
      
  

 

 
 

SUMMARY OF FINDINGS AND  
OF RECOMMENDED REMEDIAL MEASURES  

OF THE INDEPENDENT REVIEW 
 

SUBMITTED TO THE AUDIT COMMITTEE 
OF THE BOARDS OF DIRECTORS 

OF NORTEL NETWORKS CORPORATION 
AND NORTEL NETWORKS LIMITED 

 
 
 
 
 
 
 
 
 
     Wilmer Cutler Pickering Hale and Dorr LLP 
     2445 M Street, N.W. 

Washington, D.C. 20037 
 

Huron Consulting Services LLC 
99 High Street 
Boston, Massachusetts 02110 



      
2  

 

In late October 2003, Nortel Networks Corporation (“Nortel” or the “Company”) announced that it 
intended to restate approximately $900M of liabilities carried on its previously reported balance sheet as 
of June 30, 2003, following a comprehensive internal review of these liabilities (“First Restatement”).  
The Company stated that the principal effects of the restatement would be a reduction in previously 
reported net losses for 2000, 2001, and 2002 and an increase in shareholders’ equity and net assets 
previously reported on its balance sheet.  Concurrent with this announcement, the Audit Committees of 
the Boards of Directors of Nortel Networks Corporation and Nortel Networks Limited (collectively, the 
“Audit Committee” and the “Board of Directors” or “Board,” respectively) initiated an independent 
review of the facts and circumstances leading to the First Restatement.  The Audit Committee wanted to 
gain a full understanding of the events that caused significant excess liabilities to be maintained on the 
balance sheet that needed to be restated, and to recommend that the Board of Directors adopt, and direct 
management to implement, necessary remedial measures to address personnel, controls, compliance, and 
discipline.  The Audit Committee engaged Wilmer Cutler Pickering Hale and Dorr LLP (“WCPHD”) to 
advise it in connection with its independent review.  Because of the significant accounting issues involved 
in the inquiry, WCPHD retained Huron Consulting Services LLC (“Huron”) to provide expert accounting 
assistance.  Huron has been involved in all phases of WCPHD’s work.  

 Scope of the Independent Review 

The independent review focused initially on events relating to the establishment and release of contractual 
liability and other related provisions (also called accruals, reserves, or accrued liabilities) in the second 
half of 2002 and the first half of 2003, including the involvement of senior corporate leadership.  (The 
review did not include provisioning activity in the first half of 2002 because it was not expected that any 
such activity could have had a material impact on the results of those quarters in light of the significant 
losses in those periods.)  As the review evolved, its focus broadened to include specific provisioning 
activities in each of the business units and geographic regions.  In light of concerns raised in the initial 
phase, the Audit Committee expanded the review to include provisioning activities in the third and fourth 
quarters of 2003. 

The Audit Committee expressly directed that requested documents be promptly provided and that 
employees cooperate with requests for interviews; the Audit Committee instructed senior management to 
implement these directions throughout the Company.  Over the course of the inquiry, more than 50 
current and former Nortel employees were interviewed, some more than once.  While the independent 
inquiry did not examine the work of Nortel’s external auditor, Deloitte & Touche LLP, several current 
and former audit engagement partners were interviewed.  Hundreds of thousands of hard copy and 
electronic documents and emails were collected and reviewed from corporate headquarters in Brampton, 
from company servers, and from key employees in the business units and in the regions. 

It was beyond the scope of the independent inquiry to audit or otherwise review the substantive accuracy 
of Nortel’s restated financial statements.  As the inquiry progressed, the Audit Committee directed new 
corporate management to examine in depth the concerns identified by WCPHD regarding provisioning 
activity and to review provision releases in each of the four quarters of 2003, down to a low threshold.  
That examination, and other errors identified by management, led to a second restatement of financial 
results, filed today (the “Second Restatement”).  WCPHD and Huron played no role in management’s 
restatement efforts.  It was also beyond the scope of the independent inquiry to review other aspects of 
Nortel’s accounting practices.  The Second Restatement addresses a number of these practices.   

WCPHD and Huron reported regularly to the Audit Committee on the progress of the investigation.  
Most, or all, of the independent and non-management Board members attended these Audit Committee 
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briefings.  The Chairs of the Audit Committee and of the Board of Directors were briefed between Audit 
Committee meetings to provide them with a “real time” understanding of the progress of the 
investigation.  At the direction of the Audit Committee, WCPHD and Huron met regularly with new 
management and the Company’s external auditors to provide facts developed through the inquiry, so both 
would have this information as they proceeded through the Second Restatement.  WCPHD and Huron 
also briefed Canadian and U.S. regulators on a regular basis.  The Audit Committee has reviewed in detail 
the findings of the independent review and the recommended remedial measures, and it has adopted those 
findings and proposed remedial measures in their entirety.  This synopsis summarizes those findings and 
proposed remedial measures.  

 Summary of Findings of the Independent Review  

The investigation necessarily focused on the financial picture of the Company at the time that decisions 
were made and actions were taken regarding provisioning activity.  Because of significant changes to 
financial results reflected in the Second Restatement, the restated financial results differ from the 
historical results that formed the backdrop for this inquiry.  

In summary, former corporate management (now terminated for cause) and former finance management 
(now terminated for cause) in the Company’s finance organization endorsed, and employees carried out, 
accounting practices relating to the recording and release of provisions that were not in compliance with 
U.S. generally accepted accounting principles (“U.S. GAAP”) in at least four quarters, including the third 
and fourth quarters of 2002 and the first and second quarters of 2003.  In three of those four quarters -- 
when Nortel was at, or close to, break even --  these practices were undertaken to meet internally imposed 
pro-forma earnings before taxes (“EBT”) targets.  While the dollar value of most of the individual 
provisions was relatively small, the aggregate value of the provisions made the difference between a 
profit and a reported loss, on a pro forma basis, in the fourth quarter of 2002 and the difference between a 
loss and a reported profit, on a pro forma basis, in the first and second quarters of 2003.  This conduct 
caused Nortel to report a loss in the fourth quarter of 2002 and to pay no employee bonuses, and to 
achieve and maintain profitability in the first and second quarters of 2003, which, in turn, caused it to pay 
bonuses to all Nortel employees and significant bonuses to senior management under bonus plans tied to 
a pro forma profitability metric.   

The failure to follow U.S. GAAP with respect to provisioning can be understood in light of the 
management, organizational structure, and internal controls that characterized Nortel’s finance 
organization.  These characteristics, discussed below, include:  

• Management “tone at the top” that conveyed the strong leadership message that earnings targets 
could be met through application of accounting practices that finance managers knew or ought to 
have known were not in compliance with U.S. GAAP and that questioning these practices was 
not acceptable; 

• Lack of technical accounting expertise which fostered accounting practices not in compliance 
with U.S. GAAP;  

• Weak or ineffective internal controls which, in turn, provided little or no check on inaccurate 
financial reporting; 

• Operation of a complicated “matrix” structure which contributed to a lack of clear responsibility 
and accountability by business units and by regions; and 

• Lack of integration between the business units and corporate management that led to a lack of 
transparency regarding provisioning activity to achieve internal EBT targets. 
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Nortel posted significant losses in 2001 and 2002 and downsized its work force by nearly two-thirds.  The 
remaining employees were asked to undertake significant additional responsibilities with no increase in 
pay and no bonuses. The Company’s former senior corporate management asserted, at the start of the 
inquiry, that the Company’s downturn, and concomitant downsizing of operations and workforce, led to a 
loss of documentation and a decline in financial discipline.  Those factors, in their view, were primarily 
responsible for the significant excess provisions on the balance sheet as of June 30, 2003, which resulted 
in the First Restatement.  While that downturn surely played a part in the circumstances leading to the 
First Restatement, the root causes ran far deeper.   

When Frank Dunn became CFO in 1999, and then CEO in 2001, he drove senior management in his 
finance organization to achieve EBT targets that he set with his senior management team.  The 
provisioning practices adopted by Dunn and other finance employees to achieve internal EBT targets 
were not in compliance with U.S. GAAP, particularly Statement of Financial Accounting Standards 
Number 5 (“SFAS 5”).  SFAS 5, which governs accounting for contingencies, requires, among other 
things, a probability analysis for each risk before a provision can be recorded.  It also requires that a 
triggering event -- such as resolution of the exposure or a change in estimate -- occur in the quarter to 
warrant the release of a provision.  Dunn and other finance employees recognized that provisioning 
activity -- how much to reserve for a particular exposure and when that reserve should be released -- 
inherently involved application of significant judgment under U.S. GAAP.  Dunn and others stretched the 
judgment inherent in the provisioning process to create a flexible tool to achieve EBT targets.  They 
viewed provisioning as “a gray area.”  They became comfortable with the concept that the value of a 
provision could be reasonably set at virtually any number within a wide range and that a provision release 
could be justified in a number of quarters after the quarter in which the exposure, which formed the basis 
for the provision, was resolved.  Dunn and others exercised their judgment strategically to achieve EBT 
targets.     

Third quarter, 2002.  At the direction of then-CFO Doug Beatty, a company-wide analysis of accrued 
liabilities on the balance sheet was launched in early August 2002.  The CFO and the Controller, Michael 
Gollogly, learned that this analysis showed approximately $303M in provisions that were no longer 
required and were available for release.  The CFO and the Controller, each a corporate officer, knew, or 
ought to have known, that excess provisions, if retained on the balance sheet, would cause the Company’s 
financial statements to be inaccurate and that U.S. GAAP would have required either that such provisions 
be released in that period and properly disclosed, or that prior period financial statements be restated.  
Instead, they permitted finance employees in the business units and in the regions to release excess 
accruals into income over the following several quarters.  They acted in contravention of U.S. GAAP by 
failing to correct the Company’s financial statements to account for the significant excess accrued 
liabilities.  Neither the CFO nor the Controller advised the Audit Committee and/or the Board of 
Directors that significant excess provisions on the balance sheet had been identified and that the 
Company’s financial statements might be inaccurate, nor did either suggest such information should be 
disclosed in the Company’s financial statements.   

As a result of this company-wide review, senior finance employees recognized that their respective 
business unit or region had excess provisions on Nortel’s balance sheet, and directed other finance 
employees to track these excess provisions.  Nortel finance employees had their own distinct term for a 
provision on the balance sheet that was no longer needed -- it was “hard.”   Each business unit developed, 
in varying levels of detail and over varying periods of time, internal “hardness” schedules that identified 
provisions that were no longer required and were available for release.  Finance employees treated 
provisions identified on these schedules as a pool from which releases could be made to “close the gap” 
between actual EBT and EBT targets in subsequent quarters.   
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Fourth quarter, 2002.  By mid-2002, employees throughout the Company were being recruited by other 
companies and morale was low.  Corporate management sought to retain these employees but recognized 
that other public companies had come under criticism for awarding “stay” bonuses in the face of 
enormous losses.  At management’s recommendation, the Board determined to reward employees with 
bonuses under bonus plans tied to profitability.  One plan, the Return to Profitability (“RTP”) bonus, 
contemplated a one-time bonus payment to every employee, save 43 top executives, in the first quarter in 
which the Company achieved pro forma profitability.  The 43 executives were eligible to receive 20% of 
their share of the RTP bonus in the first quarter in which the Company attained profitability, 40% after 
the second consecutive quarter of cumulative profitability, and the remaining 40% upon four quarters of 
cumulative profitability.  In order for the RTP bonuses to be paid, pro forma profits had to exceed, by at 
least one dollar, the total cost of the bonus for that quarter.  Another plan, the Restricted Stock Unit 
(“RSU”) plan, made a significant number of share units available for award by the Board to the same 43 
executives in four installments tied to profitability milestones.  Once a milestone was met, the Board had 
discretion whether to make the award.   

Through the first three quarters of 2002, Nortel experienced significant losses, and management reported 
to the Board that it expected losses would continue in the fourth quarter.   After the initial results for the 
business units and regions were consolidated, they showed that Nortel unexpectedly would achieve pro 
forma profitability in the fourth quarter.  Frank Dunn, who had been promoted to CEO in 2001, 
understood that profitability had been attained from an operational standpoint but determined that it was 
unwise to report profitability and pay bonuses in the fourth quarter because performance for the rest of the 
year had been poor.  He determined that provisions should be taken to cause a loss for the quarter.  Over a 
two day period late in the closing process, the CFO and the Controller worked with employees in the 
finance organizations in the business units, the regions, and in global operations, to identify and record 
additional provisions totaling more than $175 million.  All of these provisions were recorded “top-side” -- 
that is, by employees in the office of the Controller based on information provided by the business units, 
regions and global operations -- because of the late date in the closing process on which they were made.  
Nortel’s results for the fourth quarter of 2002 turned from an unexpected profit into the loss previously 
forecasted by management to the Board of Directors.  Neither the CEO, the CFO, nor the Controller 
advised the Audit Committee and/or the Board of Directors of this concerted provisioning activity to 
improperly turn a profit into a loss.  Nortel has since determined that many of these provisions were not 
recorded in compliance with U.S. GAAP, and has reversed those provisions in the Second Restatement.  
The loss then reported by Nortel in the fourth quarter meant that no employee bonuses were paid for that 
quarter. 

First quarter, 2003.  While Nortel had announced publicly that it expected to achieve pro forma 
profitability in the second quarter of 2003, Dunn told a number of employees that he intended to achieve 
profitability one quarter earlier, and he established internal EBT targets for each business unit and for 
corporate to reach that goal.  At Dunn’s direction, “roadmaps” were developed to show how the targets 
could be achieved.  These roadmaps made clear that the internal EBT targets for the quarter could only be 
met through release from the balance sheet of excess provisions that lacked an accounting trigger in the 
quarter.  At the request of finance management in each business unit, finance employees identified excess, 
or “hard,” provisions from the balance sheet, and, together, they determined which provisions to release 
to close the gap and meet the internal EBT targets.  That release activity was supplemented by releases, 
directed by the CFO and by the Controller, of excess corporate provisions that had been identified in the 
third quarter of 2002 as available for release.  Releases of provisions by corporate and by each business 
unit and region, including excess provisions, totaling $361M, enabled Nortel to show a consolidated pro 
forma profit in the first quarter, notwithstanding that its operations were running at a loss.  The Finance 
Vice Presidents of the business units and two of the three regions, the Asia Controller, the CFO, the 
Controller, and the CEO knew, or ought to have known, that U.S. GAAP did not permit the release, 
without proper justification, of excess provisions into the income statement.  Nortel has since determined 
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that many of these releases in this quarter were not in accordance with U.S. GAAP, and has reversed 
those releases in the First and Second Restatements and restated the releases into proper quarters.   

When presenting the preliminary results for the quarter to the Audit Committee, the Controller 
inaccurately represented that the vast majority of these releases were “business as usual” and in 
compliance with U.S. GAAP, and that the remaining releases were one time, non-recurring events and in 
compliance with U.S. GAAP.  Further, the CFO and the Controller failed to advise the Audit Committee 
and/or the Board of Directors that release of excess corporate provisions was required to achieve 
profitability and make up for the shortfall in operational results; that such releases were needed to cover 
the cost of the bonus compensation; that no event in the quarter triggered the releases (as required by U.S. 
GAAP); that the releases implicated Staff Accounting Bulletin 99 (relating to materiality) because they 
turned a loss for the quarter into a profit; and that they retained a significant amount of excess provisions 
on the balance sheet to be used, when needed, in a subsequent quarter.  In separate executive sessions 
held by the Audit Committee with the CFO and the Controller, neither the CFO nor the Controller raised 
quality of earnings issues nor questioned the payment of the RTP bonus.  Based on management’s 
representations, the Audit Committee approved the quarterly results, and the Board approved the award of 
the RTP bonus. 

Second quarter, 2003.  Seeking to continue to show profitability in the second quarter and meet the first 
RSU milestone and the second tranche of the RTP bonus, senior corporate management developed 
internal EBT targets to achieve pro forma profitability.  As was the case in the first quarter, it became 
clear during the quarter that operational results would be a loss.  At the request of finance management in 
each business unit, finance employees again identified “hard” provisions from the balance sheet, and, 
together, they determined which provisions to release to close the gap and achieve the internal EBT 
targets.  Nortel has since determined that many of these releases were not in accordance with U.S. GAAP, 
and has reversed those releases in the First and Second Restatements and restated the releases into proper 
quarters.  In both the first and second quarters of 2003, the dollar value of many individual releases was 
relatively small, but the aggregate value of the releases made the difference between a pro forma loss and 
profit in each quarter. 

The CEO, the CFO and the Controller failed to advise the Audit Committee or the Board of Directors that 
operations of the business units were running at a loss during the second quarter and that the validity of 
many of the numerous provision releases, totaling more than $370 million, could be questionable.  Based 
on management’s representations, the Audit Committee approved the quarterly results, and the Board 
approved payment of the second tranche of the RTP bonus and awarded restricted stock under the RSU 
plan. 

Third and fourth quarters, 2003.  In light of concerns raised by the inappropriate accounting judgments 
outlined above, the Audit Committee expanded its investigation to determine whether excess provisions 
were released to meet internal EBT targets in each of these two quarters.  No evidence emerged to suggest 
an intent to release provisions strategically in those quarters to meet EBT targets.  Given the significant 
volume of provision releases in these two quarters, the Audit Committee directed management to review 
provision releases, down to a low threshold, using the same methods used to evaluate the releases made in 
the first half of the year.  This review has resulted in additional adjustments for these quarters, which are 
reflected in the Second Restatement. 

Governing Principles for Remedial Measures 

The Audit Committee asked WCPHD to recommend governing principles, based on its independent 
inquiry, to prevent recurrence of the inappropriate accounting conduct, to rebuild a finance environment 
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based on transparency and integrity, and to ensure sound financial reporting and comprehensive 
disclosure.  The recommendations developed by WCPHD and provided to the Audit Committee were 
directed at:   

• Establishing standards of conduct to be enforced through appropriate discipline;  
• Infusing strong technical skills and experience into the finance organization; 
• Requiring comprehensive, on-going training on increasingly complex accounting standards;  
• Strengthening and improving internal controls and processes;  
• Establishing a compliance program throughout the Company which is appropriately staffed and 

funded;  
• Requiring management to provide clear and concise information, in a timely manner, to the Board 

to facilitate its decision-making; and 
• Implementing an information technology platform that improves the reliability of financial 

reporting and reduces the opportunities for manipulation of results. 

These recommendations were grouped into three categories – people, processes and technology – and are 
discussed below:   

• People 

An effective “tone at the top” requires effective policies and procedures, but these alone are not sufficient.  
Those who manage and lead the Company, and are its officers, must exercise the highest fiduciary duties 
to the Company and shareholders and must be accountable, both to corporate management and the Board, 
for accurately reporting financial results. 

Based on periodic reports by WCPHD on the progress of the independent inquiry, the Audit Committee 
recommended, and the Board of Directors approved, termination for cause of the CEO, the CFO, the 
Controller, and seven additional senior finance employees.  The Board of Directors determined that each 
of these individuals had significant responsibilities for Nortel’s financial reporting as a whole, or for their 
respective business units and geographic regions, and that each was aware, or ought to have been aware, 
that Nortel’s provisioning activity, described above, did not comply with U.S. GAAP.  Nortel has 
formally demanded the return of all bonus compensation paid to each of these individuals in 2003.  Once 
the Board receives responses to this demand, it should determine the appropriate course of action to 
pursue with each of these ten former employees.  

Senior corporate officers, including the four Presidents of the business units during the period covered by 
this inquiry, the four Presidents of the regions, and the President of Global Operations, now recognize that 
inappropriate activity involving provisioning occurred “on their watch.”  While they lacked an 
understanding that certain provisioning activities in their respective business units were not in compliance 
with U.S. GAAP, they now recognize that such conduct was instrumental in achieving the reported results 
in the fourth quarter of 2002 and the first and second quarters of 2003.  To demonstrate personal 
commitment to the governing principles stated above and to lead the Company forward, each of these 
officers has volunteered to return to the Company the entire RTP bonus that he or she was awarded, net of 
taxes already paid, and to disclaim any opportunity to receive the third and fourth installments of the RSU 
bonus, which the Board has accepted.  In light of the Board’s expectation that senior employees of the 
Company will lead by example, the Board should decline to award the third and fourth tranches of the 
RSU plan to the remaining eligible employees, irrespective of whether the profitability metrics for such 
bonuses are met as a result of the Second Restatement.   
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The Board of Directors must make clear that it has not tolerated, and will not in the future tolerate, 
accounting conduct that involves the misapplication of U.S. GAAP.  It must further communicate its 
expectation that every Nortel employee will adhere to the highest ethical standards; will have training and 
experience commensurate with his or her job responsibilities; and will be held accountable for his or her 
actions and decisions.  The Board of Directors and management should continue to address the issues 
associated with the inappropriate use of provisions.   

Recent experience has shown that the Nortel finance organization lacks sufficient technical accounting 
expertise.  Many finance employees are “career” Nortel employees and learned accounting at Nortel.  
Whatever basic accounting knowledge is resident within Nortel is largely knowledge of Canadian GAAP, 
not U.S. GAAP.   Nortel reported in accordance with Canadian GAAP until 2000, when it switched to 
reporting in accordance with U.S. GAAP.  High quality finance employees are critical to the soundness of 
the Company’s financial reporting systems and controls so that the results of operations are reported 
accurately and in a timely manner.  The Board of Directors should direct management to recruit, from 
outside Nortel, individuals with strong accounting and financial reporting skills and a proven record of 
integrity and ethical behavior to fill key finance positions.  The Board should also direct management to 
review the training and experience of Nortel mid-level finance employees and to supplement this 
expertise, where appropriate, by hiring individuals from outside Nortel with strong accounting training 
and background.   

Nortel has long had an internal “technical accounting group” to which finance employees were supposed 
to turn for resolution of difficult accounting questions and for technical accounting interpretations.  While 
this practice is a sound one, the practical application has fallen short.  Finance employees did not 
regularly turn to this group for resolution of an issue, and it was far from clear that this group had the “last 
word” on such issues.  That technical accounting group should be led by a very senior finance executive 
with in-depth knowledge of, and experience in applying, U.S. GAAP.  Management should be directed to 
conduct a benchmarking study to evaluate whether the technical accounting group is properly organized; 
its personnel component is consistent with other similar companies; its staff has appropriate and current 
expertise; and its authority to resolve accounting issues and technical interpretations is clearly defined 
within the organization.  

Notwithstanding the enormous time and resources that the Company has devoted to restatement activities 
for the past year, many employees appear to lack a clear understanding of the accounting issues that gave 
rise to the restatements.  That is perhaps not surprising in light of the lack of basic U.S. GAAP training 
and expertise in the finance organization.  Management has taken significant steps to remedy this deficit 
by requiring mandatory training, developed by external consultants, and taught by knowledgeable finance 
employees.  These remedial training programs are an important first step, but much more must be done to 
ensure that the finance organization is fluent in governing accounting standards and principles.  
Widespread training, by outside experts, at all levels of the finance organization, must continue so that all 
finance employees receive comprehensive training in U.S. GAAP and in the consequences of failing to 
follow U.S. GAAP.  Going forward, management should develop in depth, on-going continuing education 
programs that explain continuously evolving complex accounting standards.   Management should assess 
the staffing of its training organization, and the adequacy of its trainers.  Every Nortel employee, 
including each finance employee, must now acknowledge annually, in writing, that he or she has read 
Nortel’s code of conduct and will adhere to that code.  The certification for each finance employee should 
be expanded to include an acknowledgement that each such employee is familiar with all applicable U.S. 
GAAP requirements.  In addition, the Board should consider whether each finance employee should be 
required to complete a certain number of hours of continuing professional education each year.   
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• Processes 

A basic component of sound corporate oversight is the control structure.  Internal controls -- the 
Company’s accounting policies, organizational structure, systems, processes, employees, leadership, and 
culture -- working together, foster accurate financial reporting and sound disclosure in a timely manner.  
While management has recognized weaknesses in existing processes and controls, and has taken steps to 
remedy these deficiencies, more needs to be done. 

Nortel is a multi-national organization that has changed organizational structure over the past several 
years.  One legacy of this changing structure is a matrix organization in which there is no clear 
assignment of responsibility for assessing the adequacy and usage of contractual liability provisions; even 
where responsibility is clear, it is unlikely that sufficient monitoring is in place to make sure that 
provisioning activity is in accord with U.S. GAAP.  The need for the matrix organization must be re-
examined in light of the risks that it poses to financial discipline and accountability and, if a matrix 
structure continues to be used, clear accountability must be established.   

Historically, finance employees responsible for meeting EBT targets had authority to record and release 
provisions.  That practice must end immediately.  The control organization must have sole authority to 
make these decisions and record these entries.  The Board of Directors must insist that the re-engineering 
of the control organization be a management priority.  In addition, the Controller and the control 
organization, working with the General Counsel, must develop standards of transparency in financial 
reporting that meet both the letter and the spirit of legal requirements.  

Nortel’s written accounting policies must be reviewed and, where necessary, rewritten to ensure strict 
adherence to U.S. GAAP and provide numerous “real life” examples of practical applications.  
Procedures must be adopted to identify evolving interpretations of accounting standards and best practices 
under U.S. GAAP and to develop and conform Nortel’s policies in a timely manner.  Employees charged 
with responsibility for Nortel’s accounting policies must have substantial knowledge of the strengths and 
weaknesses of the financial organization and knowledge of best practices in similarly situated companies 
and ensure that accounting practices follow Nortel’s policies.  These policies must be communicated to 
finance and control employees, and management must stress the importance of adherence to the policies 
and impose sanctions if they are not followed.   

The internal audit function must be strengthened and must provide an independent check on the integrity 
of financial reporting.  Historically, Nortel’s internal auditor focused solely on “operational” reviews and 
had no role in determining whether Nortel’s accounting policies were in compliance with U.S. GAAP or 
in evaluating whether these policies were properly applied.  The Audit Committee has already established 
new priorities for the internal auditor relating to the evaluation of risk exposures for financial reporting.  
Internal audit should continue its practice of proposing an annual work plan, and should ensure that the 
work plan focuses on the new priorities set by the Audit Committee.  The Company is currently 
conducting a search to fill the vacant position of internal auditor.  The internal audit function requires a 
leader with substantial experience in applying U.S. GAAP in a similarly-situated company and great 
familiarity in applying professional standards issued by the Institute of Internal Auditors.  The internal 
auditor should report to the CEO to remove any potential threat to independence.  The internal auditor 
should continue to have direct and regular access to the Board and the Audit Committee.  Staffing of 
internal audit must be consistent with its mandate.   

These governing principles are an effort to forge a framework for rebuilding the Nortel finance 
environment.  Equally important, the Board, the CEO, and the CFO must continue to promote high ethical 
standards throughout the Company.  Words announcing adherence to the highest standard of integrity are 
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relatively easy to express, but it is actions, not words, that count.   The Board has established the position 
of a Chief Ethics and Compliance Officer.  The Board has also adopted a code of ethical conduct and 
business practices which outlines principles to guide ethical decision-making and provides practical 
answers to ethics questions regularly asked in the workplace.  The Board should direct management to 
enhance significantly the existing compliance program.  Together, the code and a strengthened 
compliance program set the tone and the standards of behavior that the Company expects from its 
employees.  Employees must be convinced of the Company’s commitment to an ethical climate, and of 
the central role that they play in ensuring that the Company’s code is followed.  They must view 
compliance with the Company’s code of conduct, standards, and control systems as a central priority, and 
understand they will be rewarded for ethical behavior, even if it uncovers some problem that others might 
prefer to remain undisclosed.   On a regular basis, the Board should review the activities of the 
compliance office, the strength of the compliance program, and the risks it has addressed.   

The Board must receive from management, in sufficient time prior to meetings, all materials necessary for 
it to monitor and act on business risks affecting Nortel and information relating to decisions the Board is 
being asked to make.  The Audit Committee needs clear and concise information relating to Nortel’s 
financial reporting.  The Board should implement a process whereby management would provide a 
quarterly assessment of the overall quality and transparency of Nortel’s financial reporting and 
suggestions for improvements in form and content, which the external auditors would review and 
comment.  The Board’s practice of receiving all information respecting Nortel’s financial performance on 
a consolidated basis, and of each of its business units, only from the CFO should change.  The heads of 
each business unit should be expected to take full responsibility for the financial results of their respective 
businesses and to provide quarterly presentations to the Board with the senior finance employee in that 
business unit.  Periodically, the Audit Committee should have separate, executive sessions with the chief 
operations and finance employees for each business unit to discuss issues specific to their businesses.  

• Technology 

Management has announced that it intends to acquire and install a SAP information technology platform 
to facilitate production of accurate financial results in a timely and cost effective manner.  The objectives 
of any technology platform implemented by Nortel should include identification of existing control 
procedures that are redundant or inefficient; prevention/detection and correction of errors on a timely 
basis; prevention or detection of fraud; simplification of systems and increased productivity; reduction of 
opportunities for manual intervention; ability to trace transactions from start to finish; improved operation 
of controls; and substantive analysis of results, including both operating and financial metrics.  In sum, 
those responsible for implementing SAP should have a strong focus on re-engineering existing processes 
so that the control elements intrinsic to the SAP system are effective. 

* * * * * * 

After thorough consideration, the Audit Committee has recommended, and the Board of Directors has 
approved, adoption of each of these recommendations.  The Board of Directors has directed management 
to develop a detailed plan and timetable for the implementation of these recommendations and intends to 
monitor the implementation of these principles by management.  

* * * * * *   

 


