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Mind the GAAP: Moving Beyond the 
Accountant–Attorney Treaty* 

 

I. Introduction 

Imagine an investor considering a company’s stock.  Before buying, 
the investor diligently examines the company’s financial statements and 
Securities and Exchange Commission (SEC) filings.  These documents 
mention a handful of pending lawsuits and lay out the bare facts of the suit.  
They simultaneously assure the investor that the company has a number of 
good defenses and is diligently defending the suits.  The financial 
statements similarly mention the litigation in a footnote but go on to say any 
potential loss cannot be reasonably estimated.  Though these disclosures 
have perhaps given the investor some pause, a lack of legal expertise and 
knowledge of the company’s operations prevents the investor from gleaning 
much from the disclosures.  With these concerns in mind, the investor 
acquires a stake in the company, trusting that any reliable disclosure system 
would require more substantive discussion if the lawsuits were truly 
presented major problems for the company.  Soon, however, the company is 
slammed with a judgment that will bankrupt it (or settles for a startling 
sum), and much, if not all, of the investment is lost. 

Given the current reporting regime and the generally accepted 
accounting principles (GAAP) for loss contingencies, this story is hardly a 
fantasy.  Such an event should not be acceptable in a system that focuses on 
transparency and disclosure.  If regulators are to fulfill their mission of 
providing ample, high-quality information so that investors can make 
informed decisions,1 the disclosure of contingent liabilities in the litigation 
context must be strengthened.  Indeed, the Financial Accounting Standards 
Board (FASB)—the body tasked with articulating GAAP2—unsuccessfully 
attempted to reform this area beginning in 2008.3  Among the reforms most 

 

 * I am grateful to the editors of the Texas Law Review—especially Elizabeth Johnson, Dina 
McKenney, and Spencer Patton—for their hard work editing this Note, to Professor Henry Hu for 
helpful comments during the writing process, and above all to my family and friends for their 
constant love and support. 

1. Henry T.C. Hu, Too Complex to Depict? Innovation, “Pure Information,” and the SEC 
Disclosure Paradigm, 90 TEXAS L. REV. 1601, 1614–15 (2012). 

2. See Facts about FASB, FIN. ACCT. STANDARDS BOARD, http://www.fasb.org/jsp/FASB/ 
Page/SectionPage&cid=1176154526495 (“Since 1973, the Financial Accounting Standards Board 
(FASB) has been the designated organization in the private sector for establishing standards of 
financial accounting . . . .”). 

3. See FIN. ACCOUNTING STANDARDS BD., PROPOSED STATEMENT OF FINANCIAL 

ACCOUNTING STANDARDS: DISCLOSURE OF CERTAIN LOSS CONTINGENCIES (2008) [hereinafter 
FASB EXPOSURE DRAFT 1], available at http://www.fasb.org/cs/BlobServer?blobkey=id& 



YARBROUGH.OC (DO NOT DELETE) 2/9/2014  5:49 PM 

750 Texas Law Review [Vol. 92:749 

quickly rejected was a provision requiring companies to report settlement 
valuations of certain pending litigation.4  Due to the overwhelmingly 
negative response to any reform in this area, the reporting of settlement 
valuations received inadequate attention as a viable approach.  This Note 
recognizes and develops the viability of a system of disclosure based on 
settlement value and its potential to satisfy warring factions of attorneys and 
accountants.  The proposed disclosure system would require dollar amounts 
offered by disclosing companies in settlement negotiations to form the 
baseline for quantifying losses that may not otherwise trigger current 
disclosure requirements because the potential losses cannot be reasonably 
estimated. 

Part II of this Note will examine the existing reporting system for 
litigation contingencies and its current inadequacy.  Part III will outline a 
proposed reform to meet this issue that focuses on disclosure of the value of 
settlements offered by the reporting company.  Part IV will examine the 
practical obstacles and objections the proposed reform would have to 
overcome.  Part V will briefly conclude. 

II. Examining the Problem 

A. Existing Reporting Requirements 

The existing regime for reporting litigation contingencies originates in 
both SEC rules and the accounting standards that establish the rules for 
preparing financial statements.  This information is disclosed in mandated 
periodic filings with the SEC and made available to the investing public via 
forms 10-K (annually) and 10-Q (quarterly).5  Regulation S-K is the most 
basic toolkit for SEC disclosure filings and explains to reporting companies 
what must be included in disclosure documents.6  The primary provision 

 

blobwhere=1175818814390&blobheader=application%2Fpdf&blobcol=urldata&blobtable=Mung
oBlobs (proposing standards to enhance the disclosure requirements for loss contingencies); see 
also Project Updates, FIN. ACCT. STANDARDS BOARD, http://www.fasb.org/jsp/FASB/ 
FASBContent_C/ProjectUpdatePage&cid=900000011071 (last updated July 12, 2012) (noting 
that the FASB voted to remove the disclosure project from its agenda in 2012). 

4. See FASB EXPOSURE DRAFT 1, supra note 3, at iii; see also, e.g., Letter from Michael H. 
Gibbs, Vice President & Gen. Counsel, Whataburger, to Dir., Fin. Accounting Standards Bd.  
(July 21, 2008), available at http://www.fasb.org/cs/BlobServer?blobkey=id&blobnocache=true 
&blobwhere=1175818420130&blobheader=application%2Fpdf&blobheadername2=Content-
Length&blobheadername1=ContentDisposition&blobheadervalue2=42138&blobheadervalue1=fil
ename%3D52225.pdf&blobcol=urldata&blobtable=MungoBlobs (“We are greatly concerned 
about the proposed expanded disclosures in financial statements of pending or anticipated 
litigation.”). 

5. Securities Exchange Act of 1934 § 13(a), 15 U.S.C. § 78m(a) (2012); 17 C.F.R. § 240.13a-
1 (2013) (requiring annual reports); 17 C.F.R. § 240.13a-13 (2013) (requiring quarterly reports). 

6. See Edmund W. Kitch, The Theory and Practice of Securities Disclosure, 61 BROOK. L. 
REV. 763, 800 (1995) (describing Regulation S-K as “one common, master form” for disclosures 
under both the ’33 Act and the ’34 Act). 
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relating specifically to potential litigation losses in Regulation S-K is 
Item 103, which requires disclosure of various factual information 
regarding litigation falling outside of “ordinary routine litigation.”7  The 
instructions to Item 103 clarify that suits claiming damages of less than 
10% of the company’s assets need not be disclosed.8  These limitations on 
disclosure are presumably to keep the reporting burdens on companies 
manageable.9  The disclosures required under Item 103 are predominantly 
factual and perusing the litigation section of a filing is often little more than 
a lesson in civil procedure as various steps of the litigation are described.10  
As such, disclosures under Item 103 are of little help to investors looking 
for substantive information. 

In addition to these factual disclosures, Item 303 is often implicated 
and requires large litigation contingencies to be discussed under the 
management’s discussion and analysis (MD&A) section of the filing—a 
key piece of securities disclosure.11  Item 303 requires litigation 
contingencies to be discussed in the MD&A to the extent that the potential 
losses represent a “known . . . uncertaint[y] . . . that the registrant 
reasonably expects will have a material . . . impact on . . . revenues.”12  
Despite these requirements, though, management might merely exclaim that 
they have excellent defenses to completely frivolous claims.  Furthermore, 
this section may merely incorporate the appropriate footnote from the 
financial statements by reference and provide little actual discussion or 
analysis.13  This likely stems from the reluctance of reporting companies to 
reveal any information that could prejudice their claims in pending 
litigation.14 

 

7. SEC Regulation S-K, Item 103, 17 C.F.R. § 229.103 (2013). 
8. Id. 
9. Cf. Michael A. Harrison, Note, Regulation FD’s Effect on Fixed-Income Investors: Is the 

Public Protected or Harmed?, 77 IND. L.J. 189, 218 (2002) (examining the interplay of 
compliance costs and the volume of required disclosure). 

10. See Karen M. Hennes, Disclosure of Contingent Legal Liabilities, 33 J. ACCT. & PUB. 
POL’Y (forthcoming 2014) (manuscript at 5), available at http://ac.els-cdn.com/S02784254130009 
26/1-s2.0-S0278425413000926-main.pdf?_tid=8ca9d548-8127-11e3-80ca-
00000aab0f01&acdnat=1390149441_597c9cb42ffcb296f3995092ef31cac0 (“Overall, the 
consistent conclusion from prior studies on litigation contingency disclosures is that firms provide 
fairly limited information on the estimated loss amount.”). 

11. See Troy A. Paredes, Blinded by the Light: Information Overload and its Consequences 
for Securities Regulation, 81 WASH. U. L.Q. 417, 425 (2003) (calling the MD&A “[o]ne of the 
most important textual disclosures”). 

12. SEC Regulation S-K, Item 303, 17 C.F.R. § 229.303 (2013). 
13. See, e.g., Anadarko Petroleum Corp., Quarterly Report (Form 10-Q), at 38, 44 (July 27, 

2011) [hereinafter Anadarko 10-Q] (referencing appropriate footnotes from financial statements 
concerning litigation contingencies and failing to further elaborate). 

14. See infra notes 28–48 and accompanying text. 
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Audited financial statements are the other major prong of corporate 
disclosure and must be included in periodic filings.15  The current GAAP 
for contingent liabilities of all types is found in the Statement of Financial 
Accounting Standards No. 5 (SFAS 5).16  As a threshold matter, SFAS 5—
like Regulation S-K Item 103—includes a materiality requirement before 
any discussion of a contingent liability is required.17  The standard defines a 
loss contingency as an “existing condition, situation, or set of circumstances 
involving uncertainty . . . that will ultimately be resolved when one or more 
future events occur or fail to occur.”18  Under SFAS 5, losses must be 
accrued on financial statements when two factors are met.  It must be 
“probable that . . . events will occur confirming the fact of the loss” and 
“[t]he amount of the loss [must] be [capable of being] reasonably 
estimated.”19  Disclosure (though not accrual) is still required if there is a 
“reasonable possibility” a loss will occur.20  Such a disclosure should try to 
“estimate . . . the possible loss or range of loss or state that such an estimate 
cannot be made.”21  These disclosures are placed in a footnote to the 
financial statements.22  Rather than provide concrete percentages to define 
terms like “probable” and “reasonably possible,” SFAS 5 instead allows 
“significant leeway for professional judgment in the disclosure decision.”23  

 

15. See SEC Regulation S-X, 17 C.F.R. §§ 210.3-01–.3-02 (2013) (requiring companies filing 
periodic reports to include audited financials in those reports). 

16. ACCOUNTING FOR CONTINGENCIES, Statement of Fin. Accounting Standards No. 5 (Fin. 
Accounting Standards Bd. 1975) [hereinafter SFAS 5], available at http://www.fasb.org/cs/ 
BlobServer?blobkey=id&blobnocache=true&blobwhere=1175820910926&blobheader=applicatio
n%2Fpdf&blobcol=urldata&blobtable=MungoBlobs.  The FASB codified all accounting 
standards as of 2009 in their Accounting Standards Codification (ASC).  FIN. ACCOUNTING 

STANDARDS BD., NOTICE TO CONSTITUENTS (V 4.8) ABOUT THE CODIFICATION 4 (2012), 
available at https://asc.fasb.org/imageRoot/80/34350180.pdf.  SFAS 5 is primarily codified at 
ASC 450.  KPMG, THE FASB ACCOUNTING STANDARDS CODIFICATION CROSS-REFERENCE 

QUICK GUIDE 1 (2010), available at http://us.kpmg.com/microsite/attachments/us_accounting 
_bulletin_2010/fasb-asc-quick-guide.pdf.  To avoid confusion and because the codification took 
place concurrently with the proposed changes in SFAS 5 discussed in this Note, I will use the 
precodification terminology. 

17. See SFAS 5, supra note 16, at 8 (qualifying the first twenty paragraphs with the statement 
that “[t]he[se] provisions . . . need not be applied to immaterial items”).  A determination of what 
information is material in a given circumstance is fraught with uncertainty and outside the scope 
of this Note.  Instead, this Note will assume and use as examples only cases that are clearly 
material and may even threaten the continued viability of the company as a going concern. 

18. Id. para. 1. 
19. Id. para. 8. 
20. Id. para. 10. 
21. Id. 
22. Robert D. Fesler & J. Larry Hagler, Litigation Disclosures Under SFAS No. 5: A Study of 

Actual Cases, ACCT. HORIZONS, Mar. 1989, at 10, 11. 
23. Id. at 12. 
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This has led at least one author to suggest that “accounting for 
contingencies more closely resembles an art than a science.”24 

These provisions, working together, are meant to provide investors 
with enough information regarding potential litigation losses of a company 
to make an informed investment decision.25  It is far from clear, however, 
that this is actually the case. 

B. Inadequacies of the Current System 

A close inspection of the current disclosure system for litigation 
contingencies and how the system works in practice reveals that the 
disclosure system is not accomplishing the enunciated goal of transparency.  
One of the primary goals of the entire SEC disclosure system is to provide 
investors of all types enough factual information about an investment to 
make what they believe to be wise investment decisions.26  The system of 
reporting for litigation contingencies falls short of this ideal in several 
respects. 

First, the process by which financial reports are prepared is not 
conducive to transparency.  Evaluation of litigation contingencies is outside 
the realm of auditor expertise as it requires at least some degree of legal 
judgment.27  Auditors must therefore rely on the responses of corporate 
attorneys to audit-inquiry letters.28  The problem arises from attorney 
hesitance to reveal any useful information in this process.  This hesitance 
stems from a desire to avoid disclosing information that might prejudice the 
company’s stance in the pending litigation.29  The quality and usefulness of 
attorney responses to audit inquiries is suspect at best.30  One commentator 
has suggested that “[i]n most instances, the auditor could . . . obtain more 
information just by reviewing the pleadings filed at the local courthouse.”31  
The inadequacy of attorney responses to audit inquiries was presumably 
recognized when the ABA and the American Institute of Certified Public 

 

24. Matthew J. Barrett, Opportunities for Obtaining and Using Litigation Reserves and 
Disclosures, 63 OHIO ST. L.J. 1017, 1032 (2002). 

25. See id. at 1030–31. 
26. Hu, supra note 1. 
27. See W.R. Koprowski et al., Essay, Financial Statement Reporting of Pending Litigation: 

Attorneys, Auditors, and Differences of Opinions, 15 FORDHAM J. CORP. & FIN. L. 439, 439 
(2010) (discussing auditor reliance on attorney responses to audit inquiries). 

28. Id. at 446–47. 
29. See id. at 453 (“The uncertainty about the likely application and potential waiver of the 

attorney-client privilege and . . . information covered by the work product doctrine[] creates an 
incentive for this limited disclosure[] to the auditor.”). 

30. See M. Eric Anderson, Talkin’ ‘Bout My Litigation—How the Attorney Response to an 
Audit Inquiry Letter Discloses as Little as Possible, 7 TRANSACTIONS: TENN. J. BUS. L. 143, 144 
(2005) (suggesting attorney responses provide no more information than could be gleaned from a 
trip to the county courthouse). 

31. Id. 
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Accountants formed a joint task force “to address concerns regarding 
language used by auditors in audit-inquiry letters . . . and responses by 
attorneys.”32  The task force was dissolved before any reform was 
accomplished.33 

The hostile attitude of lawyers toward substantive disclosure in 
response to audit inquiries is perhaps best demonstrated by the ABA’s 1976 
guidance on responses to auditors’ inquiries: “[i]t is not . . . believed 
necessary, or sound public policy, to intrude upon the confidentiality of the 
lawyer-client relationship in order to command [confidence in the auditing 
process].”34  Despite its bellicose rhetoric, this document is known as part 
of the “treaty” between accountants and lawyers on this subject because it at 
least set up some workable framework for attorney responses to audit 
inquiries.35  It is telling that the document opens by stating “[t]he public 
interest in protecting the confidentiality of lawyer-client communications is 
fundamental.”36  It goes on to warn lawyers that “an adverse party may 
assert that any evaluation of potential liability is an admission.”37 

The ABA’s position reflects the view that the “most basic fear is that 
any evaluation or assessment of a client’s liability . . . will be disclosed to 
an adversarial party and used against the client in a subsequent court 
proceeding.”38  Though the pronouncements of the ABA are not binding on 
attorneys,39 here they are indicative of a general wariness toward audit 
letters by the legal profession.  Thus, the battle lines between accountants 
and attorneys are drawn with a seemingly intractable divide in what has 
been described as a “clash of cultures.”40  Under this guidance from the 
ABA, attorney responses to audit inquiries were so arcane that accountants 
needed guidance to essentially “translate” audit letter responses.41  There 

 

32. Highlights of Technical Activities, IN OUR OPINION (Am. Inst. of Certified Pub. 
Accountants Audit & Attest Standards Grp., New York, N.Y.), Spring 2004, at 4, 7. 

33. Anderson, supra note 30. 
34. Am. Bar Ass’n, Statement of Policy Regarding Lawyers’ Responses to Auditors’ Requests 

for Information, 31 BUS. LAW. 1709, 1710 (1976) [hereinafter ABA Policy Statement]. 
35. See Interview with Michael Young, Att’y, Willkie Farr & Gallagher LLP (Apr. 2011) 

[hereinafter Young Interview], in Kim Nilsen, Renewed Focus on Loss Contingency Disclosures, 
J. ACCT., Apr. 2011, at 37, 38 (“About 35 years ago, the accounting profession and the legal 
profession got together . . . and put in place a structure for auditor-lawyer dialogue.  The document 
capturing that structure has informally become known as ‘the treaty.’”). 

36. ABA Policy Statement, supra note 34, at 1709. 
37. Id. at 1711. 
38. Anderson, supra note 30. 
39. Cf. Ted Schneyer, An Interpretation of Recent Developments in the Regulation of Law 

Practice, 30 OKLA. CITY U. L. REV. 559, 594–95 (2005) (noting that the ABA ethics rules and 
standards for criminal defense are nonbinding). 

40. Young Interview, supra note 35. 
41. Anderson, supra note 30, at 166. 
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have been calls to soften the ABA’s stance on these responses,42 but in light 
of the very real possibilities that disclosure could prejudice companies in 
ongoing litigation, the ABA’s position seems justified to protect the sanctity 
of the attorney–client relationship.  Such relationship has long been seen as 
fundamental to the legal profession.43 

Concerns over the possibility of audit responses prejudicing clients are 
not figments of overactive legal imaginations.  Courts are split on whether 
disclosure to auditors acts as a waiver of the attorney–client privilege.44  
Though some jurisdictions protect these disclosures using the work product 
doctrine (which protects work prepared in anticipation of litigation), this is 
not uniformly true.45  Such information could subsequently be discoverable 
and used against a party in either open court or settlement negotiations.46  
Indeed, one scholar has written on litigation advantages that can be derived 
from the current reporting system for litigation contingencies.47  His basic 
premise involves using disclosure documents and the accruals appearing 
therein (both explicit and implicit) to reverse engineer a company’s 
valuation of the litigation and urging litigators to “recognize the discovery 
possibilities of obtaining accounting information and supporting data 
regarding contingencies.”48  In so doing, adverse parties could gain a leg up 
both in settlement negotiations and in the courtroom.49  Thus, any attempt at 
broadening disclosure must take concerns about prejudicing ongoing 
litigation seriously. 

An additional problem with the current regime is the latitude 
companies are given to estimate liabilities in their responses to audit 
inquiries.  If such liabilities cannot be reasonably estimated, no accrual is 
taken no matter how likely the contingency is to occur.50  Empirical work in 
this area indicates that applications of these standards vary widely, and the 
end result is often that no loss at all is reflected on financial statements.51  
 

42. See, e.g., id. at 167 (“A change in the ABA Statement making it less hostile to the process 
would be productive.”). 

43. See, e.g., United States v. Zolin, 491 U.S. 554, 562 (1989) (discussing the significance 
and tradition of the attorney–client relationship). 

44. For a survey of cases on both sides of this issue, see generally Anderson, supra note 30, at 
157–63. 

45. See id. 
46. See Barrett, supra note 24, at 1081–82 (noting the potential for sophisticated litigators to 

effectively utilize the discovery process by examining accounting information). 
47. See id. 
48. Id. at 1081. 
49. See id. at 1103 (highlighting the advantages of using discovery requests and subpoenas to 

gain access to litigation-contingency information). 
50. See SFAS 5, supra note 16, para. 8.  Of course, if the probability reached 100%, it would 

no longer be a contingent liability.  See id. para. 1. 
51. OFFICE OF THE CHIEF ACCOUNTANT ET AL., U.S. SEC. & EXCH. COMM’N, REPORT AND 

RECOMMENDATIONS PURSUANT TO SECTION 401(C) OF THE SARBANES-OXLEY ACT OF 2002 ON 

ARRANGEMENTS WITH OFF-BALANCE SHEET IMPLICATIONS, SPECIAL PURPOSE ENTITIES, AND 
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The decision to omit a potential litigation loss from financial statements 
might often come about due to the inherent difficulty of estimating the 
amount of loss.  In a hypothetical lawsuit in which the plaintiff claims 
$1 billion in damages, the final recovery could range anywhere from zero to 
$1 billion.  The range might broaden even further if a plaintiff seeks 
unspecified punitive damages.  The ABA policy statement may put it best 
in saying “the amount or range of potential loss will normally be as 
inherently impossible to ascertain, with any degree of certainty, as the 
outcome of the litigation.”52  The problem has not gone unnoticed by the 
SEC.  The SEC’s Deputy Chief Accountant Scott Taub noted in 2004 that it 
is “somewhat surprising the number of instances where zero is considered 
the low end of a range with no number more likely than any other right up 
until a large settlement is announced.”53  Despite Mr. Taub’s statements, 
however, given the ABA’s hostility to meaningful disclosure, such numbers 
should come as no surprise. 

C. Examples of the Problem 

Unfortunately, the concerns on the accountants’ side are just as 
convincing.  “Surprise” losses are far from unheard of.54  The need for 
enhanced disclosure in this area can perhaps best be seen on an anecdotal 
level.  Though an empirical study of disclosure failings is well beyond the 
scope of this Note, a couple of examples will help to illustrate the current 
problem in disclosure of litigation contingencies. 

A dated—though no less damning—example of the problem can be 
seen in the litigation between Pennzoil and Texaco during the late 1980s.  
Pennzoil filed suit, alleging Texaco had tortiously interfered with 
Pennzoil’s merger agreement with Getty Oil.55  The case proceeded to trial 
where a jury ultimately awarded Pennzoil $10.53 billion in damages.56  The 

 

TRANSPARENCY OF FILINGS BY ISSUERS 69–70 (2005) [hereinafter SEC, REPORT AND 

RECOMMENDATIONS] (presenting data from a study of filings by issuers related to contingencies 
and noting that not only did “disclosures about contingent obligations vary widely in terms of 
format and location” but less than 10% of issuers in the sample “report that they have recognized 
any amount of liability on their balance sheets for any legal contingent obligation” (emphasis 
omitted)). 

52. ABA Policy Statement, supra note 34, at 1714. 
53. Scott A. Taub, Deputy Chief Accountant, U.S. Sec. & Exch. Comm’n, Remarks at the 

University of Southern California Leventhal School of Accounting SEC and Financial Reporting 
Conference (May 27, 2004), available at http://www.sec.gov/news/speech/spch052704sat.htm. 

54. For a further discussion of such “surprise” events, see James S. Johnson, Comment, The 
Accountable Attorney: A Proposal to Revamp the ABA’s 1976 Statement of Policy Regarding 
Lawyers’ Responses to Auditors’ Requests for Information, 14 TEX. WESLEYAN L. REV. 27, 30–
32 (2007). 

55. Edward B. Deakin, Accounting for Contingencies: The Pennzoil-Texaco Case, ACCT. 
HORIZONS, Mar. 1989, at 21, 21–22. 

56. Id. at 24. 
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judgment eventually forced Texaco into bankruptcy protection.57  
Throughout the protracted legal battle, Texaco did not accrue any losses in 
its disclosures to investors.58  Indeed, “entry of a liability did not occur until 
actual payment was agreed upon.”59  Such an example serves as a 
harrowing worst-case scenario for failure of disclosure in this realm. 

Of course, much has changed in the world of securities disclosure 
since the late 1980s.  Of particular importance is the more prominent role of 
the MD&A, with stricter rules and enforcement of those rules.60  Thus, a 
more recent example is needed to adequately illustrate the continuing 
inadequacy of litigation-contingency disclosures.  Such an example, like the 
Texaco case before it, can be drawn from the energy industry. 

Anadarko is one of the largest independent oil and gas exploration and 
production companies in the world.61  It was ranked 207th on the most 
recent Fortune 500 list, nestled between the likes of Monsanto and 
Starbucks.62  On April 20, 2010, the Deepwater Horizon oil platform 
exploded in the Gulf of Mexico, killing eleven people and leaving crude oil 
gushing into the ocean.63  The well, in which Anadarko owned a 25% share, 
was a joint venture between BP, Anadarko, and MOEX Offshore.64  Under 
the joint operating agreement in effect between those parties, each company 
was responsible for its proportional share of the costs from the well, 
including those resulting from the negligence (though not gross negligence) 
of the operator (BP).65  Given that damages resulting from the explosion 
and subsequent oil spill were then estimated to be at least $22 billion,66 the 
amount of money riding on a determination of whether BP’s actions on the 
platform were ordinary negligence or gross negligence was considerable.  

 

57. Id. at 21, 24. 
58. See id. at 22, 27. 
59. Id. at 27. 
60. For an examination of the development of the MD&A requirements, see Paredes, supra 

note 11, at 425–26. 
61. About Anadarko, ANADARKO, http://www.anadarko.com/About/Pages/Overview.aspx. 
62. Fortune 500, FORTUNE, CNN MONEY (2014), http://money.cnn.com/magazines/fortune/ 

fortune500/2013/full_list/index.html?iid=F500_sp_full. 
63. Julia Werdigier, Ending Dispute, Well Partner Settles with BP for $4 Billion, N.Y. TIMES, 

Oct. 17, 2011, http://www.nytimes.com/2011/10/18/business/bp-recovers-4-billion-from-anadarko 
-for-gulf-spill.html?_r=1&. 

64. Id. 
65. See Ben Casselman, Anadarko Blames BP for Rig Disaster, WALL ST. J., June 19, 2010, 

http://online.wsj.com/article/SB10001424052748704122904575315244230579982.html; James 
Herron, Anadarko Would Take Huge Hit if Forced to Pay into BP’s $20 Billion Oil Spill Fund, 
THE SOURCE, WALL ST. J. (June 21, 2010, 11:49 AM), http://blogs.wsj.com/source/2010/06/21/ 
anadarko-would-take-huge-hit-if-forced-to-pay-into-bps-20-billion-oil-spill-fund/. 

66. See Herron, supra note 65 (stating that BP had already spent $2 billion and had agreed to 
a compensation fund of $20 billion). 
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Anadarko’s potential liability under the joint operating agreement 
threatened their continued viability as a company.67 

Anadarko settled with BP by agreeing to pay $4 billion to satisfy any 
claim BP would have against it under the joint operating agreement.68  An 
examination of the company’s SEC filings during this time illustrates the 
need for reform in the disclosure of litigation contingencies.  The 10-Q filed 
immediately prior to the announcement of the settlement provides no 
helpful indication as to what the size of the liability would be.  The MD&A 
mentions the event and refers readers to the financial statement notes for 
analysis.69  Though the relevant note is replete with factual information 
spanning eleven pages,70 the bottom line regarding the incident is captured 
by a single paragraph: 

After applying the relevant accounting guidance to the 
Company’s Deepwater Horizon event-related contingent liabilities, 
the Company’s aggregate liability accrual for these amounts is zero 
as of June 30, 2011.  The zero liability accrual is not intended to 
represent an opinion of the Company that it will not incur any future 
liability . . . .  Rather, [it] is based on currently available facts and the 
application of accounting rules . . . where the relevant accounting 
rules do not allow for loss recognition where a potential loss is not 
considered “probable” or cannot be reasonably estimated.71 

Thus, from June 30 to October 17 Anadarko’s liability for the events 
surrounding the Deepwater Horizon spill went from zero to $4 billion.  
These examples amply depict exactly the problem Mr. Taub was 
referencing in his speech.72 

Such examples “demonstrate that financial statement disclosure is not 
moving in a direction consistent with the kind of transparency that . . . 
investors desire.”73  Empirical work has also shown that disclosures of 
litigation contingencies have often been too little and too late.  For example, 
one study found that 45% of sampled cases involving material losses lacked 
any disclosure that such results would have a material economic impact on 
the companies involved until the quarter in which the case was resolved.74  
Additionally, the results of the study suggested that investors did not fully 

 

67. Id. 
68. Werdigier, supra note 63. 
69. Anadarko 10-Q, supra note 13, at 35, 38. 
70. Id. at 7–17. 
71. Id. at 8. 
72. See Taub, supra note 53 (criticizing situations where companies do not accrue because 

they find zero as likely a number as any other). 
73. Koprowski et al., supra note 27, at 444. 
74. Feng Chen et al., Auditor Quality and Litigation Loss Contingency Disclosures 18, 52 

fig.1 (Rotman Sch. of Mgmt., Working Paper No. 2179148, 2013), available at http://papers.ssrn 
.com/sol3/papers.cfm?abstract_id=2179148. 
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anticipate these losses.75  Similarly, an empirical study by the SEC found 
that a very small percentage of eventual liability was ever accrued prior to 
the time it was actually paid.76  The Investors Technical Advisory 
Committee (ITAC)—an arm of the FASB, comprised of investors with 
accounting expertise, intended to give the FASB the perspective of 
investors77—has similarly expressed concern that large settlements often 
take investors by surprise.78 

III. Towards a Solution 

A. Laying the Foundation 

Any proposed solution must carefully balance the interests of 
companies in not revealing information that might damage their position in 
ongoing litigation.  I propose a type of middle ground between accountants 
and lawyers whereby investors are given useful, nonpublic information 
regarding large litigation losses and companies avoid prejudicing pending 
litigation with such disclosures.  This proposal focuses on the process of 
litigants reaching a settlement agreement. 

In modern commercial litigation, most cases settle.79  Indeed, 
settlement is so preferred as a means of dispute resolution that the Federal 
Rules of Civil Procedure encourage judges to promote settlement or other 
alternative resolutions to adjudication.80  It is relatively rare for a company 
to hurtle toward trial in a case without attempting to settle it.81  The benefits 
of settlement are myriad and include avoiding costly attorney’s fees, 
escaping negative publicity, and allowing parties to bargain for a mutually 
 

75. Id. at 30–31. 
76. SEC, REPORT AND RECOMMENDATIONS, supra note 51. 
77. Investor Advisory Committee (IAC), FIN. ACCT. STANDARDS BOARD, http://www.fa 

sb.org/investors_technical_advisory_committee/. 
78. Letter from Lynn Turner, Member, Investors Technical Advisory Comm., to Technical 

Dir., Fin. Accounting Standards Bd. (Aug. 15, 2008) [hereinafter ITAC Comment Letter], 
available at http://www.fasb.org/cs/BlobServer?blobkey=id&blobwhere=1175819498531&blob 
header=application%2Fpdf&blobcol=urldata&blobtable=MungoBlobs. 

79. See Marc Galanter & Mia Cahill, “Most Cases Settle”: Judicial Promotion and 
Regulation of Settlements, 46 STAN. L. REV. 1339, 1339–40 (1994) (disputing estimates that 
85%–95% of all cases settle because such estimates include cases settled after commencement of 
trial and claiming the actual number is closer to two-thirds).  Regardless of the true percentage of 
cases that actually settle, it is apparent that settlement is significantly more prevalent than taking 
cases all the way to final judgment.  See id. at 1339 (“[S]ettlement is the most frequent disposition 
of civil cases in the United States . . . .”). 

80. FED. R. CIV. P. 16 (providing that the court may order a pretrial conference for the 
purpose of facilitating settlement). 

81. Cf. Samuel R. Gross & Kent D. Syverud, Getting to No: A Study of Settlement 
Negotiations and the Selection of Cases for Trial, 90 MICH. L. REV. 319, 320 (1991) (“[T]he 
nature of our civil process drives parties to settle so as to avoid the costs, delays, and uncertainties 
of trial, and, in many cases, to agree upon terms that are beyond the power or competence of 
courts to dictate.”). 
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acceptable resolution.82  Indeed, one scholar has indicated that from a 
purely economic perspective (assuming nonzero attorney’s fees) every case 
should settle.83  Because of the importance of the settlement process, 
providing investors a window into the progress of negotiations would be a 
valuable informational tool that would serve the aim of the disclosure 
system.  Given the prevalence of settlements in modern litigation, it is odd 
that companies need not disclose anything about settlement negotiations.  
Indeed, surprise settlements rather than trial losses seemed of more concern 
to ITAC in a recent reform proposal.84 

Given the prevalence of settlement in modern commercial litigation, I 
propose the use of settlement offers made by the defendants themselves to 
set a nonzero floor for accrual and disclosure of contingent-litigation 
liabilities.  In situations where the liability has been deemed to be 
“probable,” the minimum accrual under a revised SFAS 5 would be that of 
the maximum settlement value offered by the reporting company rather than 
allowing companies to get by with a boilerplate statement that a potential 
loss cannot be reasonably estimated.  Similarly, the same value would be 
disclosed in the financial statement footnotes (though not accrued) if a loss 
is deemed to be reasonably possible. 

By using the highest settlement number offered as a baseline, the 
consequences feared most by corporate counsels can be avoided while 
strengthening the disclosure regime.  The Federal Rules of Evidence 
contain a rule expressly excluding statements made in settlement 
negotiation from admissibility in court.85  State rules of evidence largely 
mirror the Federal Rules.86  Thus, corporate concern that these disclosures 
would prejudice them in court would be largely unfounded.  The proposed 
system would also allay corporate fears that more disclosure could damage 
their position in settlement negotiations.  Unlike adversaries getting their 
hands on a company’s subjective evaluation of the true value of a case, 
disclosure of settlement offers would provide no new information to 
opponents.  Because, by definition, a settlement offer has already been 
communicated to the other side, this information provides no benefit to 
plaintiffs. 

 

82. See Galanter & Cahill, supra note 79, at 1350 tbl.1. 
83. Scott A. Moss, Illuminating Secrecy: A New Economic Analysis of Confidential 

Settlements, 105 MICH. L. REV. 867, 873 (2007). 
84. See ITAC Comment Letter, supra note 78 (discussing the issue that arises when investors 

are surprised by previously undisclosed settlements but making no explicit mention of trial 
losses). 

85. FED. R. EVID. 408(a). 
86. Stephen D. Easton, Can We Talk?: Removing Counterproductive Ethical Restraints upon 

Ex Parte Communication Between Attorneys and Adverse Expert Witnesses, 76 IND. L.J. 647, 
658 n.44 (2001). 
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B. Necessary Limitations 

Several limitations on the idea of using settlement offers made by 
defendants as a proxy for subjective evaluations of cases must be imposed 
in order to make the system practicable.  First, the disclosure system would 
still only be invoked in material litigation.  This limitation is primarily due 
to ease of compliance.  The existing disclosure rules in this area already 
have materiality requirements,87 and it would not be feasible to do away 
with such requirements for settlement-offer disclosure.  It would be 
extremely cumbersome if a company had to disclose settlement information 
about every slip and fall case pending against it.  Indeed, a workable 
solution might even sidestep the materiality question entirely and focus 
only on litigation that could possibly threaten the company as a going 
concern.  Such a solution would not compromise disclosure goals, though, 
as it is unlikely that investors are concerned with a company’s death  
by a thousand cuts but rather the single “surprise” events mentioned 
previously.88 

By keeping compliance costs in mind, this system avoids the primary 
pitfall of another seemingly attractive solution: that of independent third-
party legal evaluation.  Such a system would require as part of the audit that 
an independent legal review take place and value the litigation.89  Requiring 
such third-party oversight, however, would be very expensive and would 
introduce another layer of work to an auditing process that is already time 
sensitive.90 

An additional important limitation on the scope of the proposed 
disclosure would be to allow the companies to aggregate the values of 
multiple cases into a single set of disclosure numbers.  Merely requiring 
disclosure of settlement offers in individual cases might still prejudice 
ongoing and future litigation as it could provide adverse parties with a 
window into a particular company’s negotiating strategy.  This aggregation 
approach was embraced in a failed reform undertaken by the FASB.91  
Using the concept of aggregation of individual settlement offers prior to 
disclosure as proposed by the FASB would allow companies to avoid 
wholly revealing their settlement negotiation strategies and would 
ameliorate a set of potential objections from issuers.  Of course this 

 

87. Kitch, supra note 6, at 819–20. 
88. See supra notes 75–78 and accompanying text. 
89. Johnson, supra note 54, at 48–49. 
90. Koprowski et al., supra note 27, at 456–57. 
91. FIN. ACCOUNTING STANDARDS BD., PROPOSED ACCOUNTING STANDARDS UPDATE: 

CONTINGENCIES (TOPIC 450): DISCLOSURE OF CERTAIN LOSS CONTINGENCIES 41–42 (2010) 
[hereinafter FASB EXPOSURE DRAFT 2], available at http://www.fasb.org/cs/BlobServer? 
blobkey=id&blobwhere=1175823559187&blobheader=application%2Fpdf&blobcol=urldata&blo
btable=MungoBlobs. 
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problem would still remain for smaller companies that might only have one 
material litigation taking place at any one time. 

C. The Proposal in Practice 

To illustrate how the proposed system would work in practice, take the 
example of Anadarko’s experience with the Deepwater Horizon disaster.  
Given that BP had settled its claims against its other joint venture partner, 
MOEX, well before the Anadarko settlement,92 it is prudent to assume that 
settlement negotiations between Anadarko and BP had commenced by the 
time the June 30th 10-Q was released.  Thus, under the proposed disclosure 
rules the minimum value of losses Anadarko would have had to report 
would have been the highest value of settlement they had offered to BP in 
the course of those negotiations.  As settlement negotiations had likely 
already begun, this number would not be the zero Anadarko reported in 
reality93 but instead a number that more closely reflected the value of the 
settlement actually reached.  Of course the value of the final settlement 
would not map precisely to the settlement values disclosed in periodic 
filings; the proposed system, however, would get closer to the actual 
number than allowing companies the easy out of declining to recognize any 
amount as more likely than zero.  Thus, the application of the proposal in a 
hypothetical situation like Anadarko’s would have provided investors a 
more accurate advance warning of the large settlement that was to come. 

IV. Practical Concerns 

A. Obstacles 

Prior attempts at reforming the reporting of contingent liabilities have 
failed, with accountants and lawyers proving unable to reach a meaningful 
consensus on the issue.94  Dissatisfaction with the accounting rules for 
contingent-litigation liabilities is nothing new.  Indeed, as early as 1978 
there were rumblings of discontent and pushes for reform from some in the 
accounting profession.95  The most recent attempt at reform came from the 
FASB beginning in 2008.  The reforms were proposed for comment in two 
different “exposure drafts.”96  The fate of the FASB’s attempted changes is 
instructive because it illustrates the main concerns of both sides of the 
debate and just how intractable a solution might be.  Under the first 
exposure draft, the concerns previously discussed regarding SFAS 5 were 
largely addressed.  For example, a major change in the exposure draft 

 

92. Werdigier, supra note 63. 
93. See supra notes 69–71 and accompanying text. 
94. See supra notes 31–33 and accompanying text. 
95. Fesler & Hagler, supra note 22, at 10. 
96. FASB EXPOSURE DRAFT 1, supra note 3; FASB EXPOSURE DRAFT 2, supra note 91. 



YARBROUGH.OC (DO NOT DELETE) 2/9/2014  5:49 PM 

2014] Mind the GAAP 763 

involved advancing the position that financial-statement users “prefer[red] 
to have a highly uncertain estimate supplemented with a qualitative 
description [rather] than no quantification of a potential loss as commonly 
occurs in existing practice.”97  Additionally, the draft required tabular 
disclosure of the amount a company accrued internally in order to allow 
users to better see the changes in this information from period to period.98  
Further, anticipating corporate criticism on the matter, the draft permitted 
companies to aggregate their litigation contingencies in order to minimize 
the risk that those contingencies could be used against them.99  This was 
done to avoid exactly the type of reverse engineering discussed 
previously.100  Corporate counsel still vehemently opposed the reforms.101 

The aim of the FASB amendments was clear: to provide a window into 
management’s valuation of the case.  In the face of strong opposition from 
issuers of financial statements and their counsel, however, the FASB voted 
on July 9, 2012, to remove the issue from its agenda, having made no 
changes to the accounting standard.102  Eventually, the various stakeholders 
met and a consensus emerged that “[d]isclosures about litigation 
contingencies should focus on the contentions of the parties, rather than 
predictions about the future outcome.”103  The problem with this consensus 
should be apparent: the contentions of the parties are already public record; 
they are called pleadings.104  Meaningful improvement in disclosure must 
make nonpublic information available to investors.  My proposed solution 
provides such nonpublic information by offering a window into the 
settlement process.  The proposed FASB changes were abandoned because 
they did not strike the proper balance.105  Given the backlash from corporate 
counsel against the FASB exposure drafts, it is unlikely that companies will 
quietly allow their true subjective evaluations to be disclosed to the public.  
This is where disclosure of settlement offers can strike a middle ground 
between the two camps. 

 

97. FASB EXPOSURE DRAFT 1, supra note 3, at 11. 
98. Id. at 12. 
99. Id. 
100. See supra notes 44–49 and accompanying text. 
101. FIN. ACCOUNTING STANDARDS BD., DISCLOSURE OF CERTAIN LOSS CONTINGENCIES 

COMMENT LETTER SUMMARY 2 (2010), available at http://www.fasb.org/cs/BlobServer? 
blobkey=id&blobwhere=1175821780488&blobheader=application%2Fpdf&blobcol=urldata&blo
btable=MungoBlobs (noting that 289 out of 339 commenters did not support the changes 
proposed). 

102. Project Updates, supra note 3. 
103. Summary of Board Decisions, FIN. ACCT. STANDARDS BOARD, http://www.fasb.org/cs/ 

ContentServer?c=FASBContent_C&pagename=FASB%2FFASBContent_C%2FActionAlertPage
&cid=1176156416898. 

104. See supra note 31 and accompanying text. 
105. See supra text accompanying notes 94–101. 
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The FASB’s initial exposure draft for changes to SFAS 5 did (at the 
request of financial-statement users) at least seek comments on reflecting 
proposed settlement values on financial statements, but the FASB seemed 
to have already decided against the issue because “often [settlement] offers 
expire quickly and may not reflect the status of negotiations only a short 
time later.”106  The decision not to proceed along these lines was largely 
supported by commenters,107 but the comments on this topic may well have 
been the result of a generalized knee-jerk reaction to the exposure draft as a 
whole.  As has been discussed, a vast majority of respondents reacted 
negatively to the initial exposure draft.108  I suggest that the FASB threw the 
baby out with the bathwater in this respect.  This is especially likely given 
that just over half the commenters were preparing companies (and their 
lawyers) that, as has been discussed, desire to disclose as little information 
as possible.  Rather than attempt a sea change as the FASB did with its 
most recent foray into this area, a more prudent approach (and one I 
advocate in this Note) is incremental change. 

A small handful of commenters supported the idea of using settlement 
values to drive disclosure of uncertain litigation contingencies.  These 
commenters recognized the ability of settlement numbers to effectively 
establish upper and lower bounds of a potential loss even when such losses 
would be extremely difficult to quantify otherwise.109  Unlike these 
commenters, I do not propose allowing settlement offers from plaintiffs to 
set the high end of the potential loss spectrum.  Such a system skews the 
bargaining dynamics too far in favor of the plaintiff and could possibly 
push parties away from settlement.  Putting plaintiffs in a position of being 
able to dictate the high end of potential losses disclosed (or in some cases 
accrued) by defendants would be a powerful piece of leverage in the hands 
of negotiators. 

In response to the failure to tighten auditing requirements, the SEC has 
recently ramped up the rhetoric over more vigorous enforcement of existing 
rules.  In a 2011 speech, the SEC’s Corporation Finance Division’s Chief 
Accountant Wayne Carnall warned of increased SEC scrutiny in this area, 
with particular emphasis on the MD&A.110  Similarly, SEC Chairman Mary 
Schapiro noted in 2011: 
 

106. FASB EXPOSURE DRAFT 1, supra note 3, at iii. 
107. FIN. ACCOUNTING STANDARDS BD., DISCLOSURE OF CERTAIN LOSS CONTINGENCIES 

FINAL COMMENT LETTER SUMMARY 18 (2009), available at http://www.fasb.org/cs/BlobServer? 
blobkey=id&blobwhere=1175819438449&blobheader=application%2Fpdf&blobcol=urldata&blo
btable=MungoBlobs. 

108. See supra note 101 and accompanying text. 
109. See, e.g., ITAC Comment Letter, supra note 78 (stating that settlement offers should be 

disclosed and noting that they provide boundaries for the amount of the potential loss). 
110. See NYC Bar Program, “Litigation Contingency Reporting: Where Are We with FASB 

and the SEC?” New FASB Exposure Draft and SEC Scrutiny, METROPOLITAN CORP. COUNS., 
Apr. 2011, at 35. 
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[O]ur disclosure teams are asking institutions to clarify their 
exposure to potential losses due to litigation . . . .  In the past, 
companies have often claimed that they were unable to accurately 
calculate their exposure, or they failed altogether to provide this 
information-arguing that doing so would prejudice their positions.  
We are asking that they begin providing this information if they have 
not been already, and that they ensure they refine their calculations 
over time as events and circumstances change and new information 
is obtained.  These are not new requirements-they are currently what 
the accounting standard requires.111 

It remains to be seen whether this heightened rhetoric is anything more 
than empty bluster.  There is a big difference between SEC staff making 
statements on an issue and actually dedicating a portion of their extremely 
limited enforcement resources to these matters.112 

The problem with this increased scrutiny (even if it comes to fruition) 
is that it will likely not solve the problem.  The losses involved really 
cannot be reasonably estimated.  Anadarko truly did not know how much it 
would have to pay as a result of the Deepwater Horizon disaster.113  The 
challenge, instead, is developing some way of cutting through the veil of 
secrecy necessary to an adversarial justice system to discover the 
company’s true assessment of its liability while avoiding a prejudicial effect 
on the company.  The disclosure of settlement-offer values offers just such 
an opportunity. 

In addition to overcoming the difficult history of reform in this area, 
another stumbling block in any reform attempt, or even enhanced 
enforcement of the disclosure rules related to litigation contingencies, is the 
tangled regulatory situation.  The groups with a part to play in disclosure in 
this area include an alphabet soup of the SEC, the FASB, the ABA, and the 
Public Company Accounting Oversight Board (PCAOB).  As one 
commentator from the accounting world put it: “Litigation contingencies 
are somewhat unique in that their disclosure is affected by three groups: 
accountants, attorneys, and federal regulators.”114  The SEC is given 

 

111. Mary L. Schapiro, Chairman, U.S. Sec. & Exch. Comm’n, Remarks Before the Women 
in Finance Symposium (July 12, 2011), available at http://www.sec.gov/news/speech/2011/ 
spch071211mls.htm. 

112. See Ross MacDonald, Note, Setting Examples, Not Settling: Toward a New SEC 
Enforcement Paradigm, 91 TEXAS L. REV. 419, 443 & n.170 (2012) (discussing the SEC’s limited 
resources). 

113. See John Schwartz, Liability Questions Loom for BP and Ex-Partners, N.Y. TIMES, 
June 24, 2010, http://www.nytimes.com/2010/06/25/us/25liability.html?_r=0 (discussing “the 
legal endgame of sorting out the final tab among the companies that owned the well and worked 
on the Deepwater Horizon rig”); see also Ronen Perry, The Deepwater Horizon Oil Spill and the 
Limits of Civil Liability, 86 WASH. L. REV. 1, 50 (2011) (declaring that Anadarko may 
“[t]echnically” be held liable for the spill). 

114. Fesler & Hagler, supra note 22. 
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statutory authority to dictate what accounting standards govern these 
financial statements.115  Although the SEC has promulgated Regulation S-X 
to address accounting issues, these rules generally prescribe only the form 
of disclosure rather than the substance and standards of the financial 
statements.116  Instead of directly articulating the standards for these 
financial statements, the SEC has long deferred to the FASB to promulgate 
GAAP.117  As the FASB’s website puts it, “the [SEC]’s policy has been to 
rely on the private sector for this function to the extent that the private 
sector demonstrates ability to fulfill the responsibility in the public 
interest.”118  The FASB is a private entity formed in 1973 to “establish[] 
standards of financial accounting that govern the preparation of financial 
reports by nongovernmental entities.”119  Though the SEC does not directly 
oversee the FASB or appoint its members, the fact that the SEC has the 
ultimate authority to set out GAAP undoubtedly exerts considerable 
influence over the FASB.120 

The PCAOB came into existence with the Sarbanes-Oxley Act due to 
“deep failings in the U.S. accounting profession’s ability to regulate 
itself”121 and is tasked primarily with overseeing the audit firms that review 
the financial statements of reporting companies.122  The creation of the 
PCAOB took the luxury of self-regulation away from the accounting 
profession.123  Instead, the members of the PCAOB are appointed by the 
SEC in consultation with the Federal Reserve Board of Governors and the 
Secretary of the Treasury.124  As an additional measure of control, the SEC 
oversees the PCAOB’s budget.125   

 

115. Securities Exchange Act of 1934 § 13(b), 15 U.S.C. § 78m(b)(1) (2012); Facts About 
FASB, supra note 2. 

116. Arthur Acevedo, The Fox and the Ostrich: Is GAAP a Game of Winks and Nods? 12 
TRANSACTIONS: TENN. J. BUS. L. 63, 91 (2010). 

117. See Commission Statement of Policy Reaffirming the Status of the FASB as a 
Designated Private-Sector Standard Setter, Securities Act Release No. 8221, Exchange Act 
Release No. 47,743, Investment Company Act Release No. 26,028, 68 Fed. Reg. 23,333, 23,333 
(May 1, 2003) (continuing to acknowledge that FASB standards reflect “generally accepted” 
accounting standards); see also Koprowski et al., supra note 27, at 441–42 (discussing the history 
of the FASB as the accounting-standard setter). 

118. Facts about FASB, supra note 2. 
119. Id. 
120. Cf. Acevedo, supra note 116, at 126–27 (calling for more government control over 

accounting standards). 
121. Paul S. Atkins, Comm’r, U.S. Sec. & Exch. Comm’n, Statement Before the Open 

Meeting Regarding PCAOB and FASB Budget Review (Mar. 3, 2005), available at 
http://www.sec.gov/news/speech/spch030305psa3.htm. 

122. See About the PCAOB, PUB. COMPANY ACCT. OVERSIGHT BOARD (2014), 
http://pcaobus.org/About/Pages/default.aspx  (“The PCAOB is a nonprofit corporation established 
by Congress to oversee the audits of public companies . . . .”). 

123. See id. (explaining that public-company auditors were previously self-regulated). 
124. Id. 
125. Atkins, supra note 121. 
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With so many different organizations and so many different 
constituencies, any reform must be able to appease all groups.  By seeking a 
compromise position between accountants and lawyers, the proposed 
disclosure of settlement offer values might be able to generate sufficient 
buy-in from these diverse groups to gain acceptance.  No proposal to solve 
the current disclosure problem can fully appease all parties.  Corporations, 
as evidenced by their harsh reaction to the FASB exposure drafts, would 
undoubtedly prefer to maintain the status quo.  Using settlement offers 
instead of subjective valuations of cases will allay many of the concerns 
that corporate counsel have expressed about the disclosures prejudicing 
ongoing cases.  Such information is useless to the other side in active 
litigation, as it has necessarily been communicated to them.  The disclosed 
number may establish a floor in negotiations, but that floor has been chosen 
by the disclosing company.  Rules of evidence would similarly prevent 
disclosed information from prejudicing a company in court.126  On the other 
hand, these numbers are of considerable value to investors as they are not 
available in the public realm.  Unlike the consensus reached that disclosures 
should focus on the contentions of the parties, disclosure of settlement 
offers gives investors a new window into the settlement process that they 
previously lacked. 

B. Objections 

Perhaps the clearest objection to the use of settlement numbers in a 
disclosure setting is that the proposal does not appreciate the interests of 
litigants in keeping the settlement process confidential.  Defendants have 
very real economic incentives to keep settlements confidential.127  These 
incentives include reputational concerns and the likelihood of costly 
“copycat” lawsuits.128  A related concern is the ability to reverse engineer 
the disclosure to determine how much money a particular case was settled 
for.  Such knowledge could be useful for subsequent plaintiffs looking for 
insight into a company’s negotiating strategy. 

Several factors, however, push against concerns that settlement 
confidentiality will be lost.  First is the simple fact that once the suits are 
filed the allegations are public record and have been disclosed in pleadings.  
Furthermore, other reporting requirements already call for disclosure of 
factual information about the case.129  Once this information is in the public 
realm, a proposed settlement value alone can likely do little harm.  
 

126. See FED. R. EVID. 408(a) (excluding any statement made as part of compromise 
negotiations). 

127. See Moss, supra note 83, at 878–80 (demonstrating that confidential settlements increase 
settlement range because of the value defendants place on confidentiality). 

128. Id. at 878, 879 n.58. 
129. See SEC Regulation S-K, Item 103, 17 C.F.R. § 229.103 (2013) (requiring factual 

disclosure about material litigation). 
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Additionally, the aggregation of suits on the balance sheet will help to 
preserve the desired confidentiality to a point.  Though the comment letters 
against the FASB draft demonstrate the shortcomings of the aggregation 
principle in this respect,130 reverse engineering reported settlement figures 
would be considerably less dangerous than reverse engineering subjective 
case valuations.  On balance, the interests in confidentiality of settlement 
negotiations and agreements are outweighed by the importance of 
improving the disclosure system for investors. 

A related concern is that many settlement offers include nondisclosure 
provisions.  These concerns were raised by some commenters to the initial 
FASB exposure draft.131  This fact, however, need not kill the proposal 
before it gets off the ground, as some commentators suggest.  Instead, the 
nondisclosure provisions could simply be redrafted to take into account the 
fact that a party may need to disclose the offered value as part of its 
securities filings.  As discussed, the aggregation of these values should 
obviate most concerns about reverse engineering the disclosures to 
determine information about a particular settlement negotiation. 

Another concern is whether Federal Rule of Evidence 408 would apply 
broadly enough to keep proposed settlement value disclosure out of trial 
proceedings.  As has been discussed, if such numbers were admissible in 
court it would seriously prejudice the cases of reporting companies.132  
Though the contents of the negotiations themselves clearly fall within Rule 
408, disclosure to outside auditors might fall outside of this rule.  There are 
two key prerequisites to invoking Rule 408: (1) there must be a disputed 
claim and (2) the Rule only applies to “communications made or conduct 
that occurs ‘in compromise negotiations.’”133  While the first requirement 
easily applies to negotiations of pending-litigation settlement, it is possible 
that audit-inquiry responses from attorneys could be found not to be made 
“in compromise negotiations.”  A possible alternative basis for excluding 
disclosures of settlement offers in the audit process would be Rule 403, 
which allows exclusion of anything that, although “relevant[,] . . . [has] 
probative value [that] is substantially outweighed by a danger of . . . unfair 
prejudice, confusing the issues [or] misleading the jury.”134  Though an in-
depth analysis of the Federal Rules of Evidence is outside the scope of this 
Note, consideration of the evidentiary questions raised by the proposed 
disclosure system would be necessary in order for the desired benefits to be 
realized. 

 

130. See supra note 101 and accompanying text. 
131. FIN. ACCOUNTING STANDARDS BD., supra note 107, at 19. 
132. See supra notes 29–49 and accompanying text. 
133. Wayne D. Brazil, Protecting the Confidentiality of Settlement Negotiations, 39 

HASTINGS L.J. 955, 960 (1988). 
134. FED. R. EVID. 403. 
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One concern with causing companies to take a hit on their balance 
sheets when making offers to settle pending litigation is that it may push 
management away from settling cases.  Such concerns, however, overlook 
the very real benefits of settling a case (particularly one large enough to get 
over the materiality hurdle).  Of more concern, however, is the possibility 
that requiring accrual of offers made in the course of settlement 
negotiations will distort the negotiation process.  There is no doubt that 
plaintiffs will enter negotiations armed with the knowledge that any offer 
made by the defendants will have consequences that resound far beyond the 
negotiating table.  Defendants will know this too.  This might incentivize 
defendants to be more hesitant in negotiations in order to protect the 
company’s balance sheet in the short term, perhaps at the expense of longer 
term interests.  It is conceivable, given the incentives for management to 
keep earnings per share in line with expectations, that settlement 
negotiations could be seriously and negatively affected.135 

A key concern of any new rule is the ease with which such a rule can 
be circumvented or “gamed.”  Disclosure of proposed settlement values is 
not without concerns of this type.  Though such actions would likely run 
afoul of antifraud provisions of the securities laws,136 enforcement would be 
difficult because beginning negotiations with low numbers is a legitimate 
negotiating tactic that might be indistinguishable from an attempt to game 
the disclosure system.137  Companies might invariably make only low 
settlement offers in order to avoid large disclosures on their balance sheets.  
If companies refuse to allow their settlement offers to rise above an 
inexplicably low level, however, they will be unable to settle their cases and 
take advantage of the numerous benefits of settlement discussed above.138  
Particularly in cases large enough to threaten the company as a going 
concern, the dangers of not settling likely outweigh any incentive 
management would have to game the disclosure system by offering only 
extremely low settlement values. 

Another potential source for gaming a rule requiring disclosure of 
settlement offers is the commonplace confidentiality norms in the context 
of mediation.139  Though an in-depth analysis of the diverse laws and court 

 

135. For a discussion of short-termism from different market participants, see generally 
Lynne L. Dallas, Short-Termism, the Financial Crisis, and Corporate Governance, 37 J. CORP. L. 
265 (2012). 

136. See SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (2013) (prohibiting untrue statements or 
omissions of material fact). 

137. See Robert S. Adler & Elliot M. Silverstein, When David Meets Goliath: Dealing with 
Power Differentials in Negotiations, 5 HARV. NEGOT. L. REV. 1, 75–76 (2000) (noting that there 
is “virtual unanimity among the experts” that an initial offer should be as high or low as 
reasonably possible). 

138. See supra note 82 and accompanying text. 
139. For a discussion of mediation confidentiality, see Sarah Rudolph Cole, Protecting 

Confidentiality in Mediation: A Promise Unfulfilled?, 54 U. KAN. L. REV. 1419 (2006). 



YARBROUGH.OC (DO NOT DELETE) 2/9/2014  5:49 PM 

770 Texas Law Review [Vol. 92:749 

rules regarding mediation confidentiality is outside the scope of this Note, a 
workable disclosure rule cannot allow itself to be avoided simply by taking 
a case to mediation and thereby cloaking the entire process in a shroud of 
confidentiality.  Such a rule would do little to provide investors meaningful 
information, though it would be a boon to mediators.  The Uniform 
Mediation Act creates a privilege that keeps information revealed in 
mediation from being admitted as evidence or discovered in a court 
proceeding140 but has an exception if such information is required to be 
disclosed by law.141  A requirement of disclosure of settlement offers by the 
securities laws would presumably bring such an exception into play.  
Requiring disclosure of these values would not harm the mediation process 
because the rationale for the normal rules of strict confidentiality is not 
implicated by a company disclosing its own willingness to settle a case.142  
Because the proposal does not require any disclosure of offers made by the 
other side, the concerns implicated by mediation confidentiality fail to 
surface. 

Another practical concern involves the potential unreliability of 
offered settlement values as an indicator of potential outcomes.  It could be 
that using the numbers thrown about in settlement negotiations is not a 
better system for valuing litigation than allowing companies to consider 
zero just as likely an outcome as any other.  A study conducted by Professor 
Gerald Williams provides a telling illustration in this regard.143  Williams 
asked fourteen pairs of practicing attorneys to negotiate a settlement of the 
same personal injury case.144  The resulting settlements ranged from 
$15,000 to $95,000.145  Additionally, the defendant’s opening demands (a 
number that would be particularly relevant under the proposed disclosure 
system) ranged from $3,000 to $50,000.146  It is difficult to extrapolate these 
results into the context of the complex commercial litigation that would 
trigger disclosure, but the variance may well be larger in those more 
complex and difficult-to-value situations.  Of course the disparity between 
opening demands may merely reflect differing negotiation strategies on the 
parts of various lawyers.147  Despite the difficulty and large probable 
variances in valuation from firm to firm, however, it must still be borne in 
mind that the current system essentially allows companies to punt and give 

 

140. UNIFORM MEDIATION ACT § 4 (2001). 
141. Id. § 6(a)(2). 
142. See Cole, supra note 139, at 1419 (citing fear that things said in mediation would later be 

used against a party as the rationale for mediation confidentiality). 
143. See GERALD R. WILLIAMS, LEGAL NEGOTIATION AND SETTLEMENT 6–7 (1983) 

(providing the results of an experiment regarding lawyer negotiating outcomes). 
144. Id. at 6. 
145. Id. 
146. Id. at 7 tbl.1–1. 
147. See id. at 73–77 (discussing various positioning strategies in settlement negotiations). 
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investors no hint of what a likely settlement value might be.  In the 
disclosure context, surely a company’s best guess at an opening settlement 
value is of more use to investors than no information at all. 

The FASB discounted the idea of settlement offer disclosure before 
even releasing its first exposure draft because offers in settlement 
negotiation might change rapidly and might not reflect the reality on the 
ground.148  These concerns, however, are likely overblown.  The period 
between when initial negotiating positions are staked out and when the 
parties start to close in on an agreement is often measured in months if not 
years.149  Indeed, it often takes the looming threat of trial to push parties to 
proceed beyond their initial negotiation postures.150  The FASB’s concerns, 
though perhaps valid on their face, do not appear to take into account the 
dynamics of bargaining in the shadow of the adjudicatory system. 

This is not to suggest, however, that the concerns expressed in the 
exposure draft over the short-term significance of settlement numbers are 
wholly without merit.  Indeed, disclosure of settlement offers implicates the 
potential ongoing duty of issuers to update their disclosures with material 
information.  Though the contours of this duty vary from jurisdiction to 
jurisdiction, most circuits have adopted some duty to update in certain 
circumstances.151  This duty can be largely avoided, particularly in the 
contingent-liability area, if “the initial statements are accompanied by 
sufficient cautionary language warning investors that the statements should 
not be interpreted as having any implicit representation regarding 
subsequent events or future disclosures by the company.”152  Thus, capable 
drafting of settlement value disclosures should be able to avoid a duty to 
update under the securities laws.  Because periodic filings are made every 
quarter, significant changes in settlement negotiations could occur from one 
filing to the next.  The Anadarko example is again illustrative.  Though this 
Note has largely assumed that settlement negotiations had already begun by 
the time the 10-Q in question had been filed, it is conceivable that such 

 

148. FASB EXPOSURE DRAFT 1, supra note 3, at iii. 
149. See WILLIAMS, supra note 143, at 78. 
150. Id. 
151. See ERIC R. SMITH ET AL., DUTY TO UPDATE PREVIOUSLY DISCLOSED INFORMATION 2–

4 (2011), available at http://www.venable.com/files/Publication/d90ad0bd-0947-4956-aa70-
1026f1ac03be/Presentation/PublicationAttachment/cf3d0d7f-ca04-4b19-96e1-1510529d9821/ 
Duty_to_Update_Previously_Disclosed_Information.pdf (examining the approaches various 
circuits have taken with the duty to update).  Indeed, only the Seventh Circuit has consistently 
resisted imposing any duty to update on issuers.  Id. at 4. 

152. See JONI S. JACOBSEN ET AL., DISCLOSURE DUTIES ARISING UNDER SECTION 10(B): 
WHEN TO CORRECT OR UPDATE 11 (2011), available at http://www.kattenlaw.com/files/upload/ 
Disclosure_Duties_Arising_Under_Section_10B_When_To_Correct_Or_Update.pdf (discussing 
ways to negate the duty to update); SMITH ET AL., supra note 151, at 4 (recommending 
nonboilerplate cautionary language be included in disclosure documents to avoid a duty to 
update). 
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negotiations had actually not yet begun.  If this were the case, the proposed 
solution would have generated the same outcome as reality.  Nevertheless, 
it is important to avoid letting the perfect be the enemy of the good.  
Continuous disclosure on all fronts would be a far too cumbersome system 
to be workable, and well-drafted disclosures should inform investors that 
volatile information like settlement offers is subject to change. 

Though there are a number of objections that can be raised to the 
disclosure of offered settlement values, on balance the proposed system can 
accomplish the goal of bridging the current gap between accountants and 
lawyers. 

V. Conclusion 

In sum, the current system of litigation contingency reporting does not 
adequately protect investors from large, unexpected settlements and 
judgments.  By turning the focus on a company’s attempt to settle the large 
claims against it, the information gap can be partially filled.  Though the 
proposal outlined in this Note does not alleviate the problem completely, it 
walks the fine line between greater protection of investors and protecting 
the reporting companies’ interests in ongoing and future litigation. 

Any proposed solution to the problem of disclosure in this area must 
successfully address the concerns of corporations discussed above.  
Additionally, though, any proposal must also require companies to reveal 
some degree of nonpublic information.  The numbers introduced in 
settlement negotiations meet the requirements of both sides of this cultural 
divide.  Though a number of practical obstacles and concerns must be 
overcome in order for disclosure of settlement offers to function as a viable 
proxy for subjective valuations by a reporting company, the interests of 
investors and the need for transparency in the financial system call for a 
workable compromise on the issue.  Disclosure of settlement offer values 
can be that compromise. 

—Jamie L. Yarbrough 


