
 
 
 
 

NASDAQ CORPORATE GOVERNANCE REFORMS 
 
In early October 2002, the 
Nasdaq submitted to the SEC 
for approval a wide-ranging set 
of corporate governance rule 
proposals.  These proposals 
cover many of the same topics 
as the NYSE governance 
proposals that were submitted to 
the SEC for approval in August 
(http://www.ffhsj.com/secreg/p
df/sc020821.pdf).  The most 
recent Nasdaq proposals join 
various other Nasdaq proposals 
submitted to the SEC for 
approval in June.  To date, only 
the proposals requiring 
shareholder approval of equity 
compensation plans and 
conforming Nasdaq’s disclosure 
rules to Regulation FD have 
been published by the SEC for 
notice and comment. 
 
The Nasdaq proposals cover 
much of the same ground as the 
Sarbanes-Oxley Act of 2002 
(“Sarbanes-Oxley Act”), and 
the two regimes provide a good 
deal of mutual reinforcement.  
If approved, these new 
proposals will have both 
immediate and long-ranging 
effects on the organization and 
operations of Nasdaq 
companies.   
 
1.  Majority of Directors Must 
be “Independent.”  Nasdaq 

companies need to review their 
boards’ composition to 
determine compliance with the 
new requirement that a majority 
of the board consists of 
independent directors within the 
meaning of a tightened 
definition of “independent 
director.”  “Controlled” 
companies (where more than 
50% of the voting power is held 
by an entity, an individual, or a 
group of shareholders that has 
publicly filed notice that they 
are acting as a group (e.g., a 
Schedule 13D) are exempt from 
this majority-independent 
requirement, but must disclose 
in their proxy statement that 
they are a controlled company 
and the basis for that 
determination.  Controlled 
companies remain subject to the 
audit committee requirements 
discussed below.   
 
Under existing rules, an 
independent director means “a 
person other than an officer or 
employee of the company or its 
subsidiaries or any other 
individual having a relationship, 
which, in the opinion of the 
company’s board of directors, 
would interfere with the 
exercise of independent 
judgment in carrying out the 
responsibilities of a director.”  

The proposals expand the list of 
per se disqualifications from 
independent status to provide 
that directors are not 
independent if (i) a non-
employee family member of the 
director accepts any payments 
from the company or its 
affiliates in excess of $60,000 
during the current year or any of 
the past three fiscal years; or (ii) 
any family member of the 
director is or in the past three 
years was employed as an 
executive officer by the 
company or any parent or 
subsidiary of the company.  
“Family member” would be 
defined as “any person who is a 
relative by blood, marriage, or 
adoption or who has the same 
residence.” 
 
The proposals further tighten 
the current rule by extending to 
not-for-profits the provision that 
prohibits a director from being 
considered independent if the 
company makes or receives 
certain payments to or from an 
entity where the director is an 
executive officer.  The 
proposals also extend to three 
years the “cooling off” period 
for directors (i) who are not 
independent due to interlocking 
compensation committees; or 
(ii) who have received 
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“payments” (previously 
“compensation”) in excess of 
the $60,000 payment limitation.  
Finally, the proposals create a 
new “cooling off’ period by 
disqualifying from independent 
status a director who was a 
partner or employee of the 
outside auditors and worked on 
the company’s audit 
engagement within the past 
three (3) years. 
 
2.  Empowerment of 
Independent Directors.  The 
proposals require the 
independent directors to have 
regularly scheduled “executive 
sessions,” which are suggested 
to be held at least twice a year. 
 
The proposals also require that 
director nominations and 
executive compensation be 
approved by independent 
directors, but provide 
alternative ways of doing so.  In 
particular, director nominations 
must be approved by either an 
independent nominating 
committee or a majority of the 
independent directors, although 
nominations pursuant to 
contractual rights are exempt 
from this requirement.  
Compensation for officers (as 
defined in Section 16 of the 
Exchange Act and Rule 16a-1 
thereunder) must be approved 
by either an independent 
compensation committee or a 
majority of the independent 
directors in a meeting at which 
the CEO may be present, but 
may not vote.  Finally, the 
CEO’s compensation must be 
approved by an independent 
compensation committee or by 
a majority of the independent 
directors meeting in executive 
session.   

 
Under the proposals, a single 
non-independent director, who 
is not a current officer or 
employee or a family member 
of such a person, would be 
permitted to serve on any 
independent nominating or 
compensation committee if that 
committee is comprised of at 
least three (3) members and if 
the board, under “exceptional 
and limited circumstances,” 
determined that the individual’s 
service is required by the best 
interests of the company and its 
shareholders.  Such a director 
could serve a maximum of two 
years on a compensation 
committee or a nominating 
committee.  Issuers must 
disclose the use of a non-
independent director in their 
next annual proxy statement, as 
well as the nature of the 
individual’s relationship to the 
company and the basis for the 
board’s determination.  A 
similar exception is provided 
for the nominating committee 
for one director who owns 20% 
or more of the issuer’s common 
stock or voting power, but who 
is not independent because that 
director is also an officer.  Only 
one of the two exceptions that 
allow non-independent directors 
to serve on the nominating 
committee can be relied upon at 
any given time. 
 
Controlled companies are 
exempt from the executive 
session requirement, as well as 
the requirements related to 
nominating and compensation 
committees. 
 
3.  Audit Committee 
Membership and Duties.  
Companies will need to revisit 

the composition of their audit 
committee and potentially 
revise their audit committee 
charter.  As previously required, 
the audit committee must have 
at least three (3) members and 
consist only of independent 
directors.  The Nasdaq 
proposals require that audit 
committee members meet the 
same tightened definition of 
“independent director” 
applicable to board members 
generally.  In addition, the audit 
committee members must meet 
the criteria for independence 
included in the Sarbanes-Oxley 
Act -- they cannot receive any 
consulting, advisory or other 
compensatory fee from the 
issuer other than directors fees 
and cannot be an “affiliated 
person” of the issuer.  The 
Nasdaq proposals set a 
guideline for the “affiliated 
person” standard set forth in 
Section 301 of the Sarbanes-
Oxley Act by prohibiting audit 
committee members from 
owning or controlling directly 
or indirectly 20% or more of the 
issuer’s voting securities, or 
such lesser amount as may be 
established by the SEC.  The 
proposals also require audit 
committee charters to include 
certain provisions required by 
the Sarbanes-Oxley Act.   
 
One non-independent director, 
who does not own or control 
20% or more of the issuer’s 
voting securities and who is not 
an officer or employee or 
family member of such 
employee, may serve on the 
audit committee only under 
“exceptional and limited 
circumstances” (similar to the 
circumstances under which non-
independent directors may serve 
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on nominating and 
compensation committees), but 
for a maximum of two years, 
not as the committee 
chairperson, and in all events 
subject to meeting the 
independence requirements for 
all audit committee members 
imposed by the Sarbanes-Oxley 
Act. 
 
The proposals also refine 
existing Nasdaq requirements 
related to the knowledge and 
experience of audit committee 
members.  Existing rules 
require issuers to have at least 
one committee member who is 
financially sophisticated.  Under 
the proposals, the financial 
sophistication test is replaced 
with the requirement that at 
least one audit committee 
member is a “financial expert.”  
In selecting this member, 
issuers must consider whether a 
person has, through education 
and experience as a public 
accountant or auditor or a 
principal financial officer, 
comptroller or principal 
accounting officer of an issuer, 
or similar position, sufficient 
“financial expertise” in the 
accounting and auditing areas 
specified in the Sarbanes-Oxley 
Act.  The proposals also require 
that all audit committee 
members have the requisite 
ability to read and understand 
fundamental financial 
statements at the time of their 
appointment to the audit 
committee, rather than within a 
reasonable time after their 
appointment as required under 
the current rules. 
 
The Nasdaq proposals further 
require that the audit 
committee, or a comparable 

body of the board, approve all 
related party transactions.  
Current Nasdaq rules only 
require that the audit committee 
review related party 
transactions.  Finally, the 
proposals eliminate existing 
exceptions to the audit 
committee requirements for 
Nasdaq Small Business issuers.   
 
4.  Shareholder Approval of 
Equity Compensation Plans.  
The Nasdaq proposals require 
shareholder approval prior to 
the adoption of all new equity 
compensation plans or other 
arrangements pursuant to which 
options or stock may be 
acquired by officers, directors, 
employees, or consultants.  
Existing plans are 
grandfathered, but the material 
amendment of any plan will 
trigger the shareholder approval 
requirement. 
 
The proposals exempt from the 
shareholder approval 
requirement (i) “inducement-
grants” for new employees and 
directors, and (ii) certain tax-
qualified, non discriminatory 
employee benefit plans, as well 
as parallel nonqualified plans, 
subject in each case to approval 
by the company’s compensation 
committee or a majority of the 
company’s independent 
directors.  The proposals also 
exempt from the shareholder 
approval requirement certain 
plans acquired in mergers or 
acquisitions, and warrants or 
rights offered generally to all 
shareholders.  The proposals 
would eliminate both the 
exception for “broad-based” 
plans and the de minimus 
exception. 
 

Nasdaq companies should 
update their annual meeting 
planning calendars in order to 
consider amendments and new 
plan needs early in the cycle. 
 
5.  Codes of Conduct.  The 
Nasdaq proposals require that 
Nasdaq companies have codes 
of conduct applicable to all 
officers, directors, and 
employees addressing the issues 
of conflicts of interest and 
compliance with applicable law 
and regulation, and providing 
for an enforcement mechanism.  
Companies must promptly 
disclose any waivers of the code 
granted for directors or officers, 
and the code must require that 
such waivers can only be 
granted by the board or a board 
committee.  The interpretative 
material accompanying this 
proposal provides that the 
enforcement mechanism must 
ensure the protection of persons 
reporting questionable behavior, 
objective standards for 
compliance, and a fair process 
by which to determine 
violations.  The interpretative 
material also provides that 
illegal action must be dealt with 
swiftly and that violators must 
be reported to the appropriate 
authorities.   
 
6.  Non-U.S. Companies.  
Current rules permit Nasdaq to 
exempt non-U.S. issuers from 
Nasdaq’s corporate governance 
listing requirements when such 
requirements are contrary to a 
law, rule or regulation of any 
public authority exercising 
jurisdiction over such issuer or 
that is contrary to generally 
accepted business practices in 
the issuer’s country of domicile.  
The proposals require non-U.S. 
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issuers to disclose each 
requirement from which it is 
exempted and describe their 
alternative practice, if any, in 
lieu of these requirements.  This 
disclosure is required in the 
issuer’s annual report filed with 
the SEC and in its IPO 
registration statement. 
 
7.  Disclosure of Material 
Information.  On August 7, the 
SEC published for notice and 
comment  Nasdaq’s proposed 
rule change to harmonize the 
Nasdaq rule on the disclosure of 
material information with 
Regulation FD.  Under current 
Nasdaq (and NYSE) rules, 
material information must be 
disclosed to the public by press 
release.  Under the Nasdaq 
proposals, however, issuers may 
use any Regulation FD 
compliant method to make 
required disclosures.  These 
methods include filing or 
furnishing a Form 8-K, as well 
as conference calls, press 
conferences and web casts, so 
long as the public is provided 
adequate notice (generally by 
press release) and granted 
access.  
 
8.  Timeline.  Certain 
provisions in the proposals will 
be effective upon final SEC 

approval, including the 
Regulation FD harmonization 
rule (http://www.nasdaq.com/ 
about/2002_85.pdf), the 
approval requirement for related 
party transactions (http://www. 
nasdaq.com/about/2002_80. 
pdf), and the rule requiring 
shareholder approval of equity 
compensation plans 
(http://www. nasdaq.com/about/ 
2002_140.pdf).  To give Nasdaq 
companies time to recruit new 
directors and adopt new 
policies, the proposals include 
two phase-in periods for the 
governance-related items 
(http://www.nasdaq.com/about/
2002_141.pdf).  Some of the 
governance proposals would be 
effective immediately following 
a company’s first annual 
meeting occurring after January 
1, 2004, including those related 
to (i) the definition of 
independence; (ii) the 
requirement for a majority of 
independent directors; (iii) 
independent director approval of 
executive compensation and 
director nominations; and (iv) 
audit committee compensation.  
Other governance proposals, 
including those related to 
executive sessions and changes 
to audit committee charters, 
would be effective six (6) 
months after SEC approval.  

Companies would have until 
their first annual meeting on or 
after January 1, 2004 to adopt a 
code of conduct (http://www. 
nasdaq.com/about/2002_139. 
pdf).  Finally, the new 
disclosure requirements for non-
U.S. issuers would take effect 
for filings made on or after 
January 1, 2004 (http://www. 
nasdaq.com/about/2002_138. 
pdf). 
 

* * * 
 

Nasdaq has filed these 
proposals with the SEC, which 
has approved and published for 
public notice and comment the 
proposals related to Regulation 
FD and shareholder approval of 
equity compensation plans.  The 
SEC must approve the other 
proposals before publishing 
them for public notice and 
comment.  Upon the expiration 
of the notice and comment 
period, the proposals would 
become official by order of the 
Commission.  Given the current 
climate in Washington, and 
considering that these proposals 
are a direct response to 
Chairman Pitt’s request in 
February 2002, we expect to see 
prompt action by the SEC on 
this initiative. 
 

Richard A. Steinwurtzel, Washington, DC Stuart H. Gelfond, New York, NY 
Lawrence R. Bard, Washington, DC Lois Herzeca, New York, NY 
David A. Neuman, Washington, DC Michael A. Levitt, New York, NY 
 
 
 
October 22, 2002  
SecMail@ffhsj.com 
 
 

http://www.nasdaq.com/about/2002_139.pdf
http://www.nasdaq.com/about/2002_141.pdf
http://www.nasdaq.com/about/2002_140.pdf
http://www.nasdaq.com/about/2002_80.pdf
http://www.nasdaq.com/about/2002_85.pdf
http://www.nasdaq.com/about/2002_138.pdf
http://www.ffhsj.com/attorney_profile.php3?id=steinri
http://www.ffhsj.com/attorney_profile.php3?id=bardla
http://www.ffhsj.com/attorney_profile.php3?id=gelfost
http://www.ffhsj.com/attorney_profile.php3?id=herzelo
http://www.ffhsj.com/attorney_profile.php3?id=levitmi
http://www.ffhsj.com/associates.php3?id=neumada
mailto:secmail@ffhsj.com


 

Fried, Frank, Harris, Shriver & Jacobson  5 
Securities Regulation, Compliance and Enforcement Group 
 

SecMail® is published by the Securities Regulation, Compliance and Enforcement Group of, and is a registered 
trademark and servicemark of Fried, Frank, Harris, Shriver & Jacobson. 
 
SecMail® is provided free of charge to subscribers. If you would like to subscribe to this E-mail service, 
please send an E-mail message to SecMail@ffhsj.com and include your name, title, organization or company, 
mail address, telephone and fax numbers, and E-mail address.  
 
To view copies of previous SecMails, please visit our SecMail® archives at 
http://www.ffhsj.com/secreg/secarch.php3 
 
To view copies of previous Securities To Our Client Memoranda, please visit our archives at 
http://www.ffhsj.com/firmpubs.php?topic=Securities+Regulation%2C+Compliance+and+Enforcement  

 
 
Disclaimer. Terms of Service. Last updated: October 22, 2002  
Copyright © 2000-2002 Fried Frank Harris Shriver & Jacobson. All rights reserved 

mailto:secmail@ffhsj.com
http://www.ffhsj.com/secreg/secarch.php3
http://www.ffhsj.com/firmpubs.php?topic=Securities+Regulation%2C+Compliance+and+Enforcement
http://www.ffhsj.com/disclaimer.htm
http://www.ffhsj.com/t_o_service.htm

