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The Bond Market Association, Securities
Industry Association (& H 1240 ; W& 135
4L, BIff1XSecurities Industry and Financial
Markets Association) 1 3 44 TSECH: 2 F-
MS5% %D, AICPA®White Paper 11 @ anti-
investor direction & AICPA% Due Diligence 7
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affected the most ? retail and institutional
investors ? as well as other essential
groups, such as issuers and their
directors.

® The AICPA has no legal authority to
regulate auditor conduct. Under the
Sarbanes Oxley Act, that authority rests
exclusively with the Public Company
Accounting Oversight Board under the
supervision of the Securities and
Exchange Commission.

® White Paper II fails to take into
account that auditor’s participation in the
due-diligence process is undertaken at the
request and with the consent of the issuer
and agreement by the auditor.

Policy Points:

® The integrity, reliability, and efficiency
of the due-diligence process are key
components of investor protection. SIA
believes White Paper II jeopardizes the
interests of investors, directors, and
issuers by potentially weakening financial
disclosure.

® The AICPA has excluded from the

decision-making process the very group
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PR LISR - 7217258, ZhPIkED, AICPAIL,
B 219 (2007) 4F 2 AICidAR#hE T — »
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43  http://www.sifma.org/regulatory/comment_letters/comment_letter_archives/8594.pdf
44 http://corplawcenter.bna.com/pic2/clb.nsf/id/BNAP-6H6PLF?OpenDocument
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Comfort Letters: Status and Problems

While market participants continue to argue
about comfort letters in Japan from a variety
of standpoints, a view from an overseas
perspective reveals certain peculiarities, and
makes us question the significance of this
mechanism.

What are the problems of comfort letters for
Japanese issuers and the Japanese market?

(1) Changes in practice for issues conducted
by Japanese issuers in overseas markets

It has been standard practice for auditors
to present underwriting companies and issuers
with comfort letters, for example when the
Euro medium-term note (MTN) program was
established as a mechanism enabling flexible
issuance of corporate bonds by Japanese
issuers, and they are presented when the
program is upgraded annually, when single
issues of foreign bonds (including Eurobonds)
are conducted, and when stock issues are
publicly offered. However, some surprising
changes have occurred with respect to this
practice recently.

Applying due diligence, underwriting
companies examine issuing companies, and as
part of that process, are presented with comfort
letters by the auditors who audit the issuers’
financial statements. Auditors are retained,
generally at the issuer’s expense, in order to
confirm the validity of the financial information
contained in security registration statements,
prospectuses for overseas offerings (including
but not limited to offerings made under the
MTN program) and the like, and to enable any
changes occurring since their publication to
be surveyed, and the comfort letters contain

opinions regarding specific items in addition
to negative assurance concerning the financial
reports in prospectuses, etc.

However, in the past several years,
compliance with these requirements among the
Japanese offices of international auditing firms
(representing the majority of auditing firms in
Japan) has become conservative and limited.
They no longer provide negative assurance
with regard to the majority of Japanese issuers,
and there is conspicuously less content in the
letters than was the case previously.

This presents a problem not merely for
issues in the Euromarket, nor merely for issues
under the MTN program, but may represent
a problem for all equity and debt issues.
Underwriting audits for equity issues will
become more severe, and this may become an
impediment to equity global offerings and other
offerings conducted by Japanese companies.

(2) Changes in practice for underwriting
audits when conducting domestic issues

Similar problems are occurring when
Japanese issuers attempt to conduct issues
in the domestic market. We are facing the
problem that Japanese issuers are becoming
unable to conduct offerings on the basis of
standard procedures and practices in either
the overseas or the domestic markets.

In the Euromarket and the US market,
however, the provision of negative assurance
as an outcome of the appropriate application
of due diligence has to date been taken for
granted. It is considered so important that a
comfort letter could not be called a comfort
letter without containing negative assurance.
This is less and less the case among Japanese
issuers.

When conducting issues in overseas
markets such as the Euromarket, overseas
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issuers even today take the provision of
negative assurance for granted; it is only
among Japanese issuers that this expectation
is weakening. This fact, which symbolizes the
idiosyncrasies of the mode of bond issuance
in Japan and the lack of concern of Japan's
market participants for investors, has been
roundly criticized overseas, by securities
industry groups among others.

Auditors, however, have a different
perspective on the issue, and it is necessary to
pay sufficient attention to this perspective.

Nevertheless, Japan's market participants
cannot avoid the realization that the nation’s
issuing market gives the impression to
outsiders of being an idiosyncratic market that
is not to be trusted.

The author believes that it will be
necessary for Japan's market participants to
consider the following points in organizing and
clarifying their arguments in future.

First, is the problem of comfort letters
one that will only affect overseas offerings such
as Euro MTN, or should discussion include the
problems of appropriate underwriting audit
rules and the stance with regard to investor
protection in the domestic market also?

The rules currently employed by
the Japanese Institute of Certified Public
Accountants (JICPA) apparently reflected
the initial arguments of White Paper II
published in 2005 by the American Institute
of Certified Public Accountants (AICPA). This
was, however, a rough draft that proposed
a significantly reduced involvement in due
diligence, declining, for example, involvement
in discussion of the quality of internal controls,
or financial status and trends in business
results.

By contrast with the Japanese response,
the response of market participants in the US

to the AICPA’s White Paper II was extremely
negative. The Bond Market Association and
the Securities Industry Association (which
have since merged to become the Securities
Industry and Financial Markets Association)
sent a joint letter to the SEC and other
organizations complaining that the anti-investor
direction of White Paper II and the fact that
the AICPA was attempting to withdraw from
involvement in due diligence represented an
impediment to investor protection. The SEC
decided that it must intervene, and as a result,
the two Associations and the AICPA agreed
1) to scrap the draft, 2) that the participation
of investors, issuers and regulatory authorities
would be desirable when the issues were
discussed in future, and 3) that implementation
of the AICPA’s recommendations in the initial
stages would be at the discretion of the
individual auditing firm concerned.

In the US, then, the withdrawal of
auditors from the practice of due diligence
was strongly objected to by the securities
industry, and the SEC moved to prevent this
recommendation from being implemented. In
Japan, the recommendation was accepted by
underwriting firms, and this has resulted in a
strange situation in Japan's market practice.
The point here is whether or not this is viewed
as a problem.

Another point which presently concerns
the JICPA, on which consensus must be reached
at the same time as the issues discussed above
are clarified, is whether issuers and securities
firms are prepared to cooperate in the process
of improvement of due diligence in Japan to a
level suitable for the provision of guarantees.
The practices adopted will presumably differ
from those employed overseas, for example in
the US or Euromarkets, and the workload and
expense of implementation will represent a
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problem. However, it is a problem that cannot
be avoided.

Issues in Relationship with Overseas
Markets

The decline in the quality of comfort
letters in Japan has begun to have a negative
effect on the procurement of funds overseas by
Japanese issuers. This is a problem that affects
the makeup of market participants in Japan
and the constitution of the nation’s issuing
markets, and must thus be resolved as quickly
as possible.

For more than a decade from the 1980s to
the 1990s, major participants in the Eurobond
market ? five leading auditors, underwriting
firms and lawyers ? held discussions and
negotiations towards the introduction of the
International Capital Market Association
(ICMA) formats for comfort letters and
arrangement letters. At present, these formats
are used in the formulation of letters following
negotiation and agreement between the parties
concerned.

However, despite the fact that auditors
previously provided negative assurance in the
absence of an arrangement letter, negative
assurance can no longer be provided without
an arrangement letter in Japan, and the
provision of negative assurance for foreign
bonds has been scrapped in the recent revision
of domestic procedure regarding comfort
letters. These facts have drawn criticism from
securities industry organizations and others
overseas.

Overseas auditors provide negative
assurance as a matter of course following
substantive application of due diligence. This
aspect of procedure is so important that it can
be indicated as constituting the significance
and the role of the comfort letter.

With regard to post facto changes, auditors
overseas are required to conduct a fairly wide-
ranging survey of post facto changes in B/S
account items and P/L account items. In many
cases in Japan, however, the survey is limited
to amount of sales, current net earnings, and
net assets. There are even cases in which
not only is negative assurance not provided,
but even these items are not covered. This
has caused a further decline in the already
declining quality of comfort letters in Japan
(and has further tarnished the image of the
level of investor protection in the Japanese
market, as symbolized by the letters).

Another point that is drawing criticism
from overseas is the cap that has been placed
on auditors liability for recompense. (The
purpose of this is believed to be to apply a limit
to payouts in the case of domestic offerings
when comprehensive procedures have been
conducted, if the loss is not excessive and no
intention is involved).

In the Euromarket, no cap has yet been
applied, and the general consensus is that
disagreements will be decided in the courts.
Complaints have been heard that when
Japanese companies conduct issues in the
Euromarket, auditors, taking the procedures
employed in Japan into consideration, are using
the ICMA formats, but only those sections that
are advantageous to them, and are discarding
or changing sections that are disadvantageous
for them. This may have an effect on bond
issues by overseas joint ventures and the
like, and can be seen to be another factor in
increasing criticism from overseas.

In addition, the fact that recommendations
regarding negative assurance are being
applied in practice to issues conducted outside
the country, despite it having been announced
that this would not be the case, is another
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factor producing criticism.

The odd situation obtaining among Japan's
issuers, in which rules that should be limited
to Japan are applied when Japanese companies
seek to procure funds in overseas markets, is
one that could occasion extra costs for the
main market participants ? not only Japanese
issuers and underwriters, but underwriters,
lawyers and others in the country in which
the issue is being conducted.

This has highlighted the particularism and
localism of Japan, which has diverged from the
shared rules and practices that are standard in
capital markets throughout the world, and has
promoted an image of the country as providing
a low level of investor protection, resulting in
criticism of the low standards of quality of the
country’s market procedures, in particular its
due diligence process.

As a result of these changes, all of Japan’s
market participants have become the subject of
criticism from overseas. In addition, confidence
may be lost in the disclosures made by
Japanese issuers in overseas markets, and this
may represent an impediment to their smooth
procurement of funding in those markets.

In the US, there have been fierce
arguments in the past several years between
auditing industry organizations and securities
industry regarding  the
treatment of comfort letters. In fall 2005, the
AICPA published a draft paper (White Paper

II) which significantly restricted involvement

organizations

in the due diligence process when bonds were
issued, for example by declining to be involved
in discussions regarding the quality of internal
controls or financial status and trend of
business results.

By contrast with the Japanese response,
the response of market participants in the US
to the AICPA’s White Paper II was extremely

negative. The Bond Market Association and
the Securities Industry Association (which
have since merged to become the Securities
Industry and Financial Markets Association)
sent a joint letter to the SEC and other
organizations complaining that the anti-investor
direction of White Paper II and the fact that
the AICPA was attempting to withdraw from
involvement in due diligence represented an
impediment to investor protection. The SEC
decided that it must intervene, and as a result,
the two Associations and the AICPA agreed
1) to scrap the draft, 2) that the participation
of investors, issuers and regulatory authorities
would be desirable when the issues were
discussed in future, and 3) that implementation
of the AICPA’s recommendations in the initial
stages would be at the discretion of the
individual auditing firm concerned.

In the US, then, the withdrawal of
auditors from the practice of due diligence
was strongly objected to by the securities
industry, and the SEC moved to prevent this
recommendation from being implemented. In
Japan, the recommendation was accepted by
underwriting firms, and this has resulted in a
strange situation.

The points made by the securities
industry at the time were as follows.

Policy Points

As is clear from the above, the argument
in the US resulted in the AICPA going back
to square one, but since then, the AICPA has
maintained a stance that excessive risk should
be avoided in business operations other than
auditing, for example indicating in February
2007 that comfort letters should not be issued
in the due diligence process applying to real
estate loans.
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(Reference)  The  Japanese-language
report published on March 2, 2005 by Credit
Suisse First Boston indicated that because
comfort letters either could not be obtained
from auditors in the US or their content was
deficient, the burden of conducting surveys had
become heavier on underwriting companies,
and this was delaying issues, resulting in a
low level of issues despite a favorable market
environment.

The rules currently employed by the
JICPA were apparently formulated reflecting
the arguments of the AICPA’s White Paper 11
in their entirety.

The difference between the US and Japan,
then, was that the withdrawal of auditors
from the due diligence process was resisted
by the securities industry in the US, while in
Japan it was accepted by underwriting firms
without adequate discussion with other market
participants.

In the US, the SEC participated as an
informal mediator in discussions between the
securities industry and the AICPA, and it is
said that the organization acted to prevent
auditors from withdrawing from involvement
in the process of due diligence.

Similar discussions have ensued between
the securities and accounting industries in
Europe. In the UK, the FSA intervened to
prevent auditors from withdrawing from the
process of due diligence, and similar scenarios
have been repeated in Singapore and other
nations.

As a result, it is only Japan and Taiwan
that deviate from world standards in terms of
the involvement of auditors in due diligence.

In the background of this involvement
of administrative authorities or organizations
with the right to establish public rules in
discussions between private sector entities, we

can see the judgment of regulatory authorities
with regard to the problem of comfort letters
that, given the fact that the provision of
comfort letters was not a binding duty on
accountants, it would be difficult when issuers,
underwriters and auditors came together
to discuss the issues to reach a consensus
between the perspectives of issuers and
underwriters, as entities requesting comfort
letters, and auditors, as entities commissioned
to formulate comfort letters. It would therefore
be appropriate to allow mediation by public
organizations in order to protect investors
and ensure that basic capital market functions
were maintained.

In Japan also, more direct involvement
by the administrative authorities in some form
with regard to this problem would be desirable
in order to ensure that the functioning of
Japan's capital markets at least comes up to
world standards.

In addition, while wide-ranging and in-
depth audits have been conducted in the US
since it was agreed that the issuer would
assume the burden of the cost of the audit
as a condition of issuance of comfort letters,
in Japan, where there are an overwhelming
number of examples of insufficient audits, the
awareness that the procedures employed by
auditors have never been adequate to the
provision of guarantees can be seen to be in
the background of the judgment of the JICPA.
There needs to be a deeper and a shared
awareness of this point among issuers and
other market participants.

(May 31, 2008)
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