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63031. General.
   Management's Discussion and Analysis of Financial Condition and Results of Operations (MD&A) is not covered by the accountants' report. However, the independent accountant is responsible for reading the MD&A and should request any necessary explanations of matters that are unclear or incomplete. Also, the accountant needs to consider whether any information in the MD&A is inconsistent with the information obtained during the audit of the financial statements.
  

63032. Text of Requirements.
Management's Discussion and Analysis of Financial
Condition and Results of Operations
(a) Full fiscal years. Discuss registrant's financial condition, changes in financial condition and results of operations. The discussion shall provide information as specified in paragraphs (a)(1), (2) and (3) with respect to liquidity, capital resources, and results of operations, and also shall provide such other information that the registrant believes to be necessary to an understanding of its financial condition, changes in financial condition and results of operations. Discussions of liquidity and capital resources may be combined whenever the two topics are interrelated. Where in the registrant's judgement a discussion of segment information or of other subdivisions of the registrant's business would be appropriate to an understanding of such business, the discussion shall focus on each relevant, reportable segment or other subdivision of the business and on the registrant as a whole.
(1) Liquidity. Identify any known trends or any known demands, commitments, events or uncertainties that will result in or that are reasonably likely to result in the registrant's liquidity increasing or decreasing in any material way. If a material deficiency is identified, indicate the course of action that the registrant has taken or proposes to take to remedy the deficiency. Also identify and separately describe internal and external sources of liquidity, and briefly discuss any material unused sources of liquid assets.
(2) Capital resources.
(i) Describe the registrant's material commitments for capital expenditures as of the end of the latest fiscal period, and indicate the general purpose of such commitments and the anticipated source of funds needed to fulfill such commitments.
(ii) Describe any known material trends, favorable or unfavorable, in the registrant's capital resources. Indicate any expected material changes in the mix and the relative cost of such resources. This discussion shall consider changes between equity, debt and any off-balance sheet financing arrangements.
(3) Results of operations.
(i) Describe any unusual or infrequent events or transactions or any significant economic changes that materially affected the amount of reported income from continuing operations and, in each case, indicate the extent to which income was so affected. In addition, describe any other significant components of revenues or expenses that, in the registrant's judgment, should be described in order to understand the registrant's results of operations.
(ii) Describe any known trends or uncertainties that have had or that the registrant reasonably expects will have a material favorable or unfavorable impact on net sales or revenues or income from continuing operations. If the registrant knows of events that will cause a material change in the relationship between costs and revenues (such as known future increases in costs of labor or materials or price increases or inventory adjustments), the change in the relationship shall be disclosed.
(iii) To the extent that the financial statements disclose material increases in net sales or revenues, provide a narrative discussion of the extent to which such increases are attributable to increases in prices or to increases in the volume or amount of goods or services being sold or to the introduction of new products or services.
(iv) For the three most recent fiscal years of the registrant, or for those fiscal years beginning after December 25, 1979, or for those fiscal years in which the registrant has been engaged in business, whichever period is shortest, discuss the impact of inflation and changing prices on the registrant's net sales and revenues and on income from continuing operations.
Instructions to Paragraph 303(a). 1. The registrant's discussion and analysis shall be of the financial statements and of other statistical data that the registrant believes will enhance a reader's understanding of its financial condition, changes in financial condition and results of operations. Generally, the discussion shall cover the three year period covered by the financial statements and shall use year-to-year comparisons or any other formats that in the registrant's judgment enhance a reader's understanding. However, where trend information is relevant, reference to the five year selected financial data appearing pursuant to Item 301 of Regulation S-K may be necessary.
2. The purpose of the discussion and analysis shall be to provide to investors and other users information relevant to an assessment of the financial condition and results of operations of the registrant as determined by evaluating the amounts and certainty of cash flows from operations and from outside sources. The information provided pursuant to this Item need only include that which is available to the registrant without undue effort or expense and which does not clearly appear in the registrant's financial statements. 

3. The discussion and analysis shall focus specifically on material events and uncertainties known to management that would cause reported financial information not to be necessarily indicative of future operating results or of future financial condition. This would include description and amounts of (A) matters that would have an impact on future operations and have not had an impact in the past, and (B) matters that have had an impact on reported operations and are not expected to have an impact upon future operations.
4. Where the consolidated financial statements reveal material changes from year to year in one or more line items, the causes for the changes shall be described to the extent necessary to an understanding of the registrant's businesses as a whole; provided, however, that if the causes for a change in one line item also relate to other line items, no repetition is required and a line-by-line analysis of the financial statements as a whole is not required or generally appropriate. Registrants need not recite the amounts of changes from year to year which are readily computable from the financial statements. The discussion shall not merely repeat numerical data contained in the consolidated financial statements.
5. The term "liquidity" as used in this Item refers to the ability of an enterprise to generate adequate amounts of cash to meet the enterprise's needs for cash. Except where it is otherwise clear from the discussion, the registrant shall indicate those balance sheet conditions or income or cash flow items which the registrant believes may be indicators of its liquidity condition. Liquidity generally shall be discussed on both a long-term and short-term basis. The issue of liquidity shall be discussed in the context of the registrant's own business or businesses. For example, a discussion of working capital may be appropriate for certain manufacturing, industrial or related operations but might be inappropriate for a bank or public utility.
6. Where financial statements presented or incorporated by reference in the registration statement are required by Rule 4-08(e)(3) of Regulation S-X to include disclosure of restrictions on the ability of both consolidated and unconsolidated subsidiaries to transfer funds to the registrant in the form of cash dividends, loans or advances, the discussion of liquidity shall include a discussion of the nature and extent of such restrictions and the impact such restrictions have had and are expected to have on the ability of the parent company to meet its cash obligations.
7. Registrants are encouraged, but not required, to supply forward-looking information. This is to be distinguished from presently known data which will impact upon future operating results, such as known future increases in costs of labor or materials. This latter data may be required to be disclosed. Any forward-looking information supplied is expressly covered by the safe harbor rule for projections. See Rule 175 under the Securities Act, Rule 3b-6 under the Exchange Act and Securities Act Release No. 6084 (June 25, 1979).
8. Registrants are only required to discuss the effects of inflation and other changes in prices when considered material. This discussion may be made in whatever manner appears appropriate under the circumstances. All that is required is a brief textual presentation of management's views. No specific numerical financial data need be presented except as Rule 3-20(c) of Regulation S-X otherwise requires. However, registrants may elect to voluntarily disclose supplemental information on the effects of changing prices as provided for in Statement of Financial Accounting Standards No. 89, "Financial Reporting and Changing Prices" or through other supplemental disclosures. The Commission encourages experimentation with these disclosures in order to provide the most meaningful presentation of the impact of price changes on the registrant's financial statements.
9. Registrants that elect to disclose supplementary information on the effects of changing prices as specified in SFAS No. 89, "Financial Reporting and Changing Prices," may combine such explanations with the discussion and analysis required pursuant to this Item or may supply such information separately with appropriate cross-reference.
10. All references to the registrant in the discussion and in this Item shall mean the registrant and its subsidiaries consolidated.
11. Foreign private registrants also shall discuss briefly any pertinent govern- mental economic, fiscal, monetary, or political policies or factors that have materially affected or could materially affect, directly or indirectly, their operations or investments by United States nationals.
12. If the registrant is a foreign private issuer, the discussion shall focus on the primary financial statements presented in the registration statement or report. There shall be a reference to the reconciliation to United States generally accepted accounting principles, and a discussion of any aspects of the difference between foreign and United States generally accepted accounting principles, not discussed in the reconciliation, that the registrant believes is necessary for an understanding of the financial statements as a whole.
(b) Interim periods. If interim period financial statements are included or are required to be included by Article 3 of Regulation S-X, a management's discussion and analysis of the financial condition and results of operations shall be provided so as to enable the reader to assess material changes in financial condition and results of operations between the periods specified in paragraphs (b)(1) and (2) of this Item. The discussion and analysis shall include a discussion of material changes in those items specifically listed in paragraph (a) of this Item, except that the impact of inflation and changing prices on operations for interim periods need not be addressed.
(1) Material changes in financial condition. Discuss any material changes in financial condition from the end of the preceding fiscal year to the date of the most recent interim balance sheet provided. If the interim financial statements include an interim balance sheet as of the corresponding interim date of the preceding fiscal year, any material changes in the financial condition from that date to the date of the most recent interim balance sheet provided also shall be discussed. If discussions of changes from both the end and the corresponding interim date of the preceding fiscal year are required, the discussions may be combined at the discretion of the registrant.
(2) Material changes in results of operations. Discuss any material changes in the registrant's results of operations with respect to the most recent fiscal year-to-date period for which an income statement is provided and the corresponding year-to-date period of the preceding fiscal year. If the registrant is required to or has elected to provide an income statement for the most recent fiscal quarter, such discussion also shall cover material changes with respect to that fiscal quarter and the corresponding fiscal quarter in the preceding fiscal year. In addition, if the registrant has elected to provide an income statement for the twelve- month period ended as of the date of the most recent interim balance sheet provided, the discussion also shall cover material changes with respect to that twelve-month period and the twelve-month period ended as of the corresponding interim balance sheet date of the preceding fiscal year. Notwithstanding the above, if for purposes of a registration statement a registrant subject to paragraph (b) of Rule 3-03 of Regulation S-X provides a statement of income for the twelve-month period ended as of the date of the most recent interim balance sheet provided in lieu of the interim income statements otherwise required, the discussion of material changes in that twelve-month period will be in respect to the preceding fiscal year rather than the corresponding preceding period. 


Instructions to Paragraph (b) of Item 303. 1. If interim financial statements are presented together with financial statements for full fiscal years, the discussion of the interim financial information shall be prepared pursuant to this paragraph (b) and the discussion of the full fiscal year's information shall be prepared pursuant to paragraph (a) of this Item. Such discussions may be combined. 

2. In preparing the discussion and analysis required by this paragraph (b), the registrant may presume that users of the interim financial information have read or have access to the discussion and analysis required by paragraph (a) for the preceding fiscal year.
3. The discussion and analysis required by this paragraph (b) is required to focus only on material changes. Where the interim financial statements reveal material changes from period to period in one or more significant line items, the causes for the changes shall be described if they have not already been disclosed; provided, however, that if the causes for a change in one line item also relate to other line items, no repetition is required. Registrants need not recite the amounts of changes from period to period which are readily computable from the financial statements. The discussion shall not merely repeat numerical data contained in the financial statements. The information provided shall include that which is available to the registrant without undue effort or expense and which does not clearly appear in the registrant's condensed interim financial statements.
4. The registrant's discussion of material changes in results of operations shall identify any significant elements of the registrant's income or loss from continuing operations which do not arise from or are not necessarily representative of the registrant's ongoing business. 

5. The registrant shall discuss any seasonal aspects of its business which have had a material effect upon its financial condition or results of operation.
6. Registrants are encouraged but are not required to discuss forward-looking information. Any forward-looking information supplied is expressly covered by the safe harbor rule for projections. See Rule 175 under the Securities Act, Rule 3b-6 under the Exchange Act and Securities Act Release No. 6084.
 

63033. Discussion of Requirements. 
   The MD&A is required to cover the three latest fiscal years. There is no requirement to discuss the earliest of the three years in comparison to the year preceding it unless such information is necessary for an understanding of the trend of the registrant's financial position or results of operations. At the end of 19X6, for example, a comparison of the financial results for 19X4 with those of 19X3 would ordinarily not be required unless it is necessary for an understanding of the trend of the registrant's financial position or results of operations. 

   The MD&A is required to cover significant changes in each of the financial statements, and should not be confined to a discussion of operating results. If trend information is considered necessary for a reader's understanding of the financial statements, the MD&A should refer to the Selected Financial Data (as discussed in section 63010).
   Some of the important aspects to be considered are:
   ·   Discussion of segment information is required if in the registrant's judgment it is appropriate to an understanding of the registrant's business. 

   ·   The discussion should deal with any known matters that materially affect, or are expected to affect, the registrant's financial condition and results of continuing operations, with particular reference to liquidity, capital resources, and revenues and income from continuing operations. It might include, for example, a labor contract containing a provision for significant wage increases. Note that positive as well as negative aspects of the company's financial condition and results of operations should be addressed. 

   ·   A line-by-line analysis of the financial statements is neither required nor generally appropriate. Changes that are self-evident or that may be readily calculated from the financial statements need not and generally should not be recited, nor should numerical data contained in the statements be repeated unless it serves to emphasize a point made in the discussion.
   ·   Discussion of the impact of inflation and changing prices on the registrant's sales and income from continuing operations is required. Registrants may limit their discussion to a brief textual presentation of management's views of the effects of inflation on the registrant's sales and income from continuing operations. No specific numerical financial data need be presented.
   ·   Discussion of the impact of year 2000 compliance costs on the registrants future operating results if there is significant uncertainty associated with developing a reliable estimate or if the current estimate is expected to have a material effect.
   ·   If a registrant elects to disclose supplemental information regarding the effects of changing prices as encouraged by FAS 89, instruction 9 to paragraph 303(a) permits the inclusion of such information in the MD&A.
   ·   Foreign registrants are permitted to discuss the effects of inflation as appropriate in their own countries. In addition, foreign registrants are expected to provide:
   ··   A brief discussion of any governmental economic, fiscal, monetary, or political policies or factors that have materially affected or could materially affect, directly or indirectly, their operations or investments by U.S. nationals. 

   ··   A reference to the reconciliation to U.S. GAAP and a discussion of any aspects of the difference between home country and U.S. GAAP not discussed in the reconciliation that the registrant believes are necessary for an understanding of the financial statements as a whole. 

The SEC staff has expressed the following views concerning the MD&A:
   ·   Prospective information, i.e., risk factors, or other uncertainties that the registrant reasonably expects to have a material effect (favorable or unfavorable) on its operating results and/or financial position should be discussed. (Refer to section 63036 for a discussion of safe-harbor provisions relating to forward-looking information.) The registrant should ensure that any prospective information included in the annual letter to shareholders (e.g., president's letter) is adequately addressed in MD&A. 

    ·   Changes in revenues should not be evaluated solely in terms of volume and price changes, but should also include an analysis of the reasons and factors contributing to the increase or decrease. 

    ·   Significant loss provisions should be explained in terms of an event that occurred or new information that became available such that it was inappropriate to record the loss in a prior period. 

   ·   When unusual, infrequent, or restructuring charges are recorded, such charges should be addressed in MD&A, with the post-writedown amounts being the principal focus of the discussion. More specific guidance has been provided by EITF Issue No. 94-3. 

   ·   Material changes in individual line items should include the reasons for the change, not just the amount or percentage change.  
   ·   If changes in revenue and expense items are attributable to several factors, each factor should be separately identified and quantified.
   ·   Anticipated changes in estimates (e.g., a change in the amortization period for goodwill) should be disclosed. 

  ·   Known or potentially significant financial exposure resulting from asserted and unasserted claims or from environmental issues should be discussed, particularly when the registrant has been designated as a "potentially responsible party" by the EPA. In some cases, the SEC has requested additional information when the registrant has stated that any potential superfund liability or cleanup costs are not likely to be material. 

   ·   Material commitments for capital expenditures, including research and development, should be discussed.
   ·   With respect to the liquidity and capital resources section, MD&A should discuss covenant restrictions, waivers, interest rates, limitations on the sale of assets or the payment of dividends, and the effect on the company's liquidity. 
   ·   Trends and changes from prior years on segments should be included. Expanded discussion of segments in Item 1 of Form 10-K is also requested in some instances. 
   ·   A discussion of segment information should be provided if the segments contribute to operating profits in a disproportionate manner. 

  ·   Foreign currency exchange effects and volatility in foreign markets should be disclosed with an emphasis on how such matters may affect the company's operations. The staff has pointed out that even companies with no foreign operations and no export sales can still be affected by foreign markets if they compete in businesses that may be influenced in an overall way by foreign price changes. 

   ·   MD&As should cover how significant changes in the economic environment, such as interest rates, would affect the company, including such matters as the ability to finance its costs of capital. 

   ·   Financial instrument risks the company is exposed to and how derivatives are being used to help mitigate those risks should be identified. The disclosure should include a detailed explanation of the risk management strategy, including whether or not that strategy works only within a narrow range of interest rates, commodity prices, or foreign currency rates. If a dynamic hedging strategy is being used, disclosure regarding the nature of the activity that the registrant is involved in, the purposes of that activity, and a discussion of how alterations of positions may be necessary in response to changing market conditions. Additionally, material unhedged assets, liabilities, and firm commitments should be identified.
   ·   For companies that use commodities in making their products or delivering their services, the staff has noted that exposed risks should be identified, including a discussion of how those risks are managed. The staff also has indicated that quantified information regarding how much of an entity's needs are managed with commodity derivatives should be disclosed. 

   ·   MD&A should discuss uncertainties surrounding realization of deferred tax assets and material assumptions underlying management's determination that such assets will be realized. 
   ·   MD&A should discuss the reasonably likely consequences of recent acquisitions or dispositions on the company's results of operations. 
   ·   MD&A should disclose known trends, events, uncertainties, and contingencies involving discontinued operations that may materially affect the company's liquidity, financial condition, and results of operations (including net income/loss) between the measurement date and the date when risks of those operations will be transferred or otherwise terminated. 
   ·   The disclosure of a particular risk factor or other development, without an explanation of its consequence, is not sufficient.
  ·   "Disaggregated" information should be presented to the extent needed to fully understand a registrant's business. 
   ·   MD&A discussions of performance or liquidity, as depicted by non-GAAP measures, should not be given greater prominence than results as measured in the GAAP financial statements (see section 63016).
   Reference should also be made to the following sections of this manual for additional staff views regarding specific MD&A disclosures: 

	
	Section
	
	Item

	
	50408 Rule 4-08(h)
50502-12 and 50703 
50502-25
	
	Income Taxes
Debt Securities
Environmental Liabilities


Financial Reporting Release No. 36
   For a number of years the SEC has been concerned about the overall adequacy of MD&A disclosures. While acknowledging that some registrants have been preparing comprehensive and insightful discussions, the SEC's overall view is that public companies need to significantly improve the quality of MD&A disclosures. The reluctance of many companies to provide meaningful prospective or "forward-looking" information continues to be a major concern. 
   In 1988, the SEC staff initiated a project to evaluate registrant compliance with MD&A requirements. In 1989, FRR 36 (included in its entirety in section 63035 of this manual) was issued to announce the results of the initial phase of the MD&A project, to set forth the SEC's view regarding several disclosure matters relating to the MD&A, and to provide examples of what the SEC considers to be appropriate MD&A disclosures. The release provides registrants with fairly specific guidance concerning areas that the SEC staff is likely to emphasize in its reviews of MD&As, and provides the SEC staff with a clear frame of reference to use in challenging registrants concerning inadequate disclosures. 
   The staff continues to review closely and monitor the adequacy of MD&A disclosures on a regular basis. Based on these reviews, the SEC staff frequently requires registrants to amend currently (rather than prospectively) filings on Form 10-K as well as 1933 Act registration statements containing MD&As that do not include the types of prospective and other information called for in FRR 36.
   In March of 1992, the SEC emphasized its focus on the adequacy of MD&A disclosure by instituting enforcement proceedings against Caterpillar Inc., which allegedly failed to comply with MD&A disclosure requirements. The situation involved Caterpillar's Brazilian subsidiary, which contributed 25 percent of Caterpillar's net profits in 1989, and only five percent of its revenues. While the subsidiary's operating profit was in line with prior years, a number of nonoperating items (e.g., currency translation gains, export subsidies, and Brazilian tax loss carryforwards) contributed to greater than usual overall profit.
   The enforcement release pointed out that in January 1990, Caterpillar's management recognized that the future performance of the Brazilian subsidiary was difficult to predict, particularly due to anticipated sweeping economic reforms to be instituted by the new government in Brazil, and there was significant uncertainty as to whether the subsidiary would be able to repeat its 1989 earnings in 1990. According to the SEC, nothing in the MD&A section of the 1989 Form 10-Q suggested the disproportionate impact of the subsidiary's profits on the company's overall profitability, or that a decline in the subsidiary's future results could have a material adverse effect on Caterpillar's 1990 net income.
   The SEC charged that Caterpillar's failure to report such information in the MD&A resulted in providing investors with an "incomplete picture" of Caterpillar's financial condition and results of operations, and "denied them the opportunity to see the company through the eyes of management."
   FRR 36 provides specific guidance relative to MD&A disclosures in eight areas, a discussion of which follows. 
Prospective Information
   Since the MD&A rules were first adopted, the extent to which prospective or "forward-looking" information must be provided has been uncertain. As a result, there has been a diversity in practice concerning these types of disclosures. In FRR 36, the SEC attempted to clarify the requirements in this area and provided guidance as to when and how prospective information needs to be disclosed. (Refer to section 63036 for a discussion of safe-harbor provisions relating to forward-looking information.)
   Item 303 of Regulation S-K requires disclosure in the MD&A of currently known trends, demands, commitments, events, or uncertainties that are reasonably expected to have material effects on the registrant's financial condition or results of operations, or that would cause reported financial information not to be necessarily indicative of future operating results or financial condition.
   FRR 36 amplifies this requirement by pointing out that when a trend, demand, commitment, event, or uncertainty is known, management must make two assessments:
   (1)   Whether the trend, demand, commitment, event, or uncertainty is likely to happen. If not, no disclosure is required.
   (2)   If management cannot make that determination, it must evaluate the consequences on the assumption that the event will happen. Disclosure is then required unless management determines that a material effect upon the registrant's financial condition or results of operations is not reasonably likely to occur.
   The release goes on to point out that optional forward-looking MD&A disclosure involves anticipating a future trend or event or anticipating a less predictable impact of a known event, trend, or uncertainty. 

   Examples provided in the release of known trends, demands, commitments, events, or uncertainties requiring at least qualitative MD&A disclosure include: a reduction in the registrant's product prices, erosion in market share, changes in insurance coverage, likely nonrenewal of a material contract, discontinuation of a growth trend, and implementation of recently adopted legislation.
   Subsequent to the issuance of FRR 36, the staff has indicated that when a material change in a registrant's financial condition or results of operations occurs in a particular reporting period and the likelihood of such change was not addressed in the prior MD&A, it will inquire as to the existing circumstances at the time of the earlier filing(s) to determine whether the registrant failed to discuss a known trend, demand, commitment, event, or uncertainty. A review of the prior year's MD&A as part of the process of reviewing the current year's financial statements, and a comparison of the disclosures in the MD&A to the information provided in the president's letter included in the annual report to shareholders, have apparently become fairly standard SEC review procedures.
   Prospective MD&A disclosures often do not involve quantitative information.
Liquidity - Capital Resources 

   When viewed to encompass capital resources, FRR 36 points out that the SEC's concept of liquidity is comparable to the ability of an enterprise to adjust its future cash flows to meet needs and opportunities, both expected and unexpected. Accordingly, the release indicates that discussion is required of both short- and long-term liquidity and capital resources. FRR 36 indicates that in addition to other appropriate indicators, the SEC expects registrants to use the statement of cash flows as a point of reference in analyzing liquidity. The SEC staff has indicated that the MD&A discussion of liquidity should generally address each major category included in the statement of cash flows (i.e., operating, investing, and financing). Material line items and trends should be discussed. Such discussion should provide both qualitative and quantitative information. For example, the staff commonly issues a comment when increases in revenues and receivables are significantly greater than increases in cash collections. 

Material Changes in Financial Statement Line Items
   Instruction 4 to Item 303(a) of Regulation S-K requires a discussion of the causes of material changes from year to year in financial statement line items, including a discussion and quantification of the contribution of two or more factors to such material changes.
   FRR 36 points out that discussion of the impact of discontinued operations and of extraordinary gains and losses is also required when these items have had or are reasonably likely to have a material effect on reported or future financial condition or results of operations. The release goes on to state that other nonrecurring items should also be discussed and stresses that the discussion need not recite amounts of changes readily computable from the financial statements and should not merely repeat numerical data contained in such statements.
Interim Period Reporting 

   Item 303(b) of Regulation S-K indicates that MD&A disclosure requirements for interim financial statements are the same as those covering the annual statements, except that the effect on operations of inflation and changing prices for interim periods need not be addressed. FRR 36 points out that the interim MD&A should address, among other factors, internal and external sources of liquidity, expected material changes in the mix and relative cost of such resources, and unusual or infrequent events or transactions that materially affected income from continuing operations.
   The release goes on to state that a discussion of the impact of known trends, demands, commitments, events, or uncertainties arising during the interim period that are reasonably likely to have material effects on financial condition or results of operations is also required in the interim MD&A.
Segment Analysis
   FRR 36 indicates that a multi-segment registrant preparing a full fiscal year MD&A would be expected to analyze revenues, profitability, and the cash needs of its significant industry segments. To the extent that any segment contributes in a materially disproportionate way in any of these areas, or where discussion on a consolidated basis would present an incomplete and misleading picture of the enterprise, the release specifies that segment discussion should be included. It notes that this situation may occur when circumstances within a segment are reasonably likely to have a material effect on the business as a whole, or when a segmented analysis is appropriate to an understanding of the business.
Participation in High-Yield Financings, Highly Leveraged Transaction, or Non-investment Grade Loans and Investments
   The SEC recognizes that many registrants participate in high-yield financings or highly leveraged transactions or make non-investment grade loans or investments relating to corporate restructurings, such as leveraged buyouts, recapitalizations including significant stock buybacks and cash dividends, and acquisitions or mergers. FRR 36 discusses the SEC's concerns that participation in transactions of this nature may involve significant risks relating to creditworthiness, solvency, relative liquidity of the secondary trading market, potential market losses, and vulnerability to rising interest rates and economic downturns.
   The release indicates that disclosure of the nature and extent of a registrant's involvement with high-yield or highly leveraged transactions and non-investment grade loans and investments is appropriate in the MD&A if such participation has had or is reasonably likely to have a material effect on the registrant's financial condition or results of operations.
   Similar concerns are raised in the release with regard to investment companies that invest all or a portion of their portfolios in high-yield or non-investment grade securities. FRR 36 indicates that an investment company that invests in other than high-grade bonds (or is permitted to do so, even if it does not currently include such securities in its portfolio) should disclose in its MD&A the risks associated with such investments.
Effects of Federal Financial Assistance Upon Operations
   FRR 36 points out that if federal financial assistance programs have materially affected, or are reasonably likely to have a material future effect on, financial condition or results of operations, the MD&A should provide disclosure of the nature, amounts, and effects of such assistance. (Also see the EITF consensus on Issue No. 88-19 for guidance on financial statement disclosure related to FSLIC-assisted acquisitions or thrifts.)
Preliminary Merger Negotiations
   As a general rule, the SEC has not required the disclosure of preliminary merger negotiations in the MD&A. It has historically balanced the informational need of investors against the risk that premature disclosure of a proposed business combination may jeopardize completion of the transaction.
   FRR 36 points out, however, that where disclosure relating to such matters is otherwise required or has otherwise been made by or on behalf of the registrant, risk of premature disclosure no longer exists. In such cases, the release indicates that the negotiations are subject to the same disclosure standards as any other known trend, demand, commitment, event, or uncertainty. FRR 36 goes on to say that these guidelines also apply to preliminary negotiations for the acquisition or disposition of assets not in the ordinary course of business.
Financial Reporting Release No. 6
   In 1982, the SEC issued FRR 6 (FRP Section 501.09), Interpretative Release About Disclosure Considerations Relating to Foreign Operations and Foreign Currency Translation Effects. The release points out that information as to the nature of a registrant's foreign operations gained as a result of implementing FAS 52, Foreign Currency Translation, could be used to develop improved disclosures relating to foreign operations and foreign currency translation effects. While encouraging voluntary experimentation with FAS 52 information, the release does not specify the location or nature of the disclosures to be made. Among the disclosures suggested in FRR 6 are a display of net investments by major functional currency, narrative information and functional currencies used to measure significant foreign operations, the degree of exposure to exchange rate risks, and the nature of the translation component of equity. MD&A is mentioned in the release as a section that may be used for these disclosures.
  

Staff Accounting Bulletin No. 74
   SAB 74 sets forth the SEC's view concerning the disclosures which generally should be provided by a registrant when an accounting standard has been issued but has not yet been adopted. The text of the SAB follows:
Disclosure of the Impact that Recently Issued Accounting Standards will have on the Financial Statements of the Registrant when Adopted in a Future Period
Facts: An accounting standard has been issued 1 that does not require adoption until some future date. A registrant is required to include financial statements in filings with the Commission after the issuance of the standard but before it is adopted by the registrant.
Question 1: Does the staff believe that these filings should include disclosure of the impact that the recently issued accounting standard will have on the financial position and results of operations of the registrant when such standard is adopted in a future period?
Interpretive Response: Yes. The Commission addressed a similar issue with respect to SFAS No. 52 and concluded that "The Commission also believes that registrants that have not yet adopted SFAS No. 52 should discuss the potential effects of adoption in registration statements and reports filed with the Commission."2 The staff believes that this disclosure guidance applies to all accounting standards which have been issued but not yet adopted by the registrant unless the impact on its financial position and results of operations is not expected to be material. 3 Management's Discussion and Analysis ("MD&A")4 requires registrants to provide information with respect to liquidity, capital resources and results of operations and such other information that the registrant believes to be necessary to understand its financial condition and results of operations. In addition, MD&A requires disclosure of presently known material changes, trends and uncertainties that have had or that the registrant reasonably expects will have a material impact on future sales, revenues or income from continuing operations. The staff believes that disclosure of impending accounting changes is necessary to inform the reader about expected impacts on financial information to be reported in the future and, therefore, should be disclosed in accordance with the existing MD&A requirements. With respect to financial statement disclosure, generally accepted auditing standards 5 specifically address the need for the auditor to consider the adequacy of the disclosure of impending changes in accounting principles if (a) the financial statements have been prepared on the basis of accounting principles that were acceptable at the financial statement date but that will not be acceptable in the future and (b) the financial statements will be restated in the future as a result of the change. The staff believes that recently issued accounting standards may constitute material matters and, therefore, disclosure in the financial statements should also be considered in situations where the change to the new accounting standard will be accounted for in financial statements of future periods, prospectively or with a cumulative catch-up adjustment. 

Question 2: Does the staff have a view on the types of disclosure that would be meaningful and appropriate when a new accounting standard has been issued but not yet adopted by the registrant? 

Interpretive Response: The staff believes that the registrant should evaluate each new accounting standard to determine the appropriate disclosure and recognizes that the level of information available to the registrant will differ with respect to various standards and from one registrant to another. The objectives of the disclosure should be to (1) notify the reader of the disclosure documents that a standard has been issued which the registrant will be required to adopt in the future and (2) assist the reader in assessing the significance of the impact that the standard will have on the financial statements of the registrant when adopted. The staff understands that the registrant will only be able to disclose information that is known.
The following disclosures should generally be considered by the registrant: 

   ·   A brief description of the new standard, the date that adoption is required and the date that the registrant plans to adopt, if earlier. 

   ·   A discussion of the methods of adoption allowed by the standard and the method expected to be utilized by the registrant, if determined. 

   ·   A discussion of the impact that adoption of the standard is expected to have on the financial statements of the registrant, unless not known or reasonably estimable. In that case, a statement to that effect may be made. 

   ·   Disclosure of the potential impact of other significant matters that the registrant believes might result from the adoption of the standard (such as technical violations of debt covenant agreements, planned or intended changes in business practices, etc.) is encouraged.
  __________ 

1Some registrants may want to disclose the potential effects of proposed accounting standards not yet issued, e.g., exposure drafts. Such disclosures, which are generally not required because the final standard may differ from the exposure draft, are not addressed by this SAB.
2Financial Reporting Release No. 6, "Interpretive Release About Disclosure Considerations Relating to Foreign Operations and Foreign Currency Translation Effects," Section No. 2 "Disclosures During the Transition Period."
3In those instances where a recently issued standard will impact the preparation of, but not materially affect, the financial statements, the registrant is encouraged to disclose that a standard has been issued and that its adoption will not have a material effect on its financial position or results of operations.
4Item 303 of Regulation S-K.
5As interpreted in Auditing Standards Division staff interpretation AU 9410 No. 3, "The Impact on an Auditor's Report of an FASB Statement Prior to the Statement's Effective Date," paragraphs .13-.19.
   With respect to SAB 74 disclosures, the SEC staff's informal position is that in addition to Statements of Financial Accounting Standards, the provisions of the SAB should be applied to FASB Technical Bulletins and AICPA Statements of Position and Practice Bulletins. In the staff's view, consensus positions of the EITF may also warrant their disclosure. 

 

63034. Interim periods. Management's Discussion and Analysis of interim financial statements is intended to complement and update the MD&A covering the preceding fiscal year. Whether the discussion of the annual accounts is included in the same or a previous filing, it is presumed that readers have read or have access to that discussion. Thus, the interim MD&A need only address material changes in financial condition and results of operations that occurred during the periods covered by the interim statements. In addition to the type of information that must be considered in connection with a discussion of an annual period, the interim discussion is required to address material seasonal aspects of the registrant's business. However, the interim MD&A may exclude the discussion of the impact of inflation and changing prices required in connection with annual accounts.
 

63035. Financial Reporting Release No. 36.
   The text of FRR 36 follows:
Management's Discussion and Analysis of 

Financial Condition and Results of Operations
  

SUPPLEMENTAL INFORMATION 
In response to comments received on a concept release issued in 1987 (the "Concept Release"),1 the Commission undertook the MD&A Project, a special review of the adequacy of MD&A disclosures provided by registrants. Based on the results of the first two phases of the staff's continuing Project, the Commission has concluded that further guidance should be given to registrants to improve overall compliance with the MD&A disclosure requirements. 


I. Background 

   The current framework of MD&A was adopted in 1980,2 although the origins of the MD&A requirements date to 1968.3 MD&A requires a discussion of liquidity, capital resources, results of operations, and other information necessary to an understanding of a registrant's financial condition, changes in financial condition and results of operations.4 While the MD&A requirements adopted in 1980 are far more comprehensive than earlier formulations, they are intentionally general, reflecting the Commission's view that a flexible approach elicits more meaningful disclosure and avoids boilerplate discussions, which a more specific approach could foster. One year after adoption of the current framework, the Commission published a release that included examples of MD&A disclosure to assist registrants.5
   In 1986, Coopers & Lybrand submitted to the Commission's Office of the Chief Accountant a proposal recommending increased MD&A disclosure of business risks and the performance by the independent auditor of specified review procedures with respect to these disclosures. Shortly thereafter, the managing partners of seven accounting firms6 issued a white paper entitled "The Future Relevance, Reliability, and Credibility of Financial Information; Recommendations to the AICPA Board of Directors," which also called for increased risk disclosure, but contemplated that such disclosure would be separate from MD&A and would be subjected to audit coverage.
   The Commission thereafter issued the Concept Release requesting comments concerning the adequacy of the MD&A requirements and the costs and benefits of the revisions suggested by the proposals.7 Virtually all the 196 commentators opposed the proposals initiated by members of the accounting profession, and most took the position that there was no need to change the MD&A requirements.8 A number of commentators, however, suggested that stricter enforcement and review, or additional guidance through an interpretive release, would improve compliance. Accordingly, the Division decided to undertake a special review of MD&A disclosures to assess the adequacy of disclosure practices and to identify any common areas of deficiencies, with a view to providing further guidance on compliance with the requirements of Regulation S-K are needed at this time.

II. Summary of the Project 

   The staff commenced work on the MD&A Project in early 1988. A total of 218 companies in 12 industries were selected for review in the first phase of this continuing project.9 Specific industries were chosen so that the staff, through increased familiarity and additional research, could enhance its expertise regarding the industries. Each registrant was selected for an "issuer review" that focused on the registrant rather than any one report filed under the Securities Exchange Act of 1934 ("Exchange Act").10 Particular emphasis was placed on disclosures made in response to the MD&A requirements.
   Of the 218 registrants reviewed, 206 received letters of comment, many of which related to more than one report. Three different categories of comments were issued: (a) Requests for amendment; (b) requests for supplemental information; and (c) requests for compliance in future filings ("futures" comments).11 Amendments were filed by 72 registrants in response to staff comments.
   Work on a second phase of the MD&A Project commenced in October 1988. A total of 141 companies in a second set of 12 industries12 were selected for review, resulting in 139 comment letters being issued in December, 1988. To date, amendments by 53 registrants have been filed in response to staff comments.
   The amendments received in the first two phases principally addressed MD&A, the business description required under Item 101 of Regulation S-K, and the financial statements. More than one-half of the amendments substantively expanded MD&A, most often addressing one or more disclosure issues as to which guidance is provided in this release.
   The Division has referred six registrants reviewed during the MD&A Project to the Division of Enforcement due primarily to substantive accounting problems which, in several instances, also affected the adequacy of the registrants' MD&As. The accounting problems encountered include, among other things, possible inadequate maintenance of accounting records and systems of internal controls and possible improper accounting regarding material acquisitions.
   The staff has already begun a third phase of the MD&A Project relating to 12 new industries,13 using the Forms 10-K recently filed for the fiscal year ended November 30, 1988 or later.

III. Evaluation of Disclosure-Interpretive Guidance 

A. Introduction
 The MD&A requirements are intended to provide, in one section of a filing,14 material historical and prospective textual disclosure enabling investors and other users to assess the financial condition and results of operations of the registrant, with particular emphasis on the registrant's prospects for the future. As the Concept Release states: 

   The Commission has long recognized the need for a narrative explanation of the financial statements, because a numerical presentation and brief accompanying footnotes alone may be insufficient for an investor to judge the quality of earnings and the likelihood that past performance is indicative of future performance. MD&A is intended to give the investor an opportunity to look at the company through the eyes of management by providing both a short and long-term analysis of the business of the company. The Item asks management to discuss the dynamics of the business and to analyze the financials.15 
   As the Commission has stated, "[i]t is the responsibility of management to identify and address those key variables and other qualitative and quantitative factors which are peculiar to and necessary for an understanding and evaluation of the individual company."16
   The Commission has determined that interpretive guidance is needed regarding the following matters: prospective information required in MD&A; long and short-term liquidity and capital resources analysis; material changes in financial statement line items; required interim period disclosure; MD&A analysis on a segment basis; participation in high yield financings, highly leveraged transactions or non-investment grade loans and investments; the effects of federal financial assistance upon the operations of financial institutions; and preliminary merger negotiations.
B.  Prospective Information 


   Several specific provisions in Item 303 require disclosure of forward-looking information. MD&A requires discussions of "known trends or any known demands, commitments, events or uncertainties that will result in or that are reasonably likely to result in the registrant's liquidity increasing or decreasing in any material way."17 Further, descriptions of known material trends in the registrant's capital resources and expected changes in the mix and cost of such resources are required.18 Disclosure of known trends or uncertainties that the registrant reasonably expects will have a material impact on net sales, revenues, or income from continuing operations is also required.19 Finally, the Instructions to Item 303 state that MD&A "shall focus specifically on material events and uncertainties known to management that would cause reported financial information not to be necessarily indicative of future operating results or of future financial condition."20 

   The Project results confirm that the distinction between prospective information that is required to be discussed and voluntary forward-looking disclosure is an area requiring additional attention. This critical distinction is explained in the Concept Release:
Both required disclosure regarding the future impact of presently known trends, events or uncertainties and optional forward-looking information may involve some prediction or projection. The distinction between the two rests with the nature of the prediction required. Required disclosure is based on currently known trends, events, and uncertainties that are reasonably expected to have material effects, such as: A reduction in the registrant's product prices; erosion in the registrant's market share; changes in insurance coverage; or the likely non-renewal of a material contract. In contrast, optional forward-looking disclosure involves anticipating a future trend or event or anticipating a less predictable impact of a known event, trend or uncertainty.21
   The rules establishing a safe harbor for disclosure of "forward-looking statements" define such statements to include statements of "future economic performance contained in" MD&A. These safe harbors apply to required statements concerning the future effect of known trends, demands, commitments, events or uncertainties, as well as to optional forward-looking statements.22 

   A disclosure duty exists where a trend, demand, commitment, event or uncertainty is both presently known to management and reasonably likely to have material effects on the registrant's financial condition or results of operation.23 Registrants preparing their MD&A disclosure should determine and carefully review what trends, demands, commitments, events or uncertainties are known to management. In the following example,24 the registrant discloses the reasonably likely material effects on operating results of a known trend in the form of an expected further decline in unit sales of mature products.
While market conditions in general remained relatively unchanged in 1987, unit volumes declined 10% as the Company's older products, representing 40% of overall revenues, continue to approach the end of their life cycle. Unit volumes of the older products are expected to continue to decrease at an accelerated pace in the future and materially adversely affect revenues and operating profits. 

   In preparing the MD&A disclosure, registrants should focus on each of the specific categories of known data. For example, Item 303(a)(2)(i) requires a description of the registrant's material "commitments" for capital expenditures as of the end of the latest fiscal period. However, even where no legal commitments, contractual or otherwise, have been made, disclosure is required if material planned capital expenditures result from a known demand, as where the expenditures are necessary to a continuation of the registrant's current growth trend. Similarly, if the same registrant determines not to incur such expenditures, a known uncertainty would exist regarding continuation of the current growth trend. If the adverse effect on the registrant from discontinuation of the growth trend is reasonably likely to be material, disclosure is required. Disclosure of planned material expenditures is also required, for example, when such expenditures are necessary to support a new, publicly announced product or line of business.25 

   In the following example, the registrant discusses planned capital expenditures, and related financing sources, necessary to maintain sales growth.
The Company plans to open 20 to 25 new stores in fiscal 1988. As a result, the Company expects the trend of higher sales in fiscal 1988 to continue at approximately the same rate as in recent years. Management estimates that approximately $50 to $60 million will be required to finance the Company's cost of opening such stores. In addition, the Company's expansion program will require increases in inventory of about $1 million per store, which are anticipated to be financed principally by trade credit. Funds required to finance the Company's store expansion program are expected to come primarily from new credit facilities with the remainder provided by funds generated from operations and increased lease financings. The Company recently entered into a new borrowing agreement with its primary bank, which provides for additional borrowings of up to $50 million for future expansion. The Company intends to seek additional credit facilities during fiscal 1988. 

  Often a matter which had a material impact on past operating results also involves prospective effects which should be discussed.26 In identifying the reason for a material change in income from continuing operations and quantifying its effects, the registrant in the following example also describes the reasonably likely effect of a known event: completion of an important contract. 

The Company produced operating income of $22 million during 1987 as compared to $15 million during 1986, a 47 percent increase. Substantially all of the 47 percent increase can be attributed to the Company's completion of a major contract at a cost less than anticipated. It is expected that operating income during the current year will be significantly less, as only a portion of the profit generated by the completed contract is expected to be replaced by new contracts as a result of a slowdown within the Company's principal industry.
   Events that have already occurred or are anticipated often give rise to known uncertainties. For example, a registrant may know that a material government contract is about to expire. The registrant may be uncertain as to whether the contract will be renewed, but nevertheless would be able to assess facts relating to whether it will be renewed. More particularly, the registrant may know that a competitor has found a way to provide the same service or product at a price less than that charged by the registrant, or may have been advised by the government that the contract may not be renewed. The registrant also would have factual information relevant to the financial impact of non-renewal upon the registrant. In situations such as these, a registrant would have identified a known uncertainty reasonably likely to have material future effects on its financial condition or results of operations, and disclosure would be required.
   In the following example, the registrant discloses the reasonably likely material effect of a known uncertainty regarding implementation of recently adopted legislation.
The Company had no firm cash commitments as of December 31, 1987 for capital expenditures. However, in 1987, legislation was enacted which may require that certain vehicles used in the Company's business be equipped with specified safety equipment by the end of 1991. Pursuant to this legislation, regulations have been proposed which, if promulgated, would require the expenditure by the Company of approximately $30 million over a three-year period.
Where a trend, demand, commitment, event or uncertainty is known, management must make two assessments:
(1) Is the known trend, demand, commitment, event or uncertainty likely to come to fruition? If management determines that it is not reasonably likely to occur, no disclosure is required. 

(2) If management cannot make that determination, it must evaluate objectively the consequences of the known trend, demand, commitment, event or uncertainty, on the assumption that it will come to fruition. Disclosure is then required unless management determines that a material effect on the registrant's financial condition or results of operations is not reasonably likely to occur.27
   Each final determination resulting from the assessments made by management must be objectively reasonable, viewed as of the time the determination is made.28
   Application of these principles may be illustrated using a common disclosure issue which was considered in the review of a number of Project registrants: designation as a potentially responsible party ("PRP") by the Environmental Protection Agency (the "EPA") under The Comprehensive Environmental Response, Compensation, and Liability Act of 1980 ("Superfund").29
Facts: A registrant has been correctly designated a PRP by the EPA with respect to cleanup of hazardous waste at three sites. No statutory defenses are available. The registrant is in the process of preliminary investigations of the sites to determine the nature of its potential liability and the amount of remedial costs necessary to clean up the sites. Other PRPs also have been designated, but the ability to obtain contribution is unclear, as is the extent of insurance coverage, if any. Management is unable to determine that a material effect on future financial condition or results of operations is not reasonably likely to occur.
   Based upon the facts of this hypothetical base, MD&A disclosure of the effects of the PRP status, quantified to the extent reasonably practicable, would be required.30 For MD&A purposes, aggregate potential cleanup costs must be considered in light of the joint and several liability to which a PRP is subject. Facts regarding whether insurance coverage may be contested, and whether and to what extent potential sources of contribution or indemnification constitute reliable sources of recovery may be factored into the determination of whether a material future effect is not reasonably likely to occur.
C. Liquidity - Capital Resources
   Instruction 2 to Item 303(a) calls for an evaluation of "amounts and certainty of cash flows." "Except where it is otherwise clear from the discussion," Item 303(a)(1) and instructions 2 and 5 to Item 303(a) together also mandate indication of which balance sheet conditions or income or cash flow items should be considered in assessing liquidity, and a discussion of prospective information regarding the registrant's short and long-term sources of, and needs for, capital. Disclosure of material commitments for capital expenditures as of the end of the latest fiscal period is required by Item 303(a)(2). Trend analysis and a description of "any expected material changes in the mix and relative cost" of the registrant's capital resources must also be provided.31 

   Generally, short-term liquidity and short-term capital resources cover cash needs up to 12 months into the future. These cash needs and the sources of funds to meet such needs relate to the day-to-day operating expenses of the registrant and material commitments coming due during that 12-month period.
   The discussion of long-term liquidity and long-term capital resources must address material capital expenditures, significant balloon payments or other payments due on long-term obligations, and other demands or commitments, including any off-balance sheet items, to be incurred beyond the next 12 months, as well as the proposed sources of funding required to satisfy such obligations.32
   Where a material deficiency in short or long-term liquidity has been identified, the registrant should disclose the deficiency, as well as disclosing either its proposed remedy, that it has not decided on a remedy, or that it is currently unable to address the deficiency.33 In the following example, a financially troubled registrant discusses the material effects of its cash flow problems on its business, and its efforts to remedy those problems.
   The Company has violated certain requirements of its debt agreements relating to failure to maintain certain minimum ratios and levels of working capital and stockholders' equity. The Company's lenders have not declared the Company in default and have allowed the Company to remain in violation of these agreements. Were a default to be declared, the Company would not be able to continue to operate. A capital infusion of $4,000,000 is necessary to cure these defaults. The Company has engaged an investment banker and is considering various alternatives, including the sale of certain assets or the sale of common shares, to raise these funds.
   The Company frequently has not been able to make timely payments to its trade and other creditors. As of year-end and as of February 29, 1988, the Company had past due payables in the amount of $525,000 and $705,000, respectively. Deferred payment terms have been negotiated with most of these vendors. However, certain vendors have suspended parts deliveries to the Company. As a result, the Company was not always able to make all shipments on time, although no orders have been canceled to date. Were significant volumes of orders to be canceled, the Company's ability to continue to operate would be jeopardized. The Company is currently seeking sources of working capital financing sufficient to fund delinquent balances and meet ongoing trade obligations.
   Short and long-term liquidity and capital resources analysis should become more comparable from registrant to registrant as a result of the Financial Accounting Standards Board's recent issuance of SFAS 95,34 which requires the statement of changes in financial position to be replaced by a statement of cash flows as part of a full set of financial statements. This new statement reports net cash provided or used by each of operating, investing and financing activities, as defined, and the net effect of those flows on cash and cash equivalents.
   Registrants are expected to use the statement of cash flows, and other appropriate indicators, in analyzing their liquidity, and to present a balanced discussion dealing with cash flows from investing and financing activities as well as from operations. This discussion should address those matters that have materially affected the most recent period presented but are not expected to have short or long-term implications, and those matters that have not materially affected the most recent period presented but are expected materially to affect future periods.35 Examples of such matters include: (a) Discretionary operating expenses such as expenses relating to advertising, research and development or maintenance of equipment; (b) debt refinancings or redemptions; or (c) levels of financing provided by suppliers or to customers. Liquidity analysis premised upon the new statement of cash flows and prepared in accordance with this guidance should enhance the utility to investors of MD&A disclosure by improving comparability from registrant to registrant and providing information more directly relevant to liquidity than that previously premised upon the statement of changes in financial position.
D. Material Changes 

   Some Project registrants did not provide adequate disclosure of the reasons for material year-to-year changes in line items, or discussion and quantification of the contribution of two or more factors to such material changes. Instruction 4 to Item 303(a) requires a discussion of the causes of material changes from year-to-year in financial statement line items "to the extent necessary to an understanding of the registrant's businesses as a whole." An analysis of changes in line items is required where material and where the changes diverge from changes in related line items of the financial statements, where identification and quantification of the extent of contribution of each of two or more factors is necessary to an understanding of a material change, or where there are material increases or decreases in net sales or revenue.36
   Discussion of the impact of discontinued operations and of extraordinary gains and losses is also required where these items have had or are reasonably likely to have a material effect on reported or future financial condition or results of operations. Other non-recurring items should be discussed as "unusual or infrequent" events or transactions "that materially affected the amount of reported income from continuing operations."37
   As Instruction 4 to Item 303(a) states, repetition and line-by-line analysis is not required or generally appropriate when the causes for a change in one line item also relates to other line items. The same Instruction also states that the discussion need not recite amounts of changes readily computable from the financial statements and "shall not merely repeat numerical data contained in" such statements. However, quantification should otherwise be as precise, including use of dollar amounts or percentages, as reasonably practicable.
   In the following example, the registrant analyzes the reasons for a material change in revenues and in so doing describes the effects of offsetting developments.
Revenue from sales of single-family homes for 1987 increased 6% from 1986. The increase resulted from a 14% increase in the average sales price per home, partially offset by a 6% decrease in the number of homes delivered. Revenues from sales of single-family homes for 1986 increased 2% from 1985. The average sales price per home in 1986 increased 6%, which was offset by a 4% decrease in the number of homes delivered.
The increase in the average sales prices in 1987 and 1986 is primarily the result of the Company's increased emphasis on higher priced single-family homes. The decrease in homes delivered in 1987 and 1986 was attributable to a decline in sales in Texas. The significant decline in oil prices and its resulting effect on energy-related business has further impacted the already depressed Texas area housing market and is expected to do so for the foreseeable future. The Company curtailed housing operations during 1987 in certain areas in Texas in response to this change in the housing market. Although the number of homes sold is expected to continue to decline during the current year as a result of this action, this decline is expected to be offset by increases in average sales prices.
E. Interim Period Reporting 

   The second sentence of Item 303(b) states that MD&A relating to interim period financial statements "shall include a discussion of material changes in those items specifically listed in paragraph (a) of this Item, except that the impact of inflation and changing prices on operations for interim periods need not be addressed."38 As this sentence indicates, material changes to each and every specific disclosure requirement contained in paragraph (a), with the noted exception, should be discussed. This would include, for example, internal and external sources of liquidity, expected material changes in the mix and relative cost of such resources, and unusual or infrequent events or transactions that materially affected the amount of reported income from continuing operations.39
   In light of the obligation to update MD&A disclosure periodically, the impact of known trends, demands, commitments, events or uncertainties arising during the interim period which are reasonably likely to have material effects on financial condition or results of operations constitutes required disclosure in MD&A.40 For example, a calendar year end registrant describes, in its June 30 Form 10-Q, a recent event which is reasonably likely to have a material future effect on its financial condition or results of operations.
The Company was advised in late June that Company A, its principal customer, which accounted for 28% and 30% of revenues for the last six months and prior fiscal year, respectively, intends to terminate all purchases effective during the third quarter, due to in-house capabilities recently developed by this customer. The Company is materially dependent on its business with this customer and anticipates upon such termination a material adverse effect on revenues and income. Efforts are being made to replace revenues attributable to such customer by developing new customers. The Company expects it will take at least 6 months to generate such replacement revenues. 


F. Other Observations 

1. Segment Analysis
  In many cases, MD&As of Project registrants with more than one segment were prepared on a segment as well as a consolidated basis. In formulating a judgment as to whether a discussion of segment information is necessary to an understanding of the business, a multi-segment registrant preparing a full fiscal year MD&A should analyze revenues, profitability, and the cash needs of its significant industry segments. To the extent any segment contributes in a materially disproportionate way to those items, or where discussion on a consolidated basis would present an incomplete and misleading picture of the enterprise, segment discussion should be included. This may occur, for example, when there are legal or other restrictions upon the free flow of funds from one segment, subsidiary or division of the registrant to others; when known trends, demands, commitments, events or uncertainties within a segment are reasonably likely to have a material effect on the business as a whole; when the ability to dispose of identified assets of a segment may be relevant to the financial flexibility of the registrant; and in other circumstances in which the registrant concludes that segment analysis is appropriate to an understanding of its business.41 

   The following example illustrates segment disclosure for a manufacturer with two segments. The two segments contributed to operating income amounts that were disproportionate to their respective revenues. The registrant discusses sales and operating income trends, factors explaining such trends, and where applicable, known events that will impact future results of operations of the segment.

Net Sales by Industry Segment 

 

	
	1987
	1986
	1985

	Industry
Segments
	($ million)
	Percent
of total
	($ million)
	Percent
of total
	($ million)
	Percent
of total

	
	
	
	
	
	
	

	    Segment I
	585
	55
	479
	53
	420
	48

	    Segment II 
	 472
	 45
	433
	 47
	457
	 52

	        Total sales
	1057
	100
	912
	100
	877
	100


1987 vs. 1986
   Segment I sales increased 22% in 1987 over the 1986 period. The increase included the effect of the acquisition of Corporation T. Excluding this acquisition, sales would have increased by 16% over 1986. Product Line A sales increased by 18% due to a 24% increase in selling prices, partially offset by lower shipments. Product Line B sales increased by 35% due to a 17% increase in selling prices and a 15% increase in shipment volume. 

   Segment II sales increased 9% due to a 12% increase in selling prices partly offset by a 3% reduction in shipment volumes.

1986 vs. 1985 

   Segment I sales increased 14% in 1986. Product Line A sales increased 22%, in spite of a slight reduction in shipments, because of a 23% increase in selling prices. 

   Product Line B sales declined 5% due mainly to a 7% decrease in selling prices, partially offset by higher shipments.
   The 5% decline in Segment II sales reflected a 3% reduction in selling prices and a 2% decline in shipments.
   The substantial increases in selling prices of Product Line A during 1987 and 1986 occurred primarily because of heightened worldwide demand which exceeded the industry's production capacity. The Company expects these conditions to continue for the next several years. The Company anticipates that shipment volumes of Product Line A will increase as its new production facility reaches commercial production levels in 1988.
   Segment II shipment volumes have declined during the past two years primarily because of the discontinuation of certain products which were marginally profitable and did not have significant growth potential.

Operating Profit by Industry Segment
  

	
	1987
	1986
	1985

	Industry
Segments
	($ million)
	Percent
of total
	($ million)
	Percent
of total
	($ million)
	Percent
of total

	
	
	
	
	
	
	

	    Segment I
	126
	75
	108
	68
	67
	55

	    Segment II 
	 42
	 25
	 51
	 32
	 54
	 45

	       Operating Profit
	168
	100
	159
	100
	121
	100



1987 vs. 1986
   Segment I operating profit was $18 million (17%) higher in 1987 than in 1986. This increase includes the effects of higher sales prices and slightly improved margins on Product Line A, higher shipments of Product Line B and the acquisition of Corporation T. Excluding this acquisition operating profit would have been 11% higher than in 1986. Partially offsetting these increases are costs and expenses of $11 million related to new plant start-up, slightly reduced margins on Product Line B sales and a $9 million increase in research and development expenses. 

   Segment II operating profit declined $9 million (18%) due mainly to substantially higher costs in 1987 resulting from a 23% increase in average raw material costs which could not be fully recovered through sales price increases. The Company expects that Segment II margins will continue to decline, although at a lesser rate than in 1987 as competitive factors limit the Company's ability to recover cost increases.

1986 vs. 1985 

   Segment I operating profit was $41 million (61%) higher in 1986 than in 1985. After excluding the effect of the $23 million non-recurring charge for the early retirement program in 1985, Segment I operating profit in 1986 was $18 million (27%) higher than in 1985. This increase reflected higher prices and a corresponding 21% increase in margins on Product Line A, and a 17% increase in margins on Product Line B due primarily to cost reductions resulting from the early retirement program.
   Segment II operating profit declined about $3 million (6%) due mainly to lower selling prices and slightly reduced margins in 1986.

2. Participation in High Yield Financings, Highly Leveraged Transactions or Non-Investment Grade Loans and Investments 


   A registrant, whether a financial institution (such as a bank, thrift, insurance company or finance company), broker-dealer or one of its affiliates, or any other public company, may participate in several ways, directly or indirectly, in high yield financings, or highly leveraged transactions or make non-investment grade loans or investments relating to corporate restructurings such as leveraged buyouts, recapitalizations including significant stock buybacks and cash dividends, and acquisitions or mergers.42   A registrant may participate in the financing of such a transaction either as originator, syndicator, lender, purchaser, or secured senior debt, or as an investor in other debt instruments (often unsecured or subordinated), redeemable preferred stock or other equity securities. Participation in high yield or highly leveraged transactions, as well as investment in non-investment grade securities, generally involves greater returns, in the form of higher fees and higher average yields or potential market gains. Participation in such transactions may involve greater risks, often related to creditworthiness, solvency, relative liquidity of the secondary trading market, potential market losses, and vulnerability to rising interest rates and economic downturns.43 

   Similar risk-reward exposure appears to exist when the growing practice by certain registrants of originating low down-payment mortgages without obtaining mortgage insurance. Other registrants have substantial participation in venture capital financings.
   In view of these potentially greater returns and potentially greater risks, disclosure of the nature and extent of a registrant's involvement with high yield or highly leveraged transactions and non-investment grade loans and investments may be required under one or more of several MD&A items, and registrants should consider carefully the extent of disclosure required.44 MD&A analysis is required if such participation has had or is reasonably likely to have a material effect on financial condition or results of operations.
   In determining the adequacy of disclosure concerning participation in high yield, highly leveraged and non-investment grade loans and investments, registrants should consider the need to disclose:
   1.    Relevant lending and investing policies, including credit and risk management policies;
   2.    The amounts of holdings, stated separately by type if individually material, including guarantees and repurchase or other commitments to lend or acquire such loans and investments, and the potential risks inherent in such holdings;
   3.    Information regarding the level of activity during the period, e.g., originations and retentions;
   4.     Amounts of holdings, if any, giving rise to significantly greater risks (that may have material effects on financial condition or results of operations) than are present in other similar transactions and instruments; for example, where the issuer is bankrupt or has issued securities on which interest payments are in default, or where there are significant concentrations (e.g., in an individual borrower, industry or geographic area), particularly where those concentrations are in securities with relatively low trading market liquidity (such as those that depend upon a single market maker for their liquidity); and
   5.     Analysis of the actual and reasonably likely material effects of the above matters on income and operations, e.g., the amounts of fees recognized and deferred, yields, amounts of realized and unrealized market gains or losses, and credit losses.
   Such disclosure may appear in the business discussion, or other appropriate location, but the effects resulting from participation should be analyzed in MD&A.
   Similar concerns are raised with regard to investment companies that invest, or are permitted to invest, all or a portion of their portfolios in high-yield or non-investment grade securities. An investment company that seeks high income by investing in other than high-grade bonds (or is permitted to do so, even if it does not currently include such securities in its portfolio) should disclose in its prospectus the risks involved in such investments.45 These risks include, but are not limited to, the risks described above, such as market price volatility based upon interest rate sensitivity, creditworthiness and relative liquidity of the secondary trading market, as well as the effects such risks may have on the net asset value of the fund. In addition, the board of directors of a fund that invests in such securities should carefully consider factors affecting the secondary market for such securities in determining whether or not any particular security is liquid or illiquid, and whether market quotations are "readily available" for purposes of valuing portfolio securities.46
   The nature of disclosure required by non-investment companies will vary depending on the type of participation. In the following example the registrant is a bank holding company that participates in highly leveraged transactions as a lender and not as an investor.
   The Company is active in originating and syndicating loans in highly leveraged corporate transactions. The Company generally includes in this category domestic and international loans and commitments made by the Banks in recapitalizations, acquisitions, and leveraged buyouts which result in the borrower's debt to total assets ratio exceeding 75%. As of December 31, 1988, the Company had loans outstanding in approximately 61 highly leveraged transactions in an aggregate principal amount of approximately $900 million, was committed under definitive loan agreements relating to approximately 23 highly leveraged transactions to lend an additional amount of approximately $650 million, and had other highly leveraged transactions at various stages of discussion or preliminary commitment. The Company's equity investments in highly leveraged transactions are not material.
   In recent years the Company has not made a loan in excess of $175 million in any individual highly leveraged transaction, and the Company has typically retained, after syndication and sales of loan participations, a principal amount not exceeding approximately $35 million in any such transaction. At December 31, 1988, only two loans had outstanding balances exceeding $35 million ($51 million and $47 million, respectively) and no industry represented more than 15% of the Company's total highly leveraged loan portfolio. Should an economic downturn or sustained period of rising interest rates occur, highly leveraged transaction borrowers may experience financial stress. As a result, risks associated with these transactions may be higher than for more traditional financing.
      The Company estimates that its fees for lending and corporate finance activities relating to highly leveraged transactions were approximately $64 million during 1988, of which approximately $48 million was recognized as income and $16 million was deferred, compared with $40 million during 1987 of which approximately $32 million was recognized as income and $8 million was deferred. The deferred portion of such fees will be recognized over the terms of the related loans in accordance with Statement of Financial Accounting Standards Number 91.
   In recent years, the Company has had no significant charge-offs of loans made in highly leveraged transactions. At December 31, 1988, approximately $25 million (3%) of such outstanding loans were on nonaccrual status, which was not materially greater than that for the Company's other lending activities.
   A reduction in the Company's activities relating to highly leveraged transactions could have some negative impact on the Company's results of operations. The size of such impact would depend on the magnitude of the reduction and on the profitability of the activities to which the Company might redirect its resources. Although any estimate of the impact of a total discontinuation of all new highly leveraged transactions depends on various factors that cannot now be determined, the Company believes that such a discontinuation would reduce its gross revenues approximately 6% and net income by approximately 12%.
In the following example, the registrant is an investor in non-investment grade debt securities.
   At December 31, 1988, the Company held in its portfolio, net of reserves, $81 million of high yield, unrated or less than investment grade corporate debt securities with an aggregate market value of $75 million. Investments in unrated or less than investment grade corporate debt securities have different risks than other investments in corporate debt securities rated investment grade and held by the Company. Risk of loss upon default by the borrower is significantly greater with respect to such corporate debt securities than with other corporate debt securities because these securities are generally unsecured and are often subordinated to other creditors of the issuer, and because these issuers usually have high levels of indebtedness and are more sensitive to adverse economic conditions, such as recession or increasing interest rates, than are investment grade issuers. In addition, investments by the Company in corporate debt securities of any given issuer are generally larger than its investments in most other securities, thus resulting in a greater impact in the event of default. There is only a thinly traded market for such securities and recent market quotations are not available for some of these securities. Market quotes are generally available only from a limited number of dealers and may not represent firm bids of such dealers or prices for actual sales. As of December 31, 1988, the Company's five largest investments in corporate debt securities aggregated $35 million, none of which individually exceeded $10 million, and had an approximate market value of $31 million. 


3. Effects of Federal Financial Assistance Upon Operations 

   Many financial institutions, such as thrifts and banks, are receiving financial assistance in connection with federally assisted acquisitions or restructurings. Such assistance may take various forms and is intended to make the surviving financial institution a viable entity. Examples of such methods of assistance include: (a) Yield maintenance assistance (which guarantees additional interest on specified interest bearing assets, a level of return on specified non-interest-bearing assets, reimbursement if covered assets are ultimately collected or sold for amounts that are less than a specified amount, or any combination thereof); (b) indemnification against certain loss contingencies; (c) the purchase of equity securities issued by the institution for cash or a note receivable from the federal agency; and (d) arrangements designed to insulate the surviving entity from the economic effects of problem assets acquired from the predecessor financial institution (such as a "put agreement" whereby the surviving institution may "put" troubled loans directly or indirectly to the federal agency at higher than their fair value).
   If these or any other types of federal financial assistance have materially affected, or are reasonably likely to have a material future effect upon, financial condition or results of operations, the MD&A should provide disclosure of the nature, amounts, and effects of such assistance.47
   In the following example, a financial institution discloses the material effects of a federally assisted corporate reorganization. Such disclosure was in addition to various disclosures of the existence and effect of such federal assistance in the description of business portions of the filing (pursuant to Industry Guide 3) and in the registrant's financial statements.
   During 1988, earnings for the Company included $60 million of assistance income, including (a) $10 million in indemnity from the Federal Agency in respect of litigation costs associated with the Company's predecessor and (b) $50 million related to the 1988 puts of troubled loans to the Federal Agency under the Company's Put Agreement. The assistance income arises from provisions in the Reorganization agreements that are intended to relieve the Company from the adverse economic effects of litigation and problem assets held by its predecessor. These provisions are intended to place the Company in substantially the same position as if such litigation and problem assets had been assumed by the Federal Agency at the time of the Reorganization. Based on existing economic circumstances, management believes that the expiration of the Put Agreement in June 1989 may adversely affect future operations including an increased level of non-performing loans and loan loss provisions which cannot be recovered pursuant to the Put Agreement.

4.  Preliminary Merger Negotiations 

  

  While Item 303 could be read to impose a duty to disclose otherwise nondisclosed preliminary merger negotiations, as known events or uncertainties reasonably likely to have material effects on future financial condition or results of operations, the Commission did not intend to apply, and has not applied, Item 303 in this manner.48 As reflected in the various disclosure requirements under the Securities Act and Exchange Act that specifically address merger transactions, the Commission historically has balanced the informational need of investors against the risk that premature disclosure 49 of negotiations may jeopardize completion of the transaction. 50  In general, the Commission's recognition that registrants have an interest in preserving the confidentiality of such negotiations is clearest in the context of a registrant's continuous reporting obligations under the Exchange Act, where disclosure on Form 8-K of acquisitions or dispositions of assets not in the ordinary course of business is triggered by completion of the transaction. 51
   In contrast, where a registrant registers securities for sale under the Securities Act, the Commission requires disclosure of material probable acquisitions and dispositions of businesses, including the financial statements of the business to be acquired or sold.52 Where the proceeds from the sale of the securities being registered are to be used to finance an acquisition of a business, the registration statement must disclose the intended use of proceeds. Again, accommodating the need for confidentiality of negotiations, registrants are specifically permitted not to disclose in registration statements the identity of the parties and the nature of the business sought if the acquisition is not yet probable and the board of directors determines that the acquisition would be jeopardized. 53
   The Commission's interpretation of Item 303, as applied to preliminary merger negotiations, incorporates the same policy determinations. Accordingly, where disclosure is not otherwise required, and has not otherwise been made, the MD&A need not contain a discussion of the impact of such negotiations where, in the registrant's view, inclusion of such information would jeopardize completion of the transaction. Where disclosure is otherwise required or has otherwise been made by or on behalf of the registrant, the interests in avoiding premature disclosure no longer exist. In such case, the negotiations would be subject to the same disclosure standards under Item 303 as any other known trend, demand, commitment, event or uncertainty. These policy determinations also would extend to preliminary negotiations for the acquisition or disposition of assets not in the ordinary course of business.

IV. Conclusion 

   In preparing MD&A disclosure, registrants should be guided by the general purpose of the MD&A requirements: to give investors an opportunity to look at the registrant through the eyes of management by providing a historical and prospective analysis of the registrant's financial condition and results of operations, with particular emphasis on the registrant's prospects for the future. The MD&A requirements are intentionally flexible and general. Because no two registrants are identical, good MD&A disclosure for one registrant is not necessarily good MD&A disclosure for another. The same is true for MD&A disclosure of the same registrant in different years. The flexibility of MD&A creates a framework for providing the marketplace with appropriate information concerning the registrant's financial condition, changes in financial condition and results of operations.
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63036. Safe-Harbor Provisions for Forward-Looking Information 
   Disclosure of forward-looking information is currently required in MD&A, "risk factors" in an offering document, and discussions of material contingencies including, but not limited to, litigation claims. Also, companies often volunteer projections or announce other forward-looking information in response to inquiries made by analysts or investors.
   On December 22, 1995, the Private Securities Litigation Reform Act of 1995 (the "Reform Act") became law. The Reform Act includes a safe-harbor provision for certain forward-looking information that is accompanied by appropriate cautionary statements. Protection under this law is limited to private actions arising on a claim that an assertion, whether written or oral, contained either an untrue statement or omitted a necessary material fact. The Reform Act does not apply to SEC enforcement or criminal actions and its safe-harbor provisions do not extend to certain filings made with the SEC. In addition, the company must be a registrant at the time the forward-looking statement is made.
Forward-Looking Statements
   Under the Reform Act, a forward-looking statement means a statement:
   ·   Containing a projection of revenues, income, earnings per share, capital expenditures, dividend, capital structure, or other financial items; or
   ·   Of plans and objectives of management for future operations, including plans or objectives relating to the products or services of the issuer; or
   ·   Of future economic performance, including any such statement contained in MD&A;
   ·   Of any assumptions underlying or relating to any statement described above; or
   ·   Containing a projection or estimate of such other items as may be specified by rule or regulation of the SEC.
   Forward-looking statements are not eligible for safe-harbor protection if the statement related to the business or operations of an issuer, and the issuer:
   ·   During the three-year period preceding the statement was convicted of securities violations;
   ·   Issues penny stocks; or
   ·   Makes such statements in connection with an offering of securities by a blank check company or a roll up or a going-private transaction.
   Also, safe-harbor protection is not available for statements:
   ·   Included in financial statements prepared in accordance with generally accepted accounting principles;
   ·   Issued by an investment company or included in its registration statement;
   ·   Made in connection with tender offers, initial public offerings, or disclosures in a 13(d) filing; or
   ·   Included in an offering by, or relating to the operations of, a partnership, limited liability company, or a direct participation investment program.
   The protection provided by the Reform Act is for intervening events which make forward-looking information inaccurate and does not protect comments made with actual knowledge that the statement was false.
Cautionary Statements
   The safe-harbor protection is available if the statement is identified as a forward-looking statement and is accompanied by "meaningful cautionary statements" identifying "important factors that could cause actual results to differ materially from projections." Although the Reform Act does not define "meaningful cautionary statements," discussions included in the House and Senate Conference Report (the "Conference Report") indicated that statements must convey substantive information about factors that realistically could cause results to differ materially from those projected in the forward-looking statement. The Conference Report also indicated that the statements must be relevant to the projection and could actually affect whether the forward-looking statement could be realized. Boilerplate warnings generally would not fulfill the criteria of "meaningful cautionary statements." Often, in discussing current and anticipated earnings in periodic discussions with analysts, companies will make reference to previously published cautionary statements included in a public document (e.g., 10-Q).
