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Memorandum 
T o  O u r  F r i e n d s  a n d  C l i e n t s  

 
 
Sarbanes-Oxley Act Expands Corporate Governance and 
Accounting Requirements for SEC-Registered Non-U.S. 
Companies – (UPDATE) 
 

On July 30, 2002, President Bush signed new legislation that introduced what he 

called “the most far-reaching reforms of American business practices since the 

time of Franklin Delano Roosevelt.”  The Sarbanes-Oxley Act of 2002 reflects a 

Congressional response to the series of highly publicized business scandals, 

earnings restatements, pension losses and bankruptcies that were in the 

headlines prior to adoption of the Sarbanes-Oxley Act.  The Sarbanes-Oxley Act 

has important liability and other implications for SEC-registered non-U.S. 

companies.1  In particular, the Sarbanes-Oxley Act: 
 

 requires issuers to provide CEO/CFO certifications in their Form 20-F; 

 prohibits loans to executive officers and imposes other corporate governance 

requirements; 

 imposes specific requirements for an issuer’s audit committee; 

 requires more detailed financial information and other disclosure in SEC filings; 

 requires issuers to review their relationship with their auditors to ensure 

continued independence;  

 implements more stringent rules for U.S. attorneys; 

 protects whistleblowers; and 

 imposes new sanctions and penalties on persons who violate certain 

provisions of the U.S. securities laws. 

 

 
1  Certain of the requirements imposed by the rules promulgated under the Sarbanes-Oxley Act are subject to “extended compliance periods”.  We 

recommend that you consult counsel with respect to the dates on which particular requirements will become applicable. 
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Scope of Application 
The Sarbanes-Oxley Act's provisions generally apply to all U.S. and non-U.S. issuers that have registered 

securities under Section 12 of the Securities Exchange Act of 1934 (the “Exchange Act”) or that are required 

to file periodic reports with the SEC pursuant to Section 15(d) of the Exchange Act.  This specifically includes 

all non-U.S. companies filing their annual reports on Form 20-F or, in the case of Canadian MJDS (Multi-

Jurisdictional Disclosure System) issuers, Form 40-F.  The Sarbanes-Oxley Act does not generally apply to 

non-U.S. companies furnishing information to the SEC pursuant to Rule 12g3-2(b) of the Exchange Act.  

Some of the new rules do not apply to certain classes of SEC-registered companies, and counsel should be 

sought to determine whether a particular rule applies to a company.  The Sarbanes-Oxley Act's provisions 

relating to auditor oversight and independence, however, apply to all accounting firms, including all U.S. and 

non-U.S. accounting firms, that audit non-U.S. public companies required to file financial statements with the 

SEC. 
 

The SEC has passed numerous rules implementing and, in some cases, expanding the Sarbanes-Oxley Act’s 

provisions.  However, some provisions do not apply if an issuer’s securities are not listed.  In addition, the 

SEC may continue to adopt new rules which impact the topics covered by the Sarbanes Oxley Act.  This 

memo will be periodically updated as the SEC implements new rulemaking.  Please check our website for the 

latest version which can be found at http://www.friedfrank.com/cmemos/020802_sarbanes.htm. 
 
I. CEO/CFO Certifications 

The Sarbanes-Oxley Act includes two separate periodic report certification requirements applicable to an 

issuer’s principal executive officer and principal financial officer.  The two provisions are not identical, and 

two separate certificates are therefore required to be filed as exhibits. 

 

A. Section 906 Certification 

Section 906 of the Sarbanes-Oxley Act, together with rules promulgated by the SEC pursuant to the 

Sarbanes-Oxley Act, requires CEOs and CFOs to furnish certain written certifications to the SEC as an exhibit 

to each periodic report containing financial statements filed by an issuer with the SEC pursuant to Section 

13(a) or 15(d) of the Exchange Act, and subjects CEOs and CFOs to criminal penalties based on false 

statements in the Section 906 certification.  Because the SEC only requires that the Section 906 certification 

be “furnished” as opposed to “filed”, the certifications do not give rise to issuer’s liability for “filed” 

documents under Section 18 of the Exchange Act and are not automatically incorporated by reference into an 

issuer’s Securities Act registration statements (and, thus, are not subject to Section 11 liability under the 

Securities Act).  However, general anti-fraud liability can be premised on the certifications. 
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The Section 906 certification must state that the periodic report containing the financial statements fully 

complies with the requirements of Section 13(a) or 15(d) of the Exchange Act and that information contained 

in the periodic report fairly presents, in all material respects, the financial condition and results of operations 

of the issuer.   

 

It is important to note that the certification as to the compliance of the periodic report containing financial 

statements with the requirements of Section 13(a) or 15(d) of the Exchange Act is not qualified as to 

materiality.  Any officer who makes the certification “knowing” that the periodic report does not comport with 

the Sarbanes-Oxley Act's 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 

SEC has indicated that a failure to furnish a Section 906 certification, when required, would cause the relevant 

periodic report to be incomplete, thereby violating the Exchange Act.   

 

For SEC-registered non-U.S. companies, CEOs and CFOs must provide the certifications with each annual 

report on Form 20-F or Form 40-F.  The SEC announced in October 2003, however, that it had agreed with the 

U.S. Department of Justice that reports on Form 6-K, including reports containing quarterly or interim 

financial information, do not require a Section 906 certification.  

 

B. Section 302 Certification 

Section 302 of the Sarbanes-Oxley Act, together with rules promulgated by the SEC pursuant to the 

Sarbanes-Oxley Act, require the principal executive officer and principal financial officer to make certain 

certifications in an exhibit to each annual report on Form 20-F or Form 40-F.  These certifications do not 

apply to current reports submitted on Form 6-K, even when they include financial statements. 

Officers who provide a false Section 302 certification potentially could be subject to SEC action for violating 

Section 13(a) or 15(d) of the Exchange Act, and to both SEC and private action for violating Section 10(b) of 

the Exchange Act and Exchange Act Rule 10b-5.  The SEC adopting release regarding Section 302 also states 

that a false Section 302 certification could give rise to liability consequences under Sections 11 and 12(a)(2) 

of the Securities Act in cases where an annual report on Form 20-F or 40-F is incorporated by reference into a 

registration statement on Form F-3 or into a prospectus filed pursuant to Securities Act Rule 424(b).  

The Section 302 certification included in each annual report on Forms 20-F and 40-F must be in the exact 

form specified and must consist of a statement of the certifying officer that: 
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1) he or she has reviewed the report being filed; 

 
2) based on his or her knowledge, the report does not contain any untrue statement of a material fact or 

omit to state a material fact necessary to make the statements made, in light of the circumstances 
under which such statements were made, not misleading with respect to the period covered by the 
report; 

 
3) based on his or her knowledge, the financial statements, and other financial information included in the 

report, fairly present in all material respects the financial condition, results of operations and cash flows 
of the issuer as of, and for, the periods presented in the report; 

 
4) he or she and the other certifying officers are responsible for establishing and maintaining disclosure 

controls and procedures and internal control over financial reporting for the issuer and have: 
 

i) designed such disclosure controls and procedures, or caused such disclosure controls and procedures 
to be designed under their supervision, to ensure that material information relating to the issuer, 
including its consolidated subsidiaries, is made known to them by others within those entities, 
particularly during the period in which the periodic reports are being prepared; 

 
ii) designed such internal control over financial reporting, or caused such internal control over financial 

reporting to be designed under their supervision, to provide reasonable assurance regarding the 
reliability of financial reporting and the preparation of financial statements for external purposes in 
accordance with generally accepted accounting principles; 

 
iii) evaluated the effectiveness of the issuer’s disclosure controls and procedures and presented in the 

report their conclusions about the effectiveness of the disclosure controls and procedures as of the end 
of the period covered by the report  based on such evaluation; and 

 
iv) disclosed in the report any change in the issuer’s internal control over financial reporting that occurred 

during the issuer’s most recent fiscal quarter (the issuer’s fourth quarter in the case of an annual report) 
that has materially affected, or is reasonably likely to materially affect, the issuer’s internal control over 
financial reporting; 

 
5) he or she and the other certifying officers have disclosed, based on their most recent evaluation of 

internal control over financial reporting, to the issuer’s auditors and the audit committee of the issuer’s 
board of directors (or persons performing the equivalent function): 

 
i.) all significant deficiencies and material weaknesses in the design or operation of internal control over 

financial reporting which are reasonably likely to adversely affect the issuer’s ability to record, process, 
summarize and report financial information; and  

 
ii.) any fraud, whether or not material, that involves management or other employees who have a significant 

role in the issuer’s internal control over financial reporting. 
 

C. Disclosure Controls and Procedures and Internal Control over Financial Reporting 

The Section 302 certification contains representations regarding two different sets of controls – “disclosure 

controls and procedures” and “internal control over financial reporting”.  The Sarbanes-Oxley Act and rules 

thereunder require, or will require, certain disclosures in respect of both sets of controls in annual reports, as 

discussed in greater detail below.  “Disclosure controls and procedures” relate to Exchange Act report 

information being recorded, processed, summarized and reported within required time periods and include 
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procedures relating to accumulating the information and communicating it to management in sufficient time 

to allow appropriate disclosures to be decided upon.  Management of a SEC-registered non-U.S. company is 

required to evaluate, with the participation of the CEO and CFO, the effectiveness of the disclosure controls 

and procedures as of the end of each fiscal year.  In contrast, U.S. domestic issuers are required to evaluate 

the effectiveness of their disclosure controls on a quarterly basis. 

“Internal control over financial reporting” (or “internal controls”) refers generally to the process designed to 

provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial 

statements for external purposes in accordance with generally accepted accounting principles.  In light of 

the expected expense and effort that will be required in preparing internal controls reports, the SEC has 

implemented extended compliance dates with respect to the certifications regarding internal controls (i.e., 

the reference to “internal control over financial reporting” in paragraph II(B)(4) above and the certification 

described in paragraph II(B)(4)(ii) above) as set forth in more detail in paragraph III(E) below.  The 

disclosures required by management in connection with its evaluation of the effectiveness of internal 

controls are described in more detail below.  

D. Responding to the Certifications, Disclosure Controls and Procedures 

Annual reports on Forms 20-F and 40-F must include both the Section 302 and Section 906 certifications.  

The final rules also state that the requisite disclosure controls and procedures are intended to ensure the full 

and timely disclosure in current reports submitted on Form 6-K (which would include earnings releases 

submitted on Form 6-K).  Therefore, SEC-registered non-U.S. issuers need to design, maintain and enforce 

the required disclosure controls and procedures, as well as review their existing internal controls, to ensure 

full and timely disclosure for all of their annual reports and Form 6-K's.  Companies should also consider 

establishing a (or reviewing the standards of an existing) disclosure committee which oversees an issuer’s 

disclosure controls and procedures and reports to the appropriate senior officer.  Either the disclosure 

committee or the issuer should, in any case, review and document its process for preparing disclosure and 

reports on an ongoing basis.   

II) New Corporate Governance Requirements 

A. Prohibition on Personal Loans to Executives 

The Sarbanes-Oxley Act makes it illegal 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.”  This 

prohibition has been effective since the Sarbanes-Oxley Act was implemented in August 2002. 
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The Sarbanes-Oxley Act also grandfathers extensions of credit maintained by the issuer on the date of the 

Sarbanes-Oxley 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 Sarbanes-Oxley Act.  The Sarbanes-Oxley Act provides 

that the loan prohibition does not apply to any loan made or maintained by an “insured depositary institution” 

if the loan is subject to insider lending restrictions.  This exemption only applies to U.S. depositary institutions.  

On September 11, 2003, the SEC proposed new rules to exempt qualified foreign banks from the loan 

prohibition under Sarbanes-Oxley.  There are also limited other exceptions, most of which are not applicable to 

non-U.S. companies. 

 

Due to its broad nature, the provision could be interpreted to prohibit a number of previously standard 

practices, such as standard officer relocation loans as well as loans to officers to enable them to purchase 

company equity.  Certain traditional compensation arrangements that have become commonplace (for 

example, split dollar insurance policies) also need to be evaluated to determine whether they could be deemed 

a loan for purposes of the Sarbanes-Oxley Act.  Various procedures relating to the cashless exercise of stock 

options also appear to raise significant issues under this provision.  A group of 25 law firms, including Fried 

Frank, has drafted an analysis that attempts to set forth a general consensus on how the loan prohibition 

should be interpreted in various situations.2 

 

While this provision of the Sarbanes-Oxley Act does not, on its face, have a provision for creating further 

exemptions for SEC-registered non-U.S. companies, the SEC could create such exemptions pursuant to its 

general exemptive authority under Section 36 of the Exchange Act or its general rulemaking authority under 

the Sarbanes-Oxley Act.  However, both because of the allocation of SEC resources to mandated rulemaking 

under the Sarbanes-Oxley Act and since Congress was fully aware of objections to these provisions when 

Congress passed the Sarbanes-Oxley Act and had chosen not to exempt foreign private issuers, the SEC has 

not yet exercised its exemptive authority in this area (other than in the area of foreign banks). 

 

Companies should promptly identify which arrangements fall under this provision and adopt a policy that (i) 

prohibits personal loans to executives and (ii) establishes internal procedures to ensure compliance with the 

new rules. 

 

 

 
2  The position paper can be accessed at http://www.friedfrank.com/cmemos/020802_sarbanes_insider.htm. 
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B. Insider Trades During Blackout Periods 

The SEC, in consultation with the Secretary of Labor, has adopted rules (Regulation BTR) relating to insider 

trading during blackout periods under an issuer’s “individual account plan(s)”3 (e.g., 401(k) plans, profit-

sharing plans and other defined contribution plans).  Under the rules, directors and executive officers of an 

issuer of any equity security may not, directly or indirectly, purchase or 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 the director or officer acquires the equity security in connection with his or her service 

or employment with the issuer. 

   

Under the rules, the prohibition on insider trading during blackout periods would not apply to a blackout 

period that affects a plan maintained outside the United States primarily for the benefit of persons located 

outside the United States, as such plans are not considered “individual account plans”.  In addition, the rules 

do not apply to employee benefit plans that have been approved by a foreign taxing authority or are eligible for 

preferential treatment under foreign tax laws. 

 

Plans of foreign private issuers that do not meet the foregoing exemptions (e.g., they are maintained in the 

United States primarily for the benefit of persons located within the United States) would need to comply with 

the blackout rules if the following test is met: 

 

 the rights to trade in the equity securities of the issuer are temporarily suspended for a period of more 

than three consecutive business days with respect to not fewer than 50% of the participants and 

beneficiaries under all individual account plans of the issuer maintained in any U.S. state or territory; and 

 the participants and beneficiaries so restricted comprise either (1) more than 15% of the total number of 

employees of the issuer and its consolidated subsidiaries or (2) 50,000. 

 

The rules define the directors and executive officers of a foreign private issuer more narrowly than under the 

general rule.  In the case of a foreign private issuer, the term "director" means a director (within the meaning of 

Section 3(a)(7) of the Exchange Act) who is a management employee of the issuer and the term "executive 

officer" means the issuer’s principal executive officer or officers, the principal financial officer or officers and 

the principal accounting officer or officers (or if there are none, the controller).  The rules do not extend the 

statutory trading prohibitions to cover non-management directors of foreign private issuers.  The issuer must 

 
3  The term individual account plan means “a pension plan which provides for an individual account for each participant and for benefits based solely upon 

the amount contributed to the participant’s account, and any income, expenses, gains and losses, and any forfeitures of accounts of other participants 

which may be allocated to such participant’s account, except that such term does not include a one-participant retirement plan … nor does it include a 

pension plan in which participation is limited to directors of the issuer.” 
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file as an exhibit to Forms 20-F or 40-F copies of all blackout notices provided to directors and executive 

officer pursuant to these rules during the prior fiscal year, unless such notices were previously provided to the 

SEC on Form 6-K.  The SEC has noted that filing the notice on Form 6-K is permitted and encouraged.  Profits 

realized by any director or executive officer from any purchase or sale during the blackout period are 

recoverable by the issuer. 

These rules are effective for blackout periods commencing after January 26, 2003. 

Companies should identify which, if any, of their employee benefit or pension plans are covered, and should 

establish procedures to ensure that any new plans are not subject to regulation.  If a plan is subject to the 

regulation, then procedures need to be established to ensure compliance with the notice and timely filing 

requirements. 

C. Code of Ethics for Senior Financial Officers 

The SEC has adopted rules requiring each issuer (including foreign private issuers) to disclose in its annual 

report whether or not, and if not, the reason why not, the issuer has adopted a written code of ethics 

applicable to the principal executive officer, principal financial officer and controller or principal accounting 

officer, or person performing similar functions.  The term “code of ethics” is defined broadly to include not 

only standards governing honest and ethical conduct, but also standards governing full, fair, accurate, timely 

and understandable disclosure in reports and documents the issuer files with or submits to the SEC, and 

compliance with applicable governmental laws and regulations.  The SEC has suggested but not required 

foreign private issuers to include disclosure of waivers on Form 6-K and at a minimum such disclosure is 

required in annual reports on Form 20-F or Form 40-F.  Issuers must comply with these requirements 

beginning with their annual reports for fiscal years ending on or after July 15, 2003.   

To ensure compliance with these rules, companies should review their existing code of ethics, if any, and 

determine whether any revisions or updates are necessary.  If companies do not have a code of ethics, they 

should draft and implement one.  In addition, issuers should make their code of ethics publicly available by: 

 filing a copy of the code as an exhibit to their annual report (or Form 10-K, 20-F or 40-F); 

 posting the text of the code on their website, and include their website address and intention  
to provide such website disclosure in their annual report; or 

  providing an undertaking in their annual report to provide a copy to any person without charge upon request. 
 

D.   Forfeiture of Certain Bonuses 

The Sarbanes-Oxley 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 
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incentive-based or equity-based compensation received by that person 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 Sarbanes-Oxley Act does not define or otherwise 

indicate a standard of “misconduct” sufficient to trigger this requirement; nor does the Sarbanes-Oxley Act 

qualify whose misconduct is necessary to implicate the CEO and CFO.  Future clarification from either the SEC 

or another U.S. governmental body would be helpful in interpreting these questions but may not be 

forthcoming in the near future.  This prohibition has been effective since the Sarbanes-Oxley Act was 

implemented in August 2002. 

E. Financial Experts on Audit Committees 

The SEC has adopted rules requiring foreign private issuers to disclose in their annual reports whether their 

audit committee has at least one member who is an "audit committee financial expert," and, if so, the name of 

the expert.  Issuers that do not have an audit committee financial expert must disclose the absence and 

provide reasons therefor.  Issuers must comply with these requirements in their annual reports for fiscal 

years ending on or after July 15, 2003 (December 15, 2003 for small business issuers).  Companies whose 

audit committees do not include a financial expert may want to consider these requirements in considering 

future board candidates. 

Although the SEC changed the definition of an audit committee financial expert and significantly broadened 

the types of persons that would qualify, the rules go beyond the requirements of the Sarbanes-Oxley Act and 

provide more stringent criteria than existing New York Stock Exchange and Nasdaq listing rules. 
 

While the disclosure requirements for an audit committee financial expert apply to foreign private issuers, 

some modifications to the rules for U.S. domestic issuers provide relief for foreign private issuers.  First, the 

audit committee financial expert's understanding must be of the generally accepted accounting principles 

used by the foreign private issuer in preparing its primary financial statements filed with the SEC.  Second, 

foreign private issuers were not required to disclose whether their audit committee financial experts are 

independent of management until after July 31, 2005 (as opposed to the earlier of: (i) the first annual 

shareholders meeting after January 15, 2004 or (ii) October 31, 2004, for U.S. domestic issuers).   

Rule 10A-3 of the Exchange Act, as adopted, provides that the listing of securities of a foreign private issuer 

is not subject to these independence rules if such issuer has a board of auditors (or similar body) or statutory 

auditors established and selected pursuant to home country legal or listing provisions expressly requiring or 

permitting such a board or similar body, if: 
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 such statutory board is required under home country legal or listing requirements to be either separate 

from the board of directors or composed of one or more members of the board of directors and one or 

more members that are not also members of the board of directors;  

 such statutory board is not elected by management and no executive officer of the issuer is a member of 

such statutory board; 

 home country legal or listing requirements set forth or provide standards for the independence of such 

statutory board from the issuer and its management; 

 in accordance with home country legal or listing requirements or the issuer's governing documents, 

such statutory board is responsible (to the extent permitted by law) for the appointment, retention and 

oversight of the work of any registered public accounting firm engaged for the purpose of preparing or 

issuing an audit report or performing other audit services; and 

 to the extent permitted by law, the rules relating to procedures for complaints regarding accounting, 

auditing and internal controls matters, authority to engage independent counsel and other advisers and 

funding for audit committee functions apply to such statutory board. 

F. Audit Committees Standards 

The SEC has adopted rules which prohibit the national securities exchanges and national securities 

associations (e.g., the New York Stock Exchange, the American Stock Exchange and Nasdaq) from listing any 

security of an issuer that is not in compliance with the following standards: 

 

 each member of the audit committee of the issuer must be independent (i.e., audit committee members 

cannot accept, directly or indirectly, any consulting, advisory or other compensatory fee from the issuer 

or an affiliate of the issuer, other than in his or her capacity as a member of the board of directors and 

any board committee and audit committee members may not be an “affiliated person”4 of the issuer or 

any of its subsidiaries); 

 the audit committee of each issuer must be directly responsible for the appointment, compensation, 

retention and oversight of the work of any registered public accounting firm engaged for the purpose of 

preparing or issuing an audit report or related work or performing other audit, review or attest services 

for the issuer, and the auditor must report directly to the audit committee; 

 each audit committee must establish procedures for the receipt, retention and treatment of complaints 

received by the issuer regarding accounting, internal accounting controls or auditing matters, including 

procedures for the confidential, anonymous submission by employees of the issuer of concerns 

regarding questionable accounting or auditing matters; 

 
4 An “affiliate” of, or a person “affiliated” with a specified person is defined, consistent with other SEC rules, as “ a person that directly, or indirectly through 

one or more intermediaries, controls, or is controlled by, or is under common control with, the person specified.”  However, a safe harbor exists for 

persons who are not executive officers, directors or 10% shareholders of the issuer. 
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 each audit committee must have the authority to engage independent counsel and other advisors, as it 

determines necessary to carry out its duties; and 

 each issuer must provide appropriate funding for the audit committee to compensate the auditor and any 

other advisors engaged by the committee, as well as for ordinary administrative expenses. 

 

The new rules apply to both U.S. and foreign private issuers.  The SEC adopted limited general exemptions to 

the rules available to all issuers and other specific exemptions designed to make it easier for foreign private 

issuers to comply with the rules: 

 
General Exemptions. 

 New Company Exemption - The final rules exempt all but one member of the audit committee from the 

independence requirements at the effective time of an issuer's initial registration statement under Section 

12 of the Securities Exchange Act of 1934 or the issuer's initial registration statement under the 

Securities Act of 1933, if the issuer immediately prior to the effective date was not required to file reports 

pursuant to Sections 13 or 15(d) of the Exchange Act.  A majority of the members must be independent, 

however, within 90 days from the effective date of the registration statement, and all audit committee 

members must satisfy the independence requirements within one year of the effective date of the 

registration statement. 

 Affiliate Over-Lapping Board Exemption - A committee member who sits on the board of directors of 

both an issuer and any of its affiliates is exempt from the "affiliated person" requirement if the audit 

committee member, except for being a director on each such board of directors, otherwise meets the 

independence requirements for each such entity, including the receipt of only ordinary-course 

compensation for serving as a member of the board of directors, audit committee or any other board 

committee of each such entity.   

 Additional Listings - The SEC included an exemption from the audit committee requirements for 

companies with additional listings of securities on one or more different exchanges whenever the 

company is already subject to the audit committee requirements because it previously listed any class of 

its securities on an exchange subject to the requirements. 

 Listings of non-equity securities of a subsidiary whose parent has listed equity securities - The SEC 

included an exemption from the audit committee requirements for listings of securities by a direct or 

indirect subsidiary that is consolidated or at least 50% beneficially-owned by a parent company, if the 

parent company is subject to the audit committee requirements as a result of the listing of a class of the 

parent’s own common equity securities.  However, if the subsidiary were to list its own equity securities 



 
 
 
 

Fried, Frank, Harris, Shriver & Jacobson LLP                  Client Memorandum                        February 17, 2006    12 
A Delaware Limited Liability Partnership 

(other than non-convertible, non-participating preferred securities), the subsidiary would be required to 

meet the audit committee requirements.5 

 Trusts or Unincorporated Associations - The listing of securities of a listed issuer is not subject to the 

audit committee requirements if the listed issuer is organized as a trust or other unincorporated 

association that does not have a board of directors or persons acting in a similar capacity and the 

activities of the listed issuer are limited to the passive ownership or holding (as well as administering and 

distributing amounts in respect of) of securities, rights, collateral or other assets on behalf of or for the 

benefit of holders of the listed securities. 

 Reasons Outside Director's Control - The SEC's rules also allow an exchange's rules to provide that, if a 

member of an audit committee ceases to be independent in accordance with the SEC rules for reasons 

outside the member's reasonable control, that person, with notice by the issuer to the applicable 

exchange, may remain an audit committee member of the issuer until the earlier of the next annual 

shareholders' meeting of the issuer or one year from the occurrence of the event that caused the 

member to be no longer independent.   

 

Specific Exemptions For Foreign Private Issuers. 

 Employees - Non-management employees can sit on the audit committee of a foreign private issuer if the 

employee is elected or named to the board of directors or audit committee pursuant to an issuer’s 

governing law or documents, an employee collective bargaining agreement or similar agreement or other 

home country legal or listing requirements. 

 Controlling Shareholder - Any member of the audit committee can be an affiliate of a foreign private 

issuer or a representative of such affiliate if such member receives "no compensation", has only observer 

status on the audit committee and is not an executive officer of the foreign private issuer. 

 Governmental Representation - Any member of the audit committee can be a representative of a foreign 

government or foreign governmental entity that is an affiliate of a foreign private issuer, if the "no 

compensation" prong of the independence requirements is satisfied and the member in question is not 

an executive officer of the issuer. 

 Boards of Auditors - Foreign private issuers with boards of auditors or similar bodies or statutory 

auditors would be exempt from all of the audit committee requirements if certain conditions related to 

the existence of a board of auditors are met. 

 Foreign Governments - Issuers that are foreign governments (as defined in Rule 3b-4(a) of the Exchange 

Act) are exempt from the audit committee rules.   

 Dual Holding Companies - The rules contain special exemptions for "dual holding companies."  This 

refers to a corporate structure in which two foreign private issuers are organized in different national 

 
5 The "multiple listing" exemptions described in (a) and (b) above are available to U.S. subsidiaries if the parent is a foreign private issuer, even if the foreign 

parent is relying on one of the special exemptions for foreign private issuers (such as the board of auditors exemption) discussed in Section G below.  

However, the special exemptions available to the foreign parent are not available to its U.S. subsidiary. 
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jurisdictions, collectively own and supervise the management of one or more businesses that are 

conducted as a single economic enterprise, and do not conduct any business other than collectively 

owning and supervising such businesses and "reasonably incidental" activities. 

 Audit Committee Financial Experts - The rules also apply different requirements regarding audit 

committee financial expert disclosure to foreign private issuers.  A foreign private issuer that is a listed 

issuer must disclose whether its audit committee financial expert is independent, as that term is defined 

by the applicable listing standards for its exchange.  A foreign private issuer that is not a listed issuer 

must choose one of the definitions of audit committee member independence used by a major exchange 

and disclose whether its audit committee financial expert, if it has one, is independent under that 

definition.  The SEC also stated that the audit committee financial expert's expertise should be related to 

the body of generally accepted accounting principles used in the issuer's primary financial statements 

filed with the SEC.  The new rules also clarify that, for foreign private issuers, the term "audit committee" 

means the board of auditors or similar body or statutory auditor, if the issuer has a board of auditors 

meeting the criteria described above. 

 The SEC also clarified that in the case of foreign private issuers with a two-tier board of directors, with 

one tier designated as the management board and the other tier designated as the supervisory or non-

management board, the term "board of directors" means the supervisory or non-management board.  

Accordingly, the supervisory or non-management board could either form a separate audit committee or, 

if the entire supervisory or non-management board was independent within the provisions and 

exceptions of the proposed rule, the entire board could be designated as the audit committee. 

 Finally, the SEC added instructions to the rules to address possible conflicts between its audit committee 

rules governing auditor supervision, complaint procedures, advisors and committee funding and other 

applicable legal requirements (such as those arising under foreign laws).   

 

The SEC’s adopting release states that, other than the general exemptions available to all issuers and the 

specific exemptions available for foreign private issuers described above, no exchange may exempt foreign 

private issuers from the audit committee requirements or grant any waivers to such requirements.  The SEC 

does state that the staff will continue to remain sensitive to evolving standards of corporate governance 

throughout the world to address any new conflicts that may arise with foreign corporate governance rules 

and practices.   
 

Generally, issuers availing themselves of exemptions must disclose their reliance on the exemption and their 

assessment of whether, and if so, how, such reliance would materially adversely affect the ability of their 

audit committee to act independently and to satisfy the other requirements of the proposed rules.  Such 

disclosure would need to appear in, or be incorporated by reference into, annual reports on Forms 10-K, 20-F 

or 40-F.  This disclosure would also be included in proxy statements or information statements for 

shareholders’ meetings at which elections for directors are held. 
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Foreign private issuers are required to comply with the new rules on audit committees as of July 31, 2005.  

To ensure compliance, companies should review whether or not their audit committees would comply with 

the proposed rules and, if not, consider implementing policies now to ensure timely compliance. 

G. Improper Influence on Conduct of Audits 

The SEC adopted new rules on April 24, 2003 in accordance with the Sarbanes-Oxley Act which prohibit 

officers and directors, and persons acting under their direction, from coercing, manipulating, misleading or 

fraudulently influencing the auditor of the issuer's financial statements "if that person knew or should have 

known that such action could, if successful, result in rendering" the issuer's financial statements materially 

misleading.  These rules expand upon the current requirements found in Exchange Act Rule 13b2-2.  These 

rules do not provide any exemption for foreign private issuers. 

H. Revised NYSE and Nasdaq Corporate Governance Standards 

On June 30, 2003 and November 4, 2003 the SEC approved a series of corporate governance requirements 

applicable to companies listed on the New York Stock Exchange or quoted on Nasdaq.  Both stock exchanges 

issued modifications and clarifications to the rules during 2004 and 2005 and have proposed additional 

modifications and clarifications during recent months which have yet to be approved or implemented.6 
 

NYSE.7 

The rules of the New York Stock Exchange historically allowed listed non-U.S companies to follow home-

country practice.  The new rules will clarify that foreign private issuers may continue to follow home-country 

practices in lieu of the NYSE’s revised corporate governance rules, except that foreign private issues will be 

required to: 

 have an audit committee that complies with the requirements of Sarbanes-Oxley, as described in Section 

II.F above; 

 notify the NYSE in writing after any executive officer becomes aware of any material non-compliance 

with an applicable provision; and 

 provide a brief, general summary of the significant ways in which its actual governance differs from that 

followed by U.S. domestic issuers under the NYSE listing standards.  The NYSE has clarified that merely 

disclosing differences between general corporate practice in the issuers home-country and NYSE 

standards is not sufficient. 

 

 
6 For a summary of the proposed NYSE modifications, see Fried, Frank’s memorandum to clients on the subject, which can be found on   Fried, Frank’s 

website at http://www.friedfrank.com/cmemos/051222_nyse_proposes.pdf. 
7 For a more detailed description of the NYSE rule revisions, see Fried, Frank’s memorandum to clients on the subject, which can be found on Fried, Frank’s 

website at http://www.ffhsj.com/secreg/pdf/sc031104(1).pdf.  
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Disclosure of differences in governance can be made either on the company's website (provided it is in the 

English language and accessible from the U.S.) and/or in its annual report distributed to U.S. shareholders. If 

the issuer only provides disclosure through its website, the website must be kept up to date and the annual 

report must state that fact and provide the site address. 
 

With respect to domestic U.S. companies (and any foreign private issuers that choose not to follow their 

home country practices) the new NYSE rule revisions require, among other things: 

 a majority of independent (as defined in the NYSE rules) directors on the board of directors; 

 non-management directors to meet at regularly scheduled executive sessions without management 

present; 

 the creation of a nominating or corporate governance committee and compensation committee to be 

composed entirely of independent directors, each with a written charter posted on the issuer’s website 

that addresses the committee’s purpose and responsibilities, and an annual performance evaluation; 

 a minimum three-person audit committee composed entirely of directors meeting the NYSE and 

Sarbanes-Oxley independence requirements, each of whom is financially literate and one of whom is 

financially sophisticated (a director meeting the Sarbanes-Oxley financial expert requirements is presumed 

to meet the NYSE requirements); 

 publication of a written audit committee charter on the issuer’s website; 

 additional audit committee responsibilities (in addition to those required by Sarbanes-Oxley); 

 disclosure of corporate governance guidelines on the issuer’s website;  

 creation of a code of business conduct and ethics, available on the issuer’s website;  

 the issuer to have an internal audit function; 

 annual certifications by the CEO to the effect that he or she is not aware of any violation by the issuer of 

the NYSE listing standards; and 

 a requirement that CEOs promptly notify the exchange after any executive officer becomes aware of any 

“material non-compliance” with the new rules. 

 

Any issuer more than 50% of the voting power of which is held by an individual, group or another company 

would be exempted from the board independence and committee requirements described above.   

 

The revised New York Stock Exchange rules were required to have been implemented by both U.S. issuers 

and (to the extent applicable) foreign private issuers by the earlier of (i) the first annual meeting occurring 

after January 15, 2004 or (ii) October 31, 2004.  Foreign private issuers, however, had until July 31, 2005 to 

comply with the new audit committee requirements.  Issuers listing in conjunction with an initial public 

offering are provided limited relief in the form of a phase-in of the new requirements regarding independence 

and board committees.  In addition, as of their 2005 annual shareholders’ meeting, foreign private issuers are 
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required to provide annually Written Affirmations to the NYSE regarding their compliance and Interim Written 

Affirmations each time a change to the board or its committees occurs (the Interim Written Affirmations have 

to be submitted in addition to the CEO notification requirement above). 
 

Nasdaq.8 

 

On March 3, 2005 Nasdaq changed its rules with regard to foreign private issuers, allowing them to follow 

home-country practices in lieu of Nasdaq’s corporate governance requirements if they: 
 
 disclose the relevant home country rules and the respective Nasdaq provisions not followed in their 

annual report;  

 have an audit committee that complies with the requirements of Sarbanes-Oxley, as described in Section 

II.F above; 

 notify Nasdaq in writing upon becoming aware of a material non-compliance with an applicable 

provision; and 

 provide certification from independent counsel that the home-country practices are not prohibited by 

home country laws. 

 

Previously Nasdaq did not have a general exemption for foreign private issuers following home-country 

practices but required them to apply for individual exemptions.  With these changes implemented, Nasdaq 

has effectively aligned its corporate governance regime for foreign private issuers with that of NYSE. 
 

With respect to U.S. companies and foreign private issuers that chose not to follow home-country practices 

the Nasdaq rules require, among other things: 
 

 a majority of independent (as defined by the Nasdaq rules) directors on the board of directors; 

 independent directors hold regularly scheduled meetings at which only independent directors are present; 

 director nominees and the compensation of the CEO and all other officers to be determined or 

recommended to the full board either by a committee of independent directors or by a majority of the 

independent directors; 

 an audit committee composed of at least three members one of whom is financially sophisticated (a 

director meeting the Sarbanes-Oxley financial expert requirements is presumed to meet the Nasdaq 

requirements) and each of whom: (i) is independent as defined under the Nasdaq rules and the Sarbanes-

Oxley rules; (ii) has not participated in the preparation of the financial statements of the issuer in the last 

three years; and (iii) is able to read and understand fundamental financial statements;  

 a formal written audit committee charter including specific audit committee responsibilities and authority; 

 
8 For a more detailed description of the Nasdaq rule revisions, see Fried, Frank’s memorandum to clients on the subject, which can be  found on Fried, 

Frank’s website at http://www.ffhsj.com/secreg/pdf/sc031106(1).pdf.  
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 adoption of a code of conduct which includes an “enforcement mechanism”, and which must be made 

publicly available (waivers of the code of conduct for officers or directors are available but must be 

disclosed to shareholders); 

 public announcement through the news media of receipt of a going concern qualification in an audit 

opinion; 

 prompt notification after an executive officer becomes aware of any material non-compliance with the new 

requirements; and 

 approval of all related party transactions (as defined by the SEC rules) by the audit committee or another 

body of independent directors. 

 

As with the NYSE rule revisions, any issuer more than 50% of the voting power of which is held by an 

individual, group or another company would be exempted from the board independence and committee 

requirements described above.  However, independent directors would still be required to have regularly 

scheduled meetings at which only independent directors are present. 
 

Foreign private issuers (that choose not to follow home-country practices) were required to comply with the 

revised rules regarding director independence, independent committees, and notification of non-compliance 

by July 31, 2005.  The requirement that a foreign private issuer disclose its receipt of an exemption from 

Nasdaq applies to new listings and filings made after January 1, 2004.  Compliance with the revised rule 

relating to publication of a code of conduct is applicable as of May 4, 2004 and the new rule requiring audit 

committee approval of related party transactions would be operative January 15, 2004.  Issuers listing in 

conjunction with an initial public offering are provided limited relief in the form of a phase-in of the new 

requirements regarding independence and board committees. 

III) Additional Disclosure Requirements 

 
The SEC has adopted new rules relating to detailed disclosure of financial adjustments, non-GAAP measures 

and off-balance sheet arrangements.  In January 2006, the SEC released proposed amendments to certain 

rules requiring disclosure regarding director independence and corporate governance.9 

A. Regulation of Use of Non-GAAP Financial Measures (Regulation G) 

The SEC has adopted new Regulation G to regulate the use of "non-GAAP financial measures." Regulation G 

applies whenever an issuer discloses or releases publicly any material information that includes a non-GAAP 

financial measure. The issuer must provide a presentation of the most directly comparable financial measure 

calculated and presented in accordance with GAAP and a reconciliation to the most directly comparable 

financial measure calculated and presented in accordance with GAAP. The term "non-GAAP financial 

 
9  For a detailed description of the proposal, see Fried, Frank’s memorandum to clients on the subject, which can be found on Fried,  

Frank’s website at http://www.friedfrank.com/cmemos/060207_update_sec_proposed_amendments.pdf. 
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measures" includes financial measures based on GAAP financial statements that are not recognized under 

GAAP (such as EBIT and EBITDA).  Regulation G applies to foreign private issuers, but a foreign private 

issuer is exempted if it satisfies the following test: 
 

 the securities of the issuer are listed or quoted on a securities exchange or inter-dealer quotation system 

outside the United States; 

 the non-GAAP financial measure is not derived from or based on a measure calculated and presented in 

accordance with generally accepted accounting principles in the United States; and 

 the disclosure is made by or on behalf of the issuer outside the United States, or is included in a written 

communication that is released by or on behalf of the issuer outside the United States. 

 

The SEC has clarified that this exemption applies even where any one or more of the following circumstances 

are present: 
 

 a written communication is released in the United States as well as outside the United States, so long as 

the communication is released in the United States contemporaneously with or after the release outside 

the United States and is not otherwise targeted at persons located in the United States; 

 foreign journalists, U.S. journalists or other third parties have access to the information; 

 the information appears on one or more web sites maintained by the issuer, so long as the web sites, 

taken together, are not available exclusively to, or targeted at, persons located in the United States; or  

 following the disclosure or release of the information outside the United States, the information is 

included in a submission to the SEC on Form 6-K. 

 

With respect to foreign private issuers, references to GAAP also include references to the generally accepted 

accounting principles under which the issuer’s primary financial statements are prepared.  In the case of 

foreign private issuers that include a non-GAAP financial measure derived from a measure calculated in 

accordance with U.S. generally accepted accounting principles, GAAP refers to U.S. generally accepted 

accounting principles for purposes of the application of the requirements of Regulation G to the disclosure of 

that measure. 
 

Regulation G applies to all press releases and other disclosures made after March 28, 2003.  To ensure 

compliance, companies should determine which (if any) non-GAAP financial measures (in particular those 

based on U.S. GAAP) they disclose in their interim and annual reports as well as any press releases and 

decide whether any of these will be prohibited under the new rules or whether they will be able to satisfy 

some of the exceptions.  Each press release and other disclosure will need to be monitored to ensure 

compliance. 
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B. More Stringent Requirements for Use of Non-GAAP Financial Measures in Annual Reports on  

Form 20-F 
 

The SEC has imposed requirements regarding the use of non-GAAP measures in annual reports on Form 20-F 

(but not Form 40-F) by adopting new Item 10(e) of Regulation S-K and requiring Form 20-F to comply with 

the new Item 10(e).  While Regulation G applies to every disclosure of non-GAAP financial measures, the new 

Regulation S-K rules apply only to non-GAAP financial measures disclosed in the Form 20-F.  Registration 

statements filed with the SEC would also be affected.  The new requirements are similar to, but more 

stringent than, those in Regulation G. 
 

The new rules provide that issuers using non-GAAP financial measures in SEC filings must include: 

 a presentation, with equal or greater prominence, of the most directly comparable financial measure 

calculated and presented in accordance with GAAP (Regulation G lacks the "equal or greater prominence" 

requirement); 

 a reconciliation (by schedule or other clearly understandable method) which shall be quantitative for 

historic non-GAAP measures presented, and quantitative, to the extent available without unreasonable 

efforts, for forward-looking information, of the differences between the non-GAAP financial measure 

disclosed or released with the most directly comparable measure or measures calculated and presented 

in accordance with GAAP; 

 a statement disclosing the reasons why the issuer's management believes that presentation of the non-

GAAP financial measures provides useful information to investors regarding the issuer's financial 

condition and results of operations (this is not included in Regulation G);10 and 

 to the extent material, a statement disclosing the additional purposes, if any, for which the issuer's 

management uses the non-GAAP financial measures (this is not included in Regulation G). 

 

However, a non-GAAP financial measure that would otherwise be prohibited is permitted in a Form 20-F filing 

of a foreign private issuer if the measure is required or expressly permitted by the standard-setter that is 

responsible for establishing the GAAP used in those financial statements and is included in the issuer’s 

annual report or financial statements used in its home country jurisdiction or for distribution to its security 

holders.  The SEC has clarified that this exception is intended to cover only situations where the foreign 

standard-setter affirmatively acts to require or permit the measure, and not situations where the measure was 

merely not prohibited. 
 

 

10  With regard to the issuer's statement as to why management believes the non-GAAP financial measure provides useful information to investors, the 

SEC stated that the fact that the non-GAAP financial measure is used by or useful to analysts cannot be the sole support for presenting the non-GAAP 

financial measure.  Rather, the justification for the use of the measure must be substantive.   
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Thus, in addition to Regulation G, when making filings on Form 20-F, foreign private issuers need to comply 

with these enhanced disclosure requirements.  Canadian issuers that file reports on Form 40-F are not subject 

to the enhanced disclosure requirements of Regulation S-K or the comparable provisions in Form 20-F.  

Regulation G, on its face, would appear to be applicable to Form 40-F filers, unless the foreign private issuer 

exemption of Rule 100(c) of Regulation G applies.  However, the SEC staff, in response to question 32 of the 

Frequently Asked Questions published on June 13, 2003, stated that the information included in a Form 40-F 

is not subject to Regulation G.  Accordingly, Form 40-F filers should consult with their counsel regarding the 

application of Regulation G to their public disclosures, including the annual information form and financial 

statements included in the Form 40-F.  In addition, Form 40-F filers will need to keep in mind the expectations 

of the staff of the Canadian Securities Administrators, as stated in Staff Notice 52-303, that issuers should, 

when publishing non-GAAP (whether Canadian or U.S. ) earnings measures, make specific disclosures, 

including a reconciliation of the non-GAAP earnings measures to the GAAP financial statements. 
 

The amendments to Form 20-F apply to any annual report filed with respect to a fiscal period ending after 

March 28, 2003.  To ensure compliance, companies should determine which (if any) non-GAAP financial 

measures they disclose in their annual reports and decide whether any of these will be prohibited under the 

amendments.  To the extent companies continue to use such measures, disclosure should be prepared in 

accordance with the new rules. 

C. Off-Balance Sheet Arrangements and Aggregate Contractual Obligations 

The SEC has adopted rules requiring enhanced disclosure regarding off-balance sheet arrangements and 

aggregate contractual obligations.  The rules require an issuer to disclose off-balance sheet arrangements set 

apart in a separately-captioned subsection within the Management's Discussion and Analysis of Financial 

Condition and Results of Operations ("MD&A").  An issuer can disclose contractual obligations in an MD&A 

location that the issuer deems to be appropriate. 
 

The rules require disclosure of off-balance sheet arrangements that "have or are reasonably likely to have" a 

current or future effect on the issuer’s financial condition, changes in financial condition, revenues or 

expenses, results of operations, liquidity, capital expenditures or capital resources that is material to 

investors. 
 

The rules on off-balance sheet arrangements and contractual obligations apply equally to all reports on Form 

20-F and Form 40-F filed by foreign private issuers that are required to include an MD&A discussion. They 

also apply to registration statements on Forms F-1, F-2, F-3 and F-4, but not to registration statements filed 

by Canadian issuers under MJDS.  Since foreign private issuers are not required to file quarterly reports, 

these new rules do not apply to Form 6-K reports submitted by foreign private issuers. 
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For compliance purposes, issuers must comply with the off-balance sheet arrangement disclosure 

requirements in registration statements, annual reports and proxy or information statements that are required 

to include financial statements for their fiscal years ending on or after June 15, 2003, and issuers must 

include the table of contractual obligations in registration statements, annual reports and proxy or 

information statements that are required to include financial statements for the fiscal years ending on or after 

December 15, 2003.  Therefore, the new off-balance sheet arrangement disclosure requirements are not 

applicable until an issuer files a registration statement, annual report or proxy or information statement that 

includes financial statements for a fiscal year ending on or after June 15, 2003 and the new table of aggregate 

contractual obligations is not required until the issuer files one of the above mentioned documents that 

includes financial statements for a fiscal year ending on or after December 15, 2003.  Companies should 

promptly review any off-balance sheet arrangements and contractual obligations with counsel and their 

auditors to ensure compliance with these new rules and to determine any further disclosure requirements 

which may apply to them. 

D. Financials Must Reflect All Material Correcting Adjustments 

The Sarbanes-Oxley Act requires 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. 

 

E. Internal Control Reports 

The SEC has adopted rules requiring that management evaluate, with the participation of the issuer’s CEO and 

CFO, the effectiveness of a company’s internal controls as of the end of each fiscal year.  Each annual report 

will be required to include a report containing (i) a statement of management’s responsibility for internal 

controls, (ii) management’s assessment of the effectiveness of the internal controls as of the end of the fiscal 

year (including disclosure of any “material weaknesses” identified by management), (iii) a statement 

identifying the “framework” used by management to evaluate the internal controls, and (iv) an evaluation of 

any changes in the company’s internal controls occurring during the fiscal year that materially affected, or are 

reasonably likely to materially affect, the company’s internal control over financial reporting.   
 

The SEC rules do not prescribe specific methods or procedures for purposes of the evaluation of internal 

controls, and the SEC has recognized that the methods by which a company evaluates its internal controls 

should be tailored to its particular needs.  Nevertheless, the SEC indicated in the adopting release that 

management’s assessment must both evaluate the design of internal controls and test their effectiveness.  In 

addition, the SEC has stated that companies must maintain evidence, including documentation, to reasonably 

support management’s assessment of the effective of the company’s internal controls.  
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The SEC rules do not mandate a particular “framework” for purposes of the evaluation of internal controls, 

but mandate a “suitable, recognized control framework that is established by a body or group that has 

followed due-process procedures, including the broad distribution of the framework for public comment.”  

The SEC has indicated that the internal control standards developed by the following organizations satisfy the 

criteria for an acceptable framework: (i) the Committee of Sponsoring Organizations (COSO); (ii) the 

Canadian Institute of Chartered Accountants, as published in “Guidance on Assessing Control”; and (iii) the 

Institute of Chartered Accountants in England & Wales, as published in the “Turnbull Report.”  
 

The rules also require annual reports to contain an attestation report of the issuer’s outside auditors 

regarding management’s evaluation of the issuer’s internal controls.  The SEC defines an “attestation report” 

as a report in which a registered public accounting firm expresses an opinion, or states that an opinion 

cannot be expressed, concerning management’s assessment of the effectiveness of the issuer’s internal 

control over financial reporting in accordance with standards on attestation engagements.  If the accounting 

firm is unable to express an opinion, the accounting firm must explain why.  
 
In light of the expected expense and effort that will be required, the SEC adopted an “extended compliance 

period” for certain of the rules regarding internal controls.  In particular, the rules relating to the maintenance 

and evaluation of internal controls and the related disclosures in annual reports (including the auditor’s 

attestation report) will be applicable to SEC registered non-U.S. companies that are neither accelerated 

filers11 nor large accelerated filers12 in respect of annual reports for their first fiscal year ending on or after 

July 15, 2007.  SEC registered non-U.S. companies that are accelerated filers and file on Forms 20-F or 40-F 

will be required to comply in respect of annual reports for their first fiscal year ending on or after July 15, 

2006.  The other rules relating to internal controls, namely the requirement that managements evaluate any 

changes in the company’s internal controls occurring during the fiscal year become effective on August 14, 

2003.  Companies should consider discussing the new obligations with their legal counsel and outside 

auditor and beginning the process of coming into compliance with the new requirements sooner rather than 

later.   

F. MD&A 

In December 2003, the SEC issued interpretative guidance regarding Management’s Discussion and Analysis 

of Financial Condition and Results of Operations (“MD&A”) disclosure.  SEC interpretative guidance does not 

 
11  “Accelerated filer” means an issuer, which, as of the end of its fiscal year, (i) has a public float of at least $75 million but no more 

than $700 million as of the end of its most recently completed second fiscal quarter, (ii) has been subject to the SEC’s periodic 
reporting requirements for at least twelve calendar months, (iii) has filed at least one annual report, and (iv) is not eligible to use the 
SEC’s small business reporting form. 

12  “Large accelerated filer” means an issuer, which, as of the end of its fiscal year, (i) has a public float of at least $700 million as of the 
end of its most recently completed second fiscal quarter, (ii) has been subject to the SEC’s periodic reporting requirements for at 
least twelve calendar months, (iii) has filed at least one annual report, and (iv) is not eligible to use the SEC’s small business 
reporting form. 
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modify existing legal requirements or create new ones, but is meant to assist companies in preparing MD&A.  

This release provided the following guidance: 

 
1. The overall presentation of MD&A 

In order to simplify MD&A disclosure, companies should consider  

 whether a tabular presentation of relevant financial or other information (e.g., results in different periods, 

fair value calculations or cash flow figures) could help a reader’s understanding of MD&A; 

 amending or adding additional headings to assist readers in following the flow of MD&A; 

 adding an introductory section or overview (while making sure such section is not a duplicative repeat of 

the more detailed discussion or analysis); and 

 using a “layered” approach, which presents information in a manner that emphasizes, within the universe 

of material information, the information and analysis that is the most important. 

 
2. The focus and content of MD&A (including materiality, analysis, key performance measures and known 

material trends and uncertainties) 

Companies could improve their MD&A disclosure by emphasizing the most important information and de-

emphasizing or deleting immaterial information.  Companies can achieve this by focusing on 
 
 key indicators of financial condition and operating performance, 

 material trends and uncertainties and 

 analysis of known material trends, events, demands, commitments and uncertainties. 

 
3. Disclosure regarding liquidity and capital resources 

Companies should separately evaluate their ability to meet upcoming cash requirements over both the short 

and long term.  In particular, the following liquidity issues should be addressed: 

 

 Cash requirements – Companies should consider whether any of the following would have a material 

impact on liquidity and, if any would, they should be disclosed:  (i) funds necessary to maintain current 

operations, complete projects underway and achieve stated objectives or plans, (ii) commitments for 

capital or other expenditures and (iii) the reasonably likely exposure to future cash requirements associated 

with known trends and uncertainties.   

 Sources and uses of cash – MD&A should focus on the primary drivers of and other material factors 

necessary to an understanding of the company's cash flows and the indicative value of historical cash 

flows.  The discussion and analysis of liquidity should focus on material changes in operating, investing 

and financing cash flows, as depicted in the statement of cash flows, and the reasons underlying those 

changes.   

 Debt instruments, guarantees and related covenants – There may be certain scenarios (e.g., when 

companies are or are reasonably likely to be in breach of their covenants or when debt covenants impact a 
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company's ability to undertake additional debt or equity financing) when companies should consider 

whether a discussion and analysis of the material covenants relating to their outstanding debt are required.   

 Cash management – MD&A should describe material trends or uncertainties relating to a company 

determination of how to use its cash resources to satisfy its obligations and for other capital expenditures. 

 
4. Disclosure regarding critical accounting estimates 

Companies should consider (i) whether they have made accounting estimates or assumptions that are 

material due to the levels of subjectivity and judgment necessary to account for highly uncertain matters or 

their susceptibility to change and (ii) whether the impact of such estimates and assumptions on their financial 

condition or operating performance is material.  If so, companies should provide disclosure about these 

assumptions or estimates in MD&A.   

IV) Auditor Independence 

The SEC has adopted rules relating to auditor independence, which apply to audits of foreign private issuers 

and foreign accounting firms.  Companies must disclose in their annual reports (commencing with their 2003 

annual reports) information related to fees billed during the prior two fiscal years by the principal auditor, as 

well as their audit committee’s pre-approval policies.  Companies should seek assurance from their auditor 

that it complies with the independence rules and that it has adopted an audit partner rotation system.  These 

rules became effective May 6, 2003.  However, there are significant transition rules which are described in 

detail below. 

A. Scope of Services Provided by Auditors 

The rules limit and clarify the scope of non-audit services that independent accountants can provide to their 

audit clients.  Subject to various exceptions and qualifications, the rules prohibit the following non-audit 

services: 
 

 bookkeeping or other services related to accounting records or financial statements (including statutory 

accounts);  

 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. 
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The scope of service rules do not apply to engagements that were contracted for before May 6, 2003 so long 

as they are completed within one year of May 6, 2003.  For example, the SEC stated that an engagement to 

provide non-audit services entered into in December 2002 is not subject to these rules but must be 

completed within 12 months of May 6, 2003. 

B. Audit Committee Administration of the Engagement 

The rules provide that an auditor will not be deemed independent in respect of an engagement to render a 

service unless:  

 the engagement is specifically pre-approved by the issuer’s audit committee or one or more of its 

members who are independent directors and are designated to perform this role; or 

 (1) the engagement is entered into pursuant to pre-approval policies and procedures 

established by the audit committee of the issuer, which policies and procedures are detailed 

as to the particular service, (2) the audit committee is informed on a timely basis of each 

engagement, and (3) such policies and procedures do not include delegation of the audit 

committee’s responsibilities to management. 
 

The audit committee must pre-approve all services.  The audit committee may establish policies and 

procedures for pre-approval provided they are detailed as to the particular service and designed to safeguard 

the independence of the auditor. 
 

These rules apply to all audit (including review and attest) services and non-audit services that are contracted 

for on or after May 6, 2003.  Accordingly, audit committee approval was not required for audit or non-audit 

services prior to May 6, 2003. 

C. Audit Partner Rotation 

The rules provide that the lead and concurring partners must rotate after five years and, upon rotation, are 

subject to a five-year “time-out” period.  In addition, other “audit partners” must rotate after no more than 

seven years on an engagement and are subject to a two-year “time-out” period.13  “Audit partners” are 

partners on the audit engagement team who have responsibility for decision-making on significant auditing, 

accounting, and reporting matters that affect the financial statements or who maintain regular contact with 

management and the audit committee, other than a partner who consults regarding technical or industry-

specific issues, transactions or events.  Partners assigned to “national office” duties and other “specialty” 

partners who may be consulted on specific accounting issues related to a client are not considered “audit 

partners” for purposes of these requirements, even though they may periodically consult on client matters.  

The SEC noted that the partner rotation requirements set forth in the proposed rules were of particular 

 
13 Any accounting firm with less than five audit clients that are issuers and less than ten partners is exempt from the partner rotation rule 

as long as the Public Company Accounting Oversight Board conducts a review at least once every three years of each audit client 
engagement that would result in a lack of independence. 
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concern to the international community.  However, the SEC did not provide any special relief for foreign 

accounting firms in this area, although the general changes made from the proposed rules and the addition of 

the new category of "audit partners" address to some extent foreign concerns. 
 

The adopting release states that an accountant's independence will not be deemed impaired (1) until the first 

day of the issuer's fiscal year beginning after May 6, 2003, by a lead partner and other audit partner (other 

than the concurring partner) serving for periods in excess of those permitted by the partner rotation rules and 

(2) until the first day of the issuer's fiscal year beginning after May 6, 2004, by a concurring partner serving 

for periods in excess of those permitted by the partner rotation rules. 14 

D. Communication with Audit Committees 

The rules require that the independent accountants must communicate certain information to an issuer’s audit 

committee.  Specifically, each accountant that performs for an audit client that is an issuer any audit required 

under the securities laws must report, prior to the filing of such audit report with the SEC, to the audit 

committee: 
 

 all critical accounting policies and practices to be used; 

 all alternative treatments within GAAP “for policies and practices related to material items” that have 

been discussed with management of the issuer; and 

 other material written communications between the registered public accounting firm and the 

management of the issuer, such as any management letter or schedule of unadjusted differences. 

 
This provision was effective May 6, 2003. 

E. Auditor Cooling-Off Periods 

A registered accounting firm may not perform for an issuer any audit service if the CEO, president, CFO, COO, 

controller, treasurer, chief accounting officer, member of the board of directors or similar management or 

governing body, general counsel, director of internal audit, director of financial reporting or any person 

serving in an equivalent position for the issuer (“financial reporting oversight role”) 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 

 
14 Accordingly, for calculating periods of service related to the partner rotation requirements, (1) the rotation requirements applicable to 

the lead partner are effective for the first fiscal year ending after May 6, 2003 (time served in the capacity of lead partner prior to May 
6, 2003 is included), (2) the rotation requirements for the concurring partner are effective as of the end of the second fiscal year after 
May 6, 2003 (time served prior to May 6, 2003 will be counted in determining when rotation is required), and (3) for other “audit 
partners,” the rules are effective as of the beginning of the first fiscal year after May 6, 2003 (in determining the time served, service 
prior to May 6, 2003 will not be taken into consideration and that first fiscal year will constitute the first year of service for these 
partners).   
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issuer’s audit from undertaking a financial reporting oversight role.  This prohibition only applies to persons 

who undertake such a financial reporting oversight role at the “issuer” but not at affiliates or subsidiaries – 

including foreign subsidiaries.  Individuals employed by an issuer “due to an emergency or other unusual 

situation” are exempted from this prohibition if the audit committee pre-approves the arrangement. 
 

The adopting release provides that an accountant's independence will not be deemed to be impaired by a 

former employee of the accounting firm becoming employed by the issuer if the employment by the issuer 

commenced prior to May 6, 2003. 

V) Rules of Professional Responsibility for Attorneys 

The SEC has adopted rules setting forth minimum standards of professional conduct for attorneys appearing 

and practicing before the SEC in the representation of issuers.  These rules require an attorney to report 

evidence of material violations of U.S. securities laws or breach of fiduciary duty or similar violation by the 

issuer or agent of the issuer to the chief legal counsel or the chief executive officer of the issuer.  If the 

counsel or officer does not appropriately respond to the evidence, then the attorney must report the violations 

"up-the-ladder" within the issuer to the audit committee or another committee of the board of directors where 

that committee is comprised solely of directors not employed directly or indirectly by the issuer or directly to 

the board of directors. 
 

The rules regarding professional conduct will govern attorneys for foreign private issuers.  The potential 

application of the rules to non-U.S. attorneys was controversial and the final rules provide that the rules will 

not apply to a "non-appearing foreign attorney".  To qualify as a "non-appearing foreign attorney," an attorney 

must (1) be admitted to practice in a jurisdiction outside the United States, (2) not hold himself or herself out 

as practicing, and not give legal advice regarding, United States federal or state securities laws (except, as 

provided below, in consultation with a U.S. lawyer), and (3) either: 
 

 

 conduct activities that would constitute appearing and practicing before the SEC only incidentally to, and in 

the ordinary course of, the practice of law in a jurisdiction outside the United States; or 

 appear and practice before the SEC only in consultation with counsel, other than a non-appearing foreign 

attorney, admitted or licensed to practice in a state or other U.S. jurisdiction.  

 

Foreign attorneys practicing outside of the United States will not be required to comply with the rule to the 

extent that such compliance is prohibited by applicable foreign law.  In addition, the SEC has limited the 

definitions to cover only U.S. law. 
 

The rules affirmatively state that the rules do not create a private cause of action and that enforcement 

authority exclusively lies with the SEC.  Presumably violations of the standards would be grounds for SEC 
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actions against attorneys under Rule 102(e) pursuant to which attorneys may be barred from practicing 

before the SEC. 
 

These rules became effective August 5, 2003.  However, the SEC has deferred consideration on the "noisy 

withdrawal" requirements (i.e., requirements that an attorney withdraw from a matter if such attorney does 

not receive the “appropriate response” once the attorney reports evidence of a material violation “up-the-

ladder” and notify the SEC of such withdrawal) for attorneys and proposed an alternative reporting 

requirement for issuers. 

VI) Whistleblower Protection 

The Sarbanes-Oxley 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 Sarbanes-Oxley Act provides that a company 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 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.  It is unclear how this 

provision will be made to work in the case of non-U.S. companies; however, SEC-registered non-U.S. 

companies will need to review their personnel policies for possible change in light of this requirement. 

VII) New Felonies and Increased Criminal Penalties 

The Sarbanes-Oxley Act 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.  Additionally, it increases the statute of limitations for private securities fraud civil 

claims from one to two years after discovery of facts constituting the violation but no later than five (from 

three) years after the violation.  It also increases the maximum 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). 

VIII) Conclusion 

The Sarbanes-Oxley Act’s implications are comprehensive and far reaching.  Significantly, the Sarbanes-Oxley 

Act extends a number of U.S. corporate governance and accounting requirements to foreign private issuers 

who have securities registered under, or are required to file reports in connection with, U.S. federal securities 
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laws.  Accordingly, we strongly recommend that companies consult with their counsel to ensure compliance 

with these new provisions. 

We have prepared a number of additional memoranda on this subject.  Please see our website at 

www.friedfrank.com. You may also request any of these materials and/or memoranda discussing the 

Sarbanes-Oxley Act by contacting Cindy Tsang of the Marketing Department of Fried, Frank, Harris, Shriver & 

Jacobson at 212-859-4261 or cindy.tsang@friedfrank.com. Information in this memorandum has been 

provided by Fried, Frank, Harris, Shriver & Jacobson for general informational purposes only and does not 

constitute legal advice in any manner whatsoever.  

If you would like to speak with a Fried Frank attorney about the Sarbanes-Oxley Act, please feel free to call 

any of the following attorneys listed on the next page.  

 

 

 

 

New York  

Howard B. Adler 212.859.8175 
Jonathan  Adler 212.859.8662 
Kenneth R. Blackman 212.859.8280 
Daniel J. Bursky 212.859.8428 
Donald P. Carleen  212.859.8202 
Stuart H. Gelfond 212.859.8272 
Barbara Gillers 212.859.8746 
Jean E. Hanson 212.859.8198 
Valerie Ford Jacob  212.859.8158 
Robert E. Juceam  212.859.8040 
Sanford Krieger 212.859.8230 
Michael A. Levitt 212.859.8735 
Lee Parks 212.859.8142 
Kenneth Rosh  212.859.8535 
Laraine S. Rothenberg  212.859.8745 
 

Washington, DC  

Karl A. Grouskaufmanis 202.639.7314 
David B. Hardison 202.639.7029 
Dixie L. Johnson  202.639.7269 
Richard A. Steinwurtzel 202.6397120 
 

London  
Robert P. Mollen  44.20.7972.9604 
Timothy E. Peterson  44.20.7972.9676 
Karen C. Wiedemann 44.20.7972.9624 
 

Paris  
Eric Cafritz 33.140.62.22.00 
Laurent Assaya 33.140.62.22.00 
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New York 
One New York Plaza 
New York, NY 10004 
Tel: 212.859.8000 
Fax: 212.859.4000 
 
Washington, DC 
1001 Pennsylvania Avenue, NW 
Washington, DC 20004 
Tel: 202.639.7000 
Fax: 202.639.7003 
 
Los Angeles 
350 South Grand Avenue 
Los Angeles, CA 90071 
Tel: 213.473.2000 
Fax: 213.473.2222 
 
Website 
www.friedfrank.com 
 

Fried, Frank, Harris, Shriver &  
Jacobson (London) LLP 
99 City Road 
London EC1Y 1AX, England 
Tel: 44.20.7972.9600 
Fax: 44.20.7972.9602 
 
Paris 
5, boulevard de la Tour- 
Maubourg 
75007 Paris, France 
Tel: 33.140.62.22.00 
Fax: 33.140.62.22.29 
 
Frankfurt 
Rahmhofstrasse 2-4 
60313 Frankfurt am Main, 
Germany 
Tel: 49.69.133.868.0 
Fax: 49.69.133.868.90 
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