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C Approves Revised Nasdaq Corporate Governance Proposals 

November 4, 2003, almost two years after the collapse of Enron, the SEC approved the final version of Nasdaq’s corporate 
ernance proposals (http://www.sec.gov/rules/sro/34-48745.htm), which were revised in response to comments received 
ing the rulemaking process.  The final Nasdaq corporate governance rules relate generally to board independence, 
pendent committees, codes of conduct, related party transactions and the applicability of the rules to foreign private 
ers.  The new rules will have both immediate and long-ranging effects on the organization and operations of listed 
panies. 

ndependent Directors.  Under the 
l rules, a majority of a company’s 
d of directors must consist of 
ependent” directors.  As a result of 
isions added in the rulemaking 
ess, a company must disclose in its 
al proxy (or, if the issuer does not file 

oxy, in its Form 10-K or Form 20-F) 
e directors that the board has 
rmined to be independent directors 
er the tightened Nasdaq definition.   

er current Nasdaq rules, an 
pendent director is “a person other 
 an officer or employee of the 
pany or its subsidiaries or any other 
vidual having a relationship, which, in 
pinion of the company’s board of 

ctors, would interfere with the 
cise of independent judgment in 
ying out the responsibilities of a 
ctor.”  The final rules retain this 

definition of independent director, but 
expand the list of per se disqualifications 
from independent status. 

First, the final rules disqualify from 
independent status a director who is, or 
was at any time during the past three 
years, employed by the company, 
including its parent and subsidiaries.  
Commentary added in the rulemaking 
process clarifies that “parent and 
subsidiaries” refers to entities the issuer 
controls and consolidates with for 
financial statement purposes, unless the 
issuer reflects such entity solely as an 
investment in its financial statements.  

Second, the final rules prohibit 
independent directors and their family 
members from accepting more than 
$60,000 in payments from a company, 
including its parent or subsidiaries, during 

the current or any of the past three fiscal 
years.  Commentary added during the 
rulemaking process clarifies that this per 
se disqualification is intended to capture 
situations where a payment is made 
directly to, or for the benefit of, the 
director or a family member of the 
director.  Such situations might include 
consulting or personal services contracts 
with, or political contributions to the 
campaign of, a director or a family 
member of a director. 

The following do not count towards the 
$60,000 cap: (i) compensation for board 
or board committee service; (ii) payments 
arising solely from investments in the 
company’s securities; (iii) compensation 
paid to a family member of a director who 
is a non-executive employee of the 
company, including its parent or 
subsidiaries; or (iv) benefits under a tax-
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Finally, the rules disqualify a director 
from independent status if the director or, 
as added during the rulemaking process, a 
family member of the director (i) is a 
current partner of the company’s outside 
auditor or (ii) was a partner or employee 
of the company’s outside auditor who 
worked on the company’s audit at any 
time during the past three years.  

qualified retirement plan, or non-
discretionary compensation.  An 
exception added during the rulemaking 
process also excludes from the cap loans 
permitted by Section 13(k) of the 
Securities Exchange Act of 1934, as 
amended (the “Exchange Act”). 

Third, directors are not independent if a 
family member of the director is, or at any 
time during the past three years was, 
employed as an executive officer (as 
defined in Rule 16a-1(f) under the 
Exchange Act) by the company or any 
parent or subsidiary of the company. 

Fourth, the final rules prohibit a director 
from being considered independent if the 
company made or received payments for 
property or services during the current or 
any of the past three fiscal years that 
exceed 5% of the recipient’s consolidated 
gross revenues for that year, or $200,000, 
whichever is more, to or from an entity, 
including charitable organizations and 
other not-for-profit entities, where the 
director or his family member is a partner 
(other than a limited partner), controlling 
shareholder or executive officer.  As 
proposed, payments arising solely from 
investments in the company’s securities 
are excluded from this test.  An additional 
exception was added during the 
rulemaking process for payments under 
non-discretionary charitable contribution 
matching programs.   

Fifth, the final rules disqualify a director 
who is, or who has a family member who 
is, employed as an executive officer of 
another entity where at any time during 
the last three years any of the executive 
officers of the listed company served on 
the compensation committee of such other 
entity.   

Commentary to the rules adds that 
“[b]ecause Nasdaq does not believe that 
ownership of company stock by itself 
would preclude a board finding of 
independence, it is not included in the 
aforementioned objective factors.” 

Under the current Nasdaq rules, the 
phrase “immediate family member” is 
defined to include a person’s spouse, 
parents, children, siblings, mother-in-law, 
father-in-law, brother-in-law, sister-in-
law, son-in-law, daughter-in-law and 
anyone who resides in such person’s 
home.  The final rules replace the phrase 
“immediate family member” and its 
definition with the phrase “family 
member,” which is defined to include “a 
person’s spouse, parents, children and 
siblings, whether by blood, marriage or 
adoption, or anyone residing in such 
person’s home.”   

The final rules include a new provision 
that allows issuers to cure deficiencies in 
compliance with the independence 
requirements that occur because of one 
vacancy or because one director ceases to 
be independent due to circumstances 
beyond their reasonable control.  In either 
circumstance, an issuer must be in 
compliance again by the earlier of the 
next shareholders meeting or one year 
from the occurrence of the event that 
causes the noncompliance.  An issuer 

relying on this provision must notify 
Nasdaq immediately upon learning of the 
event or circumstance that causes the 
noncompliance.  

Commentary added in the rulemaking 
process clarifies that the three-year look-
back periods referenced in the per se 
disqualifications commence on the date 
the relationship ceases.  For example, a 
director employed by the company is not 
independent until three years after such 
employment ceases.   

2.  Empowerment of Independent 
Directors.  The final rules require the 
independent directors to have regularly 
scheduled “executive sessions” at which 
only independent directors are present.  
Commentary to the rules suggests that 
executive sessions should occur at least 
twice a year, and perhaps more frequently, 
in conjunction with regularly scheduled 
board meetings. 

Unlike the revised New York Stock 
Exchange corporate governance rules, 
which were also finalized on November 4, 
2003 (http://www.ffhsj.com/secreg/ 
pdf/sc031104(1).pdf), Nasdaq does not 
specifically require companies to have 
compensation or nominations committees.  
However, the Nasdaq rules strengthen the 
role of independent directors in 
compensation and nomination decisions.  
Either a compensation committee 
comprised solely of independent directors 
and voting in executive session or a 
majority of the independent directors 
voting in executive session must 
determine, or recommend to the full board 
for determination, (i) the compensation of 
the chief executive officer and (ii) the 
compensation of all other officers (as 
defined in Rule 16a-1(f) under the 
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Exchange Act).  Either a nominations 
committee comprised solely of 
independent directors and voting in 
executive session or a majority of the 
independent directors voting in executive 
session must select, or recommend to the 
full board for selection, nominees for 
directors of the company.  Unlike the final 
NYSE rules, the final Nasdaq rules added 
provisions that permit independent 
committees or a majority of the 
independent directors to recommend 
certain actions to the full board, rather 
than requiring the independent directors to 
take such actions unilaterally.  These 
provisions were added in recognition of 
state corporate law and corporate practice 
and in response to several comments. 

The CEO may not be present during 
deliberations on CEO compensation.  The 
CEO may be present, but may not vote, 
during deliberations on the compensation 
of all other officers.    

A single non-independent director who is 
not a current officer, employee, or family 
member of an officer or employee, may 
serve on an independent compensation or 
nominations committee under an 
“exceptional and limited circumstances” 
exception if the committee has at least 
three members and the board determines 
that such 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 or nominations committee.  
In the proxy statement for the next annual 
meeting subsequent to such determination 
(or, if the issuer does not file a proxy, in 
its Form 10-K or 20-F), the company must 
disclose (i) the service of the non-
independent director on the compensation 
or nominations committee; (ii) the nature 

of the relationship between the non-
independent director and the company; 
and (iii) the reasons for the board’s 
determination that the non-independent 
director’s service is in the best interests of 
the company and its shareholders.  

Exceptions were added to the director 
nominations requirements in the 
rulemaking process for situations where 
(i) a third party has the legal right to 
nominate a director or (ii) a company is 
subject to a binding obligation that 
requires a director nomination structure 
inconsistent with the rule which 
obligation pre-dates Nasdaq’s new rules.   

The proposed exception to the nominating 
committee independence requirements for 
a 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, was deleted 
during the rulemaking process.   

3.  Nominations/Audit Committee 
Charters and Audit Committee Duties.  
A provision added in the rulemaking 
process requires companies to have a 
formal written charter or board resolution, 
as applicable, addressing the director 
nominations process and such related 
matters as may be required under the 
federal securities laws.  The charter may 
apply either to the nominating committee, 
or alternatively, to the independent 
directors involved in the nominations 
process.  The company must certify to 
Nasdaq that it has adopted such a charter. 

The existing Nasdaq rule that requires 
each issuer to certify that it has adopted a 
formal written audit committee charter 
and that the audit committee has reviewed 
and reassessed the adequacy of the formal 
written charter on an annual basis remains 

unchanged.  The new rules require the 
audit committee charter to specify the 
audit committee’s purpose of overseeing 
the accounting and financial reporting 
processes of the issuer and the audits of 
the financial statements of the issuer.  The 
audit committee charter must also grant 
the committee sufficient responsibilities 
and authority necessary to comply with 
provisions under Rule 10A-3 of the 
Exchange Act relating to (i) oversight of 
registered public accounting firms; (ii) 
complaints relating to accounting, internal 
accounting controls or auditing matters; 
(iii) authority to engage advisors; and (iv) 
funding as determined by the audit 
committee.    

4.  Audit Committee Membership.  
Each issuer must have an audit committee 
consisting of at least three members.  To 
be eligible for membership on an audit 
committee, a director must: (i) qualify as 
an independent director under the 
tightened Nasdaq definition; (ii) meet the 
criteria for independence set forth in Rule 
10A-3(b)(1) under the Exchange Act; and 
(iii) be able to read and understand 
fundamental financial statements.  
Contrary to Nasdaq’s current rules, it 
would not be sufficient for the audit 
committee member to become able to read 
and understand financial statements 
within a reasonable period of time after 
appointment to the committee.  A 
provision added in the rulemaking process 
prohibits audit committee membership to 
a director who has participated in the 
preparation of the financial statements of 
the company or any current subsidiary of 
the company at any time during the past 
three years.   

Pursuant to an amendment to the rule 
proposal filed by Nasdaq on July 15, 
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2003, the final rules do not include the 
proposed safe harbor for audit committee 
independence for directors who own or 
control more than 20% of the issuer’s 
voting securities.  The July amendment 
synchronized the Nasdaq standard for 
audit committee independence with Rule 
10A-3 under the Exchange Act, which set 
the safe harbor for audit committee 
purposes at 10%.  Nasdaq recommends 
that an issuer disclose in its annual proxy 
(or, if the issuer does not file a proxy, in 
its Form 10-K or 20-F) if any director is 
deemed independent but falls outside the 
SEC’s 10% safe harbor provision for audit 
committee membership. 

The final rules preserve Nasdaq’s existing 
requirements that at least one audit 
committee member be “financially 
sophisticated,” which for Nasdaq 
purposes includes being or having been a 
CEO, CFO or other senior officer with 
financial oversight responsibilities.  
Commentary added in the rulemaking 
process clarifies that a director who 
qualifies as an “audit committee financial 
expert” under Item 401(h) of Regulation 
S-K presumably qualifies as a “financially 
sophisticated” audit committee member 
under the Nasdaq rules.  

Only one non-independent director may 
serve on the audit committee under an 
“exceptional and limited circumstances” if 
(i) that director (a) meets the criteria set 
forth in Section 10A(m)(3) under the 
Exchange Act and (b) is not a current 
officer or employee of the company or a 
family member of such person and (ii) the 
board determines that the non-
independent director’s service is required 
by the best interests of the company and 
its shareholders.  In the proxy statement 
for the next annual meeting subsequent to 

such determination (or, if the issuer does 
not file a proxy, in its Form 10-K or 
20-F), the company must disclose (i) the 
service of the non-independent director on 
the audit committee; (ii) the nature of the 
relationship between the non-independent 
director and the company; and (iii) the 
reasons for the board’s determination that 
the non-independent director’s service is 
in the best interests of the company and its 
shareholders.  The non-independent 
director may serve on the audit committee 
for a maximum of two years under this 
exception and may not chair the audit 
committee. 

The final version of the rules adds two 
circumstances in which an issuer may 
have a specific time period to cure a 
deficiency in audit committee 
composition.  If an audit committee 
member ceases to be independent for 
reasons outside the member’s reasonable 
control, that member may remain on the 
audit committee until the earlier of the 
next annual shareholders meeting or one 
year from the occurrence of the event that 
caused the noncompliance.  In addition, if 
an issuer fails to satisfy the audit 
committee composition requirements due 
to one vacancy on the committee, the 
issuer may allow the vacancy to continue 
until the earlier of the next annual 
shareholders meeting or one year from the 
occurrence of the event that caused the 
failure to comply with the requirements.  
A company may only rely on one cure 
period at a time, and must provide notice 
to Nasdaq immediately upon learning of 
the event or circumstance that caused the 
noncompliance. 

5.  Notification Responsibilities.  
Companies are required to provide 
Nasdaq with prompt notification after an 

executive officer becomes aware of any 
material noncompliance by the issuer with 
any of Nasdaq’s qualitative listing 
requirements.  As originally proposed, 
this requirement would only have required 
a company to notify Nasdaq after an 
executive officer of the company becomes 
aware of material noncompliance by the 
issuer with the rules relating to audit 
committees. 

6.  Controlled Companies.  “Controlled 
companies,” defined as companies where 
more than 50% of the voting power is 
held by an individual, a group or another 
company, are exempt from the 
requirements regarding board 
independence, compensation committees 
and nominations committees.  In order for 
a group to exist for purposes of this rule, 
the shareholders must have publicly filed 
a notice that they are acting as a group 
(e.g., a Schedule 13D).  A controlled 
company that relies on this exemption 
must disclose in its proxy statement or, if 
the issuer does not file a proxy, in its 
Form 10-K or 20-F (i) its status as a 
controlled company and (ii) the basis for 
determining that it is a controlled 
company.  Controlled companies remain 
subject to the audit committee 
requirements and, in a provision added in 
the rulemaking process, to the executive 
session requirement.   

7.  Codes of Conduct.  The final Nasdaq 
rules require issuers to adopt publicly 
available codes of conduct applicable to 
all directors, officers and employees.  The 
code of conduct must comply with the 
definition of “code of ethics” outlined in 
Section 406 of the Sarbanes-Oxley Act of 
2002 and the rules promulgated 
thereunder.  Thus, the code must include 
such standards as are reasonably 
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necessary to promote the ethical handling 
of conflicts of interest, full and fair 
disclosure, and compliance with laws, 
rules and regulations, as specified by the 
Sarbanes-Oxley Act.  In addition, the code 
of conduct must also provide for an 
enforcement mechanism.   

As noted, the final Nasdaq rules require 
the code of conduct to apply to all 
directors, officers and employees.  Issuers 
can satisfy this obligation by adopting one 
or more codes of conduct, such that all 
directors, officers and employees are 
subject to a code that satisfies the 
definition of a “code of ethics.”  Any 
waivers of the code for directors or 
executive officers must be approved by 
the board and must be disclosed, along 
with the reasons for the waiver, in a Form 
8-K within five days.   

8.  Related Party Transactions.  Under 
its current rules, Nasdaq requires each 
issuer to conduct an appropriate review of 
all related party transactions for potential 
conflict of interest situations and to utilize 
the audit committee to review such 
transactions “where appropriate.”  Under 
the final Nasdaq rules, all such 
transactions would need to be approved 
by the company’s audit committee or 
another independent body of the board of 
directors.  The term “related party 
transactions” refers to all transactions 
required to be disclosed pursuant to Item 
404 of Regulation S-K.   

9.  Foreign Private Issuers.  Currently, 
all non-U.S. issuers may receive 
exemptions from Nasdaq’s corporate 
governance requirements upon a showing 
by such an issuer that the requirements are 
contrary to the laws, rules, regulations or 
generally accepted business practices of 

such issuer’s home country.  The final 
Nasdaq rules limit the availability of this 
exemption to foreign private issuers, as 
opposed to all non-U.S. issuers, who must 
then disclose in their annual reports each 
requirement from which they have 
received an exemption and describe any 
alternative practice they follow in lieu of 
such requirements.  Both U.S. and foreign 
counsel to the foreign private issuer will 
need to work together to determine 
appropriate disclosure.  A Nasdaq waiver 
is not available for the audit committee 
requirements of Section 10A(m) of the 
Exchange Act and Rule 10A-3 thereunder.  
Issuers may request exemptions under this 
rule by submitting a letter from their 
home country counsel to Nasdaq that 
briefly describes the company’s practice 
and the applicable laws, rules, regulations 
or generally accepted business practices 
of the home country.  This is in sharp 
contrast to the final NYSE rules, which 
automatically allow listed foreign private 
issuers to follow home country practices 
in lieu of most NYSE corporate 
governance rules. 

10.  Timeline.  The final rules relating to 
board independence and independent 
committees, as well as the new 
notification requirements, will take effect 
by the earlier of (i) a company’s first 
annual meeting occurring after January 
15, 2004 or (ii) October 31, 2004.  In the 
case of an issuer with a staggered board, 
with the exception of the audit committee 
requirements, the issuer will have until its 
second annual meeting after January 15, 
2004, but not later than December 31, 
2005, to implement the new requirements 
related to board composition, if the issuer 
would be required to change a director 
who would not normally stand for election 
at an earlier annual meeting.  Foreign 

private issuers and small business issuers 
must achieve compliance with these rules 
by July 31, 2005.   

Compliance with the rules related to codes 
of conduct is required six months after 
approval by the SEC.  In addition, the rule 
regarding related party transactions takes 
effect January 15, 2004.  The disclosure 
requirements applicable to foreign private 
issuers will be effective for new listings 
and filings made after January 1, 2004.  
Finally, the limitation of non-U.S. issuers 
who may apply for corporate governance 
waivers to foreign private issuers will be 
effective July 31, 2005.   

11.  Status of Other Corporate 
Governance Proposals.  A number of 
other important changes to Nasdaq 
governance and disclosure rules recently 
have been approved or remain pending. 

Harmonization with Regulation FD.  On 
November 25, 2002, the SEC approved a 
Nasdaq proposal to harmonize the Nasdaq 
rule requiring disclosure of material 
information by press release with 
Regulation FD.  The final Nasdaq rule, 
which is currently effective, allows issuers 
to disclose material events by using any 
Regulation FD compliant method, so long 
as the public is provided adequate notice 
and access. 

Shareholder Approval of Equity 
Compensation Plans.  On June 30, 2003, 
the SEC approved the final Nasdaq rule 
relating to shareholder approval of equity 
compensation plans.  On October 14, 
2003, the SEC approved minor 
amendments to the final rule and solicited 
comments on the amendments.  The 
amendments largely conform the Nasdaq 
rule to the NYSE rule (for example, 
requiring prompt disclosure when an 
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issuer relies on, among other things, the 
inducement exception).    

Six-Month Pilot Program Establishing 
Fees for Written Interpretations of 
Nasdaq Listing Rules.  On September 4, 
2003, the SEC approved a six-month pilot 
program under which Nasdaq will charge 
$2,000 for interpretation letters regarding 
the Nasdaq listing rules.  In addition, if a 
response is needed in advance of the 
general four week response time, an 
expedited service is available for a fee of 
$10,000.  According to Nasdaq, the shift 
to the new fee-based system is in response 
to the fact that the transactions for which 
issuers are seeking interpretations have 
grown in complexity and have resulted in 
the Nasdaq staff spending an increased 
amount of time on interpretation letters.  
Nasdaq does not impose fees for requests 
related to an initial listing on Nasdaq or 
requests for an exception under NASD 
Rule 4350(i)(2) from the requirements for 
shareholder approval of equity 
compensation plans.  Finally, the Nasdaq 
Board of Directors has the discretion to 
waive all or any part of the written 
interpretation fee.  The pilot program will 
last through March 31, 2004. 

Insider Participation in Discounted 
Private Placements.  On March 14, 2003, 
Nasdaq filed with the SEC a proposed 
rule change that generally requires 

shareholder approval in connection with a 
transaction other than a public offering 
involving the sale, issuance or potential 
issuance by the company of common 
stock (or securities convertible into or 
exercisable for common stock) to officers 
and directors of the company for less than 
the market value of the stock.  However, 
shareholder approval would not be 
required if the total number of shares 
issued to officers and directors is less than 
5% of the total shares issued in the 
transaction and less than 1% of the total 
shares outstanding before the issuance.  
This proposal has not been published by 
the SEC for notice and comment. 

Definition of Change of Control.  On 
March 28, 2003, Nasdaq filed with the 
SEC a proposed rule change to define the 
term “change of control” for purposes of 
certain notification and shareholder 
approval requirements.  Nasdaq currently 
requires shareholder approval when an 
issuance or a potential issuance of 
securities will result in a “change of 
control.”  Existing rules also require an 
issuer to notify Nasdaq no later than 15 
calendar days prior to issuing securities 
that may potentially result in a “change of 
control.”  Existing rules do not, however, 
define the term “change of control.”  
Instead, Nasdaq considers a number of 
factors in determining whether a change 
of control will occur as a result of a 

particular transaction, the most significant 
of which is the investor’s post-transaction 
ownership and/or voting level.  
Specifically, Nasdaq (i) presumes that a 
change of control has not occurred in a 
transaction involving an issuance in which 
an investor or an affiliated group of 
investors holds less than 20% of the 
common stock or voting power on a post-
transaction basis; (ii) presumes that a 
change of control has occurred if the 
transaction results in an issuance in which 
an investor holds more than 30% of the 
common stock or voting power on a post-
transaction basis; and (iii) closely 
examines additional factors in a case 
where an investor holds between 20% and 
30% of the common stock or voting 
power on a post-transaction basis.  To 
provide greater clarity for issuers, Nasdaq 
has proposed a definition under which 
change of control means, with certain 
exceptions, “that an investor or a group of 
investors acquires, or obtains the right to 
acquire, 20% or more of the common 
stock (or securities convertible into or 
exercisable for common stock) or the 
voting power of an issuer on a post-
transaction basis.”  This proposal has not 
been published by the SEC for notice and 
comment. 
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