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The Management’s Discussion and Analysis of Financial Condition and Results of Operations
(“MD&A”) is required to, among other things, “[d]escribe any known trends or uncertainties
that have had or that the registrant reasonably expects will have a material favorable or
unfavorable impact on net sales or revenues or income from continuing operations.” 1 In
Securities and Exchange Commission v. BankAtlantic Bancorp, Inc., decided in October of 2013, the
United States District Court for the Southern District of Florida helped shed some light on this
requirement, which can sometimes be a source of uncertainty for publicly traded companies. 2

I. FACTS
In the BankAtlantic Bancorp case, the Securities and Exchange Commission (“SEC”) brought suit
against the bank holding company BBX Capital Corporation (formerly known as BankAtlantic
Bancorp, Inc.), as well as its Chairman of the Board and CEO, for alleged violations of Section
10(b) of the Securities Exchange Act of 1934 (“Exchange Act”) and Rule 10b-5. The claims were
based, in part, on the company’s failure to disclose in its MD&A significant declines in the
credit quality of loans in its commercial real estate land acquisition and development portfolio
(“Commercial Residential Portfolio”). 3
In 2006 and 2007, BankAtlantic’s Loan Review Department noticed three negative trends in the
Commercial Residential Portfolio: (1) slowed absorption in the sale of lots or homes by
borrowers, resulting in more borrowers requesting extensions on their loans; (2) depletion of
loan-interest reserves; and (3) a downgrade of some of BankAtlantic’s loans to “substandard”
ratings. 4 BankAtlantic’s management was aware of these trends, as evidenced in various
internal emails expressing concern regarding the credit worthiness of the company’s
Commercial Residential Portfolio. Nonetheless, the MD&A sections of the company’s 10-Qs for
the first and second quarters of 2007 omitted any reference to the downgrading of loans or to
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17 C.F.R. § 229.303(a)(3)(ii).
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See Securities and Exchange Commission v. BankAtlantic Bancorp, Inc., 2013 U.S. Dist. LEXIS 146699 (S.D.
Fl. Oct. 10, 2013), motion for reconsideration denied, 2014 U.S. Dist. LEXIS 11229 (S.D. Fl. Jan. 30, 2014).
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The SEC also claimed that defendants violated Section 10(b) of the Exchange Act and Rule 10b-5 by
virtue of (1) the allegedly false statements they made in earnings calls with investors and analysts, and
(2) their failure “to accurately account for loans as held-for sale.” Id. at *26.
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Id. at *10-*11.
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the overall declining credit quality of the loan portfolio. The MD&A sections simply stated that
if the properties are not acquired as anticipated, the company “anticipate[s] that the borrower
may not be in a position to service the loan,” and that if the real-estate market declines, higher
credit losses in the Commercial Residential Portfolio may result. 5
The defendants in the action moved for summary judgment on all of the SEC’s claims; the SEC
moved for partial summary judgment, inter alia on the defendants’ affirmative defense that they
acted in reliance on the professional advice of their accountants.

II. THE COURT’S RULING
With regard to the MD&A disclosures in the company’s quarterly filings, the court opined that
“[t]he disclosure of the possibility of a future risk does not disclose the existing, observed
decline in credit quality in the Bank’s Commercial Residential Portfolio.” 6 The court explained
that the loan portfolio “was already negatively impacted by slowed absorption, depleted
interest reserves, and requests for extensions,” manifesting in the increasing number of loan
downgrades, and that the company was aware of all of these trends yet chose to remain silent
about them in their filings. 7 Because, according to the court, the concerns expressed by
management in their internal communications create issues of fact regarding whether the
negative trends were material and whether the defendants acted with scienter, the defendants
were not entitled to summary judgment.
In response to the SEC’s motion for partial summary judgment, the court addressed the
defendants’ affirmative defense that they relied in good faith on the professional advice of their
accountant, Pricewaterhouse Coopers (“PwC”), in excluding the necessary disclosures from
their MD&A. 8 The court explained that in order to establish “a reliance-on-professional-advice
affirmative defense in the case of an accountant, a defendant must show that he (1) completely
disclosed the issue to an accountant; (2) sought [professional accounting] advice as to the
legality of his conduct; (3) received advice that his conduct was legal; and then (4) relied on that
advice in good faith.” 9 In this case, however, the court held that it was undisputed that:
1. the defendants did not share the disclosure issue with PwC – PwC had neither the
underlying source documents that management possessed, nor the internal
communications exhibiting management’s concern over the declining credit quality of
the Commercial Residential Portfolio; and
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Id. at *20-*21.
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Id. at *35.
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As a general matter, evidence of reliance on the advice of a professional (such as an accountant or
attorney) may, in certain circumstances, be presented to refute proof of scienter in a securities fraud
action under Section 10(b) of the Exchange Act and Rule 10b-5. While some jurisdictions consider
reliance on professional advice to be an affirmative defense, others take it into account among other
relevant factors in determining whether the defendant acted with intent to defraud.
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Id. at *59 (internal quotations and citations omitted; brackets in original).
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2. the defendants “did not receive actual accounting advice from PwC with regard to their
disclosures” – not only was PwC not asked for its advice on the matter, but its
engagement did not include the verification of underlying statements by management. 10
Thus, the court held, “PwC did not certify the accuracy of the disclosures in the 10-Q’s.” 11
Consequently, the defendants were not entitled to advance the reliance-on-professional-advice
affirmative defense.

III. SIGNIFICANCE OF THE DECISION
Determining which “known trends or uncertainties” public companies are obligated to disclose
in their MD&A requires careful analysis of the unique, relevant facts in each case. The court’s
ruling in BankAtlantic Bancorp, however, provides some important general guidance:


The content, tone, and/or frequency of internal discussions regarding a certain known
trend or uncertainty could signify its materiality; a trend that is discussed internally
should, therefore, be considered in a disclosure analysis for MD&A purposes.



The obligation to disclose “presently existing” material trends is not fulfilled through
language regarding potential future risk. 12



Blind reliance on accounting firms which are given incomplete information and/or are
not requested to provide an opinion regarding the duty to disclose certain trends will
not excuse a registrant’s failure to disclose these known trends or uncertainties.
*

*

*

If you have any questions or would like additional information, please do not hesitate to contact
Yafit Cohn at (212) 455-3815 or yafit.cohn@stblaw.com, or any other member of the Firm’s
Public Company Advisory Practice.
This memorandum is for general information purposes and should not be regarded as legal advice. Please
contact your relationship partner if we can be of assistance regarding these important developments. The
names and office locations of all of our partners, as well as our recent memoranda, can be obtained from
our website, www.simpsonthacher.com.
The contents of this publication are for informational purposes only. Neither this publication nor the lawyers who authored it are
rendering legal or other professional advice or opinions on specific facts or matters, nor does the distribution of this publication to
any person constitute the establishment of an attorney-client relationship. Simpson Thacher & Bartlett LLP assumes no liability in
connection with the use of this publication.
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