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Sarbanes-Oxley Act Adds New Corporate Responsibility and Disclosure 
Requirements and Creates Auditor Oversight Board 

Executive Summary 

President Bush has signed new legislation which includes what he calls "the most 
far-reaching reforms of American business practices since the time of Franklin Delano 
Roosevelt." The new law reflects a Congressional response to the series of highly 
publicized business scandals, earnings restatements, pension losses and bankruptcies 
that have been in the headlines over the past nine months. The legislation aims to 
prevent these practices by revising corporate governance standards, adding new disclosure 
requirements, creating new federal crimes related to fraud, significantly increasing 
the criminal penalties for violations of the securities laws and creating a strong auditor 
oversight board. 

Principal elements of the new law include the following: 
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· Requires attorneys to report evidence of a material violation of securities laws or 
breaches of fiduciary duty to the CEO, CLO or, if necessary, the board 

New Periodic Reporting Requirements 

· Requires greater disclosure of off-balance sheet transactions, and requires pro forma 
financial disclosures to be reconciled to GAAP figures 

· Requires Section 16 forms to be filed within 2 business days of the transaction 

· Requires an internal control report in annual reports 

· Calls for real time disclosures by issuers of material information 

· Requires SEC review of each issuer's periodic reports at least every three years 

New Felonies and Increased Criminal Penalties 

· Creates new federal crimes relating to the destruction of documents or audit 
workpapers, securities fraud, tampering with documents to be used in an official 
proceeding, and actions against whistleblowers 

· Increases the statute of limitations for securities fraud civil claims to two (from one) 
years after discovery of facts constituting the violation but no later than five (from 
three) years after the violation; 

· Increases criminal penalties for mail and wire fraud (from 5 to 20 years 
imprisonment), ERISA violations (from one to 10 years imprisonment) and 
Exchange Act violations (from 10 to 20 years imprisonment) 

New Auditor Oversight Board and Auditor Independence Regulation 

· Creates a 5-member Accounting Oversight Board which will register auditing firms, 
conduct inspections of and discipline auditors, and set auditing standards 

· Prohibits accounting firms from performing eight specified non-audit services 
for audit clients (other non-audit services are permitted if preapproved by the 
audit committee) 

· Requires audit partner rotation and an auditor report to the audit committee 

Fewer Research Analyst Conflicts and Enhanced Analyst Conflicts Disclosure 

· Requires more barriers between the research and investment banking departments 

· Requires disclosure of conflicts in research reports and analyst public appearances 
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Many portions of the new legislation will require adoption of additional SEC regulations 
before those portions of the statute become effective. Zn addition, the new auditor oversight board 
will need to adopt a series of rules regarding its organization, auditor registration, auditing and other 
professional standards, inspections, investigations, and disciplinary proceedings. Much of the 
board's success will depend on the identity of its members and the quality of its staff. Also, the law 
calls for a wide-ranging 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. Notwithstanding significant 
debate in Congress about stock options, the statute does not deal with the question of whether stock 
options should be accounted for as an expense. 

The remainder of this memorandum outlines the various requirements added in the new 
legislation, referred to as the Sarbanes-Oxley Act of 2002 (the "Act").' 

i We make references in this memorandum ~-om time to time to legislative history. Because there was no report 
accompanying the final legislation adopted by the Senate/House conference committee, references to the "Senate 
report" are to Senate Report 107-205 (July 3, 2002) regarding Senate bill S.2673 and references to the "House 
report" or "a prior House version" are to House Report 107-414 (April 22, 2002) regarding House bill H.R. 3763. 
The final statute much more closely resembles the Senate bill than the House bill. 
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Description of Provisions 

I Corporate Governance 

A. Audit Committees of Public Companies 

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 following corporate governance requirements: 

· 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. 

· All audit committee members must be independent. 

· The definition of"independent" must be modified so that in order to qualify as 
independent, audit committee members must not accept any consulting, advisory or 
other fee from the issuer, other than for serving as a director or committee member, 
and may not be an "affiliated person" of the issuer or any subsidiary of the issuer.2 
The SEC may provide exemptions for particular relationships. 

· The audit committee must establish procedures for the receipt, retention and 
treatment of complaints received by the issuer regarding accounting or auditing 
matters. 

· The audit committee must establish procedures for the confidential, anonymous 
submission by employees of the issuer of concerns regarding questionable 
accounting or auditing matters. 

· The audit committee must have authority to hire independent counsel and other 
advisors. 

· Each issuer must provide for appropriate funding, as determined by the audit 
committee, for payment of compensation to the auditor hired by the audit committee 
and to any advisors employed by the audit committee. 

The New York Stock Exchange and Nasdaq in June/July 2002 proposed new corporate 
governance requirements for listed companies, including some of the items called for by the Act. 

2 The Act does not define "affiliated holder." It is not clear if this will be further defined in SEC rulemaking or 
whether the SEC will simply rely on the standard definition of affiliate ("any person controlling, controlled by or 
under common control with the other person"). This contrasts with the recent Report of the NYSE Corporate 
Accountability and Listing Standards (June 6, 2002), which specifies that an audit committee member "who also 
holds 20% or more of the company's stock (or who is a general partner, controlling shareholder or officer of any 
such holder)" cannot be a voting member of or chair the audit committee. 
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The Report of the NYSE Corporate Accountability and Listing Standards Committee (June 6, 2002) 
included proposals requiring all audit committee members to be independent, defining 
"independent" to prohibit any payments by the issuer to audit committee members other than 
director's fees, and giving the audit committee authority to hire counsel and advisors. These and 
other provisions were approved by the NYSE's board of directors on August i, 2002 and will need 
to be submitted to the SEC for approval. Nasdaq's board of directors proposed on July 25, 2002 
that the audit committee should be responsible for retaining and firing the auditors and should have 
access to its own counsel and staff, and Nasdaq on June 5, 2002 submitted a rule proposal to the 
SEC defining "independent" to prohibit any payment in excess of $60,000 O~asdaq already requires 
audit committee members to be independent). The NYSE and Nasdaq will need to review their 
proposals in light of the Act and any SEC rulemaking thereunder. 

B. CEO/CFO Certifications of Periodic Reports 

The Act includes two separate periodic report certification requirements applicable to an 
issuer's principal executive officer and principal financialofficer. The two provisions are not 
identical and additional guidance will be necessary in order to clarify their interrelationship. 

The first provision (the "Section 906 certification"), which carries criminal penalties, is 
effective immediately for all issuers, apparently even for the next periodic report which is filed.3 
This provision provides that each periodic report containing financial statements filed by an issuer 
with the SEC pursuant to Sections 13(a) or 15(d) must be accompanied by a written statement by 
the issuer's CEO or CFO (or equivalent). This statement must certify that "the periodic report 
containing the financial statements fully complies4 with the requirements of Section 13(a) or 15(d) 
of the Securities Exchange Act of 1934 and that information contained in the periodic report fairly 
presents, in all material respects, the financial condition and results of operations of the issuer." 
Any officer who makes the certification "knowing" that the periodic report does not comport with 
the SEC requirements can be fined up to $1 million or imprisoned up to 10 years or both. If the 
violation is "willful," the officer 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 Section 906 certification or 
filing one that does not comply with the Act. 

3 However, note that Senator Michael Enzi stated in the Congressional Record on July 25, 2002 that 
"inconsistencies appear in sections 302 [the Exchange Act certification] and 906 [the felony]. The SEC is required 
to complete rulemaking within 30 days after the date of enactment with regard to CEO certification under section 
302. However, section 906 suggests that certification would be required upon enactment, thus the penalties would 
go into effect before the certification requirement is completed through the rulemaking process. I believe it was 
the intent of the Conferees that the penalties under section 906 should not become effective until the rulemaking 
process is finalized." 

4 This standard does not include a materiality standard, as does the section 302 certification. It also does not use 
the phrase "based on my knowledge," as the section 302 certification does. 

S A predecessor version of Section 906 offered in the Senate on July 10, 2002 (1) also required the chairman of the 
board to sign the certification, (2) required the statement to "certify the appropriateness of the financial statements 
and disclosures contained in the periodic report or financial report, and that those financial statements and 
disclosures fairly present, in all material respects, the operations and financial condition of the issuer," and (3) 
provided that any person who "recklessly" (later amended to "recklessly and knowingly") violates this section 
could be fined up to $500,000 orjailed up to 5 years or both and any person who "willfully violates" this section 
could be fined up to $1 million orjailed for up to 10 years or both. In addition, Senator John McCain on July 10, 
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The Act does not define "periodic report" for purposes of the section 906 certification 
(compared to the Section 302 certification which on its face only covers "quarterly and annual 
reports"). Two questions that arise are whether a Form 8-K or Form 6-K qualifl as periodic 
reports. It is not clear whether Forms 8-K which include financial statements would be covered 

by this provision. It is arguable that a Form 8-K is a current report rather than a periodic report 
and therefore not subject to Section 906 certification. Similarly, it is not clear whether Form 6- 
K reports containing quarterly or semi-annual information require certification, as such reports 
are not required to be "filed" under the Securities Exchange Act and are merely, as stated in the 
General Instructions to the Form, "furnished" to the SEC. 

A second provision in the Act instructs the SEC to adopt, within 30 days of the date of 
the Act, for every company which files periodic reports pursuant to Sections 13(a) or 15(d), 
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 
which is "filed or submitted" with/to the SEC. The certification (the "Section 302 
certification") includes certain qualifications for knowledge and materiality which are not in the 
Section 906 certification, but also includes certain statements about internal controls that are 

not in the Section 906 certification. The Section 302 certification must provide that: 

· the signing officer has 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 necessary in order to make the 
statements made, in light of the circumstances under which such statements were 
made, not misleading; 

· "based on such officer's knowledge," the financial statements, and other financial 
information included in the report, fairly present in all material respects the financial 
condition and results of operations of the issuer as of, and for, the periods presented 
in the report; 

· the officers are responsible for establishing and maintaining internal controls, have 
designed such internal controls to ensure that material information relating to the 
issuer and its consolidated subsidiaries is made known to such officers by others 

2002 submitted an amendment which would have required the certification to also include "a brief narrative of the 
basis for the decision to so certify, including a discussion of any questionable accounting treatment." 

Senator Joseph Biden commented in the Senate on July 26, 2002 that "the certification requirement only imposes 
criminal sanctions for top corporate officials who lie about their financial records. Specifically, it only applies to 
'knowing' and 'willful' failures to certify financial statements-a very high standard. It would be one thing if the 
requirement applied criminal sanctions on a 'strict liability' or 'negligence' standard to board chairs who certify 
false reports. I could even understand their concern under the original 'reckless' standard--that is, that the board 
chair 'should have known' that the statements were false. But our requirement is only triggered where top 
corporate officials knowingly or willfully certify financial statements that they know to be false. So, only top 
corporate officers who are consciously aware of a false statement--and not those who act out of ignorance, 
mistake, accident or even sloppiness--would conceivably be subject to criminal sanctions. 
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within those entities, have evaluated the effectiveness of the issuer's internal controls 
as of a date within 90 days prior to the report, and have presented in the report their 
conclusions on the effectiveness of their internal controls as of that date; 

· 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 which could 
adversely affect the issuer's ability to record, process, summarize, and report 
financial data land 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 were significant 
changes in internal controls or other factors that could significantly affect internal 
controls subsequent to the date of their evaluation.6 

The Section 302 certification must be provided even by issuers which reincorporate or 
transfer their corporate domicile ~-om inside the United States to outside the United States.7 

The SEC proposed rules on June 14, 2002 which would require CEO and CFO certifications 
of Forms IO-K and 10-Q. These proposals would also require companies filing these forms to 
maintain procedures to provide reasonable assurance that the company was able to collect, process 
and disclose the information required in these reports and in current reports on Form 8-K. The 
proposed rules would also require a periodic review and evaluation of the procedures, and the 
principal executive officer and principal financial officer would be required to certify in the 
company's annual report that they had reviewed the results of the evaluation. The rules proposed 
by the SEC differ in several respects from the Section 302 certification required by the Act. First, 
the SEC's proposed rules would require the officers to state whether the periodic report is true "in 
all important respects" and contains all information of which he or she is aware that he or she 
believes is "important to a reasonable investor" whereas the certification in the Act contains the 
more standard 10b-5 language. Second, the Act requires the certificate to include additional 
statements about internal controls which the SEC proposal did not specifically include. Third, the 
SEC's proposed rule only applied to Forms 10-K and 10-Q whereas Section 302 also applies to 
foreign private issuers. The SEC issued a release on August 2, 2002 reiterating that comments on 
the proposals remain due on August 19, 2002 and that the SEC intended to adopt rules based on·the 

6 Senator Michael Enzi stated in the Congressional Record on July 25, 2002 that "[w]ith respect to section 302, 
the conference recognizes that results presented in financial statements often necessarily require accompanying 
disclosures in order to apprise investors of the company's true financial condition and results of operations. The 
supplemental information contained in these additional disclosures increases transparency for investors. 
Accordingly, the relevant officers must certify that the financial statements together with the disclosures contained 
in the periodic report, taken as a whole, are appropriate and fairly represent, in all material respects, the operations 
and financial condition of the issuer. 

7 President Bush's July 30, 2002 statement provides that "[t]he legislative purpose of sections 302, 401 and 906 of 
the Act, relating to certification and accuracy ofreports, is to strengthen the existing corporate reporting system 
under section 13(a) and 15(d) of the Securities Exchange Act of 1934. Accordingly, the executive branch shall 
construe this Act as not affecting the authority relating to national security set forth in section 13(b) of the 
Securities Exchange Act of 1934. 
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proposal by August 29, 2002 in accordance with Section 302. The SEC acknowledged the 
differences between the Act's requirements and the proposed rules and said that the proposed rules 
would be adjusted to conform to the Act. The SEC also said that the final rules would apply the 
certification requirement to foreign private issuers filing annual reports on Form 20-F and Canadian 
issuers filing Form 40-F. The SEC's August 2 statement did not address the Section 906 
certification other than noting that it became effective on July 30, 2002, nor did it address Form 6-K 
reports by foreign private issuers.8 

On August 1, 2002, the NYSE board of directors decided not to adopt a separate CEO 
certification requirement regarding periodic reports but retained its requirement that the CEO certify 
compliance with NYSE regulations. The NYSE board also decided that both the SEC certification 
and the NYSE certification must be disclosed in each listed company's annual report to 
shareholders. 

C. Prohibition on Personal Loans to Executives 

The Act amends Section 13 of the Securities Exchange Act of 1934 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."g This provision is 
effective immediately upon the date of the Act. 

The Act grandfathers extensions of credit maintained by the issuer on the date of the Act, as 
long as there is no material modification to any term of such extension of credit or any renewal of 
such extension of credit after the date of the Act. The prohibition also does not apply to home 
improvement and manufactured home loans, consumer credit, extensions of credit under an open 
end credit plan, or a charge card, or any extension of credit by a registered broker or dealer to an 
employee of that broker or dealer to buy, trade or carry securities (other than the stock of that 
issuer), that is made or provided in the ordinary course of the consumer credit business of such 
issuer, of a type generally made available by the issuer to the public, and made on market terms. 
The restrictions also do not apply to loans made or maintained by an insured depository institution, 
if the loan is subject to U.S. insider lending restrictions. 

Due to its broad nature, the provision would appear to prohibit standard officer relocation 
loans as well as loans to officers to enable them to purchase company equity. It may therefore tend 
to encourage greater use of stock option grants as opposed to direct stock sales. Certain traditional 
compensation arrangements that have become commonplace (for example, split dollar insurance 

8 The SEC will also need to provide guidance with respect to the logistical mechanics of filing the certifications. 
For example, should they be attached to, part of, or an exhibit to the periodic report? Can, should or must they be 
filed on Form 8-K instead? Can they be fared or mailed to the SEC? Must they be notarized? Must or should 
they be posted on a company's website? Must they be filed by EDGAR and if so as public or private 
correspondence? 

9 Earlier versions of this legislation introduced in the House and Senate only required disclosure of personal loans 
rather than aprohibition of such loans. 
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policies) also will need to be evaluated to determine whether they could be deemed a loan for 
purposes of the Act. 

D. Forfeiture 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 
(whichever first occurs) 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 (1) how to determine whether the cause of the restatement was the result of 
"misconduct," and if so, whose misconduct is relevant to such determination, (2) when such 
restatements are "required," as opposed to discretionary or (3) how any "profit" would be 
calculated. This provision became effective on the date of the Act and does not require any SEC 
rulemaking, but the Act provides that the SEC can exempt any person from the application of this 
provision.'' 

E. Insider Trades During Pension Fund Blackout Periods 

The Act provides that directors and executive officers--but not 10% shareholders or any 
other officers--of an issuer of any equity security may not, directly or indirectly, purchase, sell or 
otherwise acquire or transfer any equity security of the issuer (other than exempted securities) 
during any "blackout period" with respect to such equity security if such officer or director acquires 
such equity security in connection with his service or employment with the issuer.'" 

For purposes of the insider trading prohibition, a "blackout 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 

'O Senator Max Cleland offered an amendment to this provision on July 10, 2002 which would have (1) extended it 
to any other officer or director of the issuer who had knowledge of the noncompliance, (2) specifically included 
compensation derived from a severance agreement, and (3) specifically included any profits received from the 
exercise of warrants, options or rights during the 1Zmonth period. This amendment was not adopted. 

" The Senate rejected an amendment, offered by Senator Byron Dorgan, that would have required CEOs, CFOs 
and corporate directors to return to their company any profits from the sale of stock, compensation or bonuses that 
were gained during the 12 months preceding the company's bankruptcy. The Senate also rejected a proposal by 
Senator Edward Kennedy that would have given individual workers a civil cause of action against corporate 
executives for loss of retirement savings due to corporate mismanagement. Senator Charles Grassley also 
submitted an amendment to Section 548 of the BanErruptcy Code ('Fraudulent Transfers") which would have 
allowed the trustee to avoid any bonus, loans, unqualified deferred compensation or other excessive compensation, 
as determined by the court, paid to any director, officer or employee of an issuer, made within four years of the 
bankruptcy filing, if the individual has violated the federal or state securities laws or committed ~aud, deceit or 
manipulation in a fiduciary capacity. This amendment was not adopted. 

12 An earlier House version of this provision would have extended it to cover 10% shareholders as well as directors 
and officers. 
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purchase, sell or otherwise acquire or transfer an interest in any equity of such issuer held in such a 
plan is temporarily suspended by the issuer or by a fiduciary of the plan. A blackout period does 
not include, under regulations the SEC is required to adopt, (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 
blackout period and this insider trade prohibition is in effect. 

Similar to the Section 16 remedy, any profit" realized by any such director or executive 
officer from any such purchase or sale is recoverable by the issuer, irrespective of the motives of the 
individual in entering into the transaction. As with Section 16, an action to recover profits may be 
brought by the issuer or by the owner of any security of the issuer in the name of the issuer if the 
issuer fails to bring such action within 60 days of request or fails diligently to prosecute the action. 
No such suit may be brought more than 2 years after the date on which the profit is realized. 

The Act requires that the plan administrator must notify the plan participants and 
beneficiaries at least 30 days in advance of the commencement of any "blackout period."'4 
However, the notice can be given less than 30 days before the blackout period if(l) required in 
order to comply with ERISA, which requires fiduciaries to act exclusively on behalf of participants 
in their decisions regarding plan assets, or (2) events occur that were unforeseeable or 
circumstances occur that are beyond the reasonable control of the plan administrator. The notice 
must be in writing, but can be in electronic or other form if such form is reasonably accessible to the 
recipient. The Secretary of Labor may assess a civil penalty against a plan administrator of up to 
$100 a day from the date of the plan administrator's failure or refusal to provide notice to 
participants teach violation with respect to any single participant or beneficiary is treated as a 
separate violation). 

The SEC, in consultation with the Secretary of Labor, must issue rules to clarify the 
application of this provision. Such rules may provide for appropriate exceptions, including 
exceptions for purchases pursuant to an automatic dividend reinvestment program or purchases or 
sales made pursuant to an advance election. The Secretary of Labor is instructed to issue guidance 
and model notices which meet the requirements of this provision not later than January i, 2003 and 
to promulgate interim final rules necessary to carry out these provisions no later than 75 days after 
the date of the Act. The Secretary of labor is also permitted to provide by regulation for additional 
exceptions to the requirements of this provision. 

'3 The statute does not define how "profit" is to be calculated. Profit could mean taxable profit. It could also refer, 
as in a standard Section 16 analysis, to the difference between the lowest price at which the stock was bought and 
the highest price at which the stock was sold, or to the difference between the price at which the stock was sold 
and the lowest market price of the stock during the blackout period. 

'4 The definition of "blackout period" is different for the 30-day notice provision as compared to the definition of 
"blackout period" for the insider trading prohibition. For purposes of the 30-day notice provision, "blackout 
period" is defined as any period of three consecutive business days during which the ability of participants and 
beneficiaries to direct or diversify assets in their account, or obtain loans or distributions from a plan, is 
temporarily suspended, limited or restricted. 
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These provisions take effect 180 days after the date of the Act. 

F. Code of Ethics for Senior Financial Officers 

The SEC is required to adopt rules requiring each issuer, together with periodic reports 
required by Sections 13(a) or 15(d), to disclose whether or not, and ifnot, the reason why not, such 
issuer has adopted a "code of ethics for senior financial officers" applicable to the principal 
financial officer and controller or principal accounting officer." The SEC is also required to amend 
Form 8-K to require the immediate disclosure, by means of the filing of Form 8-K, dissemination 
by the Internet or other electronic means, by any issuer of any change or waiver of the code of 
ethics for senior financial officers. 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." 

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. 

G. Rules of Professional Responsibility for Attorneys 

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. 

One of the rules the SEC is required by the Act to adopt is 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 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."" 

'S An earlier version of this legislation in the House would have required the New York Stock Exchange, 
American Stock Exchange and Nasdaq to delist any issuer that did not adopt the code of ethics. 

'6 Both the NYSE and Nasdaq have proposed that their companies draft codes of conduct. The Report of the 
NYSE Corporate Accountability and Listing Standards Committee (June 6, 2002) included a proposed 
requirement that listed companies adopt and disclose a code of business conduct and ethics for directors, officers 
and employees and promptly disclose any waivers of the code for directors or executive officers. In addition, on 
July 25, 2002, Nasdaq announced that its board of directors had approved proposals to require all Nasdaq-traded 
companies to have a code of conduct which is made public and to disclose waivers to directors and officers. 

'7 Senator John Edwards, author of this provision, interpreted this provision in the Senate on July 10, 2002: "Three 
important details about this amendment address some of the concerns that I have heard voiced. First, the way we 
have drafted the bill, the duty to report applies only to evidence of a material violation of the law. That means no 
reporting is required for piddling violations or violations that don't amount to anything. The obligation to report is 
triggered only by violations that are material--violations that a reasonable investor would want to know about. So 
we have been very careful there. Second, when the evidence is reported within the company, we have not 
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The significance and severity of this provision for both internal and outside attorneys will 
likely be determined by the wording of the SEC rule that adopts the provision. 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 (1) what 
constitutes "evidence" and whether the Act intends to cover any minimal amount of evidence or 
only substantial or convincing evidence, (2) what constitutes a "material" violation of securities law 
or breach of fiduciary duty, (3) what does "similar violation" mean to cover and (4) to what extent 
do debates regarding disclosure constitute evidence which must be disclosed? There is also a 
question about the relationship between the SEC standards of professional conduct and the codes of 
legal ethics adopted by the various states. 

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. 

H. 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 fi-audulently 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 has exclusive authority to enforce this provision. The 
SEC must propose these rules within 90 days and issue final rules within 270 days of the date of the 
Act. 

I. Applicability to Foreign Private Issuers 

Many provisions in the Act, including various of the corporate governance and 
disclosure provisions, such as the CEO/CFO certifications and the prohibition on insider loans, 
appear to apply to both foreign private issuers as well as domestic companies which in either 
case have securities registered under Section 12 or which are required to file reports under 
Section 15(d) of the Securities Exchange Act.'" As a result, the Act applies to all non-U.S. 
companies filing their annual reports on Form 20-F or, in the case of Canadian MJDS issuers, 
Form 40-F. The Act does not apply to non-U.S. companies furnishing information to the SEC 

specified how a CEO or a general counsel should act to rectify the violation. That is because the truth is that the 
appropriate response to cure the problem will vary dramatically, depending on the circumstances. If the CEO can 
do a short investigation, for example, and figure out that no violation occurred, then the obligation stops there. But 
if there is a serious violation of the law, the appropriate response is clear: the CEO has to act promptly to remedy 
the violation. If he doesn't, the lawyer has to go the board. It is that simple. One finalpoint. Nothing in this bill 
gives anybody a right to file a private lawsuit against anybody. The only people who can enforce this amendment 
are the people at the SEC. 

'g The Act applies to non-U.S. issuers because the Act generally applies to an "issuer" and "issuer" is defined to 
include any issuer with securities registered under Section 12 or which is required to file reports under Section 
15(d) of the Securities Exchange Act (or which has filed a registration statement under the Securities Act of 1933 
that is not yet effective or withdrawn). 
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pursuant to Rule 12g3-2(b) under the Securities Exchange Act. It is unclear if the Act's 
provisions apply to foreign governments and governmental entities subject to the Securities 
Exchange Act requirements. 

The Act does not discuss foreign private issuers specifically or provide any exemptions 
for them. Presumably the SEC could provide exemptions for foreign private issuers (or others) 
where consistent with its rulemaking authority under the Act or where its general exemptive 
authority under Section 36 of the Securities Exchange Act would permit exemptions from 
Securities Exchange Act provisions (such as the prohibition on insider trading). However, 
several provisions of the Act are effective immediately (including the Section 906 certification 
and the prohibition on insider loans) so that foreign private issuers will need to consider the 
present impact of those provisions regardless of whether exemptions are adopted in the future. 

Senator MichaelEnzi stated in the Senate on July 25, 2002 as follows: 

"[W]e need to be clear with respect to the area of foreign issuers and their 
coverage under the bill's broad definitions. While foreign issuers can be listed 
and traded in the U.S. if they agree to conform to GAAP and New York Stock 
Exchange rules, the SEC historically has permitted the home country of the 
issuer to implement corporate governance standards. Foreign issuers are not 
part of the current problems being seen in the U.S. capital markets, and I do not 
believe it was the intent of the conferees to export U.S. standards disregarding 
the sovereignty of other countries as well as their regulators. ... I believe it is 
the intent of the conferees to permit the Commission wide latitude in using their 
rulemaking authority to deal with technical matters such as the scope of the 
definitions and their applicability to foreign issuers. I would encourage the SEC 
to use its authority to make the act as workable as possible consistent with 
longstanding SEC interpretations." 

II Disclosure Requirements 

A. Financials Must Reflect All Material Correcting Adjustments 

The Act amends Section 13 of the Securities Exchange Act of 1934 to provide that each 
financial report that contains financial statements, and that is required to be prepared in accordance 
with or reconciled to GAAP, must reflect "all material correcting adjustments" that have been 
identified by a registered public accounting firm in accordance with GAAP and SEC rules. 

B. Material Off-Balance Sheet Transactions Must be Disclosed 

The SEC is required to adopt within 180 days of the date of the Act final rules providing that 
each annual and quarterly report required to be filed with the SEC shall 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 
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issued in February 2002 in which the SEC advised issuers to augment their disclosure of off-balance 
sheet transactions in the MD&A. 

C. Pro Forma Figures Must be Reconciled to GAAP Figures 

The SEC is required to adopt within 180 days of the date of the Act final rules providing that 
pro forma financial information included in any periodic or other report filed with the SEC, or in 
any public disclosure or press release 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 Senate 
report presumes that as a result of the new SEC rules, earnings in accordance with GAAP will need 
to accompany any pro forma earnings presentation so that investors can compare the pro forma and 
GAAP presentations. 

D. Section 16 Forms 4 Must be Filed Within 2 Business Days of Transactions 

The Act amends Section 16(a) of the Securities Exchange Act of 1934 to require that 
directors, executive officers and 10% shareholders 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 by the 10'" day after the end of the 
month during which the transaction occurred; the Act accelerates the disclosure of these 
transactions to two business days after the transaction tan earlier House version of the bill would 
have been one business day after the transaction). This provision becomes effective 30 days after 
the date of the Act. In light of the significantly shortened timeframe within which reports may have 
to be filed and the possibility that deferred year-end Form 5 reporting for compensatory and certain 
other exempt transactions may no longer be available, issuers should promptly review their 
procedures to ensure that they will be able to assist their officers and directors in complying with 
their reporting obligations. 

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 Znternet site no later 
than the end of the business day following the filing, and the issuer is required to put the statements 
on their website if it has a corporate website. Technically these provisions do not apply to Forms 3, 
but it is conceivable that the SEC in adopting rules on this topic may require all Section 16 forms to 
be filed electronically. These provisions become effective one year after the date of the Act. 

E. Internal Control Report in Form 10-K 

The SEC is required to adopt rules requiring each annual report required by Section 13(a) or 
15(d) 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. 
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With respect to the internal control assessment, each registered public accounting firm that 
prepares the audit report for the issuer must attest to, and report on, the assessment made by 
management. Any such attestation must not be the subject of a separate engagement. The Senate 
report clarifies that this assessment should not require a new fee but should be deemed a part of the 
audit engagement. 

There is no specific deadline by which these rules must be adopted. 

F. Identification of Audit Committee "Financial Expert" 

The SEC is required to adopt rules requiring each issuer, together with periodic reports 
required by Sections 13(a) and 15(d), to disclose whether or not, and ifnot, the reason why not, the 
audit committee of such issuer has at least one member who is a "financial expert." The SEC is 
required to define "financial expert." In crafting a definition, the SEC must consider whether a 
person has, through education and experience as an accountant or CFO, CAO or controller, an 
understanding of GAAP and financial statements, experience in preparing or auditing financial 
statements of generally comparable issuers, experience with internal accounting controls, and an 
understanding of audit committee 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. 

G. Enhanced SEC Review of Periodic Reports 

The Act requires the SEC to review disclosures made by issuers reporting under Section 
13(a), 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 (we understand anecdotally that although the SEC aims to achieve this level of 
frequency, in recent years it has not achieved a review frequency at this level). Such review must 
include a review of an issuer's financial statements. 

For purposes of scheduling reviews, the SEC must consider, among other factors, 

· issuers that have issued material restatements of financial results, 

· issuers that experience significant volatility in their stock price, 

· issuers with the largest market capitalization, 

· emerging companies with disparities in price to earnings ratios, 

· issuers whose operations significantly affect any material sector of the economy, and 

· any other factors that the SEC considers relevant. 

Fried, Frank, Harris, Shriver & Jacobson 17 August 2, 2002 



Sarbanes-Oxley Act Adds Nau Covporate Responsibility Re~uiremertts 

The House version of this provision would have mandated that each company receive a risk rating, 
based on the above factors, which would determine how often they would be reviewed. The risk 
rating would have been kept confidential. 

H. Real Time Issuer Disclosures 

The Act amends Section 13 of the Securities Exchange Act of 1934 to require each issuer 
reporting under Section 13(a) or 15(d) 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." The Act does not impose any deadline for SEC nulemaking. 

The significance of this provision will depend to a large extent on the SEC rulemaking 
related to this provision. An earlier House version which formed the basis of this provision stated 
that the SEC rule should (1) specify the events or circumstances giving rise to the obligation to 
disclose, (2) establish requirements regarding the rapidity and timeliness of such disclosure, (3) 
identify the means whereby the disclosure required shall be made, (4) identify the content of the 
information to be disclosed and (5) specify any exemptions or exceptions from such requirements. 
This suggests that the provision originally aimed at a specific list of material items, as opposed to a 
requirement that "all material information" must be disclosed at all times. It also suggests that the 
SEC may have flexibility to determine the mode of disclosure (e.g., Form 8-K, press release, 
website disclosure, or otherwise). 

The SEC has already proposed rules which address this provision to some extent. 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 las opposed to the current requirement of five business days or 15 
calendar days depending on the event). Comments on these Form 8-K rules are due on or before 
August 26, 2002. The Act may cause the SEC to expand this proposal. 

III New Federal Crimes and Increased Federal Penalties for Corporate Fraud 

A. Destruction of Records in Federal Investigations 

The Act establishes a new federal crime relating to destruction of records involved in any · 
federal governmental matter or bankruptcy. Under the Act, "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 within the jurisdiction of any 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.'" 

19 Senator Patrick Leahy's July 25, 2002 statement in the Congressional Record provides 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 
othenvise. It is also sufficient that the act is done 'in contemplation' of or in relation to a matter or investigation. 
It is also meant to do away with the distinctions, which some courts have read into obstruction statutes, between 
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B. Destruction of Corporate Audit Records 

The Act establishes a new federal crime relating to the willful failure to retain audit and 
review workpapers. The Act provides that any accountant who audits an issuer of securities must 
maintain all audit or review workpapers for a period of five (5) years from the end of the fiscal 
period in which the audit or review was concluded." The SEC must promulgate, within 180 days, 
new rules relating to the retention of relevant workpapers, memoranda, correspondence and other 
records created in connection with an audit or review, and is authorized to update its rules 
periodically to capture additional types of records. The Act provides that any person who 
"knowingly and willfully" does not maintain the workpapers for a period of five years or violates 
any SEC rule promulgated relating thereto, will be fined, imprisoned not more than 10 years, or 
both.21 

C. Securities Fraud Involving a Public Company 

The Act establishes 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 or that is required to file reports under Section 15(d) 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 or that files reports under 
Section 15(d), in either case will be fined, or imprisoned up to 25 years, or both.22 

court proceedings, investigations, regulatory or administrative proceedings (whether formal or not), and less 
formal government inquiries, regardless of their title. Destroying or falsifying documents to obstruct any of these 
types of matters or investigations, which in fact are proved to be within the jurisdiction of any federal agency, are 
covered by this statute." 

20 Senator Patrick Leahy stated in the Senate on July 9, 2002 that they "picked that time period because that is the 
statute of limitation for most Federal crimes." 

21 Senator Patrick Leahy's July 25, 2002 statement in the Congressional Record adds that "[t]he regulations are 
intended to cover the retention of all such substantive material, whether or not the conclusions, opinions, analyses 
or data in such records support the final conclusions reached by the auditor or expressed in the final audit or 
review so that state and federal law enforcement officials and regulators and victims can conduct more effective 
inquiries into the decisions and determinations made by accountants in auditing public corporations. 
Nonsubstantive materials, however, such as administrative records, which are not relevant to the conclusions or 
opinions expressed (or not expressed), need not be included in such retention regulations." 

22 Senator Patrick Leahy's July 25, 2002 statement provides that "[t]he provision would supplement the 
patchwork of existing technical securities law violations with a more general and less technical provision, with 
elements and intent requirements comparable to current bank ~aud and health care fraud statutes. It is meant to 
cover any scheme or artifice to defraud any person in connection with a publicly traded company. The act's terms 
are not intended to encompass technical definitions in the securities laws, but rather are intended to provide a 
flexible tool to allow prosecutors to address the wide array of potential fraud and misconduct which can occur in 
companies that are publicly traded." 
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D. Tampering with a Document to be Used in an Official Proceeding 

The Act establishes a new federal crime for tampering with documents to be used in an 
officialproceeding. The Act provides that any person who "cormptly" (1) alters, destroys, 
mutilates, or conceals a record, document or other object, or attempts to do so, with the intent to 
impair the object's integrity or availability for use in an official proceeding or (2) otherwise 

obstructs, influences or impedes ~anz8 Offidal proceeding, or attempts to do so, shall be fined or 
imprisoned up to 20 years or both. This provision expands an existing statute making it a crime to 
tamper with or corruptly influence a witness involved in an official proceeding. 

E. Longer Statute of Limitations for Securities Fraud 

Prior to adoption of the Act, private civil actions for securities law violations could be 
brought no later than the earlier of I year after discovery of the violation or 3 years after the 
violation. The Act modifies this and provides that private rights of action, that involve claims of 
fraud, deceit or manipulation in contravention ofa regulatory requirement concerning the securities 
laws, may be brought no later than the earlier of 2 years after discovery of the facts constituting the 
violation or 5 years after the violation.24 The new statute of limitations applies to all proceedings 
commenced on or after the date of the Act. The Act and legislative history specify that the new 
statute of limitations does not create a new, private right of action. 

F. Whistleblower Protection for Employees of Public Companies 

The Act creates a new civil action for employees of public companies who believe they have 
been discharged due to their role as a whistleblower. The Act provides that a company with 
securities registered under Section 12 or which files reports under Section 15(d), and its employees 
and agents, may not discharge, demote, suspend, threaten, harass, or in any other manner 
discriminate against an employee because the employee (1) has provided information, caused 
information to be provided, or otherwise assisted in an investigation regarding any conduct which 
the employee reasonably believes constitutes a 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, when the information or assistance is provided to or the investigation is conducted by 
a federal regulatory or law enforcement agency, any Member of Congress or Congressional 
committee,'" or a person with supervisory authority over the employee or (2) has filed, caused to be 

23 President Bush's statement on July 30, 2002 provides that "[t]o ensure that no infringement on the constitutional 
right to petition the Government for redress of grievances occurs in the enforcement of section 12 12(c) of title 1 8 
of the U.S. Code, enacted by section 1102 of the Act, which among other things prohibits corruptly influencing 
any official proceeding, the executive branch shall construe the term 'cormptly' in section 1212(c)(2) as requiring 
proof of a criminal state of mind on the part of the defendant." 

24 The original version of this provision (S. 2010) provided for a statute of limitations no later than the earlier of 3 
years after the date on which the violation was discovered and 5 years after the date of the violation. 

25 President Bush's July 30, 2002 statement provides that "[gliven that the legislative purpose of section 1514A of 
title 18 of the U.S. Code, enacted by section 806 of the Act, is to protect against company retaliation for lawful 
cooperation with investigations and not to define the scope of investigative authority or to grant new investigative 
authority, the executive branch shall construe section 1514A(a)(l)(B) as referring to investigations authorized by 
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filed, testified, participated in or otherwise assisted in a proceeding filed or about to be filed (with 
any knowledge of the employer) relating to an alleged 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. 

An employee who alleges such discharge or discrimination may file a civil complaint with 
the Secretary of Labor. If the Secretary has not issued a final decision within 180 days of the filing 
of the complaint (not due to the bad faith of the employee), the employee can bring an action in the 
appropriate U.S. district court. The action must be commenced within 90 days of the date the 
violation occurs. An employee who prevails is entitled to all relief necessary to make him or her 
whole, including reinstatement with the same seniority status, back pay with interest, and 
compensation for any special damages sustained, such as litigation costs, expert witness fees, and 
reasonable attorney fees.26 

The Act also adds a new federal criminal provision to protect whistleblowers. The Act 
provides that whoever knowingly, with the intent to retaliate, takes any action harmful to any 
person, including interference with the lawful employment of any person, for providing to a law 
enforcement officer any truthful information relating to the commission or possible commission of a 
federal offense, will be fined or imprisoned up to 10 years or both. 

G. 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." Also, with respect to violations of 
ERISA, the maximum prison sentence increased from one to 10 years, the maximum criminal fine 
for an individual increased from $5,000 to $100,000, and the maximum criminal fine for an entity 
increased from $100,000 to $500,000. 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 

the rules of the Senate or the House of Representatives and conducted for a proper legislative purpose." The 
White House therefore interpreted the provision to protect employees who spoke to a congressional committee in 
the course of an investigation but not when evidence was provided to individual lawmakers or aides. Senate 
Judiciary Committee Chairman Patrick Leahy responded on July 31, 2002 that the White House interpretation was 
at odds with the plain language of the statute. 

26 The original version of this provision (S. 2010) was significantly stronger in that (1) the employee could elect to 
file a complaint with the Secretary of Labor or bring a federal action las opposed to the current requirement to first 
bring the administrative complaint), (2) the action had to be commenced within 180 days of the violation 
(compared to the current 90 day requirement), (3) the employee could be awarded 2 times back pay (compared to 
just back pay) and (4) the original version allowed a finder of fact to awardpunitive damages to the employee if 
the protected conduct of the employee involved a substantial risk to the health, safety or welfare of the employer's 
shareholders or the public. 

27 The original version of this provision would have increased the maximum imprisonment to 10 years (not 20 as 
adopted). Similarly, the maximum imprisonment penalty for the original version of the new securities ~aud 
felony was only 10 years (not 25 as adopted), for the destruction of records felony was only 5 years (not 20 as 
adopted), and for the destruction of corporate audit records felony was only 5 years (not 10 as adopted). 
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to the same penalties as those prescribed for the offense the commission of which was the object of 
the attempt or conspiracy. 

H. Increased Criminal Penalties for Violating the Securities Exchange Act 

The Act increases the penalty for a "willful" violation of the Securities Exchange Act of 
1934 from a fine of up to $1 million to a fine of up to $5 million, and from imprisonment for up to 
10 years to imprisonment for up to 20 years. Also, the maximum fine for entities who willfully 
violate the Securities Exchange Act of 1934 is increased from $2.5 million to $25 million. 

I. Debts Nondischargeable in Bankruptcy 

The Act makes it more difficult for a securities law violator to file for bankruptcy in order to 
protect his or her assets from a disgorgement or penalty for the violation. 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 
securities laws, state securities laws, or related regulations or orders, or common law fraud in 
connection with the purchase or sale of any security, and results from any judgment, order, consent 
order, or decree in any federal or state judicial or administrative proceeding, any settlement 
agreement, or any court or administrative order for any damages, fine, penalty, citation, restitution, 
disgorgement, attorney fee, cost or other payment.28 

J. Review of Federal Sentencing Guidelines 

The Act requests the United States Sentencing Commission to promptly review the 
sentencing guidelines applicable to securities and accounting fraud and related offenses, to 
expeditiously consider the promulgation of new sentencing guidelines or amendments to provide an 
enhanced sentence for officers or directors of publicly traded companies who commit fraud and 
related offenses and to explain to Congress the actions taken. The Sentencing Commission is asked 
to ensure that the sentencing guidelines reflect "the serious nature of securities, pension, and 
accounting fraud and the need for aggressive and appropriate law enforcement action to prevent 
such offenses." 

The Act also orders the United States Sentencing Commission to review and amend, as 
appropriate, the Federal Sentencing Guidelines in cases involving obstruction of justice and in 
serious fraud cases. The Commission is also asked to generally review the guidelines relating to 
sentencing organizations for criminal conduct, to ensure that such guidelines are sufficient to punish 
and deter criminal misconduct by corporations. The Sentencing Commission is directed to consider 
including enhancements or specific offense characteristics for cases based on various factors 

28 Senator Patrick Leahy's July 25, 2002 statement in the Congressional Record provides that "[t]o the maximum 
extent possible, this provision should be applied to existing bankruptcies. The provision applies to alljudgments 
and settlements arising from state and federal securities laws violations entered in the future regardless of when the 
case was filed. ... [C]urrent bankruptcy law may permit wrongdoers to discharge their obligations under court 
judgments or settlements based on securities fraud and securities law violations. The section, by its terms, applies 
to both regulatory and more traditional fraud matters, so long as they arise under the securities laws, whether 
federal, state or local." 
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including the destruction, alteration or fabrication of physical evidence, the amount of evidence 
destroyed, the number of participants, or otherwise extensive nature of the destruction, the selection 
of evidence that is particularly probative or essential, and whether the offense involved more than 
minimal planning or the abuse of a special skill or position of trust. 

The U.S. Sentencing Commission is asked to promulgate the guidelines or amendments 
necessary no later than 180 days after the date of the Act. 

K. Corporate Tax Returns 

The Act states that it is the sense of the Senate that corporate tax returns should be signed by 
the chief executive officer of the company."" 

n7 Broader SEC Enforcement Powers 

A. Temporary Freeze Authority for the SEC 

The Act amends the Securities Exchange Act of 1934 to provide the SEC a new temporary 
freeze authority. The Act provides that, during the course of an investigation involving possible 
violations of the securities laws by a public company or its directors, officers or employees, if it 
appears likely to the SEC that the issuer will make extraordinary payments to its directors, officers, 
agents or employees, the SEC may petition a federal court for a temporary order requiring the issuer 
to escrow those payments in an interest-bearing account for 45 days. The Act provides that the 
temporary order will be granted, after notice and opportunity for a hearing, unless the court 
determines that notice and hearing would be impracticable or contrary to the public interest. The 
court can extend the freeze order for up to 45 additional days. If the issuer or other person is 
charged with a securities law violation before the freeze is terminated, the fkeeze order will remain 
in effect until the conclusion of any legal proceedings related thereto. 

B. Temporary or Permanent Director and Officer Bars by the SEC 

Previously, if the SEC wanted to bar an individual from serving as an officer or director of a 
public company, the SEC could not obtain this penalty in an administrative proceeding but had to 
petition a court. The Act removes this burden by granting the SEC the authority in a cease-and- 
desist administrative hearing to issue an order to prohibit, conditionally or permanently, any person 
who has violated Section 10(b) of the Securities Exchange Act of 1934 or Section 17(a)(l) of the 
Securities Act of 1933 from acting as an officer or director of any issuer that has securities 
registered pursuant to Section 12 or which is required to file reports pursuant to Section 15(d), if the 
conduct of that person "demonstrates unfitness" to serve as an officer or director of any such 
issuer.'" 

29 Senator Zell Miller originally sponsored an amendment in the Senate on July 10, 2002 which would have 
required CEO's to sign their company's corporate tax form. Senator Miller stated: "Believe it or not, that is not in 
the law right now, and it should be. The average wage earner on his 1040 form has to sign it. We require it of 
him. That is what we should require of the CEO of a corporation, just treat them the same." 

30 The Senate did not adopt an amendment sponsored by Senator Carl Levin which would have given the SEC the 
authority to impose administrative civil fines on officers, directors, auditors and lawyers (similar to powers 
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C. Court-Ordered Officer and Director Bars 

Courts have historically had the power to permanently or conditionally bar officers and 
directors from working at public companies, to the extent such individuals violated Section 10(b) of 
the Securities Exchange Act of 1934 or Section 17(a)(l) of the Securities Exchange Act of 1933, 
but only if their conduct demonstrated "substantial unfitness." The SEC has stated that courts have 
sometimes been unwilling to impose a bar due to a failure to meet this high standard. The Act 
addresses this SEC concern by changing the standard from "substantial unfitness" to "unfitness." 

The Act also adds a provision which, in any court action brought by the SEC under any 
provision of the securities laws, allows the SEC to seek, and any federal court to grant, "any 
equitable relief' that may be appropriate or necessary for the benefit of investors. 

D. SEC Authority to Discipline Professionals 

The Act codifies the SEC's authority under Rule 102(e) to discipline professionals who 
practice before the SEC. The Act clarifies that that the SEC may censure any person, or temporarily 
or permanently bar any person from appearing before the SEC in any way, if that person is found by 
the SEC after notice and opportunity for a hearing either (1) not to possess the requisite 
qualifications to represent others, (2) to be lacking in character or integrity or to have engaged in 
unethical or improper professional conduct, or (3) to have willfully violated, or willfully aided and 
abetted the violation of, any provision of the securities laws or the rules issued thereunder. 

E. Fair Funds for Investors 

The Act includes a provision intended to assist victims of financial ii-aud obtain restitution 
(known as the Federal Account for Investor Restitution, or FAIR). If in any judicial or 
administrative action brought by the SEC under the securities laws the SEC obtains an order 
requiring disgorgement against any person, or such person agrees in settlement to such 
disgorgement, and the SEC also obtains a civil penalty against such person, the amount of such civil 
penalty shall, on the motion or at the direction of the SEC, be added to and become part of the 
disgorgement fund for the benefit of the victims of such violation. The SEC is also authorized to 
accept, hold, administer and utilize gifts, bequests and devises of property to the United States for 
any such disgorgement fund. 

F. Federal Court Authority to Impose Penny Stock Bars 

The SEC currently has authority in an administrative proceeding to bar an individual from 
participating in penny stock offerings. However, federal courts have not had this authority. As a 
result, if the SEC brought a penny stock case in federal court, in order to also obtain a penny stock 

possessed by the CFTC, OSHA, FCC, CPSC, and Transportation Department) without having to obtain this 

penalty in court. The amendment also would have significantly increased the amounts of the civil fines which 
could be imposed on broker-dealers. The amendment also would have granted the SEC new authority, when the 
SEC has opened an official investigation, to subpoena financial records ~om a financial institution without having 
to notify the subject that such a records request was made. 
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bar the SEC would also have to bring an administrative proceeding. The Act remedies this by 
allowing federal courts to prohibit persons from participating in an offering of penny stock. 

G. SEC Authority to Bar Individuals Sanctioned by Other Regulators 

The SEC has historically lacked the authority to bar individuals from joining the securities 
industry if they were found by other financial regulators to have engaged in fraudulent conduct. 
The Act remedies this by allowing the SEC to bar from the securities industry any person who is 
barred by a state securities,banking or insurance regulator. 

H. Increased SEC Budget 

The Act also increased the SEC's budget for fiscal 2003 by approximately $300 million, 
including funds to provide SEC staff with pay parity with staff of other federal financial regulators. 

V Public Company Accounting Oversight Board 

A. General 

The legislation establishes a new Public Company Accounting Oversight Board (the 
"Board"). The Board is being created in response to perceived weaknesses in the accounting 
profession's current self-regulatory and peer review systems. 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 registeredpublic accounting firms (that is, fuTns that audit SEC 
registrants) and their associated persons.3 The Board is not intended to regulate accounting firms 
that perform services only for private companies.32 The Board is not an agency of the United States 
government. 

The principal functions of the Board are to (1) register public accounting firms, (2) establish 
auditing, quality control, ethics, independence and other standards relating to the preparation of 

31 A L(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 accoimting 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 ofa 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 ~om, 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 defmition of"associated person." 

32 The Senate report notes concerns that state regulators might apply the Act and Board rules to small or medium 
sized auditors with no public company clients. The Act states specifically that "[t]he standards applied by the 
Board under this Act should not be presumed to be applicable for purposes of this section for 
small and medium sized nonregistered public accounting firms." The Senate report states that "[t]he statutory 
intent is that state regulatory authorities should make independent determinations of the proper standards for 
small- and medium-sized accounting firms that do not audit public companies." 
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audit reports, or adopt such standards as proposed by existing professional groups or new advisory 
committees, (3) conduct inspections of registered public accounting firms, (4) conduct 
investigations and disciplinary proceedings concerning registered public accounting firms and 
associated persons, (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 and (6) perform such other services as the Board or the SEC 
determines are necessary or appropriate to promote high professional standards, protect investors or 
further the public interest.33 

The Act contemplates that the SEC will oversee the establishment of the Board and its 
development of operating procedures. The Board members are to hire staff, propose rules and adopt 
initial auditing and other professional standards so that the SEC can determine, by late April 2003, 
that the Board has the capacity to carry out its obligations. The compensation of Board employees 
must be set at a level that is comparable to private sector self-regulatory, accounting, technical, 
supervisory, or other staff or management positions. 

B. Board Membership 

The new Board will have five members, three of whom may not be accountants and two of 
whom either must be or have been certified public accountants. If one of the CPA members is 
chairman of the Board, he or she may not have been a practicing CPA for at least five years prior to 
his or her appointment to the Board. 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."34 

The SEC, in consultation with the Secretary of the Treasury and the Chairman of the Federal 
Reserve, must appoint the five members of the Board within 90 days of the date of the Act (e.g., by 
October 28, 2002).35 The term of service of each member is five years, except that the terms of the 
initial members other than the chairperson will expire in annual increments, one on each of the first 
four anniversaries of the initial date of appointment. Terms would therefore be staggered to ensure 
some amount of continuity. No member can serve for more than two terms, whether or not 
consecutive. The SEC can remove Board members for good cause. 

Members of the Board must serve on a full-time basis and may not engage in any other 
professional or business activity. Board members may not receive payments from a public 

33 Senator Michael Enzi noted in the Congressional Record on July 25, 2002 that "the conferees contemplate that 
the Board will have discretion to contract or outsource certain tasks to be undertaken pursuant to this legislation 
and the regulations promulgated under the Act. The board may outsource functions which can be done more 
efficiently by existing and established organizations. An exercise of discretion in this manner does not absolve the 
Board of responsibility for the proper execution of the contracted or outsourced task." 

34 Senators Michael Enzi and Phil Gramm had proposed a seven-person Board, with two members chosen by the 
SEC, two by the CFTC, two by the Federal Reserve Board, and the chairman chosen by the President. 

~5 The SEC has requested that names and qualifications of potential members be submitted by September 2, 2002 
to the SEC's Office of the ChiefAccountant. 
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accounting firm (or any other person, as determined by SEC rules), other than fixed continuing 
payments under standard retirement arrangements. The Board is required to establish ethics rules 
for Board members and staff, including a bar on practice before the Board land the SEC, with 
respect to Board-related matters) of one year for former Board members and up to one year for 
former Board staff. 

C. 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."36 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 occur within 270 days after the 
date of the Act). Accordingly, the registration requirement will apply no later than 15 months after 
the date of the Act. 

The Board is required to prescribe a form that public company auditors will use for 
registration. The registration form must include (1) the names of all issuers for which the firm 
prepared or issued audit reports in the past calendar year, (2) the annual fees received by the firm 
from each issuer for audit services and non-audit services, (3) other financial information requested 
by the Board, (4) a statement of quality control policies of the firm, (5) a list of all accountants 
associated with the firm who participate in preparation of audit reports, (6) information relating to 
criminal, civil or administrative proceedings pending against the firm or any associated person in 
connection with any audit report, (7) copies of any disclosure filed by an issuer with the SEC in the 
last calendar year which discloses accounting disagreements between the issuer and the firm, and 
(8) such other information as the Board or SEC may require. The registration application will also 
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." 

The Board must approve an application for registration within 45 days after it receives the 
application, unless the Board requests more information or issues a written notice of disapproval. 
Each public accounting firm will also be required to submit an annual report to the Board. The 
registration application and annual report will be made available for public inspection, subject to 
Board or SEC rules relating to the confidentiality ofproprietary, personal or other information. The 
Board will collect a registration fee and an annual fee from each registered public accounting firm 
in order to pay for the cost of processing and reviewing the registration applications and annual 
reports. 

While public accounting firms that are currently members of the AICPA's SEC Practice 
Section already submit a considerable amount of information to the SECPS, the additional 
disclosure requirements and compliance obligations imposed under the Act are substantial. As a 

36 The term "issuer" includes any issuer whose securities are registered under section 12 of the Securities 
Exchange Act of 1934, or that is required to file reports under section 15(d), "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 insure that the auditors of companies in their IPO are registered with and 
subject to the regulation of the Board. 
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result, audit fees may increase in some cases, as accounting finns 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 the Board's jurisdiction. Should this occur, it may further concentrate 
the market share of the largest public accounting firms. 

D. 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 were proposed 
by a professional group of accountants (e.g., the Auditing Standards Board) that is designated by the 
Board, but the Board has full authority to modify, supplement, revise, or repeal any portion of any 
such standards. The Board may also convene expert advisory groups, consisting of accountants and 
other experts, to make recommendations concerning auditing, quality control, ethics and 
independence standards.38 

The Act further provides that the Board's auditing and quality control rules must address a 
number of specific areas, which incorporate or expand upon the profession's current standards. 
Specifically, the Board's auditing standards must include at least the following three standards: 

· Auditors 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. 

· An accounting firm must provide a concurring or second partner to review and 
approve each audit report. 

· The accounting firm 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 
such report or a separate report, the findings of the auditor based on such testing, an 
evaluation of the internal control structure, a description of material weaknesses in 
such internal controls and any material noncompliance found. 

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 such other matters that the Board prescribes. The Board is also provided with broad 
authority to establish auditor independence rules. 

37 The House version of this legislation would not have granted the Board standard-setting authority. 

38 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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E. Inspections of Registered Public Accounting Firms 

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. For each inspection, the Board must identify any act or practice that violates 
Board or SEC rules, quality control policies or professional standards, report each such act or 
practice to the SEC and state regulatory authorities, and begin a formal investigation or take 
disciplinary action. 

Prior to the Act, inspections have been conducted by other accounting firms pursuant to a 
self-monitoring "peer review" system. Board inspections would replace the existing peer review 
system. Board inspections are required to be conducted annually for each firm that regularly 
provides audit reports for more than 100 issuers, and at least once every three years for finns that 
regularly provide audit reports for 100 or fewer issuers, although the Board can adjust this 
inspection schedule if appropriate. The Board may conduct special inspections at the request of the 
SEC or at its own initiative. 

Any public accounting firm can seek SEC review of Board inspection reports if (1) the firm 
has provided a response to the Board and disagrees with the Board's assessment in the final report, 
or (2) the firm disagrees with the Board's determination that criticisms or defects in quality control 
have not been addressed within 12 months of the date of the inspection report. 

F. Investigations and Disciplinary Proceedings 

The Board may conduct investigations of any act or practice, or omission to act, by a 
registered public accounting firm or any associated person, that may violate any provision of the 
Act, the Board's rules, provisions of the securities laws relating to audit reports and accountant 
obligations, or professional standards. The Board can require the testimony of the firm or its 
associated persons and can require the production of audit work papers or any other document or 
information in the possession of the firm or its associated persons. The Board can also request the 
testimony of and document production from any other person, including any client of the firm, and 
can seek issuance by the SEC of a subpoena to require the testimony of and document production 
by any such person (including clients of the firm). 

If any firm or associated person does not cooperate, the Board can suspend or bar such 
person from being associated with a registered accounting firm, suspend or revoke the registration 
of the firm, or take other lesser sanctions. The Board must notify the SEC of any pending Board 
investigation involving a potential violation of the securities laws and will coordinate its work with 
the SEC's Division of Enforcement in order to protect any ongoing SEC investigation. The Board 
can refer any investigation 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. 

In any disciplinary proceeding, the Board must bring specific charges, notify the firm or 
associated person of the charges, allow such person an opportunity to defend, and keep a record of 
the proceeding. Hearings generally will be non-public, unless the Board determines othenvise. If 
the Board finds that the firm or associated person engaged in any act or practice, or omitted to act, 
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in violation of the Act, the Board's rules, the provisions of the securities laws relating to the 
preparation and issuance of audit reports and the obligations and liabilities of accountants, or 
professional standards, the Board may impose sanctions that it deems appropriate. 

Board sanctions may incl~de: 

(a) temporary suspension or permanent revocation of registration of a firm (only for 
intentional or knowing conduct, or repeated negligent conduct); 

(b) temporary or permanent suspension or bar of a person from working with a 
registered public accounting firm (only for intentional or knowing conduct, or 
repeated negligent conduct); 

(c) temporary or permanent limitation on the activities, functions or operations of a firm 
or person (only for intentional or knowing conduct, or repeated negligent conduct); 

(d) a civil money penalty for each violation, up to $100,000 for an individual and $2 
million for an entity tin the case of intentional or knowing conduct, or repeated 
negligent conduct, up to $750,000 for an individual and $15 million for an entity); 

(e) censure; 

(f) required professional education or training, or 

(g) any other appropriate sanction. 

The Board can also impose 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. 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. Accordingly, an associated person can defend a failur2-to- 
supervise case by establishing that the firm has established procedures that would reasonably be 
expected to prevent and detect the alleged violation and that the person has properly discharged his 
or her responsibility under such procedures. 

G. Foreign Accounting Firms 

The SEC has long taken the position that foreign accounting firms that sign audit reports for 
any SEC registrant are subject to the SEC's jurisdiction and regulations. The Act codifies this 
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 treated as a public 
accounting firm for purposes of registration with and oversight by the Board. The SEC and the 
Board, subject to SEC approval, may unconditionally or subject to specified terms 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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H. 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 generally cannot become 
effective without SEC approval." As with NASD rules, draft Board rules must be filed with the 
SEC and published for public comment, and the SEC may amend, abrogate or veto proposed Board 
rules. The Board must file notice with the SEC of any final sanction imposed on any registered 
public accounting firm or associated person, and the SEC can review, modify, reduce, cancel or 
enhance Board-imposed disciplinary sanctions. 

The SEC may, 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. The SEC 
can also, by order, censure or impose limitations on the activities, functions and operations of the 
Board, if the SEC finds, after notice and opportunity for a hearing, that the Board either violated 
any provision of the Act, Board rules, or the securities laws, or failed to enforce compliance with 
any such provision or professional standard without reasonable justification or excuse. 

The SEC may also remove from office or censure any member of the Board, if the SEC 
finds, after notice and opportunity for a hearing that such member willfully violated any provision 
of the Act, the Board rules, or the securities laws, willfully abused his or her authority, or failed to 
enforce compliance with any provision or rule or professional standard without reasonable 
justification or excuse. 

The Act states that nothing in the Act or the Board's rules limits the authority of the SEC to 
regulate the accounting profession, accounting firms or associated persons for purposes of enforcing 
the securities laws, to set standards for accounting practices or auditor independence, or to take 
legal, administrative, or disciplinary action against any registered public accounting firm or 
associated person. In addition, a violation of the Act, any SEC rule issued under the Act, or any 
Board rule is deemed the equivalent of a violation of the Securities Exchange Act of 1934. As such, 
the SEC may investigate to determine if the Board's rules have been violated, may bring injunctions 
to prevent individuals from violating Board rules and can bring cease and desist proceedings against 
individuals violating Board rules. 

I. Standard-Setting Body 

The Act provides that the SEC may recognize as "generally accepted" any accounting 
principles established by a standard-setting body that meets the following criteria aimed at ensuring 
that the organization is not dominated by the accounting profession: 

It must be a private entity with a board of trustees sen~ing the public interest. 

39 Initial or transitional Board standards are exempt from the standard rule approvalprocedure. The Board may 
adopt as initial or transitional standards any statements of auditing standards that were proposed by any 
professional group of accountants or an advisory group. These may be adopted prior to the SEC's determination 
(required to be within 270 days of the date of the Act) that the Board has capacity to begin its operations. Such 
standards "will be separately approved by the Commission at the time of that determination, without regard to the 
procedures required by section 107 that otherwise would apply to the approval of rules of the Board." 
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· The majority of its trustees must not be, currently and in the two prior years 
preceding such service, associated persons of a registered public accounting firm. 

· It must be funded by issuers as provided by the Act.40 

· It must have procedures to ensure prompt consideration, by majority vote, of changes 
to accounting principles necessary to reflect emerging issues and practices. 

· It must consider the extent to which international convergence on high quality 
accounting standards is necessary or appropriate. 

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. 

J. Funding for the Board and Standard-Setting Body 

The Board and the accounting standard-setting body will be funded by annual accounting 
support fees paid by issuers.41 Board rules must equitably allocate the fee among issuers, allowing 
for differentiation among classes of issuers. The fee will be allocated based on the average monthly 
equity market capitalization of the issuer for the 12-month period immediately preceding the 
beginning of the fiscal year to which the funding relates, as a percentage of the average monthly 
equity market capitalization for all issuers for such 12-month period.42 Failure to pay this fee will 
be a violation of Section 13 of the Securities Exchange Act of 1934. 

40 Senator Christopher Dodd stated in the Congressional Record on July 25, 2002 that "[h]aving FASB now be 
compensated for and paid for from public money and not relying on the largess and generosity of the accounting 
industry to receive compensation will make a significant difference in establishing accounting rules and 
procedures." 

41 The Board also receives registration and annual fees paid by registered public accounting firms. In addition, all 
funds collected by the Board ~-om monetary penalties will be used to fund a merit scholarship program for 
undergraduate and graduate students enrolled in accredited accounting degree programs. This program will be 
administered by the Board or an entity identified by the Board. 

42 Senator Michael Enzi stated in the Congressional Record on July 25, 2002 that the conferees "expect that the 
Board and the standard setting body will deem investment companies registered under Section 8 of the Investment 
Company Act of 1940 to be a class of issuers for purposes of establishing the fees pursuant to this section, and that 
investment companies as a class will pay a fee rate that is consistent with the reduced risk they pose to investors 
when compared to an individual company. Audits of investment companies are substantially less complex than 
audits of corporate entities. 
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VI Auditor Independence 

A. Prohibited Services 

The Act expands upon the SEC's late 2000 revisions to the SEC's auditor independence 
requirements by listing eight specific categories of services that, subject to an exemption granted by 
the Board, an issuer's registered public accounting firm cannot perform for that issuer, whether or 
not preapproved by the audit committee: 

· bookkeeping or other services related to the accounting records or financial 
statements; 

· financial information systems design and implementation; 

· appraisal or valuation services, fairness opinions, or contribution-in-kind reports; 

· actuarial services; 

· internal audit outsourcing services; 

· management functions or human resources; 

· broker or dealer, investment adviser, or investment banking services; 

· legal services and expert services unrelated to the audit; and 

· any other service that the Board determines is impermissible. 

Through rulemaking, the Board or the SEC could extend these prohibitions to "associated persons" 
of a registered public accounting firm. 

The Senate report accompanying the Senate's version of the Act stated that the Senate 
considered and heard testimonyin favor ofa complete ban on all non-audit services. On the other 
hand, the original House bill would have only prohibited internal audit services and financial 
information systems design services and delegated to the SEC authority to add other services to the 
list. The Act prohibits auditors from providing eight specific nonaudit services to their public audit 
clients, but no restriction is imposed on the provision of such services to non-audit clients, as well 
as private companies. 
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The Board may, on a case-by-case basis, exempt any person, issuer, public accounting firm, 
or transaction from the prohibition on the provision of non-audit services.43 Any such exemption 
would be subject to SEC review. 

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

B. Pre-Approval Required for Other Non-Audit Services 

The Act allows an issuer's auditor (i.e., registered public accounting firm) to perform other 
non-audit services, specifically including tax services, for such issuer, but only if approved in 
advance by the issuer's audit committee.44 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. 
Approval by an audit committee ofnonaudit services to be provided by the issuer's auditor must be 
disclosed in the issuer's periodic reports. The audit committee can delegate to one or more 
members the authority to grant preapprovals. Any preapproval granted pursuant to this delegated 
authority must be reported at the next full audit committee meeting. 

This provision does not specify any specific standard the audit committee should use in 
reaching its determinations. The Senate report states that audit committee members should utilize 
"standards they determine to be appropriate in light of their fiduciary responsibilities and such other 
considerations they deem to be relevant." In addition, the Act does not specify how far in advance 
the preapproval should be, but the Senate report notes that "the Commission or the Board under its 
general authority may specify a maximum period of time in advance of which the approval may not 
be granted, such as, for example, requiring the pre-approval to be granted no earlier than one year 
prior to the commencement of the service." 

The Act also does not limit the number of nonaudit services that an audit committee can 

preapprove, but the Senate report suggests that each nonaudit service should be specifically 
identified: "The Committee does not intend for the statutory requirement to be satisfied by an audit 
committee voting, for example, to permit 'any service that management determines appropriate for 
the auditor to perform' or 'all non-audit services permissible under law."' 

The Act includes a de minimis exception for nonaudit services that do not require audit 
committee pre-approval, but the exception only applies to nonaudit services which were originally 
thought to be audit related but in fact were or became non-audit related. The Senate report observes 
that this is an "atypical circumstance." So long as the fees from such services were less than 5% of 
the revenues paid by the issuer to its auditor during the fiscal year in which the nonaudit service is 
provided, audit committee preapproval is waived, but the service once determined to be nonaudit 

43 Senator Paul Sarbanes stated in the Congressional Record on July 25, 2002 that "[t]he exemptive authority 
provided the Board is intentionally narrow to apply to individual cases where the application of the statutory 
requirement would impose some extraordinary hardship or circumstance that would merit an exemption consistent 
with the protection of the public interest and the protection of investors. 

44 Audits prepared for insurance companies to file with state regulators are deemed an audit service and therefore 
do not need to be provided by a separate auditor. Comfort letters in undervritten offerings are similarly deemed to 
be an audit service. 
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related must be promptly brought to the attention of the audit committee and approved prior to 
completion of the audit. 

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

C. Audit Partner Rotation 

Both the lead or coordinating audit partner who has primary responsibility for the audit, and 
the audit partner who reviews the audit, may only perform audit services for an issuer for five 
consecutive fiscal years. The current practice among major accounting firms is to rotate the audit 
partner every seven years. The SEC must adopt rules within 180 days of the date of the Act to carry 
out this audit partner rotation provision. The Act does not require mandatory rotation of accounting 
firms. 

D. Auditor Report to Audit Committee 

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 auditor 
report provision. 

E. Auditor 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 period 
preceding the date of the initiation of the audit. This provision only applies to individuals at the 
auditing firm who actually worked on the issuer's audit, and would not prohibit individuals at the 
auditor who did not participate in the issuer's audit from becoming the issuer's CEO, CFO or 
controller. 

45 The Senate report states that "it is important for the audit committee to be aware of key assumptions underlying 
a company's financial statements and of disagreements that the auditor has with management. The audit 
committee should be informed in a timely manner of such disagreements, so that it can independently review them 
and intervene if it chooses to do so in order to assure the integrity of the audit." 
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The SEC must adopt rules within 180 days of the date of the Act to carry out this auditor 
conflict of interest provision. 

VII Analyst Conflicts of Interest 

The Act requires the SEC, or upon the SEC's authorization and direction, the NYSE or 
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. New NYSE and NASD rules covering 
similar ground were approved by the SEC on May 10, 2002 and generally became effective on July 
9, 2002 (with some of the rules becoming effective on September 9, 2002 or November 6, 2002). 
The Senate report notes that the Act is not intended to negate or vitiate the NASD and NYSE 
provisions already enacted. However, the Act appears to call on the SEC, NYSE and NASD to go 
further than the rules already promulgated. 

A. Investment Banking Separation From Research Analysts 

The Act calls for rules which limit the supervision and compensatory evaluation of analysts 
to officials not engaged in investment banking. The new NYSE and NASD rules already provide 
that research department personnel may not be subject to the supervision and control of the 
investment banking department. 

The Act also calls for rules designed to 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 new NYSE and NASD rules already provide 
that research reports may not be subject to review or approval by investment banking, although 
investment banking can check reports to verify the accuracy of information and to identify any 
potential conflicts of interest. 

The Act also calls for rules which require broker-dealers to establish structural and 
institutional safeguards ("Chinese walls") to separate the research analysts from the review, 
pressure or oversight of those in investment banking. The new NYSE and NASD rules do not 
provide for the Chinese walls called for in the Act. 

B. Retaliation by Investment Banking 

The Act calls for rules that prohibit the investment banking department fi-om retaliating 
against or threatening to retaliate against any securities analyst as a result of an adverse, negative, or 
otherwise unfavorable research report that may hurt an investment banking relationship. This 
provision was specifically intended to cover an area that the NYSE and NASD did not cover. 

The Act also states that the rules may provide that although the investment banking 
department may not retaliate against the analyst due to the report, a broker-dealer may still 
discipline an analyst "for causes other than such research report in accordance with the policies and 
procedures of the firm." The Senate report discussed the possibility that a firm might attempt to 
retaliate against the analyst under the false pretext that the discipline is for other causes. The Senate 
report says that the SEC or NASD should consider rules which cover this situation, such as shifting 
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the burden of proof in the resulting arbitration from the employee to the firm,· or giving the 
employee triple damages or other punitive awards if he is successful in arbitration, or mandating a 
specific NASD penalty for the firm if retaliation is found. 

C. Quiet Periods 

The Act calls for rules to define periods during which broker-dealers who have or are to 
participate 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 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). 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 to increase the stock price at the time that insiders are permitted to sell their shares. 

D. Disclosure by Analysts 

The Act calls for rules reasonably designed to require each analyst to disclose in public 
appearances, and each broker-dealer to disclose in each equity research report, conflicts of interest 
that are known or should have been known by the analyst or broker-dealer to exist. Much of the 
disclosure called for by the Act is already covered by the rules already adopted by the NASD and 
the NYSE. The NASD, NYSE, and 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. Pursuant to the Act, the 
rules should include disclosure of the following: 

· Analysts should disclose the extent to which they have debt or equity investments in 
the issuer that is the subject of the appearance or research report. The NYSE/NASD 
rules already require research reports and analysts in appearances to disclose if the 
analyst has a financial interest in the securities of the subject company or if the 
broker-dealer owns more than 1% of the equity securities of the subject company. 

· Broker-dealers should disclose "whether"46 any compensation has been received by 
the broker-dealer, or any affiliate, from the issuer that is the subject of the 
appearance or report, subject to the ability of the SEC to grant exemptions to protect 
material non-public information regarding specific potential future investment 
banking transactions.47 The NYSE/NASD rules require disclosure in research 
reports if the broker-dealer has received compensation "for investment banking 

46 The Senate report notes that the rules only require an "affirmative" or "negative" answer to "whether" 
compensation has been received, or "whether" the issuer is or has been a client. 

47 The Senate report states the following: "In determining whether to grant an exemption, the Commission should 
take into account the importance that Congress places on providing investors with this information for making 
investment decisions and the likelihood that stating an affirmative response would divulge material non-public 
information that would be understood by investors, particularly in light of the size and complexity of the brokerage 
firm. For example, a complex brokerage firm which has received money ~tkom an issuer may be far less likely to 
disclose material nonpublic information simply by responding 'yes,' and therefore not merit an exception, than a 
small firm that only is engaged to find buyers for an issuer and has received compensation." 
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services" from the subject company in the past twelve months or expects to receive 
or intends to seek compensation for investment banking services in the next three 
months. 

· Broker-dealers and analysts should disclose "whether" the issuer (whose securities 
are recommended in the appearance or report) currently is, or during the i-year 
period before the date of the appearance or report has been, a client of the firm, and 
if so should state the "types of services"48 provided to the issuer. The NYSE/NASD 
rules require disclosure in research reports if the broker-dealer has managed a public 
offering of equity securities for the company in the past twelve months and require 
the analyst in public appearances to disclose if the company is an investment banking 
services client of the firm. 

· Broker-dealers and analysts should disclose "whether" the analyst received 
compensation with respect to a research report based on (among other factors) the 
investment banking revenues of the registered broker-dealer.49 The NYSE/NASD 
nxles require a broker-dealer to disclose in research reports if the analyst preparing 
the report received compensation that is based on (among other factors) the firm's 
overall investment banking revenues. 

The Act's coverage is potentially broader than the NYSE/NASD rules due to the Act's 
definition of the terms "research report" and "securities analyst." 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 at the end 

the words: "and includes a recommendation." 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. 

E. Other Analyst-Related Rnlemaking 

The Act also provides that the SEC, NYSE and NASD may adopt other rules to address such 
other issues as they deem appropriate. The Senate report indicates that the SEC, NYSE and NASD 
should consider the following additional suggestions for rulemaking: 

· whether analysts should participate in roadshows or the selling process; 

· whether broker-dealers should be liable for recommendations without a reasonable 

basis; 

48 The Senate report notes that this requires disclosure of only the "type of services" provided to the issuer but not 
a list of all specific services provided. 

49 The Senate report notes that this only requires disclosure but does not prohibit "deal-based pay. 
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· whether additional disclosures are necessary of investment holdings of analysts, their 
families, firm management and the firm itself; 

whether disclosure should be made of gifts received by the analyst from a subject 
company or the firm's investment banking department; 

· whether additional explanation of a firm's ratings system is necessary; 

· whether ratings should be more regularly updated or confirmed, particularly in times 
of volatility in the stock market; 

· whether the issuance of final reports should be required when coverage is 
discontinued; and 

· whether rules are necessary to prohibit issuer intimidation of analysts, such as phone 
calls to the firm's senior management, litigation against the analyst and the firm, and 
not returning phone calls and not answering questions on analyst calls. 

VIII Studies and Reports 

The Act calls for nine separate studies to be conducted during the year following adoption of 
the Act. Six of these studies must be prepared by the SEC and three by the U.S. Comptroller 
General. Five of the studies must be completed within 180 days of the Act and four must be 
completed within a year of the Act. 

A. Principles-Based Accounting 

The SEC must conduct a study on the adoption in the U.S. of a principles-based accounting 
system. The study should look at the extent to which principles-based accounting is used in the 
U.S. and the length of time required for change from a rules-based to a principles-based financial 
reporting system. The SEC must submit a report on this topic to Congress no later than one year 
following the date of the Act. 

B. Mandatory Rotation of Registered Public Accounting Firms 

The U.S. Comptroller General must conduct a study and review the potential effects of 
requiring the mandatory rotation of accounting firms (e.g., imposition of a limit on the period of 
years in which a particular firm may be auditor for a particular issuer). The Comptroller General 
must submit a report on this topic to Congress no later than one year following the date of the Act. 

C. Restitution for Injured Investors 

The SEC must study SEC enforcement actions over the last five years that have included 
proceedings to obtain civil penalties or disgorgements to identify areas where such proceedings may 
be utilized to effectively and fairly provide restitution for injured investors. The SEC must also 
analyze other methods to effectively and fairly provide restitution for injured investors, including 
methods to improve the collection rates for civil penalties and disgorgements. The SEC must 
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submit a report on this topic to Congress no later than 180 following the date of the Act and must 
use such findings to revise its rules and regulations as necessary. The report must include a 
discussion of regulatory or legislative actions that are recommended or that may be necessary to 
address concerns identified in the study. 

D. Special Purpose Entities (SPE's) 

The SEC must study filings by issuers to determine the extent of off-balance sheet 
transactions, including the use of special purpose entities, and whether GAAP rules result in 
financial statements of issuers reflecting the economics of such transactions in a transparent fashion. 
The SEC must complete this study no later than one year after the effective date of adoption of off- 
balance sheet disclosure rules required by the Act. 

The SEC must then prepare a report setting forth (I) the amount or an estimate of the 
amount of off-balance sheet transactions, including assets, liabilities, leases, and losses of, and the 
use of SPE's by, issuers filing periodic reports, (2) the extent to which SPE's are used to facilitate 
off-balance sheet transactions, (3) whether GAAP or the SEC rules result in financial statements 
reflecting the economics of such transactions in a transparent fashion, (4) whether GAAP 
specifically results in the consolidation of SPE's in cases in which the issuer has the majority of the 
risks and rewards of the SPE, and (5) any recommendations of the SEC for improving the 
transparency and quality of reporting off-balance sheet transactions in the financial statements and 
disclosures filed with the SEC. The SEC must submit this report to the President and Congress no 
later than six months after the date of completion of the study described in the preceding paragraph. 

E. Consolidation of Public Accounting Firms 

The U.S. Comptroller General must conduct a study to identify the factors that have led to 
the consolidation of public accounting firms since 1989. The study should evaluate the impact of 
this consolidation on capital formation and securities markets, both domestic and international, and 
should consider solutions to any such problems, including ways to increase competition and the 
number of firms capable of providing audit sen~ices to large national and multinational businesses. 
The study should also consider the problems faced by companies due to the limited competition 
among major accounting firms, including higher costs, lower quality, and lack of choice. The 
Comptroller General should consult with the SEC, agencies of the Group of Seven Zndustrialized 
Nations, the Justice Department, and others. The Comptroller General must submit a report on this 
topic to Congress no later than one year following the date of the Act. 

F. Credit Rating Agencies 

The SEC must conduct a study of the role and function of credit rating agencies in the 
operation of the securities market. The SEC must submit a report on this topic to the President and 
Congress no later than 180 days following the date of the Act. 

G. Securities Law Violations by Securities Professionals 

The SEC must conduct a study of securities law violations by securities professionals 
(attorneys, auditors, undenvriters, broker-dealers) from January 1, 1998 to December 31, 2001. The 

Fried, Frank, Harris, Shriver & Jacobson 40 August 2, 2002 



Sarbanes-Oxley Act Adds Nau Corporate Responsibility Requirements 

study should look at the number of securities professionals who have been found to have aided and 
abetted a violation of the federal securities laws but who have not been penalized as a primary 
violator, as well as those who have been found to have been primary violators. The study should 
also describe which federal securities laws were violated by such aiders and abettors, or primary 
violators, including the specific sanctions and penalties imposed, the occurrence of multiple 
violations by the same person, and whether disciplinary sanctions were imposed, including censure, 
suspension, temporary bar or permanent bar, or whether disgorgement, restitution or other fines or 
payments were assessed and collected. The SEC must submit a report on this topic to Congress no 
later than six months following the date of the Act. 

H. SEC Enforcement Actions 

The SEC must analyze all SEC enforcement actions involving violations of reporting 
requirements imposed under the securities laws, and restatements of financial statements, over the 
5-year period preceding the date of the Act, to identify areas of reporting that are most susceptible 
to fraud, inappropriate manipulation or inappropriate earnings management. The SEC must submit 
a report on this topic to Congress no later than 180 days after the date of this Act and shall use such 
findings to revise its rules and regulations. The report must include a discussion of regulatory or 
legislative steps that are recommended or that may be necessary. 

I. Investment Banks 

The U.S. Comptroller General must conduct a study on whether investment banks 
and financial advisers assisted public companies in manipulating their earnings and obfuscating 
their true financial condition. The study should address the role of investment banks and financial 
advisers in the collapse of Enron Corporation and the failure of Global Crossing as well as generally 
in creating and marketing transactions which may have been designed solely to enable companies to 
manipulate revenue streams, obtain loans, or move liabilities off balance sheets or any other 
mechanism to obscure a company's financialpicture. The Comptroller General must submit a 
report on this topic to Congress no later than 180 days after the date of this Act. The report must 
include a discussion of regulatory or legislative steps that are recommended or that may be 
necessary. 

~4~e expect that over time there will be signiJicant SEC rulemaking and interpretative 
guidance with respect to manyprovisions in the Sarbanes-Oxley Act of2002. Moreover, as the 
mandated reports areprepared, new and additional rulemaking or even legislative activity may 
ensue. Forfurther information about the Sarbanes-Oxley Act, pleasefeelfree to call any of the 
Fried Frank attorneys listed on thefollowingpage. In addition, you may request a comprehensive 
compendium of various memoranda discussing the Act by contacting Deborah Lipton of the 
Marketing Department ofl;ried, Frank, Harris, Shriver & Jacobson at 212-859-8818 or 
deborah. li~ton~ffhsi.com. Information in this memorandum has been provided by Fried, Frank, 
Harris, Shriver & Jacobsonfor general information purposes only and does not constitute legal 
advice in any manner whatsoever. 
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Forfurther information about the Sarbanes-Oxley Act, pleasefeelfree to call any of the Fried 
Frank attorneys listed below: 

New York 

Howard B. Adler (212-859-8175) 
Jonathan Adler (212-859-8662) 
Kenneth R. Blackman (212-859-8280) 
Donald P. Carleen (212-859-8202) 
Thomas W. Christopher (212-859-8831) 
Stuart H. Gelfond (212-859-8272) 
Barbara S. Gillers (212-859-8746) 
Jean E. Hanson (212-859-8198) 
Valerie Ford Jacob (212-859-8158) 
Robert E. Juceam (212-859-8040) 
Michael A. Levitt (212-859-8735) 
Lee S. Parks (212.859.8142) 
Sheldon Raab (212-859-8090) 
Kenneth Rosh (212-859-8535) 
Laraine S. Rothenberg (212-859-8745) 
Mark Stein (212-859-8552) 
Joseph Stern (212-859-8176) 

Washington, D,C. 

David E. Birenbaum (202-639-7019) 
Karl A. Groskaufmanis (202-639-7314) 
David B. Hardison (202-639-7029) 
Dixie L. Johnson (202-639-7269) 
Paul H. Pashkoff (202-639-7277) 
Richard A. Steinwurtzel (202-639-7120) 

Los Angeles 

David K. Robbins (213-473-2005) 
Edward S. Rosenthal (213-473-2001) 

London 

Daniel J. Bursky (0 11.44.20.7972.9674) 
Christopher N. Kandel (011.44.20.7972.91 53) 
Sanford Krieger (011.44.20.7972.91 62) 
Robert P. Mollen (011 .44.20.7972.9604) 
Timothy E. Peterson (011 .44.20.7972.9676) 
Karen C. Wiedemann (011.44.20.7972. 9624) 

Paris 

Eric Cafritz (011.33.140. 17.04.04) 
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