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Sarbanes-Oxley Act of 2002 Sets Forth New Corporate Governance, Disclosure 
and Auditor Requirements Affecting Issuers, Management, Employees, 
Attorneys, Auditors and Investment Banks 

 
Congress has passed, and President Bush has signed into law, the Sarbanes-Oxley 

Act of 2002 (the “Act”).  The Act is largely a response to the corporate and accounting 
scandals that have enveloped the United States during the past year.  It sets forth new 
corporate governance, disclosure, audit and conflicts of interests standards affecting 
issuers, directors, officers, employees, attorneys, auditors and investment banks. 

 
The Act has a variety of implications for a number of parties, including the 

following: 
 

● issuers, who must comply with enhanced disclosure requirements and 
adopt more stringent corporate governance standards, as well as face 
enhanced SEC review of their annual and periodic reports; 

 
● directors and officers, who must certify annual and periodic reports 

(including financial statements), disgorge certain profits and bonuses and 
comply with more timely Section 16 disclosure requirements;  

 
● employees, who will be shielded by whistleblower protections; 
 
● attorneys, who will have the obligation to report evidence of material 

violations of securities laws or breaches of fiduciary duty to an issuer’s 
CEO or general counsel, and under certain circumstances, to the issuer’s 
board of directors; 

 
● auditors, who will be subject to oversight and discipline by a newly 

created independent board (the “Board”), as well as additional restrictions 
and limitations on the non-audit services that they may provide to audit 
clients; and 

 
● investment banks and research analysts, who will be subject to more 

stringent rules regarding conflicts of interest between analysts and 
investment bankers and disclosure by analysts of actual and potential 
conflicts of interest. 
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The Act also created a number of new federal crimes related to violations of the 

securities laws and the provisions of the Act itself and increased the penalties and 
extended the statutes of limitations of certain existing laws.  Some of the provisions of 
the Act take effect immediately, including the requirement that CEOs and CFOs certify 
periodic reports, while other provisions will be implemented over time.  Most provisions 
of the Act require the SEC to adopt regulations within 180 or 270 days (in certain cases 
longer) to fully implement them.  In addition, the new auditor oversight board will need 
to adopt a series of rules, generally within 270 days, regarding its organization, auditor 
registration, auditing and other professional standards, inspections, investigations and 
disciplinary proceedings.  The new law also calls for a series of studies on such diverse 
topics as credit rating agencies, SEC enforcement actions, investment banks, and 
consolidation of public accounting firms.  These studies could result in additional SEC or 
Congressional action in the future.   

 
This memorandum summarizes some of the most significant provisions of the 

Act.  Because of the number and variety of parties affected by the Act it is important to 
analyze the specific provisions of the Act which are most likely to affect you.  A copy of 
the Act can be obtained at 
http://financialservices.house.gov/media/pdf/H3763CR_HSE.PDF.   

__________________________ 
 

I. Implications for Issuers 
 

A. Enhanced Disclosure Requirements 
 
  1. Real Time Issuer Disclosures.  The Act amends Section 13 of the 
Securities Exchange Act of 1934 (the “Exchange Act”) to require each issuer reporting 
under Section 13(a) or 15(d) of the Exchange Act to disclose to the public “on a rapid 
and current basis such additional information concerning material changes in the 
financial condition or operations of the issuer, in plain English, which may include trend 
and qualitative information and graphic presentations, as the Commission determines, by 
rule, is necessary or useful for the protection of investors and in the public interest.” 
 
 This amendment is a significant departure from prior law, which gave issuers 
greater flexibility in timing the disclosure of material corporate developments as long as 
they and corporate insiders were not trading in the issuer’s securities.  The significance of 
this provision will depend to a large extent on the SEC rulemaking related to this 
provision.1 
 

                                                 
1  On June 17, 2002 the SEC proposed modifications to Form 8-K which would require disclosure 
of 13 additional events on Form 8-K and would require all Form 8-K’s to be filed within two 
business days of the triggering event (as opposed to the current requirement of five business days 
or 15 calendar days).  The Act may cause the SEC to expand this proposal. 
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2. Annual Reports to Contain Internal Control Report.  The SEC is 
required to adopt rules requiring each annual report required by Section 13(a) or 15(d) of 
the Exchange Act to contain an “internal control report” which states the responsibility of 
management for establishing and maintaining an internal control structure and contains 
an assessment, as of the end of the most recent fiscal year, of the effectiveness of the 
internal control structure and procedures of the issuer for financial reporting.   The 
registered public accounting firm that prepares the audit report for the issuer must, as part 
of the audit engagement, attest to, and report on, management’s internal control 
assessment. 
 

3. Pro Forma Figures Must be Reconciled to GAAP Figures and Not 
Misleading.  Pro forma financial information included in any periodic or other report 
filed with the SEC, or in any public disclosure or press or other release, must be 
presented in a manner that (1) does not contain an untrue statement of a material fact or 
omit to state a material fact and (2) “reconciles it with the financial condition and results 
of operations of the issuer under GAAP.”  The SEC is required to promulgate final rules 
related to this provision within 180 days of the date of the Act.   
 
  4. Material Off-Balance Sheet Transactions Must be Disclosed.  Each 
annual and quarterly report required to be filed with the SEC under the Exchange Act 
must disclose “all material off-balance sheet transactions, arrangements, obligations 
(including contingent obligations) and other relationships of the issuer with 
unconsolidated entities or other persons, that may have a material current or future effect 
on financial condition, changes in financial condition, results of operations, liquidity, 
capital expenditures, capital resources, or significant components of revenues or 
expenses.”  This provision requires the SEC to codify or build on the interpretative 
guidance it issued in February 2002, in which it advised issuers to augment their 
disclosure of off-balance sheet transactions in the MD&A.  The SEC is required to 
promulgate final rules related to this provision within 180 days of the date of the Act. 
 
  5. Financial Statements Must Reflect All Material Correcting 
Adjustments.  The Act amends Section 13 of the Exchange Act to provide that each 
financial report that contains financial statements, and that is required to be prepared in 
accordance with or reconciled to GAAP, shall reflect “all material correcting 
adjustments” that have been identified by a registered public accounting firm in 
accordance with GAAP and SEC rules.  
   
B. Corporate Governance 
 

1. Audit Committees 
 
 
 

a. Independence and Financial Expertise of Members.  All 
audit committee members must be independent.  A person is considered independent for 
audit committee purposes only if he does not receive any consulting or similar fees from, 
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and is not affiliated with, the issuer or any of its subsidiaries other than in his capacity as 
a director.  In addition, the SEC is required to adopt rules requiring each issuer, together 
with periodic reports required by Sections 13(a) and 15(d) of the Exchange Act, to 
disclose whether or not its audit committee has at least one member who is a “financial 
expert,” and, if not, why not.2 
 

b. Power and Authority of Audit Committee.  The audit 
committee—rather than management—must be responsible for the appointment, 
compensation and oversight of the issuer’s auditor.  The auditor must report directly to 
the audit committee, not to management.  The audit committee must establish procedures 
to receive and respond, on a confidential basis, to complaints (from employees and 
others) regarding the issuer’s accounting or auditing matters.  The audit committee must 
have authority to hire independent counsel and other advisors. 
 

c. Changes to Existing Regulations.  The Act to a large extent 
codifies certain existing rules of the New York Stock Exchange (the “NYSE”) and 
Nasdaq or rules that were proposed by the NYSE and Nasdaq in June and July 2002 
regarding corporate governance.  The Act, however, differs in certain respects from these 
existing and proposed rules and should be reviewed carefully by issuers. 
 

The SEC must within 270 days of the date of the Act direct the national securities 
exchanges (e.g., NYSE, Amex and Nasdaq) to prohibit the listing of the securities of any 
issuer that does not have an audit committee which complies with the foregoing 
requirements. 
 

2. Ethical Considerations 
 

a. Prohibition on Improper Influence on Conduct of Audits.  
The SEC must adopt rules which make it unlawful for any officer or director of an issuer, 
or any other person acting under their direction, “to take any action to fraudulently 
influence, coerce, manipulate, or mislead any independent public or certified accountant 
engaged in the performance of an audit of the financial statements of that issuer for the 
purpose of rendering such financial statements materially misleading.”  The SEC must 
propose these rules within 90 days and issue final rules within 270 days of the date of the 
Act. 
 
   b. Code of Ethics for Senior Financial Officers.  The SEC is 
required to adopt rules requiring each issuer, together with periodic reports required by 
Section 13(a) or 15(d) of the Exchange Act, to disclose whether or not such issuer has 
adopted a “code of ethics” applicable to the principal financial officer and controller or 

                                                 
2  The SEC is required to define “financial expert,” and in doing so, must consider, among other 
facts, whether a person has experience in preparing or auditing financial statements of generally 
comparable issuers and a range of other audit functions.  The financial expert rules must be 
proposed no more than 90 days after the date of the Act and issued not later than 180 days after the 
date of the Act. 
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principal accounting officer and, if not, the reason why not.3  The SEC is also required to 
amend Form 8-K to require the immediate disclosure of any change or waiver of the code 
of ethics for senior financial officers.  The code of ethics rules must be proposed no more 
than 90 days after the date of the Act and issued not later than 180 days after the date of 
the Act. 

 
C. Enhanced SEC Review of Periodic Reports and Enforcement Powers 

 
  1. Enhanced SEC Review of Periodic Reports.  The Act requires the 
SEC to review disclosures made by issuers reporting under Section 13(a) of the Exchange 
Act, and which have a class of securities listed on a national securities exchange or 
Nasdaq, “on a regular and systematic basis.”  The Act provides that issuers must be 
reviewed at least once every three years.  This review must include a review of an 
issuer’s financial statements.4 
 

  2. Enhanced Enforcement Powers.  The Act gives the SEC 
and the federal courts additional enforcement and injunctive powers.  These new 
powers include the authority of the SEC to impose a 45-day freeze (which can be 
extended under certain circumstances) on extraordinary payments by an issuer 
which is under investigation to its directors, officers, agents or employees. 

 

                                                 
3    The term “code of ethics” is defined broadly to include not only standards governing honest 
and ethical conduct, but also standards governing full, fair and understandable disclosure in 
periodic reports and compliance with applicable governmental laws and regulations. 

4  The Act provides that, in scheduling these reviews, the SEC should consider, among other 
factors, whether issuers (i) have issued material restatements of their financial results, (ii) 
experience significant volatility in their stock price, (iii) have large market capitalizations, (iv) are 
emerging companies with disparities in their price to earnings ratios and (v) whose operations 
significantly affect any material sector of the economy. 
 



Sarbanes-Oxley Act of 2002 Sets Forth New Corporate Governance, 
Disclosure and Auditor Requirements Affecting Issuers, Management 
Employees, Attorneys, Auditors and Investment Banks 
 
 

 Fried, Frank, Harris, Shriver & Jacobson 6 August 2, 2002 
 

D. Implications for Foreign Issuers.  The provisions of the Act generally 
apply to foreign issuers (1) the securities of which are registered under Section 12 of the 
Exchange Act, (2) that are required to file reports under Section 15(d) of the Exchange 
Act or (3) that have filed a registration statement that has not yet become effective under 
the Securities Act and that has not been withdrawn.  Absent exemptions promulgated by 
the SEC pursuant to its rulemaking authority, foreign issuers subject to the Act must 
generally comply with its provisions to the same extent as their domestic counterparts.  
From time to time in the past, the SEC, the NYSE, Nasdaq and other national exchanges 
have granted foreign issuers exemptions from certain periodic reporting obligations and 
corporate governance requirements (among others) on the basis that such requirements or 
obligations were inconsistent with local reporting requirements and/or practices in their 
home jurisdictions.  While the SEC has broad rulemaking authority with respect to some 
provisions of the Act, no assurances can be given that the SEC will use this authority to 
exempt foreign issuers from any of these provisions, including, among others, the 
provision regarding CEO/CFO certifications with civil penalties (which is discussed 
below). 

Not all provisions of the Act are subject to the rulemaking authority of the 
SEC.  Specifically, the application and effectiveness of the provision regarding 
CEO/CFO certifications with criminal penalties (which is discussed below) is not, 
on its face, subject to the rulemaking authority of the SEC or any other entity, and 
thus is effective immediately as promulgated in the case of both domestic and 
foreign issuers.  While the prohibition on loans to directors and officers (which is 
also discussed below) does not, on its face, contemplate the creation of an 
exemption for foreign issuers, the SEC could do so pursuant to its general 
exemptive authority under Section 36 of the Exchange Act or its general 
rulemaking authority under the Act.  It is imperative that foreign issuers review 
the Act to determine which provisions are applicable to them, as well as consider 
which provisions of the Act are inconsistent with local reporting requirements and 
practices.   
 
II. Implications for Directors and Officers 
 

A. CEO/CFO Certifications of Periodic Reports 
 

1. Immediate Certifications Involving Criminal Penalties.  Effective 
immediately, each periodic report containing financial statements filed by an issuer with 
the SEC pursuant to Section 13(a) or 15(d) of the Exchange Act must be accompanied by 
a written statement by the chief executive and chief financial officers certifying that such 
periodic report “fully complies” with the requirements of Sections 13(a) and 15(d) and 
that the information contained in the periodic report fairly presents, in all material 
respects, the financial condition and results of operations of the issuer.  These 
certifications are not qualified as to the knowledge of the officer giving the certifications, 
although the penalty only applies when the officer has knowledge of the noncompliance.  
This certification requirement will apply to all annual and quarterly reports on Forms 10-
K and 10-Q (the first of which becomes due, in the case of most issuers, on August 14, 
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2002).  This requirement applies to all public companies, not just the 947 companies 
covered by a June 27 order issued by the SEC, and substantively is slightly different than 
the SEC’s June 27 order.  The Act is silent on how these certifications should 
“accompany” the periodic reports that they cover.  One approach may be to file the 
certifications in a non-public EDGAR correspondence format along with the related 
periodic report, as well as file them with the SEC on a Form 8-K (under Item 9) and post 
them on the issuer’s website. 
 

The Act makes it a federal crime, punishable by imprisonment, to make a false 
certification.  Any officer who makes the certification “knowing” that the periodic report 
does not comport with the requirements of the Act can be fined up to $1 million or 
imprisoned up to 10 years or both.  Any officer who “willfully” makes the certification 
“knowing” that the periodic report does not comport with the requirements of the Act can 
be fined up to $5 million or imprisoned up to 20 years, or both.  The Act is silent 
regarding the ramifications of failing to file the certification or filing one that does not 
comply with the Act. 
 

2. Additional Certifications Involving Civil Penalties.  The SEC must 
adopt, within 30 days of the date of the Act, for every company which files periodic 
reports pursuant to Section 13(a) or 15(d) of the Exchange Act, rules which require the 
principal executive officer and principal financial officer—but not a non-executive 
chairperson—to make certain certifications in each annual or quarterly report.  These 
certifications, a violation of which carry civil penalties, must state that: 
 

● the officer reviewed the report; 
● “based on the officer’s knowledge,” the report does not contain any untrue 

statement of a material fact or omit to state a material fact; 
● “based on such officer’s knowledge,” the financial statements and other 

financial information in the report fairly present in all material respects the 
financial condition and results of operations of the issuer; 

● the officers are responsible for internal controls, have designed such 
internal controls to ensure that material information relating to the issuer is 
made known to such officers by others within the company, have 
evaluated the effectiveness of the issuer’s internal controls, and have 
presented in the report their conclusions on the effectiveness of their 
internal controls;   

● the signing officers have disclosed to the issuer’s auditors and the audit 
committee all significant deficiencies in the design or operation of internal 
controls (and have identified for the auditors any material weaknesses in 
internal controls) and any fraud whether or not material that involves 
management or other employees who have a significant role in internal 
controls; and 

● the signing officers have indicated in the report whether there are 
significant changes in internal controls or other factors that could 
significantly affect internal controls subsequent to the date of their 
evaluation. 
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 Companies now need to consider four different certification requirements.  The 
June 27 SEC order essentially requires officers to certify that their companies’ financial 
statements are materially accurate and complete.  As discussed above, the Act contains a 
similar certification requirement, plus confirmation of full compliance with Sections 
13(a) and 15(d) of the Exchange Act.  Even prior to its June 27 order, the SEC had issued 
proposed rules requiring CEOs and CFOs to state whether the information in their 
companies’ financial statements is true “in all important respects” and contains all 
information of which such officer is aware that he or she believes is “important to a 
reasonable investor.” 5  Finally, as discussed above, the Act contains a civil provision 
requiring the SEC to adopt, within 30 days, rules implementing the required 
certifications. 
 
 B. CEO/CFO Disgorgement of Certain Bonuses and Profits.  The Act 
provides that “if an issuer is required to prepare an accounting restatement due to the 
material noncompliance of the issuer, as a result of misconduct, with any financial 
reporting requirement under the securities laws,” the CEO and CFO of the issuer must 
reimburse the issuer for any bonus or other incentive based or equity-based compensation 
received by that officer from the issuer during the 12-month period following the first 
public issuance or filing with the SEC of the financial document embodying such 
financial reporting requirement, and any profits realized from the sale of securities of the 
issuer during that 12-month period.  The Act does not specify (i) how to determine 
whether the cause of the restatement was the result of “misconduct,” and if so, whose 
misconduct is relevant to such determination and (ii) when such restatements are 
“required,” as opposed to discretionary.  The SEC has the authority under the Act to 
exempt any person from these provisions as it may deem necessary or appropriate. 
 

C. Prohibition on Trading During Pension/Retirement Fund “Black-Out 
Period.”  The Act includes provisions that prohibit directors and executive officers — but 
not 10% shareholders and other officers— of an issuer from, directly or indirectly, 
purchasing, selling or otherwise acquiring or transferring any equity security of the issuer 
(other than exempted securities) during any pension fund or retirement fund “black-out 
period” with respect to such equity security if such director or executive officer acquires 
the equity security in connection with his service or employment with the issuer.  A 
“black-out period” means any period of more than three consecutive business days during 
which the ability of not fewer than 50% of the participants or beneficiaries under all 
individual account plans (such as 401(k) plans) of the issuer to purchase, sell or otherwise 

                                                 
5  Comments on these proposed rules are due on or before August 19, 2002.  In a release issued 
August 2, 2002, the SEC indicated that it intended to adopt rules based on these proposals by 
August 29, 2002 in accordance with the Act.  In its August 2 release, the SEC acknowledged the 
differences between the Act’s requirements and the proposed rules and indicated that the proposed 
rules would be adjusted to conform to the Act.  The SEC also stated in its August 2 release that the 
final rules would apply the certification requirements to foreign private issuers. 
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acquire or transfer an interest in any equity security of such issuer held in such a plan is 
temporarily suspended by the issuer or by a fiduciary of the plan.6 

 
 Similar to the Section 16 remedy, any profit realized by any such director or 
executive officer from any such purchase or sale shall inure to and be recoverable by the 
issuer, irrespective of the motives of the individual in entering into the transaction.  
However, the Act does not specify how profits will be determined for purposes of this 
provision.  These provisions take effect 180 days after the date of the Act. 
 
 D. Prohibition on Personal Loans to Directors and Executive Officers.  The 
Act amends Section 13 of the Exchange Act to make it unlawful for any issuer, directly 
or indirectly, including through any subsidiary, “to extend or maintain credit, to arrange 
for the extension of credit, or to renew an extension of credit, in the form of a personal 
loan to or for any director or executive officer (or equivalent thereof) of that issuer.”  
Certain limited types of loans are excluded from this prohibition and extensions of credit 
maintained by the issuer on the date of the Act (but not material modifications thereto or 
renewals thereof) are grandfathered.  However, standard officer relocation loans and 
loans to officers to enable them to purchase company equity are prohibited.  Certain 
traditional compensation arrangements that have become common place (for example, 
split dollar insurance policies) will need to be evaluated to determine whether they could 
be deemed a loan for purposes of the Act. 
 
 E. Acceleration of Section 16 Reporting Obligations.  The Act amends 
Section 16(a) of the Securities Exchange Act of 1934 to require directors, officers and 
10% shareholders to disclose any change in their ownership of an issuer’s equity 
securities “before the end of the second business day following the day on which the 
subject transaction has been executed, or at such other time as the Commission shall 
establish, by rule, in any case in which the Commission determines that such 2-day 
period is not feasible.”  Prior to the Act, changes in equity ownership could be disclosed 
up to the 10th day after the end of the month during which the transaction occurred.  This 
provision becomes effective 30 days after the date of the Act.   
 

The Act also requires that Section 16 forms showing changes in ownership 
must be filed electronically with the SEC.  Currently such forms may be filed in 
paper and are thus less easily accessible to the public.  The SEC is required to 
publish such statements on an Internet site no later than the end of the business 
day following the filing, and the issuer is required to put the statements on its 

                                                 
6  A “black-out period” does not include, among other things, (1) a regularly scheduled period in 
which participants may not purchase, sell or acquire or transfer an interest in any equity of the 
issuer, or (2) any suspension that is imposed solely because persons become participants or cease 
to be participants by reason of a corporate merger, acquisition or divestiture involving the plan or 
plan sponsor.  The issuer must notify the directors, executive officers and the SEC in any case 
when a “black-out period” and this insider trading prohibition are in effect. 
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website if it has a corporate website.7  These provisions become effective one year 
after the date of the Act. 
  
III. Implications for Employees and Whistleblowers  
 
 A. Obligation to Notify ERISA Plan Participants of “Black-Out Period.”  
The Act provides that ERISA is amended to require the plan administrator of an 
individual account plan to notify the plan participants and beneficiaries at least 30 days in 
advance of the commencement of any “black-out period.”8 
 
 B. Whistleblower Protection for Employees.  The Act creates a new civil 
action for employees of public companies who believe they have been discharged due to 
their role in disclosing violations of various federal laws.  Specifically, the Act provides 
that a company with securities registered under Section 12 of the Exchange Act or which 
files reports under Section 15(d) of the Exchange Act, and its employees and agents, may 
not discharge, demote, harass or discriminate against an employee because the employee 
has provided information or assisted or testified in any governmental or internal 
investigation regarding any violation of the federal mail fraud, wire fraud, or securities 
fraud statutes, any SEC rule or any provision of federal law relating to fraud against 
shareholders.  The Act sets forth the procedures to be followed by, and the remedies 
available to, an employee who wishes to pursue a violation of these provisions of the Act. 
 
 The Act also adds a new federal criminal provision to protect whistleblowers.  
Under this provision, a person who knowingly, with the intent to retaliate, takes any 
action harmful to any other person, including interference with the lawful employment of 
such other person, for providing to a law enforcement officer any truthful information 
relating to the commission or possible commission of a federal offense, primarily those 
involving the violation of the securities laws, will be fined or imprisoned up to 10 years 
or both. 
 
IV. Obligation of Attorneys to Report Evidence of Material Violations of 

Securities Laws or Breaches of Fiduciary Duty 
 

The SEC is required to issue rules within 180 days of the date of the Act setting 
forth minimum standards of professional conduct for attorneys appearing and practicing 
before the SEC in any way in the representation of issuers.  Specifically, the SEC must 
adopt a rule “(1) requiring an attorney to report evidence of a material violation of 
securities law or breach of fiduciary duty or similar violation by the company or any 
                                                 
7  Technically these provisions do not apply to reports filed on Form 3, but it is conceivable that 
the SEC in adopting rules on this topic may require all Section 16 forms to be filed electronically. 
 
8    The SEC, in consultation with the Secretary of Labor, must issue rules to clarify the application 
of this provision.  These rules may provide for appropriate exceptions (other than the limited 
fiduciary and other exceptions included in the Act), including exceptions for purchases pursuant to 
an automatic dividend reinvestment program and purchases or sales made pursuant to an advance 
election. 
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agent thereof, to the chief legal counsel or the chief executive officer of the company (or 
the equivalent thereof);  and (2) if the counsel or officer does not appropriately respond to 
the evidence (adopting, as necessary, appropriate remedial measures or sanctions with 
respect to the violation), requiring the attorney to report the evidence to the audit 
committee of the board of directors of the issuer or to another committee of the board of 
directors comprised solely of directors not employed directly or indirectly by the issuer, 
or to the board of directors.” 
 
 The significance and severity of this provision on corporate attorneys will likely 
be clarified by the SEC regulations that implement it.  The statute as drafted would 
require attorneys to disclose evidence of not only federal crimes but also state law 
violations of fiduciary duty.  Certain questions that are left open by the Act include the 
following: (1) what is specifically covered by the terms “evidence,” “material violation” 
and “similar violation” and (2) does this provision require the disclosure of information 
that could lead to a violation of the securities laws?  The provision also raises various 
issues under state codes of legal ethics, including how the provision affects the law of 
attorney-client privilege.  Presumably violations of the standards adopted by the SEC 
would be grounds for SEC actions against attorneys under Rule 102(e) pursuant to which 
attorneys may be barred from practicing before the SEC. 
 
V. Implications for Auditors 
 
 A. Public Company Accounting Oversight Board 

 
1. Purpose and Composition.  The Board is intended to replace the 

self-regulatory and peer review systems through which the accounting profession 
historically has regulated itself.  In concept, the Board’s power and regulation of auditors 
is similar to the NASD’s power and regulation of broker-dealers.  The Board’s 
jurisdiction extends to registered public accounting firms and their associated persons.9  
The Board is not intended to regulate accounting firms that perform services only for 
private companies.  The Board is not an agency of the United States.   

 

                                                 
9 A “public accounting firm” is defined to include “(A) a proprietorship, partnership, incorporated 
association, corporation, limited liability company, limited liability partnership, or other legal 
entity that is engaged in the practice of public accounting or preparing or issuing audit reports;  
and (B) to the extent so designated by the rules of the Board, any associated person of any entity 
described in subparagraph (A).” 
 
An “associated person” of a public accounting firm includes “any individual proprietor, partner, 
shareholder, principal, accountant, or other professional employee of a public accounting firm, or 
any other independent contractor or entity that, in connection with the preparation or issuance of 
any audit report (i) shares in the profits of, or receives compensation in any other form from, that 
firm or (ii) participates as agent or otherwise on behalf of such accounting firm in any activity of 
that firm.”  The Board may by rule exempt persons engaged only in ministerial tasks from the 
definition of “associated person.” 
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The principal functions of the Board are to: (1) register public accounting firms, 
(2) establish or adopt auditing, quality control, ethics, independence and other standards 
relating to the preparation of audit reports, (3) conduct inspections of registered public 
accounting firms, (4) conduct investigations and disciplinary proceedings concerning 
registered public accounting firms and associated persons, and (5) enforce compliance 
with the Act, the Board’s rules, professional standards, and the securities laws relating to 
the preparation of audit reports by registered public accounting firms and associated 
persons. 
 
 The Act contemplates that the SEC will oversee the establishment of the Board 
and its development of operational procedures.  The Board members are to propose rules 
and adopt initial auditing and other professional standards so that the SEC can determine, 
no later than 270 days after the date of the Act, that the Board has the capacity to carry 
out its obligations.  
 
 The Board will have five members, to be appointed by the SEC in consultation 
with the Secretary of the Treasury and the Chairman of the Federal Reserve.  The terms 
of service of each member will be staggered to ensure some degree of continuity.  Three 
members must be non-accountants and two members either must be or have been 
certified public accountants.  All the members should be “prominent individuals of 
integrity and reputation who have a demonstrated commitment to the interests of 
investors and the public, and an understanding of the responsibilities for and nature of the 
financial disclosures required of issuers under the securities laws and the obligations of 
accountants.”  Members of the Board must serve on a full-time basis and may not engage 
in any other professional or business activity.  The Board is required to establish ethics 
rules for Board members and staff.   

 
2. Mandatory Registration with the Board.  Every public accounting 

firm must be registered with the Board in order to prepare or issue, or participate in the 
preparation or issuance of, any audit report with respect to any issuer.10  This mandatory 
registration requirement will be effective 180 days after the date that the SEC determines 
that the Board is capable of carrying out its obligations (which must be no later than 270 
days after the date of the Act).  The Board is required to prescribe a form that public 
company auditors will use for registration.  The registration application will include a 
“consent” to cooperation in and compliance with any request for testimony or production 
of documents made by the Board and an agreement to secure similar consents from each 
of the firm’s “associated persons.” 

 

                                                 
10 The term “issuer” includes any issuer whose securities are registered under Section 12 of the 
Exchange Act, or that is required to file reports under Section 15(d) of the Exchange Act, “or that 
files or has filed a registration statement that has not yet become effective under the Securities Act 
of 1933, and that it has not yet withdrawn.”  This language was necessary in order to ensure that 
the auditors of companies in the process of going public are registered with and subject to the 
regulation of the Board. 
 



Sarbanes-Oxley Act of 2002 Sets Forth New Corporate Governance, 
Disclosure and Auditor Requirements Affecting Issuers, Management 
Employees, Attorneys, Auditors and Investment Banks 
 
 

 Fried, Frank, Harris, Shriver & Jacobson 13 August 2, 2002 
 

The Act imposes substantial additional disclosure requirements on accounting 
firms.  As a result, audit fees may in some cases increase as accounting firms look to their 
clients to defray some of the additional expenses.  In addition, it is possible that some 
smaller accounting firms that currently audit SEC registrants may elect to resign such 
engagements rather than register with the Board and become subject to its jurisdiction. 
 

 3. Auditing, Quality Control, Ethics and Independence Standards.  
The Board is required to establish auditing, quality control, ethics and independence 
standards to be used by registered public accounting firms in the preparation of audit 
reports.  The Board may adopt as its rules any portion of any statement of auditing 
standards that was proposed by a professional group of accountants (e.g., the Auditing 
Standards Board) that is designated by the Board or an advisory group covened by the 
Board.  The Board, however, has full authority to modify, supplement, revise or repeal 
any portion of any such standards. 11 

 
The Board’s auditing standards must include at least the following standards for 

all registered public accounting firms: 
 
● the firm must retain for at least seven years audit work papers and other 

information in sufficient detail to support the conclusions reached in the 
audit report.  The Board may require the retention of records (not 
otherwise required) for purposes of Board inspections; and  

 
● the firm must provide a concurring or second partner to review and 

approve each audit report and must describe in each audit report the scope 
of the auditor’s testing of the internal control structure and procedures of 
the issuer and present, in its report or a separate report, the firm’s findings 
from such testing, an evaluation of the internal control structure, and a 
description of material weaknesses in such internal controls and 
circumstances or instances of noncompliance with the Board’s rules and 
standards. 

 
The Board’s quality control standards must include requirements for every 

registered public accounting firm related to monitoring of professional ethics and 
independence from issuers, consultation within the firm on accounting questions, 
supervision of audit work, hiring, professional development and advancement of 
personnel, acceptance/continuation of engagements, internal inspection, and other matters 
that the Board requests. 

 

                                                 
11  The Board will also convene expert advisory groups, which may include accountants and other 
experts, to make recommendations concerning auditing, quality control, ethics and independence 
standards.  The Board is required to cooperate on an ongoing basis with the professional groups of 
accountants it designates and the advisory groups it convenes in examining the need for changes in 
standards. 
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4. Inspections, Investigations and Disciplinary Proceedings.  The 
Board must conduct a “program of inspections” to assess compliance by each registered 
public accounting firm and its associated persons with the Act, SEC and Board rules and 
professional standards.  Board inspections would replace the existing “peer review” 
system and are required to be conducted annually for each registered firm that regularly 
provides audit reports for more than 100 issuers and less often for other firms, though the 
Board can adjust this inspection schedule if appropriate.  The report from the inspection 
will be made available to the public, subject to the protection of confidential and 
proprietary information, except that no portion of the report that deals with criticisms or 
defects in quality control systems shall be made public if the criticism or defect is 
addressed by the firm within 12 months after the date of the inspection report.   

The Board may also conduct investigations and refer information obtained during 
such inquiries and its inspections to the SEC, any other federal regulator or, at the SEC’s 
direction, to the U.S. Attorney General, a state attorney general, or another appropriate 
state regulatory authority.12  The Board itself may impose sanctions that it deems 
appropriate, including sanctions on a firm or its supervisory personnel if the Board finds 
that the firm has “failed reasonably to supervise” an associated person and such person 
commits a violation of the Act or the Board’s rules or professional standards.13  This 
provision is modeled after the “failure to supervise” provision that governs broker-dealers 
in Section 15(b)(4) of the Securities Exchange Act of 1934. 

 
5. Foreign Accounting Firms.  The SEC has long taken the position 

that foreign accounting firms that sign audit reports for any SEC registrant are fully 
subject to the SEC’s jurisdiction and regulations.  The Act codifies the SEC’s position, 
and further provides that the Board may determine that a foreign public accounting firm 
that does not issue audit reports nonetheless “plays such a substantial role in the 
preparation and furnishing of such reports” for particular issuers that such firm should be 
subject to the registration with and oversight by the Board.14  This would presumably 
                                                 
12 While the Act insures that all information obtained by the Board shall be privileged and 
confidential (and not subject to civil discovery or other legal process), it also provides that 
information may be made available, in the Board’s discretion, to the Attorney General, the 
appropriate Federal functional regulator, State attorney generals and any appropriate state 
regulatory authority.  The Act does not set forth how this information will be used by, nor does it 
impose any limitations on its use by, these parties. 

13 Sanctions imposed as a result of intentional or knowing conduct (or repeated negligent conduct) 
may include temporary suspension or permanent revocation of registration of a firm; temporary or 
permanent suspension or bar of a person from working with a registered public accounting firm; 
temporary or permanent limitation on the activities, functions or operations of a firm or person; 
and/or a civil money penalty for each violation of up to $750,000 for an individual and $15 
million for an entity.  Sanctions imposed not as a result of intentional or knowing conduct (or 
repeated negligent conduct) may include censure, required professional education or training and 
lesser fines than those mentioned above. 
 
14    The SEC and the Board, subject to SEC approval, may exempt any foreign public accounting 
firm, or any class of such firms, from any provision of the Act or the rules of the Board or the SEC 
issued under the Act. 
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allow the Board to extend the Act’s application to foreign accounting firms that audit 
foreign subsidiaries of United States-based public companies. 

 
6. SEC Oversight of the Board.  The SEC has oversight and 

enforcement authority over the Board in a manner similar to SEC oversight and 
enforcement authority over the NASD.  Board rules cannot become effective without 
SEC approval (except for select initial or transitional Board rules).15  In addition, the SEC 
may (i) by rule, relieve the Board of any responsibility to enforce compliance with any 
provision of the Act, the securities laws, the Board rules or professional standards; (ii) by 
order, censure or impose limitations on the activities, functions and operations of the 
Board; and (iii) remove from office or censure any member of the Board. 
 

7. Accounting Standards.  The Act provides that the SEC (not the 
Board) may recognize as generally accepted any accounting principles established by a 
“standard setting body” that meets certain criteria aimed at ensuring the independence of 
the organization from the accounting profession.  This provision is clearly aimed at 
strengthening the independence of the Financial Accounting Standards Board.  The 
standard-setting body must submit an annual report to the SEC and the public containing 
its audited financial statements. 
 
 B. Auditor Independence 
 
  1. Prohibited Services.  The Act prohibits an issuer’s registered 
public accounting firm from performing certain specified categories of services for that 
issuer under any circumstances (whether or not preapproved by the audit committee) 
“contemporaneously” with any audit.  These services include: (i) bookkeeping; (ii) 
financial information systems design and implementation; (iii) appraisal or valuation 
services, (iv) fairness opinions, or contribution-in-kind reports; (v) actuarial services; (vi) 
internal audit outsourcing services; (vii) management or human resources services; (viii) 
broker or dealer, investment adviser or investment banking services; and (ix) legal 
services and expert services unrelated to the audit.  The Board is authorized to exempt 
issuers or firms from these prohibitions on a case-by-case basis -- an authority that might 
be exercised, for example, in cases where the discontinuation of an auditor’s provision of 
a non-audit service to a client would result in extreme hardship to the company. 
 

The Act contemplates that an issuer’s auditor (i.e., a registered public accounting 
firm) may continue to perform any other non-audit services (including “tax services,” 
which could encompass a broad range of services) for the issuer, but only if approved in 
advance by the issuer’s audit committee.  Indeed, the Act provides that all auditing and 
nonauditing services provided to an issuer by its auditor must be preapproved by the 
issuer’s audit committee, and that such approval must be disclosed in the issuer’s periodic 
reports.  The SEC is directed to adopt rules within 180 days to carry out this pre-approval 
provision. 
                                                 
15  As with proposed NASD rules, draft Board rules will be filed with the SEC, published for 
public comment and subject to amendment, abrogation or veto by the SEC.   
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2. Audit Partner Rotation.  A registered public accounting firm may 

not perform audit services for an issuer if either (1) the lead (or coordinating audit) 
partner who has primary responsibility for the audit or (2) the audit partner who reviews 
the audit, has performed audit services for such issuer for five consecutive fiscal years.  
The SEC must adopt rules within 180 days of the date of the Act to carry out this audit 
partner rotation provision. 

 
3. Auditors Must Report Directly to Audit Committees.  Each 

registered public accounting firm that performs an audit for any issuer must timely report 
to the audit committee: 

 
● all critical accounting policies and practices to be used; 
● all “alternative treatments” of financial information within GAAP that 

have been discussed with management officials of the issuer, ramifications 
of the use of such “alternative disclosures” and the treatment preferred by 
the accounting firm; and 

● other material written communications between the accounting firm and 
the issuer’s management, such as any management letter or schedule of 
unadjusted differences. 

 
 The SEC must adopt rules within 180 days of the date of the Act to carry out this 
reporting provision. 
 

4. Cooling-Off Periods.  A registered accounting firm may not 
perform for an issuer any audit service if the CEO, controller, CFO, CAO or any person 
serving in an equivalent position for the issuer was employed by that auditor and 
participated in any capacity in the audit of that issuer during the one-year cooling-off 
period preceding the date of the initiation of the audit.  This provision only applies to 
individuals at the accounting firm who actually worked on the issuer’s audit, and would 
not extend to individuals at the accounting firm who did not work on the issuer’s audit.  
The SEC must adopt rules within 180 days of the date of the Act to carry out this auditor 
conflict of interest provision. 
 
 C. New Federal Crime and Increased Federal Penalties for Corporate 
Fraud.  The Act provides a new federal crime relating to the willful failure to retain audit 
and review workpapers.  Under this provision of the Act, any accountant who 
“knowingly and willfully” does not maintain audit and review workpapers for a period of 
five years from the end of the fiscal period in which the audit or review was concluded, 
or who violates any SEC rule relating thereto, may be fined, imprisoned for not more 
than 10 years, or both.  This five year period is shorter than the seven year document 
retention period that the Board must, as a result of the Act, impose upon registered public 
accounting firms.  The relationship between these two document retention periods is 
unclear.  The SEC must promulgate, within 180 days, new rules relating to the retention 
of relevant workpapers, memoranda, correspondence and other records created in 
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connection with an audit or review, and is authorized to update its rules periodically to 
capture additional types of records.   
 
 

VI. Implications for Investment Banks and Research Analysts 
 

A. Investment Bank/Analyst Conflicts of Interest.  The Act calls for rules 
which (1) limit the supervision and compensatory evaluation of analysts to officers and 
employees not engaged in investment banking and (2) restrict the prepublication 
clearance or approval of research reports by persons who work in investment banking or 
persons not directly responsible for research, other than legal or compliance staff. 

 
The Act requires the SEC, or upon the SEC’s authorization and direction, the 

NYSE or the NASD, to adopt, within one year of the date of the Act, rules reasonably 
designed to address conflicts of interest between research analysts, investment banking 
divisions and issuers, as well as rules governing disclosures to be made by research 
analysts.  Although the NYSE and the NASD recently promulgated rules designed to 
address these concerns, the Act appears to call on the SEC, the NYSE and the NASD to 
go beyond the recently adopted rules.  In particular, the Act calls for the adoption of a 
rule that prohibits investment banking departments from retaliating against or threatening 
to retaliate against any securities analyst as a result of an adverse, negative, or otherwise 
unfavorable research report that damages or may damage an actual or prospective 
investment banking relationship.16  This provision was specifically intended to cover an 
area that the NYSE and the NASD did not cover. 

 
B. Quiet Periods.  The Act calls for rules to define periods during which 

broker-dealers participating in a public offering as underwriters or dealers should not 
publish or distribute research reports relating to such securities or the issuer of the 
securities.  The NYSE and the NASD have already adopted rules which impose a quiet 
period of 40 days after an IPO and 10 days after a secondary offering (other than Rule 
139 reports relating to actively traded securities).17 

 
C. Disclosure by Analysts/Broker Dealers.  The Act calls for rules 

reasonably designed to require each analyst to disclose in public appearances, and each 
broker-dealer to disclose in each research report, conflicts of interest that are known or 

                                                 
16  Despite this requirement for a rule against such retaliation, the Act also provides that a broker-
dealer may discipline an analyst “for causes other than such research report in accordance with the 
policies and procedures of the firm.”  The rule should permit a broker-dealer to discipline an 
analyst for publishing faulty or poor research reports as long as such discipline is not taken in 
retaliation for any damage that such analyst may have caused the firm’s investment banking 
department as a result of publishing unfavorable (but properly prepared) research. 
 
17  The Senate report suggests that the SEC, NYSE and NASD should consider a rule prohibiting 
so-called “booster shots,” or research reports issued just before the expiration of an IPO’s six-
month lockup with the intent of helping the to increase the stock price at the time that insiders are 
permitted to sell their shares. 
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should have been known by the analyst or broker-dealer to exist.  Pursuant to the Act, the 
rules should provide for disclosure of (i) any equity or debt securities of the issuer that is 
the subject of the appearance or research report that are owned by the analyst, (ii) 
whether the broker-dealer has received any compensation from such issuer,18 (iii) 
whether such issuer is, or during the past year has been, a client of the broker-dealer and, 
if so, the type of services rendered by the broker-dealer to such issuer and (iv) whether 
the analyst received any compensation with respect to the research report based upon 
(among other factors) the investment banking revenues of the broker-dealer. 

 
Much of the disclosure called for by the Act is already covered by the rules 

previously adopted by the NASD and the NYSE.  The Act’s coverage, however, is 
potentially broader than the NYSE/NASD rules due to the Act’s definition of the terms 
“research report” and “securities analyst.”19  The NYSE, the NASD and the SEC will 
need to evaluate to what extent, if any, their disclosure rules will need to be modified in 
order to conform to the Act.   
 
 D. Other Analyst-Related Rulemaking.  The Act also provides that the SEC, 
NYSE and NASD may adopt other rules to address such other issues as they deem 
appropriate.  Suggested rules include those relating to analyst participation in roadshows; 
analyst liability for recommendations without a reasonable basis; the disclosure of gifts 
received by the analyst from a subject company or the firm’s investment banking 
department; and the firm’s ratings and the frequency with which they are updated 
(particularly in times of volatility in the stock market). 
 
VII. New Federal Crimes and Increased Federal Penalties Applicable to Multiple 
 Constituencies 
 
 A. New Federal Crimes 
 
  1. Destruction of Records in Federal Investigations and Criminal 
Proceedings.  The Act provides a new federal crime relating to destruction of records in 
any federal investigation or bankruptcy.  The Act states that “whoever knowingly alters, 
destroys, mutilates, conceals, covers up, falsifies, or makes a false entry in any record, 
document, or tangible object with the intent to impede, obstruct, or influence the 
investigation or proper administration of any matter with the jurisdiction of any 

                                                 
18  The SEC would have the ability to grant exemptions from this rule to protect material, non-
public information regarding specific potential future investment banking transactions. 
 
19  The Act defines “research report” to include “a written or electronic communication that 
includes an analysis of equity securities of individual companies or industries, and that provides 
information reasonably sufficient upon which to base an investment decision.”  The NYSE/NASD 
definition is the same but includes the words “and includes a recommendation” at the end.  By not 
including these words in its definition, the Act’s definition of “research report” covers more 
research reports than the NYSE/NASD rules.  The Act’s definition of “securities analyst” differs 
in the same manner from the equivalent definition in the NYSE/NASD rules. 
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department or agency of the United States or any case filed under title 11 [e.g., the 
Bankruptcy Code]” will be fined, imprisoned not more than 20 years, or both.20 
 
 The Act also provides a new federal crime for tampering with documents to be 
used in official proceedings.  This provision expands an existing statute making it a crime 
to tamper with or corruptly influence a witness involved in an official proceeding, and 
also carries a maximum penalty of 20 years. 
 
  2. Criminal Penalties for Securities Fraud Involving a Public 
Company.  The Act provides a new federal crime for securities fraud involving a public 
company.  The Act provides that whoever knowingly executes, or attempts to execute, a 
scheme or artifice (1) to defraud any person in connection with any security of an issuer 
with a class of securities registered under Section 12 of the Exchange Act or that is 
required to file reports under Section 15(d) of the Exchange Act or (2) to obtain, by 
means of false pretenses, any money or property in connection with the purchase or sale 
of any security of an issuer with a class of securities registered under Section 12 of the 
Exchange Act or that files reports under Section 15(d) of the Exchange Act, in either case 
will be fined, or imprisoned up to 25 years, or both. 
 
  3. Debts Nonchargeable in Bankruptcy.  The Act amends Section 
523(a) of title 11 (the Bankruptcy Code) to provide that an individual debtor who files for 
bankruptcy will not be discharged from any debt that is for the violation of any of the 
federal or state securities laws, regulations or orders, or common law fraud, in connection 
with the purchase or sale of any security, and results from any federal or state judgment, 
order or decree, any settlement agreement, or any other federal or state order for any 
damages, fines, penalties, attorney fees or other payments. 
 
 B. Increased Federal Penalties. 
 
  1. Increased Criminal Penalties for Mail Fraud, Wire Fraud and 
ERISA Violations.  The Act increases the penalty for each of mail fraud and wire fraud 
from a maximum of five years imprisonment to a maximum of 20 years imprisonment.  
The Act also increases the criminal penalties for violations of ERISA from one year to 
ten years imprisonment, with additional increases in the fines permitted.  In addition, the 
Act also provides that any person who attempts or conspires to commit an offense such as 
wire fraud, mail fraud, and securities fraud shall be subject to the same penalties as those 
prescribed for the offense the commission of which was the object of the attempt or 
conspiracy. 
 

2. Increased Criminal Penalties for Violating the Securities Exchange 
Act.   

                                                 
20  Senator Leahy’s statement in the Congressional Record states that “[t]his statute is specifically 
meant not to include any technical requirement, which some courts have read into other 
obstruction of justice statutes, to tie the obstructive conduct to a pending or imminent proceeding 
or matter by intent or otherwise.” 
 



Sarbanes-Oxley Act of 2002 Sets Forth New Corporate Governance, 
Disclosure and Auditor Requirements Affecting Issuers, Management 
Employees, Attorneys, Auditors and Investment Banks 
 
 

 Fried, Frank, Harris, Shriver & Jacobson 20 August 2, 2002 
 

The Act increases the penalty for a “willful” violation of the Exchange Act 
from a fine of up to $1 million to a fine of up to $5 million, and from imprisonment of 
up to 10 years to imprisonment of up to 20 years.  Also, the maximum fine for entities 
who willfully violate the Exchange Act is increased form $2.5 million to $25 million.  

 
_________________ 

 
Information in this memorandum has been provided by Fried, Frank, Harris, 

Shriver & Jacobson for general information purposes only and does not constitute 
legal advice in any manner whatsoever.  For further information about the Sarbanes-
Oxley Act, please feel free to call any of the Fried Frank attorneys listed on the 
following page.   
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