition, depreciation expense), broad
financial statement elements (cash flow
statement, balance sheet classifications,
comprehensive income), or accounting
for specific activities (acquisitions, re-or-
ganizations). This study combines AA’s
categories into related groups for analy-
sis. Appendix B provides a taxonomy of
the categories analyzed in this study and
how they correspond to AA coding.

FIGURE 3: PERCENTAGE OF ToTAL RESTATEMENTS MADE BY FOREIGN FILERS

(N=10,479)
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Accounting Issue
Classifications

For purposes of this study, accounting
issues are analyzed in three general
groups: business activities, financial
statement presentation, accounting for
subsidiaries and atypical transactions.
The groups are summarized as follows:

* Business activities

> REVENUE restatements are due to
improperly recorded revenue.

> EXPENSE restatements include
misstatements of general operating
expenses due to problems estimat-
ing and recording accruals and
reserves, improper capitalization
and depreciation, and accounting
for specific expenses including leas-
es, pensions, and employee stock
compensation.

> TAX REPORTING restatements
include errors in the financial re-
porting of income taxes.

> INVESTING restatements are due
to improper accounting for prop-
erty and equipment, intangibles,
investments, and gains and losses
on related transactions.

> FINANCING restatements are due
to issues accounting for debt and
derivatives.

¢ Financial statement presentation.
This group includes restatements that
typically do not affect net income.
They correct errors related to balance
sheet and income statement classifi-
cation, the statement of cash flows,
earnings per share, comprehensive
income, and footnote information.

o Accounting for subsidiaries and
atypical activities. This group in-
cludes improper accounting for events
such as acquisitions and restructur-
ings. It also includes corrections to
consolidation accounting, accounting
for variable interest entities, joint
ventures, and subsidiaries.



Some AA categories do not fit neatly into
any one group. In addition, the issues
underlying about 1% of restatements are
unknown, usually because the company
does not adequately specify the issue in
its disclosures. Finally, many restate-
ments correct multiple errors across
several financial statement elements.

It is possible that one issue triggers the
restatement decision, and other mis-
statements are identified and corrected
during the investigation. It may be that a
portion of these subsequently identified
corrections would not have individually
warranted restatement. However, it is
often not possible to confidently iden-
tify the driving issue, and it certainly is
not feasible for such a large number of
restatements. The analysis should be
considered with these caveats in mind.

Number of Accounting Issues
Per Restatement

As mentioned previously, many restate-
ments involve multiple issues. Sum-
ming the number of accounting issues
identified for each restatement, half of all
restatements report more than one issue,
and on average there are 1.8 issues per
restatement. Two restatements note as
many as 13 accounting issues. Figure 4
presents trends for restatements involv-
ing one, two or three, and four or more
accounting issues over the decade.

The highest percentage of multiple-issue
restatements (70%) is in 2005—the first
year of SOX Section 404 reporting. This
is also the year with the highest average
number of issues (2.3), and the individ-
ual restatements with the most issues
(13). After 2005, the average number of
issues declines steadily. By 2012, 72% of
all restatements are attributed to a single
issue, and the per restatement average
drops to 1.4.°

Foreign registrants account for 15% of
all restatement companies; based on
Audit Analytics audit opinion data, they
represent 12% of companies filing audit
reports over the study period.
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FiGure 4: NUMBER OF ACCOUNTING Issues PErR RestateMeNT (N=10,479)
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FiGURE 5: TRENDS IN OPERATING, INVESTING, AND FiNaNcING Issues (N=10,479)
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Accounting Issue Trends

First, each accounting issue is analyzed
in terms of the percentage of restate-
ments in which it appears. Because
many restatements correct multiple
issues, the number of underlying ac-
counting issues analyzed in this section
exceeds the total number of restate-
ments. In later sections, each restate-
ment is analyzed only once based on its
most serious issue.

The analysis begins with restatements
involving accounting for typical busi-
ness activities: revenue, expenses, tax

reporting, investing, and financing
activities. Figure 5 shows trends, and
Table 1 provides additional detail, which
is discussed below. Clearly, problems
with these accounts are very common
among restatement companies. On
average, at least one such issue appears
in 81% of all restatements, although the
percentage has declined from 86% to 71%
over the decade. Expense issues are most
common, which is not surprising given
the difficulty in estimating some types of
reserves and accruals. Financing issues,
including problems recording convert-
ible and beneficial debt features are a
distant second. Problems with revenue
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reporting, investing activities, and tax
reporting follow. Each of these categories
is discussed in more detail next.

REVENUE: Overall, 14% of restatements
involved revenue reporting. Over the
decade, the percentage declined from a
high of 21% in 2003 to 10% by 2012. This
continues a downward trend that began
in 2000, after the technology bubble
ended and the SEC issued SAB 101 to
clarify revenue recognition practices.
This downward trend is good news for
investors—who are typically more con-
cerned about revenue restatements than
restatements of other accounts—and for

companies, because they are more likely
to be sued over revenue restatements.>*

EXPENSES: Expense accounting prob-
lems are clearly most prevalent; an ex-
pense-related issue is present in 50% of
all restatements, reaching a high of 60%
in 2005, when many lease restatements
were announced and the first SOX 404
reports were issued. The percentage
decreases afterward, but expense issues
were still identified in 36% of all restate-
ments at the end of the decade, more
than any other type of accounting issue.

TABLE 1: FREQUENCIES OF OPERATING, INVESTING, AND FINANCING Issuks (N=10,479)

Revenue
Percentage of total
Expenses

Accruals / Reserves / Estimation

Stock compensation

Depreciation / Amortization / Capitalization

Cost of sales

Leases

Contingencies and pensions

Any expense
Percentage of total
Taxes

Percentage of total
Investing

Percentage of total
Financing
Percentage of total
Any business activity
Percentage of total

Total restatements

2003 2004 2005 2006 2007 2008
184 195 227 203 197 110
21% 20% 14% 11% 16% 12%
313 317 454 549 416 270
37% 33% 28% 31% 33% 29%
103 110 193 315 173 124
12% 1% 12% 18% 14% 13%
105 113 341 134 93 66
12% 12% 21% 8% 7% 7%
79 87 139 124 68 52
9% 9% 9% 7% 5% 6%
52 36 252 55 33 11
6% 4% 16% 3% 3% 1%
24 42 65 45 35 12
3% 4% 4% 3% 3% 1%
496 517 956 940 647 441
58% 54% 60% 53% 51% 47%
99 124 195 186 129 107
12% 13% 12% 10% 10% 12%
183 174 273 243 120 86
21% 18% 17% 14% 9% 9%
138 194 412 544 324 207
16% 20% 26% 30% 26% 22%
738 803 1,389 1,501 1,027 733
86% 83% 87% 84% 81% 79%
856 966 1,600 1,784 1,268 929

With respect to the number of
accounting issues per restatement, the
pattern for 4.02 restatements is similar
to that for all restaterments. In 2005,
77% of 4.02 restatements involved
multiple issues, and by 2012, only 29%
involved multiple accounting issues.

2009 2010 2011 2012 Total
76 85 83 75 1,435
1% 10% 10% 10% 14%
226 242 200 148 3,135
32% 30% 25% 20% 30%
82 88 65 59 1,312
12% 11% 8% 8% 13%
46 44 39 33 1,014
6% 5% 5% 4% 10%
47 38 41 36 711
7% 5% 5% 5% 7%
4 3 6 10 462
1% 0% 1% 1% 4%
12 15 10 8 268
2% 2% 1% 1% 3%
355 361 313 262 5,288
50% 44% 39% 36% 50%
66 72 89 111 1,178
9% 9% 11% 15% 11%
54 71 82 63 1,349
8% 9% 10% 9% 13%
136 179 179 114 2,427
19% 22% 22% 15% 23%
548 618 605 524 8,486
7% 76% 75% 71% 81%
711 817 810 738 10,479

Percentages are the percent of all restatements reporting the issue per year. Columns do not sum because all reported accounting issues are included,
so the number of issues exceed the number of restatements. Any expense/Any business activity includes restatements where at least one expense or

business activity issue is noted.



Accounting issues in 4.02
restatements: As might be expected,
more 4.02 restatements involve
revenue (15% vs. 10% for non-
4.02s) and operating expenses

(52% vs. 46%). Nonetheless, 4.02
restatements also trend downward
across time in these categories.

Overall, tax issues are noted in

11% of both 4.02 and non-4.02
restatements, but over time the rate
decreased for 4.02s (from 14% to
11%) but increased for non-4.02s
(from 10% to 17%). This suggests
that tax issues are becoming less
serious.

Figure 6 provides additional detail for
specific expense issues. As shown in

the figure, errors in the estimation and
calculation of accruals, reserves, allow-
ances, and expenses such as payroll and
SG&A are most common. These general
expense issues are noted in 30% of all re-
statements. More specific expense issues
captured by AA are stock compensation
(13%), depreciation, amortization, and
related capitalization issues (10%), cost
of sales (7%), leases (4%), and pensions
and contingencies (3%).%

Each expense category trends downward
over the decade, general expenses most
dramatically. However, there are some
predictable spikes in specific cases. Due
to issuance of the SEC’s February 2, 2005
letter clarifying GAAP for lease account-
ing, lease accounting was a factor in about
16% of all 2005 restatements, compared
to an overall average of just 4%. This is
also reflected in an increase in restate-
ments with depreciation, amortization,
and capitalization issues in the same year,
as 52% of the 462 lease-related restate-
ments also report these issues. In 20006,
18% of restatements involved stock com-
pensation, compared to 13% overall, and
37% of these stock compensation restate-
ments were attributed to backdating (116
of 315). This is due to the discovery of
option-backdating problems at that time.?

FiGure 6: ExpeNsk Issue TrRenDps (N=10,479)
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Note: The detailed data for Expense Issue Trends can be found in Table 1.
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Financial Reporting of
Income Taxes

Although most accounting issues
decrease over the decade, problems with
tax-related financial reporting stay near
10% until ticking up to 15% in 2012.%7
The consistent presence of tax-related
restatements is likely due to the inherent
and increasing complexity of both the
tax code and tax-related GAAP, as well as
increased scrutiny of tax reporting.>

Investing Activities

Investing activity restatements mainly
consist of fixed assets and intangibles
misreporting, including periodic value
assessments. They also include errors in
recording gains and losses from sales.?’
Overall, investing issues were identified
in 13% of all restatements. However, the
percentage declined fairly consistently
over the decade, from 21% to 9%. It is
possible these issues have become less
prevalent as fair value measurement
practices have evolved and been clarified.

Financing Activities

Issues with financing activities are
mainly problems accounting for debt
and equity, including beneficial conver-
sion features related to warrants and
convertible debt. Derivative accounting
errors are also in this group.” Derivative
issues peaked at 6% of 2005 restate-
ments, but were identified in only 1% of
restatements the last three years. This
may be due to an evolving consensus on
accounting for these instruments.

On the other hand, debt and equity
problems were identified in roughly 15%
to 20% of restatements each year except
2006, when they reached 27%. This high-
point was likely due in part to additional
SEC interpretations of SFAS 133 and
EITF 00-19 in 2005 and 2006.%!

Financial Statement
Presentation Issues

On average, financial statement pre-
sentation issues are noted in 23% of all
restatements and range from 18% to 27%
across years. Table 2 provides informa-
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tion about specific categories included
in the financial statement presentation
group, listed in order of frequency.*
Cash flow statement issues are most
common, occurring in 10% of all restate-
ments and increasing from 2% to 13%
from beginning to end of the decade. On
the other hand, debt and equity mis-
classifications decreased from 7% to 1%.
Other categories in this group remained
fairly constant over time, and no single
one is present in more than 4% of all
restatements.

Subsidiary and Atypical
Transaction Accounting Issues

Issues involving accounting for subsidiar-
ies and atypical events, such as acquisi-
tions or reorganizations, were identified
in 24% of all restatements. Together,
they fall in a fairly narrow range of 19%
to 29% each year, and no sub-group was
identified in more than 9% of all restate-
ments. Table 3 presents information for
these issues.™

Subsidiary accounting issues are most
frequent, reported in 9% of all restate-

ments. Most restatements in this catego-
ry involve misstated subsidiary results
that were incorporated into filed reports
or related party disclosures (713 of 924).
More than a third of the subsidiaries are
foreign (252 of 713). This category also
includes restatements due to “inter-com-
pany or affiliate balances, investment
valuations or transactions” (286 of 924).
Restatements in the Subsidiary category
are most common during SOX Section
404 implementation in 2005 and trend
downward in later years.

Acquisition accounting and Consolida-
tion problems are mentioned in 8% and
7% of all restatements, respectively. The
proportion of restatements involving
acquisition accounting remained fairly
consistent across the years, declining
somewhat during the recession years
with the decrease in acquisition activi-
ty. However, the consolidation category
declined significantly from about 10% in
2003 to 3% in 2012. In addition to con-
solidation of subsidiaries, this category
includes accounting for variable interest
entities, off-balance sheet arrangements,
joint ventures, and minority interests.

TABLE 2: FREQUENCY OF FINANCIAL STATEMENT PRESENTATION Issuks (N=10,479)

Comparing 4.02 and non-4.02
restatements

Financing, financial statement
presentation, and subsidiary/atypical
transaction issues: After 2006,
financing issues for non-4.02s trended
downward more steeply than for
4.02s. By 2012, 20% of 4.02s involved
debt or equity issues compared to
12% of non-4.02s.

Investing issues are similar for both
groups.

Financial statement presentation
issues are more likely to be non-

4.02 restatements. Since 2005, 29%
of non-4.02s involve these errors
compared to just 17% of 4.02s. Cash
flow statement and segment and
footnote restatements are responsible
for most of the difference.

Subsidiary and atypical transaction
issues are reported at similar rates for
4.02 and non-4.02 restatements.

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 Total
Cash flow statement 19 48 134 205 155 114 59 85 96 95 1,010
Percentage of total 2% 5% 8% 11% 12% 12% 8% 10% 12% 13% 10%
Income statement misclass / EPS 33 48 87 77 65 38 30 38 29 25 470
Percentage of total 4% 5% 5% 4% 5% 4% 4% 5% 4% 3% 4%
Debt / Equity misclassification 62 66 58 83 75 21 29 18 15 5 425
Percentage of total 7% 7% 4% 5% 6% 2% 3% 2% 2% 1% 4%
Segments and other footnotes 12 23 41 49 29 34 30 34 38 35 325
Percentage of total 1% 2% 3% 3% 2% 4% 4% 4% 5% 5% 3%
Asset misclassification 28 33 64 52 35 22 8 10 11 25 288
Percentage of total 3% 3% 4% 3% 3% 2% 1% 1% 1% 3% 3%
Comprehensive income 5 5 36 14 19 6 4 2 14 6 111
Percentage of total 1% 1% 2% 1% 1% 1% 1% 0% 2% 1% 1%
Any statement presentation Issue 153 210 364 430 344 214 141 170 188 182 2,396
Percentage of total 18% 22% 23% 24% 27% 23% 20% 21% 23% 25% 23%
All restatements 856 966 1,600 1,784 1,268 929 711 817 810 738 10,479
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Therefore this trend may have been
affected by the adoption of new rules for
variable interest entity consolidation in
2003, and the subsequent simplifying
revision of those rules in 2009.%*

Reorganisation activities, reported in

5% of all restatements, include problems
accounting for disposals, reorganizations,
discontinued operations, and fresh start
accounting. These problems trended
downward from a high of 8% during SOX
Section 404 implementation.

U.S. Compared to Foreign
Restatement Accounting issues

There are few changes when only the
8,916 restatements by U.S. companies
are included in the analysis. Percentages
for individual issues are within a few
points of those shown in the tables. Be-
cause foreign registrants account for only
15% of restatements, it is not surprising
that removing them from the analysis
has a minimal effect.

There are a few differences comparing
restatements by U.S. and foreign com-
panies directly. Restatements by foreign
companies were less likely to involve
typical business activities: 76% compared
to 82% for U.S. companies. This is main-
ly due to fewer restatements involving

TABLE 3: FREQUENCY OF SUBSIDIARY AND ATYPICAL TRANSACTION Issues (N=10,479)

revenue, general business expenses,
and lease expense.® Foreign company
restatements were also less likely to
involve taxes: 9% vs. 12%. On the other
hand, they have more restatements that
involve consolidation issues: 12% versus
7% for U.S. restatement companies.

Accounting Issues Summary

By the end of the decade, restatements
involve fewer accounting issues than in
earlier years. This is reflected in down-
ward trends for most accounting issues,
including more serious issues such as
revenue restatements and restatements
of typical business expenses. However,
there are a few accounting problems that
are reported in an increasing percent-
age of restatements. Specifically, the
proportion of restatements involving tax
reporting and cash flow statements both
increased in recent years.

C. Restatement Severity

Restatement severity is considered

from several perspectives. The analyses
include: more serious accounting issues
(accounting issue severity), the length of
time restated, indications of fraud, and
income effects. Because 4.02 restate-
ments are determined based on whether
the error renders the financial state-

Financial Restatement Trends in the U.S.: 2003-2012

ments unreliable, each analysis provides
separate information for 4.02 restate-
ments beginning in 2005.

Accounting Issue Severity

To analyze accounting issue severity,
each restatement is assigned to one of
four groups: 1) revenue, 2) business
expenses, 3) tax, investing, and financing
activities, and 4) financial statement pre-
sentation, atypical transactions and sub-
sidiary accounting (denoted “Other”).
This assignment is based on a determi-
nation of the most serious accounting
issue for each restatement. Because in-
vestors tend to be more concerned about
restatements of revenue and business
expenses (core earnings), restatements
involving those issues are considered

to be more severe than the other two
groups.’® So, any restatement involving
revenue is classified as a revenue restate-
ment whether or not any other accounts
are affected. A restatement involving
business expenses, but not revenue is in-
cluded with the business expense group,
and so forth. Thus, each restatement is
included only once in the analysis, and
the total number of restatements shown
in the figures is 10,479.

Figure 7 provides trends in the number
of restatements for each severity group

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 Total
Subsidiary 79 102 209 182 123 50 39 46 46 48 924
Percentage of total 9% 11% 13% 10% 10% 5% 5% 6% 6% 7% 9%
Acquisition 68 80 122 166 105 79 43 51 59 63 836
Percentage of total 8% 8% 8% 9% 8% 9% 6% 6% 7% 9% 8%
Consolidation 85 97 146 139 58 67 42 51 49 23 757
Percentage of total 10%  10% 9% 8% 5% 7% 6% 6% 6% 3% 7%
Reorganizations 62 78 122 107 62 30 21 19 22 28 551
Percentage of total 7% 8% 8% 6% 5% 3% 3% 2% 3% 4% 5%
Any subsidiary/transaction issues 222 283 466 475 299 207 135 157 162 153 2,559
Percentage of total 26%  29%  29% @ 27% 24% 22%  19%  19% 20% 21%  24%
All restatements 856 966 1,600 1,784 1,268 929 711 817 810 738 10,479
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FIGURE 7: NUMBER OF RESTATEMENTS BY ACCOUNTING ISSUE SEVERITY
Panel A: All restatements (N=10,479)
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for all restatements in Panel A, and

only 4.02 restatements in Panel B. The
figure shows that all four groups reach
their highest points in 2005 or 2006 and
subsequently decrease. The decline in
expense restatements is particularly pre-
cipitous, due in part to the completion
of lease and option backdating restate-
ments. Trends are similar when only
4.02 restatements are considered.

Figure 8 provides the proportion of
restatements for each accounting severity
group, again for all restatements in Panel
A, and only 4.02 restatements in Panel

B. These figures reinforce the decline in

the proportion of revenue and expense
restatements across time. As would be
expected, 4.02 restatements tend to have
somewhat higher proportions of these
more severe issues than the overall group.

U.S. Compared to
Foreign Restatements

Although not shown in the figures,
foreign restatement companies tend

to have a lower proportion of revenue
restatements—11%, compared to 14% for
U.S. restatement companies. However,
this difference is primarily due to early
years of the decade. By 2012, foreign
restatement companies reported a higher
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proportion of revenue restatements than
U.S. restatement companies—12%, com-
pared to 10%.

Restatement Severity Measures

Table 4 provides the yearly incidence
and percentages of restatements involv-
ing core earnings (revenues or business
expenses) and other characteristics of
severe restatements, which are subse-
quently discussed. Each measure suggests
that restatement severity has decreased
or remained the same over the decade.

4.02 Restatements

As noted previously, since late 2004,
restatements have been reported on
Form 8-K Item 4.02 when the error is
sufficiently pervasive or serious that the
financial statements are deemed unreli-
able overall. As noted in Table 4, slightly
less than half (49%) of the restatements
from 2005 to 2012 are 4.02 restate-
ments, suggesting that the others are
less serious. The highest percentage of
4.02 restatements is 61% in 2005, the
year following introduction of Item 4.02.
The percentage decreases fairly steadily
afterward, reaching a low of 35% in 2012.
It is likely that the decrease reflects the
overall decrease in severity observable in
other measures and perhaps an evolving
understanding of which restatements
require Item 4.02 disclosure.

Core Earnings

As shown in Table 4, in 2003, 66% of
restatements involved core earnings. By
the end of the decade, the proportion de-
creased to 41%. As mentioned previously,
a significant part of this decrease was
due to revenue restatements. In 2012,
revenue restatements accounted for only
10% of restatements, less than half of the
21% reported in 2003. Business expense
restatements also decreased from 44% to
31%. As might be expected, more 4.02
restatements involve core earnings, but
over time rates generally trend down-
ward for this group as well.
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Number of Years Restated

On average, restatements corrected
financial statements for about one year
and three quarters.’” The longest mis-
statement periods are for restatements
announced in 2005 and 2006, when the
average length was over two years. This is
due in part to the lease restatements an-
nounced in 2005, which averaged more
than three years in length.*’ Beginning
in 2008, the average restatement period
shrank to less than a year and half. This
decline is accompanied by an increase in
the percentage of restatements that affect
quarterly, but not annual, reports. Until
2007, the percentage of restatements
involving only unaudited interim reports
ranged from 20% to 30%, but the per-
centage increased to about 35% over the
last half of the decade. The shift towards
a higher proportion of quarterly-only
restatements suggests that more errors
are being identified and corrected before
they extend to annual results.

In nearly every year, 4.02 restatements
tend to correct longer periods—the
average length is nearly two years. But
here too, the trend is toward shorter
restatement periods and more restate-
ments involving only quarterly results.
Finally, although not shown in the table,
on average foreign companies tend to
restate shorter periods—close to 1.5
years overall—but the median time peri-
od is one year for both foreign and U.S.
restatement companies.

Fraud

AA identifies restatements as fraudulent
when company filings associated with the
restatement mention “fraud” or “irregu-
larities,” or suggest criminal proceedings
associated with the restatement. SEC
Accounting and Auditing Enforcement
Releases (AAERSs) are another way of
identifying fraudulent restatements. A list
of AAERs issued from 1998 to 2007 was
privately provided for purposes of this
study by the authors of the Committee of

TABLE 4: RESTATEMENT SEVERITY MEASURES (N=10,479)

Financial Restatement Trends in the U.S.: 2003-2012

Sponsoring Organizations of the Tread-
way Commission’s (COSO) 2010 study,
Fraudulent Financial Reporting 1998-
2007: An Analysis of U.S. Public Com-
panies.*! Because AAERSs can be issued
several years after a restatement, these
AAERs primarily relate to restatements
disclosed from 2003 through 2006, plus a
few disclosed in 2007.

Using both methods of identifying
fraudulent restatements, about 2% of all
restatements across the decade involve
fraud (234 of 10,479). Annual percentag-
es range from 5% in early years (in 2003,
45 of 856 restatements involved fraud),
and decrease to 1% (11 of 738) by the
end. Without AAERSs, fraud is identified
in 1% of all restatements (155 of 10,479);
beginning at 2% in the early years and
decreasing to 1% in later years. However,
these publicly available sources of infor-
mation may not identify all intentional
misstatements, and the analysis should
be considered with that caveat in mind.

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 Total*”
All restatements 856 966 1,600 1,784 1,268 929 711 817 810 738 10,479
4.02 restatements 977 940 653 430 339 340 312 255 4,246
Percentage of all 61%  53% 51%  46%  48%  42%  39%  35%  49%
Core earnings
Percentage of all 66% 62% 65% 57% 59% 53% 54% 49% 43% 41% 56%
Percentage of 4.02s 68% 60% 62% 56% 56% 46% 48% 53% 59%
Years restated
All average 1.61 1.72 2.06 2.01 1.84 1.41 1.39 1.43 1.41 1.43 1.71
4.02 average 2.32 2.41 1.96 1.55 1.52 1.48 1.40 1.52 1.96
Interim results only
Percentage of all 30% 29% 20% 28% 30% 36% 34% 34% 34% 36% 30%
Percentage of 4.02s 20% 27% 34% 36% 37% 40% 33% 40% 30%
Fraud involved
Percentage of all 5% 5% 3% 2% 1% 1% 2% 1% 1% 1% 2%®
Percentage of 4.02s 4% 3% 2% 2% 3% 1% 3% 3% 3%
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FIGURE 8: PROPORTION OF RESTATEMENTS IN ACCOUNTING ISSUE SEVERITY GROUPS
Panel A: All restatements (N=10,479)
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Panel B: 4.02 restatements (N=4,246)
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Fraud is more closely associated with
revenue than any other accounting
severity issue group; 48% of all frauds

are revenue-related (112 of 234). Or,

put another way, fraud is clearly identi-
fied in 8% of the revenue restatements.
However, accounting involving foreign
subsidiaries (included in the Subsidiary
and Atypical Transactions accounting
issues group) is the issue with the highest
incidence of fraud; 14% of these restate-
ments are attributed to fraud. Fraudulent

restatements also tend to last longer than
non-fraudulent restatements (2.9 years,
compared to 1.7 years). Across indus-
tries, the highest fraud rate (4%) is found
in Computers & Software (computers,
software, electronic equipment) and
Business Services companies (consulting,
advertising, employment agencies), while
the lowest (1%) is in Energy (oil, gas, coal
extraction and products) and Financial
(banking and insurance) companies.
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Fraud rates are similar between U.S. and
foreign restatement companies, but are
about one percentage point higher for
4.02 restatements compared to all re-
statements. This is because most frauds
are 4.02 restatements; 83% of all identi-
fied frauds since 2005 were reported on
Item 4.02 (120 of 145).

Negative Financial
Statement Impact

AA provides the dollar effect of the
restatement on previously reported
income, cumulated over all restated pe-
riods. However, these data are available
for only 2,208 of the 4.02 restatements,
and 4,703 restatements overall (primar-
ily those made by companies trading on
major exchanges). Overall, 52% of these
restatements (2,422 of 4,703) reduce
previously reported income, 32% (1,511)
do not affect income, and 16% (770)
increase reported income. As shown in
Figure 9, the percentage of income-
decreasing restatements declines from
61% to 36% over the decade as the per-
cent that do not affect income increases
from 26% to 52%. This is likely due in
part to the increase in cash flow state-
ment restatements noted previously.

The line across Figure 9 indicates

the percent of 4.02 restatements that
decrease reported income. As might be
expected, it is higher than the overall
percent each year. Sixty-one percent

of 4.02 restatements decreased income
(1,343 of 2,208), nearly 10% higher than
overall. The difference is offset by a
lower percent of 4.02 restatements that
do not affect income (22%). Interestingly,
about the same percent of 4.02 restate-
ments increase reported income as the
overall rate (17%).
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Comparing foreign and U.S. restatements,
the percent of restatements that do not
affect income is about the same for both
groups. But a smaller percent of foreign
company restatements are income-de-
creasing (49% compared to 52% for U.S.
companies) and a correspondingly larger
percent of foreign company restatements
increase income (20% compared to 16%).

Data necessary to calculate the percent
change in previously reported income are

available for even fewer restatements.*
Nonetheless, Figure 10 presents the me-
dian percent change in reported income
for 1,545 income-decreasing restatements
and 572 income-increasing restatements
with necessary information. (Restate-
ments that do not affect income are
excluded.) The median percent change
is shown because some extreme changes
influence the averages. The overall medi-
an for income-decreasing restatements is
-15% and the median for income-increas-

FIGURE 9: EFFECT OF RESTATEMENT ON PREVIOUSLY REPORTED INCOME FOR THE
Susser oF 4,703 RESTATEMENTS WiTH AVAILABLE INcOME EFrEcT DATA
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Number of restatements
Al 361 471 824 819 581 402
4.02s 586 532 346 225

The number of restatements that report a decrease in income declined steadily starting in 2006.

h
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ing restatements is 14%. (Average changes
are -111% and 138% respectively.) The
year with the most negative median in-
come effect is the recession year of 2009
(-23%), and the most positive median
effect is in 2010 (24%). Since then, the
magnitudes are smaller for both types of
restatements. As mentioned above, these
movements are accompanied by an in-
creasing percentage of restatements that
do not affect income.

2009 2010 2011 2012 Total
163 138 144 98 2,422
109 76 71 42 1,343

99 133 133 141 1,511
25 41 33 30 480
47 59 60 30 770
26 31 27 8 385
309 330 337 269 4,703
160 148 131 80 2,208
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As shown by the lines across Figure 10,
income effects for 4.02s are typically
greater for both the income-increasing
and income-decreasing restatements.*
Furthermore, these magnitudes stay
around +20%/-30% at the end of the de-
cade even as the overall effect diminishes.

Together these trends suggest that the
overall magnitude of the restatement in-
come effects is decreasing due to more
restatements that do not affect income
and smaller effects for the increasing
number of non-4.02 restatements. How-
ever, 4.02 restatements are increasingly
distinct from non-4.02 restatements,

as would be expected due to the more
serious nature of 4.02 restatements.
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For 4.02 restatements, percentage of total
is based on restatements announced from
2005 to 2012.

Fraud rates are higher in earlier years in
part because AA fraud data are sup-
plemented with information from SEC
Accounting and Auditing Enforcement Re-
leases that were issued from 2003 to 2007
but similar data were not readily available
for later years. The identification and
measurement of fraud is discussed further
in the section on fraud found in Section C,
Restatement Severity.

The number of years misstated is deter-
mined by calculating the number of days
between the beginning date of the misstat-
ed period and the ending date and dividing
by 365. Beginning and ending dates are
provided by AA. The beginning date is the
first day of the first quarter restated and
the ending date is the last day of the last
restated quarter. Interim-only restate-
ments are identified by restated periods
lasting less than 300 days.

Other accounting issues with relatively
longer restatement periods are revenue,
stock compensation, capitalization and
depreciation, and contingencies and pen-
sions. The average for each of these issues
is more than two years.

See Mark S. Beasley, Joseph V. Carcello,
Dana R. Hermanson, Terry L. Neal. Fraud-
ulent Financial Reporting 1998-2007:

An Analysis of U.S. Public Companies.
Committee of Sponsoring Organizations
of the Treadway Commission (2010). The
COSO study analyzes 347 AAERs. These
AAERs are linked to restatements in this
study by first identifying restatement com-
panies with AAERs and then comparing
the financial periods misstated to those
addressed by the AAER. This process
identifies 90 incremental restatements as
fraudulent, a total of 2% of all restatements
announced from 2003 to 2007. The ad-
ditional restatements are made by a total
of 69 companies, because several AAERs
span multiple restatements. In addition

to differences in study periods, there are
fewer fraudulent restatements than AAERs
because not all AAERs are associated

with restatements. The study does not
include AAERs that are not in the COSO
study because of the difficulty involved in
obtaining these data.

Companies in this analysis are limited to
those reporting in U.S. dollars for which
originally reported net income data are
available in Compustat and net income
change data are available in AA.

For 4.02 restatements, data are avail-
able for 914 income-decreasing and 328
income-increasing restatements.
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Restatement Company
Characteristics

A. Industry

Returning to the full sample of 10,479 restatements,
Figure 11 shows the percent of restatements per industry
for the ten industries that represent at least 4% of alll
restatements plus an “other” category. Table 5 provides
counts and percent by year. Industries are shown in

order of frequency and Figure 12 charts the percent of
restatements announced by the six industries that are
each responsible for at least 9% of all restatements over

the decade.**

Table 5 and Figure 12 show that indus-
try proportions are fairly steady over the
decade. For example, Computers & Soft-
ware has the most restatements in seven
of the ten years, and in the other years it
ranks second or third. Two of these ex-
ceptions are 2003 and 2012, both years
when financial companies have the most
restatements. Financial companies rank
second or third in every other year.

Comparing rankings of each industry
across the decade, no annual rank varies
by more than two places from the overall
order except Wholesale & Retail, which
experienced a relatively high number

of restatements in 2005 to correct lease
accounting, Utilities & Waste, which had
a relatively high proportion of restate-
ments in 2003, and Telecom & Broadcast
which had relatively few restatements

in 2011. The highest percentage for an
individual industry was in 2006, when
the Computer & Software industry was
responsible for 22% of all restatements.
This corresponds to the year that stock
option backdating restatements were
announced, which disproportionately
affected this industry.®

v

& Chemicals has the most restatements,
23% overall, and it ranks highest in

every year except 2007. This appears

to be due mainly to a large number of
mining company restatements. Of the
366 foreign restatements in this indus-
try group, 136 (37%) are in SIC codes
related to metals mining. The Computers
& Software industry ranks second among

U.S. Compared to Foreign
Restatement Companies

Industry patterns for U.S. restate-
ment companies are similar to those
in Table 5. HHowever, there are some
differences considering only the 1,563
foreign restatement companies. Among
the foreign companies, Energy, Mining

FiGURE 11: PROPORTION OF RESTATEMENTS BY INDUSTRY (N=10,479)
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The proportion of 4.02 restatements
by industry is very similar to that for all
restatements—within two percentage

Financial Restatement Trends in the U.S.: 2003-2012

FIGURE 12: PERCENT OF RESTATEMENTS ANNOUNCED BY THE ToP Six INDUSTRIES

. 25%
points of the overall percentages
shown for all restatements in Table 5.
E 20%
=
foreign companies, with 257 (16%) of all =
foreign restatements, and Industrial & E 15%
Durable Goods Manufacturing is third 5
with 165 (11%). For foreign restatement %
companies, percentages across years are E '|00/0
less stable than for U.S. companies. For =
example, the Financial, Banks & Insur- \/
ance industry is responsible for 8% of 5%
all foreign restatements and ranks sixth 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
overall. However, in 2012 it jumps to Computers Financial, Banks ~ Energy, Mining  Industrial & Durable Wholesale Healthcare
third, while Computers & Software drops & Software & Insurance & Chemicals Manufacturing & Retail & Pharma
to seventh.
TABLE 5: NUMBER AND PERCENTAGE OF RESTATEMENTS BY INDUSTRY AND YEAR (N=10,479)
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 Total
Computers & Software 145 173 281 398 263 177 106 133 130 115 1,921
17% 18% 18% 22% 21% 19% 15% 16% 16% 16% 18%
Financial, Banks & Insurance 150 140 220 234 243 144 118 123 119 143 1,634
18% 14% 14% 13% 19% 16% 17% 15% 15% 19% 16%
Energy, Mining & Chemicals 90 98 188 247 171 137 134 133 112 105 1,415
11% 10% 12% 14% 13% 15% 19% 16% 14% 14% 14%
Industrial & Durable Manufacturing 95 84 182 165 113 107 71 98 93 63 1,071
11% 9% 11% 9% 9% 12% 10% 12% 11% 9% 10%
Wholesale & Retail 68 96 240 151 91 72 55 71 62 59 965
8% 10% 15% 8% 7% 8% 8% 9% 8% 8% 9%
Healthcare & Pharma 76 94 124 166 126 87 47 64 0 68 942
9% 10% 8% 9% 10% 9% 7% 8% 11% 9% 9%
Other 57 79 107 124 76 69 65 63 64 64 768
7% 8% 7% 7% 6% 7% 9% 8% 8% 9% 7%
Telecom & Broadcast 53 74 76 86 49 42 34 34 21 25 494
6% 8% 5% 5% 4% 5% 5% 4% 3% 3% 5%
Consumer Products 25 48 68 81 45 36 39 45 61 38 486
3% 5% 4% 5% 4% 4% 5% 6% 8% 5% 5%
Utilities & Waste 60 46 60 56 52 28 16 25 27 25 395
7% 5% 4% 3% 4% 3% 2% 3% 3% 3% 4%
Business Services 37 34 54 76 39 30 26 28 31 33 388
4% 4% 3% 4% 3% 3% 4% 3% 4% 4% 4%
Total 856 966 1,600 1,784 1,268 929 711 817 810 738 10,479
Y e A <« aw ’ Y .
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FIGURE 13: INDUSTRY AND ACCOUNTING ISSUE SEVERITY
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Industry and Restatement Severity

Figure 13 shows the percentage of
restatements that fall into each of the
four accounting issue severity groups for
each industry. Because each restatement
is classified in one severity category, the
percentages for each industry sum to
100%. Industries are listed in the same
order as Table 5, from greatest to least
number of restatements overall. The
“Other” accounting issue category in-
cludes financial statement presentation
problems, and issues involving atypical
transactions, consolidations, and subsidi-
ary accounting.

Accounting issue severity shows surpris-
ingly similar patterns across industries.
In every industry, expense restate-
ments are most common, ranging from
35% (Utilities & Waste and Telecom &
Broadcast) to 50% (Wholesale & Retail).*
Tax/Investing/Finance restatements are
second in most industries and a close
third otherwise, ranging from 21% of
Wholesale & Retail restatements to

29% of Healthcare & Pharmaceuticals.
Presentation, consolidation, and atypical
transaction issues are typically third
most common with industries ranging

from a low of 14% (Healthcare & Phar-
maceuticals) to a high of 25% (Utilities
& Waste). Revenue restatements are
least common in all industries except
Computers & Software and Healthcare &
Pharmaceuticals. Computers & Software
represents the high end of the 7% to 20%
range. Energy, Mining & Chemicals is at
the low end, and the other nine industry
groups are clustered from 10% to 16%.

There is not much industry variation for
other measures of restatement severity.
Wholesale & Retail has a higher rate

of 4.02 restatements, 50% compared

to 42% overall, as well as the longest
misstatement periods, and again these
characteristics appear to be due to lease
restatements. Business Services has the
highest incidence of fraud, 4% compared
to 2% overall and a low of 1% in Finan-
cial, Banks & Insurance. Otherwise, all
other industries are near the overall
percentages.

Individual Accounting Issues
Across Industries

If each restatement issue is analyzed
separately (i.e., when the number of
accounting issues is greater than the
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number of restatements), accounting is-
sue rates remain fairly consistent across
industries. Most industries fall within +/-
5% of the overall percentage of restate-
ments correcting each individual issue. A
few exceptions are Industrial & Durable
Manufacturing, where companies tend

to correct relatively more cost of sales
issues; 13% of restatements in this indus-
try involve cost of sales compared to 7%
overall, and Financial, Banks & Insur-
ance where companies rarely restate cost
of sales. Only 1% of financial industry
restatements involve cost of sales—likely
because most of these companies do not
have physical inventories. Further, there
are several accounting issues where

no industry percentage is more than
+/-5% of the overall rate. These include
tax, investing activities, most financial
statement presentation issues, and

most subsidiary/consolidation/atypical
transaction issues. Appendix C provides
a breakout of industry percentages for
each accounting issue.

B. Restatement Company
Exchange and Financial
Characteristics

This stage of the analysis requires
financial information about the restating
company. Specifically, basic financial
measures (assets, revenue, and net
income) for the fiscal year-end immedi-
ately prior to the restatement announce-
ment must be readily obtainable to be
included in this analysis. These data

are attained mainly from Standard and
Poor’s Compustat database.

Basic financial data are available for
6,535 (62%) of the 10,479 restatements
studied in prior sections. The distri-
bution of companies with and without
available financial data is shown in Fig-
ure 14. The proportion of restatement
companies with data ranges from a low
of 54% in 2009 to a high of 72% in 2005.
The 6,535 restatements in the analysis
are made by 4,229 unique companies.
The number of restatements per compa-
ny ranges from one (2,706 companies) to
10 (one company).
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Profile of Companies
Lacking Financial Data

Of the 3,944 restatements lacking suffi-
cient data for further analysis, exchange
membership is unknown for 88%, sug-
gesting that some of these entities may
not have been operating companies at
the time of the restatement—for exam-
ple, trusts or asset backed securities that
are not followed by Compustat. Another
9% are traded over the counter (OTC)
on bulletin boards, leaving only 3% that
are, or were, associated with a major
exchange. Not surprisingly, companies

that cannot be included in this analysis

due to missing data also tend to be small.

For the limited number of these compa-
nies with asset data available, median
assets are only $9.1 million; $5.7 million
if financial institutions are excluded.*’

Regarding severity measures, companies
that exit the analysis due to missing
data are less likely to report revenue
restatements (11% of exiting companies,
compared to 15% for continuing com-
panies), more likely to have expense
restatements (45% exiting, 41% continu-
ing), and tend to have shorter average

FIGURE 14: NUMBER OF RESTATEMENT COMPANIES WiTH AND WiTHOUT BASIC
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Basic financial data are available for 62%, or 6,535, of the restatements included in this study. The
proportion of restatement companies with financial data ranges from a high of 46% in 2009 to a low

of 28% in 2006.

FiIGURE 15: RESTATEMENT CoMPANY EXCHANGE MEMBERsHIP (N=6,535)
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misstatement periods (1.4 years exiting,
1.9 years continuing). On the other
hand, more 4.02 restatements remain in
the analysis, 66% of 4.02 restatements
are included compared to 56% of non-
4.02 restatements since 2005.

Excluded companies are also dispro-
portionately from the Energy, Mining &
Chemicals industry (18% exiting, 11%
continuing) and the Financial industry
(17% exiting, 15% continuing), but are less
likely to be Computer & Software compa-
nies (16% exiting, 20% continuing). Final-
ly, the largest difference between exiting
and continuing companies is that while
20% of exiting companies are foreign (801
of 3,994), only 12% of continuing compa-
nies are foreign (762 of 6,535).

Exchange Membership of
Restatement Companies

Focusing on the 6,535 restatement
companies with basic financial data, 26%
trade on the NYSE (including Amex),
31% trade on the NASDAQ, 37% trade
OTC (either pink sheets or Bulletin
Boards), and an additional 6% are
untraded subsidiaries or trade on other
exchanges such as the NYSE Arca.*

However, these percentages are not sta-
ble over time. As shown in the solid lines
in Figure 15, in earlier years there are
more OTC restatement companies, 42%
compared to roughly 25% each for the

TABLE 6: EXCHANGE MEMBERSHIP OF
U.S. AND FOREIGN
RESTATEMENT COMPANIES

U.S. Foreign Total

NYSE 1,495 226 1,721
26% 30%  26%

NASDAQ 1,915 124 2,039
33% 16% 31%

0TC 2,008 406 2,414
35% 53%  37%

Other 355 6 361
6% 1% 6%

Total 5,773 762 6,535
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NASDAQ and NYSE. But in recent years
the percentage of restatement companies
trading OTC decreased markedly. This

is particularly evident in 2012, the only
year that the percentage of OTC restate-
ment companies (25%) is lower than the
percentage trading on both the NYSE
(33%) and the NASDAQ (36%)

This appears to be due in part to a
divergence in 4.02 and non-4.02 restate-
ments. As shown by the dotted lines in
Figure 15, the proportion of 4.02 restate-
ments that were made by NYSE restate-
ment companies dropped below 25%

in 2006 and remained below that mark
through the end of the decade. Thus, the
proportional increase in restatements by
NYSE restatement companies is attrib-
utable to non-4.02 restatements. On the
other hand, although the proportion of
4.02 restatements by OTC restatement
companies begins trending down in the
last two years of the decade, in 2012
OTC companies are still responsible for
34% of 4.02 restatements and NASDAQ
companies are responsible for 38%.

U.S. Compared to Foreign
Restatement Companies

Comparing U.S. and foreign restate-

ment companies in Table 6, the foreign
companies are more likely to trade on the
NYSE and OTC, but less likely to trade on
the NASDAQ. This suggests that foreign
restatement companies tend to consist
mainly of relatively large or relatively
small companies with few in the middle.

Restatement Company Size

Average assets for restatement companies
are $6.9 billion, and median assets are
$201 million. The wide difference between
average and median amounts is due in
part to the effect of Financial, Banking &
Insurance industry restatements. (These
companies have average assets of $35.2
billion and median assets of $1.1 billion.)
Excluding financial institutions, average
assets of the remaining restatement com-
panies falls to $2.1 billion.*’

Figure 16 compares average assets for
restatement companies to Compustat

Fi1GURE 16: CoMPUSTAT AND RESTATEMENT COMPANY AVERAGE ASSETS (MILLIONS)

(N=6,535)
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For the 6,535 restatement companies with financial data in the Compustat database, average
assets for the restating companies tend to be smaller than Compustat companies. Beginning in
2007, restating companies were notably smaller than the Compustat average until 2012, when
several large financial institutions announced restatements. When Financial, Banks & Insurance
companies are excluded, average assets of restatement companies in 2012 is $3.3 billion.
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companies.® On average, restatement
companies tend to be smaller than
Compustat companies; average Com-
pustat company assets are $10.0 billion
(compared to $6.9 billion for restatement
companies, including financial institu-
tions). The median Compustat company
is also larger than the median restatement
company; median Compustat assets are
$308 million (compared to $201 million
for all restatement companies).

Compustat company size increases fairly
steadily over the decade, albeit leveling
off during the 2008 to 2010 recession
years. Restatement company size closely
tracks Compustat companies from 2003
to 2006, but drops sharply in 2007 and
is notably smaller than the Compustat
average until 2012. However, the 2012
increase is mainly due to a higher pro-
portion of restatements announced by
large financial institutions.’! Excluding
Financial, Banks & Investment compa-
nies, the average assets of restatement
companies in 2012 is $3.3 billion, up
slightly from $2.6 billion in 2011 and still
markedly less than the average of $8.4
billion in 2010.

Overall, companies announcing 4.02
restatements are somewhat smaller than
non-4.02 companies, averaging $6.8 bil-
lion in assets compared to $7.5 billion
for non-4.02 companies from 2005-
2012. As shown by the line in Figure
16, the average size of 4.02 restatement
companies decreases from $7.9 billion
in 2006 to $1.3 billion in 2011 before
shooting up to $17.6 billion in 2012.
The large increase in 2012 is due to the
financial institution restatements men-
tioned above; if the financial industry is
excluded, the average for 4.02 compa-
nies is comparable to 2011, as indicated
by the dotted line in the figure.?

Patterns are similar when comparing me-
dian assets (not shown), except restate-
ment companies are markedly smaller
than Compustat companies beginning in
2006, rather than 2007, and 4.02 com-
panies’ median assets are smaller than
both Compustat and non-4.02 medians
in 2012. Revenue patterns are similar to
median asset patterns.
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U.S. and Foreign Restatement Ficure 17: AVERAGE U.S. CoMPUSTAT AND RESTATEMENT COMPANY ASSETS
Company Size (MILLIONS) (N=5,773)
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TABLE 7: RESTATEMENT COMPANIES REPORTING NET INCOME OR L0ss PRIOR TO RESTATEMENT (N=6,535)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 Total

With net income 256 342 623 557 362 260 150 197 235 252 3,234
Average ROA 8% 9% 7% 8% 7%  10% 8% 12%  10% 9% 8%
With net loss 340 348 521 553 331 258 234 253 238 225 3,301
Average ROA -53% -45% -51% -64% -59% -63% -48% -55% -64% -49% -55%
Total 596 690 1,144 1,110 693 518 384 450 473 477 6,535
Percentage with loss 57%  50%  46%  49%  48%  49% 60% 56% 50% 47%  50%

e A < 2972 (A8
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average assets for U.S. restatement and
Compustat companies across years. While
U.S. restatement companies are about
26% larger than comparable Compus-

tat companies around the time of SOX
Section 404 implementation in 2004 to
2006, they trend smaller again beginning
in 2007—and dramatically so from 2009
to 2011, when they are about a third the
size of Compustat companies. However,
in 2012 restatement companies are larger
again. As mentioned previously, this is
due in part to a higher percentage of
restatements by large financial institu-
tions.>* Median patterns (not shown) are
similar, except restatement companies’
median assets are markedly lower begin-
ning in 2006, and differences between the
two groups are not as extreme as average
differences in later years of the decade.

Profitability of Restating Companies

Restatement companies tend to be rel-
atively unprofitable. As shown in Table
7, 50% of restatement companies report
a net loss prior to announcing a re-
statement. In comparison, about 40% of
Compustat companies report net losses
over the decade and the majority are
profitable each year.> Table 7 also pro-
vides the average return on assets (ROA)
separately for restatement companies
reporting income and those reporting
losses. ROAs of some companies are lim-
ited because they have negligible assets
and extreme ROA values that distort

the overall averages.> These ROAs are
capped at a ceiling of 200% and a floor
of -200%. After imposing this restriction,
the average unprofitable restatement
companies have an average ROA of -55%,
and profitable ROA companies have an
average ROA of 8%.

Figure 18 shows that the average ROA
for profitable restatement companies is
similar to the ROA of profitable Com-
pustat companies. llowever, unprofitable
restatement companies tend to be more
unprofitable: -55%, compared to -47% for
Compustat companies.

U.S. and Foreign Restatement
Company Profitability

There is little difference in profitability
between U.S. and foreign restatement
companies. When only U.S. restatement
companies are considered, the percent of
profitable companies and ROA statistics
all are within two percentage points of
those shown in Table 7. Similarly, about
half of all foreign restatement companies
report a loss prior to restating. Foreign
restatement companies tend to be a little
more profitable, with an average ROA

of 11%, compared to 8% for U.S. compa-
nies. Conversely, foreign loss companies
tend to do a little worse, with an average
ROA of -57%, compared to -55% for U.S.
companies.

Summary

Restatement companies tended to be
similar in size to Compustat companies
in the early years of the decade, but
smaller in recent years. Relative to Com-
pustat companies, restatement compa-
nies are more likely to report losses, and
these unprofitable restatement compa-
nies tend to be more unprofitable than
the comparison group. Overall, 4.02 re-
statement companies are slightly smaller
than non-4.02 companies because the
average size of non-financial 4.02 compa-
nies has decreased markedly since 2006.

Comparing U.S. and foreign restatement
companies, the foreign companies tend
to be more extreme; on average they are
much larger, but this appears to be due
mainly to a relatively few very large com-
panies—particularly financial institu-
tions. On the other hand, median assets
of foreign restatement companies are
smaller than for U.S. restatement compa-
nies, indicating a meaningful presence of
smaller foreign companies.
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Profitability of 4.02 restatement
companies: 48% of 4.02 restatement
companies report losses prior to the
restatement. In 2005 and 2006, 4.02
companies were more likely than
non-4.02 companies to be profitable,
but by the end of the decade, 4.02
companies were much less likely to be
profitable than non-4.02 companies.
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ENDNOTES

44.

45.

46.

Industry definitions are based on the
Fama and French 12 industry clas-
sification scheme. Fama and French
combine various four-digit SIC codes to
create industry groups. For this analysis,
industries representing less than 4% of all
restatements are included with “other”
or combined with similar industries.
Industries representing less than 4% of
all restatements that are combined with
other industries are Chemicals (com-
bined with Energy & Mining) and Durable
Product Manufacturing (Combined with
Industrial Manufacturing). The “other”
category includes companies involved in
transportation, construction and engineer-
ing, and travel and leisure as well as other
uncategorized companies. The Business
Services category includes management
consulting, employment, logistics and
security services.

The Computer & Software industry is
responsible for 27% of all stock compen-
sation restatements and 56% of the back-
dating subset. In comparison, the overall
averages for the other industries are 7%
and 4% respectively. The standard devia-
tion of the ranks is 1.0 or less for all indus-
tries except Wholesale & Retail (standard
deviation is 1.5), Utilities and Waste (1.4),
and Energy and Chemicals (1.1).

Wholesale & Retail drops to 39% if lease
restatements are removed from the
analysis.

47.

48.

49.

50.

S1.

Limited financial data and exchange data
are available through AA, however not

all necessary data items are available for
these companies. Median assets are based
on 1,602 entities (1,324 non-financial en-
tities) with asset data either before or after
the restatement announcement year.

Within the OTC category, 88% are OTC
and 12% are OTCBB.

Most industry averages for restatement
companies range from $1.3 billion to 83.9
billion. In addition to Financial compa-
nies, Wholesale & Retail companies tend
to be larger, with average assets of $7.3
billion, while companies in Computers &
Software and Health & Pharmaceuticals
tend to be smaller, around $700 million.

To be included in this analysis Compus-
tat companies must have CIK codes and
asset data. CIK codes are unique company
identification numbers issued by the SEC
for each registrant, foreign or domestic.
Because all restatement companies in the
study are SEC registrants, comparison
Compustat companies are also required to
be SEC registrants. Compustat converts
foreign currencies to U.S. dollar equiva-
lents using exchange rates, so all compa-
nies are included regardless of reporting
currency.

This is the year with the highest percent-
age of restatements announced by finan-
cial institutions; in 2012 21% of restate-
ment companies are financial institutions
compared to an overall average of 15%.
Excluding Financial, Banks & Insurance
companies, average assets of companies
announcing restatements in 2012 are $3.3
billion rather than $11.5 billion.
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wn
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54.

56.

. Overall averages are based on 2,798 4.02

restatement companies with available
data from 2005 to 2012. In 2012, these
companies include 116 non-financial and
26 financial organizations. Average assets
of the Financial, Banks & Insurance com-
panies are $90.1 billion.

. For example, UBS AG, with assets of

$1.8 trillion, announced a restatement
in 2009, Mitsubishi UFJ Financial Group,
with assets of $2.1 trillion announced a
restatement in 2010. Amounts based on
Compustat conversion of foreign curren-
cies into U.S. dollars.

For example, JP Morgan Chase & Co,
with assets of $2.3 trillion, announced a
restatement in 2012.

. There are 49,023 profitable and 32,553

unprofitable Compustat company years in
this analysis.

Truncating ROA at 200% affects 18 in-
come-reporting restatement companies,
one with unadjusted ROA of 40,000%,
the rest range from 217% to 3,198%.
Truncating loss ROAs at -200% affects
455 restatement companies. These ROAs
range from -201% to -1,300,700%. ROA
for Compustat companies in Figure 4 is
similarly truncated.
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Restatement Announcement
Market Reactions

This stage of the analysis requires share price
information at the time of the restatement
announcement in order to calculate the market
reaction. These data are obtained mainly from the
Center for Research in Security Prices (CRSP)
database, maintained by the Booth School of Business
at the University of Chicago. CRSP provides daily
share price mainly for companies trading on the NYSE/

Amex and NASDAQ.

Profile of Restatement Companies
Lacking Stock Price Data

Price data are available for 4,175 (40%)
of the 10,479 restatements studied in
prior sections. These restatements are
almost entirely a subset of the 6,535
restatements included in the exchange,
size and profitability analyses; only 89
companies have stock price data but not
basic financial data.

Figure 19 shows the proportion of
companies with and without data to
calculate the stock price reaction over
the decade. Restatement companies with
necessary data range from 49% in 2004
to 33% in 2010. Companies exiting the
analysis due to missing data tend to be
about half the size of those remaining in
the analysis, and much less profitable.
They are also more likely to be foreign
and from the Energy, Mining & Chemi-
cals and Business Services industries. On
the other hand, the companies remain-
ing in the analysis are more likely to
have announced 4.02 or revenue related
restatements, and are more likely to be
from the Wholesale & Retail and Finan-
cial, Banking & Insurance industries.

v [

Average Announcement
Reactions Over Time

Stock market reactions analyzed in

this study are estimated by calculating
the percent change in the company’s
common stock price on the day of the
restatement announcement and the day
after, adjusting these daily returns to ac-
count for the overall market return and
summing the adjusted returns that were
calculated for each of the two days.

For simplicity, this measure is referred
to as the market reaction or stock price
reaction.>

Overall, the average market reaction at
the time of the restatement announce-
ment for the 4,175 restatements with
price data is -1.5% and the median is
-0.01%.%° As shown in Figure 20, aver-
ages each year vary only slightly from
-0.6% in 2003 to -2.5% in 2009. Reactions
are statistically negative in each year

FIGURE 19: RESTATEMENTS WITH AND WITHOUT MARKET REACTION DATA

(N=10,479)
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Average announcement reactions

to 4.02 Restatements: Reactions to
4.02 restatements average —2.3%
compared to —0.6% for non-4.02
restatements. Reactions are more
negative for 4.02 restatements than
for non-4.02 restatement every year
except 2010, when they are the same.
The largest difference is in 2012 when
the 4.02 reaction is —5.3% and the
non-4.02 reaction is —0.6%.

except 2003.°" Median market reactions
are nearer zero each year. Figure 20 also
shows a measure of market volatility, the
VIX, on the right axis. The more negative
reactions in 2008 and 2009 are during
years of relatively high market volatility.

Market reactions for more severe restate-
ments tend to be much more negative.
Figure 21 shows the average reaction for
restatements with various indications

of severity. On average, reactions to
announcements of 4.02 restatements and
restatements involving fraud and affecting
revenue are statistically more negative
than the overall average (p-values < .01).

F1GURE 20: AVERAGE AND MEDIAN MARKET REACTIONS TO RESTATEMENT

ANNOUNCEMENTS (N=4,175)
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FIGURE 21: RETURNS BY RESTATEMENT CHARACTERISTICS
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Further investigation of years with ex-
treme reactions suggests that the more
negative average reaction in 2009 is due
in part to four fraud restatements an-
nounced in that year with average returns
of -23% and median returns of -16%—in
addition to the effects of market volatility
and the recession. On the other hand, the
more negative average in 2012 appears

to be due to a relatively high number of
revenue restatements with average an-
nouncement returns of -8%.

Over the decade, 17 restatement an-
nouncements prompted reactions of
-50% or worse. Of these, 14 are 4.02 re-
statements, nine involve revenue, three
involve fraud, and three are by foreign
registrants. At least one occurs in every
year except 2003 and 2011. The highest
number (3) was in 2012, and 2009 saw
the most negative reaction of the decade:
Huron Consulting, which had an an-
nouncement reaction of -72%.

U.S. and Foreign Restatement
Market Reactions

Figure 22 compares market reactions
for restatements by 3,775 U.S. and 400
foreign companies. The overall average
return for U.S. companies (-1.5%) is only
slightly more negative than for foreign
companies (-1.4%) and the difference is
not statistically significant.

Differences between U.S. and foreign
registrants are 1% or less in most years.
Foreign registrants’ average returns are
-1.5% or better except in 2009 and 2010.
Because there are only 19 restatements
with return data announced by foreign
companies in 2009 and 35 in 2010,

the averages are strongly influenced by
restatements by Satyam Computer in
2009 and Searchmedia in 2010; both had
market reactions approaching -60%.

Regression Analysis of
Market Reactions to
Restatement Announcements

Regression analysis assesses which
restatement and company characteristics
are statistically associated with more
negative market reactions, holding other
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factors constant. Restatement character-
istics included in the analysis are 4.02
restatements, fraud, directional effect on
reported income, length of restatement
period and accounting issue severity.
Company characteristics include profit-
ability, whether the company is foreign,
an accelerated or large accelerated filer,
and whether the company had disclosed
ineffective internal controls at the time
of the announcement.

Results of the regression model are
shown in Table 8. Statistically significant
associations are indicated with asterisks

w» w

and a “-” or “+” in the “significant asso-
ciations” column. These symbols mean
that characteristic is associated with
more negative (-) or less negative (+) an-
nouncement returns, respectively. If the
cell is left blank, the item is not statisti-

cally associated with market reactions.®

The model confirms that reactions are
more negative for 4.02 restatements and
when the restatement involves fraud or
reduces previously reported income.®
Restatements of revenue or operating
expense accounts have more negative
reactions than the other two severi-

ty groups, but there is no association
between the length of the restated period
and the market reaction.®

Reactions tend to be more negative when
accelerated filers announce restate-
ments, but large accelerated filers tend
to experience relatively less negative
reactions.® Net loss companies are also
more likely to experience negative an-
nouncement reactions, but not compa-
nies with internal control weaknesses or
foreign companies. Finally, restatements
announced during the recession years of
2008 and 2009 tend to have more neg-
ative reactions. This appears to be due
in part to increased volatility during this
time. If the VIX index is substituted for
recession years, greater market volatility
around the time of the announcement is
associated with more negative reactions.
[However, these two measures are signifi-
cantly correlated (p-value < .01); so if
both are included, neither is statistically
significant.
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FIGURE 22: AVERAGE MARKET REACTIONS FOR U.S. AND FOREIGN COMPANIES
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TABLE 8: RESTATEMENT AND COMPANY CHARACTERISTICS ASSOCIATED WITH MARKET
Reactions (N=3,682)

Significant Coefficient Significance
Association
Restatement characteristics
4,02 restatement - -0.009 =
Fraud involved - -0.044 >
Income-decreasing - -0.005 **
Years restated 0.000
Revenue restated - -0.029 **
Expenses restated - -0.007 i
Company characteristics
Accelerated filer - -0.009 .
Large accelerated filer 4 0.009 **
Ineffective controls -0.001
Net loss - -0.007 >
Foreign registrant -0.003
Timing effects
Recession years (2008-2009) - -0.009 i

*Indicates coefficient statistically significance at p-values < .05
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ENDNOTES

57.

58.

59.

Among companies with financial data,
average assets for companies with return
data are $8.6 billion compared to $4.0
billion for companies without. Median
ROA for the remaining companies is 1%
compared to -13% for exiting companies.
In the returns analysis, 59% are 4.02
restatements, compared to 49% of all
restatements since 2005.

These are attributes that deviate more
than +/-5% from the overall attrition rate of
60%. Foreign companies have a 75% attri-
tion rate, Energy, Mining & Chemicals has
a 75% attrition rate, and Business Services
68%. On the other side, the attrition rate
for Wholesale & Retail is only 52%, Finan-
cial: 54%, and revenue restatements: 50%.

This measure is commonly called the
“cumulative abnormal return” (CAR). The
CARs are calculated using Eventus soft-
ware which subtracts an equally-weighted
market return from the individual compa-
ny’s return on each day of the announce-
ment window. This gives an estimate of
the daily abnormal return for the com-
pany. The abnormal returns are summed
to obtain the CAR for the announcement
window. The window does not include the
day prior to the announcement, because
there appears to be relatively little reac-
tion on this day, suggesting little news
leakage prior to the announcement.

60.

61.

The window does include the day after
because announcements can be made after
market close, so reactions are reflected

in prices the following trading day. The
window and methodology are consistent
with prior research in this area. Restate-
ments are sometimes announced at the
same time as other news, such as earnings,
auditor changes, and 10-K or 10-Q filings.
In addition, restatement announcements
include varying degrees of information
about the restatement so different compa-
nies’ returns capture different types and
levels of information.

In prior periods returns are much more
negative. From 1995 to 2000 average returns
were nearer -10%. See Zoe-Vonna Palmrose,
Vernon J. Richardson and Susan Scholz,
“Determinants of Market Reactions to
Restatement Announcements,” Journal of
Accounting and Economics, vol. 37 (2004).
However, in 2001 and 2002 returns are
similar to those reported in this table. See
Susan Scholz, The Changing Nature and
Consequences of Public Company Finan-
cial Restatements, The Department of the
Treasury (2008), p.29..

T-tests are used to assess whether returns
differ significantly from zero. Conven-
tionally, p-values of .10 or less indicate
statistical significance. Here, one-tailed
p-values are significant at the .01 level
each year except 2003 and 2011. 2011 is
significant at the .10 level and 2003 is not
significant.
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62.

63.

64.

The regression analysis includes 3,682 re-
statements for which data are available for
all items in the model. The overall model
is significant, the F-statistic is 11.5 (p-val-
ue < .01), the adjusted R? is .033, and the
constant (0.007) is significant (t-statistic =
2.002, p-value = 0.05). A p-value of.05 or
better is indicated by **.

Additional tests confirm that income-de-
creasing restatements have more negative
returns and no change and income-increas-
ing restatements have less negative returns.
If the change in reported income scaled

by total assets is included in the model in
place of this indicator variable it is not sig-
nificant and other results are not affected.

An indicator for restatements that affect
only interim results is not significant if
substituted for the length of the misstated
period.

. An asset-based size measure is not signif-

icant whether included alone or with the
accelerated filer variables.
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tatement Companies and
ernal Control Reporting

The decline in the frequency and severity of restatements that is
documented in prior chapters can be attributable in part to improvements
in internal control over financial reporting (ICFR) due to SOX Section 404
ICFR assessment and reporting requirements. Quantifying the effect of
ICFR assessment and reporting activities is beyond the scope of this
study. Nonetheless, this final chapter provides some preliminary, high-
level information about ICFR reporting—before and after restatement
announcements—that may stimulate further research in this area.

A. ICFR Background
and Limitations in the
Analysis

SOX Section 404(a) requires manage-
ment to assess the company’s ICFR, and
the SEC’s implementation rules provide
for management to disclose whether the
controls are deemed effective or have

a material weakness at year end. The
SEC required that “larger” companies
provide this ICFR disclosure commenc-
ing with annual reports for fiscal years
ending on or after November 15, 2004.%°
SOX Section 404(b) requires certain
companies to have their external auditor
attest to managements’ assertions on the
effectiveness of ICFR. Under the SEC’s
implementation rules, Section 404(b)
reporting also began in December 2004.
As an aside, 404(a) and 404(b) reports
are consistent 99.9% of the time.

Beginning December 15, 2007, “smaller”
companies were required to provide re-
ports on management’s assessment of the
company’s ICFR but their auditors are
not required to attest to management’s
assertions. Therefore, this analysis
focuses on restatements announced from
2005 to 2012 by companies issuing both
404(a) and 404(b) reports (404(a)&(b)
companies).®’

The analysis further focuses on restate-
ments of annual results of 4.02 restate-
ments, as these are considered to be of a
more serious nature and could suggest a
connection with a material weakness in
ICFR. In addition, Section 404 reporting
is an annual process, based on fiscal
year-end conditions disclosed in annual
reports. It is also important to acknowl-
edge that it is not known whether the
accounting issue or issues underlying a
restatement are directly related to the
material weakness identified in the ICFR

disclosure.

What is ICFR Reporting?

With a few exceptions, all public
companies are required to assess the
effectiveness of internal control over
financial reporting (ICFR) and report the
results at each year end. In addition,
most large public companies are
required to have their external auditor
report, with reasonable assurance, on
the design, operation, and effectiveness
of ICFR. Internal controls have inherent
limitations, and even those determined
to be effective can provide only
reasonable assurance with respect to
preparation and presentation of the
financial statements. Any evaluation

of the effectiveness of controls to
future periods are subject to the risk
that controls may become inadequate
because of changes in conditions

or the degree to which compliance
with the policies or procedures may
deteriorate.
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B. Effective ICFR Reports
and Restatements

The analysis turns first to assessing the
frequency of reports of ICFR that stated
that the company did not have a materi-
al weakness relative to restatement activ-
ity. Audit Analytics’ SOX 404 Adverse
Auditor Attestation History indicates
that over the eight years of 404 reporting
(roughly 2005-2012), a total of 33,352
404(a)&(b) ICFR reports were issued,®
of which 30,873 reported that ICFR was
effective. Of these 30,873 effective ICFR
reports, 668, or 2% of the companies
announced an annual 4.02 restatement,
while 30,205, or 98% did not have a sub-
sequent 4.02 restatement. Furthermore,
effective ICFR reports associated with
restatements decreased over time, from
a high of 6% in 2006 to about 1% from
2009 through 2012.

C. ICFR Reports with Material
Weaknesses at the Time
of the Restatement
Announcement

The analysis next focuses on companies
with annual 4.02 restatements and the
ICFR reports that precede the restate-
ment announcements. That is, the ICFR
disclosures are related to a year that
later is revealed to be misstated. Be-
cause these ICFR reports were publicly
available at the time of the restatement
announcement, the ICFR reports in this
initial analysis do not reflect discovery of
the misstatement.® Section D addresses
ICFR reports issued after the misstate-
ment is discovered.

This analysis considers 861 annual, 4.02
restatements that were preceded by a
404(a)&(b) ICFR report. The number

of restatements included in the analysis
is relatively small as only 2,109 restate-
ments of any type were preceded by

an ICFR report issued by 404(a)&(b)
companies — consistent with the decline
in restatements by larger companies that
was documented in previous chapters.
After eliminating quarterly-only (574)
and non-4.02 (674) restatements, there
are 861 annual, 4.02 restatements for
analysis.

h
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FiGgure 23: ICFR RePORTS PRECEDING RESTATEMENTS BY 404 (A)&(B) COMPANIES
AND FRrREQUENCY OF ICFR MATERIAL WEAKNESS DISCLOSURES
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Total 105 288 160 85 63 52 59 49 861

Overall, 22% of these 861 restatements
were preceded by disclosure of a ma-
terial weakness in ICFR. As shown in
Figure 23, the highest percentage is in
the initial year of ICFR reporting (2005),
when 29% of the ICFR reports disclosed a
material weakness.” From 2006 to 2008,
the number of annual, 4.02 restatements
by 404(a)&(b) companies decreased
sharply (from 288 in 2006 to 85 in 2008)
and ICFR reports disclosing a material
weakness preceded 24% of these restate-
ment announcements. From 2009 to
2012 the number of such restatements
leveled out to around 50 to 60 per year,
and about 18% are preceded by an ICFR
report disclosing a material weakness.™

In comparison, AA reports that overall
only 7% of all ICFR reports by non-re-
statement 404(a)&(b) companies
disclose a material weakness.” Figure
24 compares the frequencies of ICFR
reports disclosing a material weakness
for restatement and non-restatement
404(a)&(b) companies.

Each year, the frequency of restatement
companies reporting a material weak-
ness in ICFR is at a least 10 percentage

points higher than that of non-restate-
ment companies. Using the overall AA
data as a baseline, statistical analysis
suggests that the frequency of ICFR
material weakness disclosures before
an annual, 4.02 restatement announce-
ment is 184% higher than would be
expected.”™ In short, ICFR reports dis-
closing a material weakness are dramat-
ically more likely before a restatement
announcement than when no restate-
ment is forthcoming.™

D. ICFR Reports After
Restatement Discovery

Finally, the analysis focuses on ICFR
assessments when the need for a restate-
ment is known before the ICFR report

is filed. Again, the analysis focuses on
annual, 4.02 restatements by 404(a)&(b)
ICFR companies. During the 2005-2012
ICFR reporting timeframe, there were
1,241 total restatements reported by
404(a)&(b) companies that were fol-
lowed by an ICFR report. Of these, 557
restatements remain for analysis after
eliminating the non-4.02 restatements
(496) and the quarterly-only restate-
ments (188).
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F1GURE 24: PERCENTAGE OF ICFR MATERIAL WEAKNESS DISCLOSURES IN THE
PrIOR PERIOD FOR RESTATEMENT AND NON-RESTATEMENT 404(A)&(B)

COMPANIES
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FiGure 25: NuMBER OF ICFR REPORTS WITH A MATERIAL WEAKNESS DISCLOSURE
FoLLOWING RESTATEMENTS BY 404(A)&(B) COMPANIES AND FREQUENCY
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On average, 67% of these restatements
are followed by an ICFR report noting

a material weakness. Figure 25 shows
the distribution of ICFR reporting. Once
again, the figure highlights the precip-
itous decline in serious restatements

by 404(a)&(b) companies since ICFR
reporting commenced. It also shows that
disclosures of ICFR with material weak-
ness are fairly close to the 67% overall
average each year.

This suggests that sometimes a mate-
rial weakness is corrected prior to the
year-end preceding the restatement
announcement. For example, a company
may discover and correct a weakness
late in a fiscal year, and later find a
restatement that affected the last several
years. In this scenario, it is possible that
discovery of the ICFR weakness helped
identify the restatement. Investigating
these circumstances is an area for future
research.

Although not shown in the figure, addi-
tional analyses indicate that ICFR re-
ports with material weakness disclosures
are more likely after a restatement that
involves revenue or fraud; both are fol-
lowed by material weakness disclosures
88% of the time. Unprofitable compa-
nies are more likely to report a mate-
rial weakness in ICFR than profitable
companies (78% vs. 62%) and foreign
companies have essentially the same rate
of material weakness disclosures after a
restatement as U.S. companies.™

In summary, this analysis indicates that
very few reports of effective ICFR are
associated with companies announcing
annual, 4.02 restatements. Also, ICFR re-
ports issued before serious restatements
are announced are much more likely to
disclose a material weakness than are
ICFR reports by non-restatement com-
panies. Not surprisingly, the likelihood of
a weakness disclosure increases sharp-
ly when the ICFR report date is after
restatement announcement, although
nearly one-third of such ICFR reports do
not disclose a material weakness. This
illustrates that a restatement does not
necessarily mean that an unremediated
weaknesses existed at year end.
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E. Suggested Areas of
Future Research

This chapter provides some prelimi-
nary, high-level information about ICFR
reporting before and after announce-
ments of 4.02 annual restatements for
404(a)&(b) companies. The analysis
leaves several important questions for
future research. For example, the asso-
ciation between restatements and ICFR
reporting for 404(a) companies that

ENDNOTES

66. These “larger” companies have public
float greater than or equal to $75 million
and are referred to as accelerated filers by
the SEC; accelerated filers with §700 mil-
lion or more of public float are referred to
as large accelerated filers. Other (“small-
er”) companies are non-accelerated filers.

67. “Smaller” companies issuing only 404(a)
reports differ from “larger” 404(a)&(b)
companies on several dimensions. In addi-
tion to having no auditor ICFR attestation,
404(a) companies may have less sophisti-
cated control environments and generally
tend to identify a higher level of material
weaknesses in ICFR. Audit Analytics data
on material weakness disclosures indicate
an overall material weakness reporting
rate of 31% of 404(a) companies as
compared to 7% for 404(a)&(b) compa-
nies. The auditor’s role in ICFR reporting
for 404(a)&(b) companies is explicit
since a separate ICFR report is required
to be issued. In cases where a separate
ICFR audit report is not issued, auditors
are nonetheless required to obtain an
understanding of the company’s ICFR as
part of the financial statement audit, and,
based on this work, report any identified
material weaknesses in ICFR to company
management and the audit committee.
Data are not available to determine the
extent of auditor involvement in the
identification of ICFR material weakness
disclosures reported by 404(a) companies.

are not subject to auditor attestation
remains to be examined. Another area
for future exploration is the association
between ICFR reporting and quarter-
ly-only and non-4.02 restatements.

Perhaps most importantly, future
research could investigate whether the
material weakness disclosures identified
in ICFR reports are directly related to
the accounting issues responsible for
restatements.

68. AA collects data from all the reports filed
with the SEC. Therefore, when there is no
internal control data available, it is prob-
able that company did not file a report for
that year. However, it cannot be ruled out
that some reports were issued but the data
are missing from the AA database.

69. For example, if a restatement is an-
nounced in 2006 after Form 10-K for the
year ended 12/05 is filed (i.e., the year
ended 2005 is restated), the original ICFR
report for 2005 is used. The need for a
restatement was not known at the time
of issuance of the ICFR report. If the
restatement is announced in 2006 before
Form 10-K for 12/05 is filed (i.e., earlier
years and perhaps 2005 quarterly results
are restated), the ICFR report for 2004 is
used. This is because when it was filed,
the ICFR assessment in Form 10-K for
12/05 would have reflected the discovery
of the restatement.

70. Although a high number of restatements
were announced in 2005, few were pre-
ceded by an ICFR report because report-
ing began very late in 2004.

71. Restatement companies with an ICFR
disclosure of a material weakness prior
to an annual, 4.02 restatement are more
likely to be foreign (36% vs. 22% of U.S.
companies), unprofitable (29% vs. 18% of
profitable companies), and smaller than
the median. Differences are statistically
significant (p-values < .05). Industries
with rates of disclosures of I[CFR material
weakness that are notably lower than
the 22% average are Business Services
(15%), Healthcare & Pharma (15%), and
Financial, Banks & Insurance (15%). The
Utilities & Waste industry category has the
highest percentage (41%).
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72. ICFR rates of material weakness for all
404(a)&(b) companies are from Audit
Analytics’ SOX 404 Adverse Auditor At-
testation History. The 404(a)&(b) history
includes auditor ICFR reports issued for
fiscal years ending from November 15,
2004 through November 14, 2012.

73. The increased frequency estimate is based
on a 2x2 Chi-square analysis (restatement
vs. no restatement and weak vs. effective
ICFR) that estimates the expected number
of disclosures of material weakness in
ICFR using data from the AA ICFR report
(see prior note) for the no-restatement
condition. The increase over the expected
frequency is calculated as the difference
between the actual and expected number
of ICFR reports of material weakness
divided by the number expected ((193-
68)/68).

74. ICFR reports disclosing a material weak-
ness are also more likely prior to restate-
ments by 404(a) companies. Here, 41% of
annual, 4.02 restatements are preceded by
a disclosed material weakness. However,
relative to the 31% overall base rate for
these companies, this is only a 34% in-
crease over the expected number of such
disclosures using the 2x2 Chi-square anal-
ysis explained in the endnote 73 above.

75. Overall, 404(a) companies report weak
ICFR after 80% of annual, 4.02 restate-
ments.
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APPENDIX A: SUMMARY OF EVENTS AFFECTING RESTATEMENT ACTIVITY

Year

1999

2000

2001
2002

2003

2004

2005

2006

2007

2008

2009

Accounting
events

Enron restatement

WorldCom restatement

Lease accounting
restatements following SEC
lease accounting letter

Stock-option backdating
restatements

SOX events

SOX enacted, Section 302
reporting commences

Filing deadlines accelerate for
all accelerated filers

First Section 404(a)&(b) ICFR
reports issued by larger
companies for years ending
after November 15, 2004

First ICFR reports issued by
larger foreign filers.

Section 404(a) ICFR reports
issued by smaller companies /
PCAOB issues AS No.5

Regulatory
clarification

SEC issues SAB 99:
Materiality and SAB 101:
Revenue Recognition

SEC introduces non-reliance
reporting on Form 8-K Item
4.02

SEC issues SAB 108:
Quantifying Errors

SEC issues interpretive guid-
ance for management’s ICFR
assessments

FASB issues ASU No. 2009-
12 Fair Value Measurement
and Disclosures

35

Economic
events

Recession
begins

Recession
begins

Financial market
crash

Recession ends
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ArPENDIX B: AccountinG Issues Taxonomy

The accounting issues analyzed in this report are based on categories developed by Audit Analytics (AA). AA codes each re-
statement into one or several categories based on the restatement company’s public disclosures. For purposes of this study, AA’s
categories are grouped as follows:

Report Classifications AA Code AA Category Title AA Description

Business Activities

Revenue 6 Revenue recognition issues  Consists of errors or irregularities in approach, understanding or calculation associated
with the recognition of revenue. Many of these restatements originate from a failure to
properly interpret sales contracts for hidden rebate, return, barter or resale clauses. Some
of them also relate to the treatment of sales returns, credits and other allowances.

Expense-Accruals/ 7 Expense (payroll, SGA, other)  Consists of errors or irregularities in approach, theory or calculation associated with the

Reserves/Estimation recording issues expensing of assets or understatement of liabilities. These issues can arise from any
number areas including failure to record certain expenses, reconcile certain accounts
or record certain payables on a timely basis. Also issues with payroll expenses or SG&A
expenses are identified with this category.

12 Liabilities, payables, reserves — Consists of errors, irregularities or omissions associated with the accrual or identi-
and accrual estimate failures  fication of liabilities on the balance sheet. These could range from failures to record
pension obligations, to problems with establishing the correct amount of liabilities for
leases, capital leases and other. This category could also include failures to record
deferred revenue obligations or normal accruals.

14 Accounts/loans receivable, Consists of errors or irregularities in approach, theory or calculations with respect to
investments & cash issues cash, accounts receivable, loans collectible, investments, allowance for uncollectibles,
notes receivables and/or related reserves. These mistakes often manifest themselves in
balance sheet and income statement errors or misclassifications. Based on GAAP rules,
changes in estimates, such as allowances for bad debts, should not be reflected as a
restatement but should be recorded in the period in which such change is identified.

Expense-Stock 17 Deferred, stock-based and/  Consists of errors or irregularities in approach, theory or calculation associated with the

compensation or executive comp issues recording of deferred, stock based or executive compensation. The majority of these er-
rors are associated with the valuation of options or similar derivative securities or rights
granted to key executives. This category can also include restatements associated with
the new FASB dealing with expensing of certain employee options as compensation
expense in financial statements.

48 Deferred, stock-based Consists of errors or irregularities associated only with the incorrect back dating of
options backdating only options.
(subcategory)
39 Deferred, stock-based SFAS  Consists of errors and irregularities associated with the expensing of share/option based
123 only (subcategory) compensation. SFAS 123 provides the primary guidance for this area of accounting.
Expense—Cost of sales 20 Inventory, vendor and/or cost  Consists of errors or irregularities in approach, theory or calculation associated with
of sales issues transactions affecting inventory, vendor relationships (including rebates) and/or cost of

sales. Such errors primarily are related to the capitalization of activities in inventory or
the calculation of balances at year-end.

Expense—Capitalization, 23 Capitalization of expenditures  Consists of errors or irregularities in approach, theory or calculation associated with
depreciation and issues the capitalization of expenditures. These can include expenditures capitalized related to
amortization leases, inventory, construction, intangible assets, R&D, product development and other
purposes.
1 Depreciation, depletion or Consists of errors or irregularities in approach, theory or calculation associated with
amortization errors depreciation of assets, amortization of assets and/or amortization of debt premiums or

discounts. A significant number of these items can be attributed to the recalculation
of depreciation associated with revised leasehold improvements associated with the
revised lease accounting rules.
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APPENDIX B: ACCOUNTING ISsUES TAXONOMY (CONT'D)

Report Classifications

Business Activities
(cont’d)

Expense-Leases

Expense-Pensions and
contingencies (#21-#42)

Tax Reporting

Investing

Financing

Financial statement
presentation

Cash flow statement

Income statement
misclassification / EPS

Debt/Equity
misclassification

AA Code

42

69

21

22

19

26

AA Category Title

Lease, leasehold and FAS 13
(98) only (subcategory)

Pension and other post-
retirement benefit issues
Lease, SFAS 5, legal,
contingency and commit-
ment issues

Tax expense/benefit/deferral/
other (FAS 109) issues

PPE intangible or fixed asset
(value/diminution) issues

Gain or loss recognition
issues

Debt, quasi-debt, warrants &
equity ( BCF) security issues

Financial derivatives/hedging
(FAS 133) acct issues

Cash flow statement (SFAS
95) classification errors

EPS, ratio and classification
of income statement issues

Debt and/or equity classifica-
tion issues

N e oA <

Financial Restatement Trends in the U.S.: 2003-2012

AA Description

Represents errors or irregularities with respect to a registrant's recording or identi-
fication of lease related issues. This is a subcategory of the "Lease, SFAS 5, legal,
commitments and contingency" category.

Consists of accounting errors including obligations, expenses, etc. associated with
pensions or other post-retirement plans or benefits

Consists primarily of errors, omissions or irregularities associated with FAS 5 type
contingencies and commitments. This description also deals with issues associated
with the disclosure or accrual of legal exposures by registrants and issues associated
with incorrectly identifying historical contractual lease terms. These terms can include
treatment of "rent holidays", tenant allowances and other such items.

Consists of errors or irregularities in approach, understanding or calculation associated
with various forms of tax obligations or benefits. Many of these restatements relate to
foreign tax, specialty taxes or tax planning issues. Some deal with failures to identify
appropriate differences between tax and book adjustments.

Consists of identifiable errors or irregularities either in calculation, approach or theory
that have taken place in the recording of assets, goodwill, intangible or contra liabilities
that are required to be valued or assessed for diminution in value on a periodic basis.
Examples include: intangible assets, goodwill, buildings, securities, investments, lease
hold improvements, etc. This description also covers misreporting of fixed assets.

Consists of errors or irregularities in approach, theory or calculation with respect to the
recording of gains or losses from the sales of assets, interests, entities or liabilities.
Mistakes in these areas often result from problems with calculating the appropriate
basis for items that were sold or the proper sales amount when such amounts are of
the nature of barters.

Consists of errors or irregularities in approach, theory or calculation associated with
the recording of debt or equity accounts. These restatements will often be about errors
made in the calculation of balances arising from debt, equity or quasi debt/equity
instruments with conversion options (including beneficial conversion features- BCF and
warrants). For example when convertible debt is issued, converted, repurchased or paid
off, the GAAP requirements can be challenging. In addition, certain debt instruments
can be erroneously valued.

Consists of errors or irregularities in approach, theory or calculation of derivative in-
struments. These can include the valuation of financial instruments such as hedges on
currency swings, interest rate swaps, purchases of foreign goods, guarantees on future
sales and many other examples.

Consists of errors or irregularities in approach, theory or calculation that manifested
themselves in cash flow statements (FAS 95) that are not consistent with GAAP. These
misclassifications can affect cash flow from operations, financing, non-cash and other.

Consists primarily of errors, omissions or irregularities associated with a registrant's
disclosure of financial/operational ratios or margins and earnings per share calculation
issues. Also included are circumstances where income statement items are misclassi-
fied, often between CGS and SGA.

Consists mainly of errors or irregularities in approach, theory or calculation associated
with the proper classification of a debt instrument as short term or long term. Issues
associated with determining the correct treatment can require an in depth understand-
ing of the contractual nature of the debt instruments. These errors can also include
differences misclassifications between debt and equity accounts.
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APPENDIX B: AcCOUNTING Issues TAXoNOMY (CONT'D)

Report Classifications

Financial statement
presentation (cont’d)

Segments and footnotes

Asset
misclassifications

Comprehensive income

Subsidiary account-
ing and atypical
transactions

Subsidiary

Acquisition

Consolidation

Reorganization

AA Code

36

29

35

24

44

45

13

101t

AA Category Title

Fin Statement, footnote &
segment disclosure issues

Balance sheet classification
of assets issues

Comprehensive income
issues

Intercompany, investment in
subs./affiliate issues

Foreign, related party,
affiliated, or subsidiary
issues

Foreign, subsidiary only
issues (subcategory)

Acquisitions, mergers, only
(subcategory) acct issues

Consolidation issues includ-
ing Fin 46 variable interest
& off-B/S

Acquisitions, mergers,
disposals, re-org acct issues

39

AA Description

This represents errors or irregularities associated with financial statement, footnote
and/or segment reporting information.

Consists of errors or irregularities in approach, theory or calculation associated with
how assets were classified on the balance sheet. This can include how assets were
classified as short term/long term, how they were described or whether they should
have been netted against some other liability.

Made up of errors or irregularities related to misstatements of comprehensive income
or accumulated income. These most commonly would include misstatements of pen-
sions, foreign currency or derivatives.

Consists primarily of errors or irregularities in approach, theory or calculation related
to intercompany or affiliate balances, investment valuations or transactions. It is often
the case that problems arise when intercompany balances are not recognized or that
income figures are manipulated at the affiliate (foreign or US) levels.

Consists primarily of errors, omissions or irregularities associated with disclosures
about related, alliance, affiliated and/or subsidiary entities. The most prevalent number
of issues in this category arise from problems with foreign affiliates and their related
accounting or financial reporting.

This is a subcategory of the “Foreign, related party, affiliate or subsidiary category".
This category was created in order to identify the prevalence of accounting restatement
issues related to dealings or oversight of foreign subsidiaries of US companies or where
the subsidiary of a foreign company is itself in another country from its parent.

This subcategory captures errors and omission issues related only to mergers and
acquisitions. This is a subset of the prime category of Acquisitions, Mergers, Disposals,
Reorganizations Accounting category.

Consists of errors or irregularities in approach, theory or calculation with respect to

the consolidation of subsidiaries including variable interest entities and off balance
sheet arrangements. This can include mistakes in how joint ventures, off balance sheet
entities or minority interests are recorded or manifested. It can also include issues
associated with foreign currency translations of foreign affiliates.

Consists primarily of errors or irregularities in approach, theory or calculation associ-
ated with mergers, acquisitions, disposals, reorganizations or discontinued operation
accounting issues. The restatements in this area can be varied but they all deal with
a company’s failure to properly record an acquisition (such as valuation issues) or a
failure to properly record a disposal (such as discontinued operations) or reorganiza-
tion (such as in bankruptcy). It can also include failures to properly revalue assets and
liabilities associated with fresh start rules.

t Although errors related to deferred revenue liabilities would ultimately affect revenue rather than expenses, these errors cannot be separated
from expense related liabilities. If the error also affected revenue balances, AA would code the restatement as a revenue recognition restate-

ment (code 6) as well.

11 Less category 45, Acquisitions-only.
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ApPPENDIX C: INDUSTRY RATES FOR INDIVIDUAL ACCOUNTING ISSUES
This appendix presents the percent of restatements that disclose each individual accounting issue in each industry. The percent-
ages add to more than 100% because restatements often involve more than one issue.

Industries that vary from the overall percent of total by 5% (-5%) or more are indicated in blue bold (italic)

Industry Code: Total 1 2 3 4 5 6 7 8 9 10 11
Revenue 1,435 376 204 104 122 137 138 103 78 62 52 59
Percentage of total 14% 20% 13% 7% 11% 14% 15% 13% 16% 13% 13% 15%
Expense
Accrual, Res, & Est 3,135 517 594 399 320 267 278 242 130 153 108 127
Percentage of total 30% 27% 36% 28% 30% 28% 30% 32% 26% 32% 27% 33%
Stock Compensation 1,312 348 117 196 127 101 154 71 62 55 29 52
Percentage of total 13% 18% 7% 14% 12% 1% 16% 9% 13% 11% 7% 13%
Depr, Amort, & Cap 1,014 124 112 191 85 176 70 65 58 44 35 54
Percentage of total 10% 7% 7% 13% 8% 18% 7% 8% 12% 9% 9% 14%
Cost of Sales 711 169 21 60 143 100 61 37 29 51 24 16
Percentage of total 7% 9% 1% 4% 13% 10% 7% 5% 6% 11% 6% 4%
Leases 462 35 47 17 21 192 24 38 27 17 19 25
Percentage of total 4% 2% 3% 1% 2% 20% 3% 5% 6% 4% 5% 6%
Contingencies & Pensions 268 32 51 30 45 14 17 18 11 20 20 10
Percentage of total 3% 2% 3% 2% 4% 2% 2% 2% 2% 4% 5% 3%
Any expense 5,288 963 787 712 551 569 475 374 230 251 169 207
Percentage of total 50% 50% 48% 50% 51% 59% 50% 49% 47% 52% 43% 53%
Tax 1,178 227 164 137 139 87 92 95 70 62 61 44
Percentage of total 11% 12% 10% 10% 13% 9% 10% 12% 14% 13% 15% 11%
Investing
Gains & Losses 371 37 107 48 31 37 19 26 20 15 19 12
Percentage of total 4% 2% 7% 3% 3% 4% 2% 3% 4% 3% 5% 3%
PPE 1,026 165 109 188 89 72 97 85 65 58 45 53
Percentage of total 10% 9% 7% 13% 8% 8% 10% 11% 13% 12% 11% 14%
Any investing activity 1,349 198 202 230 118 103 113 109 81 72 59 64
Percentage of total 13% 10% 12% 16% 11% 11% 12% 14% 16% 15% 15% 17%
Financing
Derivatives 308 10 109 68 31 9 11 19 10 7 27 7
Percentage of total 3% 1% 7% 5% 3% 1% 1% 2% 2% 1% 7% 2%
Debt 2,133 437 209 343 213 161 293 144 109 92 58 74
Percentage of total 20% 23% 13% 24% 20% 17% 31% 19% 22% 19% 15% 19%
Any financing 2,427 446 314 407 242 170 302 163 119 99 84 81
Percentage of total 23% 23% 19% 29% 23% 18% 32% 21% 24% 20% 21% 21%
Industry codes:
1. Computers & Software 4. Industrial & Durable Manufacturing 7. Other 10. Utilities & Waste
2. Financial, Banks & Insurance 5. Wholesale & Retail 8. Telecom & Broadcast 11. Business Services
3. Energy, Mining & Chemicals 6. Healthcare & Pharmaceuticals 9. Consumer Products
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ArpeNDIX C: INDUSTRY RATES FOR INDIVIDUAL ACCOUNTING ISSUES (CONT’D)
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This appendix presents the percent of restatements that disclose each individual accounting issue in each industry. The percent-

ages add to more than 100% because restatements often involve more than one issue.

Industries that vary from the overall percent of total by 5% (-5%) or more are indicated in blue bold (italic)

Industry Code: Total 1 2 3 4 5 6
Financial Statement
Presentation
Cash flow statement 1,010 158 211 103 110 122 64
Percentage of total 10% 8% 13% 7% 10% 13% 7%
Inc misclassification / EPS 470 72 93 54 53 43 42
Percentage of total 5% 4% 6% 4% 5% 5% 5%
Debt/Equity 425 69 73 43 40 48 30
misclassification
Percentage of total 4% 4% 5% 3% 4% 5% 3%
Segments & footnotes 325 54 62 53 44 16 24
Percentage of total 3% 3% 4% 4% 4% 2% 3%
Asset misclassification 288 55 50 32 29 33 27
Percentage of total 3% 3% 3% 2% 3% 3% 3%
Comprehensive Inc 111 10 30 19 20 8 6
Percentage of total 1% 1% 29 1% 29 1% 1%
Any Presentation 2,396 394 466 277 264 241 180
Percentage of total 23% 21% 29% 20% 25% 25% 19%
Subsidiary/Consolidation/
Atypical Transactions:
Subsidiary 924 162 133 113 135 57 65
Percentage of total 9% 8% 8% 8% 13% 6% 7%
Acquisition 836 165 96 123 74 65 86
Percentage of total 8% 9% 6% 9% 7% 7% 9%
Consolidation 757 101 146 98 104 51 51
Percentage of total 7% 5% 9% 7% 10% 5% 5%
Reorganizations 551 83 83 79 53 35 44
Percentage of total 5% 4% 5% 6% 5% 4% 5%
Any sub, cons, trans issue 2,559 431 380 349 300 182 214
Percentage of total 24% 22% 23% 25% 28% 19% 23%
Total restatements 10,479 1,921 1,634 1,415 1,071 965 942

72
9%
35
5%
39

5%
19
2%
24
3%

1%
176
23%

67
9%
51
7%
58
8%
49
6%
184
24%
768

34
7%
22
5%
29

6%
13
3%
1
2%

1%
105
21%

45
9%
43
9%
40
8%
33
7%
129
26%
494

37
8%
24
5%
22

5%
16
3%

2%

1%
97
20%

53
11%
51
11%
33
7%
22
5%
135
28%
486

10

71
18%
16
4%
19

5%
16
4%
11
3%

2%
129
33%

54
14%
33
8%
36
9%
38
10%
126
32%
395

11

28
7%
16
4%
13

3%

2%

2%

0%
67
17%

40
10%
49
13%
39
10%
32
8%
129
33%
388

Industry codes:
1. Computers & Software

2. Financial, Banks & Insurance
3. Energy, Mining & Chemicals

4. Industrial & Durable Manufacturing 7. Other

5. Wholesale & Retail

6. Healthcare & Pharmaceuticals

8. Telecom & Broadcast
9. Consumer Products

10. Utilities & Waste

11. Business Services
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APPENDIX D: GLOSSARY

Financial Restatement Trends in the U.S.: 2003-2012

This appendix provides definitions for selected terms used in the study

4.02 restatement
(see also non-4.02 restatement)

404(a) company

404(a)&(b) company

Accelerated filer and
large accelerated filer

Classification restatements

Fraud

ICFR reports or opinions

Misstatement

Non-4.02 restatement
(see also 4.02 restatement)

Restatement announcement

Severe or serious restatements

Stock market reaction to restatement

announcement

VIxe

A restatement reported on SEC Form 8-K Item 4.02 “Non-reliance on Previously Issued Financial Statements
or a Related Audit Report or Completed Interim Review.” Thus, the originally filed financial statements were
deemed unreliable overall for 4.02 restatements, but presumably not for restatements not reported on ltem
4.02 (non-4.02 restatements). ltem 4.02 was created in late 2004 so the distinction between 4.02 and non-
4.02 restatements begins in 2005.

Companies that provide SOX 404 internal control over financial reporting (ICFR) opinions by management only.

Companies that provide SOX 404 internal control over financial reporting (ICFR) opinions by both management
(SOX 404(a) opinions) and their auditor (SOX 404(b) opinions). In this study, the opinions expressed in 404(a)
and 404(b) reports are the same more than 99% of the time.

Accelerated filers are companies with public float greater than or equal to $75 million. These companies were
required to provide 404(a)&(b) internal control opinions beginning with annual reports for fiscal years ending
on or after November 15, 2004. Large accelerated filers (companies with public float greater than or equal to
$700 million) are included in this requirement. Smaller companies were required to provide 404(a) opinions
beginning in 2007.

Restatements that consist of shifting the classification but not the amount of balance sheet or income
statement accounts. The changes can be between current and non-current classifications or between account
types, for example from equity to liabilities or from net revenue to expenses.

An intentional misstatement in the financial statements. Fraud is identified by AA from publicly available
sources including company filings, by the use of terms including fraud and irregularity and when criminal
proceedings. Early years of the study supplement AA fraud information with information from SEC Auditing
and Accounting Enforcement Actions.

Reports by management (404(a)) or the auditor (404(b)) that provide an opinion about whether the company’s
internal controls over financial reporting are effective or have material weaknesses.

A departure from GAAP in financial statements filed with the SEC due to intentional or unintentional error.
Material misstatements are corrected via restatement.

A restatement not reported on Form 8-K Item 4.02. For example, restatements required when several imma-
terial errors become cumulatively material to the balance sheet. For these restatements the originally filed
financial statements were not deemed unreliable overall. This group also includes any restatement prior to
2005 because ltem 4.02 was created in late 2004.

The initial public revelation of a restatement or the need for a restatement. This may be a report on Form 8-K
[tem 4.02, a disclosure in an earnings announcement or other press release, or the presentation of restated
results in regularly scheduled filings.

Restatements with characteristics typically considered to be more troubling to financial statement users.
Restatements that involve fraud, decrease reported income, correct more periods, or affect core earnings
(revenue or business expenses) are considered to be more severe. 4.02 restatements are also considered to
be more severe than non-4.02 restatements.

Although more severe restatements are likely attributable to more material misstatements, the concept of
severity used in this study does not directly follow the definition of materiality from the auditing standards and
the two terms are not synonymous.

The percentage change in the stock price for the day of the restatement announcement plus the day following
the announcement, adjusted for the contemporaneous overall market returns. The reaction is calculated using
standard Cumulative Abnormal Return methodology with stock price data from CRSP and Eventus software.

The Chicago Board of Exchange’s Volatility Index. It provides a measure of stock market volatility used when
assessing the stock market reaction to restatement announcements.
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