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March 5, 2007

The Honorable Christopher J. Dodd

Chairman

Committee on Banking, Housing, and Urban Affairs
U.S. Senate

Dear Mr. Chairman:

We are reissuing Financial Restatements: Update of Public Company Trends,
Market Impacts, and Regulatory Enforcement Activities (GAO-06-678), July 25,
2006, to reflect revisions in our market impact calculations. In addition, we are
incorporating our August 2006 supplemental report, Financial Restatement Database
(GAO-06-1053R), which updated the restatement database through June 2006, into
this reissued report as Appendix V. The associated electronic database (GAO-06-
1079SP) has also been reissued. We have recalculated the dollar impact calculations
in this study, which has resulted in a lower calculation of cumulative market impact
for 2002-2005; however, these revisions do not change the report’s findings,
conclusions, or recommendations. That is, the impact on stock prices in the days
surrounding a restatement announcement continues to be much lower than we found
in our 2002 report (GAO-03-138).

The revisions to this report are generally concentrated in the second objective of the
report, which discusses the impact of restatement announcements on the restating
company’s stock price in the immediate-, intermediate-, and longer-term. The
revisions were prompted because the shares outstanding for several foreign
companies reflected American Depositary Receipts (ADR) that had not been
converted to equivalent ordinary shares outstanding." As a result, the market
capitalization calculations for these companies used in our impact analysis for a few
companies resulted in the market capitalization calculations being higher than they
should have been.

'An American Depositary Receipt is a negotiable certificate issued by a U.S. bank representing a
specified number of shares (or one share) in a foreign stock that is traded on a U.S. exchange. ADRs
are denominated in U.S. dollars, with the underlying security held by a U.S. financial institution
overseas.


http://www.gao.gov/cgi-bin/getrpt?GAO-06-678
http://www.gao.gov/cgi-bin/getrpt?GAO-06-1053R
http://www.gao.gov/cgi-bin/getrpt?GAO-03-138
http://www.gao.gov/cgi-bin/getrpt?GAO-06-1079SP
http://www.gao.gov/cgi-bin/getrpt?GAO-06-1079SP

This reissued report reflects the appropriate conversions for foreign companies and
amends our market capitalization calculations and impact analysis. We also
conducted an additional comprehensive review of our database and calculations in
the report and are making a number of other technical revisions.

Sincerely yours,
Orice M. Williams
Director, Financial Markets and Community

Investment

Enclosure
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Highlights of GAO-06-678, a report to the

Ranking Minority Member, Committee on

Banking, Housing, and Urban Affairs, U.S.
Senate

Why GAO Did This Study

In 2002, GAO reported that the
number of restatement
announcements due to financial
reporting fraud and/or accounting
errors grew significantly between
January 1997 and June 2002,
negatively impacting the restating
companies’ market capitalization
by billions of dollars. GAO was
asked to update key aspects of its
2002 report (GAO-03-138). This
report discusses (1) the number of,
reasons for, and other trends in
restatements; (2) the impact of
restatement announcements on the
restating companies’ stock prices
and what is known about investors’
confidence in U.S. capital markets;
and (3) regulatory enforcement
actions involving accounting- and
audit-related issues. To address
these issues, GAO collected
restatement announcements
meeting GAO’s criteria, calculated
and analyzed the impact on
company stock prices, obtained
input from researchers, and
analyzed selected regulatory
enforcement actions.

What GAO Recommends

GAO recommends that SEC
investigate potential
noncompliance with current Form
8-K filing requirements and make
consistent the guidance to
registrants concerning required
disclosures regarding certain
restatements. SEC stated that it
would examine the instances of
potential non-compliance and
carefully consider harmonizing
guidance concerning Form 8-Ks.

www.gao.gov/cgi-bin/getrpt? GAO-06-678.

To view the full product, including the scope
and methodology, click on the link above.
For more information, contact Orice M.
Williams at (202) 512-5837 or
williamso@gao.gov.

FINANCIAL RESTATEMENTS

Update of Public Company Trends,
Market Impacts, and Regulatory
Enforcement Activities

What GAO Found

While the number of public companies announcing financial restatements
from 2002 through September 2005 rose from 3.7 percent to 6.8 percent,
restatement announcements identified grew about 67 percent over this
period. Industry observers noted that increased restatements were an
expected byproduct of the greater focus on the quality of financial reporting
by company management, audit committees, external auditors, and
regulators. GAO also observed the following trends: (1) cost- or expense-
related reasons accounted for 35 percent of the restatements, including lease
accounting issues, followed in frequency by revenue recognition issues; and
(2) most restatements (58 percent) were prompted by an internal party such
as management or internal auditors. In the wake of increased restatements,
SEC standardized disclosure requirements by requiring companies to file a
specific item on the Form 8-K when a company’s previously reported
financials should no longer be relied upon. However, between August 2004-
September 2005, about 17 percent of the companies GAO identified as
restating did not appear to file the proper disclosure when they announced
their intention to restate. These companies continued to announce
intentions to restate previous financial statements results in a variety of
other formats.

Although representing about 0.2 percent of the market capitalization of the
major exchanges, which was $17 trillion in 2005, the market capitalization of
companies announcing restatements between July 2002 and September 2005
decreased over $36 billion when adjusted for market movements (nearly $18
billion unadjusted) in the days around the initial restatement announcement.
Researchers generally agree that restatements can negatively affect overall
investor confidence, but it is unclear what effects restatements had on
confidence in 2002-2005. Some researchers noted that investors might have
grown less sensitive to the announcements. Others postulated that investors
had more difficulty discerning whether restatements represented a response
to aggressive or abusive accounting practices, complex accounting
standards, remediation of past accounting deficiencies, or technical
adjustments. Although researchers generally agree that restatements can
have a negative effect on investor confidence, the surveys, indexes, and
other proxies for investor confidence that GAO reviewed did not indicate
definitively whether investor confidence increased or decrease since 2002.

As was the case in the 2002 report, a significant portion of SEC’s
enforcement activities involved accounting- and auditing-related issues.
Enforcement cases involving financial fraud- and issuer-reporting issues
ranged from about 23 percent of total actions taken to almost 30 percent in
2005. Of the actions resolved between March 1, 2002, and September 30,
2005, about 90 percent were brought against public companies or their
directors, officers, and employees, or related parties; the other 10 percent
involved accounting firms and individuals involved in the external audits of
these companies.
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Umted States Government Accountability Office

Washington, D.C. 20548

July 24, 2006

The Honorable Paul S. Sarbanes

Ranking Minority Member

Committee on Banking, Housing, and Urban Affairs
United States Senate

Dear Senator Sarbanes:

Public confidence in financial reporting is critical to the effective
functioning of the securities markets. However, restatements have resulted
in billions of dollars of lost market capitalization, as markets react to news
that companies plan to restate their prior financial statements or earnings
reports. For example, in a 2002 report, we estimated that restatements of
financial statements or other financial information resulted in
approximately $100 billion decline in market capitalization in the days
surrounding the restatement announcement.! Moreover, we found that
from January 1997 through June 2002, 845 public companies announced the
need to restate their financial information because of financial reporting
fraud and/or accounting errors.”

Responding to corporate failures and the financial reporting fraud that
resulted in substantial losses to institutional and individual investors,
Congress passed the Sarbanes-Oxley Act in 2002 (Sarbanes-Oxley Act).?
The act contains provisions affecting the financial reporting of public
companies, including management assessment and auditor attestation

IGAO, Financial Statement Restatements: Trends, Market Impacts, Regulatory Responses,
and Remaining Challenges, GAO-03-138 (Washington, D.C.: Oct. 4, 2002). For the purposes
of our 2002 report and this report (1) a restatement occurs when a company, either
voluntarily or prompted by auditors or regulators, revises public financial information that
was previously reported; and (2) the restatement announcement is considered the market
event whose effect is to be measured. Market capitalization is the value of a company as
determined by the market price of its issued and outstanding common stock (the number of
shares outstanding multiplied by the current market price of a share).

*Financial reporting fraud generally is defined as an instance in which a company
intentionally misstates its financial statements or intentionally misapplies an accounting
pronouncement. Accounting errors generally are unintentional mistakes in a transaction or
application of an accounting principle that results in the financial statements not being fairly
presented in conformity with generally accepted accounting principles. Our analysis
includes both financial reporting fraud and accounting errors. In our 2002 report, we
referred to financial reporting fraud and accounting errors as accounting irregularities.

SPub. L. No. 107-204, 116 Stat. 745 (July 30, 2002).
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about the effectiveness of internal controls. Industry observers expected
that the number of public companies restating their financial statements
would increase for some period of time because of increased scrutiny of
internal controls over financial reporting, and then eventually level off as
companies improved their controls.

You asked that we update our 2002 report on restatements. In this report,
we (1) determine the number of, reasons for, and other trends in
restatements of previously reported financial information; (2) analyze the
impact of restatement announcements on the restating companies’ stock
market capitalization; (3) research available data to determine the impact
of restatements on investors’ confidence in the existing U.S. system of
financial reporting and capital markets; and (4) analyze Securities and
Exchange Commission (SEC) enforcement actions involving accounting-
and audit-related issues.

To identify restatements, we used Lexis-Nexis, an online information
service, to systematically search for restatement announcements using
variations of “restate” and other relevant words. We then identified and
collected information on 1,390 restatements announced by 1,121 public
companies—984 of which were listed companies on the New York Stock
Exchange (NYSE), Nasdaq, and American Stock Exchange (Amex)—from
July 1, 2002, to September 30, 2005, that involved corrections of previously
reported financial results.* Throughout the report, we refer to the subset of
companies with stock listed on NYSE, Nasdaq, and Amex as “listed.” Our
database generally excludes announcements involving stock splits,
changes in accounting principles, and other announced restatements that
were not made to correct errors in the application of accounting
principles.” We classified each of the 1,390 announced restatements we
identified into one of nine categories: revenue recognition; cost- or
expense; acquisitions and mergers; in-process research and development
(IPR&D); reclassification, related-party transactions; restructuring, assets,
or inventory; securities related; and “other” restatements. This
classification process involved some degree of judgment and other

“The number of announcements exceeds the number of public companies because some
companies announced restatements more than once.

*Because numerous revisions to the Financial Accounting Standards Board’s Financial
Interpretation No. 46, Consolidation of Variable Interest Entities, were issued over a short
span, we generally excluded restatements made to comply with such guidance, unless the
compliance was not timely.
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researchers could interpret certain restatements differently. While several
other studies have used a similar methodology, we know of no publicly
available restatement list against which to compare the completeness of
our list. However, we did review companies’ SEC filings and Web sites to
verify the accuracy of particular restatement announcement dates and
reasons. We also compared some qualitative features of our database with
proprietary information provided by financial consulting firms. We also
compared companies in our database with a list of companies that had filed
Form 8-K, Item 4.02, disclosures with SEC between August 2004 and
September 2005 to identify companies that warranted further review
concerning how they disclosed their restatement announcements.

To determine the immediate impact on stock prices, as in our prior report,
we used the standard event study methodology, which is widely accepted
in the academic literature. We were able to analyze 1,061 of the 1,390
restatements that were announced from July 1, 2002, through September
30, 2005; we also collected information on other characteristics of
restatement trends. We were unable to include 329 in our primary analysis
because (1) they involved stocks not listed on NYSE, Nasdaq, or Amex; or
(2) they were missing data for the relevant period for causes including
trading suspensions, bankruptcies, and mergers. For the 1,061 cases, we
analyzed the company’s stock price from the trading day before through the
trading day after the announcement date to assess the immediate impact
and calculate the change in market capitalization. We analyzed the
intermediate impact (20 trading days before and after the restatement
announcement date) for 991 of the 1,390 restatements to capture any
potential information leakage concerning potential restatements.’ We also
analyzed the longer-term impact (60 trading days before and after the
restatement announcement date) for 928 of the 1,390 restatements to gauge
whether the company’s stock prices rebounded over time.” In the
immediate-, intermediate-, and longer-term calculations, we adjusted for
overall market movements. Additionally, we performed a separate
immediate impact analysis of the 329 announcements that we were unable
to analyze in the primary event study, which was limited to a simple
assessment of any changes in unadjusted market capitalization. To analyze

“There were fewer restatements analyzed over the intermediate period than restatements
analyzed in the immediate impact analysis because of missing longer-term data.

"There were even fewer restatements analyzed over the longer-term period than

restatements analyzed in the intermediate and immediate impact analysis due to missing
longer-term data.
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the impact of restatements on investor confidence, we identified a number
of indexes, reviewed quantitative research on the issue, conducted
structured interviews with (and collected information) from experts in
accounting and financial markets, and collected data on a variety of proxy
measures.

To obtain information about the recent enforcement actions SEC has taken
involving accounting- and auditing-related issues, which may or may not
involve a restatement, we collected information on SEC’s enforcement
process, reviewed available SEC information, and collected enforcement
case data from over 800 Accounting- and Auditing-Related Enforcement
Releases (AAER) issued from March 1, 2002, through September 30, 2005
posted on SEC’s Web site as of July 1, 2006. We also interviewed officials
from SEC and the Public Company Accounting Oversight Board (PCAOB),
which was established by the Sarbanes-Oxley Act to oversee the audits of
public companies subject to the securities laws.

We conducted our work between June 2005 and August 2006 in accordance
with generally accepted government auditing standards. For additional
information on our scope and methodology, see appendix 1.

Results in Brief

While the number of companies announcing financial restatements from
2002 through September 2005 rose from 3.7 percent to 6.8 percent,
restatement announcements identified grew about 67 percent over this
period. Of the restatements identified, cost- or expense-related issues were
the primary reason for restatements during this period and most were
prompted by internal parties, such as management or internal auditors.
Some industry observers commented that increased restatements were the
expected byproduct of the greater focus—by company management, audit
committees, external auditors, and regulators—on the quality of financial
reporting. The cumulative totals were 919 restatements over a 66-month
period that ended June 30, 2002, and 1,390 restatements over the 39-month
period that ended September 30, 2005. Over the period of January 1, 2002,
through September 30, 2005, the total number of restating companies
(1,084) represents 16 percent of the average number of listed companies
from 2002 to 2005, as compared to almost 8 percent during the 1997-2001
period. The median size (by market capitalization) of restating companies
increased from $277 million in 2002 to $682 million in 2005. For the July
2002 through September 2005 period, the 1,121 restating companies we
identified (accounting for 1,390 restatement announcements) announced
that they would restate their financial information for many reasons—for
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example, to adjust revenue, costs or expense, or address securities-related
issues. Cost- or expense-related issues were the primary reason for
restatements, which included numerous lease accounting issues in early
2005; overall cost- or expense related issues accounted for 35 percent of
the 1,390 announced restatements during this period. Internal parties (e.g.,
management or internal auditors) prompted a majority (58 percent) of the
announced restatements, while external parties (e.g., external auditors or
regulators) prompted nearly one-quarter (24 percent) of them; we were
unable to identify the prompter in the remaining 18 percent.

The market capitalization of the companies—those we were able to analyze
from among the listed companies that we identified as announcing
restatements of previously reported information between July 2002 and
September 2005—decreased an estimated $36 billion when adjusted for
overall market movements (nearly $18 billion unadjusted) in the days
around the initial restatement announcement.® For the restating companies
we analyzed, stock prices fell almost 2 percent on average (market
adjusted) from the trading day before through the trading day after an
initial restatement announcement. This short-term impact ($36 billion), if
realized, may have been significant for the companies and shareholders
involved, but represents about 0.2 percent of the combined total market
capitalization of NYSE, Nasdaq, and Amex, which was $17 trillion in 2005.
Although capturing the impact of a restatement announcement over
intermediate and longer periods (20 and 60 trading days before and after
the event, respectively) is more difficult, our analyses suggest that
restatement announcements have had a somewhat negative effect on stock
prices beyond their immediate impact. The announced reasons for
restatements also were a factor in how great an impact a restatement
announcement had on stock prices. In a change from our previous report,
cost- or expense-related issues were the most frequently cited reasons for
restating and had the greatest impact on market capitalization in dollar
terms, but as was the case in our previous report, restatements involving
revenue issues and financial reporting fraud and/or accounting errors
generally led to greater market losses than restatements for other reasons.

8These results are based on our event study and include only those stocks listed on NYSE,
Nasdaq, and Amex at the time the companies announced restatements. Adjusting for market
movements is important in general because the impact of negative (or positive) company-
specific news can be dampened (or bolstered) on a day when the overall market is moving
higher, and vice versa. Failing to control for market movements can result in attributing a
greater or smaller impact to an event than is warranted.
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Although researchers generally agree that restatements can have a negative
effect on investor confidence, the surveys, indexes, and other proxies for
investor confidence that we reviewed did not indicate definitively whether
investor confidence increased or decreased since 2002. To illustrate, some
researchers noted that, since 2002, investors may have had more difficulty
discerning whether a restatement represented a response to: aggressive or
abusive accounting practices, the complexity of accounting standards, the
remediation of past accounting deficiencies, or technical adjustments.
However, several survey-based indexes and other proxies for investor
sentiment did not indicate a consensus on the direction of investor
confidence since 2002. For example, a periodic UBS/Gallup survey, aimed
at measuring investor confidence indicated that while concerns over
corporate accounting practices still existed, overall investor confidence
remained low primarily because of concerns such as high energy prices and
the federal budget deficit. In contrast, the Yale confidence indexes, which
found investor confidence levels were largely unaffected by the accounting
scandals prior to 2003, more recently showed that institutional investors
have slightly more confidence in the stock market—but results for
individual investors were unclear.’ Finally, other measures and proxies for
investor confidence indicated that increased financial restatements may
not have had a negative impact on overall confidence or, if they had, any
negative impact had been counterbalanced by other, more positive forces.

The number of SEC enforcement cases involving financial fraud and issuer
reporting issues increased from 79 in fiscal year 1998 to 185 in fiscal year
2005—a more than a 130 percent increase. Moreover, in fiscal year 2005,
cases involving financial fraud and issuer reporting issues constituted the
largest category of enforcement actions. The resources SEC devoted to
enforcement grew as well. The financial debacles of the late 1990s and
early 2000s spurred Congress to increase SEC’s resources to help SEC
better manage its increased workload. This resulted in a 22 percent
increase in SEC’s enforcement resources between fiscal years 2002 and
2003. Of the enforcement actions SEC resolved between March 1, 2002, and
September 30, 2005, SEC brought about 90 percent against public
companies or their directors, officers, and employees; the other 10 percent
of the cases involved accounting firms and individuals affiliated with
accounting firms. To address such violations, SEC sought a variety of
penalties against these companies and individuals, including monetary

The four Yale indexes are (1) the One-Year Confidence Index, (2) the Buy on Dip
Confidence Index, (3) the Crash Confidence Index, and (4) the Valuation Confidence Index.
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sanctions, cease-and-desist orders, and bars on individuals appearing
before SEC or serving as officers or directors in public companies. In
addition, the newly created PCAOB also has broad investigative and
disciplinary authority over public accounting firms that have registered
with it and persons associated with such firms; PCAOB has initiated
several enforcement actions since its inception.

This report includes recommendations to SEC to help ensure compliance
with its Form 8-K reporting requirements and make consistent existing SEC
guidance on public company disclosures of restatements that result in non-
reliance on previously issued financial statements. This would include
investigating the instances of potential noncompliance that we identified
and take any necessary actions to correct them. Moreover, to improve the
consistency and transparency of information provided to markets about
restatements, we recommend that SEC harmonize existing instructions and
guidance concerning Item 4.02 by amending the instructions to Form 8-K
and other relevant periodic filings to clearly state that an Item 4.02
disclosure on Form 8-K is required for all determinations of non-reliance on
previously issued financial statements (Item 4.02), irrespective of whether
such information has been disclosed on a periodic report or elsewhere.

We requested comments on a draft of this report from the Chairmen of SEC
and PCAOB. SEC and PCAOB provided written comments. In response to
our recommendations, SEC noted that it would (1) continue its practice of
examining instances of potential noncompliance and take appropriate
actions, and (2) carefully consider our recommendation that it harmonize
certain instructions and guidance related to restatements. PCAOB noted
that as the overseer of the audit of public companies, it is very interested in
the trends in financial restatements identified in the report and the impact
on public companies and investors and thinks that the report will advance
an understanding of this important issue. We reprinted SEC’s and PCAOB’s
written comments in appendixes II and III, respectively, and discuss them
in greater detail near the end of this report. Both SEC and PCAOB provided
technical comments that were incorporated into the report as appropriate.
We also obtained comments from officials at several of the companies
selected as case studies in this report and have incorporated their
comments as appropriate.

Background

Public confidence in the reliability of financial reporting is critical to the
effective functioning of the securities markets, and various federal laws
and entities help ensure that the information provided meets such
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standards. Federal securities laws help to protect the investing public by
requiring public companies to disclose financial and other information.
SEC was established by the Securities Exchange Act of 1934 (the Exchange
Act) to operationalize and enforce securities laws and oversee the integrity
and stability of the market for publicly traded securities. SEC is the primary
federal agency involved in accounting requirements for publicly traded
companies. Under Section 108 of the Sarbanes-Oxley Act, SEC has
recognized the accounting standards set by the Financial Accounting
Standards Board (FASB)—generally accepted accounting principles
(GAAP)—as "generally accepted” for the purposes of the federal securities
laws. SEC reviews and comments on registrant filings and issues
interpretive guidance and staff accounting bulletins on accounting matters.

To issue securities for trading on an exchange, a public company must
register the securities offering with SEC, and to register, the company must
meet requirements set by the Exchange Act, as amended, including the
periodic disclosure of financial and other information important to
investors. The regulatory structure of U.S. markets is premised on a
concept of corporate governance that makes officers and directors of a
public company responsible for ensuring that the company’s financial
statements fully and accurately describe its financial condition and the
results of its activities. Company financial information is publicly disclosed
in financial statements that are to be prepared in accordance with
standards set by FASB and guidance issued by SEC. The integrity of these
financial statements is essential if they are to be useful to investors and
other stakeholders.

In addition to the requirements and standards previously discussed, the
securities acts and subsequent law set requirements for annual audits of
the financial statements by registered public accounting firms to help
ensure the integrity of financial statements. The applicable standards under
these laws require that auditors plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes an examination, on a test basis, of
evidence supporting the amounts and disclosures in the financial
statements; an assessment of the accounting principles used and
significant estimates made by management; and an evaluation of the
overall financial statement presentation. The purpose of the auditor’s
report is to provide reasonable assurance about whether the financial
statements present fairly, in all material respects, the financial position of
the company, the results of its operations, and its cash flows, in conformity
with U.S. GAAP.
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The Sarbanes-Oxley Act reinforces principles and strengthens
requirements (established in previous law), including measures for
improving the accuracy, reliability, and transparency of corporate financial
reporting. Specifically, Section 302 requires that the chief executive officer
(CEO) and chief financial officer (CFO) must certify for each annual and
quarterly report filed with SEC that they have reviewed the report; the
report does not contain untrue statements or omissions of a material fact;
and the financial information in the report is fairly presented. In addition,
Section 404 requires company management to annually (1) assess its
internal control over financial reporting and report the results to SEC and
(2) have a registered public accounting firm attest to and report on
management’s assessment of effectiveness of internal control over
financial reporting. While larger public companies have implemented
Section 404, most companies with less than $75 million in public float—
about 60 percent of all public companies—have yet to complete this
process.' (See app. IV for further discussion of the act.)

To oversee the auditing of publicly traded companies, the Sarbanes-Oxley
Act established PCAOB, a private-sector nonprofit organization. Subject to
SEC oversight, PCAOB sets standards for, registers, and inspects the
independent public accounting firms that audit public companies and has
the authority to conduct investigations and disciplinary proceedings and
impose sanctions for violations of law or PCAOB rules and standards.
Specifically, Section 105 of the Sarbanes-Oxley Act granted PCAOB broad
investigative and disciplinary authority over registered public accounting
firms and persons associated with such firms. In May 2004, SEC approved
PCAOB'’s rules implementing this authority. According to the rules, PCAOB
staff may conduct investigations concerning any acts or practices, or
omissions to act, by registered public accounting firms and persons
associated with such firms, or both, that may violate any provision of the
act, PCAOB rules, the provisions of the securities laws relating to the
preparation and issuance of audit reports and the obligations and liabilities
of accountants with respect thereto, including SEC rules issued under the
act, or professional standards. Furthermore, PCAOB'’s rules require
registered public accounting firms and their associated persons to
cooperate with PCAOB investigations, including producing documents and
providing testimony. The rules also permit PCAOB to seek information
from other persons, including clients of registered firms. See figure 1 for

SEC defines public float as the aggregate market value of voting and non-voting common
equity held by non-affiliates of the issuer.
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the existing system of corporate governance and accounting oversight
structures.

|
Figure 1: Existing System of Corporate Governance and Accounting Oversight Structures
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Source: GAO.

2SEC has delegated front-line regulation of broker-dealers to the self-regulatory organizations. NASD
was previously known as the National Association of Securities Dealers.

®FAF refers to the Financial Accounting Foundation.
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The Number of
Restatements Has
Continued to Grow and
New Trends Have
Emerged

°SEC has recognized the accounting standards set by the Financial Accounting Standards Board
(FASB) to be “generally accepted” for the purposes of the securities laws.

YEITF refers to FASB’s Emerging Issues Task Force.

Although the number of public companies restating their publicly reported
financial information due to financial reporting fraud and/or accounting
errors remained a relatively small percentage of all publicly listed
companies, the number of restatements has grown since 2002. For
example, 314 companies announced restatements in 2002 and 523
announced restatements in 2005 (through September). In addition, of the
1,390 announced restatements we identified, the percentage of large
companies announcing restatements has continued to grow since 2002."
While large and small companies restate their financial results for varying
reasons, change in cost- or expense-related items, which includes lease
accounting issues, was the most frequently cited reason for restating. While
both internal and external parties could prompt restatements, internal
parties such as company management or internal auditors prompted the
majority of restatement announcements. Finally, we found that, despite
SEC’s efforts to create a more transparent mechanism for disclosing
restatements through revisions to Form 8-K, some companies had not
properly filed such disclosures and continued to announce intentions to
restate previous financial statements results in a variety of other formats.

The Number of Restatement
Announcements Grew since
2002, as Did the Number of

Listed Companies Restating

The number of annual announcements of financial restatements generally
increased, from 314 in 2002 to 523 in 2005 (through September)—an
increase of approximately 67 percent (see fig. 2). This constituted a nearly
five-fold increase from 92 in 1997 to 523 in 2005. Furthermore, from July
2002 through September 2005, a total of 1,121 public companies made 1,390
restatement announcements.'* Some industry observers noted that several
factors may have prompted more U.S. publicly traded companies to restate

USee appendix V, Financial Restatement Database, GAO-06-1053R (Washington, D.C.:
Aug. 31, 2006), for a detailed listing of restatement announcements we identified July 2002
through September 2005, and additional information. This correspondence also includes a
listing of restatement announcements we identified from October 2005 through June 2006.
The database is available electronically at http:/www.gao.gov/cgi-bin/getrpt?GAO-06-
1079sp. For the purpose of this report, we define a large company as having over $1 billion
in total assets.

2The number of announcements exceeds the number of public companies because some
companies announced more than one restatement.
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previously reported financial results, including (1) the financial reporting
requirements of the Sarbanes-Oxley Act, especially the certification of
financial reports required by Section 302 and the internal controls
provisions of Section 404, (2) increased scrutiny from the newly formed
PCAOB through its inspections of registered public accounting firms; and
(3) increased staffing and review by SEC.

|
Figure 2: Total Number of Restatement Announcements Identified, January 1997—-
September 2005

Restatements
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Sept.)

Source: GAO analysis of relevant press releases and SEC filings.

Notes: Includes restatement announcements by larger public companies traded on the Over-the-
Counter (OTC) Bulletin Board and on the National Quotation Service Bureau’s Pink Sheets (Pink
Sheets).

As the number of restatement announcements rose, the numbers of listed
companies making the announcements increased as well. While the
average number of companies listed on NYSE, Nasdaq, and Amex
decreased about 10 percent from 7,144 in 2002 to 6,473 in 2005, the number
of listed companies restating their financial results increased from 265 in
2002 to 439 in 2005 (through September), representing about a 67 percent
increase (see table 1). On a yearly basis, the proportion of listed companies
restating grew from 3.7 percent in 2002 to 6.8 percent in 2005. Over the
period of January 1, 2002, through September 30, 2005, the total number of
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restating companies (1,084) represents 16 percent of the average number of
listed companies from 2002 to 2005, as compared to almost 8 percent
during the 1997-2001 period.

Table 1: Number of Listed Restating Companies as a Percentage of Average Listed
Companies, 2002-September 2005

Number of Number of listed Percent of listed
Year companies listed® companies restating® companies restating
2002 7,144 265 3.7
2003 6,780 237 3.5
2004 6,729 294 4.4
2005 6,473 439 6.8

Sources: GAO analysis of restatement announcements; NYSE, Nasdaq and SEC.

#The numbers of listed companies (NYSE-, Nasdag-, and Amex-listed companies) for each year from
2002 to 2004 are based on year-end totals. The number of NYSE- and Amex-listed companies for
2005 is through March. The number of Nasdag- listed companies for 2005 is through June.

®Companies that restated more than one time are counted only once in the yearly total. Also, note that
the number of listed companies restating differs from the total number of restatements because not all
companies that restated were listed on NYSE, Nasdag, or Amex, and some companies restated
multiple times. For example, in 2004, there were 370 restatements; however, 46 were attributed to
companies not listed on a major exchange. There were 294 listed companies that were responsible for
324 of the restatement announcements in 2004, with some companies announcing more than once.

A number of other researchers also found that restatements had increased
since calendar year 2002. The researchers used somewhat different search
methodologies to identify companies that restate previously reported
financial information and included slightly different criteria for inclusion
but arrived at similar conclusions. The Huron Consulting Group (HCG)
identified 1,067 financial statement restatements from 2002 to 2004 and
noted that the increase was significant from 2003 to 2004.* Also, Glass,
Lewis & Co. LLC (Glass Lewis) identified 2,319 restatements of previously
issued financial information by U.S. public companies from 2003 to 2005
and also found an increase in the number of restatements over that
period.' Unlike our work, which included a limited number of companies
traded OTC Bulletin Board or on Pink Sheets, the Glass Lewis study also

“Huron Consulting Group, “A Study of Restatement Matters,” (Chicago: Huron Consulting
Group, 2005).

Glass, Lewis & Co. LLC, “Getting It Wrong the First Time,” (Denver: Glass, Lewis & Co.
LLC, 2006).
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included hundreds of smaller companies quoted on the OTC Bulletin Board
or on Pink Sheets that generally lacked analyst coverage. See appendix VI
for a comparison of various restatements studies.

The Percentage of Large
Companies Restating Has
Continued to Grow

For the restatements we identified, the number of large companies
announcing restatements of their previously reported financial information
due to financial reporting fraud and/or accounting errors has increased.
More specifically, large companies (i.e., companies having over $1 billion in
total assets), as a percentage of the total restating companies have
increased from about 30 percent in 2001 to over 37 percent in 2005.
Likewise, the average market capitalization of a company announcing a
restatement (for which we had data) has grown from under $3 billion (with
amedian of $277 million) in the latter half of 2002 to over $10 billion (with a
median of $682 million) through September 2005. While the average size of
listed companies increased about 68 percent from 2002 to 2005, the average
size of companies restating their financials grew almost 300 percent.

Another indication that large public companies announcing restatements
has continued to increase, is the number of companies identified as
announcing restatements that are listed on the NYSE, which has more large
companies than the other U.S. stock exchanges.'” For example, between
2002 and September 2005, the number of NYSE-listed companies
announcing restatements had increased 64 percent from 114 to 187.1
During the same time, the number of Nasdag-listed companies announcing
restatements increased 55 percent from 137 to 212, and the number of
Amex-listed restating companies increased more than 175 percent from 14
to 40.17

5The average market capitalization of companies restating their financial statements for

which we had data was $924 million for those listed on Nasdaq, and $7.2 billion for those
listed on NYSE. The Nasdaq totals include National Market System and Small Cap Venue-
listed companies.

5 Companies restating multiple times in one year are counted only once in this analysis. For
example, in 2003 there were 110 restatements attributable to NYSE-listed companies;
however there were only 103 companies restating—some more than once.

"Because our methodology reflects a focus on the impact of restatement announcements on

market capitalization, we do not capture a large number of small public companies, many of
which are not traded on the listed markets. See appendix L.
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While more Nasdag-listed companies announced restatements than NYSE-
listed companies, the proportion of NYSE-listed companies restating
(relative to the total number of companies listed on the NYSE) surpassed
Nasdag-listed companies over the period 2002-2005."® As figure 3
illustrates, for the announced restatements we identified, in 2002, about 4
percent of NYSE-listed companies announced restatements for financial
reporting fraud and/or accounting errors, whereas this percentage rose to
more than 7 percent by September 2005. During the same period, the
percentage of Nasdag-listed restating companies rose from less than 4
percent to almost 7 percent. From 2002 to 2005, the percentage of NYSE-
and Nasdag-listed companies restating essentially mirrored each other in
movement throughout the period by declining and then increasing.
However, the percentage of Amex-listed restating companies rose each
year during the 2002 to September 2005 period from about 2.0 percent to
almost 5.5 percent.

18Tn 2005, Nasdaq had almost 900 more companies listed than NYSE.
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Figure 3: Percentage of Listed Companies Restating, 2002-September 2005
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Source: GAO analysis of NASDAQ and SEC data on listed companies.

Note: The 2005 figures are based on restatement announcements collected through September 2005.

Restatement Although public companies restate their financial results for a variety of

Announcements Most reasons, cost- or expense-related issues accounted for more than one-third

Frequently Were Made for of the 1,390 restatement announceme:‘n‘ts identified from July 2002 through

Cost- E Related September 2005 (see fig. 4). We classified cost- or expense-related

OSt- or Lxpense restatements generally to include a company understating or overstating

Reasons costs or expenses, improperly classifying expenses, or any other mistakes
or improprieties that led to misreported costs. Lease accounting issues that
surfaced in early 2005 were also included in this category.
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Figure 4: Restatements by Reason, January 1997—June 2002 and July 2002—-
September 2005

January 1997-June 2002 July 2002-September 2005
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Source: GAO analysis of initial restatement announcements.

Note: Our database includes announced restatements that were being made to correct material
misstatements of previously reported financial information. Therefore, our database excludes
announcements involving stock splits, changes in accounting principles, and other restatements that
were not made to correct mistakes in the application of accounting standards. For this report, we found
only one restatement announcement resulting from IPR&D.
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Our analysis also shows a significant drop in restatements announced for
revenue recognition reasons, which had accounted for almost 38 percent of
the restatements in our 2002 report. Cost- or expense-related issues
surpassed revenue recognition issues as the most frequently identified
cause of restatements primarily because of a large number of
announcements made in early 2005 to correct accounting for leases by the
retail/restaurant industry and tax-related issues. For example, 135 public
companies announced restatements involving issues solely related to
accounting for leases in 2005 after SEC chief accountant’s February 7, 2005,
letter regarding the treatment of certain leases and leasehold
improvements.'* However, revenue recognition remained the second most
frequently identified reason for restatements from July 2002 through
September 2005, accounting for 20 percent of all the restatements. Actions
that we classified under “revenue recognition” included a company
recognizing revenue sooner or later than would have been allowed under
GAAP, or recognizing questionable or invalid revenue. (See table 2 for a
description of each reason.)

19A lease is a document granting possession of a property for a given period without
conferring ownership. The lease document specifies the terms and conditions of occupancy
by the tenant, including a period of occupancy, rent payable, etc. A leasehold improvement
is an expense incurred for the permanent improvements to rented facilities. Leasehold
improvements are considered fixed assets and depreciate over the leased period.
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Table 2: Financial Restatement Category Descriptions

Category

Description

Cost or expense

Restatements due to improper accounting for costs or expenses. This category
generally includes a company understating or overstating costs or expenses,
improperly classifying expenses, or any other number of mistakes or improprieties
that led to misreported costs. It also includes improper treatment of expenses related
to tax liabilities and tax reserves. In addition, it includes improper treatment of
financing arrangements, such as leases, when a related asset was improperly
capitalized or expensed as part of the financing arrangement. Improperly reserved
litigation restatements are also included in this category.

Revenue recognition

Restatements due to improper revenue accounting. This category includes instances
in which: revenue was improperly recognized, questionable revenues were
recognized, or any number of other mistakes or improprieties that led to misreported
revenue. Also included in this category are transactions with non-related parties that
artificially inflate volume and revenues, through the simultaneous purchase and sale
of products between colluding companies. These are known as round-trip
transactions.

Securities-related

Restatements due to improper accounting for derivatives, warrants, stock options and
other convertible securities.

Restructuring, assets, or inventory

Restatements due to asset impairment, errors relating to accounting treatment of
investments, timing and amount of asset write-downs, goodwill and other intangibles,
restructuring activity and inventory valuation, and inventory quantity issues.

Reclassification

Restatements due to improperly classified financial statement items, i.e., current
liabilities classified as long-term debt on the balance sheet, or cash flows from
operating activities classified as cash flows from financing activities on the statement
of cash flows.

Other

Any restatement not covered by the listed categories. Includes restatements due to
inadequate loan-loss reserves, delinquent loans, loan write-offs, or other allowances
for doubtful accounts or accounting estimates; and restatements due to fraud or
accounting errors that were left unspecified.

Acquisition and merger

Restatements due to improper accounting for—or a complete lack of accounting for—
acquisitions or mergers. These include instances in which the wrong accounting
method was used, or losses or gains related to the acquisition were understated or
overstated.

Related-party transaction

Restatements due to inadequate disclosure or improper accounting of revenues,
expenses, debts, or assets involving transactions or relationships with related parties.

In-process research and development

Restatements resulting from instances in which improper accounting methodologies
were used to value in-process research and development at the time of an acquisition.

Source: GAO.

Note: We excluded announcements involving stock splits, changes in accounting principles, and other
financial statement restatements that were made for reasons other than correcting for financial
reporting fraud and/or accounting errors.
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Internal Parties Prompted

the Majority of

Restatements Announced
from 2002 through 2005

While both internal and external parties—such as the restating company’s
management or internal auditor, an external auditor, SEC, or others—can
prompt restatements, about 58 percent of the 1,390 announced
restatements were prompted by internal parties. This was an increase from
about 49 percent in our 2002 report. However, in both our prior report and
this report, external parties may have been involved in discovering some of
these misstatements, even if the companies may not have made that
information clear in their restatement announcements or SEC filings. The
external auditor, SEC, or some other external party such as the media (as in
the case of an August 2002 restatement announcement by AOL Time
Warner Inc. (AOL)), was identified as prompting the restatement in 24
percent of the announcements (compared to 16 percent in our 2002 report).
In the remaining 18 percent of the announcements (compared with 35
percent in our 2002 report), we were not able to determine who prompted
the restatement because the announcement or SEC filing did not clearly
state who discovered the misstatement of the company’s prior financial
results.

Figure 5: Who Prompted Restatements, January 1997—June 2002 versus July 2002-September 2005

January 1997-dune 2002

July 2002-September 2005

49%
®

35%

16%

Unknown
Unknown

External
External
Internal Internal

Source: GAO analysis of GAO-identified initial restatement announcements.
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While SEC Revised Its
Forms to Make Disclosures
of Certain Restatements
More Uniform, Many
Companies Continue to File
in Other Formats

SEC has revised Form 8-K, in part, to make information on financial
restatements more uniform and apparent to investors, but many companies
appeared to have filed potentially deficient filings. In addition, conflicting
instructions and guidance resulted in some companies disclosing similar
financial information in varying degrees and formats. In a 2003 report
required by the Sarbanes-Oxley Act, SEC proposed to address the lack of
uniformity by amending several of its periodic disclosure forms—
essentially to make issuers’ public notification of financial information
uniform.? Specifically, in its report, SEC proposed to amend Form 8-K to
add a specific line item for public companies to disclose what was restated
and why.

In March 2004, consistent with its proposal in the 2003 report, SEC
amended Form 8-K to, among other things, add a new line item (Item 4.02),
which requires public companies to file the Form 8-K (Item 4.02) within 4
business days if management or the company’s independent auditors
determine that previously issued financial statements should not be relied
upon.?! This alerts investors to potentially important company events that
may impact their investment decision. This change became effective
August 23, 2004. This change to Form 8-K included a limited safe harbor for
failure to timely file an 8-K in certain situations, including in a situation in
which the company makes the determination the financial statements may
not be relied upon, but not in a situation when the independent auditor
makes such a determination.

In November 2004, SEC issued additional guidance to address questions
concerning the revised disclosures. This “Frequently Asked Questions”
guidance states that a Form 8-K is required for Item 4.01 (Change in
Accountant) and Item 4.02 events, even if a periodic report such as a Form
10-K or 10-Q disclosing such information is filed during the 4 business days

DSection 704 of the Sarbanes-Oxley Act directed SEC to study its enforcement actions over
the b years preceding the enactment of the act in order to identify areas of issuer financial
reporting that are more susceptible to fraud, inappropriate manipulation, or inappropriate
earnings-management. Section 704 also directed SEC to report its findings to Congress,
including potential recommendations to address any identified issues. SEC reported the
results of its study in 2003.

2ISuch a determination is based upon Statement on Auditing Standards (SAS) No. 1, Section
561.06, which requires the appropriate disclosure of newly discovered facts and their impact
on the financial statements to persons who are known to be currently relying, or who are
likely to rely on, the financial statements when the newly discovered information meets the
criteria set forth in SAS No. 1, Section 561.05.

Page 21 GAO-06-678 Financial Restatements



following the event. The amended forms and the amended rules do not
make this Form 8-K filing requirement clear, and instead indicate that the
filing of a Form 8-K may not be required if previously reported. Specifically,
the instructions for Form 8-K state that a public company is not required to
file a Form 8-K when, substantially the same information has been
previously disclosed on a periodic report.

Between August 23, 2004, and September 30, 2005, about 17 percent of
restating companies (111 companies) did not appear to file a Form 8-K for
restatements as required by SEC guidance.? According to our analysis,
about 30 percent of restating companies (34 companies), during this same
time period, failed to file a Form 8-K disclosing their restatements. It
appears that these companies either failed to disclose the announced
restatement at all or disclosed it in a Form 10-K or 10-Q or an amended
form. The remaining 77 companies filed a Form 8-K disclosing their
restatement, but under items other than the required 4.02—such as 2.02
(Results of Operations and Financial Condition) or 8.01 (Other Events).
Furthermore, we found that the companies filing these potentially deficient
filings included a mix of large and small companies. For example, over one-
third of the 111 companies we identified were large companies (as
measured by market capitalization, asset size, or revenue). Moreover, a
study by Glass Lewis found that about one-third of companies restating in
calendar year 2005 did not file a Form 8-K (Item 4.02) to notify investors, or
the public in general, about such a corporate event.

2We excluded foreign issuers.
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Market Capitalization
of Restating
Companies Decreased
by Billions in the Days
Surrounding
Restatement
Announcements, but
Was Less Severe Than
in Our Prior Report

We estimated that—from the trading day before through the trading day
after an initial restatement announcement—stock prices of the restating
companies decreased by an average of almost 2 percent, compared with an
average decline of nearly 10 percent in our 2002 report.” In addition, we
estimated that the market capitalization of restating companies decreased
by over $36 billion when adjusted for overall market movements (nearly
$18 billion unadjusted) compared to adjusted and unadjusted declines of
around $100 billion reported in 2002. These declines, while potentially
significant for the investors involved, if realized, represented about 0.2
percent of the total market capitalization of the three securities exchanges,
which was about $17 trillion in 2005. The reasons for restatements also
appear to have affected the severity of the impact on market capitalization,
with restatements for reasons that could involve financial reporting fraud
or other unspecified causes resulting in the most severe size-adjusted
market reaction on average. However, revenue issues continued to have a
sizeable impact and, in a change from our previous report, cost- or
expense-related restatements had the greatest impact in dollar terms
because there are more of them. We also found that the market impact of
restatement announcements on restating companies over longer periods
was mixed, in contrast to our prior report, in which we found larger, more
persistent stock price and market capitalization declines for restating
companies.

On Average, Stock Prices
Fell over the Days
Surrounding the Initial
Restatement Announcement

We estimated that, for the 1,061 cases we were able to analyze from July 1,
2002, to September 30, 2005, the stock prices of companies making an
initial restatement announcement fell by almost 2 percent (market-
adjusted), on average, from the trading day before through the day after the
announcement (the immediate impact). Unadjusted losses in the market
capitalization of restating companies totaled nearly $18 billion, ranging

#To assess the impact of the restatement announcement on a company’s stock price, we
calculated the abnormal return of the stock over the event window (one trading day before
through one trading day after the announcement for the immediate impact, 20 trading days
before through 20 trading days after for the intermediate impact, and 60 trading days before
through 60 trading days after for the longer-term impact). The abnormal return for a given
stock is the actual rate of return for that stock over the event window minus the expected
rate of return of that stock (the rate of return predicted by a statistical model incorporating
the price behavior of a market index) over the same period. This measure attempts to
isolate the impact of the announcement by controlling for general market movements. We
reported the average holding period abnormal return for all stocks that we were able to
analyze for a given event window for a given time period. See appendix I for more details.
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from a net gain of almost $9 billion from July through December 2002 to a
loss of about $16 billion for 2004 (see table 3). But, when the losses were
adjusted for general movements in the overall market, the market
capitalization of the restating companies decreased an estimated $36
billion.

|
Table 3: Summary of Inmediate Impact of Restatement Announcements on Restating Companies’ Market Capitalization, July

2002—-September 2005

Percent of market- Total unadjusted  Total market-adjusted
adjusted increase increase (decrease) in increase (decrease) in
(decrease) in market capitalization market capitalization Number of restatement

Period stock price (dollars in billions) (dollars in billions) announcements analyzed
July—December 2002 (4.1 %) $8.7 $2.1 121 of 189
2003 (1.6) (13.6) (20.1) 242 of 308
2004 (2.5) (16.4) (16.6) 297 of 370
January—-September

2005 (1.0) 3.7 (1.9) 401 of 523
Total (July 2002—-

September 2005) (1.9) ($17.7) ($36.5) 1,061 of 1,390

Sources: GAO, NYSE’s TAQ, and SEC.

Notes: The changes in stock prices (measured by average holding period abnormal returns) were
statistically different from zero at the 5 percent level of significance for all periods except 2003. We
excluded 329 restatement announcements because they involved companies that were not listed on
NYSE, Nasdaq, or Amex, or had missing data because of trading suspensions, delistings,
bankruptcies, mergers, or other reasons noted in appendix I. Numbers may not sum due to rounding.

In our prior report, we found that the immediate impact was an average
decline in stock price of nearly 10 percent and a decline, both adjusted and
unadjusted, in market capitalization of around $100 billion. Thus, in total,
the immediate impact for July 2002-2005 appeared to be less severe. The
smaller average decline in stock price (a 2 percent decline compared with a
nearly 10 percent decline) suggested that the market’s reaction for each
company, on average, was not as severe. On an annual basis, and when not
adjusted for market movements, in the current report the average annual
decline was $5.4 billion, compared with $18.2 billion, in our 2002 report.
However, when market-adjusted, the average decline was $11.2 billion over
the analysis period for this report, compared with an average $17.4 billion
decline for the period covered in our prior report. The increased severity of
the market-adjusted immediate impact on market capitalization likely
reflected the more negative reaction to a restatement announcement given
the generally positive overall market movement during the 2003-2005
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period, and could also reflect the fact that more, larger companies
announced restatements in the July 2002-2005 period.

The immediate impact on the market capitalization of restating companies,
while potentially large for the investors involved, if realized, generally was
less than 0.2 percent of the total market capitalization of companies listed
on NYSE, Nasdaq, and Amex for a given year during 2002-2005, ranging in
magnitude from 0.01 percent to 0.14 percent (see table 4). That the
immediate impact—as a percentage of total market capitalization—would
appear relatively small is not surprising, considering the short trading day
interval that we analyzed. We chose the 3-trading-day window to focus as
much as possible on the restatement announcement, to the exclusion of
other factors.?! Later in this report, we examine losses over longer periods,
as well as the effects of restatements on overall market confidence.

#Although we attempted to control for general market movements over each 3-trading-day
window to isolate the impact of the announcement, other factors may have influenced the
stock prices of the restating companies during this period. For example, a company might
have issued its third quarter 2005 earnings while also announcing that it was going to restate
its earnings for the first two quarters of 2005. If the company’s third-quarter earnings fell
short of the market’s expectations, the news likely would exacerbate the negative reaction
to the restatement announcement; if, however, the company’s third-quarter earnings
exceeded the market’s expectations, the news likely would temper the negative reaction to
the restatement announcement. Our analysis did not attempt to disaggregate these
reactions.
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Table 4: Summary of Immediate Impact on Restating Company Market Capitalization as a Percentage of Total Market

Capitalization, July 2002-September 2005

Total adjusted increase

(decrease) in market Total adjusted increase

Total market capitalization of capitalization of restating (decrease) in market

listed companies companies capitalization as a percentage

Period (dollars in billions) (dollars in billions) of total market-capitalization

July—December 2002 $11,055 $2.1 0.02%

2003 14,266 (20.1) (0.14)

2004 16,324 (16.6) (0.10)

January—September 2005 17,001 (1.9) (0.01)
Total (July 2002—-September

2005) $14,662 ($36.5) (0.25)

Sources: GAO, NYSE’s TAQ, SEC, and World Federation of Exchanges.

Notes: Data on the total market capitalization of listed companies are as of year-end. We excluded

329 restatement announcements for a variety of reasons, including cases that involved companies that
were not listed on NYSE, Nasdag, or Amex; and announcements that involved missing data because
of trading suspensions, delistings, bankruptcies, and mergers. Numbers may not sum due to rounding.

While our analysis generally showed declines in market capitalization, the
results for the second half of 2002 were positive and can be explained in
large part by the influence of two large companies—Tyco International Ltd.
(Tyco) and AOL. The market reactions to the restatement announcements
of the two companies resulted in adjusted market capitalization gains of
$4.5 billion. In the cases of Tyco and AOL, both of which involved revenue
recognition issues, the restatement announcements came weeks or months
after initial news of potential accounting fraud and errors surfaced, and so
the market had likely already anticipated these announcements and
factored the information into the companies’ stock prices well before the
restatement announcement. Over the 3 trading days surrounding the
announcement dates that we identified, Tyco’s market capitalization
increased by around $2.8 billion and AOL's market capitalization increased
by around $1.6 billion.
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We also conducted a separate analysis of the immediate impact of
restatement announcements for the 329 announcements that we were
unable to analyze in the primary event study. This group included 159
announcements that were attributed to companies with stock not listed on
the exchanges. We limited this additional analysis to a simple assessment
of the unadjusted change in market capitalization over the three trading
days surrounding the restatement announcement, generally relying on data
we obtained from SEC’s and Nasdaq’s Web sites. We were able to gather
sufficient data to analyze 242 of the 329 announcements (114
announcements made by listed companies and 128 announcements made
by unlisted companies).”” We estimated that, on average, these restatement
announcements resulted in an average decline in market capitalization of
1.5 percent from the trading day before the announcement through the
trading day after the announcement, reflecting an unadjusted decline of
about $3.7 billion in addition to the nearly $18 billion decline estimated in
the primary event study.

Reasons That Could Involve
Reporting Fraud or Other
Unspecified Issues, and
Revenue Recognition Issues
Continued to Significantly
Impact Market
Capitalization; but Cost or
Expense Issues Produced
Greater Dollar Losses

Announcements made for reasons that could involve financial reporting
fraud or other unspecified causes, which we classified in the Other
category, as well as restructuring and revenue recognition-related issues,
had the largest negative impact on market capitalization when adjusted for
the size of a restating company (see fig. 6); however, when measured in
dollars, cost- or expense-related restatement announcements accounted
for more of the immediate decline in market capitalization than each of the
other reasons, over our analysis period.” These results are different from
the findings in our earlier report, suggesting that the nature of the market
response to restatements may have changed in some respects. (We discuss
how different types of restatements may have affected investor confidence
in another section of this report.) To assess the immediate market impact
of a given type of restatement on a restating company’s market
capitalization, we computed the ratio of the estimated change in the
company’s market capitalization to the company’s total market

%We were unable to analyze 87 announcements due to companies merging with or being
acquired by other companies, companies filing for Chapter 11 bankruptcy protection,
companies deregistering their stock, and companies for which we were unable to find any
additional information.

%In this section we focus on market-adjusted results; the unadjusted results were
qualitatively similar.
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capitalization over the 3 trading days surrounding the announcement of a
restatement. We then averaged these impacts for each reason.

Figure 6: Immediate Market-Adjusted Impact on Market Capitalization of Restating
Companies by Restatement Reason, July 2002—-September 2005

Change in market capitalization

Reason as a percentage of company size Frequency of reason (percent)
Fransacions | £oveeoeeeeeeneeeees 37 | ] 8
Other | | -2.87 I:l 6.1
assetzi,ec?rt :::tel:'nrtlgl% I:l -2.13 I:l 16
e el
eg;es;g; I:l 125 | 376
i o[
o A O
Reclassification EE +.04 I:l 6.9

Not statistically significantly different from zero at the 5 percent level

1
L ]

Sources: GAO analysis of initial restatement announcements; NYSE TAQ, and SEC data.

Notes: Company size is measured by market capitalization. This figure illustrates the average change
in market capitalization (the immediate impact) as a percentage of restating company market
capitalization. The single observation categorized as IPR&D was omitted from this figure.

While restatement announcements involving related-party transactions,
which can revolve around revenue issues, appeared to have the largest
negative impact, this result was not statistically different from zero. This
category accounted for a relatively small number of restatements, and the
results were heavily influenced by three announcements that had sizeable
market reactions.”

¥For example, the three restatements attributable to related-party transactions with the
largest negative responses (in excess of 18 percent of market capitalization) involved
misreported sales between affiliates (at Digital Video Systems, Inc. in April 2003),
unspecified intercompany transactions (at Ionics, Inc. in Nov. 2002), and failure to disclose
and account for a compensation arrangement with a former CEO (at Nara Bancorp, Inc. in
March 2005).
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In contrast to our previous report, in which positive responses to two large
restatements attributed to restructuring, asset impairment, and inventory
issues led to market gains in that category, restatements made for these
reasons in 2002-2005 represented about 29 percent of the market-adjusted
market capitalization losses. These reasons accounted for about 11 percent
of the cases we analyzed, and the median size of a company restating for
these reasons was $504 million.

The effect of restatements announced for revenue recognition issues on
market capitalization initially appeared weaker than in our previous report.
Restatements involving revenue recognition accounted for almost 20
percent of the cases, but only around 10 percent of the market-adjusted
market capitalization losses. The median size of a company restating for
this reason was $321 million; thus it appears that companies announcing
restatements for revenue recognition reasons tended to be smaller.
However, when adjusted by the size of the restating company, restatement
announcements involving revenue recognition issues (more than many
other reasons) resulted in an average loss that represented a larger
percentage of a restating company’s market capitalization.

Cost- or expense-related restatements had a greater effect on market
capitalization than in our previous report, and were distinguished from
restatements for other reasons in three ways. First by dollars, cost- or
expense-related restatement announcements accounted for more of the
immediate declines in market capitalization than other reasons over our
analysis period. More specifically, cost- or expense-related restatement
announcements accounted for $15.2 billion, or about 42 percent, of the
$36.5 billion in total losses (market-adjusted) over our analysis period. This
decline was driven in large part by the January 9, 2004, restatement
announcements by S