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An Analysis of the Underlying Causes of Restatements

Abstract

The dramatic increase in the volume of restatements over the past years has been attributed to
causes such as the complexity of the accounting standards, internal control reviews, changes in
materiality thresholds, the overly conservative nature of auditors, earnings management,
increased transaction complexity, and the second guessing of management judgments. While
there are many explanations for the increased number of restatements, empirical evidence on the
underlying causes of restatements has been lacking. This study provides such evidence by
directly addressing the questions of what causes restatements, what characteristics of the
accounting standards cause restatements, and whether the materiality threshold for restatements
has fallen over the years. We analyze the disclosures related to each restatement filed during
2003 through 2006 and identify and categorize the underlying cause of each. Using these data,
we analyze the relationship between the causes and various firm characteristics, including size
and auditor type. We also consider the impact of contributing factors (including the clarity of
standards and the use of judgment) on restatements caused by characteristics of the standards.

We find that, inconsistent with the notion that increased complexity has caused the rapid
increase in the number of restatements, restatements are most often caused by basic internal
company errors unrelated to the accounting standards themselves. We also find that for those
restatements caused by some characteristic of the accounting standards, the primary contributing
factor was the lack of clarity in applying the standards and/or the proliferation of the literature
due to the lack of clarity in the original standard. Judgment and the use of bright lines are much
less frequently cited as the contributing factors, and the proportion of restatements that they are
related to has decreased across our sample period. Finally, we find some evidence that the
materiality threshold applied in the decision to restate appears to have decreased over our four
year sample period.
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An Analysis of the Underlying Causes of Restatements

1. Introduction

Accounting restatements have been filed at record levels in the past few years. Glass Lewis
(2007) documents that 1,538 restatements were filed in 2006, over three times the 475
restatements filed in 2003. There have been various explanations provided for the startling

increase in the number of restatements. In the Progress Report of the SEC Advisory Committee

on Improvements to Financial Reporting (Release No. 33-8896; File No. 265-24) (ACIFR report

2008), the committee states:
“The increase in restatements has been attributed to various causes. These include more
rigorous interpretations of accounting and reporting standards by preparers, outside
auditors, the SEC, and the PCAOB; the considerable amount of work done by companies
to prepare for and improve internal controls in applying the provisions of section 404 of
the Sarbanes-Oxley Act; and the existence of control weaknesses that companies failed to
identify or remediate. Some have also asserted that the increase in restatements is the
result of an overly broad application of the concept of materiality and discussions
regarding materiality in SAB 99, Materiality (as codified in SAB Topic 1M) —that is,
resulting in errors being deemed to be material when an investor may not consider them
to be important. (p 53)
Others attribute restatements to factors such as earnings management, transaction complexity,
accounting complexity, the overly-conservative nature of auditors since the implementation of
the Sarbanes-Oxley Act, and the second guessing of management judgments by regulators
(Dzinkowski, 2007; Ciesieski and Weirich, 2006; Pozen 2007).
Standard setters and regulators have responded with several initiatives to combat the rising
number of restatements, including the codification of standards, the move to more principles-
based standards, and the possibility of scaling back some of the Sarbanes-Oxley provisions.

However, to resolve the problem of the dramatic rise, it is necessary to first understand the

underlying factors that cause them.



Academics have also made implicit or explicit assumptions about the causes of restatements,
using restatements as proxies for earnings management (Efendi, Srivastava and Swanson, 2007;
Lee, Li and Yu, 2006; Desai, Krishnamurthy and Venkataraman, 2006; Desai, Hogan and
Wilkins, 2006), accruals quality (Doyle, Ge, and McVay, 2007), internal company errors from
inexperienced financial executives (Aier, Comprix, Gunlock, and Lee, 2005), and poor corporate
governance (Srinivasan, 2005). However, the interpretation of the findings from these studies
can be misleading if restatements are not the appropriate proxy for the underlying construct of
interest.

In this study, we provide a better understanding of whether restatements in general capture
the underlying constructs that they are presumed to reflect by examining the primary drivers of
restatements. We also provide information useful to standard setters and regulators as they assess
how to react to the rise in restatements by examining both the contributing factors associated
with standards when the accounting standards appear to cause restatements and the financial
statement impact of the restatements themselves.

For each restatement filed during the 2003 through 2006 time period, we analyze the related
disclosures and classify each restatement as having been due to one of four causes: (1) a basic
internal company error, (2) intentional manipulation, (3) transaction complexity, or (4) some
characteristic of the accounting standards. For each restatement caused by some characteristic of
the accounting standards, we also examine the specific characteristic of the standards that
contributed to the restatement. Specifically, we identify whether the restatement was related to
either (1) a lack of clarity in the standard and/or the proliferations of the accounting literature due
to the lack of clarity in the original standard, (2) the use of judgment in applying the standard, or

(3) the misapplication of complicated rules. For a subset of our sample, we also calculate the net



income effect of each restatement with the goal of understanding whether auditors and company
managers have become more conservative in the decision to restate over time. Finally, we
examine whether the restatement company reported a material internal control weakness and
how the reporting of a material weakness relates to the underlying cause of the restatement
identified.

We find that the majority of restatements (57%) filed from 2003 to 2006 were caused by
basic internal company errors, inconsistent with the conventional wisdom that the complexity of
the accounting standards drives most of the restatements. We also document that small
companies (companies with Big Four auditors) are more (less) likely to file restatements caused
by a basic company error than other companies.

The second most common cause of restatements filed during the four year period was some
characteristic of the accounting standards (37%). We find that restatements related to
acquisition/investments, other comprehensive income (OCl), equity, revenue, and capital assets
are significantly more likely to be caused by some characteristic of the accounting standards than
restatements related to other issues. We also document that companies with Big Four auditors
(small companies) are more (less) likely to have a restatement caused by characteristics of the
accounting standards. However, we find no evidence that restatements related to a characteristic
of the standards have increased over our sample period.

Of the restatements caused by a characteristic of the accounting standards, 58% of them
include the lack of clarity in the standard and/or the proliferation of the literature due to the lack
of clarity in the original standard as a contributing factor. Thirty-seven percent of these

restatements include the use of judgment in applying the standard as a contributing factor. We

1 Our results are, however, consistent with those reported by Scott Taub, Accounting Chief Accountant of the SEC,
in a November 2006 speech where he states that “well over half of the errors that resulted in restatements were
caused by ordinary books and records deficiencies or by simple misapplications of the accounting standards.”



find no evidence that the size of the company or its auditor is related to the contributing factor.
We do find, however, that restatements for which the lack of clarity in the standard and/or the
proliferation of the literature is the contributing factor have increased significantly over the four
years examined. We also find that restatements related to misclassifications, expense recognition,
OCI, and equity are significantly more likely to include the lack of clarity in the standard and/or
the proliferation of the literature as the contributing factor while restatements related to revenue
recognition, inventory, tax, capital assets, and reserves/allowances are significantly more likely
to include the use of judgment in applying the standard as the contributing factor.

Overall, we document that the mean effect of restatements on net income is negative; 20% of
the effects are positive, 26% are zero, and 54% are negative. Larger firms and firms with Big
Four auditors have restatements with a higher signed effect and a lower absolute effect and have
restatements that are less likely to be greater than 5% of total assets. We find some evidence that
the proportion of restatements having a material effect (i.e., net income effect is greater than 5%
of total assets) has decreased over the four year period. Finally, we find that 42% of the
companies with restatements report material internal control weaknesses. However, small and
large companies and companies with small auditors are less likely to report material control
weaknesses than the rest of the sample. Overall, the reporting of control weaknesses has
increased significantly over the period.

Our results provide important insights to regulators and standard setters regarding the
underlying causes of restatements that might aid in designing and implementing initiatives to
curb the rise in the number of restatements. One of our most stark findings is that internal
company errors, not the accounting standards themselves, drive the majority of the restatements.

In addition, when the standards do drive the restatements, the lack of clarity and/or the



proliferation of the literature is the factor that most often contributes to the restatement. The use
of judgment is the second leading contributing factor for the restatements caused by a
characteristic of the standards; detailed rules contribute to a very small fraction of the
restatements.

Our findings may be of particular interest to standard setters and regulators as they develop
and refine standards. Our results suggest that unclear standards that require interpretation
through subsequent guidance will create more restatements. Our results also suggest that the use
of judgment in applying standards is a significant factor in the incidence of restatements,
although perhaps less frequently than suggested by many.? If auditors and regulators are not
respectful of judgments made by management, then more restatements will result. These findings
are especially important to keep in mind as the US moves toward convergence with International
Financial Reporting Standards (IFRS). Many suggest that IFRS is more principles-based and
relies less on rules and more on judgments and interpretations than US GAAP. The findings of
this study suggest that more restatements might result as the US moves toward IFRS and the
need for judgment increases. Finally, the decrease in the materiality of the net income effect of
restatements over the years examined provides support for the notion that auditors are becoming
more conservative or that alternative materiality thresholds are being used to determine whether
an error exists that needs to be restated.

Our results also provide insight to academic researchers. Academic research has attributed
restatements to many causes and, based on this attribution, employed restatements as a proxy for
numerous constructs, including earnings management, internal control deficiencies, and

corporate governance weaknesses (e.g., Desai, Hogan and Wilkins, 2005; Richardson, Tuna and

2 Over the four year sample period about 14% of restatements are attributed to judgment in applying the standards.
During the first year of our sample (2003) judgment was the contributing factor in approximately 22% of
restatements; during the last year of our sample period (2006) that proportion dropped to approximately 11%.



Wu, 2002). However, the appropriate use of restatements as a proxy in research can only be
determined by first understanding the primary driver of restatements. The results of this study
suggest that there are different causes for restatements and that researchers should perhaps
identify a subset of restatements based on the underlying cause in choosing an appropriate proxy
for the construct of interest.

The study is organized as follows: the next section summarizes the arguments made
regarding what causes restatements and outlines the research questions addressed, section 3
provides information on the data collection and classification as well as descriptive statistics.
Section 4 reports the empirical findings on the cause of restatements; section 5 reports on the
contributing factors of the accounting standards that cause restatements, section 6 reports the
results of the analysis of the income effect of restatements, section 7 presents the results on the

reporting of material internal control weaknesses, and section 8 concludes the study.

2. What causes restatements?

Given the number of restatements that have been filed in recent years, many explanations for
the errors have been provided. Some argue that restatements are due to accounting complexity
(Ciesielski and Weirich, 2006). The U.S. Chamber of Commerce, the Securities and Exchange
Commission (SEC), and the Financial Accounting Standards Board (FASB) each have identified
accounting complexity as a formidable problem. In response to this issue, the SEC formed an
advisory committee on improving financial reporting (ACIFR) whose aim is to reduce the
complexity of financial reporting. The SEC has also outlined plans to move toward more
principles-based standards in order to reduce the complexity of accounting. They argue that

rules-based standards have created confusing bright lines and exceptions that cause accounting



restatements and, therefore, believe that a move to principles-based standards will help to reduce
the number of restatements.

Others argue that restatements are driven by reinterpretations of judgments that could not
have been foreseen by company executives (Pozen, 2007). They argue that auditors and
regulators consistently second guess management judgments and that the move to more
principles-based standards with the inherent increased need for judgment has caused the
increased number of restatements.

Some argue that restatements are due to company management’s inability to sift through the
thousands of pages of accounting standards to find the paragraphs that apply to the transaction of
interest (e.g., Dzinkowski, 2007). They argue that the SEC and FASB periodically change the
interpretation of the standards and that the changes “are episodically announced through
speeches, Staff Accounting Bulletins, and other outlets without any advanced notice or public
comment” (Pozen, 2007, page 2). They give examples, including the lease accounting letter the
SEC sent to the American Institute of Certified Public Accountants (AICPA) stating the
regulator’s stand on the accounting for leases and the investigation of Fannie Mae in which the
SEC’s stand on hedge accounting was made clear. To deal with the proliferation of accounting
standards and various forms of guidance in applying those standards, the FASB has initiated a
codification project designed to allow for logical and expeditious access to the rules related to a
specific topic. They have also worked to limit the guidance issued for standards.

Others argue that the implementation of Sarbanes Oxley 404 internal control reviews has
uncovered past errors and that the increase in restatements in recent years is due to Sarbanes
Oxley simply working as it should. On the other hand, others argue that the creation of the Public

Company Accounting Oversight Board (PCAOB) has made auditors act too conservatively and



that auditors now require restatements for technical corrections “with dubious materiality”
(Pozen, 2007). They argue that auditors went from an “anything goes perspective in the late
1990s” to an extremely conservative perspective after the collapse of Arthur Andersen (Taub
2005). To address this issue, the FASB, SEC, and the PCAOB are encouraging a communicative
relationship between the auditors and the managers of the companies.

Still others argue that the increase in restatements is due to transaction complexity - that
businesses and transactions have become too complex for the accounting (Dzinkowski, 2007).
Finally, some argue that the increase in restatements is due to the increase in earnings
management and a company’s focus on meeting or beating expectations. This, in turn, causes
companies to misapply generally accepted accounting principles to meet earnings targets which
they have to restate once the earnings management is uncovered.

Ultimately, there are numerous explanations suggested for restatements and for their
dramatic increase in recent years. The FASB, the SEC, and the PCAOB are taking measures to
address the concerns. It is important, however to distinguish between proposed alternative
explanations for accounting restatements by relying on objective empirical evidence of the
drivers of restatements in order to properly address the problem. Objective evidence allows
regulators and standard setters to focus their efforts on those initiatives that are most likely to
curb the incidence of restatements and allows academics to use restatements to proxy for the
appropriate constructs in their research. In this study, we provide such evidence. Specifically, we
examine the underlying causes of restatements in order to address the following research

question:

QL1: Are restatements primarily due to (1) basic internal company errors, (2) intentional
manipulations, (3) transaction complexity, or (4) specific characteristics of the
accounting standards?
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For the restatements that are caused by a characteristic of the accounting standards, we also
examine the contributing factors of the standards in order to address our second research
question:

Q2: For those restatements attributable to some characteristic of the accounting standards,
are the contributing factors primarily attributed to (1) the lack of clarity and/or
proliferation of the accounting literature due to the lack of clarity in the original
standard, (2) difficulty in applying detailed rules, or (3) the use of judgment in
applying the standard?

To address the question of whether auditors have become more conservative over time, we
examine the effect of the restatements on net income. We analyze whether the net income effect
has diminished over time and whether the materiality of the effect, measured as net income
scaled by total assets in excess of 5%, has changed over the 2003 to 2006 time period. We,
therefore, address the following research question:

Q3: Has the net income effect of restatements changed over time and what are the
characteristics of firms and restatements that are associated with the impact of the
restatement on net income?

Finally, we explore whether companies that file restatements also report material internal
control weaknesses:

Q4: What are the characteristics of companies and the restatements that report material

control weaknesses?
3. Data and descriptive statistics

In our analysis we examine earnings restatements filed in 2003, 2004, 2005, and 2006

compiled by Glass Lewis. The Glass Lewis data set includes restatements filed to correct

accounting errors as defined by Accounting Principles Board (APB) 20; therefore, restatements

are not included if they are due to a change in accounting principle, a change in estimate, the
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adoption of a new standard, a change in the discussions of results, a minor wording change, or a
typographical error.?

The Glass Lewis data set includes 4,070 restatements. For each restatement, we analyze the
disclosures provided for the restatement to ascertain the underlying restatement cause. If there
was not enough information in the disclosures, we gather additional information from other
company filings and the accounting literature in order to identify the cause. Each restatement
was independently analyzed by each co-author. Any differences in classifications were identified
and reconciled to arrive at the final classifications.* We consulted with the staff in the Office of
the Chief Accountant at the SEC as well as senior audit managers at Big Four accounting firms
for assistance in both identifying the ‘cause’ classification categories and in classifying the
restatements. If a cause could not be identified, the restatement was excluded from the sample.
Our final restatement sample with identifiable causes includes 3,744 restatements filed from
2003 through 2006.

In addition to the restatement cause, we also employ what Glass Lewis labels as the
“restatement type” (the accounting issue to which the restatement relates) in our analysis. Glass
Lewis identifies a minimum of one restatement type for each restatement filing; they identify a
single restatement type for 70% of the restatement filings. However, a filing could be associated
with more than one restatement type if the filing reflects the correction of errors for more than
one accounting issue. In these cases, we identify the primary restatement type for use in our

analysis.

® The APB 20 definition of an error includes a mathematical mistake, a mistake in applying generally accepted
accounting principles, an oversight or misuse of facts that existed at the time the financial statements were prepared,
or a change from a non-accepted accounting method to a generally accepted accounting principle.

* For about 2% of the restatements, the classifications between the two coders differed and needed to be reconciled.
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Table 1 provides descriptive statistics on the restatements, using the entire sample of
restatements (4,070 filings). Panel A states the number of restatements in our sample on an
annual basis; Panel B details the proportion of restatements by restatement type for each year.
Across the sample period, restatements were most often related to expense recognition (21%),
equity (19%), misclassifications (16%), and revenue recognition (10%). In addition, across the
four year period there is an increase in the proportion of the restatements related to equity, OCI,
and acquisitions/investments and a decrease in the proportion of restatements related to
expenses, reserves/allowances, and revenue recognition.

In Panel C of table 1, we report the proportion of restatements across the sample period by
auditor type. We sort auditors into 3 groups; Big Four auditors (Deloitte, Ernst & Young,
KPMG, and PricewaterhouseCoopers®), Second-Tier (Grant Thornton and BDO Seidman), and
Small (all other auditors). We find that 42% of the restatements are associated with Small
auditors, 6% are associated with the Second-Tier auditing firms, and 52% are associated with
Big Four auditors. As a basis for comparison, Small firms audit approximately 10%, Second-Tier
firms audit approximately 5%, and Big Four firms audit approximately 86% of public companies
(Glass Lewis 2006). This finding documents that Big Four (Small) auditors are associated with
fewer (more) restatements than would be expected given their representation and is consistent
with the results reported in the Glass Lewis (2006) report. We note that the percentage of
restatements associated with Small auditors is significantly larger in 2006 relative to the earlier
years while the percentage of restatements associated with Big Four auditors is significantly

smaller in 2006 relative to the earlier years.

® The Big Four classification includes audits performed by Arthur Andersen; a total of 14 restatements in our sample
included Arthur Andersen as the auditor of record.
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Finally, panel D of table 1 reports the percentage of restatements by company size.
Companies with a market value of less than (greater than) $100 million ($700 million) in the
period immediately prior to the restatements are classified as C-Small (C-Large) firms. Firms
with market values greater than $100 million and less than $700 million are classified as
medium-sized firms (C-Medium). Approximately 55% of the restatements are filed by small
companies, 24% by medium-sized companies, and 21% by large companies; these companies
represent 49%, 28%, and 23% of public companies, respectively. Statistical tests confirm that
smaller companies file significantly more restatements than would be expected given their
representation in the economy.

[Please place table 1 about here]

For each restatement filing, we classify the underlying cause of the restatement into one of
four categories: a basic internal company error, an intentional manipulation, transaction
complexity, or some characteristic of the accounting standards. A restatement is classified as
being caused by a basic internal company error (INTERNAL ERROR) if the disclosures suggest
that the error was due to a books or records deficiency or a simple misapplication of an
accounting standard. These errors are considered unintentional and not due to any notable
characteristic of the accounting standard or the transaction. A restatement is classified as being
caused by an intentional manipulation (MANIPULATION) if the disclosures suggest that
earnings manipulation was involved, if there is an SEC enforcement action or shareholder class
action lawsuit related to the restatement, or if there are any news articles suggesting that the
restatement was associated with earnings manipulation. A restatement is classified as being
caused by transaction complexity (COMPLEXITY) if the disclosures suggest that the transaction

itself created difficulties in the accounting that caused the error. Finally, a restatement is
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classified as being caused by some characteristic of the accounting standards (STANDARDYS) if
the disclosures suggest that the error was caused by a misapplication of an accounting standard
and that there was some factor related to the accounting standard that contributed to the
restatement. In many cases, we analyzed the related literature to determine whether a
characteristic of the standard or the literature contributed to the error.

For each restatement classified as STANDARDS, we also identify the contributing factor of
the standard that contributed to the error. Specifically, we identify the error as having a
contributing factor of a lack of clarity in the standard and/or the proliferation of the literature
due to the lack of clarity in the original standard (CLARITY), the use of judgment in applying
the standard (JUDGMENT), or complications in applying detailed rules (RULES).® Again, in
order to identify these contributing factors, we examined the restatement disclosures and the

associated accounting literature.

4. Empirical findings on the cause of restatements

Table 2 provides descriptive statistics on the restatement causes. Panel B reports that overall,
57% of the restatements are caused by internal company error; books and records deficiencies
and simple misapplications of generally accepted accounting principles cause the majority of
restatements. In addition, INTERNAL ERROR appears to be the main cause of restatements in

each of the four years examined.

® For each restatement caused by some characteristic of the accounting standards, we identified the restatement as
being related to: exceptions in the standard, choices in the standard, bright lines in the standard, the use of judgment
in applying the standard, the proliferation of the related literature, and/or the lack of clarity in the standard or
difficulty in applying the principle. We then combined restatements related to exceptions, choices, or bright lines in
the standard into DETAILED RULES due to the small number of observations within each category and the
similarity in the descriptions. We also combined restatements related to the proliferation of the literature and the
lack of clarity in the standard or the difficulty in applying the principle into CLARITY. We note that restatements
related to the proliferation of the literature were consistently also related to the lack of clarity in the standard or
difficulty in applying the principles. We, therefore, combined these factors.
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Restatement causes by auditor type are reported in panel C of table 2. We document that Big
Four auditors are significantly less likely than other auditors to be associated with restatements
caused by INTERNAL ERROR and significantly more likely to be associated with restatements
caused by MANIPULATION than other auditors. Second-Tier auditors are significantly more
likely to be associated with restatements caused by COMPLEXITY and INTERNAL ERROR
and significantly less likely to be associated with restatements caused by STANDARDS. Finally,
Small auditors are significantly less likely to be associated with restatements caused by
MANIPULATION than other auditors. Panel D of table 2 details the restatement causes by
company size. C-small (C-large) companies are significantly less (more) likely to have
restatements caused by MANIPULATION, while the incidence of restatements caused by
INTERNAL ERROR, COMPLEXITY, and STANDARDS does not appear to differ by company
size.

In Panel E we provide descriptive statistics on the restatement causes by restatement type.
Restatements caused by INTERNAL ERROR are significantly more likely to be associated with
expense, inventory, liabilities/contingencies, misclassifications and tax issues. Restatements
caused by MANIPULATION are significantly more likely to be associated with
reserves/allowances and revenue recognition issues. Restatements caused by COMPLEXITY are
significantly more likely to be related to equity, OCI, and acquisitions/investment issues, while
restatements caused by STANDARDS are significantly more likely to be equity, OCI and asset
issues.

[Please place table 2 about here]
Table 3 provides results of a logistic regression analysis which aids in improving our

understanding of the firm, auditor, and restatement characteristics related to STANDARDS
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restatements.” The dependent variable in our regression, STANDARDS, equals one if the
restatement cause is classified as STANDARDS, and zero otherwise. We include two indicator
variables to capture company size; C-small (C-large), which equals one if the company has less
than $100 million (greater than $700 million) in market value, and zero otherwise. The excluded
company size category is companies with between $100 million and $700 million in market
value. We also include explanatory variables to capture the auditor type.® The indicator variable
Small (Big Four) equals one if the auditor is a small (a Big Four) auditor, and zero otherwise.
The excluded auditor size is the Second-Tier auditors, Grant Thornton and BDO Seidman. We
also include explanatory variables to capture the type of restatement; the excluded restatement
type is “other.”

Our results suggest that small companies are significantly less likely and Big Four auditors
are significantly more likely to be associated with restatements caused by STANDARDS.? In
addition, restatements related to acquisitions/investments, expense recognition, revenue
recognition, OCI, equity, tax, and capital assets are significantly more likely to be caused by
some characteristic of the accounting standards. We find no evidence that that the incidence of
restatements caused by STANDARDS has significantly changed over the four year period.

[Please place table 3 about here]

" STANDARDS and INTERNAL ERROR causes encompass 94 percent of all restatement filings; so while our test
isolates the impact of the various independent measures on STANDARDS from the other causes, it also provides
insights into the relation with restatements caused by INTERNAL ERROR.

& We note that the correlation between the type of auditor and firm size category is 0.54, suggesting that severe
multicollinearity should not be a problem in the regression.

® We also estimated a regression with indicator variables to capture the interaction between auditor type and
company size. We document that Big 4 auditors of companies with greater than $100 million in market value are
significantly more likely to be associated with restatements caused by STANDARDS.
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5. Empirical findings on contributing factors of standards that cause restatements

In table 4, we analyze the contributing factors of the standards for the restatements classified
as caused by STANDARDS (37% of our sample). In panel A we report that CLARITY related to
the standards is a contributing factor in 58% of the restatements, JUDGMENT in applying the
standard is a contributing factor in 37% of the restatements, and detailed RULES is a
contributing factor in 5% of the restatements.'® Our results also suggest that JUDGMENT was a
contributing factor in significantly fewer restatements in 2005 and 2006 then in the earlier years.
However, CLARITY was a contributing factor in significantly more restatements in 2005 and
2006 than in the earlier years. The increase in the role of RULES during 2005 can be directly
attributed to lease restatements as a result of the lease accounting letter the SEC sent to the
American Institute of Certified Public Accountants (AICPA) stating the regulator’s stand on the
accounting for leases in 2005.

Panels B and C report the results on the contributing factors by auditor type and firm size.
Detailed RULES and JUDGMENT in applying the standards were contributing factors in
significantly fewer (more) restatements for the Small (Big Four) auditors while the CLARITY in
the standards was a contributing factors in significantly more (fewer) restatements for the Small
(Big Four) auditors. We also find that smaller companies are significantly more likely to have
restatements with CLARITY as a contributing factor than other companies. C-large (C-small)
companies are significantly more (less) likely to have restatements with RULES as a
contributing factor.

[Please place table 4 here]

1%In terms of our restatement sample as a whole CLARITY is a contributing factor in 21% of the restatements,
JUDGMENT in applying the standard is a contributing factor in 14% of the restatements, and RULES is a
contributing factor in just under 2% of the restatements.

18



Similar to the results provided in Table 3, Table 5 provides results of a logistic regression to
provide a better understanding of how CLARITY is explained by various restatement factors.**
In our analysis, the dependent variable, CLARITY, equals one if the restatement was attributed
to CLARITY in applying the standard, and zero otherwise. The explanatory variables are those
included in the analysis reported in table 3.

Our results suggest that restatements related to misclassifications, expense recognition, OCI,
and equity (tax) are more (less) likely to be caused by CLARITY. In addition, the results suggest
that the incidence of restatements caused by CLARITY has increased over the four years. This
result provides support for the concerns that the accounting literature has become too

cumbersome and unwieldy over the years, making it more difficult for companies to identify the

appropriate literature to apply.

6. An analysis of the net income effect of the restatements.

To address the concern that auditors and others have become more conservative in their
decisions to restate, we examine changes in the materiality of the restatement net income “errors’
across time. This analysis requires hand-collected data available after the restatement has
occurred. We calculate the net income effect (EFFECT) as the difference between the restated
net income and the originally reported net income, scaled by the company’s total assets prior to
the restatement filing. We also calculate the absolute value of the net income effect scaled by

total assets (ABEFFECT).

I CLARITY and JUDGMENT contributing factors encompass 95 percent of the restatements caused by
STANDARDS and about a third of all the restatements included in our sample period; similar to our earlier logistic
analysis, understanding the relation between our independent measures and CLARITY provides insights into
JUDGMENT as well.
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The results of our analysis are reported in table 6. Panel A reports EFFECT by year for the
1,306 restatement filings for which we have available data.*? We document a significantly
negative mean net income effect for the sample as a whole. In the year-by-year analysis we find
that this effect is found only in the first year of our sample period, 2003. We also document that
the proportion of restatements with a net income effect that exceeds 5% of total assets (FIVE) is
significantly higher in 2003 than in the other sample years; 17% of the restatements filed in 2003
resulted in an adjustment that reflected over 5% of total assets. However, only 10% of the
restatements filed in 2006 resulted in an adjustment that reflected over 5% of total assets. This
finding provides some support for the notion that materiality thresholds in terms of when to
restate may have fallen since 2003. The decrease in the materiality threshold may be due to
increased auditor conservatism, to the use of the iron curtain as well as the rollover method of
determining materiality, or to other factors. We also document that 20% of the restatements
result in an increase in net income (POS), 26% have no net income effect (ZERO), and 54% of
the restatements results in a decrease in net income (NEG).

In Panel B we report the net income effect by restatement cause. INTERNAL ERROR
restatements are significantly more likely to result in no income effect and significantly less
likely to result in a negative effect on net income than restatements with other causes. Not
surprisingly, MANUIPULATION restatements are significantly more likely to result in a
decrease in net income and significantly less likely to have no effect on net income.
STANDARDS restatements are significantly more likely to result in a decrease in income and

significantly less likely to result in no effect on income. The proportion of restatements that

12 Data were originally collected for restatement filings for the subset of firms for which there is available CRSP and
COMPUSTAT data for a related study Plumlee and Yohn, 2008b. Due to the high cost of hand-collecting data, we
limit our analysis to this subset of firms. Since these firms may differ from the sample as a whole, our results should
be interpreted with some caution.
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result in material adjustments (FIVE) suggest that INTERNAL ERROR restatements and
STANDARDS restatements are significantly more likely to result in effects that are greater than
5% of total assets.

Panel C reports the net income effect by the contributing factor of the STANDARDS
restatements only. Of the 501 restatements caused by STANDARDS those that include
CLARITY as a contributing factor are significantly less likely to result in an income effect
greater than 5% of total assets while restatements with JUDGMENT as a contributing factor are
significantly more likely to result in an income effect greater than 5% of total assets.
Restatements with JUDGMENT (CLARITY) as contributing factors are significantly more (less)
likely to result in no effect on net income and significantly less (more) likely to results in a
negative effect on net income.

[Please place table 6 about here]

In table 7, we provide the results of regression analysis using various measures of the net
income effect of the restatements. The first column reports the results of a regression where the
signed effect (EFFECT) is the dependent variable. Indicator variables are included to capture the
size of the company, the type of auditor, the restatement cause, the contributing factor of the
standard that caused the restatement for those restatements caused by the accounting standards,
and the year. Our results document that the net income effect is significantly larger for large
companies and for companies audited by Big Four auditors. The net income effect does not
appear to be related to the cause of the restatement nor does it appear to differ across the years
studied.

The second column reports the results where the absolute value of the effect on net income

(ABEFFECT) is the dependent variable. In this regression, we document that the absolute value
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of the net income effect is significantly smaller for companies with market values over $700
million and companies audited by Big Four auditors. Again, the absolute value of the effect does
not appear to be related to the cause of the restatement and does not appear to differ across the
years examined. These results do suggest that perhaps Big Four auditors auditing larger
companies require restatements for less material errors than other auditors and companies.

The third column of table 7 provides the results of a logistic regression where the dependent
variable, FIVE, equals one if the absolute value of the effect on net income is greater than 5% of
total assets, and zero otherwise. The results suggest that restatements from companies with
market values greater than $700 million and restatements of companies audited by Big Four
auditors are significantly less likely to report restatements with an effect greater than 5% of total
assets than others. The results also suggest that restatements caused by internal company error
are significantly more likely to result in a net income effect over 5% of total assets. In addition,
our results provide marginal support for the notion that restatements having an effect greater than
5% of net income has significantly declined over the four year period, consistent with a lower
materiality threshold for large companies audited by Big Four auditors. Finally, we find that
internal company errors result in more material restatements than other restatement causes and
that the materiality threshold may have declined over time.

In additional untabulated analyses, we include the restatement types as explanatory variables
in all three regressions. We find no significant relations between restatement type and EFFECT.
However, ABEFFECT is significantly positively related to equity and revenue restatements, and
FIVE is significantly positively related to revenue recognition restatements, consistent with
equity and revenue recognition restatements having significantly greater effects than other

restatements.
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[Please place table 7 about here]

7. Restatements and the reporting of material internal control weaknesses

Our final analyses, reported in tables 8 and 9, explore the role of reported material internal
control weakness and restatements. Many consider that the filing of a restatement may indicate a
material internal control weakness within the company. We report on the relation between the
companies’ and restatements’ characteristics and the companies’ reporting of a material internal
control weakness (WEAKNESS). Table 8 provides descriptive statistics on the reporting of
WEAKNESS by companies that file restatements. Panel A suggests that the reporting of
WEAKNESS occurs significantly more (less) often in 2005 and 2006 (2003 and 2004). In 2003,
only 7% of the companies with restatements reported WEAKNESS while in 2006, 47% of the
companies with restatements reported WEAKNESS. This is consistent with more firms
uncovering errors as they apply the provisions of the Sarbanes-Oxley Act. The results in panels
B and C suggest that the proportion of companies with restatements that report WEAKNESS is
significantly larger for companies with second-tier and Big Four auditors and for large firms.
Panel D reports the proportion of restating firms that report WEAKNESS by restatement cause.
The results suggest that companies are significantly more likely to report a WEAKNESS if the
restatement is due to COMPLEXITY or MANIPULATION and significantly less likely to report
a WEAKNESS if the restatement is due to INTERNAL ERROR. This last result is a bit
counterintuitive. By definition, a restatement caused by a books or records deficiency or a simple
misapplication of the accounting principles (INTERNAL ERROR) should reflect a
WEAKNESS. A logistic regression analysis reported below provides more insight as to whether

this result holds after controlling for the characteristics of the company filing the restatement.
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Panel E reports the proportion of restating companies that report WEAKNESS sorted by the
factor related to the accounting standards for restatements caused by STANDARDS. The results
suggest that companies with restatements related to RULES (JUDGMENT) are significantly
more (less) likely to report a WEAKNESS than other companies with restatements caused by
some characteristics of the accounting standards. This result is intuitive given that the
questioning of judgment is less likely to reflect an internal control weakness than the
misapplication of specific rules within a standard.

[Please place table 8 about here]

In table 9, we report the results of a logistic regression in which the dependent variable
WEAKNESS equals one if the company reports a material internal control weakness, and zero
otherwise. The results suggest that small companies and companies with small auditors are
significantly less likely to report a WEAKNESS than other companies. This is consistent with
these companies not yet implementing the provisions of the Sarbanes-Oxley Act. The results also
suggest that the reporting of a WEAKNESS is significantly positively related to the filing of a
restatement caused by MANIPULATION. In addition, the results suggest that the reporting of a
WEAKNESS has increased significantly over the four year period. In additional analysis, not
reported in the tables, we include restatement type in the regression and find that the reporting of
a WEAKNESS is significantly greater for restatements related to expense recognition, equity,

inventory, liabilities/contingencies, reserves/allowances, revenue recognition, and taxes.

8. Conclusions

While numerous explanations for the both number and increase in restatements over the past

years have been posited by various individuals and groups, empirical evidence of the underlying
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causes has been lacking. This study directly addresses the questions of what causes restatements,
what characteristics of the accounting standards cause restatements, and whether the materiality
threshold for restatements has fallen over the years. We analyze the disclosures related to each
restatement and identify the underlying cause. We also analyze the relation between restatement
cause and the effect of each restatement on net income and the reporting of internal control
weakness.

Our results document that restatements are primarily caused by basic internal company
errors unrelated to the accounting standards. However, those restatements caused by some
characteristic of the accounting standards are most often attributed to the lack of clarity in
applying the standards and/or the proliferation of the literature due to the lack of clarity in the
original standard. Larger companies and companies with Big Four auditors have restatements
with a higher signed net income effects, lower absolute effects, and signed net income effects
that are less likely to be exceed 5% of total assets, a commonly used threshold for materiality.
We find some evidence that the proportion of restatements exceeding this materiality level has
decreased over our four year sample period. Finally, we find that the reporting of material
internal control weaknesses by companies with restatements has increased over the four year
period examined and that small companies and companies with small auditors are less likely to
report material control weaknesses than other companies.

Overall, the results are inconsistent with claims that accounting complexity is the primary
driver of restatements. However, when the accounting standards are a cause of restatements, the
lack of clarity in applying the standard and/or the proliferation of the literature is the underlying
factor that most often causes the restatement. These results can assist the SEC as it moves

forward in responding to the proposal included in the ACIFR report, providing them with
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empirical evidence of the sources of ‘avoidable complexity’. These results should also be of
interest to regulators and standard setters as they more towards a more principles-based set of
standards; a better understanding the role of judgment and bright lines in standards in causing
restatements provides support for how to deal with these issues. Finally, our results should be of
interest to academic researchers that use restatements to proxy for earnings management. Based
on the results presented it is important that researchers understand the underlying causes of their
restatement sample when determining whether restatements serve as an appropriate proxy for

their construct of interest.
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APPENDIX A: Examples of restatement disclosures and classifications.

Cause: INTERNAL ERROR

Example 1:

From ABLEAUCTIONS.COM, INC. 8-K with a filing date of March 30, 2006.

Item 4.02(a).
Non-Reliance on Previously Issued Financial Statements.

On March 25, 2006, the Registrant’s Chief Executive Officer and the Audit Committee of
the Board of Directors concluded that the financial statements covering the fiscal year ended December
31, 2004 should no longer be relied upon because of certain errors in the financial statements.

During the year ended December 31, 2004 the Registrant recorded marketable securities
at cost. During the preparation of its financial statements for the year ended December 31, 2005, the
Registrant determined that the marketable securities should have been recorded at fair value. The effect
of the necessary restatement is to increase the carrying value of marketable securities by $269,474 and to
increase investment income by $269,474 for the fourth quarter of 2004.

Additionally, during the preparation of its financial statements for the year ended
December 31, 2005, the Registrant determined that certain accounts receivable at December 31, 2004,
which had been outstanding for over one year, should have been offset by an allowance for doubtful
accounts. The Registrant is restating its 2004 financial statements to reflect a provision for bad debt
related to these accounts. The effect of this restatement is to decrease the carrying value of accounts
receivable by $200,524, increase bad debts expense by $192,531, and decrease accumulated other
comprehensive income by $7,991.

Example 2:
From E COM VENTURES, INC. 10-K with a filing date of April 28, 2006.

Subsequent to the issuance of the Company's consolidated financial statements for fiscal year 2004, the
Company determined that it had incorrectly excluded the after tax effects of temporary differences in the
amount of approximately $3.0 million related to capital lease obligations of property and equipment and
$2.4 million of Puerto Rican net operating loss carryforwards in the computation of its deferred income
tax accounts. The error understated the related components of deferred tax assets, with an offsetting
understated valuation allowance, as of January 29, 2005 of approximately $5.4 million. Since the
Company had recorded a full valuation allowance related to its deferred tax assets as of January 29, 2005
and prior to fiscal year 2003, the error had no impact on the net deferred tax assets reflected in the balance
sheet as of January 29, 2005 or on the provision for income taxes in the accompanying consolidated
statements of operations for the years ended January 29, 2005 and January 31, 2004. However, the below
disclosures give effect to the correction of the error from disclosures previously reported.

CAUSE — MANIPULATION
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From AMERICA SERVICE GROUP INC. 8-K with a filing date of March 16, 2006

Restatement of Financial Statements. On March 15, 2006, the Company announced that the Audit
Committee had reached certain conclusions with respect to findings of the investigation that would result
in a restatement of the Company’s consolidated financial results for fiscal years 2001 through 2004 and
the first and second quarters of fiscal year 2005. The restatement reduces previously reported net income
for these periods by $2.1 million, in the aggregate, and reduces previously reported retained earnings as of
January 1, 2001 by $347,000.

Consistent with the conclusions reached by the Audit Committee, the Company has included in this
filing the restated audited consolidated financial statements for the years ended December 31, 2003 and
2004 and restated selected financial data for the years ended December 31, 2001 and 2002 and certain of
its unaudited condensed consolidated financial information for the first and second quarters of 2005 (See
Item 6).

Refer to Item 7 “Management’s Discussion and Analysis of Financial Condition and Results of
Operations” and Note 3 in the consolidated financial statements for further discussion of the restatement-
related adjustments and schedules reconciling the various restatement-related adjustments. Refer to Item
1A. “Risk Factors” for further discussion of potential legal and other matters which could have a material
adverse effect on the Company’s financial condition and results of operations.

The Company did not amend its previously filed Annual Reports on Form 10-K or Quarterly Reports
on Form 10-Q for the restatement. Accordingly, the financial statements and other information contained
in such reports should no longer be relied upon.

Restatement of Financial Statements

On October 24, 2005, the Company announced that the Audit Committee of its Board of Directors had
initiated an internal investigation into certain matters related to its subsidiary, SPP. The Audit Committee
retained outside counsel who, in turn, engaged independent accountants with significant forensic
experience to assist in the investigation. The Company voluntarily reported the issues being investigated
to the staff of the SEC and, since that time, the Company has cooperated with the SEC in an informal
inquiry it is conducting as well as the office of the United States Attorney for the Middle District of
Tennessee and intends to cooperate fully with all government inquiries. Although the investigation
focused on a number of items, the investigation was primarily conducted to determine whether SPP
provided pricing of pharmaceuticals in accordance with applicable contract terms and whether some of
the accruals and reserves maintained by SPP were established and utilized in accordance with generally
accepted accounting principles.

On March 15, 2006, the Company announced that the Audit Committee had concluded its
investigation and reached certain conclusions with respect to findings of the investigation that would
result in a restatement of the Company’s consolidated financial results for fiscal years 2001 through 2004
and the first and second quarters of fiscal year 2005. The restatement reduces previously reported net
income for these periods by $2.1 million, in the aggregate, and reduces previously reported retained
earnings as of January 1, 2001 by $347,000.

Pricing Adjustment

In certain instances, SPP did not charge its customers (including PHS) in accordance with applicable
contracts. The Audit Committee’s investigation involved testing the amounts SPP charged for
pharmaceuticals against SPP’s purchase invoice cost or the applicable third-party reference price. The
Audit Committee’s investigation also estimated rebates received by SPP from manufacturers for the
purchase of certain pharmaceuticals, savings that SPP realized in purchasing certain pharmaceuticals from
alternative sources (“buy-in savings”), and the dollar amounts of returns to SPP of pharmaceutical
products. The Company, in consultation with special pharmaceutical counsel, determined the
requirements of each of PHS’ or SPP’s contracts with respect to the pricing of pharmaceuticals sold as
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well as any contractually required sharing of rebates, savings and credits for returns described above.
Applying that information to the results of the testing, the Company then concluded that, in certain
instances, SPP charged customers more than SPP’s purchase invoice cost or the applicable third-party
reference price. The Company further concluded that SPP failed to properly credit customers with
discounts, rebates or buy-in savings and, in certain instances, failed to provide customers with
contractually required credit for the return of pharmaceutical products. As a result, the Company intends
to provide aggregate refunds to affected customers of approximately $3.7 million through June 2005, plus
$0.6 million of interest calculated using the applicable federal rate (which ranged from 4% to 9%) during
the period covered by the investigation. The Company also concluded that SPP charged some customers
less than should have been charged under applicable contracts relative to SPP’s purchase invoice cost or
the applicable third party reference price. Such amounts total approximately $5.9 million from September
2000 to June 2005; however, because collectibility of such amounts is uncertain, these amounts have not
been recognized as revenue.

Accruals and Reserves

The Company determined that accruals and reserves maintained by SPP were not established and
utilized in accordance with generally accepted accounting principles as key members of SPP’s senior
management inappropriately established and used certain reserves during various periods over the last
five years to more closely match SPP’s reported earnings to its budgeted results. The effect of the
adjustments related to this matter necessitated by the internal investigation has been determined by the
Company to be an increase in previously reported pre-tax income of approximately $355,000, in the
aggregate, since January 1, 2001.

Other

The Audit Committee’s investigation identified certain other issues, relating to accruals for rebates and
inventory valuation, which resulted in changes to the Company’s previously reported financial results. To
correct the identified issues, the Company determined that adjustments representing an increase in
previously reported pre-tax income of $146,000, in the aggregate, since January 1, 2001 was needed.
Income Tax Adjustments

Income tax adjustments were recorded to correct the Company’s income tax expense for the impact of
the restatement adjustments discussed above.

Cause: COMPLEXITY

From PARADIGM OIL AND GAS, INC. 10-KSB with a filing date of May 24, 2006

During January 2005, the Company paid Win Energy Corporation $298,631 (less a $50,000 deposit paid
in December 2004) to acquire a 10% interest in the Todd Creek Property (see also Note 6 (a). The
$50,000 deposit was paid through the advancement of the funds by a shareholder as the Company had no
other funds at that time with which to acquire the interest in the Todd Creek Property. At December 31,
2004, with no funds available to complete the acquisition and with no apparent ability to derive a benefit
from the acquisition, a decision was made the Company to write off the $50,000 advance. Although the
amount should have been capitalized pursuant to FASB 19 it was written off as it appeared that there were
no opportunities to raise the capital required to make the acquisition. Subsequent to year end, the
Company was, in fact, able to complete a private placement of securities and was able to complete the
acquisition of the Todd Creek interest.

a) Participation Proposal Agreements
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On January 25, 2005, the Company closed two participation proposal agreements with Win Energy
Corporation (“Win”), an unrelated Calgary, Alberta based private corporation. The Company acquired an
interest in two exploration projects in Alberta, Canada for the total payments of $506,014.

Todd Creek Property

During January 2005, the Company paid Win $298,631 (less a $50,000 deposit paid in December 2004)
to acquire a 10% interest in the Todd Creek Property (10-34-5-29W4) located in Alberta, Canada. On
June 18, 2005, the Company received a payment of $ 147,258 from Win for the sale of 50% of the
Company’s 10% interest in the Todd Creek Property. The Todd Creek Property currently has no proven
reserves.

Hillsprings Property

During January 2005, the Company paid Win $207,383 to acquire a 5% interest in the Hillsprings
Property (10-34-5-29W4) located in Alberta, Canada at a cost of $207,383. The Company held an option
to acquire an additional 5% interest by paying an additional $207,383 to Win, the option expired on July
1, 2005 unexercised. The Hillsprings Property currently has no proven reserves

b) Farmout and Option Agreement with Related Party
Sawn Lake Property

On February 14, 2005 the Company entered into a farmout and Option Agreement with a private Alberta
corporation and a related party for consideration of $152,423. The Company will farm-in to a 5% interest
in a test well, and a similar interest in an additional option well in the Sawn Lake area located in Alberta,
Canada. The Company will earn 100% of the farmout’s interest (an undivided 10% interest in the drilling
spacing unit) before payout, reverting to 50% of the farmout’s interest (an undivided 5% interest) after
payout. In order to earn its interest in the initial test well, total costs of the test well, estimated to be
$173,200, up to the point of commercial oil sales are to be borne 100% by the Company in order to earn
its undivided interest.

Other

The Company has an option to acquire an interest in a similar well located in Alberta, Canada. In order to
acquire an interest, the Company must pay the total costs of a test well up to the point of obtaining
commercial oil sales. The Company has made no payments and has taken no further action on the
agreement as of the date of this report.

Cause: STANDARDS

Example 1: with contributing factor of JUDGMENT

From ALLEGRO BIODIESEL CORP. 8-K with a filing date of December 27, 2006

Item 4.02 Non-Reliance on Previously Issued Financial Statements or Related Audit Report or
Completed Interim Review.
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In connection with the acquisition of Vanguard Synfuels LLC (the “Acquisition”), on September 20,
2006, the Registrant issued (i) certain stock options, (ii) certain warrants for the purchase of the
Registrant’s Common Stock, (iii) Series J Convertible Preferred Stock (described below), and (iv) Series
K Convertible Preferred Stock, all as described in the Registrant’s Form 8-K dated September 20, 2006
(the “September 2006 Convertible Securities™).

For purposes of accounting for the issuance of the September 2006 Convertible Securities, the
Registrant estimated the fair value of the Common Stock underlying the September 2006 Convertible
Securities as $0.7587 per share, rather than the closing price of $3.10 per share on the OTC Bulletin
Board on September 18, 2006, which was the last date on which the Common Stock was traded on the
OTC Bulletin Board prior to the issuance of the September 2006 Convertible Securities. The Registrant’s
use of the $0.7587 per share valuation was previously disclosed in the footnotes to the Registrant’s
unaudited, pro forma combined financial statements dated June 20, 2006, which were included in the
Registrant’s Form 8-K filed with the Securities and Exchange Commission (“SEC”) on September 26,
2009 and our previously filed Form 10Q-SB for the three months period ended September 30, 2006, filed
on November 14, 2006. In reaching this conclusion, the Board of Directors of the Registrant determined
that the trading price of the Common Stock did not accurately reflect the fair market value of the
Common Stock. The Board relied on a number of factors in making its determination, including the fact
that, as of September 18, 2006, the date of the last trade prior to the Acquisition, the Registrant’s
liabilities exceeded its assets; the Registrant had no ongoing business and was a “shell company,” as
defined under the rules and regulations of the SEC; trading in the Registrant’s Common Stock was
extremely limited and sporadic in nature; and the Registrant had obtained a third party valuation in
August 2006 that stated that the value of the equity of the Registrant as a “shell company” was $0.42 on a
fully-diluted basis.

To finance the Acquisition, the Registrant issued $28,500,000 of shares of its Series J Convertible
Preferred Stock (the “Series J Preferred”) with a conversion price of $0.7587 per share of underlying
Common Stock. The Series J Preferred was the senior equity security of the Registrant, with a liquidation
preference over the Common Stock, as well as other preferential rights, including an 8% preferential
dividend.

Based on the above factors, the valuation of the Series J Preferred, and other factors, and given the
lack of certainty involving the valuation of the Common Stock of the Registrant, the Board determined to
set the value of the Common Stock underlying the September 2006 Convertible Securities as $0.7587, the
same valuation as the shares of Common Stock underlying the Series J Preferred.

Subsequent to filing its Form 10-Q for the quarter ended September 30, 2006, the Registrant
discussed the valuation of the September 2006 Convertible Securities with the staff of the SEC. Based on
such discussions, the Registrant determined to utilize the $3.10 valuation for financial reporting purposes,
rather than the $0.7587 share price. Accordingly, the Board concluded that the financial statements of the
Registrant issued for the period ended September 30, 2006 should be restated to reflect a valuation of the
shares of Common Stock underlying the September 2006 Convertible Securities at $3.10 per share instead
of $0.7587 and should no longer be relied upon. In reaching this conclusion, the Board and the Audit
Committee of the Board discussed the matters disclosed herein with the Registrant’s independent
accountants, McKennon, Wilson & Morgan, LLP.

The Registrant intends to file an amended Form 10-QSB/A for the quarterly period ended
September 30, 2006 to reflect the restatement discussed above as soon as practicable.

Example 2: with contributing factor CLARITY
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From GRANT LIFE SCIENCES, INC. 10-QSB with a filing date of August 14, 2006
NOTE E - RESTATEMENT

During the year ended December 31, 2005, it was determined the correct application of accounting
principles had not been applied in the 2005 accounting for convertible debentures and detachable warrants
(see Note C).

In its original accounting for the debentures and detachable warrants, the Company recognized an
embedded beneficial conversion feature present in the convertible note and allocated a portion of the
proceeds equal to the intrinsic value of that feature to additional paid in capital. The Company has
determined that the embedded conversion feature should have been accounted for in accordance with FAS
133, EITF 98-5, EITF 00-19, EITF 00-27, and APD 14. Accordingly, the proceeds attributed to the
common stock, convertible debt and warrants have been restated to reflect the relative fair value method.

In accordance with SFAS 154 the necessary corrections to apply the accounting principles on the
aforementioned transactions are currently reflected in the reported Consolidated Statements of Losses for
the three and six months ended June 30, 2005 and the Consolidated Statement of Cash Flows for the six
months ended June 30, 2005.
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Table 1
Distribution of restatements by year, by restatement type, auditor type, and firm size.

Panel A: Number of restatements

2003 2004 2005 2006 Total
Total number 537 660 1343 1530 4070
Panel B: Percentage by restatement type
Expense 20 18 26 17 21
Equity 16 16 15 24 19
Inventory 3 3 2 2 2
Liabilities/Contingencies 3 3 3 3 3
Misclassifications 14 18 16 16 16
OCl 2 2 4 6 3
Reserves/Allowances 2 2 2 1 1
Revenue Recognition 16 15 9 8 10
Tax 5 7 7 6 6
Acquisitions/Investments 7 7 8 9 8
Assets 7 7 4 5 5
Other 5 2 4 3 4

100% 100% 100% 100% 100%
Panel C: Percentage by auditor type

2003 2004 2005 2006 Total
Small 36 30 34 56 42
Second-Tier 6 6 6 6 6
Big Four 58 64 60 38 52

100% 100% 100% 100% 100%
Panel D: Percentage by firm size

2003 2004 2005 2006 Total
C-Small 63 52 47 60 55
C-Medium 19 26 28 22 24
C-Large 17 22 25 18 21

100% 100% 100% 100% 100%

,and ( , and ) reflect that the percentage for the restatement type/auditor type/company size for the
particular year is significantly greater (less) than the percentage for the other years at the 1%, 5% and 10%
significance levels, respectively, using a Fisher’s Exact Test. Restatement type refers to the restatement
classification by Glass Lewis based on the accounting issue to which the restatement relates. Big Four (Second-

Tier, Small) auditor type includes Deloitte, Ernst & Young, KPMG, and PricewaterhouseCoopers (Grant Thornton

and BDO Seidman, all other auditors). Firm size is determined by market value prior to the restatement. C-Small
(C-Large, C-Medium) includes firms with market value of less than $100 million (greater than $700 M; all other
firms).
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Table 2

Analysis of the cause of restatements by year, auditor type, and firm size.

Panel A: Number of restatements

2003 2004 2005 2006 Total
Total number 465 588 1186 1505 3744
Panel B: Cause of restatement by year
Percentage of Restatements
INTERNAL ERROR 56 62 52 59 57
MANIPULATION 4 4 3 2 3
COMPLEXITY 3 3 3 4 3
STANDARDS 37 31 42 35 37
100% 100% 100% 100% 100%
Panel C: Cause of restatement by auditor type
Small Second-Tier Big Four Total
Total number 1543 236 1965 3744
Percentage of restatements by auditor type
INTERNAL ERROR 58 60 55 57
MANIPULATION 1 3 4 3
COMPLEXITY 3 6 3 3
STANDARDS 38 31 38 37
100% 100% 100% 100%
Panel D: Cause of restatement by firm size
C-Small C-Medium C-Large Total
Total number 1990 869 764 3341
Percentage of restatements by cause
INTERNAL ERROR 57 55 94 56
MANIPULATION 2 3 5 3
COMPLEXITY 3 3 3 3
STANDARDS 38 38 37 38
100% 100% 100% 100%



Panel E: Cause of restatement by restatement type

INTERNAL MANIPULATION COMPLEXITY STANDARDS Total
ERROR
Total number 2132 98 120 1394 3744
Percentage of restatements by restatement type
Expense 24 23 12 17 21
Equity 11 2 28 31 19
Inventory 3 4 0 1 2
Liabilities/
Contingencies 4 1 3 1 3
Misclassifications 20 2 8 12 16
OCI 3 0 9 6 3
Reserves/
Allowances 1 9 1 1 1
Revenue
Recognition 11 53 6 8 10
Tax 8 0 0 6 6
Acquisitions/
Investments 7 0 23 7 8
Assets 4 1 6 7 5
Other 5 4 6 2 4
100% 100% 100% 99% 100%

, ,and ( , and ) reflect that the percentage for the cause for the particular year/auditor type/company
size/cause category is significantly greater (less) than the percentage for the other year/auditor type/company

size/cause categories at the 1%, 5% and 10% significance levels, respectively, using a Fisher’s Exact Test.

Restatement cause is classified as an INTERNAL ERROR if the disclosures indicate that the restatement was caused
by a company error; MANIPULATION if the disclosures indicate that the restatement was caused by an intentional
manipulation; COMPLEXITY if the disclosures indicate that the restatement was caused by the complexity of the
transaction; STANDARDS if the disclosures indicate that the restatement was caused by some characteristics of the

accounting standards. Other variables are defined in Table 1.
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Table 3

Logistic regression on restatement causes.

The table reports the results of a logistic regressions with the dependent variable, STANDARDS,
which equals one if the restatement was caused by some characteristic of the accounting standards,

and zero otherwise.

Intercept

C-small

C-large

Small

Big Four
Acquisitions/Investment
Misclassifications
Expense

Revenue

OClI

Equity

Tax

Capital Assets
Inventory

Reserve/Allowances

Liabilities/Contingencies

Year
N

RZ

43.42
-1.1936"
-0.0353
0.1661
0.4355""
0.8384""
0.4012
0.6227""
0.5289"™
1.5450™"
2.0874™"
0.6918™"
1.5316™"
-0.1030
0.5006
0.0527
-0.0225
3744

12.37%

**xx *x * denotes that the coefficient is significant at the 1%, 5%, and 10% levels, respectively.

C-Small (C-Large) equals one if the company has less than $100 M (greater than $700 M) in market value,
and zero otherwise. The excluded group includes companies with between $100 and $700 in market value.
Small equals one if the auditor is a local or regional auditor, and zero otherwise. Big Four equals one if the
auditor is a Big Four auditor, and zero otherwise. The excluded group includes Grant Thornton and BDO
Seidman auditors. Acquisitions/Investments, Misclassification, Expense, Revenue, OCI, Equity, Tax,
Capital Assets, Inventory, Reserve/Allowances and Liabilities/Contingencies are indicator variables that
capture the restatement type. The excluded type is “Other.” Year captures the year the restatement was filed.




Table 4
Analysis of restatements caused by STANDARDS by contributing factors.

Panel A: Restatements Caused by STANDARDS - Contributing factor by year

2003 2004 2005 2006 Total
Total number 168 183 514 529 1394
Percentage by Year
JUDGMENT 60 54 30 32 37
CLARITY 35 41 63 66 58
RULES 5 5 7 2 5
100% 100% 100% 100% 100%
Panel B: Restatements Caused by STANDARDS - Contributing factor by auditor type
Small Second-Tier Big Four Total
Total number 585 73 736 1394
Percentage by auditor type
JUDGMENT 34 37 39 37
CLARITY 63 60 54 58
RULES 3 3 7 5
100% 100% 100% 100%
Panel C: Restatements Caused by STANDARDS - Contributing factor by firm size
C-Small C-Medium C-Large Total
Total number 702 312 262 1062
Percentage by company size
JUDGMENT 37 36 33 36
CLARITY 60 58 56 60
RULES 3 6 8 4
100% 100% 100% 100%

,and ( , and ) reflect that the percentage for the cause for the particular year/auditor type/company
size category is significantly greater (less) than the percentage for the other year/auditor type/company size
categories at the 1%, 5% and 10% significance levels, respectively, using a Fisher’s Exact Test. All the
restatements included in this analysis are classified as STANDARDS (the disclosures indicate that the
restatement was caused by some characteristics of the accounting standards). Contributing factors are classified
as CLARITY if the disclosures indicate a lack of clarity and/or the proliferation of the literature was a
contributing factor; JUDGMENT if the disclosures indicate the use of judgment in applying the standard was a
contributing factor; RULES if the disclosures indicate that difficulty in applying cumbersome rules was a
contributing factor. Please see tables 1 and 2 for other variable definitions.
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Table 5

Logistic regression on explaining STANDARDS related to restatements.

The table reports the results of a logistic regression for restatements caused by some characteristic
of the accounting standards. The dependent variable, CLARITY, equals one if the lack of clarity
and/or the proliferation of the literature contributed to the restatement, and zero otherwise.

Intercept

C-small

C-large

Small

Big Four
Acquisitions/Investment
Misclassifications
Expense

Revenue

OcCl

Equity

Tax

Capital Assets
Inventory
Reserve/Allowances
Liabilities/Contingencies
Year

N

RZ

FEK

-515.8
-0.1295
0.0928
-0.0324
-0.0948
1.9041
1.5585""
3.1460""
0.4583
1.3067"
3.0814""
-1.7781"
-0.5505
-14.5875
-14.8238
0.7594
0.2566"
1391

46.40%

**x ** % denotes that the coefficient is significant at the 1%, 5%, and 10% levels, respectively. Please see

table 3 for explanatory variable definitions.
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Table 6
Effect of restatement on net income.

Panel A: Net income effect by year

2003 2004 2005 2006 Total
Total number 152 231 536 387 1306
EFFECT mean -0.0262"" 0.0106 -0.0065 -0.0198 -0.0134™
(std dev) (0. 1414) (0.0686) (0.0556) (0.1500) (0.1053)
median -0.0006 0.0000 -0.0013 -0.0000 -0.0006
ABEFFECT mean 0.0367 0.0213 0.0156 0.0290 0.0230
(std dev)  (0.1390) (0.0661) (0.0538) (0.1485) (0.1037)
median 0.0026 0.0018 0.0027 0.0027 0.0026
FIVE 17% 9% 7% 10% 9%
Percentage by sign of net income effect
POS 17 19 20 21 20
ZERO 28 32 20 29 26
NEG 55 49 60 50 54
100% 100% 100% 100% 100%
Panel B: Net income effect by restatement cause
EFFECT FIVE POS ZERO NEG Total
(std dev)
Total number 1215 113 237 303 675 1215
Percentage by restatement cause
INTERNAL ERROR  -0.0113™ 36 51 67 44 52
(0.1145)
MANIPULATION -0.0197" 4 3 1 6 4
(0.0327)
COMPLEXITY -0.0044 4 3 1 4 2
(0.0378)
STANDARDS -0.0164™ 56 43 31 46 42
(0.1086)
100% 100% 100% 100% 100%
Panel C: Net income effect by accounting standards characteristic
EFFECT FIVE POS ZERO NEG Total
(std dev)
Total number 501 61 101 94 306 501
Percentage of STANDARDS by contributing factor
JUDGMENT -0.0233"™ 48 32 50 30 34
(0.0691)
CLARITY -0.0116" 43 57 48 62 58
(0.1261)
RULES -0.0255" 9 13 2 8 8
(0.1073)
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100% 100% 100% 100% 100%

, ,and ( , and ) reflect that the percentage for the net income effect/cause/contributing factor for the
particular year/net income effect category is significantly greater (less) than the percentage for the other
year/net income effect categories at the 1%, 5% and 10% significance levels, respectively, using a Fisher’s
Exact Test. EFFECT (ABEFFECT) is the difference (absolute value of the difference) between the restated
net income and the originally reported net income, scaled by the company’s total assets prior to the
restatement filing. FIVE equals 1 if the net income effect that exceeds 5% of total assets. POS (ZERO,
NEG) indicates that the sign of the net income effect is greater than zero (zero, less than zero). Please see
tables 1 and 2 for additional variable definitions.
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