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	Rules
	When Applicable
	Applicability to Foreign Private and Canadian Issuers

	Sec. 302 Civil Certifications by CEO and CFO. 
	Now. 
	Yes. Must include as an exhibit to Forms 20-F and 40-F, but not Form 6-K. Partially revised certification required for reports due on or after August 14, 2003. Fully revised certification (including certification re: designing internal controls) required for reports due on or after April 15, 2005. 

	Sec. 906 Criminal Certification by CEO and CFO. 
	Now. 
	Yes. Must include as an exhibit to Forms 20-F and 40-F, but not Form 6-K. 

	Accelerated filing (two business days) for Form 4 by corporate insiders. Mandated electronic filing and Web site posting for Forms 3, 4, and 5. 
	Now. 
	No. 

	Ban on personal loans or other extensions of credit to directors and executive 
	Now. 
	Yes. 

	Material correcting adjustments identified by auditing firm must be reflected in financial reports. 
	Now. 
	Yes. 

	Forfeiture by CEO or CFO of bonus and equity compensation if financials restated as a result of 
	Now. 
	Yes. 

	No retaliation against employees for whistleblowing. 
	Now. 
	Yes. 

	Audit committee financial expert. Disclose in annual reports whether or not the audit committee includes at least one member who is a financial expert. 
	Now. 
	Yes. Disclosures in Forms 20-F and 40-F. 

	Code of ethics for CEOs and CFOs. Disclose in annual reports whether the company has adopted a code of ethics for the CEO and CFO. 
	Now. 
	Yes. Include disclosure in Forms 20-F and 40-F. Non-U.S. issuers: Disclose waivers during past year in Form 6-K or on Web site, encouraged but not required. U.S. issuers: Disclose within five business days of waiver. 

	Non-GAAP financial measures. Enhanced disclosure for press releases (Reg. G) and SEC filings. 
	Now. 
	Yes, but this additional disclosure does not apply to Canadian issuers using Form 40-F. Reg. G does not apply to a foreign private issuer if (1) its shares are listed outside the U.S., (2) the non-GAAP measure is not based on a measure calculated under U.S. GAAP, and (3) the non-GAAP measure is disclosed outside the U.S. (even if a contemporaneous or later public or Web site disclosure is made in, but not targeted to, investors in the U.S. or the information is later included in a Form 6-K). 

	Earnings releases to be furnished on Form 8-K within five business days. 
	Now. 
	No. 

	MD&A disclosure of offbalance sheet arrangements and aggregate debt 
	Off-balance sheet disclosure in SEC filings with financials for fiscal years ending on or after June 15, 2003.

Aggregate contractual obligations table in SEC filings with financials for fiscal years ending on or after December 15, 2003.
	Yes. Disclose in Forms 20-F and 40-F. 

	Ban on trading by directors and officers during pension fund blackout periods. 
	Now. 
	Yes. Blackout notices are filed on Form 8-K for U.S. issuers and as exhibits to Forms 20-F or 40-F for foreign private and Canadian issuers. 

	Strengthened auditor independence requirements and record retention. Additional circumstances where auditors lose independence, are prohibited from providing some non-audit services, pre-approval required for some services, rotation periods for audit partners, auditor report to audit committee of critical accounting policies, and alternative GAAP treatment and retention of audit papers. 
	Auditor independence requirements began May 6, 2003, subject to various transition periods.

Record retention requirements began October 31, 2003. 
	Yes. Generally applies to foreign private issuers and foreign accounting firms that conduct audits of (1) foreign private issuers and (2) foreign subsidiaries or affiliates of U.S. issuers. 

	Attorney conduct rules. Attorneys appearing and practicing before the SEC must report material violations of securities law or fiduciary duties by a client issuer “up the ladder.” 
	Now. 
	A “non-appearing foreign attorney” is (1) admitted to practice law outside the U.S., (2) does not hold himself or herself out as practicing U.S. federal or state securities law, and (3) conducts activities that could constitute appearing and practicing before the SEC only incidentally to, and in the ordinary course of, the foreign law practice or only in consultation with a U.S. attorney. 

	Accelerated filing deadlines for Forms 10-Ks and 10-Qs: 60 (from 90) and 30 (from 45) days after period end. 
	Phased in over three years. 
	No, but the SEC is considering accelerating Form 20-F filing deadlines. 

	Web site posting of Exchange Act reports. Disclose whether posting and, if not, why not. 
	Now. 
	No. 

	Management assessment of internal controls. Would extend disclosure to management evaluation of internal controls. Would require annual evaluation and attestation by auditors of internal controls. 
	Effective for annual reports for fiscal years ending on or after April 15, 2005. 
	Disclosure is required annually in Forms 20-F and 40-F. 

	Audit Committee Disclosure, Independence, Responsibilities and Authority, and Procedures for Handling Complaints. For implementation by Exchanges and NASD. 
	SEC issued final rules on April 9, 2003; Exchanges and NASD must implement rules through listing standards to be approved by the SEC by December 1, 2003. Non-U.S. issuers must comply by July 31, 2005. 
	Yes. Applies to foreign private issuers, subject to exemptions from certain provisions to address special home country requirements. Disclosure in Forms 20-F and 40-F. 

	Improper influence of auditors. Prohibits any officer or director, or anyone acting under their direction, from improperly influencing auditors if such person knows or should know that his or her action could render the issuer's financial statements materially misleading. 
	Now. 
	Yes. 

	Disclosure of audit fees. 
	Annual reports for fiscal years ending on or after December 15, 2003. 
	Yes. Disclose in Forms 20-F and 40-F. 

	Shareholder approval of equity compensation plans. Generally, the NYSE rule requires shareholder approval of all equity compensation plans and material plan revisions. Plans adopted before June 30, 2003 do not require shareholder approval unless they are materially revised. Additionally, brokers may not give a proxy to vote on equity compensation plans unless the beneficial owners have given voting instructions. 
	Now. 
	No, provided that the foreign private issuer provides the NYSE with a local counsel opinion that the company's governance practices comply with home country law and the rules of the principal non-U.S. securities market for the company's stock. 


Preface

The many recent reforms in corporate governance were the result of large, well-publicized financial frauds. In response to those frauds, Congress passed the Sarbanes-Oxley Act of 2002, the Securities and Exchange Commission adopted many new rules and the major stock markets, including the New York Stock Exchange and Nasdaq Stock Market, changed their standards governing listed companies. This latticework of reforms has resulted in a new corporate governance regime, no longer market-driven and now highly rule-driven. This book presents this material in an organized way to enable the reader to understand the various requirements that apply in each area. 

At the time of this writing, some rules and listing standards had not yet been formally adopted. Consequently, the proposals have been described in detail as the final rules and standards are not expected to vary much from the proposals.

Chapter 1: An Overview of the Sarbanes-Oxley Act

On July 30, 2002, President George W. Bush signed the “Sarbanes-Oxley Act of 2002” (the “Act”), which amends the U.S. securities and other laws in significant ways. In 2001 and 2002 corporate giants like Enron, Global Crossing, and WorldCom were forced to declare bankruptcy, and massive accounting and other irregularities were revealed at those and other companies, such as Adelphi Communications. In response to the public outcry that ensued, the Act was enacted. The Act changed corporate governance, including the responsibilities of directors and officers, the regulation of accounting firms that audit public companies, corporate reporting, and enforcement. Many of the Act’s provisions have been enhanced by SEC rulemaking and by stock market listing standards. 

Generally, the Act applies to U.S. and non-U.S. public companies that have registered securities (debt or equity) with the SEC under the Securities Exchange Act of 1934 (the “Exchange Act”).

What the Act Does

The Act establishes new law or changes existing law in many ways.

Corporate Responsibility

Since the Act was enacted, there has been enhanced audit committee responsibility and auditor oversight, including prior approval for non-audit services by the auditor and the disclosure of all non-audit services of the auditor approved by the committee. CEOs and CFOs are now required to certify that their companies’ annual and quarterly reports are accurate and not misleading, and that they have met their responsibility for evaluating internal controls. Additionally, there has been a ban on new personal loans by companies to their directors or executives (other than certain regular consumer loans). 

Auditor Independence and Regulation of Auditors

The Act has established new standards for determining auditor independence and created a new oversight board for the regulation of auditors. New audit standards include a prohibition against independent auditors providing many non-audit services (other than tax services) and mandatory audit partner rotation.

Applicability

Many of the Act’s provisions apply to all companies (i.e., U.S. and non-U.S.) that are reporting companies (i.e., that have registered equity or debt securities with the SEC under the Exchange Act). However, some provisions apply only to companies that have equity securities listed on an exchange or on Nasdaq. Most provisions of the Act also apply to companies that have registered a public offering of their securities in the United States (and therefore are required to report under section 15(d) of the Exchange Act). In those cases, compliance may be required only during the period when they have the reporting obligation. Those companies that must file reports under the Exchange Act, either because they registered under the Exchange Act or because they registered a public offering of their securities in the United States, are referred to in this book as “reporting companies.”

Given its complexity, the applicability of each section of the Act, and any SEC and exchange implementing rules must be carefully checked to determine if a specific provision applies to any particular situation. 

Enhanced Disclosure

Generally both U.S. and non-U.S. companies are subject to the disclosure requirements of the Act, with some exceptions. The quality and timeliness of company information has been enhanced, including the following provisions:

1. Management and auditors must annually assess their company’s internal controls and related disclosures.

2. Additional disclosure of off-balance sheet financing and financial contingencies is now required.

3. The presentation of pro forma information is now required.

4. Disclosure under Section 16 of the Exchange Act of insider stock transactions has been accelerated to two business days. (This does not apply to non-U.S. issuers.)

5. Disclosure of certain information will now be required in “real time.”

Other Provisions
Other provisions provide protections for the independence of security analysts and enhanced disclosure of their potential conflicts of interest. They also expanded SEC review of company reports, enhanced SEC enforcement powers, and increased penalties for securities law violations. 

Compliance Dates

The Act provides for compliance dates for many of its provisions. Compliance dates have generally not been indicated for the provisions discussed in this book that are effective at the time of this writing.

Management Certifications

The Act contains two provisions that require senior management of a company to certify periodic reports filed with the SEC. Under Section 302 of the Act, the SEC adopted rules requiring the principal executive and financial officers of each reporting company to certify each periodic (i.e., quarterly and annual) report filed or submitted to the SEC (the “civil certifications”). Section 906 of the Act amended the U.S. Criminal Code to require each periodic report containing financial statements filed by a company under the Exchange Act to be accompanied by a certification of the chief executive officer and the chief financial officer of the company (the “criminal certification”).

Reports Covered

Under Section 302 of the Act and the related SEC rules, reporting companies must include Section 302 certifications by both the principal executive officer and the principal financial officer in each periodic (i.e., annual or quarterly) report filed or submitted to the SEC. The principal executive officer and principal financial officer must sign the certification themselves. The certification cannot be signed by another executive under a power of attorney.

Content of Certification

Section 302 and related SEC Rules require the certification to cover the review of the report, its material accuracy, the fair presentation of financial information, disclosure controls, and internal accounting controls.

Paragraph 1 requires the certifying officer to state that he or she has reviewed the report being filed.

Paragraph 2 addresses the material accuracy and completeness of the information in the report. The officer must state that, based on his or her knowledge, the report does not contain any false statement or misleading omission of a material fact for the period covered by the report. This certification tracks Rule 10b-5, the general anti-fraud rule under the Exchange Act. The certification also tracks Rule 12b-20 under the Exchange Act, which requires Exchange Act reports to include whether additional information beyond that specifically required by the forms and rules is necessary to prevent the report from being misleading.

Paragraph 3 addresses the fair presentation of financial statements and other financial information. The officer must state that, based on his or her knowledge, the financial statements and other financial information included in the report fairly present in all material respects the financial condition, results of operations, and cash flows of the company for the periods presented in the report. This statement separately clarifies that the covered financial disclosure includes financial statements (and footnotes), selected financial data, management’s discussion and analysis of financial condition and results of operations, and other financial information in a report. The statement that the overall financial disclosure “fairly presents” in all material respects the company’s financial condition, results of operations, and cash flows is not limited to a representation that the financial statements and other financial information have been presented in accordance with GAAP (generally accepted accounting principles). Rather, this statement is intended to provide assurances that the financial information in a report, viewed in its entirety, is overall materially accurate and complete. Here, a “fair presentation” of a company’s financial condition, results of operations, and cash flows is broader than financial reporting requirements under GAAP. The financial information will be viewed in its entirety in making this determination. 

Paragraph 4 addresses “disclosure controls and procedures” and “internal control over financial reporting.” The officer must state that he or she and the other certifying officers: 

· Are responsible for establishing and maintaining “disclosure controls and procedures” and “internal control over financial reporting” for the company. 

· Have designed the disclosure controls and procedures designed under their supervision), to ensure that material information about the company (including its consolidated subsidiaries) is made known to them by others within the entities, particularly during the period that the report covers. 

· Have designed the internal control over financial reporting (or had the internal control over financial reporting designed under their supervision), to provide reasonable assurance that the financial statements conform to GAAP. 

· Have evaluated the effectiveness of the company’s disclosure controls and procedures and presented in the report their conclusions about the effectiveness of these controls and procedures.

· Have disclosed in the report any change in the company’s internal controls over financial reporting that occurred during the period covered by the annual report that has materially affected, or is reasonably likely to materially affect, the company’s internal controls over financial reporting

Paragraph 5 addresses disclosure concerning “internal control over financial reporting.” The officers must state that they and the other certifying officers, based on their most recent evaluation of internal control over financial reporting, have disclosed to the company’s auditors and the audit committee of the board of directors all significant deficiencies and material weaknesses in the design or operation of the internal control over financial reporting that are reasonably likely to adversely affect the company’s ability to record, process, summarize, and report financial information. They must also disclose any fraud (even if not material) that involves management or other employees with a significant role in the company’s internal control over financial reporting.

Form of Certification

The disclosure rules described above require certifications for internal controls over financial accounting. First, “material weaknesses” must be disclosed to the audit committee and the independent auditor quarterly (annually for foreign private issuers) and to the public in the annual report on internal controls. Second, “significant deficiencies” must be disclosed to the audit committee and independent auditor quarterly (annually for foreign private issuers), but the rules do not require public disclosure of “significant deficiencies” if they are not also “material weaknesses.” Third, any fraud, whether or not material, that involves internal control personnel must be disclosed to the audit committee and independent auditor quarterly (annually for foreign private issuers), but the rules do not specifically require public disclosure of such fraud. Last, “material changes” must be disclosed to the public quarterly (annually for foreign private issuers). 

The rules prevent management from determining that a company’s internal controls over financial reporting are satisfactory if it identifies one or more material weaknesses in the these controls over financial reporting. The terms “material weakness” and “significant deficiency” both represent deficiencies in the design or operation of internal controls that could adversely affect a company’s ability to record, process, summarize, and report financial data consistent with the assertions of management. A “material weakness” constitutes a greater deficiency than a “significant deficiency.” Because of this relationship, an aggregate of significant deficiencies could constitute a material weakness in a company’s internal control over financial reporting.

The certification must be in the exact form set forth in the amendments to the affected reports. The wording of the required certification may not be changed, even if the change is inconsequential.

Liability for False Section 302 Certification

Because the Section 302 certification is deemed to be “filed” under the Exchange Act, the Section 302 certification is subject to potential civil liability under Section 18 of the Exchange Act. It is also automatically incorporated into certain Securities Act filings, which creates Section 11 liability for registration statements filed under the Securities Act.

Additionally, an officer providing a false certification could be subject to SEC action for violating the reporting requirements of the Exchange Act and to both SEC and private actions for violating the fraud provisions of the securities laws of the Exchange Act. Additionally, a company’s principal executive and financial officers, as signatories to the company’s reports, may be liable for material misstatements or misleading omissions under general antifraud standards and under the SEC’s authority to seek redress against those who cause, aid, or abet securities law violations.

Section 906 Certification

Section 906 of the Act amended the Federal Criminal Code and imposed the so-called “criminal” certification for chief executive officers and chief financial officers of reporting companies (U.S. and non-U.S.) for certain periodic reports. The Section 906 certification must accompany periodic reports containing financial statements filed by a reporting company under the Exchange Act. This includes annual reports (i.e., Form 10-K, 10-Q, 20-F, and 40-F and any amendments to them) but not current reports (i.e., Form 6-K or 8-K), even if they contain financial statements.

The Section 906 certification requires the chief executive officer and the chief financial officer to certify that the report containing the financial statement fully complies with the reporting requirements of the Exchange Act. It also requires them to certify that information contained in the report fairly presents, in all material respects, the financial condition and results of operations of the company. Unlike the Section 302 Certification, the SEC has not mandated specific language for the Section 906 Certification. 

Although it may take the form of a single statement signed by both officers, the CEO and the CFO are advised to complete separate certifications. A certification containing a knowledge qualification should satisfy the requirements of Section 906, although companies may wish to consider the public relations consequences of including such a qualification. However, the “fully complies” element of the certification must be made without a materiality qualification. The “fairly presents” element of the certification, while qualified by materiality, covers all information in the report, not just financial information. Like paragraph 3 of the Section 302 certification, it is not qualified by GAAP.
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Method of Submission

The Section 906 certification is furnished as an exhibit in all periodic reports containing financial statements. The requirement to furnish Section 906 certifications as exhibits enables the SEC, the Department of Justice, and the public to monitor the certifications and preserve possible evidence in the event of prosecution. The certification is automatically deemed “furnished,” rather than “filed,” with the SEC, thereby avoiding civil liability under Section 18 of the Exchange Act. Additionally, the Section 906 certification is not automatically incorporated by reference into a company’s Securities Act registration statement, which also avoids liability under Section 11 of the Securities Act, unless the company explicitly incorporates the certification in a registration statement. A failure to furnish the Section 906 certifications would cause the periodic report to which they relate to be incomplete, thereby violating Section 13(a) of the Exchange Act.

Amendments

Unlike the Section 302 certifications, the Section 906 certifications are required only in periodic reports that contain financial statements. Consequently, amendments to periodic reports that do not contain financial statements would not require a new Section 906 certification but would require a new Section 302 certification to be filed with the amendment. Additionally, unlike the Section 302 certification, the Section 906 certification may take the form of a single statement signed by a company’s chief executive and financial officers.
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Penalties

Anyone who certifies any statement in the Section 906 certification knowing that the periodic report accompanying Section 906 does not comply with all the requirements of Section 906 (i.e., a “defective” certification) will be fined up to $1,000,000, imprisoned not more than 10 years, or both. Anyone who willfully certifies any statement in the Section 906 certification knowing that the accompanying report does not comply with all the requirements of the Section 906 will be fined not more than $5,000,000, imprisoned not more than 20 years, or both. Additionally, a violation of the Act is also a violation of the Exchange Act. Therefore, a failure to provide the required Section 906 certification, if done willfully, would be prosecuted as a criminal violation under Section 32 of the Exchange Act, which provides for fines of up to $5,000,000 and imprisonment up to 20 years.

Chapter 2: Disclosure Controls And Procedures

The Act and its related SEC rules require companies to maintain procedures to evaluate and make certain disclosures concerning their “disclosure controls and procedures” and “internal control over financial reporting.” Reporting companies must also include an attestation from their auditors confirming management’s conclusions in its evaluation of the internal control over financial reporting.[1] 

Disclosure Controls and Procedures

Definition
“Disclosure controls and procedures” are defined as a company’s controls and other procedures designed to ensure that information required to be disclosed in its Exchange Act reports is recorded, processed, summarized, and reported within the required time periods. “Disclosure controls and procedures” include those controls and procedures that are designed to ensure that information a company is required to disclose in its Exchange Act reports is gathered and communicated to management (including its principal executive and financial officers) soon enough to allow timely decisions about required disclosure. They should also be designed to ensure that the reports are accurate, complete, and filed on time. 

Disclosure controls and procedures must be designed, maintained, and evaluated to ensure that all information required to be submitted in a report is fair and accurate and that the report is filed in a timely manner. Consequently, the scope of the required disclosure controls and procedures is broader than the certification requirement. A company that fails to maintain the controls and procedures could be subject to SEC enforcement action even if the failure does not result in a flawed disclosure.

Evaluation of Disclosure Controls and Procedures

SEC rules also require that a company, under the supervision of the principal executive and financial officers, evaluate the effectiveness of the design and operation of the disclosure controls and procedures at the end of the period covered by any quarterly or annual report filed under the Exchange Act. The certifying officers must also present in the report their conclusions about the effectiveness of the disclosure controls and procedures based on their evaluation. 

The SEC did not require any particular procedures for conducting the review and evaluation of the company’s disclosure controls and procedures. Rather, each company is expected to develop a process that is consistent with its business, internal management, and supervisory practices. However, the SEC did recommend that a company create a disclosure committee responsible for considering the materiality of information and determining disclosure obligations on a timely basis. Such a committee should report to senior management, including the principal executive and financial officers, who bear express responsibility for designing, establishing, maintaining, reviewing, and evaluating the disclosure controls and procedures. While the evaluation is of effectiveness overall, a company’s management may make judgments that evaluations, particularly quarterly evaluations, should focus on developments since the most recent evaluation, areas of weakness, or continuing concern or other aspects of disclosure controls and procedures that merit attention.[2] 

Developing Procedures

Companies’ disclosure controls and procedures should be designed carefully. Senior management should be involved in supervising the design and operation of the procedures. The procedures should be written and provide guidance, and they should be tailored to the company’s management structure, industry, and business processes. A central person or committee should oversee the procedures. And then senior management should formally review and evaluate these procedures for effectiveness. They must do this quarterly for U.S. companies and annually for non-U.S. companies.

The documentation for the procedures should include the following: 

· The reports covered by the procedures. 

· The people responsible for each section of the reports. 

· The business units or departments involved. 

· How these units or departments collect the information to be disclosed. 

· How the information collected is communicated to those responsible for preparing the report. 

· Materiality thresholds. 

· How the process relates to the financial reporting system. 

· How draft reports are reviewed and revised, including review by outside advisors, such as auditors, other experts, and outside counsel, and by the board of directors or audit committee. 

· Checklist and timeline for the various steps.

In reviewing the disclosure controls and procedures, a company should consider: 

· Whether the right people are involved and how carefully they review the reports. 

· Whether the procedures allow enough time to prepare full and accurate disclosure. 

Disclosure Controls and Procedures

· How the procedures ensure the accuracy of the reports. 

· How key risk areas are identified and addressed. 

· Where the system might fail and how to address those weaknesses. 

· Whether any concerns have been raised by the SEC or others about the company’s disclosure and how the company has addressed these issues.

· The information gathered should be consistent with that published elsewhere by the company, such as in press releases and Web site postings.

The CEO and CFO (and others in top management) must be personally involved in the disclosure process. The CEO and CFO should review all reports requiring their certification, review specific issues addressed in the report, talk with key people who prepared the report, and review reports with appropriate third parties. The CEO and CFO should ask the main people preparing the reports whether they believe the disclosure is fair, accurate, and complete or if they think any part of the disclosure is questionable. Management may then review the results with the audit committee and independent auditors.

Companies should consider whether to create an employee “disclosure committee” responsible for considering the materiality of information and determining disclosure obligations on a timely basis. The SEC recommends that a company have such a committee. A member of the committee should be designated the coordinator of the disclosure procedures, responsible for its written documentation and its updates. The chair of the committee would coordinate the substance of the disclosure committee’s considerations and ensure the appropriate involvement of the CEO and CFO. Companies should also consider whether someone on the disclosure committee should attend management or budget meetings.

Whether to obtain appropriate support, such as certifications from certain officers, to support those of the CEO and CFO is up to individual companies. Back-up certifications may be useful for some companies but not appropriate for others. The same is true for whether to engage third-party support, such as from their auditors or outside counsel, for their disclosure controls and procedures. 

Companies should consider whether any areas of disclosure should have a small subcommittee to focus particularly on those disclosures.

Management Evaluation of the Controls

The CEO and the CFO must evaluate the effectiveness of the company’s disclosure controls and procedures at the end of the period covered by each report, certify in the report that they did so, and present in the report their conclusions about the effectiveness of the procedures. The disclosure committee could conduct this evaluation. If companies have not chosen to have a disclosure committee, then those persons primarily responsible for disclosure matters might conduct the evaluation. In conducting this evaluation, the disclosure committee should do the following: 

· Meet with the key people involved with disclosure in each business unit to discuss their unit’s disclosure and ascertain whether they believe that the disclosure controls and procedures are effective in ensuring that information likely to be important is in fact disclosed to senior management.

· Meet with the board of directors or the audit committee, as appropriate, to review the design and operation of the procedures.

· Meet with independent auditors or outside counsel, as appropriate, to review the design and operation of the procedures.

· Prepare a written report evaluating the effectiveness of the design and operation of the procedures.

The CEO and CFO should each participate in these activities of the disclosure committee, whether or not they are members of this committee. Alternatively, they should at least review the evaluation reports and direct all necessary follow-up. After reviewing the report, the CEO and CFO should amend it as necessary for inclusion in the report being filed.

[1]The requirements for these procedures and their evaluation and certification are contained in Sections 302 and 404 of the Act, Rules 13a-15 and 15d-15 under the Exchange Act, and Items 307 and 308 of Regulations S-K and S-B. The terms “disclosure controls and procedures” and “internal control over financial reporting” are defined in Rules 13a-15 and 15d-15 under the Exchange Act.

[2]Because foreign private issuers are not subject to quarterly reporting requirements under the Exchange Act, they are required to evaluate and disclose conclusions about the effectiveness of their disclosure controls and procedures only in their annual report (i.e., not quarterly).

Internal Control over Financial Reporting

All reporting companies are required to include in their annual reports a report of management on the company’s internal control over financial reporting.[3] The auditor then must attest to, and report on, management’s assessment of the effectiveness of the company’s internal control over financial reporting. The auditor will also require the company to develop and maintain evidence to support management’s assessment.

Definition

“Internal control over financial reporting” means a process designed by, or under the supervision of, the company’s principal executive and principal financial officers and implemented by the company’s board of directors, management, and other personnel to provide reasonable assurance for the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles. This includes those policies and procedures that:

1. Cover maintaining records, in reasonable detail, that accurately and fairly reflect the transactions and dispositions of the company’s assets;

2. Provide reasonable assurance that transactions are recorded as necessary to prepare financial statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the company are made only under the authorizations of management and directors of the registrant; and

3. Provide reasonable assurance for the prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could materially affect the financial statements.

The Foreign Corrupt Practices Act required reporting companies to keep books and records, in reasonable detail, that accurately reflect transactions. That Act also required companies to maintain a “system of internal accounting controls” sufficient to provide reasonable assurance that transactions are executed in accordance with management’s authorization. The Act also requires that transactions are recorded to permit financial statements to be prepared under GAAP. To maintain accountability for assets, access to assets is permitted only under management’s authorization, recorded assets are compared with existing assets at reasonable intervals, and appropriate action is taken for any difference. 

As described above, the Foreign Corrupt Practices Act covers not only financial reporting and accounting but also the prevention of unauthorized transactions and the safeguarding of assets.

Auditing Standards (AU) section 319 requires auditors to obtain an understanding of internal controls sufficient to plan an audit.[4] AU section 319 covers financial reporting, operational efficiency and compliance with laws.[5] However, the SEC’s definition of “internal controls over financial reporting” is limited to the parts of AU section 319 that pertain to financial reporting.

Under the SEC definition, internal control over financial reporting should be designed to provide reasonable assurance that the company’s transactions are properly authorized, the company’s assets are safeguarded against unauthorized or improper use, and the company’s transactions are properly recorded and reported, all in order to permit the preparation of the company’s financial statements in accordance with GAAP. 

In 1992, an organization called the Committee of Sponsoring Organizations (COSO) of the Treadway Commission (National Commission on Fraudulent Financial Reporting) published a report providing guidance to management, boards of directors, and auditors about internal controls. This guidance included criteria against which control systems can be assessed, as well as information on preparing management reports on the effectiveness of internal controls.[6] This report provided guidance to management and boards of directors, rather than to auditors. The definition of internal control and related concepts used in the report are consistent with AU section 319.

This SEC definition is a blend of the internal controls required under AU 319 and the Foreign Corrupt Practices Act. The SEC stated that this definition encompasses the internal controls addressed in the COSO report that pertain to financial reporting objectives and that the definition is consistent with the description of internal accounting controls in the Foreign Corrupt Practices Act.

[3]Item 308 of Regulations S-K and S-B. These rules apply to foreign private issuers but not to registered investment companies or issuers of asset-backed securities.

[4]AU section 319 defines “internal control” as follows: .06 Internal Control is a process—effected by an entity’s board of directors, management, and other personnel—designed to provide reasonable assurance regarding the achievement of objectives in the following categories:
(a) reliability of financial reporting,
(b) effectiveness and efficiency of operations, and
(c) compliance with applicable laws and regulations.

[5]See AICPA Codification of Statements on Auditing Standards (“AU”) §319, at paragraph .06. Paragraph .07 contains the definition: .07 Internal control consists of five interrelated components:
(a) Control environment sets the tone of an organization, influencing the control consciousness of its people. It is the foundation for all other components of internal control, providing discipline and structure.
(b) Risk assessment is the entity’s identification and analysis of relevant risks to achievement of its objectives, forming a basis for determining how the risks should be managed.
(c) Control activities are the policies and procedures that help ensure that management directives are carried out.
(d) Information and communication systems support the identification, capture, and exchange of information in a form and time frame that enable people to carry out their responsibilities.
(e) Monitoring is a process that assesses the quality of internal controls performance over time.

[6]See “Internal Control—Integrated Framework” (July 1994, containing material originally published in September 1992 and supplemented in May 1994). The Commission consisted of representatives of the American Institute of Certified Public Accountants, the American Accounting Association, the Institute of Internal Auditors, the Institute of Management Accountants, and the Financial Executives Institute (now Financial Executives International). The Commission listed five interrelated components based on the COSO report.
1. Control Environment: Tone at the top—audit committee, management philosophy and style.
2. Risk Assessment: Identifying and dealing with business risks.
3. Control Activities: Detailed policies and procedures for ensuring that management’s directives are carried out. Include general and application controls.
4. Information and Communication: Support the exchange of information to enable people to function.
5. Monitoring: Assess quality of performance.

Management’s Annual Internal Control Report

The SEC rules do not specify the precise content of the management report on internal control, because the reports should be tailored to the company’s circumstances. However, the report must contain the following: 

· A statement that management is responsible for establishing and maintaining adequate internal control over financial reporting.

· A statement identifying the framework management used to conduct the evaluation of the effectiveness of the company’s internal control over financial reporting. 

· Management’s assessment of the effectiveness of the company’s internal control over financial reporting as of the end of the company’s most recent fiscal year, including a statement as to whether or not the company’s internal control over financial reporting is effective. This assessment must disclose any “material weaknesses” in the company’s internal control over financial reporting identified by management. Management may not conclude that the company’s internal control over financial reporting is effective if there are one or more material weaknesses in the company’s internal control over financial reporting. 

· A statement that the company’s independent auditor has attested to, and reported on, management’s assessment of the company’s internal control over financial reporting.

Framework for Management Evaluation
The SEC rules require companies to identify the evaluation framework used by management to assess the effectiveness of the company’s internal control over financial reporting. The rules do not prescribe the use of a particular evaluation framework. However, management must base its evaluation on a suitable, recognized control framework established by a body or group that has followed due-process procedures. The framework must: 

· Be free from bias.

· Permit reasonably consistent qualitative and quantitative measures of a company’s internal control.

· Be sufficiently complete so that those relevant factors that would alter a conclusion about the effectiveness of a company’s internal factors are not omitted.

· Be relevant to an evaluation of internal control.[7] 

Procedures for Management Evaluation
The new rules do not specify the method or procedures management must follow in performing its evaluation and internal control assessment. However, management’s evaluation must be supported by “evidential matter.” Evidential matter includes documentation for both the design of the internal controls and the testing processes that provide reasonable support for the evaluation of whether the control is designed to prevent or detect material misstatements or omissions, the conclusion that the tests were appropriately planned and performed, and the conclusion that the results of the tests were appropriately considered.

The company’s auditor, who must attest to and report on management’s assessment of the effectiveness of the company’s internal control over financial reporting, also will require that the company develop and maintain evidence to support management’s assessment.

Quarterly Evaluations

Quarterly evaluations of internal control over financial reporting need not be as extensive as the annual assessment. However, management, with the participation of the CEO and CFO, must evaluate any change in the company’s internal control over financial reporting that occurred during a fiscal quarter that has materially affected, or is reasonably likely to materially affect, the company’s internal control over financial reporting. 

Auditor Attestation and Report on Management’s Assessment

Under Section 404 of the Act, the SEC requires the company’s auditor to attest to and report on management’s assessment of the effectiveness of the company’s internal control over financial reporting. The auditor’s report will have to state the auditor’s opinion as to whether management’s assessment of the effectiveness of the company’s internal control over financial reporting is fairly stated in all material respects or include an opinion to the effect that an overall opinion cannot be expressed. If an overall opinion cannot be expressed, the auditor must explain why. 

The company must also file the attestation report of the auditor as part of its annual report. The evaluation must be based on procedures sufficient both to evaluate its design and to test its operating effectiveness. The rules do not establish standards for the attestation report. The Public Company Accounting Oversight Board (PCAOB) has been charged with adopting the standards for attestation engagements.

Management and the auditors must coordinate their processes for documenting and testing the internal controls over financial reporting. Although the SEC rules on auditor independence prohibit an auditor from providing certain non-audit services to a client, auditors may assist management in documenting internal controls. However, when the auditor is engaged to assist management in documenting internal controls, management must be actively involved in the process. While coordination between management and the auditor is necessary, management cannot delegate to the auditor its responsibility to assess its internal controls over financial reporting. 

[7]These criteria are met by the evaluation framework contained in the 1992 COSO report. There are currently other evaluation standards outside the United States and evaluation frameworks other than COSO that may be developed within the United States that may meet the SEC’s criteria for a suitable evaluation framework.

Differences Between Internal Control over Financial Reporting and Disclosure Controls and Procedures

The definition of internal control over financial reporting overlaps in important respects with the definition of disclosure controls and procedures. Disclosure controls and procedures are controls and other procedures that are designed to ensure that information required to be disclosed by the company in its reports is recorded, processed, summarized, and reported within the required time periods. Disclosure controls and procedures will include those components of internal control over financial reporting that ensure that transactions are recorded as necessary to prepare financial statements. However, disclosure controls and procedures may be designed to exclude some components of internal control over financial reporting. For example, a company might conclude that some components of internal control over financial reporting of the accurate recording of transactions and disposition of assets or the safeguarding of assets are not part of the company’s disclosure controls and procedures.
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Effective Dates

Because of the substantial effort involved in complying with the new rules, the SEC adopted an extended transition period for compliance with the new annual report and disclosure requirements for internal control over financial reporting, based on the nature of the company.

A company that is an “accelerated filer” as of the end of the first fiscal year ending on or after June 15, 2004 must begin to comply with the new disclosure requirements in its annual report for that fiscal year (which, for calendar year companies, means the annual report for calendar year 2004 that will be due in early 2005).

Non-accelerated filers, including smaller companies and foreign private issuers, must begin to comply with the new disclosure requirements in their annual reports for their first fiscal year ending on or after April 15, 2005 (which, for calendar year companies, means the annual report for calendar year 2005 that will be due in early 2006). 

A company must begin to comply with the quarterly evaluation requirements for changes to internal control over financial reporting for its first periodic report due after the first annual report that must include management’s internal control report.

Recommendations

The extended delay before compliance is required gives companies time to satisfy the new requirements. Among the steps companies can take are the following: 

· Consult with the auditor. 

· Be sensitive to auditor independence concerns. 

· Consider upgrading the internal audit function. 

· Adopt a framework for conducting the required evaluation. 

· Develop a form of disclosure report for the annual internal control report. 

· Make sure the audit committee is brought into the process. 
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Chapter 3: Management’s Discussion And Analysis

Under Section 401(a) of the Act, the SEC adopted rules requiring disclosure of off-balance sheet arrangements in the Manage-ment’s Discussion and Analysis of Financial Condition and Results of Operations (MD&A) section of SEC disclosure documents. The rules codify views previously expressed by the SEC on required disclosure of off-balance sheet arrangements. The rules require reporting companies (U.S. and non-U.S.) to explain their off-balance sheet arrangements in a separately captioned subsection of the MD&A section of their SEC disclosure documents containing financial statements.

Reporting companies must also include in the MD&A section a table summarizing certain contractual obligations, as well as provide additional disclosure for critical accounting policies and critical accounting estimates. 

Off-Balance Sheet Disclosures

Off-Balance Sheet Arrangements Defined
Under SEC rules, an “off-balance sheet transaction” includes any transaction or contract with an unconsolidated entity, under which the company has:

1. Any obligation under certain guarantee contracts (i.e., guarantees described in paragraph 3 of FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, including Indirect Guarantees of Indebtedness of Others). 

2. A retained or contingent interest in assets transferred to an unconsolidated entity or similar arrangement that serves as credit, liquidity, or market risk support to that other entity for such assets (e.g., a subordinated retained interest in a pool of receivables transferred to an unconsolidated entity that can provide credit support to the entity by cushioning the senior interests if part of the receivables becomes uncollectible). 

3. Any obligation (including a contingent obligation) under certain derivative instruments (e.g., derivative instruments held or issued by a company that are indexed to the company’s stock and classified as stockholders’ equity under GAAP). 

4. Any obligation (including a contingent obligation) under a material variable interest (as described in FASB Interpretation No. 46, Consolidation of Variable Interest Entities) held by the company in an unconsolidated entity that provides financing, liquidity, market risk, or credit risk support to the company, or engages in leasing, hedging, or research and development services with the company.[1] 

This definition of “off-balance sheet arrangement” is intended to target the means through which companies typically structure off-balance sheet transactions or otherwise incur risks of loss that are not fully transparent to investors. 

The rules apply only to contractual arrangements. Consequently, the disclosure obligations arise only when an unconditionally binding definitive agreement (subject to customary closing conditions) exists or, if there is no such agreement, when settlement of the transaction occurs. Generally, preliminary negotiations need not be disclosed in the MD&A. Contingent liabilities arising out of litigation, arbitration, or regulatory actions are not considered to be off-balance sheet arrangements. 

Disclosure Threshold

The rules require disclosure of off-balance sheet arrangements that either have, or are “reasonably likely” to have, a current or future material effect on the company’s financial condition, changes in financial condition, revenues or expenses, results of operations, liquidity, capital expenditures, or capital resources. Under this standard, disclosure of off-balance sheet arrangements can be avoided only if there is no reasonable likelihood of either the event occurring or its effect being material. 

Management’s Determination of Whether Disclosure Is Required

To determine whether to disclose off-balance sheet arrangements, management must undertake the following analysis.

First, management must identify and critically analyze all the company’s off-balance sheet arrangements, including its guarantee contracts, retained or contingent interests, derivative instruments, and variable interests.

Second, management must assess the likelihood of the occurrence of any known trend, demand, commitment, event, or uncertainty that could affect an off-balance sheet arrangement (e.g., performance of a guarantee, an obligation under a variable interest or equity-linked or indexed derivative instrument, or recognition of an impairment).

Third, if management concludes that the known trend, demand, commitment, event, or uncertainty that could affect an off-balance arrangement is not reasonably likely to occur, then the company need not disclose the off-balance sheet arrangement. (The company may still have to disclose the arrangement in the footnotes to the financial statements under other principles.)

Alternatively, if management cannot determine that the known trend, demand, commitment, event, or uncertainty is not reasonably likely to occur, it must evaluate objectively the consequences of the known item on the assumption that it will occur. Under this assumption that the known trend, demand, commitment, event, or uncertainty will occur, disclosure is required unless management concludes that the known item is not “reasonably likely” to have a material effect on the company’s financial condition, changes in financial condition, revenues or expenses, results of operations, liquidity, capital expenditures, or capital resources. 

The assessment must be objectively reasonable when the determination is made.

Required Disclosure

Under the rules, companies must disclose the following information to the extent necessary for understanding a company’s off-balance sheet arrangements and their effects: 

· The nature and business purpose of the company’s off-balance sheet arrangements. 

· The importance of the off-balance sheet arrangements to the company for liquidity, capital resources, market risk or credit risk support or other benefits, the financial impact of the arrangements on the company and the risks associated with the arrangements, and any known event, demand, commitment, trend, or uncertainty that will or is reasonably likely to result in a termination or material reduction in availability of any off-balance sheet arrangements that provide material benefits to the company and the course of action that the company has taken or proposes to take.

Additionally, the company must provide other information that it believes to be necessary for an understanding of its off-balance sheet arrangements and their material effects on its financial condition, changes in financial condition, revenues or expenses, results of operations, liquidity, capital expenditures, or capital resources. The disclosure should provide investors with management’s insight into the effect and proximity of the potential material risks that are reasonably likely to arise from material off-balance sheet arrangements. 

Generally, the disclosure is required to address only the most recent fiscal year, but it should also discuss changes from the previous year, where necessary, for an understanding of the disclosure. Companies must aggregate off-balance sheet arrangements in groups or categories that increase understanding and discuss important distinctions in terms and effects of the aggregated arrangements. 

The disclosure in the MD&A need not repeat information contained in the footnotes to the financial statements if the MD&A contains appropriate cross-references to the footnotes and integrates footnote disclosure into the discussion in a way that informs readers of the significance of the information not in the MD&A.

[1]Off-balance sheet arrangements covered by the definition must be discussed in the MD&A even if a company presents its primary financial statements under “home country” (i.e., non-U.S.) generally accepted accounting principles. Nevertheless, the definition of “off-balance sheet arrangements” in the new rules relies on certain concepts from U.S. GAAP. Therefore, to identify the types of arrangements that are subject to disclosure under the new rules, a foreign private issuer must assess its guarantee contracts and variable interests under U.S. GAAP. Foreign private issuers must already make this assessment when they reconcile or prepare their financial statements in accordance with U.S. GAAP. However, a foreign private issuer’s MD&A disclosure should continue to focus on its primary financial statements, despite the fact that its various “off-balance sheet arrangements” have been defined by reference to U.S. GAAP.

Aggregate Contractual Commitments

Tabular Disclosure of Contractual Obligations
All reporting companies (except for small business issuers) must disclose in a table in their annual reports their aggregate amounts of specified categories of contractual obligations broken out over time. The rules are intended to enable investors to assess a company’s short-term and long-term liquidity and capital resources needs. The table, which is set forth below, must include information, as of the latest fiscal year end balance sheet date, aggregated by type of contractual obligation, for at least the periods specified in the table on the next page.

Companies may break down the specified categories into other categories suitable to their particular business, so long as their revised table includes all of the obligations that fall within the specified categories. Footnotes should be added to the table to the extent necessary for an understanding of the timing and amount of contractual obligations.

Except for “purchase obligations,” the categories of contractual obligations are defined by the relevant U.S. GAAP accounting pronouncements that require disclosure of these obligations in the financial statements or footnotes.[2] 

A “purchase obligation” means an agreement to purchase goods or services that is legally binding on the company and that specifies all significant terms. If the purchase obligations are subject to variable price provisions, then the company must provide estimates of the payments due. Therefore, the table should discuss any variable price provisions and any material termination or renewal provisions to the extent necessary to understand the timing and amount of the company’s payment obligations. 

	Contractual Obligations 
	Total
	Less
than 1 Year
	1-3 
Years
	3-5 
Years
	More than 5 
Years

	Long-Term Debt 
	 
	 
	 
	 
	 

	Capital (Finance) Lease Obligations 
	 
	 
	 
	 
	 

	Operating Leases 
	 
	 
	 
	 
	 

	Purchasing Obligations 
	 
	 
	 
	 
	 

	Other Long-Term Obligations Reflected on the Company’s Balance Sheet under the GAAP of the Primary Financial Statements 
	 
	 
	 
	 
	 

	Total 
	 
	 
	 
	 
	 


U.S. companies need not include the table in quarterly reports, but they would have to describe material changes outside the ordinary course of business in the specified categories of contractual obligations during the interim period.[3] 

Safe Harbor for Forward Looking Information

The rules extend the statutory safe harbors for “forward-looking information” to the MD&A disclosure of the off-balance sheet arrangements and the table of contractual obligations required under the rules.

[2]A foreign private issuer that prepares financial statements under its home country GAAP should include contractual obligations in the table that are consistent with the classifications used in its home country GAAP (i.e., the GAAP under which its primary financial statements are prepared).

[3]For a non-U.S. company, the table would only have to be in the annual report. The requirements would not apply to reports furnished by foreign private issuers on Form 6-K. Therefore, unless a foreign private issuer files a registration statement under the Securities Act of 1933 that must include interim financials statements and related MD&A disclosure, it need only update the MD&A disclosure annually.

Critical Accounting Policies: Proposed Disclosure Requirements

The SEC proposed additional disclosure requirements for a company’s critical accounting policies. The proposals would require disclosure in two areas: 

1. Accounting estimates made by a company applying its accounting policies, including quantification of sensitivity to different assumptions. 

2. The initial adoption by a company of an accounting policy that has a material effect on the company’s financial presentation.[4] 

Under the first of the proposals, a company would have to identify in its MD&A and in its annual report those accounting estimates reflected in its financial statements that both required it to make assumptions about matters that were “highly uncertain” at the time of estimation and were sufficiently important. A matter is highly uncertain if it is dependent on events that are remote in time and that may or may not occur or it is not capable of being readily calculated from generally accepted methodologies or derived with some degree of precision from available data. A matter that is highly uncertain requires management to use significant judgment in making assumptions about the matter. An estimate is considered sufficiently important if either (a) different estimates that the company reasonably could have used in the current period or (b) changes in the accounting estimates that are reasonably likely to occur from period to period would have a material effect on the company’s financial presentation (i.e., financial condition, changes in financial condition, or results of operations). The proposal would also require that the effect of changes in these critical accounting estimates be quantified. U.S. companies would also be required to update information in their quarterly reports. 

The current proposals reflect the SEC’s concern that, while financial statements convey the appearance of precision, they typically involve undisclosed judgments, estimates, and choices among alternative principles that make reported results potentially “fuzzier” than suggested by earnings-per-share figures calculated to two decimal places.

Some portions of existing accounting literature address disclosure about these types of matters under GAAP, but the SEC appears to believe more disclosure is required. 

Section 204 of the Act requires that registered public accounting firms make timely reports to the audit committee of, among other things, “all critical accounting policies and practices to be used.” 

The proposed rules would require a separately captioned subsection in MD&A for annual financial statements, entitled “Application of Critical Accounting Policies.” New MD&A disclosure would be required in annual reports and registration statements of U.S. and non-U.S. companies that contain an MD&A section. It would also be required in annual shareholder reports and proxy and information statements of U.S. companies. U.S. companies would also be required to update critical accounting disclosures for material changes in their quarterly reports. 

The proposed rules would require disclosure about critical estimates made in applying accounting policies, including the quantification of sensitivity or disclosure of the range of reasonably possible estimates the company considered. 

Proposed Disclosure Requirements

For each accounting estimate identified as critical, the company would be required to include the following information in the MD&A: 

· Description. A discussion identifying and describing the estimate, the methodology used, certain assumptions, and reasonably likely changes. 

· Significance. An explanation of the significance of the accounting estimate to the company’s financial condition, changes in financial condition, and results of operations and, where material, an identification of the line items in the financial statements affected by the accounting estimate. 

· Quantification of Sensitivity. A quantitative discussion of changes in line items in the financial statements and overall financial performance if the company were to assume that the accounting estimate was changed. 

· Historical Changes. A quantitative and qualitative discussion of any material changes made to the accounting estimate in the past three years, the reasons for the changes, and the effect on line items in the financial statements and overall financial performance. 

Audit Committee Discussion. A statement of whether or not the company’s senior management has discussed with the audit committee the development and selection of the accounting estimate and the relevant MD&A disclosure and, if no such audit committee discussion has occurred, the reasons for this. 

Affected Segments. If the company operates in more than one operating segment, an identification of the segments of the company’s business the accounting estimate affects. 

Segment-Specific Effects. A discussion of the estimate on a segment basis, mirroring the one required on a company-wide basis, to the extent that a failure to present that information would result in an omission that renders the disclosure materially misleading.

Initial Adoption of Accounting Policies

A company initially adopts an accounting policy when events or transactions that affect the company occur for the first time, when events or transactions that were previously immaterial in their effect become material, or when events or transactions occur that are clearly different from previous events or transactions. If an initially adopted accounting policy has a material effect on the company’s financial condition or results of operations, that effect will likely be of interest to investors, to financial analysts, and to others.

The SEC proposed that at any time a company initially adopts an accounting policy having a material effect on its financial presentation, the company would have to disclose the events that gave rise to the adoption. This includes the accounting principle that has been adopted and the method of applying that principle, as well as the qualitative (but not quantitative) effect of the adoption and the choices the company had among accounting principles. 

Last, if no accounting literature exists governing the accounting for the events or transactions giving rise to the initial adoption of a material accounting policy (e.g., unusual or unique events or transactions), the company would be required to explain its decision for the choice of accounting principle to use and which method to use for applying that principle. 

Disclosing Changes to Existing Policies

Under GAAP and current SEC rules, a company is already required to disclose when it changes an existing accounting policy. The company must determine that the alternative principle is preferable under the circumstances and must file a letter from its independent public accountant to that effect. It must also make certain to disclose in its financial statements about the accounting change the reasons for the change, including explaining why the newly adopted accounting principle is preferable.

Off-balance sheet arrangements covered by the definition must be discussed in the MD&A even if a company presents its primary financial statements under “home country” (i.e., non-U.S.) generally accepted accounting principles. Nevertheless, the definition of “off-balance sheet arrangements” in the new rules relies on certain concepts from U.S. GAAP. Therefore, to identify the types of arrangements that are subject to disclosure under the new rules, a foreign private issuer must assess its guarantee contracts and variable interests under U.S. GAAP. Foreign private issuers must already make this assessment when they reconcile or prepare their financial statements in accordance with U.S. GAAP. However, a foreign private issuer’s MD&A disclosure should continue to focus on its primary financial statements, despite the fact that its various “off-balance sheet arrangements” have been defined by reference to U.S. GAAP.

A foreign private issuer that prepares financial statements under its home country GAAP should include contractual obligations in the table that are consistent with the classifications used in its home country GAAP (i.e., the GAAP under which its primary financial statements are prepared).

For a non-U.S. company, the table would only have to be in the annual report. The requirements would not apply to reports furnished by foreign private issuers on Form 6-K. Therefore, unless a foreign private issuer files a registration statement under the Securities Act of 1933 that must include interim financials statements and related MD&A disclosure, it need only update the MD&A disclosure annually.

In annual reports on Form 20-F and registration statements, the SEC proposes to apply to non-U.S. companies the same MD&A disclosure requirements for critical accounting estimates that would apply to U.S. companies. However, for those non-U.S. companies whose primary financial statements are non-U.S. GAAP, the proposed disclosure would follow the approach that now applies to MD&A disclosure by non-U.S. companies: the company would have to consider critical accounting estimates for both its primary financial statements and its reconciliation of those statements to U.S. GAAP. The proposed rules take a similar approach to disclosures by non-U.S. companies about the initial adoption of accounting policies. 

[4]In annual reports on Form 20-F and registration statements, the SEC proposes to apply to non-U.S. companies the same MD&A disclosure requirements for critical accounting estimates that would apply to U.S. companies. However, for those non-U.S. companies whose primary financial statements are non-U.S. GAAP, the proposed disclosure would follow the approach that now applies to MD&A disclosure by non-U.S. companies: the company would have to consider critical accounting estimates for both its primary financial statements and its reconciliation of those statements to U.S. GAAP. The proposed rules take a similar approach to disclosures by non-U.S. companies about the initial adoption of accounting policies.

Chapter 4: Non-Gaap Financial Measures (Regulation G)

In response to concerns over pro forma results that may mislead using non-GAAP financial measures, the SEC adopted rules to implement Sections 401(b) and 409 of the Act. A new disclosure regulation, Regulation G, was established; it requires public companies that disclose a non-GAAP financial measure (i.e., pro forma results) to include the most directly comparable GAAP financial measure and a reconciliation of the non-GAAP financial measure to the most directly comparable GAAP financial measure. Additionally, similar disclosure requirements for the use of non-GAAP financial measures in SEC filings was established. Last, an amendment on Form 8-K requires U.S companies to file with the SEC their earnings releases, i.e., disclosures of material non-public financial information about completed fiscal or quarterly periods. 

Regulation G

Regulation G applies to any company reporting under the Exchange Act whenever the company or anyone acting for it discloses any material information that includes a non-GAAP financial measure.[1] First, Regulation G provides that a non-GAAP financial measure, taken together with the accompanying information, may not be false or misleading. Second, Regulation G requires the company to provide a reconciliation by including the most directly comparable GAAP financial measure (e.g., earnings or cash flows as reported in GAAP financial statements) with the non-GAAP financial measure. Also, it must include a reconciliation (by schedule or other clearly understandable method) of the differences between the non-GAAP financial measure and the most directly comparable GAAP financial measure. The reconciliation must be quantitative for historic measures and for prospective measures quantitative to the extent available without unreasonable efforts. 

For non-GAAP financial measures that are forward-looking, the required quantitative reconciliation must detail the differences between the forward-looking non-GAAP financial measure and the appropriate forward-looking GAAP financial measure on a schedule or other presentation. If there is no accessible forward-looking GAAP financial measure, the company must disclose that fact and provide any reconciling information that is available without an unreasonable effort. Further, the company must identify any information that is unavailable and disclose its probable significance.

If a non-GAAP financial measure is released orally, telephonically, in a webcast, in a broadcast, or by similar means, a company may provide the required accompanying information by posting it on the company’s Web site and disclosing the location and availability of the required accompanying information during the presentation.

Regulation G will not apply to a non-GAAP financial measure included in disclosure for a proposed business combination, an entity resulting from a business combination, or an entity that is a party thereto if the disclosure is subject to the rules for business combination transactions.

Definition of Non-GAAP Financial Measure

Under Regulation G, a “non-GAAP financial measure” is a numerical measure of a company’s historical or future financial performance, financial position, or cash flows that differs from the most directly comparable GAAP financial measure in the statement of income, balance sheet, or statement of cash flows. 

“GAAP” refers to generally accepted accounting principles in the United States.[2] 

Non-GAAP financial measures do not include financial measures required to be disclosed by GAAP, SEC rules, or other applicable regulatory systems. Non-GAAP financial measures also do not include operating and other statistical measures (e.g., unit sales or numbers of employees) and ratios or statistical measures calculated using only GAAP financial measures and operating measures. Non-GAAP financial measures also do not include financial information that does not have the effect of providing numerical measures different from comparable GAAP measures (e.g., amounts of expected indebtedness or estimated revenues or expenses of a new product line).

The definition of non-GAAP financial measure is intended to capture all measures that have the effect of depicting either a measure of performance different from that in the financial statements (e.g., income or loss before taxes) or a measure of liquidity different from cash flow or cash flow from operations computed under GAAP.

An example of a non-GAAP financial measure would be a measure of operating income that excludes one or more expense or revenue items as “non-recurring.” 

Regulation G: Liability

Regulation G is a disclosure requirement for all reporting companies (including non-U.S. companies, except for registered investment companies). Nothing in Regulation G affects any person’s liability under the fraud provisions of the Exchange Act, i.e., Section 10(b) and Rule 10b-5. The facts and circumstances surrounding a material violation of Regulation G could give rise to a Section 10(b) or Rule 10b-5 violation if all the elements for such a violation were present. 

[1]Regulation G applies to foreign private issuers, with one limited exception. Regulation G does not apply to public disclosure of a non-GAAP financial measure by a foreign private issuer if the following three conditions are met:
(a) the issuer’s securities are listed or quoted on a securities market (i.e., an exchange or inter-dealer quotation system) outside the United States,
(b) the non-GAAP financial measure is not derived from or based on a measure calculated and presented in accordance with U.S. GAAP, and
(c) the disclosure is made by the foreign private issuer outside the United States or is in a written communication released only outside the United States.
This limited exception for foreign private issuers will still apply despite the existence of one or more of the following:
(i) A written communication is released in the United States as well as outside the United States, so long as the communication is released in the United States contemporaneously with or after the release outside the United States and is not otherwise targeted at persons in the United States.
(ii) Foreign or U.S. journalists or other third parties have access to the information.
(iii) The information appears on one or more Web sites of the company, so long as the Web sites are not available exclusively to or targeted at persons located in the United States.
(iv) After its disclosure outside the United States, the information is furnished to the SEC under Form 6-K.

[2]For foreign private issuers whose primary financial statements are prepared under home-country GAAP, Regulation G now makes clear that GAAP refers to home-country GAAP. However, if a foreign private issuer includes a non-GAAP financial measure derived from or based on a measure calculated under U.S. GAAP, Regulation G makes it clear that, in such instances, GAAP refers to U.S. GAAP for purposes of applying the requirements of Regulation G to the disclosure of that measure. 

Using Non-GAAP Financial Measures in SEC Filings

Regulation S-K and Regulation S-B were amended to incorporate the requirements of Regulation G into SEC filings.[3] The Regulation S-K and Regulation S-B amendments require companies using a non-GAAP financial measure in SEC filings to provide:

· The most directly comparable GAAP financial measure presented with equal or greater prominence. 

· A quantitative reconciliation (by schedule or other clearly understandable method) of the differences between the non-GAAP financial measure disclosed with the most directly comparable GAAP measure. (If the GAAP financial measure is not accessible on a forward-looking basis, the company must disclose that fact and provide reconciling information that is available without unreasonable effort.)

· A statement of the reasons why the company’s management believes the non-GAAP financial measure provides useful information to investors. 

· To the extent material, a statement of the additional purposes, if any, that are not otherwise disclosed for which the company’s management uses the non-GAAP financial measure.

Additionally, the amendments to Regulation S-K (and Regulation S-B) prohibit any of the following:

1. Excluding charges or liabilities that required or will require cash settlement or would have required cash settlement absent an ability to settle in another manner, from non-GAAP liquidity measures, other than the measures EBIT and EBITDA. (However, companies must reconcile these measures to their most directly comparable GAAP measure.)

2. Adjusting a non-GAAP performance measure to eliminate or smooth items identified as non-recurring, infrequent, or unusual, when either the nature of the charge or gain is such that it is reasonably likely to recur or there was a similar change or gain within the prior two years.

3. Presenting non-GAAP financial measures on the face of the company’s GAAP financial statements or in the accompanying notes.

4. Presenting non-GAAP financial measures on the face of any pro forma financial information required by Article 11 of Regulation S-X. 

5. Using titles or descriptions of non-GAAP financial measures that are the same as, or confusingly similar to, titles or descriptions used for GAAP financial measures. 

The rules do permit disclosure of non-GAAP per share financial measures. The rules also permit non-GAAP financial measures that are included in disclosures for a business combination, the disclosures by the entity resulting from the combination or by an entity that is a party to the combination, if the disclosures are in a communication subject to the communication rules for business combinations.

The term “non-GAAP financial measure” is the same here as it is for Regulation G.[4] 

[3]The SEC also amended annual reports on Form 20-F to incorporate Item 10 of Regulation S-K (as amended). Canadian filers on Form 40-F under the MJDS are not subject to these requirements.

[4]Although the requirements apply to annual reports on Form 20-F, a non-GAAP financial measure that would otherwise be prohibited will be permitted in a Form 20-F annual report if the measure is required or expressly permitted under the home-country GAAP used in the issuer’s primary financial statements and is included in the issuer’s annual report or financial statements used in its home country or market. 

Form 8-K: Filing Earnings Release

The addition of a new Item 12 to Form 8-K brings earnings releases into the formal disclosure system. Form 8-K now requires companies to file earnings releases with the SEC within five business days of any public disclosure of material non-public information about the company’s results of operations or financial condition for a completed annual or quarterly fiscal period, regardless of whether the earnings release contains non-GAAP financial measures. The company would briefly identify the announcement or release on the Form 8-K and file a copy as an exhibit. The new filing requirement is triggered by a company’s earnings announcement and release for a completed fiscal year or quarter that was not previously disclosed. The new rule does not require that companies issue earnings releases.[5] 

If non-public information is disclosed orally, telephonically, or by webcast, broadcast, or similar means, form 8-K provides an exception from filing under all of the following conditions:

1. The disclosure initially occurs within 48 hours of a written release or announcement furnished to the SEC on Form 8-K under Item 12. 

2. The presentation is broadly accessible to the public by dial-in conference call, webcast, or similar technology. 

3. The financial and statistical information contained in the presentation is provided on the company’s Web site, with any information that would be required under Regulation G. 

4. The presentation was announced by a widely disseminated press release that included instructions as to when and how to access the presentation and the location on the company’s Web site where the information would be available. 

The rule does not apply to disclosure of earnings estimates for future periods, unless those estimates are in the public announcement of material non-public information concerning an annual or quarterly period that has ended.

Earning announcements and releases are also subject to Regulation FD. Similar to disclosure under Regulation FD, historical information submitted under Item 12 of Form 8-K would be considered “furnished” with the SEC for liability purposes rather than “filed.” Additionally, a Form 8-K filed under Item 12 would meet a company’s obligation under Regulation FD only if it were filed within the time requirements of Regulation FD. 

[5]The rule also does not affect foreign private issuers that file information on Form 6-K.

Chapter 5: Real-Time Disclosures And Increased Sec Review Of Periodic Reports

Under Section 409 of the Act, the SEC was authorized but not required to compel companies to make public disclosure on a “rapid and current basis” of additional financial information (i.e., information concerning material changes in financial condition or operations). This authority is in addition to the authority the SEC already has to require current reporting on Form 8-K for U.S. companies and on Form 6-K for non-U.S. companies. 

Shortened Deadlines for 10-K and 10-Q

In response to Section 409 of the Act, the SEC adopted final rules that accelerate the filing of periodic reports (i.e., annual reports on Forms 10-K and quarterly reports on Form 10-Q for most U.S. companies eligible to use Form S-3). Additionally, they require those companies to provide additional disclosure about the availability of their periodic and current reports on their Web sites.

The new filing deadlines will be phased in over a three-year period, starting, for most calendar-year companies, with the annual report for the year ended December 31, 2003. 

The new rules shorten the deadlines for filing annual reports and quarterly reports for those public companies that are defined as “accelerated filers.” After full implementation of the phase-in period, annual reports on Form 10-K will be due 60 days (rather than 90 days) after the end of each fiscal year and quarterly reports on Form 10-Q will be due 35 days (rather than 45 days) after the end of the first, second, and third fiscal quarters. 

The SEC deferred implementation of the accelerated reporting regime. For the first fiscal year following adoption of the new rules, the deadlines will remain as they are currently (i.e., 90 days after the end of the fiscal year for Form l0-K and 45 days after the end of the first, second, and third fiscal quarters for Form 10-Q). For the second fiscal year (fiscal years ending on or after December 15, 2003), the deadlines will remain at 45 days after the end of the first, second, and third fiscal quarters for Form 10-Q, but Form 10-K will be due 75 days after the end of the fiscal year. Therefore, for calendar year companies, the initial accelerated filing will be the annual report on Form 10-K for the year ended December 31, 2003. In the third fiscal year (fiscal years ending on or after December 15, 2004), the deadlines will be 60 days for annual reports on Form 10-K and 40 days for quarterly reports on Form 10-Q. Beginning with the fourth fiscal year (fiscal years ending on or after December 15, 2005), the deadline for the Form 10-Q will shorten to 35 days.

The effect of this schedule is that, during each calendar year of the phase-in period, the deadline for the Form l0-K (for the prior fiscal year) and for each Form 10-Q (for the first three quarters in the fiscal year) will shorten by 15 days and five days, respectively. The table below summarizes the filing deadlines for a standard calendar year filer: 

	 
	Form 10-K 
(For Prior Year)
	 
	Form 10-Q

	Filing Year
	Deadline
	Date
	Deadline
	1st Quarter
	2nd Quarter
	3rd Quarter

	2003
	90 Days
	Mar 31, 2003
	45 Days
	May 15, 2003
	Aug 14, 2003
	Nov 14, 2003

	2004
	75 Days
	Mar 15, 2003
	40 Days
	May 10, 2003
	Aug 9, 2003
	Nov 9, 2003

	2005
	60 Days
	Mar 1, 2003
	35 Days
	May 5, 2003
	Aug 4, 2003
	Nov 5, 2003


Companies having fiscal years ending before December 15 will have more time before the transition than calendar year companies. For example, a November 30 company’s first accelerated filing will be its Form l0-K for 2004, due February 14, 2005. A June 30 company’s first accelerated filing will be its Form l0-K for its fiscal year ended June 30, 2004, due September 13, 2004.

The rules require accelerated filers to provide disclosures in their annual reports on Form 10-K regarding availability on their Web sites of their periodic and current reports filed with the SEC.

The accelerated filer must disclose its Web site address (URL), if it has one, and it must also disclose whether it makes available free of charge on or though its Web site, if any, its annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and all amendments to those reports, with all exhibits and supplemental schedules electronically filed with it, as soon as reasonably practicable after filing or furnishing the material to the SEC. 

An accelerated filer that does not make its reports available on its Web site must disclose the reasons for not making its reports available on its Web site and whether it will voluntarily provide electronic or paper copies of such filings free of charge upon request. 

The SEC left unchanged the existing reporting deadlines for non-U.S. SEC-reporting companies. 

Increased SEC Review of Periodic Reports

Section 408 of the Act requires the SEC to review a company’s Exchange Act reports at least once every three years. For purposes of scheduling these reviews, the SEC is to consider companies in the following categories, among other criteria:

1. Companies that have issued material restatements of financial results, 

2. Companies that experience significant volatility in their stock price, as compared with other companies, 

3. Companies with the largest market capitalization, and 

4. Emerging companies with disparities in price-to-earnings ratios.

The SEC has indicated that it will be developing a selective review approach that uses factors that indicate greater risk of disclosure problems. The SEC has also stated that it will not review every portion of every filing.

Chapter 6: Corporate Governance Standards

The corporate governance standards under the Act focus on the board of directors and its audit committee. As required by Rule 307 of the Act, the SEC adopted a new rule that requires all stock markets to adopt minimum standards under their listing requirements for the composition and functions of audit committees.[1] There are different standards for the independence of audit committee members under SEC Rule 307 and for the independence of directors under the market’s listing standards.

The Board of Directors

The Act and the SEC implementing rules do not address the role and authority of independent directors, except for the activities of the audit committee. However, the role and authority of the independent directors are addressed by the proposed listing requirements of the NYSE and Nasdaq.

Proposed NYSE Listing Requirements

Under the proposed NYSE listing requirements, a majority of the board members must be independent directors. Exempt from this requirement are controlled companies (i.e., where more than 50% of the voting power is held by an individual, a group, or another company), limited partnerships, and companies in bankruptcy. 

Independent directors will be required to meet in regularly scheduled executive sessions without management. The name of the director presiding at the executive sessions must be disclosed in the company’s proxy statement for its annual meeting or, if the company does not file a proxy statement, in the company’s annual report. The proxy statement (or annual report) must also describe how interested parties can communicate with either the presiding director or the independent directors as a group.

Listed companies must have an audit committee, a compensation committee, and a nominating and corporate governance committee, each of which consists entirely of independent directors.

Proposed Nasdaq Listing Requirements

Under the proposed Nasdaq listing requirements, a majority of the board members must be independent directors. Exempt from this requirement are controlled companies (i.e., where more than 50% of the voting power is held by an individual, a group, or another company). 

Boards must convene regular meetings of the independent directors in executive session.

Companies must have an audit committee composed entirely of independent directors (discussed below). 

Listed companies must provide that compensation of the chief executive officer and other executive officers be approved by a compensation committee consisting solely of independent directors or by a majority of all the independent directors, in either case meeting in executive session. (The CEO may be present at meetings concerning the compensation of other executive officers, but may not vote.) However, one non-independent director who is not then an officer or employee or a family member of an officer or employee may serve on a compensation committee of at least three members for up to two years, if the board of directors determines under “exceptional and limited circumstances” that his or her membership is required by the best interests of the company and its shareholders. The nature and reasons for any such board determination of exceptional and limited circumstances must be disclosed in the annual proxy statement. 

Listed companies must also provide that director nominations be approved by a nominating committee composed solely of independent directors or by a majority of all the independent directors. However, one non-independent director may serve on the nominating committee of at least three members for up to two years if the director either owns 20% or more of the company’s common stock or voting power outstanding (even if he or she is an officer), or is not then an officer or employee or a family member of an officer or employee, and the board of directors determines under “exceptional and limited circumstances” that his or her membership is in the best interest of the company and its shareholders.

[1]Rule 10A-3 under the Exchange Act. Generally, the NYSE corporate governance standards will continue to defer to home-country practices for foreign issuers. However, foreign companies will be required to comply with most of the audit committee requirements (including committee independence, size, and functions).

Director Independence Criteria

The Act addresses a director’s “independence” only for the audit committee and focuses for these purposes on only two criteria: the acceptance of compensatory fees from the company or any subsidiary (other than for serving as a director) and whether or not the director is an “affiliated person” of the company. 

NYSE Proposals

Definition
An “independent director” is one who has no “material relationship” with the listed company. This definition applies for all purposes throughout the NYSE proposals, except that additional restrictions, consistent with Section 301 of the Act, apply to membership on the audit committee.

Independence Criteria

For a director to be “independent,” the board must affirmatively determine that the director has no “material relationship” with the company either directly or “as a partner, shareholder or officer of an organization that has a relationship with the company.” The following relationships presumptively or absolutely disqualify a person from being considered independent. 

If a director or a member of his or her immediate family receives direct compensation from the listed company of more than $100,000 per year, excluding director compensation or deferred compensation for prior service, the director is presumptively disqualified. This is a presumption that is rebuttable and can be overcome by the board finding, with unanimous support from the independent directors, that the relationship is not material. However, a current employee of the company can never be deemed independent. If a director or a member of his or her immediate family is affiliated with or employed in a professional capacity by a present or former internal or external auditor of the company, the director is presumptively or absolutely disqualified from being considered independent. If a director or a member of his or her immediate family is employed as an executive officer of a company on the compensation committee of which any executive for the listed company currently serves, the director cannot be considered independent. If a director is an executive officer or an employee or a member of his or her immediate family is an executive officer of another company and either that company accounts for at least 2% of the listed company’s consolidated gross revenues or $1 million of such revenues, whichever is greater, or the listed company accounts for at least 2% of that company’s consolidated gross revenues or $1 million of such revenues, whichever is greater, the director cannot be considered independent.

Additional independence criteria apply for determining eligibility for audit committee membership. 

Five-Year Independence “Cooling-Off” Period

In applying the independence criteria discussed above for each specific relationship, a five-year “cooling-off” period is to be applied. No individual can be considered independent who has had such a relationship within the “cooling-off” period or who is a family member of an individual who has had such a relationship within that period, even though that relationship no longer exists. However, during the five years immediately following the effective date of the listing standard, the “look-back” period will extend back only to the effective date of the listing standard. 

Shareholdings

Ownership of even a significant amount of stock, by itself, is not a bar to independence, because the concern is independence from management. However, shareholding will be relevant to determine a person’s status as an “affiliated person” for purposes of applying the independence requirement of the Act for audit committee membership. 
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Other Board Committees

The Act does not address the role or composition of board committees other than the audit committee. However, the role and composition of the board committees other than the audit committee are addressed by the proposed listing requirements of the NYSE and Nasdaq.
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NYSE Proposals

Nominating and Corporate Governance Committee
The nominating and corporate governance committee composed of independent directors must have a written charter that addresses the committee’s purpose. That purpose must include identifying individuals who are qualified to become board members, selecting or recommending that the board select the director nominees for election at the annual meeting of shareholders, and developing and recommending to the board a set of corporate governance principles for the corporation. The committee’s goals and responsibilities must reflect the board’s criteria for selecting new directors and oversight of the evaluation of the board and management.

The committee must also annually evaluate its performance. Additionally, the charter should give the committee sole authority to hire and fire any search firm used to identify director candidates. 

If the company is required by contract or otherwise to provide a third party the ability to nominate one or more directors, the selection of those nominees need not be subject to the nominating committee process. 

Compensation Committee

The compensation committee composed of independent directors must have a written charter that addresses the committee’s purpose. That purpose must include discharging the board’s responsibilities for compensating the company’s executives and producing an annual report on executive compensation for inclusion in the proxy statement of the company’s annual meeting in accordance with applicable SEC rules or, if the company does not file a proxy statement, in the company’s annual report.

The committee’s duties and responsibilities must include reviewing and approving corporate goals and objectives relevant to compensating the chief executive officer, evaluating his or her performance in light of these goals and objectives, having sole authority to determine his or her compensation based on this evaluation, and making recommendations to the board for non-CEO compensation, incentive compensation plans, and equity-based plans.

The committee must also annually evaluate its performance. Additionally, the charter should give the committee sole authority to hire and fire any consulting firm to assist in evaluating the compensation of directors or senior executives, including sole authority to approve the firm’s compensation and other retention terms

Nasdaq Proposals

Nominating and Corporate Governance Committee
A nominating committee composed of independent directors must have the authority to nominate individuals for election as directors, unless the independent directors as a group have such authority (except that one member of the nominating committee need not be an independent director in limited and exceptional circumstances). The proposed Nasdaq standards do not require a corporate governance committee.

If a company is required by contract or other lawful arrangement, the provision for nomination of directors by independent means does not apply. 

Compensation Committee

A compensation committee composed of independent directors must have the authority to determine the compensation of all officers, unless the independent directors as a group have such authority (except that one member of the compensation committee need not be an independent director in limited and extraordinary circumstances). 

Shareholder Approval Requirements for Equity Compensation Plans

The Act does not address shareholder approval requirements for equity compensation plans, but they are addressed by the listing standards of the NYSE and Nasdaq. 

NYSE Listing Standards

Shareholder voting and approval is now required for equity compensation plans. Shareholders must be given the opportunity to vote to approve or disapprove all equity compensation plans, with certain exceptions.

Nasdaq Proposals

Shareholder approval must be obtained for all stock option plans and for any material modification of such plans, with four exceptions: inducement grants to new employees (if such grants are approved by an independent compensation committee or a majority of the independent directors), certain tax-qualified, non-discriminatory employee benefit plans (if such plans are approved by an independent compensation committee or a majority of the independent directors), option plans acquired through mergers, and plans that merely provide a convenient way to purchase shares on the open market or from the company at fair market value. 
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Chapter 7: The Audit Committee

Section 301 of the Act directed the SEC to adopt regulations that require the stock exchanges and Nasdaq to prohibit the listing of any security of a company that does not have an audit committee that meets the requirements listed in Section 301. Accordingly, the SEC adopted Rule 10A-3, which requires all U.S. stock exchanges and Nasdaq to adopt listing standards by December 1, 2003 requiring as a minimum condition for original or continued listing of any equity or debt security compliance with the following requirements.

Requirements

Independence
Every member of the audit committee of a listed company must be “independent.” To be independent, a director may not have accepted any direct or indirect compensation from the company or its subsidiaries, other than compensation for service as a director, and may not be an “affiliated person” of the company. “Affiliated person” means “a person that directly, or indirectly through one or more intermediaries, controls, or is controlled by, or is under common control with, the person specified.” The SEC provided a “safe harbor”: a person who is not an executive officer of the company or a shareholder owning 10% or more of any class of voting securities of the company would not be deemed to control the listed company. 

Authority and Responsibility

The audit committee must have authority over and be “directly responsible” for hiring, compensating, and retaining the company’s independent auditor and for overseeing the work of the auditor in preparing or issuing any audit report (and any related work), including resolving any disagreements between management and the auditor about financial reporting.

The audit committee must establish procedures for receiving, retaining, and treating complaints about accounting, internal controls, or auditing matters and for the confidential, anonymous submission by employees of their concerns about questionable accounting or auditing matters.

The audit committee must have authority to engage independent counsel and other advisors as the committee determines necessary to carry out its duties.

The listed company must provide appropriate funding, as determined by the audit committee, for the compensation of (i) the audit work and any related work of the company’s independent auditor, (ii) any other audit, review, or attest services provided to the company by a public accounting firm, and (iii) any advisors engaged by the audit committee.

Listing Standards and Compliance Dates

Rule 10A-3 establishes these as minimum standards for listing; the exchanges and Nasdaq may establish other standards for audit committees and other corporate governance matters that exceed these requirements. The rule does not regulate the size of a listed company’s audit committee. 

The SEC must approve listing standard amendments sufficient to comply with Rule 10A-3 by December 1, 2003. Listed companies must comply with these standards by the earlier of the listed company’s first annual meeting after January 15, 2004 or October 31, 2004.[1] 

[1]Foreign private issuers and small business issuers will have until July 31, 2005 to comply.

Approval of Audit Engagements and of Non-Audit Services to be Provided by an Auditor

The Act requires of every reporting company (even if none of its securities are listed on an exchange or Nasdaq) that the audit committee (or the full board of directors) approve all audit services (including the provision of a comfort letter for a securities offering). Additionally, subject to certain de minimis exceptions (i.e. for minor amounts of services), the audit committee (or full board) must approve all permitted non-audit services to be provided by the auditor or its associated persons before the services are provided.

Required Reports to the Audit Committee

The Act also requires for any company whose securities trade in the U.S. (even if none of its securities are listed on an exchange or Nasdaq) that the auditor report to the audit committee on a timely basis (i) all critical accounting policies and practices used in the company’s audited financial statements, (ii) all alternative treatments of financial information within GAAP that have been discussed with management of the company and the ramifications on the use of such alternative disclosures and treatments and the treatment preferred by the auditor, and (iii) other material written communication between the auditor and the company’s management, such as a management letter or schedule of unadjusted differences.

Audit Committee Financial Expert Disclosure

Every company is required to disclose that its board of directors has determined whether or not the company has at least one audit committee financial expert serving on its audit committee and whether or not the audit committee financial expert is “independent.”

The company must disclose the name of the audit committee financial expert. A company may, but is not required to, disclose whether it has more than one audit committee financial expert or the names of any additional individuals meeting the criteria. If the company does not have an audit committee financial expert, the company must disclose that and explain why not. 

The company must also disclose whether the audit committee financial expert is independent under the listing standards of the AMEX, NYSE, or Nasdaq, as applicable. The full board of directors is required to make the determination that an audit committee member satisfies the criteria for an audit committee financial expert.

Required Attributes

An “audit committee financial expert” must possess all of the following attributes:

· An understanding of GAAP and financial statements

· The ability to assess the general application of such principles in the accounting for estimates, accruals, and reserves 

· Experience preparing, auditing, analyzing, or evaluating financial statements that present a complexity of accounting issues that is generally comparable in breadth and level to the complexity of issues that the company’s financial statements can reasonably be expected to raise or experience actively supervising one or more persons engaged in such activities

· An understanding of internal control for financial reporting

· An understanding of audit committee functions

Required Experience

The audit committee financial expert must also have acquired the required attributes through any of the following:

· Education and experience as a principal financial officer, principal accounting officer, controller, public accountant, or auditor or experience in one or more positions that involve the performance of similar functions 

· Experience actively supervising a principal financial officer, principal accounting officer, controller, public accountant, or auditor or person performing similar functions 

· Experience overseeing or assessing the performance of companies or public accountants for the preparation, auditing, or evaluation of financial statements

· Other relevant experience

The audit committee financial expert does not have to have obtained this experience with an SEC reporting company. Experience with private companies that prepare audited financial statements or experience with a foreign company that is not an SEC registrant can also satisfy the requirement.

The board does not have to disclose the basis for the board’s determination that the audit committee financial expert has obtained the necessary experience through “other relevant experience.” However, the company must briefly list that person’s experience in its disclosure. Education alone, without actual experience, would not be considered sufficient.

In addition to having the appropriate knowledge and experience, an audit committee financial expert must possess high standards of personal and professional integrity. Therefore, the board must also consider whether the individual has been subject to any disciplinary actions.

Companies must provide the audit committee financial expert disclosure in their annual reports for fiscal years ending on or after July 15, 2003. For small business issuers, audit committee financial expert disclosure is required for fiscal years ending on or after December 15, 2003.[2 ] 

[2 ]Like U.S. companies, foreign private issuers must disclose whether or not they have an audit committee financial expert. However, non-U.S. companies do not have to disclose whether the expert is independent until July 31, 2005.

Code of Ethics for Senior Financial Officers and Chief Executive Officers

Section 406 of the Act directed the SEC to issue rules requiring a reporting company to disclose whether or not it has a code of ethics for its principal financial officer and controller or principal accounting officer or persons performing similar functions. The SEC included the principal executive officer among those senior managers. The Act also called for requiring companies with no such code of ethics to explain why they have none. The audit committee is often given the responsibility of ensuring compliance with the company’s code of ethics. 

Attorney Reports of Material Violations

Under the SEC rules implementing Section 307 of the Act, if any attorney representing a reporting company becomes aware of material violations of the securities laws, breaches of fiduciary duty, and similar violations, he or she must report the evidence to the company’s chief legal officer. If, then, the company has not provided an appropriate response to the report within a reasonable time, the attorney must report the evidence to the company’s audit committee (assuming it has one). If the company then determines that it should assert a defense to any proceeding relating to the evidence (assuming there is a “colorable defense”), the audit committee must approve the retention of counsel who will assert such defense and the chief legal officer must report to the audit committee regularly on the progress of the proceeding. Companies have the option under these regulations to establish, in advance of receiving a report, a “qualified legal compliance committee” of its board of directors to deal with these matters, instead of the audit committee.

NYSE Proposals

Independent Audit Committee Required

For many years, the NYSE has required all listed companies to have an audit committee, consisting of at least three members, all of whom must be independent. The SEC independence standards discussed above (i.e., the independence requirements of Section 301 of the Act and Exchange Act Rule 10A-3(b)(1)) apply for this purpose. 

Financial Literacy and Financial Expertise

Audit committee members must be financially literate, as determined by the board, or must become financially literate within a reasonable period of time after their appointment. Additionally, at least one member of the committee (who need not be the committee chair) must have “accounting or related financial management expertise.” A board may presume that a person who would be considered an audit committee financial expert under Section 407 of the Act or the related SEC rules has sufficient accounting or related financial management expertise.

Authority over Auditor Relationships

Audit committees must have the sole authority to hire and fire independent auditors and to approve significant non-audit relationships with the independent auditor.

Audit Committee Charter

The audit committee’s charter must be in writing and must specify the committee’s purpose. That purpose must include assisting board oversight of the integrity of the company’s financial statements, the company’s compliance with legal and regulatory requirements, the independent auditor’s qualifications and independence, and the performance of the company’s internal audit function and independent auditors.

The charter must also detail the duties and responsibilities of the audit committee. The charter should cover the following points. 

1. The charter should make the audit committee responsible for hiring, retaining, compensating, evaluating, and firing the company’s independent auditors, including resolving disagreements between management and the independent auditor and being responsible for the pre-approval of all non-audit services. 

2. The charter should establish procedures for the receipt, retention, and treatment of complaints from company employees on accounting, internal accounting controls, or auditing matters, as well as for the confidential, anonymous submissions by company employees of concerns about questionable accounting or auditing matters. 

3. The charter should provide for the audit committee at least annually to obtain and review a report by the independent auditor describing (i) the auditor’s internal quality control procedures, (ii) any material issues raised by the auditor’s most recent internal quality control review or by its most recent peer review or raised within the preceding five years by any investigation or inquiry by governmental or professional authorities of an independent audit by the firm and any steps taken to deal with these issues, and (iii) all relationships between the independent auditor and the company, in order to assess the auditor’s independence. 

4. The charter should provide for the committee to discuss the annual audited financial statement and quarterly financial statements with management and the independent auditor and the company’s disclosure in the related MD&A sections as well as earnings press releases and financial information and earnings guidance that are given to analysts and rating agencies. 

5. The charter should give the committee the authority to obtain the advice and assistance of outside legal, accounting or other advisors, as appropriate. 

6. The charter should provide for the audit committee to receive from the company the funds it determines necessary to compensate the outside legal, accounting, or other advisors employed by the audit committee. 

7. The charter should give the committee authority and responsibility for discussing policies for risk assessment and risk management.

8. The charter should provide for the committee to meet separately, periodically, with management, with the internal auditors, and with the independent auditors as well as review with the independent auditor any audit problems or difficulties and management’s response. 

9. The charter should set clear hiring policies for employees or former employees of the independent auditor. 

10. The charter should provide for the committee to report regularly to the board on any issues that arise within its oversight responsibilities.

In addition, the audit committee is responsible for preparing the report that is required to be included in the company’s annual proxy statement or, if the company does not file a proxy statement, in the company’s annual report. Finally, it must also annually assess the sufficiency of its charter and annually evaluate the performance of its responsibilities

Nasdaq Proposals

Independent Audit Committee Required
As Nasdaq has required for years, all listed companies must have an audit committee, consisting of at least three members, all of whom must be independent. Nasdaq’s proposed independence standards, discussed above, will apply to determine audit committee eligibility. However, one member need not meet those standards if the board of directors has determined under “exceptional and limited circumstances” that such individual’s membership is required by the best interest of the company and its shareholders and he meets certain other criteria. The board must disclose in the proxy statement for the next annual meeting after that determination the nature of the relationship and the reasons for the determination. However, a member appointed on such an exceptional basis may not serve longer than two years and may not chair the committee.

Additional Independence Requirements for Audit Committee Members

An audit committee member must meet the independence requirements of Section 301 of the Act and Exchange Act Rule 10A-3(b)(1) and may not own or control 10% or more of the company’s voting securities. 

Financial Literacy

Audit committee members must be able to read and understand financial statements when they are appointed. Additionally, at least one member of the committee will be required to have had past employment experience in finance or accounting, professional certification in accounting, or other comparable experience or background that qualifies him or her as financially sophisticate, such as being or having been a chief executive officer, chief financial officer, or other senior official with financial oversight responsibilities.

Authority over Auditor Relationships

Audit committees must have the sole authority to hire, determine compensation for, and oversee the independent auditor and must approve, in advance, all audit and permissible non-audit services. Audit committees must also have authority to engage and determine funding for independent counsel and other advisors and to establish procedures for complaints about the company’s financial report as provided by the Act.

Audit Committee Responsibilities and Charter

The audit committee charter must be in writing and must specify the scope of the committee’s responsibilities (including structure, processes, and membership requirements) and specify the committee’s responsibility for ensuring the receipt from the independent auditor of a formal, written statement delineating all relationships between the auditor and the company. It must be consistent with auditor professional responsibility standards (Independence Standards Board No. 1). It must specify the committee’s responsibility for actively engaging in a dialogue with the auditor concerning disclosed relationships or services that may affect the objectivity and independence of the auditor and for taking, or recommending that the board take, appropriate action to oversee the independence of the auditor. 

The audit committee must also specify its authority and responsibility, as provided by the Act, for overseeing the accounting and financial reporting processes and the audits of the financial statement of the company, hiring, determining the funding for and overseeing the outside auditors, pre-approving all audit and permissible non-audit services, establishing procedures for receipt of complaints regarding the company’s financial reporting and internal controls, and engaging and determining funding for independent counsel and other advisors to the committee. The committee must also assess annually the sufficiency of its charter.

Related Party/Conflict of Interest Transactions

All related party transactions must be approved by the audit committee (or a comparable independent body of the board) as part of the company’s obligation to conduct an “appropriate review … on an ongoing basis” of such transactions. “Related party transactions” are transactions that are required to be disclosed under SEC rules. For a body to be considered “comparable” to the audit committee, all directors of the body that review and approve a related party transaction must be both independent under Nasdaq rules and also disinterested in the transaction. 

Chapter 8: Codes Of Conduct And Ethics, Governance Guidelines

Sarbanes-Oxley Act and SEC Implementing Rules

Financial Officers Code of Ethics
Under Section 406 of the Act, the SEC has adopted rules requiring all reporting companies (including non-U.S. companies), to disclose whether the company has adopted a written code of ethics for the company’s principal executive officer, principal financial officer, principal accounting officer or controller, or persons performing similar functions. 

The rules do not require a company to adopt a code of ethics if it has not already done so or to amend an existing code of ethics. However, a company that does not have a code of ethics must explain why it does not have such a code. If a company has a defective code, i.e., one that does not satisfy all the requirements of the rule, the company may not affirm that it has the required code.

Companies must provide code of ethics disclosure in their annual reports for fiscal years ending on or after July 15, 2003, except for small business issuers, which will be required to include such disclosure for fiscal years ending on or after December 15, 2003. Thereafter, companies must comply with the disclosure requirements for amendments or waivers to their codes of ethics. 

Contents of the Code of Ethics

Under Section 406, a code of ethics means standards that are reasonably designed to deter wrongdoing and to promote the following: 

1. Honest and ethical conduct, including ethical handling of actual or apparent conflicts of interest between personal and professional relationships; 

2. Full, fair, accurate, timely, and understandable disclosure in reports and documents that a company files with or submits to the SEC and in provides in other public communications;

3. Compliance with applicable laws, rules, and regulations; 

4. Prompt internal reporting to an appropriate person identified in the code of violations of the code; and 

5. Accountability for adherence to the code.

A company may have different codes of ethics for different types of officers and the required code may be part of a broader code that addresses additional issues and applies to additional persons. Codes of ethics vary from company to company; decisions as to the specific provisions of a company’s code, compliance procedures, and disciplinary measures for breaches of the code remain with the company. The SEC has strongly encouraged companies to adopt codes that are broader and more comprehensive than necessary to meet the disclosure requirements.

Making Codes Publicly Available

The rules provide for the following three methods of making a company’s code publicly available:

· Filing it as an exhibit to the company’s annual report

· Posting it (or relevant portions) on its Web site, provided that the company has disclosed its Internet address in its applicable annual report

· Offering in its annual report to provide a copy to any person without charge on request 

If the company includes its Web site address in its annual report, that would not, by itself, include or incorporate by reference all the information on the company’s Web site into the annual report (with the resulting liability), unless the company otherwise acts to incorporate such information. If a company has multiple Web sites that it uses for various purposes, such as investor relations, product information, and business-to-business activities, the disclosure requirement would require the company to post the code of ethics on the Web site it normally uses for investor relations. 

Disclosure of Changes or Waivers of an Ethics Code Provision

All companies must disclose either an amendment to any provision of a company’s code of ethics that applies to the specified officers or a waiver (including an implicit waiver) of an ethics code provision to a specified officer, the name of the person to whom the waiver was granted, and the date of the waiver. If a company has a broad-based code of ethics that covers more than the senior officers, a change or waiver of a provision that relates to other officers or to the directors of the company would not require disclosure

NYSE Proposals

Code of Business Conduct and Ethics
Companies are required to adopt and disclose a Code of Business Conduct and Ethics for directors, officers, and employees that addresses conflicts of interest, corporate opportunities, confidentiality, fair dealing, protection and proper use of company assets, compliance with laws, rules and regulations (including insider trading laws), and encouraging the reporting of any illegal or unethical behavior.

Companies must promptly disclose any waivers under the Code of Business Conduct and Ethics given to directors and officers.

Corporate Governance Guidelines

The NYSE requires companies to adopt and disclose corporate governance guidelines, which must address: 

· Director qualification standards

· Director responsibilities

· Director access to management and, as necessary and appropriate, to independent advisors

· Director compensation

· Director orientation and continuing education

· Management succession

· An annual self-evaluation of the board’s performance.

Nasdaq Proposals

Code of Conduct
Companies must adopt a code of conduct for all directors, officers, and employees that is publicly available and includes the elements necessary to meet the code of ethics requirements established by the SEC under Section 406 of the Act. Additionally, the code must provide for an enforcement mechanism.

Companies must disclose any waivers given to executive officers and directors and the waivers must be approved by the board or a board committee.

Education and Training of Directors

The Act and SEC implementing rules do not address education and training of directors. However, both the NYSE and Nasdaq have established requirements in this area.

The corporate governance guidelines for NYSE will require companies to address the continuing education and training of directors. The NYSE has indicated that it intends to help develop and sponsor appropriate education and training programs. In contrast, Nasdaq will require that directors of listed companies undertake continuing education under rules to be developed by the Nasdaq Listing and Hearing Review Council and approved by the Nasdaq Board.
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Chapter 9: Other Standards Applicable To Directors Or Officers

Prohibition on Personal Loans

Reporting companies are prohibited under Section 402 of the Act from extending, maintaining, or arranging for personal loans to their directors or executives. Excluded from this prohibition are certain consumer credit arrangements (such as home improvement or credit card loans) made in the ordinary course of business, of a type generally made available by the company to the public, and on market terms no more favorable than those offered by the company to the general public. For example, companies that are or own securities brokerage firms may make margin loans to employees, unless used to carry stock of the company. Personal loans already in existence when the Act became effective on July 30, 2002 may continue in effect, provided there is no material modification to any term or any renewal of the loan after that date. 

Reporting Insider Trading

Under Section 403 of the Act, the SEC adopted new rules implementing changes to Section 16(a) of the Exchange Act. Under Section 16(a) and related SEC rules, officers, directors, and 10% shareholders of equity securities of a reporting company must file reports with the SEC describing their ownership and trades in the company’s equity securities.[1] Under the new rules, the reports must be filed on an accelerated basis, generally within two business days of the trade or other event triggering the filing. 

The SEC also adopted rules mandating the electronic filing of all Section 16 reports (i.e., Forms 3, 4, and 5) on the SEC’s EDGAR system. 

The new rules also require a company that maintains a corporate Web site to post on its Web site all Section 16 reports filed by its insiders by the end of the business day (i.e., 10 p.m., Eastern time) after filing any such report. Postings on a company’s Web site must remain accessible for at least 12 months. 

[1]Section 16(a) and thus the new SEC rules apply only to U.S. companies. Insiders of non-U.S. companies are not subject to the Section 16(a) filing requirements. 

Insider Trading During Pension Fund Blackout Periods

Under Section 306(a) of the Act, the SEC adopted new rules regulating securities trades by insiders during pension fund blackout periods. The new rules are entitled Regulation Blackout Trading Restriction (“Regulation BTR”). 

Section 306(a) of the Act and the related SEC rules are intended to prevent directors and executive officers from selling their equity securities when other employees (or a substantial number of them) cannot. Section 306(a) of the Act prohibits executive officers and directors, during any blackout period, from acquiring any equity securities in connection with service or employment as a director or executive officer and from disposing of any equity securities previously acquired in connection with service or employment as a director or executive officer. Section 306(a) and Regulation BTR apply to all reporting companies.[2] 

Under Regulation BTR, there is a rebuttable presumption that any equity securities sold or otherwise transferred during a blackout period by a director or executive officer were acquired in connection with service or employment as a director or executive officer to the extent that he or she holds such securities. 

Transactions Exempt from Trading Prohibition

Regulation BTR provides exemptions from the blackout trading prohibition for the following transactions in a company’s equity securities: 

1. acquisitions under broad-based, nondiscriminatory dividend or interest reinvestment plans; 

2. purchases or sales under Rule 10b5-1 trading arrangements, provided that the arrangement is not entered into or modified during the blackout period; 

3. increases or decreases due to stock splits or stock dividends that apply equally to all securities of that class or from the exercise of rights granted pro rata to all holders of the same class of securities; 

4. purchases or sales under tax conditioned plans (e.g., stock purchase plans and excess benefit plans) under the Internal Revenue Code, but not “discretionary transactions” involving such plans (such as an intra-fund transfers); 

5. compensatory grants and awards (including options and stock appreciation rights) under a plan that provides for automatic grants or awards to directors or executive officers and specifies the terms and conditions of the grants or awards; and 

6. certain exercises, conversions, or terminations of derivative securities that were not written or acquired during the relevant blackout period and where the security may be exercised, converted, or terminated only on a fixed date or the security is exercised, converted, or terminated by a counterparty free from influence by the director or executive officer.

Generally, Regulation BTR also exempts transactions that occur automatically or otherwise outside the control of the officer or director.

Blackout Period

“Blackout period” means any period of more than three consecutive business days during which the ability of at least 50% of the participants or beneficiaries under all individual account plans of the company to purchase, sell, or otherwise acquire or transfer an interest in any equity security of the company held in such an individual account plan is temporarily suspended by the company or by a fiduciary of the plan. 

A company must timely notify its directors and executive officers and the SEC of the imposition of a blackout period that would trigger the statutory trading prohibition. 

[2]Directors and executive officers of U.S. companies, non-U.S. companies, small business issuers, and, in limited circumstances, registered investment companies are subject to the trading prohibition. However, Regulation BTR limits Section 306(a)’s application to non-U.S. companies to where 50% or more of the U.S. participants are “blacked out” and they represent an appreciable portion of the companies’ employees worldwide. 

Forfeiture of Certain Bonuses and Profits

Section 304 of the Act provides that if a company must restate its financial statements as a result of “misconduct,” the company’s CEO and CFO must disgorge to the company (i) any bonus or other incentive-based or equity-based compensation received during the 12-month period following the issuance or filing with the SEC (whichever is earlier) of a financial document embodying the financial reporting requirement and (ii) any profits from the sale of the company’s securities during the 12-month period. Section 304 applies to U.S. and non-U.S. reporting companies.[3] 

Section 304 raises many questions for which there generally are no clear answers. For example, the statute does not define what constitutes “misconduct” nor does it require that the CEO or CFO be the source of the misconduct. Further, it may often be unclear as to when, for purposes of Section 304, an officer receives certain compensation (e.g., options subject to multi-year vesting schedules) or how the profits subject to disgorgement are to be measured. 

[3]Application of these provisions to non-U.S. companies may be problematic if any required repayment would violate the employment laws of a non-U.S. jurisdiction.

Improper Influence on Conduct of Audits

The SEC adopted rules to implement Section 303(a) of the Act.[4] The new rule prohibits officers and directors or those acting under their direction from coercing, manipulating, misleading, or fraudulently influencing any auditor engaged in the performance of an audit of the company’s financial statements, if such person knew or should have known that the action could render the financial statements misleading. 

The phrase “engaged in the performance of an audit” should be read broadly to encompass the “professional engagement” period and any other time the auditor is called upon to make decisions or judgments regarding the company’s financial statements. Consequently, the rule could apply after the engagement period has ended, for example, when the auditor is asked to consent to use, reissuance, or withdrawal of a prior report. Similarly, action taken before the engagement period begins—for example, if retention of the auditor is made contingent upon the auditor agreeing to issue an unwarranted, unqualified audit opinion or to limit the scope of the audit—could also violate the rule. Further, the rule is not limited to the audit of the annual financial statements, but applies to related activities (for example, improperly influencing an auditor during a review of interim financial statements) that the SEC believes are sufficiently connected to the harm the Act is intended to prevent.

[4]Rule 13b2-2(b)(1).

Temporary Freeze Authority for the SEC

Section 1103 of the Act amended Section 21C(c) of the Exchange Act to provide that if, during an investigation involving possible violations of the federal securities laws by a public company or any of its directors, officers, partners, controlling persons, agents, or employees, it appears likely to the SEC that the company will make extraordinary payments to any of those persons, the SEC may petition a federal district court for a temporary order requiring the company to escrow those payments in an interest-bearing account for 45 days subject to court supervision. Besides providing that the “extraordinary payments” may be “compensation or otherwise,” the statute does not define the term. The company must receive notice and have an opportunity to be heard before an order may be entered, unless the court decides that to do so would be impracticable or contrary to the public interest.

In apparently the first exercise of this new authority by the SEC, on May 13, 2003 the U.S. District Court for the Central District of California granted the SEC’s request for a temporary order placing in escrow $37.64 million in cash payments that Gemstar-TV Guide International, Inc. had previously agreed to make to its former chief executive officer and chief financial officer. 

Chapter 10: Auditor Independence

Under Section 208(a) of the Act, the SEC has adopted new rules that expand the requirements for auditor independence. The rules address “cooling off” after employment relationships, scope of services provided by independent auditors, mandatory rotation of audit partners, and other matters regarding auditor independence.

The rules apply to auditors, including foreign accounting firms, of reporting companies (U.S. and non-U.S.). Although the rules became effective on May 6, 2003, they contain various transition periods. 

“Cooling Off” After Employment Relationships

The New Rules
Under the new rules, an accounting firm will not be independent if an employee of the company with a “financial reporting oversight role” was a member of the accounting firm’s audit engagement team at any time within the one-year period (the “cooling-off period”) preceding the start of audit procedures for the current year.

Employees subject to the cooling-off period are the chief executive officer, the chief financial officer, the controller, the chief accounting officer (or any person serving in any equivalent position), every individual in a financial reporting oversight role (i.e., any role in which a person is in a position to influence the contents of financial statements), or anyone who prepares financial statements. 

Members of the engagement team are the lead audit partner, the concurring audit partner, and any individual who provides more than 10 hours of audit, review, or attest services during the annual audit period. 

Calculating the One-Year Cooling-Off Period

Audit procedures are deemed to have commenced for the current audit engagement period the day after the company’s prior year’s annual report is filed with the SEC and to end on the date the current year’s annual report is filed. For example, if a calendar-year reporting company files its Form 10-K on March 15, 2003, April 5, 2004, and March 10, 2005, the 2003 audit engagement period will commence on March 16, 2003 and will end on April 5, 2004, while the 2004 audit engagement period will commence on April 6, 2004 and end on March 10, 2005. 

If an engagement team member provides audit, review, or attest services for a company at any time during the 2003 engagement period (March 16, 2003-April 5, 2004) and he or she begins employment with the company in a financial reporting oversight role before March 10, 2005, the accounting firm would be deemed to be not independent of the company. Thus, the new rules require the accounting firm to complete one annual audit after the individual was a member of the audit engagement team. 

Scope of Services Provided by Auditors

Introduction
Under the Act it is unlawful for a registered public accounting firm that performs an audit for a company to contemporaneously provide the company with nine categories of non-audit services. The auditor may provide other non-audit services that are permitted, including tax services, if they are approved in advance by the company’s audit committee. 

The SEC rules further describe the non-audit services prohibited under the Act. Only non-audit services to audit clients are prohibited. The rules do not apply to services provided to non-audit clients. 

Prohibited Services Substantially Unchanged by the New Rules

The new rules for the following three non-audit services are substantially identical to the SEC’s previous prohibitions. 

Management Functions. The rules prohibit an auditor from acting as a director, officer, or employee of an audit client or from performing any decision-making, supervisory, or ongoing monitoring function for an audit client. However, auditors may continue to evaluate an audit client’s internal controls and to recommend improvements to the design and implementation of internal controls and risk management controls. 

Human Resources. Auditors may not conduct human resource functions for audit clients, including job searches for executive or managerial positions, psychological or other testing of potential employees, reference or background checks, negotiating terms of employment, and recommending or advising the hiring of specific job candidates. 

Broker-Dealer, Investment Advisor, or Investment Banking Services. An auditor may not act as a broker-dealer (registered or unregistered), promoter, or underwriter for an audit client; make investment decisions for the audit client; or otherwise have discretionary authority over an audit client’s investments. Auditors are also prohibited from executing transactions for an audit client or having custody of an audit client’s assets.

Prohibited Services Expanded by the New Rules

The new rules broaden the existing prohibitions (i.e., remove exceptions) against providing the following services. 

Bookkeeping or Other Services Related to Accounting Records or Financial Statements. Providing any bookkeeping services for an audit client will impair auditor independence unless it is reasonable to conclude that the results of these services will not be subject to audit procedures during an audit of the client’s financial statements. Book-keeping services include maintaining or preparing the audit client’s accounting records, preparing financial statements that are filed with the SEC or the information that forms the basis of financial statements filed with the SEC, or preparing or originating source data underlying the audit client’s financial statements.[1] 

Financial Information Systems Design and Implementation. Auditors may not provide any service related to an audit client’s financial information systems design and implementation, unless it is reasonable to conclude that the results of these services will not be subject to audit procedures during an audit of the client’s financial statements. Auditors may continue to evaluate and make recommendations to audit clients on internal controls. 

Appraisal or Valuation Services, Fairness Opinions, or Contribution-in-Kind Reports. The rules prohibit an auditor from providing any appraisal service, any valuation service, or any service involving a fairness opinion or contribution-in-kind report for an audit client, unless it is reasonable to conclude that the results of these services will not be subject to audit procedures during an audit of the client’s financial statements. 

Actuarial Services. Auditors may not provide any actuarially oriented advisory service involving the determination of amounts recorded in an audit client’s financial statements and related accounts, unless it is reasonable to conclude that the results of these services will not be subject to audit procedures during an audit of the audit client’s financial statements. However, auditors may assist a client in understanding the methods, models, assumptions, and inputs used in computing such amounts. 

Internal Audit Outsourcing. The rules prohibit auditors from providing any internal audit service that has been outsourced by the audit client that relates to the audit client’s internal accounting controls, financial systems, or financial statements, unless it is reasonable to conclude that the results of these services will not be subject to audit procedures during an audit of the client’s financial statements. 

Legal Services. Under the rules, an auditor may not provide an audit client with any service that, under the circumstances, could be provided only by someone licensed or otherwise qualified to practice law where the service is provided.[2] 

Expert Services. The Act added “expert services” as a prohibited non-audit service. Auditors are prohibited from providing expert opinions or other services to an audit client or its legal representative in litigation or in regulatory or administrative investigations or proceedings. For example, this includes forensic accounting services provided to the audit client’s attorneys for the defense of an SEC investigation. However, an auditor may perform internal investigations or fact-finding engagements for audit clients and may testify or otherwise provide factual accounts in investigations or proceedings regarding any services provided to the audit client. 

Tax Services. An auditor may provide tax services to its audit clients without impairing its independence. Auditors may continue to provide tax compliance, tax planning, and tax advice to audit clients, subject to the normal audit committee pre-approval requirements. The new rules also require companies to disclose in annual reports and proxy statements the amount of fees paid to auditors for tax services. Additionally, the audit committee should scrutinize carefully the retention of an accountant in tax avoidance transactions recommended by the accountant that may not be supported by tax law. 

[1]Similarly, an auditor that prepares statutory financial statements for a non-U.S. company would not be independent if those statements form the basis of financial statements filed with the SEC. 

[2]In some non-U.S. jurisdictions, tax work may be performed only by someone licensed to practice law; an accounting firm providing such service would therefore be deemed to be providing prohibited legal services. The new rules are not intended to prevent foreign accountants from providing services that U.S. auditors may provide; in determining whether auditor independence is impaired, the SEC will look to whether providing the service would be prohibited in the U.S. as well as the foreign jurisdiction. The SEC encouraged foreign accountants and regulators to consult with the SEC staff to address these issues. 

Partner Rotation

The new SEC rules require the lead and concurring partners to rotate off the client after five years and be subject to a five-year “time-out” period. Audit partners, other than the lead and concurring partners, must rotate off after no more than seven years and are subject to a two-year time-out. In this way, a partner could serve either as the lead partner on a significant subsidiary or as an “audit partner” at the parent or issuer level for up to two years before becoming the lead or concurring partner on the engagement and still be able to serve in that lead or concurring role for five years. 

The rules apply the partner rotation requirements to “audit partners.” In addition to the lead and concurring partners, “audit partners” include partners on the audit engagement team who have responsibility for decision-making on significant auditing, accounting, and reporting matters that affect the financial statements or who maintain regular contact with management and the audit committee. In particular, audit partners would include all those who serve the client at the issuer or parent level. Further, the definition of “audit partner” includes the lead partner on subsidiaries of the company whose assets or revenues constitute 20% or more of the consolidated assets or revenues. However, “specialty” and “national office” partners are not “audit partners.” 

Audit Committee Oversight of the Engagement

The rules require the audit committee to approve in advance all audit, review, and attest services and all permitted non-audit services. An auditor will not be deemed independent for an engagement unless the engagement of the auditor is approved in advance by the company’s committee or by one or more board members who are independent directors and who are designated to perform this role or under all three of the following conditions: 

1. The engagement is entered into under policies for pre-approval and detailed procedures that are established by the audit committee for the particular service and that are designed to safeguard the independence of the auditor. 

2. The audit committee is informed promptly of each engagement. 

3. The policies and procedures do not include delegating the audit committee’s responsibilities to management.

The Act provides a de minimis (i.e., for minor amounts) exception from the pre-approval requirements for the provision of non-audit services where all the services do not aggregate more than 5% of total revenues paid by the audit client to its accountant in the fiscal year in which the services are provided, the services were not recognized as non-audit services at the time of the engagement, and the services are promptly brought to the attention of the audit committee and approved before the completion of the audit either by the audit committee or by one or more members of the audit committee to whom authority to grant such approvals was delegated. 

The rules view “audit services” as broader than those services generally required for an audit under GAAP. For example, audit services include comfort letters and statutory audits for insurance companies. Audit services would also include services performed to fulfill the accountants’ responsibility under GAAP. For example, a tax partner may need to review the tax account in the financial statements as a part of the audit process. 

These rules apply to all audit services(including review and attest) and permitted non-audit services that are contracted for on or after May 6, 2003. For arrangements for non-audit services entered into before that date (whether or not they were pre-approved by the audit committee), the accounting firm will have until May 6, 2004 to complete those services. 

Communication with the Audit Committees

Each auditor that performs any audit required under the securities laws must report to the audit committee before the filing of its audit report with the SEC: 

1. All critical accounting policies and practices to be used (critical accounting policies are discussed earlier) 

2. All alternative treatments within GAAP for policies and practices related to material items that have been discussed with management, including the ramifications of the use of such alternative disclosures and treatments and the treatment preferred by the registered public accounting firm

3. Other material written communications between auditor and management, such as any management letter or schedule of unadjusted differences 

The communications concerning general accounting policies should focus on the initial selection and changes in significant accounting policies. The communications should include the effect of management’s judgments and accounting estimates, as well as the auditor’s judgments about the quality of the entity’s accounting principles. The discussion of general accounting policies should include the range of alternatives available under GAAP that were discussed by management and the auditors as well as the reasons why the chosen policy was selected. If an existing accounting policy is being modified, then the auditor should describe the reasons for the change. Whenever a new accounting policy or treatment selected is not the auditor’s preferred policy or treatment, the discussions should include the reasons why the auditor considered one policy or treatment to be preferable but management did not select that policy or treatment. 

Other Material Communications

The rules require auditors to provide the audit committee with copies of material written communications between the auditor and management. Some communications that will be considered material to a company include management representation letters, reports on observations and recommendations on internal controls, schedules of unadjusted audit differences and a listing of adjustments and reclassifications not recorded, engagement letters, and letters confirming the auditor’s independence.

Auditors should consider carefully what other written communications should be provided to audit committees.

Timing of Communications

Communications between an auditor and the audit committee must occur before the filing of an audit report with the SEC, including before the filing of annual reports and proxy statements, registration statements, and other periodic or current reports that contain audit reports.

	[image: image9.png]





Expanded Disclosure

The rules require a company to disclose the following information about its “principal accountant” in its annual and proxy statement.[3] 

· The aggregate “Audit Fees” billed for each of the last two fiscal years for the audit and quarterly reviews or services that are normally provided by the accountant for statutory and regulatory filings or engagements. (This includes all services performed to comply with GAAP, which might include certain tax and accounting services and related services that only the independent accountant reasonably can provide, such as comfort letters.)

· The aggregate “Audit-Related Fees billed in each of the last two years that are reasonably related to the audit or review.” (This includes assurance and related services such as due diligence and internal control reviews. The nature of the services must also be described.) 

· The aggregate “Tax Fees” billed in each of the last two years for tax compliance, tax advice, and tax planning (together with a description of the nature of the services). 

· The aggregate amount of “All Other Fees” billed in each of the last two fiscal years (together with a description of the nature of the services). 

· The audit committee’s pre-approval policies and procedures. 

· The percentage of “Audit-Related Fees, Tax Fees and All Other Fees” that were approved by the audit committee under the de minimis exception.

· If more than 50%, the percentage of hours expended on the principal accountant’s engagement to audit the annual financial statements that were attributable to work performed by part-time, temporary employees.

These disclosure provisions are effective for periodic annual filings for the first fiscal year ending after December 15, 2003.

[3]This includes on annual report on Form 20-F for foreign private issuers or Form 40-F for Canadian companies.

Compensation

The rule prohibits auditors from setting an audit partner’s compensation or allocation of partnership “units” based on the sale of non-audit services to clients. An auditor is not independent under the rules if, at any time during the audit engagement period, any “audit partner” receives compensation based on the partner’s procuring engagements from the client to provide any services that are not audit, review, or attest services. 

The restriction applies during the “audit and professional engagement period,” which begins when the auditor signs an initial engagement letter or begins audit, review, or attest procedures and ends when the client or auditor notifies the SEC that the client is no longer the auditor’s client. 

The term “audit partner” refers to the lead and concurring partners and other partners on the engagement team who are responsible for making decisions on significant auditing, accounting, and reporting matters affecting the financial statements or who maintain regular contact with management or the audit committee. The restriction does not apply to specialty partners such as tax and valuation specialists, even if they are consulted during the audit engagement. 

Chapter 11: Oversight Board And Regulation

Title I of the Act covers the establishment and organization of the Public Company Accounting Oversight Board (PCAOB).

Establishment and Administrative Procedures

Section 101 establishes an independent, non-governmental board to oversee the audits of public companies to protect the interests of investors and to further public confidence in independent audit reports. The powers of the PCAOB are as follows:

· To register and discipline accounting firms that audit public companies;

· To establish audit and accounting standards; and

· To investigate financial irregularities.

The following PCAOB inaugural members were appointed:

· William McDonough (designated Chairman)

· Kayla J. Gillan 

· Daniel L. Goelzer

· Willis D. Gradison, Jr. 

· Charles D. Niemeier

The PCAOB has three main divisions:

· Auditing standards

· Registration and inspection

· Enforcement

The administrative staff of the PCAOB consists of the following positions:

· Chief of Staff

· Chief Auditor

· Deputy Chief Auditor

· Director, Registration and Inspections

· Acting General Counsel

· Director, Human Resources

· Chief Administrative Officer 

· Chief Information Officer

· Director, Public Affairs

· Director, Government Relations

Registration with the Board

Section 102 requires public accounting firms to register with the Board and take certain other actions to perform audits of companies.[1] The registration applications must be filed electronically. They are quite extensive and are public documents, but confidentiality may be granted for parts upon request. The Board has discretion to reject applications. There is an application fee, which is intended to cover the cost of processing the application. Last, registered firms must submit an annual report to the PCAOB.

[1]There is no exemption for non-U.S. public accounting firms, but they have a six-month extension.

Auditing, Quality Control, and Independence Standards and Rules

Section 103 requires the PCAOB to establish, through the adoption of standards proposed by one or more professional groups of accountants, auditing standards and related attestation standards for registered public accounting firms to use in preparing and issuing audit reports. The Act gives the PCAOB the power to establish both auditing and accounting standards. The current plans are to leave the establishment of accounting standards to the FASB. While the PCAOB will set its own audit standards, it has temporarily adopted the current Accounting Principles Board (APB) standards. The independence standards are within auditing standards.

Inspections of Registered Public Accounting Firms

Section 104 requires the PCAOB to conduct a continuing program of inspections to assess the degree of compliance of each registered public accounting firm with the Act. The inspection program is expected to be a major focus of the Board. National firms are to be inspected annually, with Big Four inspections to start in 2003. Other registered firms are to be inspected every three years. The inspections are likely to be modeled on the AICPA peer review program, with various enhancements. Documents and testimony obtained in the inspection process will be confidential, but inspection reports will likely be public documents. Unsatisfactory inspections may be referred to disciplinary staff.

Investigations and Disciplinary Proceedings

Section 105 requires the PCAOB to establish rules and procedures for the investigation and disciplining of registered public accounting firms.

The PCAOB has broad powers to investigate financial frauds. Emergency response team inspections and traditional investigations may be conducted by staff without Board approval and investigations may be formal as well as informal. The PCAOB can compel registered firms and public companies to comply with its requests. The sanctions for failure to comply consist of the suspension or revocation of an accounting firm’s registration and the PCAOB may seek an SEC subpoena for public companies. The PCAOB’s greater accounting resources will make such investigations quite formidable. However, the SEC is to receive notice of all PCAOB investigations.

Foreign Public Accounting Firms

Section 106 requires that any foreign public accounting firm that prepares or furnishes an audit report for any company shall be subject to the Act, in the same manner and to the same extent as a U.S. public accounting firm, except that registration does not by itself provide a basis for subjecting the foreign public accounting firm to the jurisdiction of a U.S. court.

SEC Oversight, Accounting Standards, and Funding

Section 107 states that the SEC shall have oversight and enforcement authority over the PCAOB. Section 108 amends Section 19 of the Securities Act in that the SEC may recognize under Section 13(b) of the Exchange Act as “generally accepted” any accounting principles established by a standard-setting body that meets certain criteria, as further specified in the Act. Those powers have been delegated by the SEC to the FASB for now.

Section 109 provides for funding of the PCAOB, which is to be done by assessments, largely on public companies and to a lesser extent on registered accounting firms. The amount each company will be assessed depends on the market capitalization of the company. Companies with under a $25 million market capitalization will not be assessed. The failure to pay the assessment will lead to a “no audit opinion” and a stop-trading order. Registered accounting firms will pay an annual registration fee.

Effective Date and Transition

The SEC determined as of April 25, 2003 that the Board was properly organized and had the capacity to carry out the requirements of the Act. Public accounting firms then had 180 days to register with the Board (i.e., no later than October 22, 2003). Foreign accounting firms have an extra six months to comply.
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Chapter 12: Attorney Professional Responsibility (Section 307)

Overview

The SEC has adopted new rules under Section 307 of the Act for minimum standards of professional conduct for attorneys who appear and practice before the SEC on behalf of public companies. These rules impose on attorneys a responsibility to report “up the ladder” material violations of federal and state securities laws, breaches of fiduciary duty, and other similar violations of federal and state laws. Second, the rules describe the internal steps to be followed by a company when an attorney reports an alleged material violation of federal and state securities laws. Third, they introduce a new board committee, the qualified legal compliance committee, as an alternative recipient of an attorney’s report of evidence of a material violation. Last, they clarify when foreign attorneys must make such reports and when foreign attorneys are exempt from the new reporting obligations.

The rules apply to attorneys of reporting companies, both in-house counsel and outside counsel.[1] Additionally, the rules address the responsibilities of supervisory attorneys and subordinate attorneys for reporting material violations of securities laws.

Additionally, the SEC has proposed other rules that address an attorney’s obligation to report securities law violations to the SEC (i.e., “reporting out” to third parties). The SEC has solicited comments to these proposed “noisy withdrawal” proposals, none of which are final or effective at the time of this writing. 

[1]The rules also apply to non-U.S. companies but not to foreign government issuers.

The Attorney’s Reporting Obligation

When an attorney appearing or practicing before the SEC in the representation of a company becomes aware of credible evidence of a material violation of U.S. federal or state securities laws, a material breach of fiduciary duty under U.S. federal or state law, or a similar material violation of any other U.S. federal or state law by a company or any of its officers, directors, employees, or agents, that attorney has a reporting obligation. An attorney with a reporting obligation must immediately bring the evidence of a material violation to the company’s chief legal officer, to both the company’s chief legal officer and its chief executive officer, or to the company’s qualified legal compliance committee, if such a committee has previously been established.[2] 

[2]An attorney practicing outside the U.S. is required to comply with these rules except to the extent that such compliance is prohibited by foreign law.

To Whom Does an Attorney Owe a Responsibility?

An attorney owes his or her professional and ethical duties to the company as an organization, rather than to a company’s officers, directors, or employees. This rule clarifies that an attorney advising the officers, directors, or employees of a company in the course of representing the company owes his or her duty to the organization as a whole, rather than to the officers, directors, or employees in question.
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An Attorney’s Reporting Obligation

The General Reporting Regime
Step One: Report to the CLO or CLO and CEO. When an attorney appearing and practicing before the SEC (in the representation of a company) becomes aware of evidence of a material violation, that attorney must report the evidence to the company’s chief legal officer, to both to the company’s chief legal officer and its chief executive officer, or (as described below) to a qualified legal compliance committee. 

If the reporting attorney reasonably believes that it would be futile to make such a report to a company’s chief legal officer and chief executive officer, the attorney can bypass those officers and report to the audit committee or to another committee consisting solely of independent directors or, if there is no such committee, to the full board.

Step Two: Inquiry and Response by the CLO. After receiving such a report, a company’s chief legal officer must make an inquiry that he or she reasonably believes is appropriate to determine if the alleged material violation has occurred, is ongoing, or is about to occur. Upon the conclusion of the inquiry, if the chief legal officer determines that no material violation has occurred, he or she may advise the reporting attorney of that determination and of the basis therefore. Otherwise, the chief legal officer must take all reasonable steps to cause the company to adopt an appropriate response and advise the reporting attorney accordingly.

Step Three: Taking the Report “up the Ladder.” No further action is required of a reporting attorney if he or she receives an appropriate response within a reasonable period of time.

If the reporting attorney does not receive a response or does not believe that the chief legal officer or the chief executive officer of a company has provided an appropriate response within a reasonable time, the attorney must explain his or her reasons to the chief legal officer and chief executive officer (or their equivalents) and directors to whom the report was made and report the previously reported evidence of a material violation “up the ladder” as follows:

1. To the audit committee of the company’s board of directors 

2. If the company does not have an audit committee, to another committee of the board of directors composed solely of independent directors

3. If the company has neither of the foregoing committees, to the company’s full board of directors

The rules also provide that if an attorney reasonably believes that he or she was discharged from employment or a retainer with a company as a result of making a report under the rules, he or she may so notify the company’s board or any committee of the board. 

The Qualified Legal Compliance Committee Regime

For an Attorney. When an attorney appearing and practicing before the SEC in the representation of a company becomes aware of evidence of a material violation, instead of making a report in the manner previously described under Step Two, the attorney may report the evidence to the company’s qualified legal compliance committee, if such a committee was established before the report in question. By making such a report, the attorney has entirely satisfied his or her reporting obligation and is not required to assess the response of the company or its qualified legal compliance committee to the report. Therefore, by establishing a qualified legal compliance committee, a company can avoid having to satisfy its attorneys as to the appropriateness and the adequacy of the company’s response to reports of evidence of a material violation.

For a Chief Legal Officer. After receiving an attorney’s report of evidence of a material violation, instead of making an inquiry in the manner previously described under Step Two, a company’s chief legal officer may refer the report to a qualified legal compliance committee, if such a committee was established before the report in question. By making such a report, the company’s chief legal officer has entirely satisfied his or her reporting obligation and is not required to assess the later response of the company or its qualified legal compliance committee to the report.

The Qualified Legal Compliance Committee. Under the new rules, a qualified legal compliance committee is a committee of the company (that may also be an audit or other committee) that:

1. is composed of at least one member of the company’s audit committee (unless the company has no audit committee, in which case it must include at least one member from an equivalent committee of independent directors) and two or more independent directors

2. has adopted written procedures for the confidential receipt, retention, and consideration of any report of evidence of a material violation 

What Is Sarbanes-Oxley?

1. has been established by the company’s board with the authority and responsibility:

i. to inform the chief legal officer and chief executive officer (or their equivalents) of any report of a material violation, unless the committee reasonably believers that it would be futile to make such a report

ii. to determine whether an investigation is necessary for such a report and, if it so determines, to notify the company’s audit committee or the company’s full board, to initiate an investigation to be conducted by the chief legal officer or outside attorneys and to retain any expert personnel deemed necessary

iii. following an investigation, to recommend, by majority vote, that the company implement an appropriate response and to inform the chief legal officer and chief executive officer (or their equivalents) and board of the results of the investigation and the remedial measures to be adopted

2. has the authority and responsibility to take, by majority vote, all other appropriate action, including notifying the SEC if a company fails in any material respect to implement an appropriate response recommended by its qualified legal compliance committee.

The Obligations of Investigating and Defending Attorneys

The rules provide that any attorney retained or directed by a company to investigate evidence of a material violation is generally subject to the reporting obligations prescribed in the rules. In addition, the rules specifically provide that the officer or director of a company, although an attorney may be retained to investigate reported evidence of a material violation, is not, having retained that attorney, relieved of his or her obligation to respond to the attorney who originally reported the evidence.

Nevertheless, an attorney is excused from the reporting obligation when he or she was retained or directed by the company’s chief legal officer to investigate evidence of a material violation. The chief legal officer must then report the results of the investigation to the company’s board of directors, its audit committee, a committee of independent directors, or a qualified legal compliance committee, unless both the investigating attorney and the chief legal officer reasonably believe that no material violation of securities laws has occurred, is ongoing, or is about to occur. 

Additionally, an attorney will also be excused from the reporting obligation if (a) that attorney was retained or directed by the company’s chief legal officer to assert in an investigation or proceeding a colorable defense on behalf of the company (or the applicable officer, director, or agent), consistent with that attorney’s professional obligations, and (b) the chief legal officer provides reasonable and timely reports on the progress of the investigation or proceeding to the company’s board, audit committee, committee of independent directors, or a qualified legal compliance committee.

Finally, an attorney will be excused from the reporting obligation if that attorney was retained or directed by a qualified legal compliance committee to investigate that evidence or assert in an investigation or proceeding a colorable defense on behalf of the company (or the applicable officer, director, or agent), consistent with that attorney’s professional obligations.

Responsibilities of Supervisory Attorneys

An attorney supervising another attorney who is appearing and practicing before the SEC with respect to a matter, as well as any chief legal officer (or equivalent) directing such an attorney, must ensure that the subordinate attorney conforms to the new rules. If the subordinate attorney reports evidence of a material violation to his or her supervising attorney, that attorney is then responsible for making the required reports.

Responsibilities of Subordinate Attorneys

A subordinate attorney may satisfy his or her obligation by reporting evidence of a material violation of securities laws to his or her supervisory or directing attorney, provided that the supervisory or directing attorney is not the chief legal officer of the company suspected of the violation. Those attorneys who are supervised or directed by a company’s chief legal officer must use one of the other reporting channels previously described above.

Finally, although a subordinate attorney may have discharged his or her reporting obligations with a report to a supervisory attorney, if the subordinate attorney reasonably believes that the supervisory attorney has failed to comply with the reporting obligations under the rules, that subordinate attorney may follow the steps and take the actions described above.

Chapter 13: Employee Whistleblower Protection

Section 806 of the Act creates a civil action for employees of public companies who have been subject to retaliation by their employers for disclosing illegal activities by their employers.

Section 806

Section 806 of the Sarbanes-Oxley Act prohibits a public company from discharging, demoting, suspending, threatening, harassing, or in any other manner discriminating against any officer, employee, contractor, subcontractor, or agent in the terms and conditions of his or her employment because of any lawful act done by such person to provide information, cause information to be provided, or otherwise assist in an investigation regarding any conduct that the employee reasonably believes constitutes a violation of any of the federal criminal provisions prohibiting mail, wire, bank, and securities fraud (Title 18 section 1341, 1343, 1344, or 1348), any rule or regulation of the SEC, or any provision of federal law relating to fraud against shareholders, when the information or assistance is provided to or the investigation is conducted by any of the following:

· a federal regulatory or law enforcement agency,

· any member of Congress or any committee of Congress, or 

· a person with supervisory authority over the employee (or such other person working for the employer who has the authority to investigate, discover, or terminate misconduct).

It also prohibits the company from taking action against any of the persons listed above because of any lawful act done by such person to file, cause to be filed, testify, participate in, or otherwise assist in a proceeding filed or about to be filed (with any knowledge of the employer) relating to an alleged violation of Title 18 section 1341, 1343, 1344, or 1348, any rule or regulation of the SEC, or any provision of federal law relating to fraud against shareholders. 

Procedure 

An aggrieved employee must file a complaint with the Secretary of Labor within 90 days of the date on which the retaliation occurred. If the Secretary of Labor has not issued a final decision within 180 days of the filing of the complaint, and such delay is not due to the bad faith of the aggrieved employee, the employee may bring an action in federal district court.

The statute provides that the proceedings before the Secretary of Labor are governed by the procedures and legal burdens of proof in the federal statute establishing the whistleblower protection program for employees in the airline industry. 

Remedies

Administrative and Civil Remedies
If a whistleblower prevails under the administrative process or in court, he or she is entitled to all relief necessary to make such employee whole, including reinstatement with the same seniority status, payment of back pay with interest, and compensation for any special damages, including litigation costs, expert witness fees, and attorney fees. 

Criminal Sanctions

Section 1107 of the Act prohibits a person from knowingly, with the intent to retaliate, taking any action harmful to any other person, including interference with the lawful employment or livelihood of any person, for providing information to a law enforcement officer about the commission or possible commission of any federal offense. The penalties for retaliation against informants include fines and up to 10 years in prison.

Chapter 14: Misconduct, Penalties, And Statutes Of Limitations

Criminalization of Misconduct

The Act makes criminal misconduct in the following two areas:

· CEO and CFO officer certification requirement

· Destruction of corporate audit records and/or alteration or falsification of records

CEO and CFO Officer Certification Requirement

Under Section 906 of the Act, all periodic reports containing financial statements filed with the SEC must be accompanied by a written statement by the CEO and CFO of the company, certifying that the report fully complies with the relevant rules of the Exchange Act and the information contained therein fairly presents, in all material respects, the financial condition and results of operations of the company. This certification requirement applies to all public companies for all periodic reports (i.e., Forms 10-Q, 10K and 20-F only, not Forms 8-K and 6-K). 

Knowingly certifying a statement that does not comply with these requirements will be an offense punishable by a fine of up to $1 million and imprisonment for up to 10 years. Willfully giving the certification knowing that it is false will be an offense punishable by a fine of up to $5 million and imprisonment for up to 20 years. 

Destruction of Corporate Audit Records and/or Alteration or Falsification of Records

The knowing and willful destruction of any audit work papers or other documents related to an audit will be subject to a maximum penalty of 10 years in prison. Auditors of a public company must maintain all audit or review work papers for five years. Also the destruction, alteration, or falsification of records in federal investigations and bankruptcy proceedings with the intent to impede or influence such investigations or proceedings is subject to a maximum term of 20 years imprisonment.
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Increased Penalties and Other Remedies

Attempts and Conspiracies to Commit Criminal Fraud Offenses
The Act amends the federal criminal fraud statute and provides that any person who attempts or conspires to commit any offense under the federal criminal fraud statute (mail, wire, bank, or securities fraud) will be subject to the same penalties as those prescribed for the underlying offense.

Criminal Penalties for Mail and Wire Fraud and for Defrauding Shareholders of Public Companies

The penalty for mail and wire fraud will be increased from five to 20 years in prison. The Act also increases the penalties under the federal mail fraud statute by subjecting anyone convicted of securities fraud or attempted securities fraud to a fine or imprisonment for up to 25 years or both. 

Criminal Penalties for ERISA Violations

The Act amends the maximum fine for violations of ERISA by a natural person from $5,000 to $100,000 and increases the maximum jail term from one year to 10 years. Penalties for violations committed by companies will also increase from $100,000 to $500,000. 

Increased Criminal Penalties under the Exchange Act

The Act amends the Exchange Act to provide that a person who willfully violates any provision of the Exchange Act or any rule or regulation thereunder or who willfully and knowingly makes a statement in an application, report, or document required to be filed under the Exchange Act that is false or misleading with respect to any material fact will be subject to a fine of $5 million (increased from $1 million) or imprisonment for up to 20 years (increased from 10 years), if such person is a natural person. The fine is increased from $2.5 million to $25 million for a person other than a natural person.

Retaliation Against Informants

Knowingly and intentionally retaliating against informants providing truthful information relating to the commission or possible commission of a federal offense will be punishable by a fine and imprisonment for up to 20 years.

Statute of Limitations for Securities Fraud Lengthened

The Act lengthens the statute of limitations for securities fraud. A private right of action that involves a claim of fraud, deceit, manipulation, or contrivance in violation of a regulatory requirement under the securities laws may now be brought not later than the earlier of two years after the discovery of the facts constituting the violation or five years after the violation. 

Bar to Future Service

Any person found to have violated the general antifraud provision of the Exchange Act can be barred by a court or the SEC, after notice and a hearing, from serving as a director or officer of a public company if his or her conduct demonstrates “unfitness” to serve as a director or officer of a public company.

The Act

Generally, a violation of the requirements of the Act would violate either the Act or the related SEC rules, which generally would be a violation of the Exchange Act, for which a broad variety of sanctions may be imposed. 

Rule 10A-3 prohibits the national securities exchanges and Nasdaq from listing or continuing to list securities of a company that does not comply with the audit committee requirements of the rule, subject to providing an opportunity for the company to cure its noncompliance. 

Under Rule 10A-3, each exchange and Nasdaq must require a listed company to notify it of any material noncompliance with the audit committee requirements promptly after an executive officer of a company becomes aware of the noncompliance. Subject to the opportunity to cure any noncompliance that must be provided to the listed company, delisting is required upon noncompliance with the audit committee requirements.
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NYSE Proposals

The company’s chief executive officer must certify each year that he or she is not aware of any violations of the NYSE listing standards. The certification must be disclosed in each annual report to shareholders.

Upon finding a violation of a NYSE listing standard, the NYSE may issue a public reprimand letter to the company and ultimately suspend or delist the offending company.

Each company CEO will be required to promptly notify the NYSE after any executive officer of the company becomes aware of any material non-compliance with any applicable provisions of the Rule Proposals.

Nasdaq Proposals

A material misrepresentation or omission by a company to Nasdaq may result in the company being delisted.
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