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EFFECT OF SARBANES-OXLEY ACT
ON M & A TRANSACTIONS

By
Byron F. Egan, Dallas, TX"

On July 30, 2002, President Bush signed the Sarbanes-Oxley Act of 2002 (H.R. 3763)
(* SOX”) intended to protect investors by improving the accuracy and reliability of corporate
disclosures made pursuant to the securities laws. This is the “tough new corporate fraud bill”
trumpeted by the politicians and in the media® Among other things, SOX amends the Securities
Exchange Act of 1934 (the “ 1934 Act” ) and the Securities Act of 1933 (the “ 1933 Act”).

Although SOX does have some specific provisions, and generally establishes someimportant
public policy changes, it isbeing implemented in large part through rules adopted and to be adopted
by the Securities and Exchange Commission (“ SEC” ). Asisaways the case with broad grants of
authority to a regulatory body, the rules contain some surprises, some of which may not be
appreciated initially. Furthermore, the SEC is taking the opportunity through further rulemaking
under SOX, aswell as taking action on corporate governance proposals of the stock exchanges, to
delve much farther into corporate governancethan it hasin the past.> Adaptation to SOX isproving
costly both domestically and internationally.®

] Copyright© 2005 by Byron F. Egan. All rights reserved.
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PatriciaWilson, Bush Sgns Tough New Corporate Fraud Bill, MONTERY HERALD, July 30, 2002, availableat
http://www.mercurynews.com/mld/montereyherald/business/financial_markets/3762106.htm?1C.

On November 24, 2003, the SEC adopted new proxy statement rules requiring expanded disclosure of
companies’ director nomination processes and specific disclosure of procedures by which shareholders may
communicate with directors. Disclosure Regarding Nominating Committee Functions and Communications
Between Security Holders and Boards of Directors, Securities Act Release No. 8340, Exchange Act Release
No. 48,825, 68 Fed. Reg. 66,992 (Nov. 28, 2003), available at http://www.sec.gov/rules/final/33-8340.htm.
Theserulesfollowed the July 15, 2003, rel ease of an SEC Staff report recommending anumber of proxy rules
changes, including recommendations about these proposed proxy statement rules and rulesto be proposed that
would provide, under certain circumstances, direct shareholder access to the company’s proxy materialsin
connection with the nomination of directors. SEC Staff Report: Review of the Proxy Process Regarding the
Nomination and Election of Directors, SEC Division of Corporation Finance, July 15, 2003, available at
http://www.sec.gov/news/studies/proxyreport.pdf. A rule proposal was also made at the time. Disclosure
Regarding Nominating Committee Functions and Communications Between Security Holders and Boards of
Directors, Exchange Act Release No. 48,301, 68 Fed. Reg. 48,724 (proposed Aug. 14, 2003), available at
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l.
SUMMARY

To What Companies Does SOX Apply. SOXs generaly applicable to all companies
required to file reports with the SEC under the 1934 Act (“ reporting companies’) or that have a
registration statement on file with the SEC under the 1933 Act, in each case regardless of size
(collectively, “ public companies” or “issuers’). Some of the SOX provisions apply only to
companies listed on a national securities exchange® (“ listed companies’ ), such as the New Y ork
Stock Exchange (“ NYSE”) or the NASDAQ Stock Market (“ NASDAQ" )® (the national securities
exchangesand NASDAQ arereferred to collectively as* SROs’ ), but not to companiestraded on the
NASD Over The Counter Bulletin Board or quoted in the Pink Sheetsor the Y ellow Sheets.® Small
businessissuersthat file reportson Form 10-QSB and Form 10-K SB are subject to SOX generdlyin
the same ways as larger companies although some specifics vary (references herein to Forms 10-Q
and 10-K include Forms 10-QSB and 10-KSB).”

http://www.sec.gov/rules/proposed/34-48301.htm. See Leo E. String, Jr., Derivative Impact? Some Early
Reflections on the Corporation Law Impacts of the Enron Debacle, 57 Bus. Lawyer 1371 (Aug. 2002).

Disclosure and compliance budgets for publicly traded companies are increasing by 90% or more across the
board, with the biggest cost increase being for accounting (105% before internal controls work). See James
Morrow, Costly Compliance, CHIEF LEGAL EXECUTIVE, Spring 2003, at 58.

4 17 CFR § 240.6a(2004). A “national securities exchange” is an exchange registered as such under 1934 Act
86. There are currently nine national securities exchanges registered under 1934 Act 86(a): the American
Stock Exchange (AMEX), the Boston Stock Exchange, the Chicago Board Options Exchange (CBOE), the
Chicago Stock Exchange, the Cincinnati Stock Exchange, the International Stock Exchange, the New Y ork
Stock Exchange (NY SE), the Philadel phia Stock Exchange, and the Pacific Stock Exchange.

° 17 CFR § 240.15A (2004). A “national securities association” is an association of brokers and dealers
registered as such under 1934 Act 815A. The National Association of Securities Dealers(* NASD” ) istheonly
national securitiesassociation registered with the SEC under 1934 Act 815A(a). The NASD partialy ownsand
operatesthe NASDAQ Stock Market (“ NASDAQ" ), which hasfiled an application withthe SEC to register asa
national securities exchange.

6 The OTC Bulletin Board, the Pink Sheets, and the Y ellow Sheets are quotation systems that do not provide
issuers with the ability to list their securities. Eachisaquotation medium that collects and distributes market
maker quotesto subscribers. Theseinterdeal er quotations systems do not maintain or imposelisting standards,
nor do they have alisting agreement or arrangement with the i ssuers whose securities are quoted through them.
Although market makers may be required to review and maintain specified information about the issuer and to
furnish that information to the interdealer quotation system, the issuers whose securities are quoted on the
systems do not have any filing or reporting requirements to the system. See Standards Relating to Listed
Company Audit Committees, Securities Act Release No. 8220, Exchange Act Release No. 47,654, 68 Fed. Reg.
18,788 (April 16, 2003), available at www.sec.gov/rules/final/33-8220.htm [hereinafter the “ SOX § 301
Release” ].

! 17 CFR § 240.0-10(a) (2004). “Small businessissuer” isdefined in 1934 Act Rule 0-10(a) as an issuer (other
than an investment company) that had total assets of $5 million or less on the last day of its most recent fiscal
year, except that for the purposes of determining eligibility to use Forms 10-KSB and 10-QSB that term is
defined inthe 1934 Act Rule asa United States (“ U.S.” ) or Canadian issuer with neither annual revenues nor
“public float” (aggregate market val ue of its outstanding voting and non-voting common equity held by non-
affiliates) of $25,000,000 or more. Some of the rules adopted under SOX apply more quickly to larger
companiesthat are defined as “ accelerated filers’ under 1934 Act Rule 12b-2 (generally issuers with apublic

2
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SOX and the SEC's rules thereunder are applicable in many, but not all, respects to (i)
investment companiesregistered under the Investment Company Act of 1940 (the* 1940 Act” ) and
(i) public companies domiciled outside of the U.S. (“ foreign companies’ ).

Companies that file periodic reports with the SEC solely to comply with covenants under
debt instruments, to facilitate sales of securities under Rule 144, or for other corporate purposes
(“ voluntary filers’), rather than pursuant to statutory or regulatory requirements to make such
filings, are not issuers and generally are not required to comply with most of the corporate
governance provisions of SOX.? The SEC’s rules and forms implementing SOX that require
disclosure in periodic reports filed with the SEC apply to voluntary filers by virtue of the fact that
voluntary filersare contractually required tofile periodic reportsin theform prescribed by therules
and regulations of the SEC.*® The SEC appears to be making a distinction in its rules between
governance requirements under the Act (which tend to apply only to statutory “issuers’) and
disclosure requirements (which tend to apply to al companies filing reports under the 1934 Act).

While SOX is generally applicable only to public companies, there are three important
exceptions: (i) SOX Sections 802 and 1102 makeit acrimefor any person to alter, destroy, mutilate
or conceal arecord or document so as to (x) impede, obstruct or influence an investigation or (y)
impair the object’ sintegrity or availability for usein an official proceeding; (ii) SOX Section 1107
makes it a crime to knowingly, with the intent to retaliate, take any action harmful to a person for
providing to alaw enforcement officer truthful information relating to the commission of any federa
offense; and (iii) SOX Section 904 raises the crimina monetary penalties for violation of the
reporting and disclosure requirements of the Employee Retirement Income Security Act of 1974
(“ ERISA”). Thesethree provisionsare applicableto private and nonprofit entitiesaswell as public
companies.

Further, the principles of SOX are being applied by the marketplace to privately held
companies and nonprofit entities. Private companies that contemplate going public, seeking
financing from investors whose exit strategy is a public offering or being acquired by a public

common equity float of $75 million or more as of the last business day of theissuer’ s most recently completed
second fiscal quarter that have been reporting companies for at least 12 months).

8 17 CFR § 240.3b-4 (2004). Many of the SEC rules promulgated under SOX’ sdirectives provide limited relief
from some SOX provisions for the “foreign private issuer,” which is defined in 1934 Act Rule 3b-4(c) asa
private corporation or other organization incorporated outside of the U.S., aslong as:

° More than 50% of the issuer’'s outstanding voting securities are not directly or indirectly held of
record by U.S. residents;

° The mgjority of the executive officers or directors are not U.S. citizens or residents;

° More than 50% of the issuer’s assets are not located in the U.S.; and;

° Theissuer’sbusinessis not administered principally in the U.S.

See infra Section XI11I.

See Question 1, Division of Corporation Finance: Sarbanes-Oxley Act of 2002 — Frequently Asked Questions
(revised November 14, 2002), at http://www.sec.gov/divisions/corpfin/fags/soxact2002.htm.

10 Id.
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comp?lny, may find it advantageous or necessary to conduct their affairs asif they were subject to
SOX.

Accounting Firm Regulation. SOX creates a five-member board appointed by the SEC
called the Public Company Accounting Oversight Board (the* PCAOB” ) to oversee the accounting
firms that serve public companies and to establish accounting standards and rules.** SOX does not
address the accounting for stock options, but the PCAOB would have the power to do so. The
PCAOB is aprivate, non-profit corporation to be funded by assessing public companies based on
their market capitalization.™® It hasthe authority to subpoenadocuments from public companies.'*
The PCAOB isrequired to notify the SEC of any pending PCAOB investigationsinvolving potential
violations of the securitieslaws.®> Additionally, SOX providesthat the PCAOB should coordinate
itseffortswith the SEC’ s enforcement division as necessary to protect ongoing SEC investigations.™

Restrictionson Providing Non-Audit Servicesto Audit Clients. SOX and the SEC rules
thereunder restrict the services accounting firms may offer to clients.’” Among the services that
audit firmsmay not providefor their audit clientsare (1) bookkeeping or other servicesrelated to the
accounting records or financial statements of the audit client; (2) financial information systems
design and implementation; (3) appraisal or valuation services, fairness opinions, or contribution-in-
kind reports; (4) actuarial services; (5) internal audit outsourcing services, (6) management functions
or human resources; (7) broker or dealer, investment adviser, or investment banking services; (8)
legal services; and (9) expert services unrelated to the audit.'® Accounting firms may generally
provide tax services to their audit clients, but may not represent them in tax litigation.*

Enhanced Audit Committee Requirements/Responsibilities SOX provides, and the SEC
has adopted rules such that, audit committees® of listed companies (i) must have direct

n Seeinfra Section X1V.

12 Seeinfra Section I1.

B Id.

u Id.

1 Id.

16 SOX § 105, 15 U.S.C.A. § 7215 (West Supp. 2004) [hereinafter “SOX § 105"].

v Seeinfra “Prohibited Non-Audit Services’ in Section I11.

18 Id.

10 See Fay Hansen, Separating Audit and Tax, Business Finance, May 2003, at 35, available at
http://www.busi nessfinancemag.com/magazine/archivesarticle.html ?articlel D=13963.

20 SOX § 2(a)(3), 15 U.S.C.A. § 7201 (West Supp. 2004). SOX § 205 amended the 1934 Act § 3(a)(58) and

included thisdefinition of an audit committee withinthat act. See15U.S.C.A. 8 78¢(8)(58) (West Supp. 2004).
The provision reads:

(58) Audit Committee. Theterm “audit committee” means—

(A) A committee (or equivalent body) established by and amongst the board of directors of
an issuer for the purpose of overseeing the accounting and financial reporting processes of
the issuer and audits of the financial statements of the issuer; and

(B) If no such committee exists with respect to an issuer, the entire board of directors of the
issuer.

4066570v.1



responsibility for the appointment, compensation, and oversight (including the resolution of
disagreements between management and the auditors regarding financial reporting) of the auditors;
(if) must be composed solely of independent directors, which means that each member may not,
other than as compensation for service on the board of directorsor any of its committees, accept any
consulting, advisory, or other compensation from theissuer, directly or indirectly, or bean officer or
other affiliate of theissuer; and (iii) must be responsible for establishing proceduresfor the receipt,
retention, and treatment of complaints regarding accounting, internal accounting controls, or auditing
matters, and the confidential, anonymous submission by employees of theissuer (* whistleblowers’)
of concerns regarding any questionable accounting or auditing matters.®* Whistleblowers are
protected against discharge or discrimination by an issuer.?

Issuers are required to disclose (i) the members of the audit committee and (ii) whether the
audit committee has an “audit committee financial expert” and, if so, his or her name.?®

SOX requires that auditors report to audit committees regarding (a) all critical accounting
policies and practices to be used and (b) all aternative treatments of financia information within
generally accepted accounting principlesfor financia reportinginthe U.S. (* GAAP” ) that have been
discussed with management.”

SOX requires audit committee pre-approval of al auditing services and non-audit services
provided by anissuer’ sauditor.”> Theaudit committee may delegate the pre-approval responsibility
to a subcommittee of one or more independent directors.

CEOI/CFO Certifications. SOX contains two different provisions that require the chief
executive officer (* CEO” ) and chief financia officer (* CFO”) of each reporting company to sign
and certify company SEC periodic reports, with possible crimina and civil penalties for false
statements.”® Theresult isthat CEOs and CFOs must each sign two separate certificationsin their
companies periodic reports, one certificate being required by rules adopted by the SEC under an
amendment to the 1934 Act (the * SOX 8302 Certification” ) and the other being required by an
amendment to the Federal criminal code (the SOX §906 Certification” ).2” Chairpersonsof boards
of directors who are not executive officers are not required to certify the reports.

Improperly Influencing Auditors. Pursuant to SOX, the SEC has adopted a rule that
specifically prohibits officers and directors and “persons acting under [their] direction” (which
would include attorneys), from coercing, manipulating, misleading, or fraudulently influencing an
auditor “engaged in the performance of an audit” of the issuer’s financial statements when the

2 Seeinfra “ Audit Committees” in Section V.

z Seeinfra “Whistleblower Protection” in Section IX.

= Seeinfra “Audit Committee Financial Experts’ in Section V.

2 Seeinfra “Auditor Reports to Audit Committees” in Section I11.

% Seeinfra “ Audit Committee Pre-Approval of All Audit and Non-Audit Services’ in Section I11.
% Seeinfra “CEO/CFO Certifications” in Section 1V.

2 Id.
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officer, director, or other person “knew or should have known” that the action, if successful, could
result in rendering the issuer’s financial statements filed with the SEC materially misleading.®

Enhanced Attorney Responsibilities. The SEC has adopted under SOX rules of
professional responsibility for attorneys representing public companies before the SEC, including:
(2) requiring an attorney to report evidence of amateria violation of any U.S. law or fiduciary duty
tothechief legal officer (* CLO” ) or the CEO of the company and (2) if corporate executives do not
respond appropriately, requiring the attorney to report to an appropriate committee of independent
directors or to the board of directors.?®

CEO/CFO Reimbursement to I ssuer. SOX providesthat, if anissuer isrequired to restate
its financial statements owing to noncompliance with securities laws, the CEO and CFO must
reimbursetheissuer for (1) any bonus or incentive or equity based compensation received in the 12
months prior to the restatement and (2) any profits realized from the sale of issuer securitieswithin
the preceding 12 months.*

Insider Trading Freeze During Plan Blackout. Company executives and directors are
restricted from trading stock during periods when employees cannot trade retirement fund-held
company stock (“ blackout periods’ ). Theseinsidersare prohibited from engagingin transactions
in any equity security of the issuer during any blackout period when at least half of the issuer’s
individual account plan participants are not permitted to purchase, sell, or otherwise transfer their
interestsin that security.*

Insider Loans. SOX prohibits issuers from making loans to their directors or executive
officers.® There are exceptions for existing loans, for credit card companies to extend credit on
credit cardsissued by them, for securitiesfirmsto maintain margin account balances, and for certain
regulated loans by banks.**

Disclosur e Enhancements. Public companieswill berequiredto publicly disclosein“plain
English” additional information concerning material changes in their financial condition or
operations on a “real time” basis.*® SEC rulemaking is defining the specific requirements of the
enhanced reporting.

SOXnstructsthe SECtorequireby rule: (1) Form 10 -K and 10-Q disclosure of al material
off-balance sheet transacti ons and rel ationshi pswith unconsolidated entitiesthat may haveamateria
effect upon thefinancial statusof anissuer and (2) presentation of proformafinancia informationin

% Seeinfra “Misleading Statements to Auditors” in Section V.
2 Seeinfra “Enhanced Attorney Responsibilities’ in Section I V.
%0 Seeinfra “ CEO/CFO Reimbursement to I ssuer” in Section V.
3 Seeinfra “Insider Trading Freeze During Plan Blackout” in Section IV.
% Id.
s See infra “ Prohibition on Loans to Directors or Officers’ in Section V.
¥ Id.
® Seeinfra “Accelerated Disclosurein Plain English” in Section V.
6
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amanner that is not misleading and which is reconcilable with the financia condition of the issuer
under generally accepted accounting principles (“ GAAP” ).%* The SEC has adopted rule changes
under SOX designed to address reporting companies’ use of “non-GAAP financial measures’ in
various situations, including (i) Regulation G which applieswhenever areporting company publicly
discloses or releases material information that includes a non-GAAP financial measure and (i)
amendmentsto Item 10 of Regulation S-K to include a statement concerning the use of non-GAAP
financial measures in filings with the SEC.%’

Effective August 23, 2004, the SEC has adopted amendments to Form 8-K, which require
disclosure of additional items for al public companies.® In addition to the new disclosure items,
many of the old disclosure items were reworked. New Item 2.02 incorporates the substantive
disclosures previously required by Item 12, “ Results of Operations and Financial Condition.” Item
2.02 requiresissuersto furnish to the SEC all releases or announcements disclosing material non-
public financial information about completed annual or quarterly periods.*

SOX amends Section 16(a) of the 1934 Act to require officers, directors, and 10%
shareholdersto file Form 4 with the SEC reporting (i) achangein ownership of equity securities or
(i) the purchase or sale of asecurity based swap agreement involving an equity security “beforethe
end of the second busi ness day following the busi ness day on which the subject transaction hasbeen
executed. . .”*° and the SEC has amended Regul ation S-T to requireinsidersto file Forms3, 4, and 5
(§16(a) reports) with the SEC on EDGAR.*" The rules aso require an issuer that maintains a
corporate websiteto post onitswebsiteall Forms 3, 4, and 5 filed with respect to itsequity securities
by the end of the business day after filing.*

SOX also requiresthe SEC to regularly and systematically review corporate filings.** Each
issuer must be reviewed at least every three years.** Material restatements, the level of market
capitaliz%tion and price volatility are factors specified for the SEC to consider in scheduling
reviews.

Internal Controls. Asdirected by SOX, the SEC has prescribed rules mandating inclusion
of an interna control report and assessment in Form 10-K annual reports.*® The internal control
report isrequired to (1) state the responsibility of management for establishing and maintaining an

% See infra “ Off-Balance Sheet Transactions; Use of Non-GAAP Financial Measures” in Section V.
¥ Id.
8 See Additional Form 8-K Disclosure Requirements and Acceleration of Filing Date, Release No. 33-8400,
(May 16, 2004), available at http://www.sec.gov/rules/final/33-8400.htm.
¥ Seeinfra “Form 8-K Filing of Earnings Release” in Section V.
40 Seeinfra“Accelerated §16(a) Reporting in Section V.
o Id.
” Id.
4 Seeinfra “Systematic SEC Review of 1934 Act Filing” in Section V.Id.
“ Id.
® Id.
a6 Seeinfra “Internal Controls’ in Section V.
7
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adequate internal control structure and procedures for financia reporting and (2) contain an
assessment, as of the end of the most recent fiscal year of the issuer, of the effectiveness of the
internal control structure and procedures of theissuer for financial reporting.*” SOX further requires
the public accounting firm that issuesthe audit report to attest to, and report on, the assessment made
by corporate management on internal controls.*®

Codesof Ethics. The SEC hasadopted rulesthat require reporting companiesto discloseon
Form 10-K:

*  Whether the issuer has adopted a code of ethics that applies to the issuer’s principal
executive officer, principa financial officer, principal accounting officer or controller, or
persons performing similar functions; and,

« If theissuer has not adopted such a code of ethics, the reasonsit has not done so0.*°

Record Retention. SOX and SEC rules thereunder prohibit (1) destroying, altering,
concealing, or falsifying recordswith theintent to obstruct or influence an investigation in amatter
in Federal jurisdiction or in bankruptcy and (2) auditor failure to maintain for afive-year period all
audit or review work papers pertaining to an issuer.>

Criminal and Civil Sanctions. SOX mandates maximum sentences of 20 years for such
crimes as mail and wire fraud and maximum sentences of up to 25 yearsfor securitiesfraud.® Civil
penalties are also increased.”> SOX restricts the discharge of such obligationsin bankruptcy.*

SOX Organization. SOX isorganized in eleven titles which are summarized below with
emphasis on those parts most relevant to public companies. Rulesadopted by the SEC to date under
SOX are generally discussed below in relation to SOX provisions being implemented thereby.

.
PUBLIC COMPANY ACCOUNTING OVERSIGHT BOARD (SOX TITLE 1)

SOX establishes the PCAOB to: (1) register accounting firms that prepare audit reports on
U.S. public companies; (2) write and administer rules governing auditor (i) auditing standards; (ii)
quality control; (iii) ethics; and (iv) independence; (3) conduct inspections of registered accounting
firms in relation to audits of U.S. public companies; and (4) conduct investigations, bringing
disciplinary proceedings and imposing sanctions for violations related to the preparation of audit

4 Id.

8 d.

49 Seeinfra “Codes of Ethics’ in Section V.

%0 Seeinfra “Records Retention” in Section 1X.

51 Seeinfra Sections IX, X and XII.

52 Id

%3 SOX § 803, amending 11 U.S.C.A. § 523 (West Supp. 2004) [hereinafter “ SOX § 803" ].

8
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reports on the financial statements of U.S. public companies.> The PCAOB is not charged with
licensing individual accountants.

The PCAOB consists of five members appointed by the SEC, of whom no more than two
may be certified public accountants.®® On October 24, 2002, the SEC appointed the following
founding members of the PCAOB: Judge William H. Webster (Chair), KaylaJ. Gillan, Daniel L.
Goelzer, Willis D. Gradison Jr., and Charles D. Niemeier.*® Judge Webster subsequently tendered
his resignation, and William J. McDonough was unanimously elected his successor on May 21,
2003.>" The members serve on afull-time basis for five-year periods (though the first appointees
each have staggered terms so that the positions expirein annual increments).”® Although members
are prohibited from outside business or professional activities, the PCAOB isauthorized to establish
compensation levels that are intended to be competitive with those in private industry.”® The
PCAOB will be funded by assessing fees from public companies and mutual funds based on their
market capitalization.®

On April 25, 2003, the SEC certified that the PCAOB has the capacity to perform its
functions.®™ As a result, as of October 22, 2003 (180 days after that certification), any public

54 SOX § 101, 15 U.S.C.A. § 7211 (West Supp. 2004) [hereinafter “ SOX § 101" ].
% SOX § 101(€e)(3), supra note 54.

% Press Release, SEC, Commission Announces Founding Members of Public Company Accounting Oversight
Board (October 25, 2002), available at http://www.sec.gov/news/press/2002-153.htm. This pressrelease sets
forth biographical information about the founding members of the PCAOB.

Press Release, SEC, SEC Unanimously Approves William J. McDonough as Chairman of Public Company
Accounting Oversight Board (May 21, 2003), available at http://www.sec.gov/news/press/2003-63.

8 Id.
% Id.

60 PCAOB Rulemaking: Public Accounting Oversight Board; Notice of Filing of Proposed Rule on Funding,
Exchange Act Release No. 48,075, 68 Fed. Reg. 38,406 (June 27, 2003), available at
http://www.sec.gov/rules/pcaob/34-48075.htm. The PCAOB has proposed that itsannual “ accounting support
fees’ to be paid by public companies and mutual funds would equal its annual budget, less registration and
annual feesto be collected from public accounting firms, and would be assessed on two classes of issuers: (1)
publicly-traded companieswith average monthly U.S. equity market capitalizations during the preceding year,
based on al classes of common stock, of greater than $25 million and (2) investment companies with average
monthly U.S. equity market capitalizations (or net asset values) of greater than $250 million. All other issuers,
including (i) those that are not required to file audited financial statements with the SEC; (ii) employee stock
purchase, savings, and similar plans; and (iii) bankrupt issuersthat file modified reports, would not be required
to pay any accounting support feesto the PCAOB. Thefirmsthat must pay the feeswould be allocated ashare
of the total fee based on the ratio of their market capitalization to the aggregate market capitalization of all
assessed issuers, except that a mutual fund's capitalization for this purpose would be 10% of its actual
capitalization in recognition that accounting i ssues presented by mutual fundsareless complicated than those of
other issuers.

ol Order Regarding Section 101(d) of the Sarbanes-Oxley Act of 2002, Securities Act Release No. 8223 (April 25,
2003), available at http://www.sec.gov/rules/other/33-8223.htm. See also PCAOB Rulemaking: Order
Approving Proposal Rules Relating to Registration System, Exchange Act Release No. 48,180, 68 Fed. Reg.
43,242 (July 21, 2003), available at http://www.sev.gov/rules/pcaob/34-48180.htm; PCAOB Rulemaking:
Order Approving Proposal Rules Relating to Registration System, Exchange Act Release No. 48,212, 68 Fed.
Reg. 44,553 (July 29, 2003), available at http://www.sec.gov/rules/pcaob/34-48212.htm.

57
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accounting firm that issues or participates in any audit report with respect to any public company
must register with the PCAOB and renew such registration annually.®* The PCAOB is empowered
to impose disciplinary or remedia sanctions upon registered public accounting firms and their
associated persons.®® Subject to the SEC’ s oversight and enforcement authority over it, the PCAOB
isauthorized to establish auditing, quality control, and ethical standardsthat will requireretention of
recordsfor seven years, concurring partner review of audit reports, and inclusion within audit reports
of information about the auditor’s internal control testing of the issuer.®* It also is required to
regularly inspect each registered accounting firm to assess its compliance with SOX and the
PCAOB’s rules (firms that audit more than 100 public companies will be inspected annually, and
other firms are to be inspected at least once every three years).®® In June 2002, the SEC issued a
proposal that contains an outline of how it would like the PCAOB to operate.®® Sincethat time, a
variety of the rule proposals have been adopted.®’

(1.
AUDITOR INDEPENDENCE; NON-AUDIT SERVICES (SOX TITLE 11)

SOX amends the 1934 Act to prohibit aregistered public accounting firm from performing
specified non-audit services contemporaneously with an audit and requires audit committee pre-
approva for other non-audit services. On January 28, 2003, the SEC issued Release No. 33-8183,
adopting rulesto implement SOX Titlell (the“ Title|l Release” and the“ Title!l Rules”).®® These
rules are applicable to al public companies regardless of size, effective May 6, 2003, except that
effectiveness of therules requiring audit partner rotation was delayed until the commencement of the
issuer'sfirst fiscal year beginning after May 6, 2003.%°

Prohibited Non-Audit Services. SOX Section 201 and therelated Title Il Rules prohibit a
registered public accounting firm from providing to apublic company, contemporaneously with the
audit, the following non-audit services; "

Q) bookkeeping™ or other services related to the accounting records or financial
statements’ of the audit client;

62 Exchange Act Release No. 48,180, supra note 61.

63 SOX § 105, supra note 16.

o4 SOX § 103, 15 U.S.C.A. § 7213 (West Supp. 2004) [hereinafter “ SOX § 103" ].
& SOX §104, 15 U.S.C.A. § 7214 (West Supp. 2004) [hereinafter “ SOX § 104" ].

66 Framework for Enhancing the Quality of Financial Information Through Improvement of Oversight of the

Auditing Process, Securities Act Release No. 8109, Exchange Act Release No. 46,120, 67 Fed. Reg. 44,964
(proposed June 26 2002), available at http://www.sec.gov/rules/proposed/33-8109.htm.

o7 See generally, Rules of the Board, available at
http://www.pcaobus.org/Rules of the Board/rules of the board.asp.

Strengthening the Commi ssion’ s Reguirements Regarding Auditor Independence, Securities Act Release No.
8183, Exchange Act Release No. 47,265, 68 Fed. Reg. 6006 (Feb. 5, 2003), available at
http://www.sec.gov/rules/final/33-8183.htm [hereinafter the “ Title |1 Release”].

89 Id.
o SOX § 201, amending 15 U.S.C.A. § 78j-1(g)-(h) (West Supp. 2004) [hereinafter “ SOX § 201" ].

68
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(2)  financid information systems design and implementation;”
3 appraisal or valuation services, fairness opinions, or contribution-in-kind reports;

(4)  actuaria services;”

71

72

73

74

75

17 C.F.R. 8 210.2-01(c)(4)(i) (2004). TheTitle Il Rules utilize adefinition of bookkeeping or other services
which focuses on the provision of servicesinvolving: (1) maintaining or preparing the audit client’ saccounting
records; (2) preparing financial statementsthat arefiled with the SEC or the information that formsthe basisof
financial statementsfiled with the SEC; or (3) preparing or originating source dataunderlying theaudit client’s
financial statements.

An accountant’ sindependence would beimpaired where the accountant prepared an issuer’ sstatutory financial
statements if those statements form the basis of the financial statements that are filed with the SEC. Under
these circumstances, an accountant or accounting firm who has prepared the statutory financial statementsof an
audit client is put in the position of auditing its own work when auditing the resultant U.S. GAAP financial
statements.

17 C.F.R. §210.2-01(c)(4)(ii) (2004). The SEC'sTitle!l Rules prohibit an accounting firm from providing any
service related to the audit client’s information system unless it is reasonable to conclude that the results of
these services will not be subject to audit procedures during an audit of the audit client’ sfinancial statements.
These rules do not preclude an accounting firm from working on hardware or software systems that are
unrelated to the audit client’s financial statements or accounting records as long as those services are pre-
approved by the audit committee.

Inthe SEC’ sview, designing, implementing, or operating systems affecting the financial statementsmay place
the accountant in amanagement role, or result in the accountant auditing hisor her own work or attesting to the
effectiveness of internal control systems designed or implemented by that accountant. For example, if an
auditor designs or installs a computer system that generates the financial records, and that system generates
incorrect data, the accountant is placed in a position of having to report on his or her firm's own work.
Investors may perceive that the accountant would be unwilling to challenge the integrity and efficacy of the
client’sfinancial or accounting information collection systems that the accountant designed or installed.

However, this prohibition does not preclude the accountant from eval uating theinternal controlsof asystemas
it is being designed, implemented, or operated either as part of an audit or attest service or making
recommendations to management. Likewise, the accountant would not be precluded from making
recommendations oninternal control mattersto management or other service providersin conjunctionwith the
design and installation of a system by another service provider.

17 C.F.R. § 210.2-01(c)(4)(iii) (2004). Under Title Il Rules, appraisal and valuation services include any
process of valuing assets, both tangible and intangible, or liabilities. These servicesinclude valuing, among
other things, in-process research and development, financial instruments, assets and liabilities acquired in a
merger, and real estate. Fairness opinions and contribution-in-kind reports are opinions and reportsin which
the firm provides its opinion on the adequacy of consideration in a transaction.

TheTitlell Rulesdo not prohibit an accounting firm from providing such servicesfor non-financial reporting
purposes (e.g., transfer pricing studies, cost segregation studies, and other tax-only valuations). Also, therules
do not prohibit an accounting firm from utilizing its own val uation specialist to review the work performed by
the audit client itself or an independent, third-party specialist employed by the audit client, provided the audit
client or the client’s specialist (and not the specialist used by the accounting firm) provides the technical
expertisethat the client usesin determining the required amountsrecorded in the client’ sfinancial statements.
In those instances, the accountant will not be auditing his or her own work because a third party or the audit
client is the source of the financial information subject to the audit.

17 C.F.R. §210.2-01(c)(4)(iv) (2004). The SEC believesthat when the accountant provides actuarial services
for the client, he or sheisplaced in aposition of auditing hisor her own work. Accordingly, the Titlell Rules
prohibit an accountant from providing to an audit client any actuarially-oriented advisory serviceinvolving the
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(5) internal audit outsourcing services;

(6)  management functions’’ or human resources;”®

76

7

78

determination of amountsrecorded in the financial statements and related accounts other than assisting aclient
in understanding the methods, models, assumptions, and inputs used in computing an amount, unlessi it is
reasonable to conclude that the results of these services will not be subject to audit procedures during an audit
of the audit client’s financial statements. It is permissible, however, to advise the client on the appropriate
actuarial methods and assumptionsthat will be used in the actuarial valuations, whileit is not appropriate for
the accountant to provide the actuarial valuationsfor the audit client. Further, the accountant may utilize hisor
her own actuariesto assist in conducting the audit provided the audit client usesits own actuariesor third-party
actuaries to provide management with its actuarial capabilities.

17 C.F.R. § 210.2-01(c)(4)(v) (2004). TheTitlel Rules prohibit the accountant from providing to the audit
client internal audit outsourcing services. This prohibition includes any internal audit service that has been
outsourced by the audit client that relatesto the audit client’ sinternal accounting controls, financial systems, or
financial statements, unlessit isreasonable to conclude that the results of these services will not be subject to
audit procedures during an audit of the audit client’s financial statements.

While conducting the audit in accordance with generally accepted auditing standards (“ GAAS'), or when
providing attest servicesrelated to internal controls, the auditor evaluatesthe company’ sinternal controlsand,
as a result, may make recommendations for improvements to the controls. Doing so is a part of the
accountant’ sresponsibilities under GAAS or applicable attestation standardsand, therefore, doesnot constitute
an internal audit outsourcing engagement.

Along those lines, the prohibition on “outsourcing” does not preclude engaging the accountant to perform
nonrecurring evaluations of discreteitems or other programs that are not, in substance, the outsourcing of the
internal audit function. For example, the company may engage the accountant, subject to the audit committee
pre-approval requirements, to conduct “agreed-upon procedures’ engagements related to the company’s
internal controls, since management takes responsibility for the scope and assertions in those engagements.
The prohibition also does not preclude the accountant from performing operational internal audits unrelated to
the internal accounting controls, financial systems, or financial statements.

17 C.F.R. § 210.2-01(c)(4)(vi) (2004). The Title Il Rules prohibit the accountant from acting, temporarily or
permanently, as a director, officer, or employee of an audit client, or performing any decision-making,
supervisory, or ongoing monitoring function for the audit client. The SEC believes, however, that servicesin
connection with the assessment of internal accounting and risk management controls, as well as providing
recommendations for improvements, do not impair an accountant’ sindependence. Accountants must gain an
understanding of their audit clients' systemsof internal controlswhen conducting an audit in accordance with
GAAS. Withthisinsight, accountants often becomeinvolved in diagnosing, assessing, and recommending to
audit committees and management ways in which their audit clients' internal controls can be improved or
strengthened. The resulting improvementsin the audit clients' controls not only result in improved financial
reporting to investors but also can facilitate the performance of high quality audits. Asaresult, the Title 11
Rules allow accountants to assess the effectiveness of an audit client’s internal controls and to recommend
improvements in the design and implementation of internal controls and risk management controls.

Designing and implementing internal accounting and risk management controlsisfundamentally different from
obtai ning an understanding of the controls and testing the operation of the controls, whichisan integral part of
any audit of acompany’ sfinancial statements. Likewise, design and implementation of these controlsinvolves
decision-making and, therefore, is different from recommending improvementsin the internal accounting and
risk management controls of an audit client (which is permissible, if pre-approved by the audit committee).

17 C.F.R. § 210.2-01(c)(4)(vii) (2004). The Title Il Rules provide that an accountant’s independence is
impaired with respect to an audit client when the accountant searches for or seeks out prospective candidates
for managerial, executive, or director positions; acts as negotiator on the audit client’s behalf, such as
determining position, status, compensation, fringe benefits, or other conditions of employment; or undertakes
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(7)  broker or dedler, investment adviser, or investment banking services;

(8)  legal services™ and expert services unrelated to the audit;®*

79

80

81

reference checks of prospective candidates. Under the Title Il Rules, an accountant’s independence also is
impaired when the accountant engages in psychological testing on behalf of the audit client, other formal
testing or evaluation programs, or recommends or advises the audit client to hire a specific candidate for a
specific job.

17 C.F.R. § 210.2-01(c)(4)(viii) (2004). The SEC considers selling—directly or indirectly—an audit client’s
securities to be incompatible with the accountant’s responsibility of assuring the public that the company’s
financial conditionisfairly presented. When an accountant, in any capacity, recommendsto anyone (including
non-audit clients) that they buy or sell the securities of an audit client or an affiliate of the audit client, the
accountant has an interest in whether those recommendationswere correct. That interest could affect the audit
of the client whose securities, or whose affiliate’ s securities, were recommended.

17 C.F.R. §210.2-01(c)(4)(ix) (2004). A lawyer’score professional obligation isto advance clients’ interests.
Anindividual cannot be both azeal ous|egal advocate for management or the client company and maintain the
objectivity and impartiality that are necessary for an audit. Thus, under the Title I Rules, an accountant is
prohibited from providing to an audit client any service that, under circumstances in which the service is
provided, could be provided only by someone licensed, admitted, or otherwise qualified to practice law in the
jurisdiction in which the service is provided.

17 C.F.R. §210.2-01(c)(4)(x) (2004). TheTitlell Rules prohibit an accountant from providing expert opinions
or other servicesto an audit client, or alegal representative of an audit client, for the purpose of advocating that
audit client’ sinterestsin litigation, or regulatory or administrative investigations or proceedings. For example,
under thisrule, an auditor’ sindependence would be impaired if the auditor were engaged to provide forensic
accounting servicesto the audit client’ slegal representative in connection with the defense of aninvestigation
by the SEC’ sDivision of Enforcement. Additionally, an accountant’ s independence would beimpaired if the
audit client’slegal counsel, in order to acquire the requisite expertise, engaged the accountant to provide such
services in connection with any litigation, proceeding, or investigation.

The Title Il Rules do not, however, preclude an audit committee or, at its direction, its legal counsel, from
engaging the accountant to perform internal investigations or fact-finding engagements. These types of
engagements may include, among others, forensic or other fact-finding work that results in the issuance of a
report to the audit client. The involvement by the accountant in this capacity generally requires performing
proceduresthat are consistent with, but more detailed or more comprehensive than, thoserequired by generally
accepted auditing standards (“ GAAS'). Performing such procedures is consistent with the role of the
independent auditor and could improve audit quality. If, subsequent to the completion of such an engagement,
aproceeding or investigation isinitiated, the accountant may allow itswork product to be utilized by the audit
client and itslegal counsel without impairing the accountant’ sindependence. The accountant, however, may
not then provide additional services, but may providefactual accounts or testimony about the work performed.

Accordingly, theTitle Il Rulesdo not prohibit an accountant from assisting the audit committeein fulfillingits
responsibilitiesto conduct its own investigation of apotential accountingimpropriety. For example, if theaudit
committeeis concerned about the accuracy of theinventory accounts at asubsidiary, it may engage the auditor
to conduct a thorough inspection and analysi s of those accounts, the physical inventory at the subsidiary, and
related matters without impairing the auditor’ s independence.

Recognizing that auditors have obligations under SOX and GAAS to search for fraud that is material to an
issuer’ sfinancial statementsand to make surethe audit committee and othersareinformed of their findings, the
Title Il Rulespermit auditorsto conduct these procedures whether they become aware of apotential illegal act
asaresult of audit, review, or attestation proceduresthey have performed or asaresult of the audit committee
expressing concerns about a part of the company’s operations or compliance with the company’s financial
reporting system. Should litigation arise or an investigation commence during the time that the auditors are
conducting such procedures, the SEC would not deem the completion of these procedures to be prohibited
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With respect to other non-audit services, SOX Section 201 states that “ A registered public

accounting firm may engagein any non-audit service, including tax services, that isnot described in
any of paragraphs (1) through (9) [listed above] ... for an audit client, only if the activity is
approved in advance by the audit committee of the issuer[.]”®* There has been considerable debate
regarding whether an accountant’s provision of tax services for an audit client can impair the
accountant’ s independence ®

TheTitlell Releasereiterates the SEC’ slong-standing position that an accounting firm can

provide tax servicesto its audit clients without impairing the firm’s independence, and states that
accountants may continue to provide tax services such as tax compliance, tax planning, and tax
advice to audit clients, subject to the norma audit committee pre-approval requirements®

82

83

expert services so long as the auditor remains in control of his or her work and that work does not become
subject to the direction or influence of legal counsel for the issuer.

SOX § 201, supra note 70 (emphasis added).
SeeTitle |1 Release, supra note 68.

With respect to accounting firm-devel oped incometax preparation software, the Staff commented in response
to Questions 18 and 19:

Question 18

Q: Some accounting firms have developed their own proprietary income tax preparation software. The
softwareis used to facilitate the preparation of company income tax returnsfor varioustax jurisdictions. Can
an accounting firm license or sell its proprietary income tax preparation software to an audit client?

A: Licensing or sellingincometax preparation software to an audit client would be subject to audit committee
pre-approval requirements for permissible tax services. To the extent that the audit client’s audit committee
pre-approves the acquisition of the income tax preparation software from the accounting firm, it would be
permissible for the accounting firmto license or sell itsincome tax preparation software to an audit client, so
long as the functionality is, indeed, limited to preparation of returns for filing of tax returns. If the software
performs additional functions, each function should be evaluated for its potential effect on the auditor’'s
independence (see Question 19).

Question 19

Q: Some accounting firms have devel oped software moduleswhich extend the functional ity of the proprietary
income tax preparation software. One of the additional software modules that has been developed by some
firmstakestheinformation used in preparing the tax return and generates some or al of theinformation needed
to prepare the tax accrual and disclosures related to income taxes that will appear in the company’ s financial
statements. Can the accounting firm license or sell this type of module to an audit client either concurrently
with or subsequent to the licensing or sale of itsincome tax preparation software?

A: No. Sincethe purpose of the moduleisto develop theinformation needed to prepare asignificant element
of the company’sfinancial statements, licensing or selling the module to an audit client would constitute the
design and implementation of afinancial information system, which isaprohibited non-audit service. 1t should
be noted that the prohibition exists whether or not the module isintegrated with, linked to, feedsthe company’ s
general ledger system, or otherwise prepares entries on behalf of the audit client (even if those entries are
required to be manually recorded by client personnel). The output of the module aggregates source data or
generates information that can be significant to the company’s financial statements taken as awhole.

Office of SEC Chief Accountant Application of the January 2003 Rules on Auditor Independence; Frequently
Asked Questions, at http://www.sec.gov/info/accountants/ocafagaudind080703.htm (August 13, 2003)
[hereinafter “ Auditor Independence FAQ"].
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Additionally, the Title 1l Rulesrequire issuersto disclose the amount of fees paid to the accounting
firm for tax services.®

The Title Il Release further comments that merely labeling aservice asa“tax service” will
not necessarily eliminateits potential to impair auditor independence and that audit committeesand
accountants should understand that providing certain tax servicesto an audit client could impair the
independence of the accountant.®® Specifically, accountants would impair their independence by
representing an audit client before atax court, district court, or federal court of claims.®’ Inaddition,
audit committees are cautioned to scrutinize carefully the retention of an accountant in a tax-
avoi dasr;ce transaction initially recommended by the accountant, the tax treatment of which may be
dicey.

The SEC's principles of independence with respect to non-audit services provided by
auditors are largely predicated on three basic principles, violations of which would impair the
auditor’ s independence: (1) an auditor cannot function in the role of management; (2) an auditor
cannoié E;’aludit hisor her own work; and (3) an auditor cannot servein an advocacy rolefor hisor her
client.

Recognizing that audit clients may need aperiod of timeto exit existing contracts, the Titlell
Rules apply only to contracts entered into on or after May 6, 2003, and provide that the provision of
the newly prohibited non-audit services would not impair an accountant’s independence if those
servi Cg? were pursuant to contractsin existence on May 6, 2003 and were compl eted before May 6,
2004.

Audit Committee Pre-Approval of All Audit and Non-Audit Services. SOX Section 202
requires audit committee pre-approval of all auditing services (including providing comfort lettersin
connection with securities underwritings or statutory audits required for insurance companies for
purposes of statelaw) and all non-audit services provided by theauditor.”* Theaudit committee may
delegate the pre-approval responsibility to a subcommittee of one or more independent directors.
Thereisade minimisexception with respect to the provision of non-audit servicesfor anissuer if (i)
the aggregate amount constitutes not more than five percent of the total amount paid to the auditor
during the fiscal year in which the non-audit services are provided; (ii) such services were not

& Title 1l Release, supra note 68, at 6017.
86
Id.
8 Id.
8 Id.
8 Id. at 6010.
% Id. at 6006.
o SOX § 202, amending 15 U.S.C.A. § 78j-1(i) (West Supp. 2004) [hereinafter “SOX § 202’]. The audit

committee of aparent company may serve asthe audit committee of the parent company and the wholly-owned
subsidiaries. In this situation, the subsidiary’s disclosure should include the pre-approval policies and
procedures of the subsidiary and, also should include the pre-approval policies and procedures of the parent
company. See Auditor Independence FAQ, supra note 84, at Question 20.

9 SOX § 202, supra note 91.
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recognized as non-audit services by theissuer at the time of the engagement; and (iii) such services
are promptly brought to the attention of the audit committee and approved prior to the compl etion of
the audit by the audit committee or by one or more members of the audit committee to whom
authority to grant such approvals has been delegated by the audit committee.%®

The Title 11 Release recognizes that management has historically retained the accounting
firm, negotiated the audit fee, and contracted with the accounting firm for other services, but the
Release commentsthat SOX Section 202 changesthat practice by requiring audit committeesto pre-
approve the services — both audit and permitted non-audit — of the accounting firm.** The SEC
believesthat the SOX Section 202 change may both facilitate communications among the board of
directors, management, internal auditors, and independent accountants, and enhance auditor
independence from management by vesting in the audit committee the power and responsibility of
appointing, compensating, and overseeing the work of the independent accountants.™

As adopted, the Title Il Rules require that the audit committee pre-approve all permissible
non-audit services and all audit, review, or attest engagements required under the securitieslaws.*
Specificaly, therulesrequirethat before the accountant isengaged by theissuer or itssubsidiariesto
render the service, the engagement is:

* Approved by the issuer’s audit committee; or

» Entered into pursuant to pre-approval policies and procedures established by the audit
committee of theissuer, provided the policies and procedures are detailed asto the particular
service, the audit committeeisinformed of each service, and such policiesand proceduresdo
not include delegation of the audit committee’ s responsibilities to management.”’

» Id.
9 Title Il Release, supra note 68, at 6022.
95
Id.
% Id.

o Titlell Release, supra note 68, at 6022. The SEC Chief Accountant hascommented that pre-approval policies

may not be based on monetary limits and must be detailed enough for the audit committee to know precisely
what services are being pre-approved and the impact thereof on auditor independence. See Auditor
Independence FAQ, supra note 81. Under Questions 22, 23, and 24 the Staff wrote:

Question 22

Q: The Commission’s rules require the audit committee to pre-approve all services provided by the
independent auditor. 1n doing so, the audit committee can pre-approve services using pre-approva policiesand
procedures. Can the audit committee use monetary limitsasthe basisfor establishing its pre-approval policies
and procedures?

A: The Commission’ srulesinclude three requirementsthat must be followed in the audit committee’ s use of
pre-approval through policies and procedures. First, the policies and procedures must be detailed as to the
particular servicesto be provided. Second, the audit committee must be informed about each service. Third,
the policies and procedures cannot result in the delegation of the audit committee’ s authority to management.
Pre-approval policies and procedures that do not comply with all three of these requirements are in
contravention of the Commission’s rules. Therefore, monetary limits cannot be the only basis for the pre-
approval policiesand procedures. The establishment of monetary limits would not, alone, constitute policies
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As adopted, the Title Il Rules recognize audit services to be broader than those services
required to perform an audit pursuant to GAAS.*® For example, SOX Section 202 identifies services
related to the issuance of comfort letters and services related to statutory audits required for
insurance companies for purposes of state law as audit services.”

Furthermore under the Title Il Rules, audit servicesa so would include services performed to
fulfill the accountant’ s responsibility under GAAS.*® For example, in somesituations, atax partner
may beinvolved in reviewing the tax accrual that appearsin the company’sfinancial statements as
part of theaudit process. Consultation with “national office” or other technical reviewersto reach an
audit judgment also constitutes an audit service.

In contrast, where an issuer is evaluating a proposed transaction and asks the independent
accountant to evaluate the accounting for the proposed transaction, those services would not be
considered to be audit services.

Although the audit committee must pre-approve all services, SOX Section 202 permitsthe
audit committeeto establish policiesand proceduresfor pre-approval “ provided they are detailed as
to the particular service and designed to safeguard the continued independence of the accountant.” ***
For example, SOX Section 202 allows for one or more audit committee members who are

that are detailed as to the particular services to be provided and would not, alone, ensure that the audit
committee would be informed about each service.

Question 23

Q: Cantheaudit committee’ s pre-approval policies and procedures provide for broad, categorical approvals
(e.g., tax compliance services)?

A: No. The Commission’srulesrequirethat the pre-approval policiesbe detailed asto the particular services
to be provided. Use of broad, categorical approvalswould not meet the requirement that the policies must be
detailed asto the particular services to be provided.

Question 24
Q: How detailed do the pre-approval policies need to be?

A: Thedetermination of the appropriatelevel of detail for the pre-approval policieswill differ depending upon
the facts and circumstances of the issuer. However, a key requirement is that the policies cannot result in a
delegation of the audit committee’s responsibility to management. As such, if a member of management is
called upon to make ajudgment asto whether a proposed servicefits within the pre-approved services, thenthe
pre-approval policy would not be sufficiently detailed asto the particular servicesto be provided. Similarly,
pre-approval policies must be designed to ensure that the audit committee knows precisely what servicesitis
being asked to pre-approve so that it can make a well-reasoned assessment of the impact of the service on the
auditor’s independence. For example, if the audit committee is presented with a schedule or cover sheet
describing servicesto be pre-approved, that schedule or cover sheet must be accompanied by detailed back-up
documentation regarding the specific services to be provided.

% Title 1l Release, supra note 68, at 6022.
99
Id.
10 Id. at 6030.
1oL Id. at 6022.
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independent directorsto pre-approve the service. Decisions made by the designated audit committee
members must be reported to the full audit committee at each of its scheduled meetings.'®

Like SOX Section 202, the Title Il Rulesinclude a de minimis exception which waives the
pre-approval requirementsfor non-audit services provided that: (1) al such servicesdo not aggregate
to morethan five percent of total revenues paid by the audit client to itsaccountant in thefiscal year
when services are provided; (2) the services were not recognized as non-audit services at thetime of
the engagement; and (3) the services are promptly brought to the attention of the audit committee
and approved prior to the completion of the audit by the audit committee or one or more designated
representatives.'® The audit committee’ s policiesfor pre-approval of services should be disclosed
in theissuer’s Form 10-K annual reports.

Until the adoption of the Title Il Rules, proxy disclosure rules required that an issuer
disclose, for the most recent fiscal year, the professiona fees paid for both audit and non-audit
servicestoitsprincipa independent accountant. Asaresult of the requirements of SOX and partly
in response to public comment received by the SEC on proxy disclosure requirements since their
adoptionin 2000, the Title Il Rules now requireissuersto report fees spent on: (1) Audit Fees; (2)
Audit-Related Fees; (3) Tax Fees; and (4) All Other Fees.'® Additionally, other than for the audit
category, theissuer isrequired to describe, in qualitative terms, the types of services provided under
the remaining three categories.® Thisinformation is now required for the two most recent years,
and must be provided either in the issuer’s proxy statement or its Form 10-K annual report.*®

102 Id

103 Id. at 6023.

104 Previously, issuers were required to disclose only “Audit Fees” “Financial Systems Design and
Implementation Fees,” and “All Other Fees.”

To provide guidance to issuers in making the required audit fee disclosures, the SEC has provided some
guidance asto fee disclosures. Auditor Independence FAQ, supra note 84. The Staff responded to questions
30, 31, and 32 asfollows:

Question 30

Q: What feedisclosure category isappropriate for professional feesin connection with an audit of the financial
statements of a carve-out entity in anticipation of a subsequent divestiture?

A: Therelease establishesanew category, “ Audit-Related Fees,” which enablesregistrantsto present the audit
feerelationship with the principal accountant in a more transparent fashion. Ingeneral, “ Audit-Related Fees”
are assurance and related services (e.g., due diligence services) that traditionally are performed by the
independent accountant. More specifically, these serviceswould include, among others: employee benefit plan
audits, due diligence related to mergers and acquisitions, accounting consultationsand auditsin connection with
acquisitions, internal control reviews, attest services related to financial reporting that are not required by
statute or regulation and consultation concerning financial accounting and reporting standards. Fees for the
above services would be disclosed under “ Audit-Related Fees.”

Question 31
Q: Would fees paid to the audit firm for operational audit services be included in “ Audit-Related Fees’?

A: No. “Audit-Related Fees’ are feesfor assurance and related services by the principal accountant that are
traditionally performed by the principal accountant and which are “reasonably related to the performance of the
audit or review of theregistrant’ sfinancial statements.” Operationa auditswould not berelated to the audit
or review of thefinancial statementsand, therefore, thefeesfor these services should beincluded in“All Other

105
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As noted above, the issuer must provide disclosure of the audit committee’ s pre-approval
policies and procedures. Additionally, to the extent that the audit committee has applied the de
minimis exception, the issuer must disclose the percentage of the total fees paid to the independent
accountant where the de minimis exception was used.’®” This information should be provided by
category.'® Theinformation must beincluded in anissuer’sForm 10-K annual report.’®® However,
becausethe SEC viewstheinformation asrelevant to adecision to vote for aparticular director or to
elect, approve, or ratify the choice of an independent public accountant, the SEC is aso requiring
that the disclosure discussed above beincluded in anissuer’ sproxy statement. Sincetheinformation
isincluded in Part I11 of annual reports on From 10-K, domestic companies are able to incorporate
the required disclosures from the proxy or information statement into the annual report on Form
10-K.

Audit Partner Rotation. SOX Section 203 mandates rotation every five years of both the
lead audit partner working for the audit client and the audit partner responsible for reviewing the
audit,'° but does not require rotation of registered public accounting firms, although the PCAOB
may end up requiring such rotation.*** TheTitle !l Rulesexpand SOX Section 203 by requiring not
only that both the lead and the concurring partners rotate after five years, but that they also are
subject to afive-year time-out period after therotation.*** Further, the Title Il Rulesrequirerotation
after seven years, with atwo year post-rotation time-out, for other partners on the audit engagement
team who haveresponsibility for decision-making on significant auditing, accounting, and reporting
mattersthat affect thefinancial statements or who maintain regular contact with management or the
audit committee (together with the lead and concurring partner, “ audit partners’).”®* The

Fees.” Asrequired by the rules, the registrant would need to include a narrative description of the services
included in the “ All Other Fees’ category.

Question 32

Q: The Commission’s new independence rules require companiesto disclose fees paid to the principal auditor
in four categories (“audit”, “audit-related’, “tax”, and “all other™) for the two most recent years. Previoudly,
companieswere required to disclose fees paid to the principal auditor in three categories and only for the most
recent year. When are the new fee disclosure requirements effective?

A: Thereleasetext indicatesthat the new disclosure requirements are effective for periodic annual filingsand
proxy or information statement filingsfor thefirst fiscal year ending after December 15, 2003. Thus, the new
disclosure requirements are not mandatory until the calendar-year 2003 periodic annual filings are made in
2004. However, the release text also indicates that “we encourage issuers . . . to adopt these disclosure
provisionsearlier.” Thus, companiesmay, but are not required, to provide the new disclosuresfor proxiesand
other periodic annual filings that are made prior to the effective date for the new disclosures.

106 Title 11 Release, supra note 68, at 6031.

107 Id
108 Id
109 Id

1o SOX § 203, amending 15 U.S.C.A. 78j-1(j) (West Supp. 2004) [hereinafter “SOX § 203]; Id. at 6017.

m Title 11 Release, supra note 68 at 6018.
112
Id.

us Tax and other partners are deemed “ audit partners’ under thisdefinition if they are“relationship partners’ with

ahigh degree of contact with the issuer’ s management or audit committee. See Auditor Independence FAQ,
supra note 84. In response to questions 10 and 11 the Staff commented:
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mandatory audit partner rotation does not extend to lessimportant partners on the audit engagement
teams, specialty partners, and national office partners.**

The rotation requirements applicable to the lead partner are effective for thefirst fiscal year
ending after the effective date of the Title Il Rules.™® Furthermore, in determining when the lead
partner must rotate, time served in the capacity of lead partner prior to the effective date of these
rulesisincluded.™® For example, for alead partner serving acalendar year audit client, if 2004 was
that partner’ sfifth year aslead partner for that audit client, the partner would be able to completethe
current year’s audit but must rotate off for the 2005 engagement.

Therotation requirementsfor the concurring partner are effective as of the end of the second
fiscal year after the effective date of therules.™*” For other audit partners, the rotation requirements
begin counting at theinception of the client’ sfirst fiscal year beginning after the effective date of the
Title ”11|§U| es, and that year will be deemed the partner’ sfirst year of service (i.e., thereis no look-
back).

Auditor Reportsto Audit Committees. SOX Section 204 requiresauditor reportsto audit
committees regarding (a) al critical accounting policies and practices to be used and (b) all
alternative treatments of financial information within generally accepted accounting principles for
financial reportinginthe U.S. (“ GAAP” ) that have been discussed with management.*™® Inresponse

Question 10

Q: Generally, atax or other specialty partner isnot included within the definition of “audit partner.” Arethere
circumstanceswhere atax or other specialty partner would beincluded within the definition of “audit partner”?
If so, what are the consequences?

A: Theterm “audit partner” is significant in that it establishes the partners who are subject to the partner
rotation reguirements and the partner compensation requirements. The discussion of “audit partner” in the
release text states: “theterm audit partner would includethe ‘lead’ and ‘ concurring’ partners, partners such as
‘relationship’ partners who serve the client at theissuer or parent level.” “Relationship” partners have a high
level of contact with management and the audit committee of the issuer. Therefore, atax or other specialty
partner who servesasthe “relationship” partner would be included within the scope of the definition of “ audit
partner.”

Question 11

Q: What are the rotation requirements for the “relationship” partner who is not the “lead” or “concurring”
partner?

A: Asdiscussed in question 10, the “relationship” partner meets the definition of an “audit partner” and,
therefore, is subject to the partner rotation requirements. “Lead” and “concurring” partners are required to
rotate off an engagement after a maximum of five yearsin either capacity and, upon rotation, must be off the
engagement for five years. Other “audit partners’ are subject to rotation after seven years on the engagement
and must be off the engagement for two years. A “relationship” partner who is not the “lead” or “concurring”
partner would, therefore, be subject to the seven years of service, two years time out rotation requirement.

14 Title Il Release, supra note 68, at 6019-20.

15 Id. at 6021.
116 |d.
117 |d.
18 Id. at 6021.

19 SOX § 204, amending 15 U.S.C.A. § 78j-1(k) (West Supp. 2004) [hereinafter “ SOX § 204" |; 1d. at 6007.
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to SOX Section 204, the SEC amended Regulation S-X to require each registered public accounting
firm that audits an issuer’ sfinancial statementsto report, prior to the filing of such report with the
SEC, to the issuer’ s audit committee: (1) al critical accounting policies and practices used by the

issuer;

120

(2) all alternative accounting treatments of financial information within GAAP that have

been discussed with management, including the ramifications of the use of such aternative
treatments and disclosures and the treatment preferred by the accounting firm;*** and (3) other

material written communications between the accounting firm and management of the issuer.

122

120

121

In December 2001, the SEC issued cautionary advice regarding each issuer disclosing in the Management’s
Discussion and Analysis section of its Form 10-K annual report those accounting policies that management
believes are most critical to the preparation of the issuer’s financial statements. Action: Cautionary Advice
Regarding Disclosure About Critical Accounting Policies, Securities Act Release No. 8040, Exchange Act
Release No. 45,149, 66 Fed. Reg. 65,013 (December 17, 2001), availableat http://www.sec.gov/rules/other/33-
8040.htm [hereinafter the* December 2001 Cautionary Guidance” ]. The December 2001 Cautionary Guidance
indicated that “critical” accounting policies are those that are both most important to the portrayal of the
company’s financia condition and results and require management’s most difficult, subjective, or complex
judgments, often as a result of the need to make estimates about the effect of matters that are inherently
uncertain.

Reference should be made to the December 2001 Cautionary Guidance to determine the types of matters that
should be communicated to the audit committee under the Title 1l Rules. Whilethereisno requirement that the
discussionsfollow aspecific form or manner, the Title |1 Rel ease expects, at aminimum, that the discussion of
critical accounting estimates and the selection of initial accounting policies will include the reasons why
estimates or policies meeting the criteriain the Guidance are or are not considered critical and how current and
anticipated future events impact those determinations. In addition, it is anticipated that the communications
regarding critical accounting policieswill include an assessment of management’ s disclosures along with any
significant proposed modifications by the accountants that were not included.

Title 1l Release, supra note 68, at 6027. The Titlell Rules require communication, either orally or in writing,
by accountantsto audit committees of all alternative treatmentswithin GAAPfor policiesand practicesrel ated
to material items that have been discussed with management, including the ramifications of the use of such
alternative treatments and disclosures and the treatment preferred by the accounting firm, including recognition,
measurement, and disclosure considerationsrel ated to the accounting for specific transactionsaswell asgenera
accounting policies.

Communications regarding specific transactions should identify, at a minimum, the underlying facts, financial
statement accountsimpacted, and applicability of existing corporate accounting policiesto thetransaction. In
addition, if the accounting treatment proposed does not comply with existing corporate accounting policies, or
if an existing corporate accounting policy isnot applicable, then an explanation of why the existing policy was
not appropriate or applicable and the basis for the selection of the alternative policy should be discussed.
Regardless of whether the accounting policy selected preexists or is new, the entire range of alternatives
available under GA AP that were discussed by management and the accountants should be communicated along
with the reasons for not selecting those alternatives. If the accounting treatment selected is not, in the
accountant’ s view, the preferred method, the reasons why the accountant’ s preferred method was not selected
by management also should be discussed.

Communications regarding general accounting policies should focuson theinitial selection of and changesin
significant accounting policies, as required by GAAS, and should include the impact of management’s
judgments and accounting estimates, as well as the accountant’s judgments about the quality of the entity’s
accounting principles. The discussion of general accounting policies should include the range of alternatives
available under GAAP that were discussed by management and the accountants along with the reasons for
selecting the chosen policy. If an existing accounting policy isbeing modified, then the reasonsfor the change
also should be communicated. If the accounting policy selected is not the accountant’s preferred policy, then
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In describing therole and responsibilities of the audit committee, the Titlell Releaseincludes
the following quotation from Warren Buffett:

Their function. . . isto hold theauditor’ sfeet to thefire. And, | suggest. . . theaudit
committee ask [questions] of the auditors [including]: if the auditor were solely
responsible for preparation of the company’ sfinancial statements, would they have
been prepared in any way differently than the manner selected by management?
They should inquire as to both material and non-material differences. If the auditor
would have done anything differently than management, then explanations should be
made of management’ s argument and the auditor’ s response.***

Prohibited Employment Relationships. SOX Section 206 prohibits a registered public
accounting firm from performing audit servicesfor apublic company if theissuer’ s chief executive
officer, controller, chief financia officer, chief accounting officer, or any person serving in an
equivaent position for theissuer had been employed by such firm and participated in any capacity in
the audit of that issuer during the one year period preceding the audit initiation date.**

To implement SOX Section 206, the Title I Rules require that when the lead partner, the
concurring partner, or any other member of the audit engagement team who provides more than ten
hours of audit, review, or attest services for the issuer accepts a position with the issuer in “a
financial reporting oversight role’ within the one year period** preceding the commencement of
audit procedures for the year that included employment by the issuer of the former member of the
audit engagement team, the accounting firm is not independent with respect to that issuer.’*® The

the SEC expects the discussions to include the reasons why the accountant considered one policy to be
preferred but that policy was not selected by management.

122 Id. at 6029. Examplesof additional written communicationsthat the Title !l Release expectswill be considered
material to an issuer include:
° Management representation letter;
° Reports on observations and recommendations on internal controls;
° Schedule of unadjusted audit differences, and a listing of adjustments and reclassifications not
recorded, if any;
° Engagement |etter; and
° Independence letter.

123 Id. at 6027 (quoting Warren Buffett, Comments During SEC “ Roundtable Discussion on Financial Discloseand

Auditor Oversight” (Mar. 4, 2002)).
124 SOX § 206, amending 15 U.S.C.A. § 78j-1(1) (West Supp. 2004) [hereinafter “ SOX § 206" ].

125 Title!l Release, supranote 68, at 6008. Under the Title 11 Rules, the accounting firm must have completed one
annual audit subsequent to when an individual was a member of the audit engagement team before the
individual would be eligible for employment by the issuer.

Id. at 6009. Whilethe employment prohibition applies broadly to members of the audit engagement team, there
are accommodations for certain unique situations. For example, in a situation where an individual complied
fully with the rule and, subsequent to hisor her beginning employment with anissuer, theissuer merged with or
was acquired by another entity resulting in he or she becoming aperson in afinancial reporting oversight role
of the combined entity and the combined entity being audited by theindividual’ s previousemployer, unlessthe
employment was taken in contemplation of the combination, and, as long as the audit committee is aware of
this conflict, the audit firm would continue to be independent under the Title Il Rules.

126
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Titlell Rules cover employment in any “financial reporting oversight role,” which would encompass
any individual who has direct responsibility for oversight over those who prepare the issuer’s
financial statementsand related information that areincluded in SEC filingsand isnot limited to the
four named positionsin SOX Section 206 (chief executive officer, controller, chief financial officer
and chief accounting officer).*’

Prohibited Compensation. TheTitlell Rulesprovidethat an accountant isnot independent
of an audit client if, a any point during the audit and professional engagement period, any audit
partner earns or receives compensation based on the audit partner procuring engagements with that
audit client to provide any products or services other than audit, review, or attest services.’”® The
Title !l Rulesdo not preclude an audit partner from sharing in the overall firm profits.**® Non-audit
partners can be compensated for selling their respective areas of expertise.’® The Title Il Release
suggests that an audit committee may wish to ascertain the audit firm's compensation policies
regarding senior staff members, as well as partners, when pre-approving non-audit services.

V.
CORPORATE RESPONSIBILITY (SOX TITLE 111

Audit Committees. SOX Section 301 requiresthe SEC to issue rulesthat will effectively
prohibit the listing of an issuer’s stock unless the audit committee complies with certain enhanced
requirements that seek to break what is perceived as the direct link between management and the
auditors.™®! Under SOX Section 301, audit committeesfor listed companies must take charge of the
audit, including appointing, compensating, and overseeing the auditors, as well asresolve disputes
on accounting matters between auditors and management. ** Although the audit committee must
control the audit of a listed company, the financia statements remain the responsibility of
management, as evidenced by the required civil certification of all Forms 10-K and 10-Q in SOX
Section 302 and criminal certification in SOX Section 906. Audit committees must also establish
procedures to ensure that their members are independent, and they must hear and act on employee

127 SOX § 206, supra note 124.
128 Title Il Release, supra note 68, at 6025.

129 Id

130 Id

13 SOX § 301, amending 15 U.S.C.A. § 78j-1(m) (West Supp. 2004) [hereinafter “ SOX § 301" ].

152 Id. Under Section 3(a)(58) of the 1934 Act as added by SOX Section 205, the term “audit committee” is
defined as:

(A) A committee (or equivalent body) established by and amongst the board of directors of an issuer for
the purpose of over seeing the accounting the financial reporting processes of the issuer and audits of the
issuer; and

(B) If no such committee exists with respect to an issuer, the entire board of directors of the issuer.
SOX § 205, amending Section 3(a) of the 1934 Act, 15 U.S.C.A. § 78c (West Supp. 2004) (emphasi s added).

Under this statutory definition of audit committee, the responsibility of the audit committee membersisone of
“oversight,” not management or doing, of “processes’ and “audits.” The audit committee role is one of
understanding and monitoring processes and procedures, rather than supervising the preparation of financial
Statements.
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complaints regarding questionabl e accounting or auditing matters. These rulesare the complement
to therestrictions on registered accounting firms’ activitiesin SOX Section 201, and are considered
an important step in ensuring auditor independence and preserving theintegrity of theaudit process.

On April 9, 2003, the SEC issued Release No. 33-8220 to implement SOX Section 301.1%

The SOX Section 301 Rule requires that each national stock exchange, including NASDA Q, must
adopt rules conditioning thelisting of any securities of an issuer upon theissuer being in compliance
with the standards specified in the SOX Section 301, which may be summarized as follows:

Oversight—The audit committee must have direct responsibility for the appointment,
compensation, and oversight of thework (including the resolution of disagreements between
management and the auditors regarding financial reporting) of any registered public
accounting firm employed to perform audit services, and the auditors must report directly to
the audit committee.

Independence—The audit committee members must be independent directors, which means
that each member may not, other than as compensation for service on the board of directors
or any of itscommittees: (i) accept any consulting, advisory, or other compensation, directly
or indirectly, from the issuer or (ii) be an officer or other affiliate of the issuer.

Procedures to Recelve Complaints—The audit committee is responsible for establishing
procedures for the receipt, retention, and treatment of complaints regarding accounting,
internal accounting controls, or auditing matters, and the confidential, anonymous
submission by employees of the issuer (“whistleblowers’) of concerns regarding
guestionabl e accounting or auditing matters.

Funding and Authority—The audit committee must have the authority to hire independent
counsel and other advisersto carry out itsduties, and theissuer must provide for funding, as
the audit committee may determine, for payment of compensation of theissuer’ sauditor and
of any advisors that the audit committee engages.™*

SROs may adopt additional listing standards regarding audit committees aslong asthey are

consistent with SOX and the SEC SOX Section 301 Rule.

Effective Dates. Under the SOX Section 301 Rule, which took effect April 25, 2003, each

SRO must have provided to the SEC its proposed rules or rule amendments that comply with the

133

134

SOX 8§ 301 Release, supra note 6. Entitled the* Standards Relating to Listed Company Audit Committeed[,]” it
adopted, effective April 25, 2003, 1934 Act Rule 10A-3, titled “Listing Standards Relating to Audit
Committees.”

Id. Noncompliance would result in delisting, although the SRO rules must provide proceduresto permit issuers
an opportunity to cure defects that would otherwise result in delisting.
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SOX Section 301 Rule no later than July 15, 2003."** Under SOX, fina SRO rules or rule
amendments had to be approved by the SEC no later than December 1, 2003.1*

Listed issuers must have been in compliance with the new listing rules' audit committee
standards by the earlier of (i) their first annual shareholders meeting after January 15, 2004, or (ii)
October 31, 2004.*" Foreign private issuers and small businessissuers'® are given until July 31,
2005, to comply with the new audit committee requirements.**

Additional analysis regarding the SOX Section 301 Rule follows:

Audit Committee Member Independence. To be*independent” and thuseligibleto serveon
anissuer’ saudit committee, (i) audit committee members may not, directly or indirectly, accept any
consulting, advisory or other compensatory fee from the issuer or a subsidiary of the issuer, other
than in the member’ s capacity asamember of the board of directors and any board committee (this
prohibition would preclude payments to a member as an officer or employee, as well as other
compensatory payments; indirect acceptance of compensatory payments includes payments to
spouses, minor children or stepchildren or children or stepchildren sharing ahome with the member,
aswell as payments accepted by an entity inwhich an audit committee member isageneral partner,
managing member, executive officer or occupiesasimilar position and which provides accounting,
consulting, legal, investment banking, financial, or other advisory servicesor any similar servicesto
the issuer or any subsidiary; receipt of fixed retirement plan or deferred compensation is not
prohibited)**° and (ii) amember of the audit committee of anissuer may not be an “&ffiliated person”
of theissuer or any subsidiary of theissuer apart from hisor her capacity as amember of the board
and any board committee (subject to the safe harbor described below).***

13 SOX § 301 Release, supra note 6.
136 Id

137 Id

138 A small business issuer is defined in 1934 Act Rule 12b-2 as a U.S. or Canadian issuer with less than $25
million in revenues and common equity float that is not an investment company. See 17 C.F.R. § 240.12b-2
(2004).

139 SOX § 301 Release, supra note 6.

140 SOX 8§ 301 Release, supranote 6. The SOX 8301 Rulerestrictsonly current relationshipsand does not extend
to a“look back” period before appointment to the audit committee, although SRO rules may do so.

1 SOX § 301, supra note 131; SOX § 301 Release, supra note6. Inthe SOX §301 Release, the SEC commented:

[W]e are defining the terms “affiliate” and “affiliated person” consistent with our other
definitions of these termsunder the securitieslaws, such asin Exchange Act Rule 12b-2 and
Securities Act Rule 144, with an additional safe harbor. We are defining “ affiliate” of, or a
person “affiliated” with, a specified person, to mean “a person that directly, or indirectly
through one or moreintermediaries, controls, or iscontrolled by, or isunder common control
with, the person specified.” We are defining the term “control” consistent with our other
definitions of thisterm under the Exchange Act as “the possession, direct or indirect, of the
power to direct or cause the direction of the management and policies of a person, whether
through the ownership of voting securities, by contract, or otherwise.”
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Sinceit isdifficult to determine whether someone controls the issuer, the SOX Section 301
Rule creates a safe harbor regarding whether someone is an “affiliated person” for purposes of
meeting the audit committee independence requirement. Under the safe harbor, aperson who isnot
an executive officer, director, or 10% shareholder of the issuer would be deemed not to control the
issuer. A person who isineligible to rely on the safe harbor, but believes that he or she does not
control anissuer, still could rely on afactsand circumstancesanalysis. Thistestissimilar tothetest
used for determining insider status under Section16 of the 1934 Act.**

The SEC has authority to exempt from the independence requirements particular
relationships with respect to audit committee members, if appropriatein light of the circumstances.
Because companies coming to market for the first time may face particular difficulty in recruiting
membersthat meet the proposed independence requirements, the SOX Section 301 Rule providesan
exception for non-investment company issuersthat requires only one fully independent member at
the time of the effectiveness of an issuer’sinitia registration statement under the 1933 Act or the

Our definition of “affiliated person” for non-investment companies, like our existing
definitions of this term for these issuers, requires a factual determination based on a
consideration of all relevant factsand circumstances. To facilitate the analysis on factsand
circumstances where we are presumptively comfortable, we are adopting a safe harbor for
that aspect of the definition of “affiliated person,” with minor modificationsfromtheoriginal
proposal. Under the safe harbor as adopted, a person who is not an executive officer or a
shareholder owning 10% or more of any class of voting equity securities of a specified
person will be deemed not to control such specified person. * * * We have clarified * * *
that the ownership prong should be based on ownership of any class of voting equity
securities, instead of any class of equity securities.

The safe harbor isdesigned to identify agroup of thosethat are not affiliates so asto provide
comfort to thoseindividual s or entitiesthat no additional factsand circumstancesanalysisis
necessary. It only creates a safe harbor position for non-affiliate status. Failing to meet the
10% ownership threshold has no bearing on whether a particular person is an affiliate based
on an evaluation of all facts and circumstances. A director who is not an executive officer
but beneficially owns more than 10% of theissuer’ svoting equity could be determined to be
not an affiliate under a facts and circumstances analysis of control.

[Clalculations of beneficial ownership are to be made consistent with Exchange Act Rule
13d-3.

The proposed rules would have deemed a director, executive officer, partner, member,
principal or designee of an affiliate to be an affiliate. * * * Under the fina rule, only
executive officers, directors that are also employees of an affiliate, general partners and
managing members of an affiliate will be deemed to be affiliates. Thelimitation ondirectors
will exclude outside directors of an affiliate from the automatic designation.

For issuers that are investment companies, we are adopting, as proposed, the requirement
that amember of the audit committee of an investment company may not be an “interested
person” of the investment company, as defined in Section 2(a)(19) of the Investment
Company Act.

SOX § 301 Release, supra note 6, at 18,793-94.
142 17 C.F.R. § 240.12b-2 (2004).
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1934 Act, a mgority of independent members within 90 days, and a fully independent audit
committee within one year.**?

For companiesthat operate through subsidiaries, the composition of the boards of the parent
company and subsidiaries are sometimes similar, given the control structure between the parent and
the subsidiaries. If an audit committee member of the parent is otherwise independent, merely
serving on the board of a controlled subsidiary should not adversely affect the board member’s
independence, assuming that the board member al so would be considered independent for purposes
of the subsidiary except for the member’ s seat on the parent’ s board. Therefore, the SOX Section
301 Rule exempts from the “affiliated person” requirement a committee member that sits on the
board of directors of both a parent and a direct or indirect subsidiary or other affiliate, if the
committee member otherwise meets the independence requirements for both the parent and the
subsidiary or affiliate, including thereceipt of only “ordinary-coursé compensationfor servingasa
member of the board of directors, audit committee, or any other board committee of the parent,
subsidiary, or affiliate.*** Any issuer taking advantage of any of the exceptions described above
would have to disclose that fact.

Responsibilities Relating to Registered Accounting Firms. The SOX Section 301 Release
states that one of the audit committee’s primary functions is to enhance the independence of the
audit function, thereby furthering the objectivity of financial reporting. Itisthe SEC’ sview that the
auditing process may be compromised when a company’s outside auditors view their main
responsibility as serving the company’ s management rather thanitsfull board of directorsor itsaudit
committee. Therefore, under the SOX Section 301 Rule, the audit committee must be directly
responsible for the appointment, compensation, retention, and oversight of the work of the
independent auditor engaged (including resolution of disagreements between management and the
auditor regarding financia reporting) for the purpose of preparing or issuing an audit report or
related work or performing other audit, review ,or attest servicesfor theissuer, and the independent
auditor would have to report directly to the audit committee.!*® The oversight responsibilities
contemplated include the authority to retain the outside auditor, which would include the power not
to retain (or to terminate) the outside auditor.*® The SEC states in the SOX Section 301 Release
that, in connection with the oversight responsibilities contempl ated, the audit committee would need
to have ultimate authority to approve all audit engagement fees and terms, aswell asall significant
non-audit engagements of the independent auditor.**’ In this regard, the requirement would

143 SOX § 301 Release, supra note 6.
14 Id.

145 SOX 8301, supranote 131; Id. The SOX Section 301 Release proposesto exempt investment companiesfrom

the requirement that the audit committee be responsible for the selection of the independent auditor because
1940 Act Section 32(a) aready requires that independent auditors of registered investment companies be
selected by mgjority vote of the disinterested directors.

146 SOX § 301; SOX § 301 Release, supra note 6.
il SOX § 301 Release, supra note 6.
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reinforce the requirement in SOX Section 202 that auditing and non-auditing services be pre-
approved by the audit committee.*®

The requirement will not affect any requirement under a company’s governing law or
documents or other home country requirements that require shareholdersto elect, approve or ratify
the selection of the issuer’s auditor.**® The requirement instead relates to the assignment of
responsibility to oversee the auditor’s work as between the audit committee and management.
However, if the issuer provides arecommendation or nomination of an auditor to its shareholders,
the audit committee of the issuer must be responsible for making the recommendation or
nomination.**

Proceduresfor Handling “Whistleblower” Complaints. The SOX Section 301 Release states
that because the audit committee is dependent to a degree on the information provided to it by
management and internal outside auditors, it isimportant for the committee to cultivate open and
effective channels of information. In order to ensure that these channels remain open, the SOX
Section 301 Release provides that the 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, and

* The confidential, anonymous submission by employees of the issuer concerns regarding
questionable accounting or auditing matters.'>*

The SEC has not mandated specific proceduresthat the audit committee must establish. Each
audit committeeisencouraged to devel op proceduresthat work best, consistent with its company’s
individual circumstances.

Authority to Engage Advisors. The SOX Section 301 Release notesthat to performitsrole
effectively, an audit committee may need the authority to engage its own outside advisors, including
expertsin particular areas of accounting, as it determines necessary apart from counsel or advisors
hired by management, especially when potential conflicts of interest with management may be
apparent.’® The SOX Section 301 Rule specifically requiresan issuer’ saudit committeeto havethe
authori 1% to engage outside advisors, including counsel, as it determines necessary to carry out its
duties.

Funding. The SOX Section 301 Rulerequirestheissuer to providefor appropriate funding,
as determined by the audit committee, for payment of compensation:

148 See SOX § 202, supra note 91.
149 SOX § 301 Release, supra note 6, at 18,797.

150
Id.
151 Id. at 18,798; cf. SOX Section 806, infra. notes 561-565.
152
Id.
153 |d
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» Toany registered public accounting firm engaged for the purpose of rendering or issuing an
audit report [or related work] or performing other audit, review or attest services for the
listed issuer; and

« To any advisors employed by the audit committee.”™*

Thisruleisdesigned to prevent the audit committee s effectiveness from being compromised by its
dependence on management’s discretion to compensate the independent auditor or the advisors
employed by the committee, especially when potentia conflictsof interest with management may be
apparent.

Trading Markets Affected. SOX Section 301 by itstermsappliesto all stock exchangesand
NASDAQ, and, to the extent that their listing standards do not already comply with the proposals,
they will be required to issue or modify their rules, subject to SEC review, to conform their listing
standards.’® The SOX Section 301 Rule does not preclude stock exchanges and NASDAQ from
adopting additional listing standards regarding audit committees, aslong asthey are consistent with
the SOX Section 301 Release. 1*°

The OTC Bulletin Board, the Pink Sheets and the Y ellow Sheets will not be affected by the
proposed requirementsin the SOX Section 301 Release. ®” Therefore, issuerswhose securitiesare
guoted on theseinterdeal er quotation systems similarly would not be affected, unlesstheir securities
also are listed on an exchange or NASDAQ.™®

Issuers and Securities Affected. SOX Section 301 prohibitsthe listing of “any security” of
an issuer that does not meet the new standards for audit committees.*® Therefore, the proposed
SOX Section 301 rulesapply not just to voting equity securities, but to any listed security, regardless
of itstype, including debt securities, derivative securities and other types of listed securities.*® The
SOX Section 301 Rule applies to foreign companies as well as domestic issuers, subject to certain
exceptions.'®!

154 Id. At 18,799.

1% SOX § 301 Release, supra note 6, at 18,799; see also New Y ork Stock Exchange and National Association of
Securities Dealer Order Approving Proposed Rule Changes, Exchange Act Release 34-48475 (Nov. 4, 2003)
available at http://www.sec.gov/rules/sro/34-48475.htm.

156 |d.
17 Id. at 18,800.
158 |d.
159 |d.
160 |d.

161 Seeinfra Section X111.
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Small Businesses. SOX Section 301 makes no distinction based on an issuer’ s size, except
that small business issuers are given until July 31, 2005, to comply with the new audit committee
requirements.

Investment Companies. The SOX Section 301 Rule covers closed-end investment companies
and exchange-traded, open-end investment companies, but excludes exchange-traded unit investment
trusts from the proposed SOX Section 301 requirements.'®®

Determining Compliance with Standards. SOX Section 301 does not establish specific
mechanismsfor anational securities exchange or NASDAQ to ensure that i ssuers comply with the
standards on an ongoing basis. SROs arerequired to comply with SEC rulespertainingto SROsand
to enforce their own rules, including rules that govern listing requirements and affect their listed
issuers. The SOX Section 301 Release directs the SROs to require a listed issuer to notify the
applicable SRO promptly after an executive officer of an issuer becomes aware of any material
noncompliance by the listed issuer with the requirements.*®*

Opportunity to Cure Defects. The SOX Section 301 Rule specifiesthat the SRO rules must
provide for appropriate procedures for an issuer to have an opportunity to cure any defects that
would bethebasisfor aprohibition of the continued listing of theissuer’ ssecuritiesasaresult of its
failure to meet the SRO audit committee standards before the imposition of such a prohibition.'®®
The SRO rules may provide that an audit committee member who ceases to be independent for
reasons outside his control may, with notice by theissuer to the SRO, remain on theaudit committee
until the earlier of (i) the next annual meeting of shareholdersor (ii) thefirst anniversary of the event
which caused him not to be independent.*®®

Audit Committee Charters. Issuersshould review their audit committee chartersand amend
them to comply with the SOX Section 301 Rule and any applicable SRO rules.**’

Disclosure Changes Regarding Audit Committees

° Disclosure Regarding Exemptions. Because exemptionsfrom the rulesadoptedinthe
SOX Section 301 Release would distinguish certain issuers from most other listed issuers, the
exempted issuers would need to disclose their reliance on an 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
disclosurewould need to appear in, or beincorporated by referenceinto, (i) annual reportsfiled with

162 SOX § 301 Release, supra note 6, at 18,790.

163 Id. at 18,797.
1o4 Id. at 18,805.
165 Id. at 18,806.
166 |d.

1e7 Id. at 18,808.

168 SOX § 301 Release, supra note 6, at 18,806.
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the SEC and (ii) proxy statements or information statements for shareholders’ meetings at which
elections for directors are held.**®

° | dentification of the Audit Committeein Annua Reports. Currently, anissuer subject
to the SEC proxy rules is required to disclose in its proxy statement or information statement, if
action isto betaken with respect to the el ection of directors, whether the issuer has a standing audit
committee, the names of each committee member, the number of committee meetings held by the
audit committee during the last fiscal year, and the functions performed by the committee.’™ The
SOX Section 301 Release requires disclosure of the members of the audit committeeto beincluded
or incorporated by referencein the listed issuer’ s annual report.*”* Also, sincein the absence of an
audit committee the entire board of directorswill be considered to be the audit committee, the SEC
requiresalisted issuer that has not separately designated or has chosen not to separatel y designate an
audit committee to disclose that the entire board of directors is acting as the issuer’s audit
committee. "

° Updatesto Existing Audit Committee Disclosure. A listed issuer will berequired to
disclose whether the members of its audit committee are independent using the definition of
independence for audit committee members included in the applicable listing standards.*”® Non-
listed issuers that have separately designated audit committees would still be required to disclose
whether their audit committee members were independent, but in determining whether a member
was independent, non-listed issuers would be allowed to choose any definition for audit committee
member independence of a national securities exchange or national securities association that has
been approved by the SEC.*™

CEOI/CFO Certifications. SOX containstwo separate certification requirements, which are
applicableto all public companies, regardless of size, and arein addition to the one-time certification
reguirement which the SEC imposed on the CEOs and CFOs of the 947 largest public companies
pursuant to a June 27, 2002, investigative order.*”

OX 8906 Certification. SOX Section 906 amended Federa criminal law to require
the CEO and CFO to furnish awritten certification with each SEC periodic report filed containing
financial statements certifying that the financial statementsand the disclosuresthereinfairly present,

169 |d
1o Id. at 18,807.
171 |d
172 |d
s Id. at 18,808.

174 SOX § 301 Release, supra note 6, at 18,808.

s Order Requiring the Filing of Sworn Statements Pursuant to Section 21(a)(1) of the Securities Exchange Act of
1934, SEC File No. 4-460 (June 27, 2002), at http://www.sec.gov/rules/other/4-460.htm.
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inall material aspects, the operations and financial condition of theissuer.’” Therequired form of
the SOX Section 906 certification follows:*"”

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Report of (the“Company”) on Form 10-__ for the period
ending asfiled with the Securities and Exchange Commission on the date hereof (the “Report”), I,
, Chief [Executive] [Financial] Officer of the Company, certify, pursuant to 18 U.S.C. §
1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in al material respects, the financial
condition and result of operations of the Company.

19

Chief [Executive] [Financia] Officer
[Date]

Thecriminal penalties applicableto afalse SOX Section 906 certification are (1) 20 yearsin
prison for awillful violation; and (2) ten years for areckless and knowing violation.*” The Section
906 certification requirement was effective July 30, 2002, and was not predicated on any SEC
rulemaking.

OX 8302 Certification. The SEC has adopted rules pursuant to SOX Section 302
requiring the CEO and CFO of each public company filing a Form 10-Q or 10-K to certify that the
financial statements filed with the SEC fairly present, in all material respects, the operations and
financial condition of the issuer, as to the adequacy of the issuer’s “disclosure controls and
procedures’ and “internal controls,” and as to certain other matters.*”® The mandated CEO/CFO
certification under SOX Section 302 is as follows:

I, [identify the certifying individual], certify that:

1. | havereviewed this [specify report] of [identify registrant];

1re SOX § 906, 18 U.S.C.A. § 1350 (West Supp. 2004) [hereinafter “ SOX § 906" |; Management’s Report on
Internal Control Over Financial Reporting and Certification of Disclosure in Exchange Act Periodic Reports,
Securities Act Release No. 8238, Exchange Act Release No. 47,986, 68 Fed. Reg. 36,636 (June 18, 2003),
available at http://www.sec.gov/rules/final/33-8238.htm.

1 SOX § 906, supra note 176.
178 Id

179 SOX § 302, 15 U.S.C.A. § 7241 (West Supp. 2004) [hereinafter “ SOX § 302" ]; Securities Act Release No.
8238, supra note 176. Note that certain portions of the Section 302 certification are not mandatory for a
particular issuer until the final rulesrelating to Internal Controlsover Financial Reporting arefully in effect for
that issuer. Seeinfra Section V.
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2. Based on my knowledge, thisreport does not contain any untrue statement of amaterial 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 this report;

3. Based on my knowledge, the financial statements, and other financia information included in this
report, fairly present in al material respects the financial condition, results of operations and cash flows of the
[registrant] as of, and for, the periods presented in this report;

4. The[registrant]’ sother certifying officer(s) and | are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(€) and 15d-15(€)*%%) [and internal
control over financia reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)**%]*®2 for the
[registrant] and have:

(@) Designed such disclosure controls and procedures, or caused such disclosure controls and
proceduresto be designed under our supervision, to ensure that material information relating to the[registrant],
includingits consolidated subsidiaries, is made known to us by otherswithin those entities, particularly during the
period in which this report is being prepared;

(b) Designed such internal control over financia reporting, or caused such internal control over
financial reporting to be designed under our supervision, to provide reasonabl e assurance regarding the reliability
of financia reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

180 For purposes of this certification, the term “disclosure controls and procedures’ is defined in Rule 13a-15(€)

under the 1934 Act as controls and other procedures of an issuer that are designed to ensure that information
required to be disclosed by the issuer in the reports that it files or submits under the 1934 Act is recorded,
processed, summarized, and reported within the time periods specified in the SEC’s rules and forms.
Disclosure controls and proceduresinclude, without limitation, control s and procedures designed to ensure that
information required to be disclosed by an issuer in the reports that it files or submits under the 1934 Act is
accumulated and communicated to the issuer’ s management, including its principal executive and principal
financial officers, or persons performing similar functions, as appropriate to allow timely decisions regarding
required disclosure. 17 C.F.R. § 240.13a-15(¢e) (2004).

For purposes of this certification, the term “internal control over financial reporting” isdefined in Rule 13a-
15(f) and 15d-15(f) under the 1934 Act as a process designed by, or under the supervision of, the issuer’s
principal executive and principal financial officers, or persons performing similar functions, and effected by the
issuer’s board of directors, management, and other personnel, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statementsfor external purposesin accordance
with generally accepted accounting principles and includes those policies and procedures that:

(1) Pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the
transactions and dispositions of the assets of the issuer;

(2) Provide reasonabl e assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of theissuer are being made only in accordance with authorizations of management and directors
of theissuer; and

(3) Provide reasonabl e assurance regarding prevention or timely detection of unauthorized acquisition,
use or disposition of the issuer’s assets that could have a material effect on the financial statements.

17 C.F.R. § 240.13a-15(f); seeinfra “Internal Controls’ in Section V at notes 462-470 and related text.

Thebracketed language regarding internal control is not applicableto anissuer until itsfirst Form 10-K thatis
required to contain amanagement report on internal control over financial reporting requirements. Generally,
accelerated filers were required to include a management report on internal control over financial reporting
requirements in their Forms 10-K for their fiscal years ending on or after November 15, 2004, and all other
domestic issuers are required to comply for their Forms 10-K for their fiscal years ending on or after July 15,
2007. Seeinfra “Internal Controls’ in Section V at notes 462-470 and related text.

181

182
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(c) Evaluated the effectiveness of the[registrant]’ s disclosure controlsand proceduresand presented in
this report our conclusion about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such evaluation; and

(d) Disclosedinthisreport any changein the[registrant]’ sinternal control over financia reporting that
occurred during the [registrant]’ s most recent fiscal quarter (the[registrant]’ sfourth fiscal quarter in the case of
an annual report) that has materially affected, or isreasonably likely to materially affect, the[registrant]’ sinternal
control over financial reporting; and*®

5. The [registrant]’s other certifying officer(s) and | have disclosed, based on our most recent
evaluation of internal control over financial reporting, to the[registrant]’ sauditors and the audit committee of the
[registrant]’ s board of directors (or persons performing the equivaent function):

(@) All significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which arereasonably likely to adversely affect theregistrant’ sability to record, process,
summarize and report financia information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’ sinterna control over financia reporting.

To implement SOX Section 302’ sdirective that the SOX Section 302 certificationsbe”in”
each periodic report, the SEC originally required the certifications to appear immediately after the
signature block at the end of thesereports. Because the certifications are part of thetext of thereport
to which they relate, however, the SEC found that investors are not able to easily access the
certifications through its EDGAR system and that the SEC staff must review the actua text of a
quarterly or annual report to confirm that the certifications have been filed. Asaresult, the SEC
amended itsrules and forms to require issuers both to (i) file the SOX Section 302 certifications as
an exhibit to the periodic reports to which they relate’® and (ii) furnish the SOX Section 906
certifications as an exhibit to the periodic reports to which they relate.'*®

Enforcement Actions. The SEC is using the SOX certification requirements as an
independent basis for enforcement action. In SEC v. Rica Foods, the SEC settled civil injunctive

183 This certification mirrorsthe requirementsin new 1934 Act Rules 13a-15 and 15d-15 which require anissuer to

establish and maintain an overall system of disclosure controls and procedures and internal control over
financial reporting that is adequate to meet its 1934 Act reporting obligations. These rules are intended to
complement existing requirements for reporting companies to establish and maintain systems of internal
controls with respect to their financial reporting obligations. In the SEC's view, “internal controls’ has a
meaning which both overlaps and is narrower than “disclosure controls.” See infra “Internal Controls’ in
Section V at notes 462-470 and related text.

184 Securities Act Release No. 8238, supra note 176, at 36,638.

185 In Securities Act Release No. 8238, the SEC noted that SOX § 906 merely requires that the SOX § 906
certifications “accompany” a periodic report to which they relate, in contrast to SOX § 302, that requires the
certificationsto beincluded “in” the periodic report. Inrecognition of thisdifference, the SEC requiresissuers
to “furnish,” rather than “file,” the SOX 8906 certificationswith the SEC. Thus, the certificationswould not be
subject toliability under 1934 Act § 18 and would not be subject to automatic incorporation by referenceto an
issuer’'s 1933 Act registration statements, which are subject to liability under 1933 Act § 11, unlesstheissuer
takes steps to include the certifications in a registration statement. Issuers are to submit the SOX § 906
certifications as exhibits to the periodic reports to which they relate and designate the certifications as an
“Additional Exhibit” under Item 99 of Item 601(b) of Regulation S-K. Seeid.; SOX § 302, supra note 179;
SOX § 906, supra note 176.
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actions against a company headquartered in Costa Rica and the officers who personally signed
certificationsin aForm 10-K Report.*®® The predicate of the SEC action wasthat the officerssigned
their certifications and filed the Form 10-K Report despite the company’ slack of asigned report of
itsindependent auditors and material classification errorsin the financia statements.*®” In SEC v.
Irving Paul David, the SEC filed an enforcement action, and the U.S. Attorney for the Southern
District of New Y ork simultaneously announced an indictment, against afinancia officer of two
mutual funds for embezzling funds to which the investment companies were entitled and for filing
SOX-mandated certificates that did not disclose his fraud.*®

Misleading Statementsto Auditors. SOX Section 303 makesit unlawful, in contravention
of rulesto be adopted by the SEC, for any officer or director of anissuer, or any other person acting
under the direction thereof, to take any action to fraudulently influence, coerce, manipulate, or
mislead any independent public or certified accountant engaged in the performance of an audit of the
financial statements of that issuer for the purpose of rendering such financial statements materially
misleading.®® On May 20, 2003, the SEC amended and expanded Rule 13b2-2 under the 1934 Act
(which aready prohibited the falsification of books, records and accounts, and false or misleading
statements, or omissionsto make certain statementsto accountants'>) by adding (i) new subsection
(b)(1) that specifically prohibits officersand directors and “ persons acting under [their] direction,”***

186 SEC v. Rica Foods et. al., Civil Action No. 03-22191-Civ-King (S.D. Fla filed August 15, 2003), SEC

Litigation Release No. 18,293 (August 18, 2003), available at
http://www.sec.gov/litigation/litrel eases/Ir18293.htm.

187
Id.

188 SEC v. Irving Paul David, 03 Civ. 6305 (S.D.N.Y.) (KMW), SEC Litigation Release No. 18300 (August 1,
2003), available at http://www.sec.gov/litigation/litrel eases/Ir18300.htm.

189 SOX §303, 15 U.S.C.A. § 7242 (West Supp. 2004) [hereinafter “ SOX § 303" ].

1%0 See Securities and Exchange Commission v. Vincent Steckler, Complaint for Permanent | njunction and Other
Legal and Equitable Relief, filed in U.S. District Court for Northern District of California, San Jose Division,
on September 8, 2003, in which the SEC charged avice president of sales of a public company with aiding and
abetting hisemployer inimproperly recognizing revenuein violation of Rules 10b-5 and pre-amendment 13b2-
1 under the 1934 Act by arranging for an undisclosed side letter that made an otherwise unconditional order for
the purchase of software provided to theissuer’ slegal and accounting departments subject to cancellation. The
SEC’s Complaint stated that under GAAP the side | etter made the sale a contingent sale, which should not be
recognized as revenue, and that the defendant concealed the side letter from the legal and accounting
departments, thereby causing the improper revenue recognition. SEC v. Vincent Seckler, Complaint, Civil
Action No. C-03-4067 RMW (N.D. Ca. Filed Sept. 8, 2003), available at
http://www.sec.gov/litigation/complaints/comp18327.htm.

19 In adopting Exchange Act Release No. 47,890, the SEC commented:

“[N]ew rule 13b2-2(b)(1) coversthe activities of not only officersand directors of theissuer
who engage in an attempt to misstate financial statements but also “any other person acting
under the direction thereof.” Activities by such “other persons’ currently may constitute
violations of the anti-fraud or other provisions of the securitieslaws or aiding or abetting or
causing anissuer’ sviolations of the securitieslaws. Section 303(a) and the new rule provide
the Commission with an additional means of addressing efforts by persons acting under the
direction of an officer or director to improperly influence the audit process and the accuracy
of the issuer’ sfinancial statements.

As noted in the proposing release, we interpret Congress use of the term “direction” to
encompass abroader category of behavior than “supervision.” Inother words, someone may
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from coercing, manipulating, misleading, or fraudulently influencing (collectively referred to herein
as“improperly influencing”) an auditor “engaged in the performance of an audit”*% of theissuer's
financial statementswhen the officer, director, or other person “knew or should have known” %3 that

be “acting under the direction” of an officer or director even if they are not under the
supervision or control of that officer or director. Such persons might include not only the
issuer’semployees but also, for example, customers, vendorsor creditorswho, under
the direction of an officer or director, provide false or misleading confirmations or
other falseor mideadinginfor mation to auditors, or who enter into“ side agr eements’
that enabletheissuer to midead theauditor. |nappropriate circumstances, personsacting
under the direction of officersand directorsalso may include not only lower level employees
of theissuer but al so other partners or employees of the accounting firm (such as consultants
or forensic accounting specialistsretained by counsel for theissuer) and attor neys, securities
professionals, or other advisers who, for example, pressure an auditor to limit the scope of
the audit, to issue an unqualified report on thefinancial statementswhen such areport would
be unwarranted, to not object to an inappropriate accounting treatment, or not to withdraw an
issued audit report on the issuer’ s financial statements. (emphasis added)

Some commenters were concerned that including customers, vendors and creditors in the
discussion of those persons who, in appropriate circumstances, might be considered to be
acting under the direction of an officer or director would have a chilling effect on
communi cations between those persons and the auditors. Other commenters noted that this
chilling effect would be enhanced by the Commission’ spositionin the proposing release that
negligently misleading the auditor was sufficient conduct to trigger application of therule.
* * * \We believe that third parties providing information or analyses to an auditor should
exercise reasonable attention and care in those communications. A primary purpose for
enactment of the Sarbanes-Oxley Act istherestoration of investor confidenceintheintegrity
of financia reports, which will require the cooperation of al partiesinvolved in the audit
process. Wedo not intend to hold any party accountablefor honest and reasonabl e mistakes
or to sanction those who actively debate accounting or auditing issues. We do believe,
however, that those third parties who, under the direction of anissuer’ sofficersor directors,
mislead or otherwise improperly influence auditors when they know or should know that
their conduct could result ininvestors being provided with mideading financial statementsor
a misleading audit report, should be subject to sanction by the Commission. [emphasis
added]

Improper I nfluence on Conduct of Audits, Exchange Act Release No. 47,890, 68 Fed. Reg. 31,820, 31,821-22
(May 28, 2003) (codified at 17 C.F.R. 240 (2004)), availableat http://www.sec.gov/rules/final/34-47890.htm
(emphasis added).

192 Amended Rule 13b2-2's applicability is not limited to the formal engagement period of the issuer’s current
outside auditor. In adopting Release No. 47,890 (May 20, 2003), the SEC commented that

[T]he phrase “engaged in the performance of an audit” should be given a broad reading. . .
[and] encompassthe professional engagement period and any other timethe auditor iscalled
upon to make decisions or judgments regarding the issuer’ sfinancial statements, including
during negotiations for retention of the auditor and subsequent to the professional
engagement period when the auditor is considering whether to issue a consent on the use of
prior years' audit reports.
193 Amended Rule 13b2-2 can be violated without any specific intent to render the issuer’s financial statements
materially misleading and without the prohibited action achieving its desired end or actually resulting in
misleading financial statements. In adopting Release No. 47,890 (May 20, 2003), the SEC commented that
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theaction, if successful, could result in rendering theissuer’ sfinancial statementsfiled withthe SEC
materialy misleading and (ii) a new subsection (b)(2) that provides examples of actions that
improperly influence an auditor that could result in “rendering the issuer’s financia statements
materially misleading.”**

The types of conduct that the SEC suggests could constitute “improperly influencing”
include, but are not limited to, directly or indirectly:

» Offering or paying bribes or other financial incentives, including offering future employment
or contracts for non-audit services,

* Providing an auditor with inaccurate or misleading legal analysis[emphasis added],

» Threatening to cancel or canceling existing non-audit or audit engagements if the auditor
objects to the issuer’ s accounting,

» Seeking to haveapartner removed from the audit engagement because the partner objectsto
the issuer’s accounting,

* Blackmailing, and

« Making physical threats.'*®

[T]he phrase “knew or should have known,” . . . historically hasindicated the existence of a
negligence standard . . . . [that] isconsistent with the Commission’ senforcement actionsin

thisarea[and] . . . . particularly in the absence of any private right of action under the rule,
best achieves the purpose of restoring investor confidence in the audit process.
Id. at 31,826.

Amended Rule 13b2-2 departs from the text of SOX Section 303 by using “knew or should have known,” a
negligence standard, in place of the statutory “for the purpose of” language, which would require specific
intent. Thus, the SEC will not be required to show that a person’ s actions were intended to render the issuer’s
financial statements materially misleading, but only that the person knew or was negligent in not knowing that
his or her actions could achieve that result. Id. The distinction isillustrated by an example in the adopting
release:

For example, if an officer of an issuer coerces an auditor not to conduct certain audit
proceduresrequired by generally accepted auditing standards (“GAAS”) because the officer
wants to conceal his embezzlement of funds from the issuer, then it is possible that his
actions might not be found to be for the “purpose of rendering the financial statements
misleading.” If that officer, however, knew or should have known that not performing the
procedures could result in the auditor not detecting and seeking correction of material errors
in the financial statements, then we believe the officer’s conduct should be subject to the

rule.
Id. at 31,826.

194 See Exchange Act Release No. 47,890, supra note 191.
1% Id. at 31,823.
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Rule 13b2-2 applies throughout the professional engagement and after the professional
engagement has ended when the auditor is considering whether to consent to the use of, reissue, or
withdraw prior audit reports.’® Conducting reviews of interim financial statements and issuing
consents to use past audit reports are within the scope of Rule 13b2-2.1%

SOX Section 303(b) providesthe SEC with sole civil enforcement authority with respect to
SOX Section 303 and any rule or regulation issued under SOX Section 303, thereby precluding a
private right of action.'®

A violation of Rule 13b2-2 isan “illegal act” within the meaning of Section 10A(b) of the
1934 Act and, therefore, must be reported by auditors under that section.™ Attorneysalso should be
aware that evidence of aviolation of Rule 13b2-2 may be reportable under SOX Section 307 if it
amounts to “evidence of amaterial violation” as defined in SOX Section 307 Rules.*®

There is no exemption or qualification in amended Rule 13b2-2 excluding foreign private
issuers from its application.?**

CEO/CFO Reimbursement to Issuer. SOX Section 304 provides that, if an issuer is
required to restate its financial statements owing to noncompliance with securities laws, the CEO
and CFO must reimburse the issuer for (1) any bonus or incentive or equity based compensation
received inthe 12 months prior to the restatement and (2) any profitsrealized from the sale of issuer
securities within the preceding 12 months.?*

The purpose of this provision isto “prevent CEOs and CFOs from making large profits by
selling company stock, or receiving company bonuses, while management is misleading the public
and regul ators about the poor heath of the company.”?®® Because thereis no relationship between
the financial restatement and any misconduct of the CEO or CFO, the CEO and CFO could
conceivably beresponsiblefor misconduct of any employee of theissuer. SEC rulesare expected to
address such issues as what constitutes “misconduct,” what kinds of restatements trigger this
provisig&, how material the noncompliance with securities laws must be, and how to measure
profits.

1% Id. at 31,825.

197 |d.

198 SOX § 303(b), supra note 189.

199 Exchange Act Release No. 47,890, supra note 191, at 31,827.

200 SOX § 307, 15 U.S.C.A. § 7245 (West Supp. 2004) [hereinafter “ SOX § 307" ].
20 Exchange Act Release No. 47,890, supra note 191, at 31,821 n.12.

202 SOX § 304, 15 U.S.C.A. § 7243 (West Supp. 2004) [hereinafter “ SOX § 304" ].
208 S. Rep. NO. 107-205, at 26 (2002).

204 Id. In Neer v. Pelino, 2005 WL 2434685 (E.D. Pa. Sept. 27, 2005), the court held that the disgorgement is
limited to SEC action and that no new private cause of action was created by SOX § 304, etc.
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D& O Bars. SOX Section 305 authorizes a court to prohibit aviolator of certain SEC rules
from serving as an officer or director of anissuer if the person’s conduct demonstrates unfitness to
serve (the pre-SOX standard was “substantial unfitness”).?®

Insider Trading Freeze During Plan Blackout. SOX Section 306 prohibitsany director or
executive officer of anissuer of any equity security from, directly or indirectly, purchasing, selling,
or otherwise acquiring or transferring any equity security of the issuer during a pension plan
blackout period that temporarily prevents plan participants or beneficiariesfrom engaging in equity
securities transactions through their plan accounts, if the director or executive officer acquired the
equity security in connection with his or her service or employment as a director or executive
officer.’® Under SOX Section 306, profits realized from such trades shall inure to and be
recoverable by the issuer irrespective of theintent of the parties to the transaction.?”’

The Enron scandal provided impetus for SOX Section 306(a) when insiders were able to
liquidate their Enron stock before its price plunged, even as employees were stuck holding shares
during a pension blackout period, resulting in often devastating losses in their accounts.®®  SOX
Section 306(a) restrictions on transactions by insiders would apply to all reporting companies,
including foreign privateissuers, banks and savings associations, and small businessissuers.*® The
SEC was required to adopt implementing rules within 180 days of the effective date of SOX
(January 26, 2003).%*°

Regulation BTR. On January 22, 2003, the SEC adopted Regulation Blackout Trading
Restriction (“ Regulation BTR’) to implement SOX Section 306(a) and to prevent evasion of the
statutory trading prohibition.?** Regulation BTR incorporatesanumber of concepts devel oped under
1934 Act Sectbn 16 to take advantage of “a well-established body of rules and interpretations
concerning the trading activities of corporate insiders and, as to directors and executive officers of
domestic issuers, facilitate enforcement of the SOX Section 306(a) trading prohibition through
monitoring of the reports publicly filed by directors and executive officers pursuant to 1934 Act
Section 16(a).?*

205 SOX § 305, modifying 15 U.S.C.A. § 78u. (West Supp. 2004).
206 SOX § 306 (8)(1), 15 U.S.C.A. § 7244(a)(1) (West Supp. 2004) [hereinafter “ SOX § 306" ].
207 Id. at (8)(2)(A).

208 Thomas O. Gorman & Heather J. Stewart, Is There a New Sheriff in Corporateville? The Obligations of
Directors, Officers, Accountants, and Lawyers After Sarbanes-Oxley of 2002, 56 ADMIN. L. Rev. 135, 150
(2004).

209 S. Rep. No. 107-205, at 27 (2002).

210 SOX § 208, 15 U.S.C.A. § 7233 (West Supp. 2004).

2 Insider Trades During Pension Fund Blackout Periods, Exchange Act Release No. 47,225, 68 Fed. Reg. 4338
(Jan. 28, 2003), available at http://www.sec.gov/rules/final/34-47225.htm.
a2 Id. At 4339.
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Persons Subject to Trading Prohibition. SOX Section 306(a) and Regulation BTR apply to

the directors®*® and executive officers™™* of domestic issuers, foreign companies,?*® small business

issuers”’® and, in rare instances, registered investment companies.

of an issuer other than an exempt security.

217

Securities Subject to Trading Prohi tgll'g on. SOX Section 306(a) appliesto any equity security

Transactions Subject to Trading Prohibition. SOX Section 306(a) isinterpreted to make it

unlawful for adirector or executive officer of anissuer of any equity security, directly or indirectly,
to purchase, sell, or otherwise acquire or transfer any equity security of theissuer during apension

213

214

215

216

217

218

Under Regulation BTR, theterm “director” hasthe meaning set forthin 1934 Act 83(a)(7). Id. at 4339. Asthe
SEC has previoudly noted, this definition reflects a functional and flexible approach to determining whether a
personisadirector of an entity. Improper Influence on Conduct of Audits, Exchange Act Release No. 47,890
(May. 20, 2003), availabl e at http://www.sec.gov/rules/final/34-47890.htm. Thus, for purposesof SOX Section
306(a) and Regulation BTR, an individual’ s title is not dispositive as to whether he or she isa director. As
under 1934 Act Section 16, attention must be given to theindividual’ sunderlying responsibilities or privileges
with respect to the issuer and whether he or she has a significant policy-making role with the issuer. See
Ownership Reportsand Trading by Officers, Directorsand Principal Security Holders, Exchange Act Release
No. 28,869, 56 Fed. Reg. 7242, at 8 11.A.1 (Feb. 21,1991). Anindividual may hold thetitle“director” and yet,
because he or she is not acting as such, not be deemed a director. See Ownership Reports and Trading by
Officers, Directors and Principal Stockholders, Exchange Act Release No. 26,333, 53 Fed. Reg. 49,997, at §
I11.A.2 (Dec. 13, 1988).

Under Regulation BTR, the term “executive officer” has the same meaning asthe term “officer” in 1934 Act
Rule 16a-1(f).

Seeinfra Section XIII.

SOX Section 306(a) does not distinguish between large and small issuers.

Exchange Act Release No. 47,225, supra note 211, at 4339.

SOX 8306(a), supra note 206. Rule 100(i) of Regulation BTR definestheterm “exempt security” by reference
to the definition in 1934 Act Section 3(8)(12). 17 C.F.R. § 245.100(i) (2004). Rule 100(f) provides that the
term “equity security of the issuer” includes any equity security or derivative security relating to an issuer,
whether or not issued by that issuer. 17 C.F.R. § 245.100(f). Rule 100(d) provides that the term “derivative

security” hasthe same meaning asin 1934 Act Rule 16a-1(c), which definesthe term “ derivative securities’ to
mean

any option, warrant, convertible security, stock appreciation right, or similar right with an
exercise or conversion privilege at aprice related to an equity security, or similar securities
with avalue derived from the value of an equity security, but shall not include: (1) Rightsof
a pledgee of securities to sell the pledged securities; (2) Rights of all holders of a class of
securities of anissuer to receive securitiespro rata, or obligationsto dispose of securities, as
aresult of amerger, exchange offer, or consolidation involving the issuer of the securities;
(3) Rightsor obligationsto surrender asecurity, or have asecurity withheld, upon thereceipt
or exercise of aderivative security or the receipt or vesting of equity securities, in order to
satisfy the exercise price or the tax withhol ding consequences of receipt, exercise or vesting;
(4) Interests in broad-based index options, broad-based index futures, and broad-based
publicly traded market baskets of stocks approved for trading by the appropriate federal
governmental authority; (5) Interests or rightsto participate in employee benefit plans of the
issuer; or (6) Rights with an exercise or conversion privilege at a price that is not fixed; or
(7) Options granted to an underwriter in a registered public offering for the purpose of
satisfying over-allotments in such offering.

17 C.F.R. § 240.16a-1(c) (2004).
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plan blackout period with respect to the equity security if the director or executive officer acquired
such equity security in connection with his or her service or employment as adirector or executive
officer.?*

@ “ Acquired in Connection with Service or Employment as a Director or Executive
Officer.” Regulation BTR defines the phrase “acquired such equity security in connection with
service or employment as adirector or executive officer” to include equity securities acquired by a
director or executive officer:

* At atimewhen he or she was a director or executive officer under a compensatory plan,
contract, authorization, or arrangement, including, but not limited to, plans relating to
options, warrantsor rights, pension, retirement or deferred compensation or bonus, incentive
or profit-sharing (whether or not set forth in any formal plan document), including a
compensg()ory plan, contract, authorization, or arrangement with a parent, subsidiary or
affiliate;

» Atatimewhen he or she wasadirector or executive officer asaresult of any transaction or
business relationship described in paragraph (a) or (b) of Item 404 of Regulation S-K** to
the extent that he or she has a pecuniary interest in the equity securities;**

» Atatimewhen heor shewasadirector or executive officer, as“directors’ quaifying shares’
or other securities that he or she must hold to satisfy minimum ownership requirements or
guidelines for directors or executive officers;?*

» Prior to becoming, or while, adirector or executive officer where the equity security was
acquired as a direct or indirect inducement to service or employment as a director or

executive officer:?%* or

» Prior to becoming, or while, adirector or executive officer where the equity security was
received as aresult of a business combination in respect of an equity security of an entity
involved in the business combination that he or she had acquired in connection with service
or employment as a director or executive officer of such entity.”*

(b) Service or Employment Presumption. Regulation BTR provides that any equity
securities sold or otherwisetransferred during ablackout period by adirector or executive officer of
an issuer will be considered to have been “acquired in connection with service or employment asa
director or executive officer” to the extent that the director or executive officer had a pecuniary

29 17 C.F.R. § 245.101(a) (2004).
20 17 C.F.R. § 245.100(a)(1) (2004).
2 17 C.F.R. § 229.404 (2004).

22 17 C.F.R. § 245.100(a)(2) (2004).
3 17 C.F.R. § 245.100(a)(3) (2004).
24 17 C.F.R. § 245.100(a)(4) (2004).
25 17 C.F.R. § 245.100(a)(5) (2004).
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interest in such securities at the time of the transaction, unless he or she establishes that the equity
securities were not “acquired in connection with service or employment as a director or executive
officer.”?*® To establish this defense, a director or executive officer must specifically identify the
origin of the equity securities in question and demonstrate that this identification of the equity
securities is consistent for al purposes related to the transaction (such as tax reporting and any
applicabledisclosure and reporting requirements).*’ In other words, to the extent that directorsand
executive officers are able to specificaly identify, or trace, the source of equity securities sold or
otherwise transferred during a blackout period, the transaction will not be considered to involve
securities “acquired in connection with service or employment asadirector or executiveofficer.” %

(© Transitional Stuations. Equity securitiesacquired by anindividual before he or she
becomesadirector or executive officer are not “ acquired in connection with service or employment
as adirector or executive officer.”??® Thus, equity securities acquired under a compensatory plan,
contract, authorization, or arrangement while an individual is an employee, but not a director or
executive officer, will not be subject to SOX Section 306(a) trading prohibition. However, equity
securities acquired by an employee before becoming a director or executive officer will be
considered “ acquired in connection with service or employment asadirector or executiveofficer” if
the equity securities are part of an inducement award.?*

In contrast, equity securities acquired by an individual in connection with service or
employment as adirector or executive officer before an entity becomes an “issuer” are considered
“acquired in connection with service or employment asadirector or executive officer” for purposes
of SOX Section 306(a) and Regulation BTR and are subject to the statutory trading prohibition.**
Similarly, equity securities acquired by adirector or executive officer in connection with hisor her
service or employment asadirector or executive officer of anissuer beforethe effective date of SOX
Section 306(a) are subject to that section and Regulation BTR.>*

(d) Exempt Transactions. Regulation BTR exempts from the statutory trading
prohibition:

« Acquisitions of equity securities under dividend or interest reinvestment plans;?*®

» Purchases or sales of equity securities pursuant to a trading arrangement that satisfies the
affirmative defense conditions of 1934 Act Rule 10b5-1(c);%**

226 17 C.F.R. § 245.101(b) (2004).
227 |d.

228 Id

29 17 C.F.R. § 245.100(a) (2004).
20 17 C.F.R. § 245.100(a)(4) (2004).

=1 17 C.F.R. § 245.100(a) (2004).
232 |d.

233 17 C.F.R. § 245.101(c)(1) (2004).
24 17 C.F.R. § 245.101(c)(2) (2004).
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Purchases or sales of equity securities, other than discretionary transactions, pursuant to
certain “tax-conditioned” plans;**

Increases or decreases in the number of equity securities held as aresult of a stock split or
stock dividend applying equally to all equity securities of that class;*°

Compensatory grants and awards of equity securities (including options and stock
appreciation rights) pursuant to a plan that, by its terms, permits directors or executive
officers to receive grants or awards, provides for grants or awards to occur automatically,
and specifies the terms and conditions of the grants or awards;*’

Exercises, conversions, or terminations of derivative securities that were not written or
acquired by adirector or executive officer during the blackout period in question or while
aware of the actual or approximate beginning or ending dates of the blackout period, and
where (i) the derivative security, by its terms, may be exercised, converted, or terminated
only on a fixed date, with no discretionary provision for earlier exercise, conversion, or
termination, or (ii) the derivative security is exercised, converted, or terminated by a
counterparty and the director or executive officer does not exercise any influence on the
counterpgrgy with respect to whether or when to exercise, convert, or terminatethe derivative
security;

Acquisitions or dispositions of equity securities involving a bona fide gift or a transfer by
will or the laws of descent and distribution;**®

Acquisitions or dispositions of equity securities pursuant to a domestic relations order;**°

Sales or other dispositions of equity securities compelled by the laws or other requirements
of an applicable jurisdiction;*** and

Acquisitions or dispositions of equity securities in connection with a merger, acquisition,
divestiture, or similar transaction occurring by operation of law.?*?

The exemptionin Regulation BTR does not extend to “ discretionary transactions,” such asan

intra-plan transfer involving an issuer equity securities fund or a cash distribution funded by a

volitional disposition of an issuer equity security,®* that occur during a blackout perio

d.244

235

236

237

238

239

240

241

242

243

17 C.F.R. § 245.101(c)(3) (2004).
17 C.F.R. § 245.101(c)(10) (2004).
17 C.F.R. § 245.101(c)(4) (2004).
17 C.F.R. § 245.101(c)(5) (2004).
17 C.F.R. § 245.101(c)(6) (2004).
17 C.F.R. § 245.101(c)(7) (2004).
17 C.F.R. § 245.101(c)(8) (2004).
17 C.F.R. § 245.101(c)(9) (2004).
17 C.F.R. § 240.16b-3(b)(4) (2004).
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However, it would cover acquisitions or dispositions of equity securities made in connection with
death, disability, retirement or termination of employment, or transactionsinvolving adiversification
or distribution required by the Internal Revenue Code to be made available to plan participants
because these transactions are not “discretionary transactions.”?*

Blackout Period. SOX Section 306(a)(4)(A) definestheterm “blackout period” to mean any
period of more than three consecutive business days during which the ability of not fewer than 50%
of the participants or beneficiaries under all “individual account plans’ maintained by an issuer to
purchase, sell, or otherwise acquire or transfer an interest in any equity security of theissuer heldin
such 232 individual account plan is temporarily suspended by the issuer or by a fiduciary of the
plan.

@ Individual Account Plan. The Regulation BTR definition of “individual account
plan” encompasses a variety of pension plans, including 401(k) plans, profit-sharing and savings
plans, stock bonus plans, and money purchase pension plans, but excludes one-participant retirement
plans and pension plans, in which participation is limited to directors of the issuer.*’

(b) Blackout Period. Regulation BTR defines “blackout period” such that, in
determining whether a temporary trading suspension in issuer equity securities constitutes a
“blackout period,” the individual account plans to be considered are individual account plans
maintained by an issuer that permit participants or beneficiarieslocated inthe U.S. to acquire or hold
equity securities of the issuer.?*®

(© Determining Participants and Beneficiaries. Once an issuer has identified the
relevant individual account plans, it must determine whether the temporary suspension of tradingin
its equity securities affects 50% or more of the participants or beneficiaries under these plans.?*
Thisis accomplished by comparing the number of participants or beneficiaries located in the U.S.
who are subject to the temporary trading suspension in issuer equity securities to the number of
participants or beneficiaries|ocated inthe U.S. under all individual account plans maintained by the
issuer.® In the case of a domestic issuer, where this percentage is 50% or more, the temporary
trading suspension constitutes a“blackout period,” so the SOX Section 306(a) trading prohibition
applies to the issuer’s directors and executive officers.®*

On any day, it may be difficult for an issuer to know precisely how many participants and
beneficiariesare covered by all of itsindividual account plans. Asaresult, issuerswill need to apply

24 17 C.F.R. § 245.101(c)(3) (2004).

25 17 C.F.R. § 240.16b-3(b)(4) (2004).
26 SOX § 306(a)(4)(A), supra note 206.
247 17 C.F.R. § 245.100(j) (2004).

28 17 C.F.R. § 245.100(b)(1) (2004).
249 |d.

250 Id

21 With respect to foreign private issuers, seeinfra Section XI11.

44

4066570v.1



the“50% test” on the basis of estimates. Regulation BTR contains provisionsfor making reasonable
estimates.

(d) Exceptions to Definition of Blackout Period. SOX Section 306(a)(4)(B) expressly
excludes from the definition of the term “blackout period” two types of temporary trading
suspensions:

* A regularly scheduled period in which the participants and beneficiaries may not purchase,
sell, or otherwise acquire or transfer an interest in any equity security of an issuer, if such
period is—

* Incorporated into the individual account plan; and

» Timely disclosed to employees before they become participants under the individual

account plan or as a subsequent anendment to the plan;® or

* Any temporary trading suspension [that would otherwise be a “blackout period”] that is
imposed solely in connection with persons becoming participants or beneficiaries, or ceasing
to be participants or beneficiaries, in an individual account plan by reason of a corporate
merger, acquisition, divestiture, or similar transaction involving the plan or plan sponsor.?>®

Remedies. SOX Section 306(a) containstwo distinct setsof remedies: (i) aviolation of the
statutory trading prohibition in SOX Section 306(a)(1) istreated asaviolation of the 1934 Act and
subject to al resulting sanctions, including SEC enforcement action, and (ii) where a director or
executive officer realizes a profit from a prohibited transaction during a blackout period, SOX
Section 306(a)(2) permitsanissuer, or asecurity holder of theissuer onitsbehalf, to bring an action
to recover that profit.”>* Under thelatter provision, anissuer, or asecurity holder onitsbehalf, may

%2 Regulation BTR provides that the requirement that the regularly scheduled period be incorporated into the

individual account plan may be satisfied by including a description of the regularly scheduled trading
suspension in issuer equity securities, including the suspension’s frequency and duration and the plan
transactionsto be suspended or otherwise affected, in either the official plan documents or other documents or
instruments that govern plan operations. In the latter case, these documents or instruments may include an
ERISA Section 404(c) notice or an advance notice in either the plan’s summary plan description or any other
official plan communication. See Exchange Act Release No. 47,225, supra note 211, at 4347.

The disclosure of the regularly scheduled trading suspension will be considered timely if the employee is
notified of the trading suspension at any time prior to, or within 30 calendar days after, the employee’ sformal
enrollment in the plan, or, in the case of a subsequent amendment to the plan, within 30 calendar days after
adoption of the amendment. Id.

17 C.F.R. § 245.102 (2004). Inthe case of atemporary trading suspension in issuer equity securitiesimposed
in connection with amerger, acquisition, divestiture, or similar transaction, Regulation BTR providesthat the
temporary suspension will not constitute a “blackout period” for purposes of SOX Section 306(a) if: (i) its
principal purposeisto enableindividualsto become participantsor beneficiariesin anindividual account plan
by reason of the transaction, or to terminate participation in the plan, even though the suspensionisalso used to
effect other administrative actions that are incidental to the admission or withdrawal of plan participants or
beneficiaries and (ii) the persons becoming participants or beneficiaries are not permitted to participate in the
same class of equity securities after the merger, acquisition, divestiture, or similar transaction as before the
transaction. See Exchange Act Release No. 47,225, supra note 211, at 4348.

24 SOX § 306(a)(1)-(2), supra note 206.

253

45

4066570v.1



initiate an action only if a director or executive officer realized a profit as a result of a prohibited
purchase, sale or other acquisition, or transfer of an equity security during ablackout period.>° As
under 1934 Act Section 16(b), this concept of “reaized profits’ meansthat the director or executive
officer must have received adirect or indirect pecuniary benefit from the transaction.®

To provide guidance to the courts regarding SOX Section 306(a)(2) private actions against
directors and executive officerswho have viol ated the statutory trading prohibition, Regulation BTR
providesthat where atransaction involvesapurchase, sale or other acquisition, or transfer of alisted
equity security (other than a grant, exercise, conversion, or termination of a derivative security),
profit is to be measured by comparing the difference between the amount paid or received for the
equity security on the date of the transaction during the blackout period and the average market price
of the equity security calculated over thefirst three trading days after the ending date of the blackout
period.>’ Otherwise, profit is to be measured in a manner that is consistent with the objective of
identifying the amount of any gain realized or loss avoided asaresult of the transaction taking place
during the blackout period rather than taking place outside of the blackout period.?®® Tomitigatethe
effect of large fluctuationsin the market price of anissuer’ sequity securities after ablackout period
and deter attemptsto manipul ate this market price, Regulation BTR usesathree-day averagetrading
price to determine the amount that a director or executive officer would have paid or received if the
transaction had occurred after the end of the blackout period.*®

Notice of Blackout Period. SOX Section 306(a)(6) requires that an issuer provide timely
notice to its directors and executive officers®® and to the SEC on Form 8-K of the imposition of a
blackout period that triggers the trading prohibition of SOX Section 306(a).%%*

%5 SOX § 306(a)(2)(A), supra note 206.
26 17 C.F.R. § 240.16a-1(a)(2) (2004).

=7 Exchange Act Release No. 47,225, supra note 211, at 4357.
258
Id.

9 Id. at 4349.

260 SOX § 306(a)(6), supra note 206. Regulation BTR requires that the notice specify the length of the blackout
period, using either the actual or expected beginning date and ending date of the blackout period, or the
calendar week or weeks during which the blackout period is expected to begin and end, provided that during
such week or weeks information as to whether the blackout period has begun or ended is readily available
without charge (such asviaatoll-free telephone number or accessto a specified web site), to affected directors
and executive officers and that the notice describes how to access the information. Regulation BTR further
permits the length of the blackout period to be described in the notice to the SEC using the calendar week or
weeks during which the blackout period is expected to begin and end, provided that the notice also describes
how a security holder or other interested person may obtain, without charge, the actual beginning and ending
dates of the blackout period. Under therule, itis permissibleto use a “week of " beginning date and a
“week of " ending date. It also is permissible to use a specific beginning date and a “week of
ending date, or the converse. For purposes of the rule, acalendar week is defined to mean a seven-day period
beginning on Sunday and ending on Saturday. |If anissuer electsto provide the actual or expected beginning
and ending dates of ablackout period inthe required notice, and either or both of those dates change, theissuer
is required to provide directors and executive officers and the SEC with an updated notice identifying the
change in date or dates, explaining the reasons for the changes and identifying all material changes in the
information contained in the prior notice. The updated noticeis required to be provided as soon as reasonably
practicable.
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Enhanced Attor ney Responsibilities. SOX Section 307 mandatesthat the SEC adopt rules
of professional responsibility for attorneys representing public companiesbeforethe SEC, including:
(2) requiring an attorney to report evidence of a materia violation of securities law or breach of
fiduciary duty to the chief legal officer (* CLO”) or the equivaent, if theissuer hasaCLO, or to both
the CLO and the CEO, of the company, and (2) if corporate executivesdo not respond appropriately,
requiring the attorney to report to the board of directors or an appropriate committee thereof.> On
January 23, 2003, the SEC complied with the mandate by adopting the rules implementing
provisions of SOX Section 307 that prescribe minimum standards of professional conduct for
attorneys appearing and practicing before the SEC in any way in therepresentation of issuers(“ SOX
Section 307 Release” ).%*® These rules adopted under SOX Section 307 (“ SOX Section 307 Rules”)
constitute anew Part 205 to Title 17 of the Code of Federal Regulations, Standards of Professional
Conduct for Attorneys Appearing and Practicing before the Commission, and became effective on
August 5, 2003.>** The rules aso implement the SEC views that attorneys are “ gatekeepers’ —
enforcers of the rules of the capital markets — who are important actors in keeping the market fair
and honest, and should be responsible for insisting that the companies they represent comply with
the law.

Generaly, SOX Section 307 Rulesrequire that, in the event that an attorney has* credible
evidence based upon which it would be unreasonable, under the circumstances, for a prudent and
competent attorney not to concludethat it isreasonably likely that a material violation [of any U.S.
law or fiduciary duty] has occurred, is ongoing, or is about to occur,” the attorney has a duty to
seek to remedy the problem by “reporting up the ladder” within the issuer.”®® This standard,
devel oped from the SEC’ s attempt to make obj ective rather than subjective thetest of when alawyer
must report aviolation, hasalower threshold than a“morelikely than not” standard. An attorney’s
duty is not confined to matters as to which the attorney hasformed alegal conclusion that there has
been amaterial violation.

See Filing Guidance Related to: Conditions for Use of Non-GAAP Financial Measures; and Insider Trades
During Pension Fund Blackout Periods, Securities Act Release No. 8216, Exchange Act Release No. 47,583, 68
FED. REG. 15,939 (April 2, 2003), available at http://www.sec.gov/rules/final/33-8216.htm.

Regulation BTR provides that the notice to directors and executive officers will be considered timely if an
issuer provides it no later than five business days after the issuer receives the notice from the pension plan
administrator required by the Department of Labor Rules. If theissuer doesnot receive such notice, theissuer
must provideits noticeto directorsand executive officersat least 15 calendar daysbeforetheactual or expected
beginning date of the blackout period. Thisprovisionisdesigned to ensure that an issuer will typically not be
required to provide the notice under SOX Section 306(a)(6) to its directors and executive officers until it has
received notice of an impending blackout period from the pension plan administrator. Notwithstanding this
genera requirement, Regulation BTR provides that advance notice is not required in any case where
unforeseeable events or circumstances beyond theissuer’ sreasonable control prevent theissuer from providing
advance notice to its directors and executive officers.

21 SOX § 306(a)(6), supra note 206.
%2 SOX § 307, supra note 200.

23 See Implementation of Standards of Professional Conduct for Attorneys, Securities Act Release No. 8185,
Exchange Act Release No. 47,276, 68 Fed. Reg. 6296 (Feb. 6, 2003) (codified at 17 C.F.R. § 205 (2004)),
available at http://www.sec.gov/rules/final/33-8185.htm [hereinafter the “ SOX Section 307 Release” ].

264 17 C.F.R. § 205.1-.7 (2004).
%5 17 C.F.R. § 205.2 (2004) (emphasis added).
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Relationship to State Disciplinary Rules. SOX Section 307 Rules purport to set forth
minimum standards of professional conduct for attorneys appearing and practicing beforethe SEC in
the representation of anissuer.?®® SOX Section 307 standards areintended to supplement applicable
standards of any jurisdiction where an attorney isadmitted or practices and are not intended to limit
the ability of any jurisdiction to impose additional obligations on an attorney not inconsistent with
the application of SOX Section 307 Rules®®’ Where the standards of a state or other U.S.
jurisdiction where an attorney is admitted or practices conflict with SOX Section 307 Rules, SOX
Section 307 Rules provide that they shall govern.”®

Attorneys Covered. The SOX Section 307 Rules apply to all attorneys, whether in-house
counsel or outside counsel and thoseinforeign jurisdictions, “appearing and practicing” beforethe
SEC.* The term “appearing and practicing” before the SEC is defined to include, without
limitation: (1) transacting any business with the SEC, including communication in any form with
the SEC; (2) representing an issuer in an SEC administrative proceeding or in connection with any
SEC investigation, inquiry, information request, or subpoena; (3) providing advicein respect of the
U.S. securities laws regarding any document that the attorney has notice will be filed with or
submitted to, or incorporated into any document that will be filed with or submitted to, the SEC,
including the provision of such advicein the context of preparing, or participating in the preparation
of, any such document;”° or (4) advising an issuer asto whether information or astatement, opinion,
or other writing is required under the U.S. securities laws to be filed with or submitted to, or
incorporated into any document that will befiled with or submitted to, the SEC; but does not include
an attorney who (i) conducts these activities other than in the context of providing legal servicesto
an issuer with whom the attorney has an attorney-client relationship;>”* or (ii) is a non-appearing
foreign attorney.””? The SEC intends that theissue of whether an attorney-client relationship exists
for purposes of the SOX Section 307 Ruleswill beafederal question and, in general, will turn onthe
expectations and understandings between the attorney and theissuer.?”® Thus, whether the provision

26 SOX Section 307 Release, supra note 263, at 6297.
267
Id.

268 Id

269 17 C.F.R. § 205.2 (2004).

210 Mere preparation of adocument that may be included as an exhibit to afiling with the SEC does not constitute
“appearing and practicing” beforethe SEC unlessthe attorney has notice that the document will befiled with or
submitted to the SEC and he or she provides advice on U.S. securities law in preparing the document. Thus,
preparing an employment contract for an executive officer would not constitute “appearing and practicing”
before the SEC, while drafting a description of the contract for a proxy statement would. SOX Section 307
Release, supra note 263, at 6297.

This portion of the definition of “appearing and practicing” before the SEC has the effect of excluding from
coverage attorneys at public broker-dealers and other issuers who are licensed to practice law and who may
transact business with the SEC, but who are not in the legal department and do not providelegal serviceswithin
the context of an attorney-client relationship. 1d.

The SOX Section 307 Rulesincorporate aconcept of “non-appearing foreign attorney” to addressthe situation
of attorneys who are admitted outside of the U.S., do not give advice as to U.S. securities laws and whose
involvement with SEC mattersiseither peripheral or through U.S. counsel, and to relieve such attorneys of the
responsibilities of the SOX Section 307 Rules. 1d.; see also infra Section XIII.

a3 SOX Section 307 Release, supra note 263, at 6298.
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of legal services under particular circumstances would or would not establish an attorney-client
relationship under the state laws or ethics codes of the state where the attorney practices or is
admitted may berelevant to, but will not be controlling on, theissue under SOX Section 307 Rules.

WhoistheClient? SOX Section 307 Rules affirmatively state that an attorney representing
an issuer representstheissuer as an entity, rather than the officers or others with whom the attorney
interactsin the course of that representation.”” Theattorney oweshisor her professional and ethical
duties to the issuer as an organization.’”®> In the case of a large corporation with multiple
subsidiaries, questionswill arise asto whether the attorney representsthe consolidated group or only
a particular entity within, and the answers will vary depending on the unique facts of each
situation.?’

What Evidence Triggers Reporting Duty? SOX Section 307 reporting duties are triggered
when an attorney has “evidence of a material violation,” which is defined to mean “credible
evidence, based upon which it would be unreasonable, under the circumstances, for a prudent and
competent attorney not to concludethat it isreasonably likely that amaterial violation hasoccurred,
is ongoing, or is about to occur.”?”” “Material violation” in turn is defined to mean a materia

2 17 C.F.R. § 205.3 (2004).

s Section 1.12(a) of the Texas Disciplinary Rules of Professional Conduct providesthat “[] lawyer employed or
retained by an organization representsthe entity” rather than the individual sto whom the lawyer reportsin the
ordinary course of working relationships. TEX. DISCIPLINARY R. PROF L CONDUCT 1.12(a), reprinted in TEX.
Gov'T. CODE ANN., tit. 2, subtit. G App. A (Vernon 1998).

Attorneys engagement letters sometimes are very specific asto the representation being solely of a specified
entity and not any parent or subsidiary entities or related persons; sometimesthe client will want the attorneys
to agree that the client is all of the members of the consolidated group.

SOX Section 307 Release comments that the definition of “evidence of a material violation” is an objective
standard, instead of a subjective standard which would require “actual belief” that a materia violation has
occurred, isongoing, or isabout to occur before the attorney would be obligated to make aninitial report within
theclient issuer. Inexplaining how the definition’ s objective standard should beinterpreted, the SOX Section
307 Release states:

Evidence of a material violation must first be credible evidence. An attorney is obligated to report
when, based upon that credible evidence, “it would be unreasonable, under the circumstances, for a
prudent and competent attorney not to concludethat it isreasonably likely that amaterial violation has
occurred, isongoing, or is about to occur.” This formulation, while intended to adopt an objective
standard, also recognizes that there is a range of conduct in which an attorney may engage without
being unreasonable. The “circumstances’ are the circumstances at the time the attorney decides
whether he or sheis obligated to report the information. These circumstances may include, among
others, the attorney’ s professional skills, background and experience, thetime constraints under which
the attorney is acting, the attorney’s previous experience and familiarity with the client, and the
availability of other lawyers with whom the lawyer may consult. Under the revised definition, an
attorney is not required (or expected) to report “gossip, hearsay, [or] innuendo.” Nor istherule’'s
reporting obligation triggered by “a combination of circumstances from which the attorney, in
retrospect, should have drawn an inference,” as one commenter feared.

On the other hand, the rule’'s definition of ‘evidence of a material violation” makes clear that the
initial duty to report up-the-ladder is not triggered only when the attorney “knows” that a material
violation has occurred or when the attorney “ conclude] s] there has been aviolation, and no reasonable
fact finder could conclude otherwise.” That threshold for initial reporting within theissuer istoo high.
Under the Commission’srule, evidence of amaterial violation must be reported in all circumstances
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violation of an applicable U.S. federal or state securitieslaw, amateria “breach of fiduciary duty”
arising under U.S. federal or state law, or a similar material violation of any U.S. federa or state
law.?”® The SOX Section 307 Release comments that SOX Section 307 Rules do not contain a
separate definition of “material” because “that term has awell-established meaning under thefedera
securities laws and the [SEC] intends for that meaning to apply under” SOX Section 307 Rules.?"
SOX Section 307 Release, however, does comment that material violations must arise under U.S.
law (federal or state) and do not include violations of foreign laws.”* “Breach of fiduciary duty”
under SOX Section 307 Rules “refers to any breach of fiduciary or similar duty to the issuer
recognized under an applicablefederal or state statute or at common law, including but not limited to
misfeasance, nonfeasance, abdication of duty, abuse of trust, and approva of unlawful
transactions.” %%

in which it would be unreasonable for a prudent and competent attorney not to conclude that it is
“reasonably likely” that a material violation has occurred, is ongoing, or is about to occur. To be
“reasonably likely” amaterial violation must be more than amere possibility, but it need not be* more
likely than not.” If amaterial violation is reasonably likely, an attorney must report evidence of this
violation. The term “reasonably likely” qualifies each of the three instances when a report must be
made. Thus, areport is required when it is reasonably likely a violation has occurred, when it is
reasonably likely a violation is ongoing or when reasonably likely a violation is about to occur.

SOX Section 307 Release, supra note 263, at 6302.
28 17 C.F.R. § 205.2(i) (2004).

219 SOX Section 307 Release, supra note 263, at 6303. SOX Section 307 ReleasecitesBasic, Inc. v. Levinson, 485
U.S. 224, 231-36 (1988), and TSC Indus. v. Northway, Inc., 426 U.S. 438 (1976) for the generally accepted
definition of “material.” Materiality is defined in those cases as follows:

“An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would
consider it important in deciding how to vote. . . It does not require proof of a substantial likelihood
that disclosure of the omitted fact would have caused the reasonable investor to change his vote.
What the standard does contemplate is a showing of a substantial likelihood that, under all the
circumstances, the omitted fact would have assumed actual significance in the deliberations of the
reasonable shareholder. Put another way, there must be a substantial likelihood that the disclosure of
the omitted fact would have been viewed by the reasonabl e investor as having significantly altered the
‘total mix’ of information made available.”

TSC Industries, 426 U.S. at 449, expressy adopted in Basic, Inc. 485 U.S. at 231-232.
20 17 C.F.R. § 205.2(i) (2004).

21 17 C.F.R. § 205.2(d) (2004). Both article 2.31 of the Texas Business Corporate Act and title 8, section 141(a)
of the Delaware Code provide that the business and affairs of a corporation are to be managed under the
direction of its board of directors. While the Texas and Delaware corporation statutes provide statutory
guidance asto matters such as the issuance of securities, the payment of dividends, the conduct of meetings of
directors and shareholders, and the ability of directorsto rely on specified persons and information, the nature
of adirector’s“fiduciary” duty to the corporation and the shareholders has been largely defined by the courts
through damage and injunctive actions. In Texas, “[t]hree broad duties stem from the fiduciary status of
corporate directors; namely the duties of obedience, loyalty, and due care.” Gearhart Indugtries, Inc. v. Smith
International, Inc., 741 F.2d 707, 719 (5" Cir. 1984). Gearhart describesthose duties asfollows: (i) “theduty
of obedience requiresadirector to avoid committing ultraviresacts, i.e., actsbeyond the scope of the power of
the corporation as defined by its articles of incorporation or the laws of the state of incorporation[;]” (ii) “the
duty of loyalty dictatesthat adirector must act in good faith and must not allow his personal intereststo prevail
over the interests of the corporation[;]” and (iii) the duty of due care requiresthat “adirector must handle his
corporate duties with such care as an ordinarily prudent man would use under similar circumstances.” Id. at
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Duty to Report Evidence of a Material Violation. If an attorney, appearing and practicing
before the SEC “in the representation of an issuer,”?** becomes aware of evidence of a material
violation by theissuer or by any officer, director, employee, or agent of theissuer, SOX Section 307
Rules require the attorney to “report *® the evidence to theissuer's CLO (if theissuer hasaCLO)
or to both theissuer’s CLO and its CEO forthwith.”* By communicating such information to the
issuer’ sofficersor directors, an attorney does not reveal client confidencesor secretsor privileged or
otherwise protected information related to the attorney’s representation of an issuer.?®

The CLOisthen obligated to cause such inquiry®® into the evidence of amaterial violation
as he or she “reasonably believes’®” is appropriate to determine whether the material violation
described in the report has occurred, is ongoing, or is about to occur.?®® If the CLO determines no
material violation has occurred, isongoing, or isabout to occur, he or she shall notify the reporting
attorney and advise the reporting attorney of the basis for such determination.?®® Unless the CLO
reasonably believes that no material violation has occurred, is ongoing, or is about to occur, he or
sheshall takeall reasonable stepsto cause theissuer to adopt an “appropriateresponse,”>* and shall

719-20. In Delaware, the fiduciary duties include those of loyalty, care, candor, and oversight. Smith v. Van
Gorkom, 488 A.2d 858 (Del. 1985); In re Caremark International, Inc. Derivative Litigation, 698 A.2d 959
(Del. Ch. 1996); seealso In re Abbott Laboratories Derivative ShareholdersLitigation, 293 F.3d 378 (7" Cir.
2002). Both Texas and Delaware have adopted ajudicial rule of review of business decisions, known as the
“businessjudgment rule,” that isintended to protect disinterested directorsfrom liability for decisions made by
them when exercising their businessjudgment, but there are substantial differencesin the Delaware and Texas
judicial approaches to the business judgment rule. See Byron F. Egan & Curtis W. Huff, Choice of State of
Incorporation - TexasversusDelaware: st Now Time To Rethink Traditional Notions?, 54 SMU L. Rev. 249,
287-88 (Winter 2001). The extent to which traditional business judgment rule analyses will be applicablein
respect of SOX requirementsis unclear.

SOX Section 307 Rules define “in the representation of an issuer” to mean providing legal services as an
attorney for an issuer, regardless of whether the attorney is employed or retained by theissuer. 17 C.F.R. §
205.2(g) (2004).

SOX Section 307 Rules define “report” to mean to make known to directly, either in person, by telephone, by
e-mail, electronically, or inwriting. 17 C.F.R. § 205.2(n) (2004).

%4 17 C.F.R. § 205.3(b) (2004).
285 |d.

282

283

286 An attorney conducting an inquiry into reported evidence of a material violation would be deemed appearing

and practicing before the SEC in the representation of the issuer. The attorney reporting the evidence to the
CLO could be a person commissioned by the CLO to conduct the inquiry into the evidence. Theinquiry is
important not only for what it finds about the possible violation which initiated the inquiry, but also for any
additional possible violations which it may uncover.

SOX Section 307 Rules provide that “reasonably believes’ means that an attorney believes the matter in
guestion and that the circumstances are such that the belief is not unreasonable, and that “reasonable’ or
“reasonably” denote, with respect to the actions of an attorney, conduct that would not be unreasonable for a
prudent and competent attorney. 17 C.F.R. § 205.2(m) (2004).

%8 17 C.F.R. § 205.3(b)(2) (2004).
289 |d.

287

290 “Appropriate response’ is defined by the SOX Section 307 Rules as a response to an attorney regarding

reported evidence of a materia violation as a result of which the attorney reasonably believes that: (1) no
material violation has occurred, is ongoing, or is about to occur; (2) the issuer has, as necessary, adopted
appropriate remedial measures, including appropriate steps or sanctionsto stop any material violationsthat are
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advisethe reporting attorney thereof.”* Inlieu of causing such aninquiry, aCLO may refer areport
of evidence of amaterial violationto aqualified legal compliance committee (* QLCC” ) if theissuer
has duly established a QLCC prior to the report of evidence of amaterial violation.?*

Unless an attorney who has made the report reasonably believes that the CLO or CEO has
provided an appropriate response within areasonabl e time, the attorney shall report the evidence of a
material violation to: (i) the issuer’s audit committee, (ii) another committee consisting solely of
independent directors, or (iii) the board of directors.

If an attorney reasonably believes that it would be futile to report evidence of a material
violationto theissuer’s CLO and CEO, the attorney may bypass them and report the evidenceto the
board or an appropriate committee. >

An attorney retained or directed by an issuer to investigate evidence of areported material
violation shall be deemed to be appearing and practicing beforethe SEC. Directing or retaining an

ongoing, to prevent any materia violation that has yet to occur, and to remedy or otherwise appropriately
address any material violation that has already occurred and to minimize thelikelihood of itsrecurrence; or (3)
theissuer, with the consent of theissuer’ sboard of directors, an appropriate committee thereof or aQLCC, has
retained or directed an attorney to review the reported evidence of a material violation and either (i) has
substantially implemented any remedial recommendations made by such attorney after a reasonable
investigation and eval uation of the reported evidence or (ii) has been advised that such attorney may, cons stent
with hisor her professional obligations, assert a colorable defense on behalf of theissuer (or theissuer’ sofficer,
director, employee, or agent, asthe case may be) in any investigation or judicial or administrative proceeding
relating to the reported evidence of a material violation. 17 C.F.R. § 205.2(b) (2004).

21 17 C.F.R. § 205.3(b)(2) (2004).

292
Id.

293 See Patrick McGeehan, Lawyers Take Suspicions On TV Azteca To Its Board, N. Y. TIMES, December 24,
2003, at C1.

In one of thefirst applications of anew provision of the Sarbanes-Oxley Act, outsidelawyers
for Mexico's second-largest broadcaster have told its board — and, possibly, federal
regulators — that they think that the company violated United States securities laws.

The company, TV Azteca, has had along-running dispute with lawyersin New Y ork about

the need for greater disclosure about transactions that could have yielded a profit of more

than $100 million to the company’s hillionaire chairman and controlling shareholder,

Ricardo B. Salinas Pliego. When company executives refused to make the disclosures that

thelawyers demanded, the lawyers cited the new provision of theact, which requiresthemto

notify the company’ s board and permits them to contact regulators as well.

... inaDec. 12 |etter to the boards of TV Aztecaand its parent company, Azteca Holdings,

[outside New York counsel citing SOX Section 307] told the boards that [the firm] was

withdrawing as counsel to the company on a pending bond offering and that it might notify

the Securities and Exchange Commission of its withdrawal and the reasons for it.
The SEC filed civil fraud charges TV Azteca, its parent company, and three of its officers and directors on
January 4, 2005 alleging significant related party transactionswhich were undisclosed in TV Azteca’ speriodic
reports. See SEC Litigation Release 19022 (Jan. 4, 2005). Inthe SEC Litigation Release, the SEC noted that
the company’ s outside counsel withdrew from its representation pursuant to its duties under Section 307 of
SOX.

24 17 C.F.R. § 205.3(b)(4) (2004).
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attorney to investigate reported evidence of amaterial violation doesnot relieve an officer or director
of the issuer to whom such evidence has been reported from a duty to respond to the reporting
attorney.?*

An attorney does not have any obligation to report evidence of amateria violationif (i) the
attorney was retained or directed by the issuer’s CLO to investigate such evidence of a materia
violation and reports the results of such investigation to the CLO (and the CLO to the board or an
appropriate committee) and both the attorney and the CLO reasonably believes that no material
violation has occurred, isongoing, or is about to occur, or (ii) the attorney was retained or directed
by the CLO to assert, consistent with his or her professiona obligations, a colorable defense on
behalf of theissuer (or theissuer’s officer, director, employee, or agent, as the case may be) in any
investigation or judicia or administrative proceeding relating to such evidence of a material
violation, and the CL O providesreasonable and timely reports on the progress and outcome of such
proceeding to the issuer’s board or appropriate committee.?*®

An attorney does not have any obligation to report evidence of a material violation if the
attorney was retained or directed by a QLCC to either investigate such evidence of a material
violation or to assert a colorable defense on behalf of the issuer (or the issuer’s officer, director,
employee, or agent, asthe case may be) in any investigation or judicia or administrative proceeding
relating to such evidence of amateria violation.*”

An attorney who receives what he or she reasonably believes is an appropriate and timely
response to areport he or she has made need do nothing more under SOX Section 307 Rules with
respect to his or her report.*®

An attorney who does not reasonably believe that the issuer has made an appropriate
response within areasonable timeto the report or reports made must explain the reason behind hisor
her belief to the CLO, the CEO, and the directors to whom the attorney reported the evidence of a
material violation.”® An attorney formerly employed or retained by an issuer who has reported

2 17 C.F.R. § 205.3(b)(5) (2004).

2% 17 C.F.R. § 205.3(b)(6) (2004). InaSeptember 20, 2004 speech at UCLA, SEC Enforcement Director Stephen
M. Cutler expressed concern that internal investigations were being used to further rather than remedy client
misconduct:

We are considering actions against |awyers, both in-house and outside counsel, who assi sted
their companies or clients in covering up evidence of fraud, or prepared, or signed off on,
misleading disclosures regarding the company’ s condition. One area of particular focusfor
usis the role of lawyers in internal investigations of their clients or companies. We are
concerned that, in some instances, lawyers may have conducted investigations in such a
manner as to help hide ongoing fraud, or may have taken actions to actively obstruct such
investigations.

Stephen M. Cutler, “ The Themes of Sarbanes-Oxley as Reflected in the Commission’ s Enforcement Program,”
presented on September 20, 2004 at UCLA School of Law, Los Angeles California, which can be found at
http://www.sec.gov/news/speech/spch092004smc.htm.

27 17 C.F.R. § 205.3(b)(7) (2004).
298 17 C.F.R. § 205.3(b)(8) (2004).
29 17 C.F.R. § 205.3(b)(9) (2004).
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evidence of amateria violation under SOX Section 307 Rules and reasonably believesthat he or she
has been discharged for so doing may notify theissuer’ sboard of directors or any committee thereof
that he or she believes that he or she has been discharged for reporting evidence of a materia
violation.*® Discharging an attorney/employee for reporting under SOX Section 307 Ruleswould
violate the whistleblower protections afforded by SOX Section 806.3*

SOX Section 307 Rules are specific asto how reports thereunder must be made and how the
recipient of the report must investigate and respond to the report. SOX Section 307 Rules do not
restrict informal communication between the issuer representatives and the attorney to resolve the
issue, but in the event that SOX Section 307 Rules are triggered, they should be promptly and
literally complied with, even if it duplicates prior communications informally made to responsible
iSsuer representatives.

Alternative Reporting Procedures For An Issuer That Has Established A QLCC. If an
attorney, appearing and practicing beforethe SEC in the representation of an issuer, becomes aware
of evidence of amaterial violation by theissuer or by any officer, director, employee, or agent of the
issuer, the attorney may, as an aternative to the preceding reporting requirements, report such
evidencedirectly to aQL CC, if theissuer has formed such acommittee.** An attorney who reports
evidence of amaterial violationto aQLCC has satisfied hisor her obligation to report such evidence
and isnot required to assesstheissuer’ sresponseto the reported evidence of amaterial violation.*®

A CLO may refer areport of evidence of amaterial violationtoaQLCC inlieuof causingan
inquiry to be conducted and shall inform the reporting attorney if the report has been referred to a
QLCC.** Thereafter, the QLCC shall be responsible for responding to the evidence of amateria
violation reported to it.*®

Issuer Confidences. SOX Section 307 Rules provide that any report under or any response
thereto (or any contemporaneous record of the report or the response) may be used by an attorney in
connection with any investigation, proceeding, or litigation in which the attorney’ scompliance with
SOX Section 307 Rulesisin issue®® In the SOX Section 307 Release, the SEC states that it is
making “clear that an attorney may use any records the attorney may have made in the course of
fulfilling hisor her reporting obligations under this part to defend himself or herself against charges
of misconduct,” and that SOX Section 307 Rules are “effectively equivaent to the ABA’s present
Model Rule 1.6(b)(3) and corresponding ‘ self-defense’ exceptionsto client-confidentiality rulesin
every state.” 3%’

300 17 C.F.R. § 205.3(b)(10) (2004).
301 Seeinfra “Whistleblower Protection” in Section IX.
302 17 C.F.R. § 205.3(c)(1) (2004).

303 |d.
304 17 C.F.R. § 205.3(c)(2) (2004).
305 |d.

306 17 C.F.R. § 205.3(d)(1) (2004).
307 The SOX Section 307 Release, supra note 263, at 6310.
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SOX Section 307 Rulesfurther provide that an attorney appearing and practicing before the
SEC in the representation of an issuer may reveal to the SEC, without the issuer’s consent,
confidential information related to the representation to the extent the attorney reasonably believes
necessary: (i) to prevent the issuer from committing a material violation that is likely to cause
substantial injury to the financial interest or property of the issuer or investors; (ii) to prevent the
issuer from committing or suborning perjury or committing any act that islikely to perpetrate afraud
uponthe SEC; or (iii) to rectify the consequences of amaterial violation by theissuer that caused, or
may cause, substantial injury to the financial interest or property of the issuer or investors in the
furtherance of which the attorney’ s serviceswere used.*® The SOX Section 307 Release comments
that in permitting, but not requiring, an attorney to disclose, under specified circumstances,
confidential information related to his appearing and practicing before the SEC in the representation
of anissuer, SOX Section 307 Rules correspond to the ABA’s Model Rule 1.6 as proposed by the
ABA’sKutak Commissionin 1981-1982 and by the ABA’ s Commission of Evaluation of theRules
of Prog onal Conduct (* Ethics 2000 Commission”) in 2000, and as adopted in the vast mg ority of
states.

Responsibilities of Supervisory Attorneys. An attorney supervising or directing another
attorney who is appearing and practicing before the SEC in the representation of an issuer is a

Rule 1.05 of the Texas Disciplinary Rules of Professional Conduct provide as follows:
RULE 1.05. CONFIDENTIALITY OF INFORMATION

(b) Except as permitted by paragraphs (c) and (d), or asrequired by paragraphs () and
(f), alawyer shall not knowingly:

(@D} Reveal confidential information of aclient or aformer client . . ..
(© A lawyer may reveal confidential information:;

(5) To the extent reasonably necessary to enforce a claim or establish a
defense on behalf of the lawyer in a controversy between the lawyer and
the client.

(6) To establish a defense to a criminal charge, civil claim or disciplinary

complaint against the lawyer or the lawyers associates based upon conduct
involving the client or the representation of the client.

@) When the lawyer has reason to believe it is necessary to do so in order to
prevent the client from committing a criminal or fraudulent act.
(8) To the extent revelation reasonably appears necessary to rectify the

conseguences of aclient’ scriminal or fraudulent act in the commission of
which the lawyer’ s services had been used.

(e When a lawyer has confidential information clearly establishing that a client is
likely to commit a criminal or fraudulent act that is likely to result in death or
substantial bodily harmto aperson, the lawyer shall reveal confidential information
to the extent revelation reasonably appears necessary to prevent the client from
committing the criminal or fraudulent act.

TEX. DISCIPLINARY R. PROF'L CONDUCT 1.05, reprinted in TEX. GOV’ T. CODE ANN. tit. 2, subtit. G App. A
(Vernon 1998).

308 17 C.F.R. § 205.3(d)(2) (2004).
309 SOX Section 307 Release, supra note 263, at 6310.
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“supervisory attorney” and is required to make reasonable efforts to ensure that a subordinate
attorney that he or she supervisesor directs conformsto SOX Section 307 Rules.*™® Supervisingan
attorney in the representation of an issuer in non-SEC related matters, or overall management of a
law firm, would not result in an attorney being considered a“ supervisory attorney” for SOX Section
307 purposes.®*

A supervisory attorney isresponsiblefor complying with the reporting requirementswhen a
subordinate attorney has reported to the supervisory attorney evidence of a materia violation and
may report evidence of amaterial violation from a subordinate attorney to the issuer's QLCC.3*

Responsibilities of a Subordinate Attorney. An attorney who appears and practices before
the SEC in the representation of an issuer on amatter under the supervision or direction of another
attorney (other than under the direct supervision or direction of theissuer’s CLO) isa* subordinate
attorney” and is obligated to comply with SOX Section 307 Rules notwithstanding that the
subordinate attorney acted at the direction of, or under the supervision of, another person.**®

A subordinate attorney complies with SOX Section 307 Rules if the subordinate attorney
reportsto hisor her supervising attorney evidence of amaterial violation of which the subordinate
attorney has become aware in appearing and practicing before the SEC, but may “report up the
ladder” if the subordinate attorney reasonably believesthat the supervisory attorney to whom he or
she ha3§14reported evidence of a material violation has failed to comply with SOX Section 307
Rules.

Sanctionsand Discipline. A violation of SOX Section 307 Rules by any attorney appearing
and practicing before the SEC in the representation of an issuer shall subject such attorney to the
civil penalties and remedies for a violation of the federal securities laws available to the SEC,
regardliess of whether the attorney may aso be subject to discipline for the same conduct in a
jurisdiction where the attorney is admitted or practices.®

An attorney who compliesin good faith with the provisions of SOX Section 307 Rulesisnot
subject to discipline or otherwise liable under inconsistent standards imposed by any state or other
U.S. jurisdiction where the attorney is admitted or practices. >

Issues of compliancewith SOX Section 307 Ruleswill likely arise when acorporate debacle
emerges and the SEC staff investigatesto find out who knew what and when, and then asks where
the lawyers were. In that context, the staff will look at whether there was compliance with SOX
Section 307 Rules. Under such circumstances, lawyers would be more comfortable if they could

310 17 C.F.R. § 205.4(a)~(b) (2004).

s SOX Section 307 Release, supra note 263, at 6313.
32 17 C.F.R. § 205.4 (2004).

s 17 C.F.R. § 205.5(a)~(b) (2004).

4 17 C.F.R. § 205.5(c)—(d) (2004).

33 17 C.F.R. § 205.6(a)~(b) (2004).

316 17 C.F.R. § 205.6(c) (2004).
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point to strict compliance with SOX Section 307 Rules rather than trusting to prosecutorial
discretion to conclude that substantial compliance was good enough.

Inapreview of how the SEC may seek to enforce SOX Section 307 Rules, the SEC imposed
acease-and-desist order on apublic company’ sgeneral counsel for failing to report to the company’s
audit committee and outside auditors in atimely manner evidence of an improper termination of a
retirement plan that enhanced the company’s reported financial results.3!

No SOX 8307 Private Right of Action. SOX Section 307 Rules provide that nothing therein
isintended to, or does, create aprivate right of action against any attorney, law firm, or issuer based
upon compliance or noncompliancewith its provisions.**® Authority to enforce compliancewith the
SOX Section 307 Rules is vested exclusively in the SEC.3"°

Enron Civil Liability Fallout. Compliancewith the requirements of SOX Section 307 Rules
does not assure attorneys that they will not be subject to private claims based on other securities
laws.*® In her lengthy opinion onthe motionsto dismissfiled by Vinson & ElkinsL.L.P. (“V&E”),
Kirkland & Ellis(*K&E"), Arthur Andersen LLP, and nine banksin the Newby v. Enron case, Judge
MelindaHarmon granted the motionsto dismiss of K& E and Deutsche Bank, but denied inwholeor
in part the motions of V&E, Arthur Andersen, J.P. Morgan Chase, Citigroup, Credit Suisse, CIBC,
Merrill Lynch, Barclays, Lehman Brothers, and Bank America®*! In exploring the circumstances

s In SEC v. John Isselmann, Jr., Lit. Release 18896, Case No. CV 04-1350 MO (D. Ore.) (Sept. 23, 2004), the
issuer's chief financial officer and controller elected to terminate a retirement plan for the company’s
employeesin Asiaand reverse an accrual for pension benefits. The chief financia officer directed the general
counsel to get a Japanese legal opinion about the termination without telling him that the accrual reversal had
already occurred. When the Japanese opinion wasreceived, it indicated that the pension benefits could not be
eliminated unilaterally. The general counsel tried to raise the point at adisclosure meeting with the company’s
auditors prior to filing the company’ s financial statement, but he was cut off by the chief financial officer.

Five months after the foregoing events occurred, the general counsel learned what had occurred and
immediately advised the company’s audit committee and outside counsel, but the SEC concluded that his
actionsweretoo little-too late. Whilethereis no allegation that the general counsel in any way participated in
the schemeto falsify the company’ s numbers, the SEC found that the general counsel’ s failure to disclose the
Japanese legal opinion to the audit committee, the board of directors and outside auditors allowed the chief
financial officer to hide an ongoing fraud.

The attorney was eight years out of law school with no accounting background and only limited securities
experience, was the company’s only in-house lawyer and did not realize the consequences of the plan
termination. He said he thought he was dealing with an employment matter, not an accounting issue. For their
part the chief financial officer and controller were indicted on 17 counts of financia fraud and falsifying
records.

See also, In the Matter of Google, Inc. and David C. Drummond, http://www.sec.gov/litigation/admin/33-
8523.htm, in which the general counsel of Google was charged personally for recommending alegal strategy
with respect to disclosure to recipients of employee stock options that was later deemed to violate the federal
securities laws without explaining to the board of directors the legal risks of the strategy.

318 17 C.F.R. § 205.7(a) (2004).
319 17 C.F.R. § 205.7(b) (2004).

320 SeelnreEnron Corp. Securities, Derivative and ERISA Litigation, 235 F.Supp. 2d 549, 563 (S.D. Tex. 2002)
(also known as Newby v. Enron or the Newby case).

321 Id. at 708.
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under which law firms, accounting firms, and investment banks/integrated financial services
institutions (lumped together by the Court as* secondary actorsin securitiesmarkets’) can beliable
for the acts of companies they serve under SEC Rule 10b-5** and the Texas Securities Act, the
Court noted that it was influenced by revelations of corporate corruption in other courts, Congress,
investigations by the SEC and New Y ork Attorney General Eliot Spitzer, and the media.®*

While paying homage to the 1994 holding of the Supreme Court in Central Bank of Denver
v. First Interstate Bank of Denver®** that a private plaintiff may not bring an aiding and abetting
claim under Rule 10b-5, the Court found that the Supreme Court had left open for it to determine
when the conduct of a secondary actor makes it a primary violator subject to liability under Rule
10b-5.%% Rejecting the “bright line” test that a defendant must actually make afalse or misleading
statement to beliable, the Court adopted the SEC’ s amicus position that adefendant can beliableif
it “creates” amisleading document even though the defendant is not identified with it to the outside
world, with “reliance” being established under the “fraud on the market” theory.®®® “Scienter”
remainsacrucial element, with the plaintiff having to show intent to deceive or extreme recklessness
to sustain a Rule 10b-5 claim.**’

The Court gave a broad reading to the liability provisions of the Texas Securities Act,3*

commenting that liability may beimposed against adefendant who constituted “any link inthechain
of the selling process,” and that proof of reliance or scienter isnot required.**® The court found that
the Texsass0 Securities Act “applies if any act in the selling process of securities . .. occurs in
Texas.”

With respect to attorney liabilities, the Court acknowledged that Texas law requires privity
for malpractice liability, but the Court found that claims for fraudulent or negligent
misrepresentation can be made by those who the attorney had reason to know would rely on the
information and who justifiably relied onit.*** The Court concluded that “ professionals, including

322 17 C.F.R. § 240.10b-5 (2004).
323 Newby, 235 F. Supp. 2d at 688.

324 Central Bank of Denver v. First Interstate Bank of Denver, 511 U.S. 164 (1994) (in which the U.S. Supreme
Court held that SEC Rule 10b-5 prohibits only the making of a material misstatement or omission (or the
commission of a manipulative act) and does not prohibit the giving of aid to another who then commits a
primary Rule 10b-5 violation).

325 See Newby, 235 F. Supp. 2d at 591.
326 The Court in Newby wrote:

Any person or entity, including alawyer, accountant, or bank, who employs a manipulative
device or makes a material misstatement (or omission) on which a purchaser or seller of
securities relies may be liable as a primary violator under 10b-5, assuming all of the
requirements for primary liability . . . are met.

Id.
32 Id. at 571.
328 Texas Securities Act §33, TEX. REV. CIv. STAT. ANN. art. 581-33, (Vernon Supp. 2002).
329 Newby, 235 F. Supp. 2d at 566.
30 Id. at 692.
1 Id. at 607-08.
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lawyers and accountants, when they take the affirmative step of speaking out, whether individually
or asessentially an author or co-author in astatement or report, whether identified or not, about their
client’s financial condition, do have a duty to third parties not in privity not to knowingly or with
severe recklessness issue materially misleading statements on which they intend or have reason to
expect that those third parties will rely.” %

In denying V& E’ smotion to dismiss, the Court recited V& E’ sinvolvement in structuring the
partnershipsand specia purpose entities (* SPES’) that contributed to Enron’ sdemiseand inworking
on its SEC filings and other public disclosures, and found that V&E “was necessarily privy to its
client’s confidences and intimately involved in and familiar with the creation and structure of its
numerous businesses, and thus, as a law firm highly sophisticated in commercial matters, had to
know of the aleged ongoing illicit and fraudulent conduct.” The Court wrote that V& E “was not
merely a drafter, but essentialy a co-author of the documents it created for public
consumption . . . .”3* The Court commented “[r]evelant to Vinson & Elkins undertaking of the
investigation for Enron in thefall of 2001, [ Texas Rule of Professional Conduct] 1.06(a)(2) bars a
lawyer from representing a client where that representation ‘ reasonably appears to be or becomes
limited . .. by the lawyer’s or law firm's own interests. .. .” [and under such circumstances] a
client’s consent is not effective. . . "3

However, the Court dismissed the lawsuit as to K&E, calling the charges against K& E
“conclusory and general.”**® The Court said any documents K&E drafted were for private
transactions, “werenot included in or drafted for any public disclosure or shareholder solicitation[,]”
and noted that K& E was not Enron’s counsel for its securities or SEC filings.**°

Attorney-Client/Work Product Privilege. Thefinal SOX Section 307 Rules do not contain
any provision to the effect that information reported by an attorney to the SEC does not constitute a
waiver of any attorney-client or other privilege.®*’ SOX Section 307 Release states that the SEC
finds that allowing issuers to produce internal reports to the SEC, including those prepared in
response to reports as aresult of SOX Section 307 Rules, without waiving an otherwise applicable
attorney-client or other privilege, enhances the SEC’ s investigatory and enforcement capabilities
and, thus, is in the public interest.>® SOX Section 307 Release further states that the SEC will
continueto follow itspolicy of entering into confidentiality agreementswhereit determinesthat its
receipt of information pursuant to those agreements will ultimately further the public interest, and

332 Id. at 610.

333 Id. at 705.

334 Id. at 600.

3% Newby, 235 F. Supp. 2d at 706.
336 |d.

7 17 CF.R. § 205.1-7.
338 SOX Section 307 Release, supra note 263, at 6312.
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the SEC will vigorously argue in defense of those confidentiality agreements where litigants argue
that the disclosure of information pursuant to such agreementswaivesany privilegeor protection.®*

Differences From Proposed Rules. On November 21, 2002, the SEC issued Release No. 33-
8150, which proposed rules under SOX Sectin 307.3*° After comment, the final SOX Section 307
Ruleswereissued on January 29, 2003, asthe Section 307 Release and differ inanumber of respects
from the initially proposed rules.

The final SOX Section 307 Rules continue to emphasize, as did the proposed rules, that a
lawyer for the corporation owes alegiance to the corporation and not to the individual who was
responsible for retaining the lawyer or the lawyer’ sfirm,3** but differ from the proposed rulesin at
least threeimportant respects. First, in areluctant retreat from the proposed “ noisy withdrawal” rule,
which many felt would have involved a breach of the attorney-client privilege, securities lawyers
will not berequired, if company executives and the board do not respond appropriately to alawyer’s
warning or expressed concern that amaterial securitiesviolation hasoccurred or will occur, toresign
representation, report to the SEC that their resignation isfor “professional reasons,” and disaffirm
any “tainted” documents filed with or samitted to the SEC. 3%

Instead, the SEC extended for 60 days the comment period on the “noisy withdrawal”
proposal, while proposing an alternative that still would require alawyer to withdraw, but that would
place instead upon the company the burden to report the lawyer’'s withdrawal .**® Under the
proposed alternative, the company would publicly disclose on aForm 8-K within two businessdays
after thelawyer’ swithdrawal for professional considerations, or of having received anoticefromits
lawyer that the issuer did not appropriately respond to the lawyer’s report of a material violation,
either or both of such events.®** If the company did not make the required disclosure, the lawyer
would then be permitted (but not required) to inform the SEC that he or she had withdrawn. In-
house counsel would be required only to cease participating in the matter involving the violation and
notify the company in writing that he or she believed the company had not appropriatel y responded
to the lawyer’s report of amaterial violation.>*

339 Id. InSaito v. McKesson HBOC, Inc., 2002 WL 31657622 (Del. Ch. Oct. 25, 2002), the Delaware Chancery
Court, while acknowledging inconsistent holdings from other jurisdictions, held that the attorney work product
privilege had not been waived asto private litigantsin respect of documentsfurnished to the SEC pursuantto a
confidentiality agreement during an SEC investigation, but had been waived as to documents furnished to the
SEC before a confidentiality agreement had been executed.

Implementation of Standards of Professional Conduct for Attorneys, Securities Act Release No. 8150,
Exchange Act Release No. 46,868, 67 Fed. Reg. 71,670 (proposed Nov. 21, 2002), available at
http://www.sec.gov/rules/proposed/33-8150.htm.

4 SOX Section 307 Release, supra note 263, at 6305.

2 Id. at 6297.

3 Implementation of Standards of Professional Conduct for Attorneys, Securities Act Release No. 8186, 68 Fed.
Reg. 6324, 6324-25 (proposed Jan. 29, 2003), available at http://www.sec.gov/rules/proposed/33-8186.htm.

344 Id. at 6328.
345 Id.
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Second, the SEC changed the text of the rule specifying when lawyers must report “up the
ladder.”3* Under proposed rules, alawyer had to report up the ladder if he had “ evidence of a
material violation of securities|aw or breach of fiduciary duty or similar violation” by aclient.®’
Under thefinal rules adopted, alawyer must report “ credible evidence based upon which it would be
unreasonable, under the circumstances, for a prudent and competent attor ney not to concludethat it
is reasonably likely that a material violation has occurred, is ongoing, or is about to occur.” 3*
Whilethis standard devel oped from the SEC’ s attempt to make objective rather than subjective the
test of when alawyer must report aviolation, itstortured manner of expression, intermsof adouble
negative (“unreasonable. . . not to conclude that it isreasonably likely . . .”), may ssmply increase
the SEC’ sburden of proving alawyer hasfailed to comply. Inresponseto questionsregarding this
“reasonably likely” standard, the SEC suggested that this standard has a lower threshold than a
“more likely than not” standard.>*°

Third, the fina SOX Section 307 Rules clarify that they cover lawyers providing legal
services who have an attorney-client relationship, and then only if the lawyer has notice that
documentsthey are preparing or assisting in preparing will befiled with or submitted to the SEC.**°

Other highlights of the final SOX Section 307 Rulesinclude (a) removal of the requirement
that issuers and their lawyers document reports of violations and the related responses;** (b)
clarification of coordination with state-mandated reporting obligations. namely that the final SOX
Section 307 Rules control if they conflict with lessrigorous reporting requirements under state law,
but that more rigorous state-imposed up-the-ladder reporting obligationswill control aslong asthey
arenot inconsistent with these rules;** and (c) affirmation that thefinal SOX Section 307 Rulesare
enforceable exclusively by the SEC and do not create any private right of action.***

Finally, the proposed SOX Section 307 Rules provided that an issuer does not waive any
applicable privileges by sharing confidential information regarding misconduct by the issuer’s
employeesor officerswith the SEC pursuant to aconfidentiality agreement, but thiswasreplacedin
the final rule release with commentary that such is the SEC’ s view of good public policy.***

V.
ENHANCED FINANCIAL DISCLOSURES;
PROHIBITION ON INSIDER LOANS (SOX TITLE V)

346 Securities Act Release No. 33-8150, supra note 340, at 71,673.

347 Id. at 71,680.

348 SOX Section 307 Release, supra note 263, at 6302.
349 d.

30 Id. at 6298.

1 Id. at 6296.

2 Id. at 6297.

33 Id. at 6206.

4 SOX Section 307 Release, supra note 263, at 6303, 6313.
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Off-Balance Sheet Transactions; Use of Non-GAAP Financial Measures. SOX Section
401 instructs the SEC to require by rule: (1) Form 10-K and 10-Q disclosure of al material off-
bal ance sheet transactions and relationships with unconsolidated entities that may have a material
effect upon thefinancial status of anissuer® and (2) presentation of pro formafinancial information
in amanner that is not misleading, and which is reconcilable with the financia condition of the
issuer under generally accepted accounting principles.*® Also under SOX Section 401, each
financial report must “reflect” all material adjustments proposed by the auditors, which weinterpret
to mean all material suggested auditor adjustments must be disclosed in the 10-K or 10-Q, either
through incorporation into theissuer’ sfinancial presentation or in aseparate discussion explaining
why the adjustment was not made.®’

MD&A Disclosures. On January 27, 2003, the SEC issued Release No. 33-8182 titled
“Disclosurein Management’ s Discussion and Analysis About Off-Balance Sheet Arrangementsand
Aggregate Contractual Obligations.”**® In the release, the SEC states that the principle behind the
new rulesisthat theissuer should disclose information to the extent that it is necessary to reach an
understanding of an issuer’s material off-balance sheet arrangements and their materia effects on
financial condition, changes in financial condition, revenues or expenses, results of operations,
liquidity, capital expenditures, or capital resources.®® Consistent with the traditional principles
applicable to the “Management’ s Discussion and Analysis of Financia Condition and Results of
Operations” (* MD&A”) section in a company’s disclosure documents, management has the
responsibility to identify and addressthe key variables and other qualitative and quantitative factors
that are peculiar to, and necessary for, an understanding and evaluation of the company.*® In the
SEC'’s view, as codified by the adopted rules, these items require disclosure of the following
information to the extent necessary for an understanding of an issuer's off-balance sheet
arrangements and their effects:

» The nature and business purpose of the issuer’s off-balance sheet arrangements;

» The importance of the off-balance sheet arrangements to the issuer for liquidity, capita
resources, market risk or credit risk support, or other benefits;

» Thefinancia impact of the arrangements on theissuer (e.g., revenues, expenses, cash flows
or securities issued) and the issuer’s exposure to risk as aresult of the arrangements (e.g.,
retained interests or contingent liabilities); and

5 SOX § 401(a), amending 15 U.S.C.A. § 78m (West Supp. 2004) [hereinafter “ SOX § 401" ].
356 |d.

357 Id

38 Disclosurein Management’ s Discussion and Analysis About Off-Balance Sheet Arrangements and Aggregate

Contractual Obligations, Securities Act Release No. 8182, Exchange Act Release No. 47,264, 68 Fed. Reg.
5982, 5992 (Feb. 5, 2003), available at http://www.sec.gov/rules/final/33-8182.htm.

39 Id. at 5985.
360 |d.
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» Known events, demands, commitments, trends or uncertaintiesthat affect the availability or
benefits to the issuer of material off-balance sheet arrangements.®*

In addition, the [new rules] contain another principles-based requirement, similar to that used
elsawherein MD&A, that the [issuer] provide other information that it believesto be necessary for
an understanding of its off-balance sheet arrangements and their material effects on the issuer’s
financial condition, changes in financial condition, revenues or expenses, results of operations,
liquidity, capital expenditures or capital resources.®

The rule requires an issuer to provide, in a separately captioned subsection of MD&A, a
comprehensive explanation of its off-balance sheet arrangements.>

The rule also requires an issuer to provide an overview of its aggregate contractual
obligationsin atabular format inthe MD&A .3** Thefollowing categoriesof contractual obligations
must be included within the table:

* Long-term debt obligations;

» Capital lease obligations;

* Operating lease obligations;

* Purchase obligations; and

« Other long-term liabilities reflected on the issuer’s balance sheet under GAAP.3®

The new rulesrequire disclosure of the amounts of anissuer’ s purchase obligations without
regard to whether notes, drafts, acceptances, bills of exchange, or other commercial instrumentswill
be used to satisfy such obligations because those instruments could have a significant effect on the
issuer’sliquidity.*®® The SECspurposein requiring this new disclosureitem isto obtain enhanced
disclosure concerning an issuer’s contractua payment obligations.*’

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, 2003.3%® |ssuers must
include the table of contractual obligations in registration statements, annual reports, and proxy or

361 |d

362 |d

363 Id. at 5991.

364 Securities Act Release No. 8182, supra note 358, at 5983.
365 Id. at 5986.

366 |d

367 |d

368 Id. at 5991.
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information statementsthat are required to include financia statementsfor thefiscal yearsendingon
or after December 15, 2003.%%°

Conditionsfor Use of Non-GAAP Financial Measures. Regulation G. On January 22, 2003,
the SEC issued Release No. 33-8176 titled “ Conditions for Useof Non-GAAP Financial Measures,”
adopting rule changes designed to address reporting companies use of “non-GAAP financial
measures’ in various situations, including (i) Regulation G which applies whenever a reporting
company publicly discloses or releases material information that includes a non-GAAP financial
measure; (ii) anendmentsto Item 10 of Regulation S-K to include astatement concerning the use of
non-GAAP financia measuresin filingswith the SEC; and (iii) amendmentsto Form 8-K to require
issuersto furnish to the SEC all rel eases or announcements disclosing material non-public financial
information about completed annual or quarterly periods.>”

3,5 an issuer®” publicly

373

Regulation G applies whenever as of and after March 28, 200
discloses or releases material information that includes a non-GAAP financia measure.
Regulation G contains an exception for non-GAAP financial measures included in a disclosure
relating to a proposed business combination transaction if the disclosure is contained in a
communication that is subject to the SEC’'s communications rules applicable to business
combination transactions.™

369 Id

370 Conditionsfor Use of Non-GAAP Financial Measures, Securities Act Release No. 8176, Exchange Act Release

No. 47,226, 68 Fed. Reg. 4820 (Jan. 30, 2003), available at http://www.sec.gov/rules/final/33-8176.htm.

With regard to transition issues, the SEC discussed a case in which a report was filed with the Commission
before the rule’ s effective date of March 28, 2003, and then was incorporated by reference into a registration
statement that was filed after March 28, 2003, and the staff concluded that the registration statement must
comply with Regulation G with respect to any non-GAAP financial measures. With regard to any non-GAAP
material incorporated by reference, the staff advised that companies may providethe required reconciliation by
(i) amending the previoudly filed report; (ii) including a section in the registration statement that identifiesthe
non-GAAP financial measures contained in theincorporated reports and providesthe required reconciliations;
or (iii) filing acurrent report on Form 8-K or aperiodic report that identifiesthe non-GAAP financial measures
in the incorporated reports and provides the required reconciliations. A registration statement on Form S-8
filed after March 28, 2003, does not have to include the required reconciliation of non-GAAP financial
measures included in a document filed before that date and incorporated by reference. See U.S. Securities
Exchange Commission Frequently Asked Questions Regarding the Use of Non-GAAP Financial Measures,
Transition Issues, Question 1 (June 13, 2003), at http://www.sec.gov/divisions/corpfin/fags/nongaapfaq.htm.

Seeinfra Section XI11 with respect to the application of Regulation G to issuersthat areforeign privateissuers.
373 Securities Act Release No. 8176, supra note 370, at 4821.

3ra Id. Inan response to a“Frequently Asked Questions’ dated June 13, 2003, the SEC discussed whether the
exemption from Regulation G and Item 10(e) of Regulation S-K for disclosure of non-GAAP financial
measures made in connection with a business combination transaction extended to non-GAAP financia
measures contai ned in registration statements, proxy statements, and tender offer materials. The staff noted that
disclosures of non-GAAP financial measures made in communications subject to 1933 Act Rule 425 or 1934
Act Rules14a-12 or 14d-2(b)(2) are exempt from Regulation G and Item 10(€) of Regulation S-K. According
to the staff, this exemption also was intended to apply to communications subject to Rule 14d-9(a)(2). This
exemption does not extend beyond communications that are subject to those rules. Thus, if the same non-
GAAP financial measure that was included in a communication filed under one of those rules was aso
disclosed in a 1933 Act registration statement or a 1934 Act proxy statement or tender offer statement, the

371

372
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For purposes of Regulation G, anon-GAAP financial measure isanumerical measure of an

issuer’s historical or future financial performance, financial position, or cash flows that:

Excludes amounts, or is subject to adjustments that have the effect of excluding amounts,
that are included in the most directly comparable measure calculated and presented in
accordance with GAAP in the statement of income, balance sheet, or statement of cash flows
(or equivaent statements) of the issuer; or

Includes amounts, or is subject to adjustmentsthat have the effect of including amounts, that
are excluded from the most directly comparable measure so calculated and presented.*”

The definition of “non-GAAP financial measures’ does not capture measures of operating

performance or statistical measuresthat fall outside the scope of the definition set forth above, such

as:

Operating and other statistical measures (such as unit sales, numbers of employees, numbers
of subscribers, or numbers of advertisers); and

Ratios or statistical measures that are cal culated using exclusively one or both of:

* Financial measures calculated in accordance with GAAP; and
«  Operating measures or other measures that are not non-GAAP financial measures.3™
Non-GAAP financial measures al so do not include financial information that does not have

the effect of providing numerical measuresthat are different from the comparable GAAP measure,
such as:

Disclosure of amounts of expected indebtedness, including contracted and anticipated
amounts;

Disclosure of amounts of repayments that have been planned or decided upon but not yet
made;

375

376

exemption would be inapplicable to that disclosure. See U.S. Securities Exchange Commission Frequently
Asked Questions Regarding the Use of Non-GAAP Financial Measures, Transition Issues, Question 2 (June 13,
2003), at http://www.sec.gov/divisi ons/corpfin/fags/nongaapfag.htm.

Disclosures subject to Item 1015 of Regulation M-A are also exempt from Regulation G and Item 10(e) of
Regulation S-K. Thisexemption is not limited to pre-commencement communications and, accordingly, the
exemption would also be availablefor Item 1015 disclosure found in registration statements, proxy statements,
and tender offer statements. In addition, where reconciliation of anon-GAAPfinancial measureisrequired and
the most directly comparable measure is a pro forma measure prepared and presented in accordance with
Article 11 of Regulation S-X, companies may use that measurefor reconciliation purposesinstead of a GAAP
financial measure.

Securities Act Release No. 8176, supra note 370, at 4822.
Id.

65

4066570v.1



Disclosure of estimated revenues or expenses of anew product line, so long as such amounts
were estimated in the same manner as would be computed under GAAP; and

Measures of profit or loss and total assets for each segment required to be disclosed in
accordance with GAAP.>”’

Thedefinition of non-GAAP financial measureisintended to capture all measuresthat have

the effect of depicting either:

A measure of performance that is different from that presented in the financial statements,
such asincome or loss before taxes or net income or 1oss, as calculated in accordance with
GAAP; or

A measure of liquidity that is different from cash flow or cash flow from operations
computed in accordance with GAAP.3™®

An exampleof anon-GAAP financial measure would be ameasure of operating incomethat

excludes one or more expense or revenue items that are identified as “non-recurring.”*”® Another
example would be EBITDA, which could be calculated using elements derived from GAAP
financial presentations but, in any event, is not presented in accordance with GAAP.** Thereisan
exclusion from the definition of “non-GAAP financial measure” for financial measures required to
be disclosed by GAAP, SEC rules, or a system of regulation of a government or governmental
authority or self-regulatory organization that is applicable to the issuer.®**

Whenever an issuer publicly discloses any material information that includes anon-GAAP

financial measure, Regulation G requires the issuer to provide the following information as part of
the disclosure or release of the non-GAAP financial measure:

A presentation of themost directly comparablefinancial measure cal culated and presented in
accordance with GAAP; and

A reconciliation (by schedule or other clearly understandable method), which shall be
guantitative for historic measures and quantitative, to the extent available without
unreasonabl e efforts, for prospective measures, of the differences between the non-GAAP
financial measure presented and the most directly comparablefinancial measure or measures
calculated and presented in accordance with GAAP.*?

377

378

379

380

381

382

Id.

Id.

Id.

Id.

Securities Act Release No. 8176, supra note 370, at 4822.
Id. at 4823.
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If anon-GAAPfinancia measureisreleased ordlly, telephonically, by webcast, by broadcast,
or by similar means, theissuer may provide the accompanying information required by Regulation G
by: (1) posting that information on the issuer's web site and (2) disclosing the location and
availability of the required accompanying information during its presentation.**

With regard to the quantitative reconciliation of non-GAAP financial measures that are
forward-looking, Regulation G requires a schedule or other presentation detailing the differences
between the forward-looking non-GAAP financial measure and the appropriate forward-looking
GAAPfinancial measure.®®* If the GAAPfinancial measureis not accessible on aforward-looking
basis, theissuer must disclosethat fact and provide reconciling information that is availablewithout
an unreasonable effort.*®* Furthermore, theissuer must identify information that is unavailable and
disclose its probable significance. **°

Regulation FD and Regulation G are intended to operate in tandem.®” A “private”
communication of material, non-public information to, for example, an analyst or a shareholder
triggers arequirement for broad public disclosure under Regulation FD.*® |f that public disclosure
isof material information containing anon-GAAP financial measure, Regulation G will apply to that
disclosure.®

The amendments to Item 10 of Regulation S-K require issuers using non-GAAP financial
measures in filings with the SEC to provide:

* A presentation, with equal or greater prominence, of the most directly comparable financial
measure. . . caculated and presented in accordance with . . . GAAP;

* A reconciliation (by schedule or other clearly understandable method), which shall be
guantitative for historical non-GAAP measures presented, and quantitative, to the extent
available without unreasonabl e efforts, for forward-looking information, of the differences
between the non-GAAP financial measure disclosed or released with the most directly
comparable financial measure or measures calculated and presented in accordance with
GAAP...;

* A statement disclosing the reasonswhy the [issuer’ s| management believesthat presentation
of the non-GAAP financial measure provides useful information to investors regarding the
[issuer’s] financia condition and results of operations; and

383 |d.
384 d.
385 |d.
386 |d.

387 Securities Act Release No. 8176, supra note 370, at 4823.

388 Id
389 Id
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To the extent material, a statement disclosing the additional purposes, if any, for which the
[issuer’s] management uses the non-GAAP financial measure that are not otherwise
disclosed.**

In addition to these mandated disclosure requirements, amended Item 10 of Regulation S-K

prohibits the following:

Exclud[ing] charges or liabilities that required, or will require, cash settlement, or would
have required cash settlement absent an ability to settlein another manner, from non-GAAP
liquidity measures, other than the measures EBIT and EBITDA,;

Adjust[ing] a non-GAAP performance measure to eliminate or smooth items identified as
non-recurring, infrequent or unusual, when (1) the nature of the charge or gainissuch that it
isreasonably likely to recur within two years, or (2) therewasasimilar chargeor gain within
the prior two years;

Present[ing] non-GAAP financial measures on the face of the issuer’ sfinancia statements
prepared in accordance with GAAP or in the accompanying notes,

Present[ing] non-GAAP financia measures on the face of any pro forma financia
information required to be disclosed by Article 11 of Regulation S-X; and

Ugling] titles or descriptions of non-GAAP financial measures that are the same as, or
confusingly similar to, titles or descriptions used for GAAP financial measures,**

EBIT and EBITDA are exempted from this provision because of their wide and recognized

existing use.*** However, issuers must reconcile these measures to their most directly comparable
GAAP financial measure.®*

With regard to the quantitative reconciliation of non-GAAP financial measures that are

forward-looking, Item 10 of Regulation S-K requires a schedule or other presentation detailing the
differences between the forward-1ooking non-GA AP financial measure and the appropriate forward-
looking GAAPfinancial measure.®** If the GAAPfinancial measureis not accessible on aforward-
looking basis, theissuer must disclosethat fact and provide reconciling information that isavailable

without an unreasonabl e effort.

395

Form 8-K Filings of Earnings Releases. Asdiscussed previoudly, the SEC has reworked

theregulatory framework for current reports on Form 8-K required to befiled on or after August 23,

390

391

392
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395

Id. at 4824.

Id.

Id.

Securities Act Release No. 8176, supra note 370, at 4824.
Id. at 4825.

Id.
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2004.%% |n addition to adding new disclosureitems, the SEC al so accel erated thefiling deadlinesfor
Form 8-K. Lastly, the SEC aso renumbered and, in some cases, expanded theold Items 1-12. Item
2.02 under the numbering system (Item 12 under the previous numbering system), “Results of
Operations and Financial Condition” was added in January, 2003.%%

The addition of Item 2.02 to Form 8-K requiresissuersto furnish to the SEC al releases or
announcements disclosing material non-public financial information about completed annual or
quarterly fiscal periods.**® New Item 2.02 does not require that companiesissue earnings rel eases or
similar mggguncemmts. However, such rel eases and announcementswill trigger the requirements of
Item 2.02.

Item 2.02 requiresissuersto furnish to the SEC aForm 8-K, within four businessdaysof any
public announcement or release disclosing material non-public information regarding an issuer’s
results of operations or financial condition for an annual or quarterly fiscal period that has ended,
that identifies the announcement or release and includes the text thereof as an exhibit.*®

Repetition of information that was publicly disclosed previously or the release of the same
information in adifferent form (for example in an interim or annual report to shareholders) would
not trigger the Item 2.02 requirement.*®* This result would not change i the repeated information
were accompanied by information that was not material, whether or not already public.*®® However,
release of additional or updated material non-public information regarding the issuer’s results of
operations or financial condition for acompleted fiscal year or quarter would trigger an additional
Item 2.02 obligation.*®

Therequirement to furnish aForm 8-K under Item 2.02 would not apply to issuersthat make
these announcements and disclosures only in, or approximately contemporaneously with, their
quarterly reports filed with the SEC on Form 10-Q or their annual reports filed with the SEC on
Form 10-K.*®* Anissuer could make the required Form 8-K Item 2.02 disclosurein thetext of, and
file the release as an exhibit to, a Form 10-K or 10-Q Report.”” Thus, an issuer could release
earningswithin four businessdays prior to thefiling of its Form 10-K or 10-Q Report without filing
a Form 8-K with the Item 2.02 information, athough in the Form 10-K or 10-Q it would have to
disclose the substance of the release and file the release as an exhibit thereto.*®

3% Additional Form 8-K Disclosure Requirements and Acceleration of Filing Date, supra note 38.

397 Securities Act Release No. 8176, supra note 370.

398 Id
399 Id
400 Id

401 Securities Act Release No. 8176, supra note 370, at 4825.

402 Id. at 4825-26.

403 Id. at 4826.

404 |d

405 Id. at 4826-27. SeeInstruction 4 to Form 8-K Item 2.02.
406 |d. at 4825-26.

69

4066570v.1



Item 2.02 includes an exception from its requirements where non-public information is
disclosed oraly, telephonically, by webcast, by broadcast, or by similar meansin apresentation that
is complementary to, and occurs within 48 hours after, arelated, written rel ease or announcement
that triggers the requirements of Item 2.02.°° In this situation, Item 2.02 would not require the
issuer to furnish an additional Form 8-K with regard to the information that is disclosed orally,
telephonically, by webcast, by broadcast, or by similar meansif:

» Therelated, written rel ease or announcement has been furnished to the [ SEC] on Form 8-K
pursuant to Item 2.02 prior to the presentation;

* The presentation is broadly accessible to the public by dial-in conference call, webcast or
similar technology;

» Thefinancia and statistical information contained in the presentation is provided on the
issuer’ sweb site, together with any information that would be required under Regulation G;
and

* The presentation was announced by a widely disseminated press release that included
instructions as to when and how to access the presentation and the location on the issuer’s
web site where the information would be available.*®

Item 2.02 of Form 8-K will apply only to publicly disclosed or rel eased material non-public
information concerning an annual or quarterly fiscal period that hasended.*®® While such disclosure
may also include forward-looking information, it is the material information about the completed
fiscal period that triggers Item 2.02.*"° Item 2.02 does not apply to disclosure of earnings for future
or ongoing fiscal periods which are not included in a disclosure of previously undisclosed
information about completed periods.***

The most significant implications of “furnishing” aForm 8-K to the SEC, rather than “filing”
aForm 8-K with the SEC, are:

* Information that is*“furnished to the[SEC]” in such a Form 8-K isnot subject to [1934 Act
818] unless the issuer specifically states that the information is to be considered “filed”;

* Information that is “furnished to the [SEC]” in such a Form 8-K is not incorporated by
reference into a registration statement, proxy statement or other report unless the issuer
specifically incorporates that information into those documents by reference; and

o7 Securities Act Release No. 8176, supra note 370, at 4826.

408 Id.
409 Id.
410 Id.
411 Id.
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* Information that is “furnished to the [SEC]” in such a Form 8-K is not subject to the
requirements of amended Item 10 of Regulation S-K . . . while“filed” information would be
subject to those requirements.**?

Item 2.02 of Form 8-K requiresthat earnings releases or similar disclosures be furnished to
the SEC rather than filed.*® Regulation G would, of course, apply to these releases and
disclosures.*** In addition to the requirements already imposed by Regulation G, issuerswould be
required to disclose:

* The reasons why the [issuer]’s management believes that presentation of the non-GAAP
financial measure provides useful information to investors regarding the issuer’ s financial
condition and results of operations; and

* Totheextent material, the additional purposes, if any, for which the [issuer]’ s management
uses the non-GAAP financial measure that are not otherwise disclosed.**®

I ssuers may satisfy this requirement by including the disclosurein Form 8-K or intherelease
or announcement that isincluded as an exhibit to Form 8-K.*® Asindicated above, issuersalso may
satisfy the requirement to provide these additiona two statementsby including thedisclosureintheir
most recent annual report filed with the SEC (or a more recent filing) and by updating those
statements, as necessary, no later than the time Form 8-K is furnished to the SEC.*

Earningsreleases and similar disclosuresthat trigger the requirements of Item 2.02 are al'so
subject to Regulation FD.*® The application of Item 2.02 would differ from Regulation FD,
however, in that the requirements of Item 2.02 would aways implicate Form 8-K for those
disclosures, while Regulation FD provides that Form 8-K is an alternative means of satisfying its
requirements.**®

Prohibition on L oans to Directors or_Officers. SOX Section 402 generally prohibits,
effective July 30, 2002, a corporation from directly or indirectly making or arranging for persona
loansto its directors and executive officers.**® Four categories of personal loans by an issuer toits

directors and officers are expressly exempt from SOX Section 402's prohibition:**

412 Id

“u3 Securities Act Release No. 8176, supra note 370, at 4826.

414 |d.

415 |d.

416 Id. at 4826-27.
a |d. at 4827.

418 |d.

419 Securities Act Release No. 8176, supra note 370, at 4827.
420 SOX Section 402(a) provides:

It shall be unlawful for any issuer (as defined in [SOX Section 2]), directly or indirectly, including
through any subsidiary, to extend or maintain credit, to arrange for the extension of credit, or to renew
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Q) any extension of credit existing before SOX’s enactment as long as no material
modification or renewal of the extension of credit occurs on or after the date of SOX’s enactment
(July 30, 2002);

2 specified home improvement and consumer credit loansif:

* madein the ordinary course of the issuer’s consumer credit business,
» of atype generally made available to the public by the issuer, and
» ontermsno more favorable than those offered to the public;

3 loans by a broker-dealer to its employees that:

 fulfill the three conditions of paragraph (2) above,

» are madeto buy, trade or carry securities other than the broker-dealer’s
securities, and

» arepermitted by applicable Federal Reserve System regulations; and

4) “any loan made or maintained by an insured depository institution (as defined in
section 3 of the Federal Deposit Insurance Act (12 U.S.C. 1813)), if theloan issubject to theinsider
lending restrictions of section 22(h) of the Federal Reserve Act (12 U.S.C. 375h).” %

Thislast exemption applies only to an “insured depository institution,” which is defined by
the Federal Deposit Insurance Act (“FDIA”) as a bank or savings association that has insured its
depositswith the Federal Deposit Insurance Corporation (“FDIC”).*?® Although this SOX Section
402 provision does not explicitly exclude foreign banks from the exemption, under current U.S.
banking regulations a foreign bank cannot be an “insured depository institution” and, therefore,
cannot qualify for the bank exemption.*** Since 1991, following enactment of the Foreign Bank
Supervision Enhancement Act (“FBSEA”), aforeign bank that seeks to accept and maintain FDIC-
insured retail deposits in the United States must establish a U.S. subsidiary, rather than a branch,
agency, or other entity, for that purpose.*” These U.S. subsidiaries of foreign banks, and thelimited

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. An extension of credit maintained by the issuer on the date of
enactment of this subsection shall not be subject to the provisions of this subsection, provided that
there is no material modification to any term of any such extension of credit or any renewal of any
such extension of credit on or after that date of enactment.

SOX § 402, amending 15 U.S.C.A. § 78m (West Supp. 2004) [hereinafter “ SOX § 402" ].

Id.; See also Foreign Bank Exemption From the Insider Lending Prohibition of Exchange Act Section 13(k),
Exchange Act Release No. 48,481, 68 Fed. Reg. 54,590, 54,590 (proposed Sept. 11, 2003), available at
http://www.sec.gov/rules/proposed/34-48481.htm.

422 SOX § 402, supra note 420.
423 Exchange Act Release No. 48,481, supra note 421, at 54,590; Foreign Bank Exemption from the Insider

Lending Prohibition of Exchange Act Section 13(k), Exchange Act Release 34-49616 (April 26, 2004),

available at http://www.sec.gov/rules/final/34-49616.htm.
424
Id.

421

425 Id
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number of grandfathered U.S. branches of foreign banks that had obtained FDIC insurance prior to
FBSEA'’s enactment, can engage in FDIC-insured, retail deposit activities and, thus, qualify as
“insured depository institutions.”*?®® But the foreign banks that own the U.S. insured depository
subsidiaries or operate the grandfathered insured depository branches are not themselves “insured
depository institutions” under the FDIA.**” The SEC, however, has proposed aruleto address this
disadvantageous situation for foreign banks.*?®

The SEC to date has not provided guidance as to the interpretation of SOX Section 402,
although a number of interpretative issues have surfaced. The prohibitions of SOX Section 402
apply only to an extension of credit “in the form of a personal loan” which suggests that all
extensions of credit to adirector or officer are not proscribed.*”® Whilethereisnolegislative history
or statutory definition to guide, it isreasonabl e to take the position that thefollowing, inthe ordinary
course of business, are not proscribed: travel and similar advances, ancillary personal use of
company credit card or company car where reimbursement is required, advances of relocation
expenses ultimately to be borne by theissuer: stay and retention bonuses subject to reimbursement if
the employeeleaves prematurely, indemnification advances of expenses pursuant to typical charter,
bylaw, or contractual indemnification arrangements, and tax indemnification paymentsto overseas-
based officers.”*°

SOX Section 402 raises issues with regard to cashless stock option exercises and hasled a
number of issuersto suspend cashless exercise programs.*** Inatypical cashless exercise program,
the optionee deliversthe notice of exerciseto both theissuer and the broker, and the broker executes
the sale of some or all of the underlying stock on that day (T). Then, on or prior to the settlement
date (T+3), the broker paysto theissuer the option exercise price and applicable withhol ding taxes,
and the issuer delivers (i.e., issues) the option stock to the broker. The broker transmits the
remaining sale proceedsto the optionee. When and how these events occur may determinethelevel
of risk under SOX Section 402.**? Thereal question iswhether abroker-administered same-day sale
involves*an extension of credit in theform of apersonal loan” made or arranged by theissuer. The
nature of the arrangement can affect the analysis.**

426 Id
427 Id
428 Seeinfra “Prohibition on Loans to Directors and Officers’ in Section XI11.

429 SOX § 402, supra note 420.

430 See Sarbanes-Oxley Act: Interpretative I ssues Under § 402 — Prohibition of Certain Insider Loans (October 15,
2002) (an outline authored jointly by agroup of 25 law firms), THE CORPORATE COUNSEL, October 15, 2002, at
http://www.TheCorporateCounsel .net.

431 Id.; Edmond T. FitzGerald, et al., Public Company CEO Compensation: A Review of the Recent Reforms, in
Advanced Doing Deals 2004: Dealmaking inthe New Transactional Marketplace 441 (Practicing Law Ingtitute
ed., 2004).

482 See Cashless Exercise and Other SOXmania, THE CORPORATE COUNSEL September-October (2002).

433 If theissuer deliversthe option stock to the broker before receiving payment, the issuer may be deemed to have
loaned the exercise price to the optionee, perhaps making thisform of program riskier than others. If the broker

advances payment to theissuer prior to T+3, planning to reimburseitself from the sale of proceedson T+3, that
advance may be viewed as an extension of credit by the broker, and the question then becomes whether the
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Some practitioners have questioned whether SOX Section 402 prohibits directors and
executive officers of anissuer from taking loans from employee pension benefit plans, which raised
the further question of whether employers could restrict director and officer plan loans without
violating the U.S. Labor Department’s antidiscrimination rules.** On April 15, 2003, the Labor
Department issued Field Assistance Bulletin 2003-1 providing that plan fiduciaries of public
companies could deny participant loans to directors and officers without violating the Labor
Department rules.”

Accelerated 816(a) Reporting. SOX Section 403 amends Section 16(a) of the 1934 Act,
effective August 29, 2002, to require officers, directors, and 10% shareholders (collectively,
“insiders’) of companieswith securitiesregistered under Section 12 of the 1934 Act tofilewiththe
SEC Form 4 reporting (i) achangein ownership of equity securitiesor (ii) the purchase or sale of a
security based swap agreement involving an equity security “before the end of the second business
day following the business day on which the subject transaction has been executed. . ..”

Two Business Days to File Form 4. On August 27, 2002, the SEC issued a release (the
“16(a) Release” ) adopting final amendments to its rules and forms implementing the accelerated
filing deadlines described above for transactions subject to §16(a).**' As anticipated, the rule
amendments al so subject all transactions between officersor directorsand theissuer, exempted from
816(b) short swing profit recovery by Rule 16b-3, which were previously reportable on an annual

issuer “arranged” the credit. The risk of this outcome may be reduced where the issuer does not select the
selling broker or set up the cashless exercise program, but instead merely confirmsto abroker selected by the
optionee that the option is valid and exercisable and that the issuer will deliver the stock upon receipt of the
option exercise price and applicable withholding taxes. Even where the insider selects the broker, the broker
cannot, under Regulation T, advance the exercise price without first confirming that theissuer will deliver the
stock promptly. In that instance, the issuer’sinvolvement is limited to confirming facts, and thereforeisless
likely to be viewed as “arranging” the credit.

Where both payment and delivery of the option stock occur on the same day (T+3), there arguably is no
extension of credit at al, in which case the exercise should not be deemed to violate SOX Section 402 whether
effected through a designated broker or a broker selected by the insider.

If the insider has sufficient collateral in his or her account (apart from the stock underlying the option being
exercised) to permit the broker to make a margin loan equal to the exercise price and applicable withholding
taxes, arguably the extension of credit isbetween the broker and the insider and does not violate SOX Section
402 assuming the issuer is not involved in arranging the credit.

Interpretative | ssues Under § 402, supra note 430.

434 See Gaudreau, Jr., Russell A. & Solveig R. McShea, Plan Loansto Participantsand Beneficiaries, in Advanced
Law of Pensions, Welfare Plans, and Deferred Compensation 1547, 1570 (American Law Ingtitute ed., 2004).

43 U.S. Depatment of Labor, Field Assistance Bulletin  2003-1 (April 14, 2003), at
http://www.dol.gov/ebsalregs/fab 2003 1.html.

436 SOX § 403, amending 15 U.S.C.A. § 78p (West Supp. 2004) (emphasis added) [hereinafter “ SOX § 403"].
Previously, Form 4 was required to be filed by the 10" day of the month following the month in which the
transaction was executed.

Ownership Reportsand Trading by Officers, Directorsand Principal Security Holders, Exchange Act Release
No. 46,421, 67 Fed. Reg. 56,462 (Sept. 3, 2002), available at http://www.sec.gov/rules/final/34-46421.htm
[hereinafter the “ 16(a) Release” ].
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basison Form 5 (including stock option grants, cancellations, regrants, and repricings) to 816(a) and
the new two business day reporting requirement on Form 4.%%®

The SEC has enacted two narrow exceptions to the new two business day reporting
requirement, which apply only if the insider does not select the date of execution of the
transaction.”*® These exceptions include (1) transactions pursuant to a contract, instruction, or
written plan for the purchase or sale of issuer securities that satisfies the affirmative defense
conditions of Rule 10b5-1(c) (including, according to the 16(a) Release, transactions pursuant to
employee benefit plans and dividend and interest reinvestment plans that are not already exempt
from 816(a) reporting) and (2) “discretionary transactions’ (as defined in Rule 16b-3(b)(1))
involving an employee benefit plan, whether or not exempted by Rule 16b-3.*° In these cases, the
date of execution (triggering the two-day deadline) is deemed to be the earlier of the date the
executing broker, dealer, or plan administrator notifiestheinsider of the execution of thetransaction
or the third business day following the actual trade date of the transaction.*** Other transactions
exempt from §16(b) previously reportable on Form 5 will remain reportable on Form 5.%* These
transactions include small acquisitions not from the issuer and gifts.**®

In order to comply with these accel erated filing requirements, issuers need to create an early
notification system which ensures that the issuer is promptly made aware of 816(a) transactions by
both insiders and administrators of their broad-based employee benefit plans. The SEC expects
insiders to make arrangements with executing entities to provide such notification to the insider as
quickly asfeasible and urges executing entities to provide such information either electronically or
by telephone and not rely on mailed confirmations.**

Additionally, the SEC’ s rules now reflect that Form 4 is not amonthly reporting form, but
must be filed within two business days of the date of execution of the reported transaction.**®> The
SEC indicatesthat prior to publication of anew Form 4, insiders should use the old form, modifying
Box 4 to state the month, date, and year of the transaction and, if applicable, including afootnoteto
include a deemed execution date in addition to the trade date.**

438 Id. at 56,463.

439 For example, the SEC pointed out in the 16(a) Release that transactions pursuant to a Rule 10b5-1(c)
arrangement which specify adate for purchasesfor sales(e.g., thefirst business day of each month) would not
qualify for this exception. Id. at 56,464.

440 Id. at 56,463-64.
441 Id. at 56,464-65.
442 Id. at 56,463.

448 16(a) Release, supra note 437, at 56,467.
a4 Seeeg, id. at 56,465.

445 Id. at 56,463.
446 Id.
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Website Posting. OnMay 7, 2003, the SEC issued Release No. 33-8230 adopting rulestitled
“Mandated Electronic Filing and Website Posting for Forms 3, 4 and 5.”*’ Theserules, which went
into effect on June 30, 2003, amend Regulation S-T to require insiders to file Forms 3, 4 and 5
(816(a) reports) with the SEC on EDGAR.**® The rules aso require an issuer that maintains a
corporate website** to post on its website all Forms 3, 4 and 5 filed with respect to its equity
securities by the end of the business day after filing.**° An issuer can satisfy this requirement
whether it provides access directly or by hyperlinking to reports viaathird-party serviceinstead of
maintaining the formsitself if the following conditions are met:

» Theforms are made available in the required time frame;
» Accessto the reportsisfree of charge to the user;
* Thedisplay format allows retrieval of all information in the forms;

« The medium to access the forms is not so burdensome that the intended users cannot
effectively access the information provided;

* Theaccessincludes any exhibits or attachments;

* Access to the forms is through the issuer website address the issuer normally uses for
disseminating information to investors; and

* Any hyperlink is directly to the Section 16 forms (or to a list of the Section 16 forms)
relating to the posting issuer instead of just to the home page or general search page of the
third-party service.***

The forms must remain accessible on the issuer’ s website (or through the hyperlink) for at
least a 12-month period.**?

In order to ease the administrative burdens on filers associated with switching to electronic
filing of Forms 3, 4 and 5, the rules amend Regulation S-T to provide that any Form 3, 4 or 5
submitted by direct transmission on or before 10 p.m. Eastern time is deemed filed on the same
businessday.** However, filer support hourswill not be correspondingly extended, sofiler support

aa Mandated Electronic Filing And Website Posting For Forms 3, 4 And 5, Securities Act Release No. 8230,
Exchange Act Release No. 47,809, 68 Fed. Reg. 25,788 (May 13, 2003), available at
http://www.sec.gov/rules/final/33-8230.htm.

Id. As amended, Regulation S-T also requires the electronic filing of any related correspondence and
supplemental information pertaining to a document that is the subject of mandated EDGAR filing. These
materials will not be disseminated publicly but will be available to the SEC staff.

The term “corporate website” refersto public (internet) sites, as opposed to private (intranet) sites.

450 Securities Act Release No. 8230, supra note 447, at 25,790.

451 Id. at 25,790.
452 |d

449

453 Id. at 25,793. This extension applies only to Forms 3, 4 and 5.
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will remain available only until 7:00 p.m.** The EDGAR system is programmed to providethat a
form filed between 5:30 p.m. and 10:00 p.m. Eastern timewill be assigned afiling date on the same
business day and disseminated that evening.**>

Recognizing that insiders may experiencetemporary difficultiesin transitioning to mandated
electronic filing, the SEC did not require issuers to disclose late Form 4 filings in their proxy
statements and annual reports on Form 10-K so long as such Forms 4 were filed not later than one
business day following the regular due date.**® Thistemporary reliefexpired on June 30, 2004.

Temporary hardship exemptionswill no longer be availablein Forms 3, 4 and 5.*°" A filing
date adjustment will remain if the filing is delayed due to technical difficulties beyond the filer's
control; however, failure to obtain the necessary access codes and identification numbers will not
justify such an adjustment.**®

Insiders are required to send or deliver aduplicate of each Section 16 form to the issuer not
|ater than thetimetheform istransmitted for filing with the Commission to the person designated by
theissuer to receive such statements, or, in the absence of such designation, to theissuer’ scorporate
secretary or person performing equivalent functions.*® Anissuer which wishesto post the Section
16 reports on its website directly should implement procedures to ensure that its insiders provide
notice and electronic copies of filed Section 16 reports in time to meet the posting date. An issuer
that uses a hyperlink to an appropriate third-party site can avoid this concern.

Proceduresfor Filing Section 16(a) Reportson EDGAR. Summarized below are some of the
procedures applicablein filing insider trading reports on EDGAR.

A. EDGAR Access Codes

A prerequisite to filing the reports electronically on EDGAR is obtaining a set of EDGAR
access codes. Thisisdoneby filingwiththe SEC aForm ID, whichisavailable onthe SEC website
at http://www.sec.gov/about/forms/formid.pdf. It is very important that a separate Form ID be
completed for each insider whose filingswill be madeviaEDGAR (under the old system, only one
insider in a“group” needed to have the codes, but now each individual will be required to have his
or her own set of codes). Anindividua who isan insider for more than one company need only file
for one set of EDGAR access codes. It isaso important to protect the integrity and security of the
data sent by limiting the number of people who know the sender’s CCC, password, and PMAC.
Thus, it may be prudent to apply for a certificate for added security purposes.*®® One should also

> Id.

455 Id

456 Securities Act Release No. 8230, supra note 447, at 25,792.
a7 Id. at 25,791.

458 Id

0 Id. at 25,790.

460 See the EDGAR Filer Manual for more information on certificates. The latest version of the EDGAR Filer
Manual can be downloaded at http://www.sec.gov/info/edgar/filermanual .htm.
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take note that the SEC has discontinued the acceptance of requestsfor access codesfor EDGAR on
Form ID through themail. Effective November 6, 2001, all requestsfor these codes must comevia
fax. Fax Form ID to:

US Securities and Exchange Commission
ATTN: Filer Support

(202) 504-2474; or

(703) 916-7624

The SEC will a'so nolonger return ahard copy of the access codesthrough the mail but will
notify the applicant of the codes viatelephone. If awritten confirmation of the codes is desired,
include either an e-mail address or a fax number with the request.

Four EDGAR access codeswill be created after filing the Form ID. Oneof the codes created
isthe Central Index Key (“CIK”) code. The CIK code uniquely identifies each filer, filing agent,
andtraining agent. The CIK isassigned after thefiling of aninitial application. Thiscode cannot be
changed. Another code that will be created isthe CIK Confirmation Code (“CCC”). The CCC is
used in the header of filingsin conjunction with the CIK to ensurethat thefiling isauthorized. The
third codethat is created isthe password. The password allowsapersontologinto EDGAR, submit
filings, and changethe CCC. Finally, holders of access codeswill receive a Password Modification
Authorization Code (“PMAC”). The PMAC alows a person to change their password.

B. Use of a Filing Service

Once the EDGAR access codes have been obtained and the necessary information for the
applicableform has been compiled, aninsider may e ectronically file the form with the assistance of
afiling agent such as afinancia printer or law firm.

These companies allow submissionsto be reduced content filings. A reduced content filing
isafiling that provides header information (e.g., form type) and data for mandatory fields that are
specified and otherwise complies with the technical filing requirements. When using a reduced
content filing, afiler isableto save material (enabling thefiler to cut and paste from oneformto the
next), and the filer does not have to create the headings and instructions on the form, only the
content. Reduced content filingswill enableissuersand insidersto usethird-party service providers
for filings, if they wish to do so, just as they do today.

C. Filing By or On Behalf of Insider

If an insider wishes to file on his own behalf or the issuer desires to file on behalf of the
insider, one will need to refer to Regulation S-T (17.C.F.R. § 232) which sets forth the rules for
filing electronically and the EDGAR Filer Manual, which describes the procedures and technical
formatting requirements of EDGAR, in addition to this memorandum.*®* He or shewill need to go
tothe EDGAR Login page at https.//www.edgarfiling.sec.gov and enter the CIK and password and

a6 17 C.F.R. § 232 (2004); EDGAR Filer Manual, supra note 460.
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click the Login to EDGAR button. A button onthe menu will givefilersthe option to create an on-
lineForm 3, 4 or 5, or an amendment to any of theseforms. Thefiler should have all the necessary
information (codes, etc.) available before going on-linetofile. Dueto cost and technical limitations,
data entry must be performed quickly enough to avoid time-outs that end the session. A time-out
will occur one hour following the user’s last activity on the system. The system is not able to
provide away to save an incomplete form on-line from session to session. The systemwill validate
as many fields as possible for date type and required fields while thefiler fillsin the form. Filers
will have the chance to correct errors and verify the accuracy of the information before submitting
thefiling. Anon-line help function is also available.

Thefiler can download and print the filing and add attachments before submission. Oncethe
filingissubmitted, the system will display the accession number of thefiling or amessagethat says
the accession number will follow in areturn notification. An accession number is aunique number
generated by EDGAR for each electronic submission. Assignment of an accessi on number does not
mean that EDGAR has accepted asubmission. A filer can obtain areturn copy of the form shortly
after filing and can view the filing on the SEC’ s website (www.sec.gov). Filers who submit their
formsdirectly by entering information into the online templatesmust click the*transmit submission”
button on or before 10:00 p.m. EST on a commission business day for the submission to be
completed that day. Similarly, areduced content filing must begin transmission on or before 10:00
p.m. EST to be completed the same day.

Please take note that an insider must submit apaper copy of hisfirst electronicfiling. Send
the paper copy to the following address:

Operation Location

ATTN: Filer Support

US Securities and Exchange Commission
Mail Stop O-7

6432 General Green Way

Alexandria, VA 22312

D. Additional Pointsto Consider

The following points should also be considered in preparing to file an insider report via
EDGAR:

* Anindividual cannot use acompany’s password for hisor her insider trading report. If an
insider uses the company’s EDGAR password, even if the filing is initially accepted by
EDGAR, it will not “count” as being filed by the individual. Further, each individual or
company filing on behalf of an individual needs to make surethat it has only one EDGAR
password for the individual in advance of any filing.

* Individualsshould apply for EDGAR access codeswell inadvance. Historicaly, it hastaken
two to three business daysto receive EDGAR access codes. However, due to the new two-
day requirement for Form 4, it may take longer.
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If an insider wishes to file on his own behalf or the issuer desires to file on behalf of the
insider without the aid of afiling service, it is recommended that the applicable persons
prepare the submissions well in advance of the filing and use the Submission Validation
features on EDGAR.

Keep amanually signed signature page (or equivalent document) on file for five years.

Filer Support Staff are available each business day from 8:00 a.m. to 7:00 p.m. EST. They
can be reached at (202) 942-8900.

Internal Controls. SOX Section 404 directsthe SEC to prescribe rulesmandating inclusion

of aninternal control report and assessment in Form 10-K annual reports.*®®> On June 5, 2003, the
SEC published SEC Release No. 33-8238, titled “Management’ s Report on Internal Control Over
Financial Reporting and Certification of Disclosurein Exchange Act Periodic Reports,” which can
be found at http://www.sec.gov/rules/final/33-8238.htm (the “Internal Control Release”).**® To
implement SOX Section 404, the SEC requires each reporting company to includeinits Form 10-K
an internal control report of management that includes:

A statement of management’s responsibilities for establishing and maintaining adequate
internal control over financia reporting for the [issuer];

A statement identifying the framework used by management to conduct the required
evaluation of the effectiveness of the [issuer]’sinternal control over financial reporting;

Management’ s assessment of the effectiveness of theissuer’ sinternal control over financia
reporting as of the end of the issuer’s most recent fiscal year, including a statement as to
whether or not the issuer’s internal control over financia reporting is effective. The
assessment must include disclosure of any “material weaknesses’ in the issuer’s internal
control over financial reporting identified by management. Management isnot permitted to
concludethat theissuer’ sinternal control over financial reporting iseffectiveif thereare one
or more material weaknesses in the issuer’sinternal control over financial reporting; and

462

463

SOX §404, 15 U.S.C.A. § 7262 (West Supp. 2004) [hereinafter “ SOX § 404" ]. SOX § 404 requiresthe SEC
to adopt rulesrequiring acompany’ s management to present an internal control report inthe company’ sannual
report containing: (1) a statement of the responsibility of management for establishing and maintaining an
adequateinternal control structure and proceduresfor financial reporting, and (2) an assessment, as of the end
of the company’ s most recent fiscal year, of the effectiveness of the company’ sinternal control structure and
proceduresfor financial reporting. SOX § 404 a so requiresthe company’ sregistered public accounting firmto
attest to, and report on, management’ s assessment. The SOX § 404 requirements are not applicable until the
SEC’simplementing rules are applicable.

Securities Act Release No. 8238, supra note 176.
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A statement that the registered public accounting firm that audited the financial statements
included in theannual report hasissued an attestation report on management’ s assessment of
the [issuer]’ sinternal control over financial reporting.*®*

Under these SOX Section 404 rules, management must disclose any material weakness and

will be unableto concludethat the company’ sinternal control over financial reporting iseffectiveif
there are one or more material weaknessesin such control.*® Furthermore, theframework onwhich
management’s evaluation is based must be 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 rules implementing SOX Section 404 define the term “internal control over financial

reporting” to mean

a process designed by, or under the supervision of, the issuer’s principal executive
and principal financial officers, or personsperforming similar functions, and effected
by the issuer’s board of directors, management and other personnel, 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 and includes those policies and procedures
that:

» Pertain to the maintenance of records that in reasonable detail accurately and fairly
reflect the transactions and dispositions of the assets of the [issuer];

* Provide reasonable assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally accepted accounting
principles, and that receipts and expenditures of the [issuer] are being made only in
accordance with authorizations of management and directors of the [issuer]; and

* Provide reasonabl e assurance regarding prevention or timely detection of unauthorized
acquisition, use or disposition of the [issuer]’ sassetsthat could have amaterial effect on
the financial statements.*®”’

The SOX Section 404 rulesrequire reporting companiesto perform quarterly evaluations of

changes that have materially affected, or are reasonably likely to materially affect, the company’s
internal control over financial reporting.*®

464

465

466

467

Id. at 36,649.

Id.

The SEC staff hasindicated that the eval uative framework set forth in the 1992 Treadway Commission report
oninternal controls (also known asthe“ COSO Report”) will be asuitable framework, and that foreign private
issuers will be permitted to use the framework in effect in their home countries. The Treadway Commission
report isavailable at http://www.coso.org.

17 C.F.R. §240.13a-15 (2004) (with regard to Regulation 13A); 17 C.F.R. § 240.15d-15 (2004) (with regard to
Regulation 15D).
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Compliance with the rules regarding management’ sreport on internal controlsisrequired as
follows: accelerated filers are required to comply with the management report on internal control
over financial reporting requirementsfor fiscal yearsending on or after November 15, 2004, and all
other domestic issuers (including small businessissuers) will be required to comply for their fiscal
years ending on or after July 15, 2007.%®° These dates significantly defer the rule’'s compliance
requirements from the originally proposed requirement that the report on internal control befiledin
annual reportsfor fiscal yearsending after September 15, 2003, but management remains subject to
quarterly reporting on internal controlsin the CEO/CFO certifications under SOX §302.47°

Codes of Ethics. SOX Section 406 directs the SEC to issue rules requiring a code of
ethics*”* for senior financial officers of an issuer applicable to the CFO, comptroller or principal
accounting officer and to require disclosure on its Form 8-K within four days of any changein or
waiver of the code of ethics for senior financial officers.*?

Code of Ethics Disclosures. On January 23, 2003, the SEC issued Release No. 33-
8177, adopting rulestitled “ Disclosure Required by Sections 406 and 407 of the Sarbanes-Oxley Act

468 Id. §8 13a-15(a), 150-15(f).

469 Securities Act Release No. 8238, supra note 176, at 36,650. “ Accelerated filer” isdefined in the rules of the
Securities Exchange Act of 1934 generally asan issuer which had a public common equity float of $75 million
or more as of the last business day of theissuer’ s most recently compl eted second fiscal quarter and hasbeen a
reporting company for at least 12 months (other than foreign privateissuers). 17 C.F.R. 240.12b-2 (2004). The
dates were further extended to the dates set forth in the text by (i) Management’ s Report on Internal Controls
over Financial Reporting and Certification of Disclosurein Exchange Act Periodic Reports, SEC Release 33-
8392, 34-49312 (Feb. 24, 2004) available at http://www.sec.gov/rules/final/33-8392.htm; (ii) Management’s
Report on Internal Control over Financial Reporting and Certification of Disclosurein Exchange Act Periodic
Reports of Non-Accelerated Filers and Foreign Private Issuers, SEC Release 33-8545, 34-51293 (March 2,
2005), which can befound at http://sec.gov/rules/final/33-8545.htm; and (iii) M anagement’ s Report on I nternal
Control over Financial Reporting and Certification of Disclosurein Exchange Act Periodic Reports of Non-
Accelerated Filersand Foreign Private | ssuers, SEC Release 33-8618, 34-52492 (Sept. 22, 2005), which can be
found at http://sec.gov/rules/final/33-8618.pdf. See also Order Under Section 36 of the Securities Exchange
Act of 1934 Granting an Exemption from Specified Provisions of Exchange Act Rules 13a-1 and 15d-1, SEC
Release 50754 (November 30, 2004), which can be found at http://www.sec.gov/rules/exorders/34-50754.htm,
in which the SEC gave certain smaller accelerated filers an additional 45 days after their Form 10-K isdueto
file their management’s assessment of the internal controls and the related auditor’s report thereon, and
Division of Corporation Finance FAQ on Exemptive Order on Management’ sReport on Internal Control over
Financial Reporting and Related Auditor Report Frequently Asked Questions, (January 21, 2005), which can be
found at http://www.sec.gov/divisions/corpfin/faq012105.htm, in which that Order was interpreted.

470 See SOX § 302, supra note 179.

an SOX § 406(c), 15 U.S.C.A. §7264(c) (West Supp. 2004) [hereinafter “ SOX § 406”]. SOX § 406 defines a
“code of ethics’ to mean such standards as are reasonably necessary to promote;

(@D} honest and ethical conduct, including the ethical handling of actual or apparent conflicts of interest
between personal and professional relationships;

2 full, fair, accurate, timely, and understandabl e disclosurein the periodic reportsrequired to befiled by
theissuer; and

©)] compliance with governmental regulations.
412 SOX § 406(b), supra note 471.
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of 2002,” which can be found at http://www.sec.gov/rules/final/33-8177.htm (the “ SOX 406/407
Release’ ) and that require reporting companies to disclose on Form 10-K:

whether theissuer has adopted acode of ethicsthat appliesto theissuer’ sprincipa executive
officer, principa financial officer, principal accounting officer or controller, or persons
performing similar functions; and

if the issuer has not adopted such a code of ethics, the reasons it has not done so.*”

In the adopted SOX Section 406 rules, “code of ethics’ means a codification of written standards
reasonably designed to deter wrongdoing and to promote:

may:

honest and ethical conduct, including the ethical handling of actual or apparent conflicts of
interest between personal and professional relationships;

full, fair, accurate, timely, and understandable disclosure in reports and documents that a
company fileswith, or submitsto, the SEC and in other public communications made by the
company;

compliance with applicable governmental laws, rules, and regulations;

the prompt internal reporting to an appropriate person or persons identified in the code of
violations of the code;*™ and

accountability for adherence to the code.*"

The SOX 8406 rulesindicate that in addition to providing the required disclosure, an issuer

file with the SEC a copy of its code of ethics that applies to the company’s principal
executive officer, principal financial officer, principal accounting officer or controller, or
persons performing similar functions, as an exhibit to its Form 10-K annual report;*"

post the text of such code of ethics on its Internet website and disclose, in its Form 10-K
annual report, its Internet address and the fact that it has posted its code of ethics on its
Internet website;*’” or

473

474

475

476

Disclosure Required by Sections 406 and 407 of the Sarbanes Oxley Act of 2002, Securities Act Release No.
8177, Exchange Act Release No. 47,235, 68 Fed. Reg. 5110 (Jan. 23, 2003) (codified at 17 C.F.R. 229.406(a)
(2004)), available at http://www.sec.gov/rules/final/33-8177.htm [hereinafter “ SOX 88§ 406/407 Release’ ].

The company would retain discretion to choose the person to receive reports of code violations, but Securities
Act Release No. 8138 (Exchange Act Release No. 46,701), infra note 489, suggests the person should have
sufficient status within the company to engender respect for the code and authority to adequately deal with the
persons subject to the code regardless of their stature within the company.

17 C.F.R. § 229.406(b) (2004).
17 C.F.R. §§ 228.406(c)(1), 229.406(c)(1).
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* undertakeinitsForm 10-K annual report filed with the SEC to provideto any person without
charge, upon request, a copy of such code of ethics and explain the manner in which such
request may be made.*’

Form8-K or Internet Disclosure Regarding Changesto, or Waivers From, the Code
of Ethics. The SOX Section 406 code of ethics rules add an item to the list of Form 8-K triggering
events to require disclosure of

» the nature of any amendment to the company’s code of ethics that applies to its principal
executive officer, principal financial officer, principal accounting officer or controller, or
persons performing similar functions;*”® and

» thenatureof any waiver, including animplicit waiver, from aprovision of the code of ethics
granted by the company to one of these specified officers, the name of the person to whom
the company granted the waiver and the date of the waiver.**

Only amendments or waiversrel ating to the specified elements of the code of ethicsand the
specified officers must be disclosed.”®" In the SOX 406/407 Release, the SEC clarified that this
limitation is intended to allow and encourage companies to retain broad-based business codes.**
For example, if acompany has a code of ethics that appliesto its directors, as well asits principal
executive officer and senior financia officers, an amendment to aprovision affecting only directors
would not require Form 8-K or Internet disclosure.

A company choosing to provide the required disclosure on Form 8-K must do so within four
business days after it amends its code or grants a waiver.”®® As an aternative to reporting this
information on Form 8-K, acompany may useits Internet website asamethod of disseminatingthis
disclosure, but only if it previously hasdisclosed initsmost recently filed annual report on Form 10-
K:

* jtsintention to disclose these events on its Internet website; and
 itsInternet website address.*®*

Effective Date. Companies must comply with the code of ethics disclosure requirements
discussed abovein their annual reportsfor fiscal years ending on or after July 15, 2003.%° They also

a1t 17 C.F.R. 88 228.406(c)(2), 229.406(c)(2).
478 SOX §§ 406/407 Release, supra note 473, at 5127 (codified at 17 C.F.R. §§ 228.406(c)(3), 229.406(c)(3)

(2004)).
419 Id. at 5119; see generally SOX § 406(b), supra note 471.
480 Id
481 Id
482 Id
483 Id

484 SOX §§ 406/407 Release, supra note 473, at 5119 (codified at 17 C.F.R. § 229.406(d) (2004)).
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must comply with the requirements regarding disclosure of amendmentsto, and waiversfrom, their
ethics codes on or after the date on which they file their first annual report in which the disclosure
requirement is required.

Audit Committee Financial Experts. SOX Section 407 requires the SEC to promulgate
rules mandating that each reporting company disclose whether (and, if not, why not) its audit
committee includes at least one member who is a“financial expert.”*® On January 23, 2003, the
SEC adopted the SOX 406/407 Release®™’ containing rules regarding audit committee financial
experts to implement SOX Section 407.*® Thefinal rule uses the term “audit committee financial
expert,” instead of theterm “financial expert” used in SOX Section 407 and an earlier proposed rule
because the SEC believes the former term suggests more pointedly that the designated person must
have characteristics that are particularly relevant to the functions of the audit committee.**® The
rules under SOX Section 407 require reporting companies to disclose in their Form 10-K that **°

» its board of directors has determined that the company either (i) has at least one “audit
committee financial expert” serving on the company’s audit committee™” and the name of
such person or (ii) does not have an audit committee financial expert serving on its audit
committee and the reason it has no audit committee financial expert; and

485 Id. at 5121.
486 SOX § 407,15 U.S.C.A. § 7265 (West Supp. 2004) [hereinafter “ SOX § 407" ].
a1 SOX §8 406/407 Release, supra note 473.

468 SOX 8§ 407 requires the SEC to adopt rules: (1) requiring a reporting company to disclose whether its audit
committee includes at least one member who is a “financial expert” and (2) defining the term “financial
expert.” Id. at 5110.

489 See Proposed Rule: Disclosure Required by Sections 404, 406 and 407 of the Sarbanes Oxley Act of 2002,
Securities Act Release No. 8138, Exchange Act Release No. 46,701, 67 Fed. Reg. 66,208 (Oct. 30, 2002),
available at http://www.sec.gov/rules/proposed/33-8138.htm.

The rulesdiscussed in this memorandum rel ating to annual reports of reporting companies on Form 10-K also
contain similar provisions applicableto annual reportsof small businessreporting companieson Form 10-K SB.
The SOX 406/407 Release also adopted rules with similar requirements for investment companies. The
disclosure regarding audit committee financial expertsisrequired only in Form 10-K annual reportsand may be
incorporated therein by reference from theissuer’ s proxy statement. Disclosure Required by Sections 406 and
407 of the Sarbanes-Oxley Act of 2002, Securities Act Release No. 8177A, Exchange Act Release No.
47,235A, 68 Fed. Reg. 15,353 (Mar. 31, 2003), available at http://www.sec.gov/rules/final/33-8177A.htm.

49 SOX § 2(a), 15 U.S.C.A. § 7201 (West Supp. 2004) [hereinafter “SOX § 2"] defines the term “audit
committee” as

(A) acommittee (or equivalent body) established by and amongst the board of directors of anissuer
for the purpose of overseeing the accounting and financial reporting processes of theissuer and audits
of the financia statements of the issuer; and

(B) if no such committee exists with respect to an issuer, the entire board of directors of the issuer.

490
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if the company disclosesthat it has at |east one audit committee financial expert serving on
itsaudit committee, the company must identify the audit committeefinancia expert by name
and disclose whether that person is “independent,”*** and if not, an explanation.*

Therulesunder SOX Section 407 definetheterm “ audit committeefinancia expert” to mean

aperson who has all of the following attributes:

An understanding of generally accepted accounting principles and financia statements,

The ability to assess the general application of such principles in connection with the
accounting for estimates, accruals and reserves;

Experience preparing, auditing, analyzing, or evaluating financial statementsthat present a
breadth and level of complexity of accounting issues that are generally comparable to the
breadth and complexity of issues that can reasonably be expected to be raised by the
[company]’ s financia statements, or experience actively supervising one or more persons
engaged in such activities;

An understanding of internal controls and procedures for financial reporting; and

An understanding of audit committee functions.***

492

493

494

“Independence” for these purposesis defined in Item 7(d)(3)(iv) of Schedule 14A under the 1934 Act, which
makes reference to the definition of independence in the various listing standards of the NY SE, AMEX, and
NASD. 17 C.F.R. § 228.401(e)(1)(ii) (2004); 17 C.F.R. § 229.401(h)(1)(ii) (2004).

17 C.F.R. § 228.401(h)(1)(iii) (2004); 17 C.F.R. § 229.401(e)(L)(iii) (2004).

SOX 88 406/407 Release, supra note 473, at 5113; SOX § 407, supra note 486. Therulesinitially proposed
under SOX § 407 would have used the term “financial expert” instead of “audit committee financia expert”
and would have defined the term in a way that would have made it more difficult to obtain people with the
requisite qualifications. As proposed initially, the term “financial expert” was defined as a person who was
educated and experienced as a public accountant, auditor, principal financial officer, controller, or principal
accounting officer of a company that was a reporting company at the time the person held such position. A
“financial expert,” or a person having experience in one or more positions that involve the performance of
similar functions (or that results, in the judgment of the issuer’s board of directors, in the person’s having
similar expertise and experience), was required to possess the following attributes:

» Anunderstanding of generally accepted accounting principles and financial statements;

»  Experience applying such generally accepted accounting principlesin connection with the accounting for
estimates, accruals, and reserves that are generally comparable to the estimates, accruals and reserves, if
any, used in the issuer’ s financial statements;

»  Experience preparing or auditing financial statements that present accounting issues that are generally
comparable to those raised by the issuer’s financial statements;

»  Experience with internal controls and procedures for financial reporting; and
e Anunderstanding of audit committee functions.

Tobeafinancial expert under thefirst proposed definition, an individual would have had to possess all of the
five specified attributes, and exposure to the rigors of preparing or auditing financial statements of areporting
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company was very important. The board of directors, however, could have concluded that an individual

possessed the required attributes without having the specified experience. If the board of directorsmadesucha
determination on the basis of alternative experience, the company would have had to disclose the basisfor the
board’ s determination.

In determining whether a potentia financial expert has al of the requisite attributes, the proposed rules
suggested the board of directors of an issuer should evaluate the totality of an individual’s education and
experience and, among others, the following:

e Thelevel of the person’s accounting or financial education, including whether the person has earned an
advanced degree in finance or accounting;

»  Whether the person isacertified public accountant, or the equivalent, in good standing, and the length of
time that the person has actively practiced as a certified public accountant, or the equivalent;

»  Whether the personis certified or otherwise identified as having accounting or financial experience by a
recognized private body that establishes and administers standardsin respect of such expertise, whether the
person isin good standing with the recognized private body, and the length of time that the person has
been actively certified or identified as having such expertise;

»  Whether the person has served asaprincipal financial officer, controller or principal accounting officer of
acompany that, at the time the person held such position, was required to file periodic reports pursuant to
[the 1934 Act] and if so, [the length of any such service];

e The person’s specific duties while serving as a public accountant, auditor, principal financia officer,
controller, principal accounting officer or position involving the performance of similar functions;

e The person’'slevel of familiarity and experience with all applicable laws and regulations regarding the
preparation of financial statements required to beincluded in periodic reportsfiled under [the 1934 Act];

e The level and amount of the person’s direct experience reviewing, preparing, auditing or analyzing
financial statements required to be included in [periodic] reports filed under [the 1934 Act];

»  Theperson’spast or current membership on one or more audit committees of companiesthat, at the time
the person held such membership, were required to file reports pursuant to the [1934 Act];

» Theperson'slevel of familiarity and experience with the use and analysis of financial statementsof public
companies; and

e Whether the person has any other relevant qualifications or experience that would assist him or her in
understanding and evaluating the issuer’s financial statements and other financial information and in
making knowledgeable and thorough inquiries whether:

--  Thefinancia statementsfairly present the financial condition, results of operations and cash flows of
the company in accordance with generally accepted accounting principles; and
--  Thefinancia statements and other financial information, taken together, fairly present the financial
condition, results of operations and cash flows of the company.
SOX 88 406/407 Release, supra note 473, at 5113.

Thefact that a person previously had served on the company’ s audit committee would not, by itself, have let
one justify the board of directors in “grandfathering” that person as a financial expert under the originally
proposed rules, and that concept is carried forward in the final rules. Securities Act Release No. 8138, supra
note 489, at 66,212.

The less restrictive definition of “audit committee financial expert” was adopted by the SEC in response to
widespread commentsthat the originally proposed definition of “financial expert” wastoo restrictive. SOX 8§
406/407 Release, supra note 473, at 5113.
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Under thefinal SOX Section 407 rules, aperson must have acquired such attributesthrough

any one or more of the following:

Education and experience as a principal financial officer, principal accounting officer,
controller, public accountant or auditor or experiencein one or more positions that involve
the performance of similar functions;

Experience actively supervising a principal financial officer, principal accounting officer,
controller, public accountant, auditor or person performing similar functions; or

Other relevant experience.**®

In allowing a person to qualify as an audit committee financial expert by having “other

relevant experience,” the SEC recognizes that an audit committee financial expert can acquire the
requisite attributes of an expert in many different ways.**®* The SEC states in the SOX 406/407
Release that it believes that this expertise should be the product of experience and not merely
education.*®” Under thefinal rules, if a person qualifies as an expert by virtue of possessing “other

relevant experience,” the company’s disclosure must briefly list that person’s experience.

498

The SEC also found that it would be adverse to the interests of investors if the designation

and identification of the audit committeefinancia expert affected theduties, obligationsor liabilities
to which any member of the company’s audit committee or board is subject.*® To codify that
position, the SEC included in the adopting release a new safe harbor which clarifies that:

A person who isdetermined to be an audit committee financial expert will not be deemed an
“expert” for any purpose, including without limitation for purposesof 8 11 of the[1934 Act],
as aresult of being designated or identified as an audit committee financial expert [by a
company];

The designation or identification of a person as an audit committee financial expert [by a
company] does not impose on such person any duties, obligations or liability[ies] that are
greater than the duties, obligationsand liability[ies] imposed on such person asamember of
the audit committee and board of directors in the absence of such designation and
identification; and

495

496

497

498

499

Id. at 5113 (codified at 17 C.F.R. §§ 228.401, 229.401 (2004)).
Id. at 5116.

Id.

Id.

Id.
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» Thedesignation or identification of a person as an audit committee financial expert [by a
company] does not affect the duties, obligations or liability[ies] of any other member of the
audit committee or board of directors.>®

The safe harbor clarifies that any information in a registration statement reviewed by the audit
committee financial expert isnot “expertised” unless such person is acting in the capacity of some
other type of traditionally recognized expert.®®* Similarly, because the audit committee financial
expert isnot an expert for purposesof § 11 of the 1934 Act, he or sheisnot subject to ahigher level
of due diligence with respect to any portion of the registration statement as a result of his or her
designation or identification as an audit committee financial expert.>*

SOX does not explicitly state who at the company should determine whether a person
qualifies as an audit committee financial expert. The adopting rel ease states that the SEC believes
that the board of directorsinitsentirety, asthe most broad-based body within the company, is best-
equipped to make the determination.”®® The SEC also views it as appropriate that any such
determination will be subject to relevant state law principles such as the business judgment rule.®**

Thefact that aperson previously has served on the company’ saudit committee would not, by
itself justify the board of directorsin “grandfathering” that person as an audit committee financial
expert under the adopted rules.>®

The proposed attributes of a “financial expert” described above are more detailed and
rigorous than those reflected in the current NY SE, NASDAQ, AMEX, PCX, and other self-
regulatory organization rules.®® Therefore, it is possible that aperson who previously quaified asa
financial expert under the current guidelines included in the rules of self-regulatory organizations
may not have sufficient expertise to be considered a financia expert under these SEC rules.
Therefore, it is important for reporting companies to re-evaluate whether an audit committee
member who has the requisite level of financial expertise for purposes of the self-regulatory
organizations also qualifies as afinancial expert under the SEC rules.

Companies must comply with the audit committee financial expert disclosure requirements
promulgaggd under SOX Section 407 in their annual reports for fiscal years ending on or after July
15, 2003.

Systematic SEC Review of 1934 Act Filings. SOX Section 408 requiresthe SEC to review
disclosures made by listed companies on aregular and systematic basis and to review disclosures

500 SOX §§ 406/407 Release, supra note 473 at 5116-17.

=0t Id. at 5117.

502 Id. at 5117 (codified at 17 C.F.R. 8§ 228.401(e)(4)(i), 229.401(h)(4)(i) (2004)).
508 Id. at 5117.

504 |d.

505 Id. at 5116.

506 17 C.F.R. §8§ 228.401(€)(2)(i)-(v), 229.401(h)(2)(i)-(v) (2004).
507 SOX § 407, supra note 486.
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made by apublic company at |east once every three years.”® In scheduling therequired reviews, the
SEC is expected to focus upon:

Q) issuers that have issued material restatements of financial results;

2 issuersthat experience significant volatility in their stock price ascompared to other
issuers,

3 issuers with the largest market capitalization;

4 emerging companies with disparitiesin price to earning ratios; [and]

(5)  issuerswhose operationssignificantly affect any material sector of theeconomy[.]>*

Accelerated Disclosure in Plain English. The 1934 Act is amended by SOX 8409 to
reguire reporting companies to “ disclose to the public on arapid and current basis such additional
information concerning material changes in the financial condition or operations of the issuer, in
plain English, which may include trend and qualitative information and graphic presentations,” as
the SEC may by rule prescribe.”™

On September 5, 2002, the SEC adopted amendments™ toits rules and formsto accelerate
thefiling of quarterly and annual reports under the 1934 Act by domestic reporting companies that
have a public float of at least $75 million, that have been subject to the Exchange Act’s reporting
requirementsfor at least 12 calendar months, and that previously havefiled at | east one annual report
with the SEC (“accelerated filers’).>? The changes for these accelerated filers will be phased in
over three years.®® The Form 10-K annual report deadline will remain 90 days for year one and
change from 90 days to 75 days for year two and from 75 days to 60 days for year three and
thereafter.”* The Form 10-Q quarterly report deadlinewill remain 45 daysfor year one and change
from 45 days to 40 days for year two and from 40 days to 35 days for year three and thereafter.>*
The phase in period will begin for accelerated filers with fiscal years ending on or after December
15, 2002.%'® Thefiling deadlinesfor domesticissuerswhich are not accel erated filerswere left at 90

508 SOX § 408, 15 U.S.C.A. § 7266 (West Supp. 2004) [hereinafter “ SOX § 408" ].
509 SOX § 408(b), supra note 508.
510 SOX § 409, amending 15 U.S.C.A. § 78m (West Supp. 2004) (emphasis added).

st Acceleration of Periodic Reporting Filing Dates and Disclosure Concerning Website Access to Reports,
Securities Act Release No. 8128, Exchange Act Release No. 46,464, 67 Fed. Reg. 58,480 (September 16,
2002), available at http://www.sec.gov/rules/final/33-8128.htm. It should be noted that the SEC initially
proposed these rules on April 12, 2002, which was prior to the enactment of SOX.

The accelerated filing deadlines do not apply to foreign private issuers.
13 Securities Act Release No. 8128, supra note 511, at 58,482.

514 Id. Thefinal phasein from 75 days to 60 days was delayed by one year by Temporary Postponement of the
Final Phase-In Period for the Acceleration of Periodic Report Filing Dates, SEC Release 33-8507, 34-50684

(Nov. 17, 2004), available at http://www.sec.gov/rules/final/33-8507.htm.
515
Id.

512

516 Id
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days and 45 days after the period end for Form 10-K and Form 10-Q Reports, respectively.”'’ The
SEC also adopted amendments to require accelerated filers to disclose in their Form 10-K annual
reports explaining where investors can obtain access to their filings and whether the company
provides accessto itsForms 10-K, 10-Q and 8-K reportson itsInternet website, free of charge. This
is to be done as soon as reasonably practicable after those reports are electronically filed with or
furnished to the Commission.>*®

VI.
ANALYST CONFLICTSOF INTEREST (SOXTITLE V)

SOX Section 501 requires the SEC to adopt rules governing securities analysts potential
conflicts of interest, including: (1) restricting the prepublication clearance or approval of research
reports by persons either engaged in investment banking activities, or not directly responsible for
investment research; (2) limiting the supervision and compensatory eval uation of securitiesanalysts
to officials who are not engaged in investment banking activities; (3) prohibiting abroker or dealer
involved with investment banking activitiesfrom retaliating agai nst asecuritiesanayst asaresult of
an unfavorable research report that may adversely affect the investment banking relationship of the
broker or dealer with the subject of the research report; and (4) establishing saf eguardsto assurethat
securities analysts are separated within theinvestment firm from thereview, pressure, or oversight of
those whose involvement in investment banking activities might potentially biastheir judgment or
supervision.>*?

On February 20, 2003, the SEC issued Release No. 33-8193 adopting rulestitled “ Regul ation
Analyst Certification,” which implemented the SOX Section 501 requirements (the “SOX § 501
Release”).’® The SOX Section 501 Release adopts new Regulation Analyst Certification
(“Regulation AC”), which requires brokers, dealers, and their associated persons that are “ covered
persons’* that publish, circulate, or provide research reportsinclude in those research reports:

» astatement by the research analyst (or analysts) certifying that the views expressed in the
research report accurately reflect such research analyst’s personal views about the subject
securities and issuers; and

* astatement by theresearch analyst (or analysts) certifying either (a) that no part of hisor her
compensation was, is, or will be directly or indirectly related to the specific
recommendations or views contained in the research report or (b) that part or all of hisor her
compensation was, is, or will be directly or indirectly related to the specific

s Id. at 58,481.
518 |d

519 SOX §501(a), 15 U.S.C.A. § 780-6 (West Supp. 2004) [hereinafter “ SOX § 501(a)” ].

520 Regulation Analyst Certification, Securities Act Release No. 8193, Exchange Act Release No. 47,384, 68 Fed.
Reg. 9482 (Feb. 27 2003) (codified at 17 C.F.R. § 242 (2004)), available at http://www.sec.gov/rules/final /33-
8193.htm [hereinafter “ SOX § 501 Release” ].

Rule 500 of Regulation AC defines “covered person” of a broker or dealer to mean, subject to certain
exceptions, an associated person of that broker or dealer as defined by 1933 Act Rule 405. Id. at 9484.

521
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recommendations or views contained in the research report. If the analyst’s compensation
was, is, or will be directly or indirectly related to the specific recommendations or views
contained in the research report, the statement must include the source, amount, and purpose
of such compensation, and further disclose that it may influence the recommendation in the
research report.>*

Al certifications must be clear and prominent.®® If the analyst is unable to certify that the
report accurately reflects hisor her personal views, distribution of the report by the broker-dealer or
covered person would bein violation of Regulation AC.>** Similarly, if the report does not contain
one of thetwo alternative compensation certifications, distribution of the report by the broker-deal er
or covered person would bein violation of Regulation AC.>®

Under Regulation AC, broker-dealers must make and keep records related to public
appearances by research analysts.®® Specifically, if a broker-dealer publishes, circulates, or
providesaresearch report prepared by aresearch anayst employed by the broker-deal er or acovered
person, the broker-dealer isrequired to make arecord within 30 days after each calendar quarter in
which the research analyst made any public appearance, that includes:

* A statement by theresearch anal yst attesting that the views expressed by the research anal yst
in all public appearances during the calendar quarter accurately reflected the research
analyst’ spersonal views at that time about any and all of the subject securitiesor issuers; and

* A written statement by the research analyst certifying that no part of such research analyst’s
compensation was, is, or will be directly or indirectly related to any specific
recommendations or views expressed in any such public appearance.®’

In cases where the broker-dealer does not obtain a statement by the research analyst in
connection with public appearances as described above, the broker-dealer must promptly notify its
examining authority that the analyst did not provide certification in connection with public
appearances.®® In addition, for 120 days following such notification, the broker-dealer must
disclosein any research report it distributes authored by that analyst the fact that the analyst did not

provide the certification.>*

Investment advisers and brokers who provide financial services or advice (“Providers’) to
the State of Texasor itssubdivisions (the“ State”) are subject to rules establishing ethical standards

522 Id. at 9482-83.

523 Id. at 9483.

524 |d.

525 |d.

526 SOX § 501 Release, supra note 520, at 9483.

52 Id. at 9483 (codified at 17 C.F.R. § 242.502 (2004)).
528 |d.

529 |d.
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of conduct under Senate Bill 1059, which became operative on September 1, 2003.°*° These
Providers are required to disclose, in writing, to the administrative head of the applicable State
governmental entity and the State auditor (1) any relationship the Provider has with any party to a
transaction with the State that coul d reasonably be expected to diminish the Provider’ sindependence
of judgment in the performance of its duties to the State and (2) any direct or indirect pecuniary
interest that the Provider hasin any transaction with the State, in each case without regard to whether
the relationship is direct, indirect, personal, private, commercial, or business.”®* Providers are
required to file annual statements disclosing such relationships by April 15 of each year and to
amend the filing whenever thereis new information to report.>*

VII.
SEC RESOURCESAND AUTHORITY (SOX TITLE V1)

SOX increases the SEC's budget under Section 601.>* [t also grants the SEC censure
authority in connection with appearance and practi ce before the SEC of any person the SEC findsto
be unqualified, to be lacking in integrity or to have engaged in improper professional conduct or to
haves\,/s\)/jllfully violated, or willfully aided and abetted, any violation of securities laws (Section
602).

VIII.
STUDIESAND REPORTS (SOX TITLE VI1)

SOX mandated various studies and reportsto Congress regarding the consolidation of public
accounting firmsand the role and function of credit rating agencies. The SEC wasrequired to report
on (i) the role and function of credit rating agencies in the securities markets, including how well
they are doing their job:>* (ii) all enforcement actions over thelast five yearsinvolving violations of
reporting requirements and financial statement restatements, to identify the areas most susceptibleto

5% See Tex. SB. 1059, 78th Leg, R.S. (2003), available at http://www.capitol.state.tx.us/cgi-
bin/tlo/textframe.cmd? EG=78& SESS=R& CHAMBER=S& BILLTYPE=B&BILL SUFFIX=01059& VERSIO

N=5& TY PE=B.
%3 TEX. GOV’ T CODE ANN. § 2263.005 (Vernon Supp. 2004-05).
532

Id.

5% SOX § 601, amending 15 U.S.C.A. § 78kk (West Supp. 2004).
534 SOX § 602, 15 U.S.C.A. § 78d-3 (West Supp. 2004).

5% Report on the Role and Function of Credit Rating Agenciesin the Operation of the Securities Markets (Jan. 24,
2003), available at http://www.sec.gov/news/studies/credratingreport0103.pdf (areport pursuant to SOX § 702
regarding therole and function of credit rating agenciesin the operation of the securities markets, including the
role of credit rating agenciesin the evaluation of issuers of securities; the importance of that role to investors
and the functioning of the securities markets; any impediments to the accurate appraisa by credit rating
agencies of the financial resources and risks of issuers of securities; any barriers to entry into the business of
acting asacredit rating agency, and any measures needed to remove such barriers; any measureswhich may be
required to improve the dissemination of information concerning such resources and risks when credit rating
agencies announce credit ratings; and any conflicts of interest in the operation of credit rating agencies and
measures to prevent such conflicts or ameliorate the consequences of such conflicts).
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fraud,>® (iii) the number of securities professional s practicing before the SEC who have been found

to be primary violators and also secondary aiders and abettors who have not been sanctioned, and
what their violations were,>*” and (iv) astudy of issuer filings to determine the extent to which off-
balance sheet transactions and special purpose entities (* SPE’'S” ) are used and whether GAAP
resultsin financial statements of thoseissuersreflecting the off-bal ance sheet financing transactions
in atransparent fashi on.>*® Thereport on SPE’ s and off-bal ance sheet financing was dueby July 31,
2004.

On July 25, 2003, the SEC released a Staff study on the adoption by the U.S. financia
reporting system of a principles-based accounting system conducted pursuant to SOX §108(d).>*
The Staff study recommends that accounting standards should be devel oped using aprincipl es-based
approach, rather than a rules-based approach,>** and that such standards should have the following
characteristics:

* Bebased on an improved and consistently applied conceptual framework;
» Clearly state the accounting objective of the standard;

* Providesufficient detail and structure so that the standard can be operationalized and applied
on aconsistent basis;

* Minimize exceptions from the standard;

5% Report Pursuant to SOX § 704 (Jan. 24, 2003) ), available at
http://www.sec.gov/news/studies/sox704report.pdf (SEC enforcement actionsinvolving violations of reporting
requirements imposed under the securities laws, and restatements of financial statements over the past five
years, to identify areas of reporting that are most susceptible to fraud, inappropriate manipulation, or
inappropriate earnings management).

Study and Report on Violations by Securities Professionals (Jan. 24, 2003) ), available at
http://www.sec.gov/news/studies/sox703report.pdf (report pursuant to SOX § 703 regarding the number of
securities professionals practicing before the SEC who (1) have aided and abetted a violation of the Federal
securities laws but who have not been sanctioned, disciplined, or otherwise penalized asa primary violator in
any administrative action or civil proceeding, and (2) have been primary violatorsof the Federal securitieslaws
between 1998 and 2001).

538 SOX § 401, supra note 355.

5% SOX § 401 requires the SEC to provide final rules regarding the disclosure of off-balance sheet transactions
within 180 days of enactment of the SOX. See 15 U.S.C.A. § 78m (West Supp. 2004). It goes on to then
requirethat, no later than ayear after these rules are enacted, the study be completed and that, six months after
the study is completed, the report be completed and submitted. SOX § 401(c).

340 Study Pursuant to 8108 (d) of SOX on Adoption by the U. S. Financial Reporting System of aPrinciples-Based
Accounting System (July 25, 2003), available at http://www.sec.gov/news/studies/principlesbasedstand.htm.

The staff found that i mperfections exist when standards are established on either arules-based or aprinciples-
only basis. Principles-only standards may present enforcement difficultiesbecausethey providelittle guidance
or structure for exercising professional judgment by preparers and auditors. Rules-based standards often
provide a vehicle for circumventing the intention of the standard. As a result of its study, the staff
recommended that those involved in the standard-setting process more consistently develop standards on a
principles-based or objectives-oriented basis.

537

541
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* Avoid use of percentage tests (“bright-lines’) that allow financial engineers to achieve
technical compliance with the standard while evading the intent of the standard.>*

To distinguish the particular approach taken to implementing principles-based standard
setting, the staff labelsits approach “objectives-oriented.”>* Fundamental to this approach is that
the standards would clearly establish the objectives and the accounting model for the class of
transactions, while aso providing management and auditors with aframework that is sufficiently
detailed for the standards to be operational. The staff concludes in the study that an objectives-
oriented approach should ultimately result in more meaningful and informativefinancia reporting to
investors and also would hold management and auditors responsible for ensuring that financial
reporting complies with the objectives of the standards.>*

The staff acknowledges that the FASB has begun the shift to objectives-oriented standard
setting and is doing so on a prospective, project-by-project basis. The staff expects that the FASB
will continue to move towards obj ectives-oriented standard setting on atransitional or evolutionary
basis.

IX.
CORPORATE AND CRIMINAL FRAUD ACCOUNTABILITY (SOXTITLE VII1)

Records Retention. Title VIII of SOX is entitled the “Corporate and Criminal Fraud
Accountability Act of 2002” and amends Federal criminal law to prohibit: (1) knowingly destroying,
altering, concealing, or falsifying recordswith theintent to obstruct or influenceaninvestigationina
matter in Federa jurisdiction or in bankruptcy (this offense is punishable by up to 20 years in
prison)>* and (2) auditor failure to maintain for afive-year period all audit or review work papers
pertaining to an issuer of securities.>*® The SEC isdirected to promulgate regul ations regarding the
retention of audit records containing conclusions, opinions, analyses, or financial data.>*’

On January 24, 2003 the SEC adopted rules that would add §210.2-06 to Regulation S-X
(under “Qualifications and Reports of Accountants’),>* which would require accountants who
review or audit an issuer’s financial statements to retain, for seven years after the end of the
completion of the audit or review, certain materials relevant to the audit or review, including
workpapers™ and other documentsthat form the basis of the audit or review of an issuer’ sfinancial

42 See SEC Study on Principals-Based Accounting, supra, note 540.
543
Id.

s Id.

i SOX § 802(a), 18 U.S.C.A. § 1519 (West Supp. 2004).

546 SOX § 802(b), 18 U.S.C.A. § 1520 (West Supp. 2004).
47 Id.

48 Retention of Records Relevant to Audits and Reviews, Securities Act Release No. 8180, Exchange Act Release
No. 47,241, 68 Fed. Reg. 4862 (January 30, 2003) (codified in 17 C.F.R. § 210 (2004)), available at
http://www.sec.gov/rules/final/33-8180.htm.

“Workpapers® aredefined as" documentation of auditing or review procedures applied, evidence obtained, and
conclusionsreached by the accountant in the audit or review engagement, asrequired by standards established
or adopted by the” SEC or the PCAOB. |d. at 4864.

549
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statements, memoranda, correspondence, communications, other documents, and records (including
electronic records) that “ (1) are created, sent or received in connection with the audit or review, and
(2) contain conclusions, opinions, analyses, or financial data related to the audit or review[.]”>>°

Non-substantive material sthat are not part of the workpapers, such asadministrativerecords,
and other documents that do not contain relevant financial data or the auditor’s conclusions,
opinions, or analyseswould not meet the second of the criteriain Rule 2-06(a) and would not haveto
beretained.”™" Therelease adopting Rule 2-06 indicates that the following documentswould not be
considered substantive and would not have to be retained:

» [s]uperseded drafts of memoranda, financia statements or regulatory filings;

* [n]otes on superseded drafts of memoranda, financial statements or regulatory filings that
reflect incomplete or preliminary thinking;

* [p]revious copies of workpapers that have been corrected for typographical errorsor errors
due to training of new employees;

* [d]uplicates of documents, or
* [v]oice-mail messages.>*

However, these records would fall within the scope of new Rule 2-06 to the extent they
contain information or data, relating to a significant matter, that is inconsistent with the auditor’s
final conclusions, opinions, or analyses on that matter or the audit or review.>* For example, Rule
2-06 would require the retention of an item in this list if that item documented a consultation or
resolution of differences of professional judgment.>®*

All of the issuer’s financia information, records, databases, and reports that the auditor
examines on the issuer’s premises, but are not made part of the auditor’ s workpapers or otherwise
currently retained by the auditor, are not deemed to be “received” by the auditor under Rule
2-06(a)(1) and do not have to be retained by the auditor.>>

Note that the PCAOB isdirected in SOX 8103 to require auditors to retain, for a period of
seven years, workpapersto support the auditor’ s conclusions.>® Many documents may be subject to

550 Id. at 4863.
551 |d.
552 |d.
553 |d.

4 Securities Act Release No. 8180, supra note 548, at 4863.
555
Id.

%6 SOX § 103(a)(2)(A)(i), supra note 63.
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both retention requirements, though the SEC’ s retention requirement applies to a broader range of
documents that do not necessarily just support conclusions.>’

Non-dischar geable Fraud Judgments. SOX Section 803 amends Federal bankruptcy law
to make non-dischargeable bankruptcy judgments and settlement agreements that result from a
violation of Federal or State securities law, or common law, fraud pertaining to securities sales or
purchases.>®

Extension of Statute of Limitation for Securities Fraud Claims SOX Section 804
amendsthe Federal judicial codeto permit aprivateright of action for asecuritiesfraud claimto be
brought not later than the earlier of: (1) five years after the date of the aleged violation or (2) two
years after its discovery.>®

Sentencing Guidelines. SOX Section 805 directs the U.S. Sentencing Commission to
review and amend Federal sentencing guidelines to ensure that the offense levels, existing
enhancements, or offense characteristics are sufficient to deter and punish violationsinvolving: (1)
obstruction of justice; (2) record destruction; (3) fraud when the number of victims adversely
involved issignificantly greater than 50 or when it endangersthe solvency or financial security of a
substantial number of victims; and (4) organizational criminal misconduct.>®

Whistleblower Protection. Under SOX Section 806, whistleblower protection isextended
to individualswho report (to particular federal agencies, to Congress, or to asupervisor) conduct the
individual reasonably believes constitutes a violation of: (a) the federal securities laws; (b) SEC
rules; or () any provision of federal law relating to fraud against sharehol ders.>** SOX §806 forbids
a public company and its officers, employees, contractors, subcontractors, and agents from
discharging, demoting, suspending, threatening, harassing, or in any way discriminating against an
employee because the employee provided information or assisted in an investigation the employee
reasonably believed constituted a violation of SOX, any rule or regulation of the SEC, or any
provision of federal law relating to fraud against shareholders.>*

Furthermore, SOX Section 806 protects a whistleblower even if his or her report of
wrongdoing is incorrect, provided the whistleblower reasonably believed that what he or she
reported constituted a violation.®®® This means a company can prove that a complainant’s
understanding of an SEC rule was mistaken, and the allegation thus unwarranted, and yet till losea
SOX whistleblower case.

%7 17 C.F.R. § 210.2-06 (2004).
58 SOX § 803, supra note 53.

599 SOX § 804, amending 28 U.S.C.A. § 1658 (West Supp. 2004). See Jeffrey Q. Smith and James K. Goldfarb,
Circuit Courts Forecl ose Retroactive Application of SOXA’' s New Satute of Limitationsfor Federal Securities
Law Claims, 37 BNA Securities Regulation & Law Rept. 236 (Feb. 7, 2005).

360 SOX § 805 (ordering review pursuant to 28 U.S.C.A. § 994 (West Supp. 2004)).

o6t SOX § 806(a), 18 U.S.C.A. § 1514A (West Supp. 2004); see 29 C.F.R. § 1980 (2004).
562 |d.

563 Id
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Employees are also protected if they file, cause to be filed, testify in, participate in, or
otherwise assist in a proceeding filed (or about to be filed) relating to any rule or regulation of the
SEC or any provision of federal law relating to fraud against shareholders.®® This means that
employees are insulated from retaliation for testifying or participating in class action securities
litigation, for example. Employers (and in some casesindividuals) found to haveretdiated against a
whistleblower may be subject to administrative, civil, and criminal sanctions.>®

Enhanced Fraud Penaltiess SOX Section 807 subjects any person who defrauds
shareholders of publicly traded companies to afine and imprisonment for up to 25 years.>®

X.
WHITE-COLLAR CRIME PENALTY ENHANCEMENTS (SOX TITLE IX)

Title IX of SOX is called the “White-Collar Crime Penalty Enhancement Act of 2002.”%%
SOX Section 902 amends federal criminal law to provide that conspiracy to commit an offenseis
subject to the same penalties asthe offense®® and increase criminal penatiesfor mail and wirefraud
from five years to 20 years.>®

SOX Section 905 directs the U.S. Sentencing Commission to review federal sentencing
guidelinesto: (1) ensurethat they reflect the serious nature of the offenses and the penalties set forth
in the SOX, the growing incidence of serious fraud offenses, and the need to deter and punish such
offenses and (2) consider whether a specific offense characteristic should be added in order to
provide stronger penalties for fraud committed by a corporate officer or director.’”

SOX Section 906 amends federal criminal law to require the CEO and CFO to certify in
writing that financial statements and the disclosuresthereinfairly present in all material aspectsthe
operations and financial condition of the issuer.>™ It provides that the criminal penalties are (1)
twenty years in prison for a willful violation and (2) ten years for a reckless and knowing
violation.>”

564 Id.

%5 Seeld.

366 SOX §807(a), 18 U.S.C.A. § 1348 (West Supp. 2004).

%67 SOX § 901, 116 Stat. 804 (2002).

68 SOX §902(a), 18 U.S.C.A. § 1349 (West Supp. 2004).

%69 SOX § 903, amending 18 U.S.C.A. §8 1341, 1343 (West Supp. 2004).

570 SOX § 905 (2002). However, thevalidity of the federal sentencing guidelines has been called into question by
the United States Supreme Court in two combined recent cases. In United States v. Booker, No 04-104
(decided January 14, 2004 and United Sates v. Fanfan, No 04-105 (decided January 14, 2004), the United
States Supreme Court held that the United States Sentencing Guidelines were merely advisory and not
mandatory upon federal judges.

o7 SOX § 906, supra note 176; see also “CEQ/CFO Certifications,” supra in Section Il (regarding the
certifications mandated by SOX 88302, 906).

372 SOX § 906, supra note 176.

98

4066570v.1



XI.
CORPORATE TAX RETURNS (SOX TITLE X)

SOX Title X expresses the sense of the Senate that the federal income tax return of a
corporation should be signed by the chief executive officer of such corporation.””® This is not
required by the Internal Revenue Code, and the effect of thisprovision by itself without any penalty
provision is advisory only.

XI1I.
CORPORATE FRAUD ACCOUNTABILITY (SOX TITLE XI)

SOX Title XI, entitled the “ Corporate Fraud Accountability Act of 2002,” providesin 8 1102
for up to twenty yearsin prison for altering, destroying, or concealing anything with the intent to
impair its use in any officia proceeding, or any attempt to do s0.>"* SOX Section 1103 also
authorizes the SEC to seek atemporary injunction to freeze extraordinary payments earmarked for
des ggasted personsor corporate staff under investigation for possibleviolations of federal securities
laws.

X1,
EFFECT OF SOX ON FOREIGN COMPANIES

Which Foreign Companies are Subject to SOX. The provisions of SOX apply to public
companies even if domiciled outside of the U.S.>® Many of the SEC rules promulgated under
SOX’ sdirectives provide limited relief from some SOX provisionsfor the“foreign privateissuer,”
which the SEC defines as a private corporation or other organization incorporated outside of the
U.S, aslong as:

* morethan 50% of theissuer’ s outstanding voting securitiesare not directly or indirectly held
of record by U.S. residents;

» themgority of the executive officers or directors are not U.S. citizens or residents;
* morethan 50% of the issuer’ s assets are not located in the U.S.; and
« theissuer'sbusinessis not administered principaly in the U.S.>”’

A foreign privateissuer may use Form 20-F both to register aclass of its securities under the
1933 Act and as its SEC annual report under the 1934 Act, due within six months after the end of

>73 SOX § 1001.

57 SOX § 1102, amending 18 U.S.C.A. § 1512 (West Supp. 2004).
o7 SOX § 1103, amending 15 U.S.C.A. § 78u-3 (West Supp. 2004).
576 See “To What Companies Does SOX Apply,” supra Section |.
>1 17 C.F.R. § 240.3b-4 (2004).
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each fiscal year.>” A number of the SOX provisions have exceptions applicable to foreign private
issuers as discussed below.

What Differences Are Therein the Application of SOX Provisionsto Foreign Private
| ssuers?

Public Company Accounting Oversight Board — The Title | rules apply to foreign
accounting firmsthat audit foreign corporations which are reporting companies under the 1934 Act
or that are offering securitiesin aregistered public offering under the 1933 Act.>”® The PCAOB may
also determine by rulethat aforeign public accounting firm that does not prepare or issue the audit
report of such aforeign company, but that nonethel ess plays such a substantial rolein preparing or
issuing its audit report, should be treated as a public accounting firm under SOX >

Auditor_Independence; Non-Audit Services — All of the Title I rules apply equally to
foreign private issuers, effective May 6, 2003, except that record retention requirements were
effective October 31, 2003.>** Becausein many foreign jurisdictions audit partners previously were
not subject to rotation requirements, for al partners with foreign accounting firmswho are subject to
rotation requirements, the period of service does not include time served on the audit engagement
team prior to the first day of issuer’s fiscal year beginning on or after May 6, 2003.°* A foreign
privateissuer isrequired to discloseinits Form 20-F or 40-F for fiscal years ending after December
15, 2003, the fees paid to its auditors for (1) audit services; (2) audit-related services; (3) tax
services; and (4) other services.*®®

Corpor ate Responsibility

Audit Committee Independence Rules. SOX Section 301 rule appliesto foreign private
issuers, although the effective date for foreign private issuers is July 31, 2005.®* Because the
requirements for a U.S.-style audit committee may conflict with legal requirements, corporate
governance standards, and the methods for providing auditor oversight in the home jurisdictions of
some foreign private issuers, the SEC has provided some exceptions to the audit committee
independencerules.®® These exceptions provided by the SOX Section 301 Release are summarized
below:

578 17 C.F.R. § 249.220f (2004).

37 See supra Section I1.

580 SOX §106(a)(1), 15 U.S.C.A. § 7216(a)(1) (West Supp. 2004) [hereinafter “ SOX § 106" ].
o8t Title 11 Release, supra note 68, at 6006.

%82 Id. at 6021.

o83 Id. at 6024.

84 SOX § 301 Release, supra note 6, at 18,790.

58 For example, in some countries. (i) the auditors report to shareholders at the annual meeting and are
responsibleto them; (ii) there are no requirementsto have an audit committee; (iii) if thereisarequirement for
an audit committee, there is no requirement its members are independent; and (iv) there are two tiers of board
membership: alower tier of employee members, either management or non-management, and an upper-tier of
supervisory members.
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Allowing Non-Management Employeeto Serve. Non-management employeeswill beallowed
to serve on the audit committee of a foreign private issuer if the employee is elected or
named to the board of directors or audit committee of the foreign private issuer pursuant to
home country legal or listing requirements.®®

Allowing Controlling Shareholder to Serve. In foreign jurisdictions providing for audit
committees, representation of controlling shareholdersiscommon. The SEC suggeststhat in
the case of foreign private issuers, one member of the audit committee could be a
shareholder, or representative of a shareholder or group, owning more than 50% of the
voting securities of the foreign private issuer, if the “no compensation” prong of the
independence requirementsis satisfied, the member in question has only observer statuson,
and is not avoting member or the chair of, and the member in question is not an executive
officer of theissuer.”®

Allowing Government Representative to Serve.  To accommodate foreign practices, one
member of the audit committee of a foreign private issuer could be a representative of a
foreign government or foreign governmental entity, aslong asthe*no compensation” prong
of the independence requirement is satisfied and the member in question is not an executive
officer of the issuer.>®

No Independent Audit Committee Required if Board of Auditors. Foreign private issuers
boards of auditorsor similar bodies or statutory auditors, which operate under lega or listing
provisions and are intended to provide oversight of outside auditors that are independent of
management are exempted from the more demanding i ndependence requirementsin the SOX
Section 301 Release, aslong as membership on such aboard excludes executive officers of
theforeign privateissuer and such board or body is (to the extent permitted by the law of its
home jurisdiction) responsible for the appointment and retention of any registered public
accounting firm engaged by the listed issuer.>*

Audit Committee Financial Experts. A foreign privateissuer must disclose whether it hasan
audit committee financia expert who is independent, as that term is defined by the
applicablelisting standardsfor theissuer’ sexchange.®® If aforeign company isnot alisted
issuer, it must choose one of the definitions of audit committee member independence used
by a mgjor stock exchange for purposes of determining whether its financial expert is
independent.*

A foreign private issuer availing itself of any of the exemptions described above must

disclosein, or incorporate by referenceinto, its annual report on Form 20-F or 40-F its (a) reliance

586

587

588

589

590

591

SOX § 301 Release, supra note 6, at 18,802.
Id. at 18,802-03.

Id. at 18,803.

Id.

Id. at 18,808.

Id. at 18,808-09.
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on the exemption; and (b) 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.**

In the case of aforeign private issuer with atwo-tier board of directors, the term “board of
directors’ meansthe supervisory or non-management board.>* That board may either form an audit
committee that complieswith theindependence requirements, or if the entire board isindependent, it
may be designated asthe audit committee. To the extent an audit committeeisrequired to conduct
oversight duties, establish procedures to receive complaints, have authority to hire independent
counsel, identify and disclose the “financial expert” if thereisone (and if not, why not), and if the
foreign privateissuer is not required to have an audit committee under one of the exemptionsto the
Titlelll Rulesprovided above (e.g., either becauseit hasatwo-tier board structure and the upper tier
is independent, or because it has a board of auditors), then the board members represented by the
aternatively allowed structure shall perform the duties of an audit committee.>**

CEO/CFO Certifications under Sections 302 and 906. Calendar year foreign private
issuers must include certificationsin their annual Forms 20-F and 40-F filed after June 30, 2003.>%°
Sinceforeign private issuers make no quarterly filings but report updated information from time to
time during the year on Form 6-K, no quarterly certification would berequired (Form 6-K, like Form
8-K, is not considered “filed” with the SEC).>*

Misleading Statementsto Auditors. Foreign companiesareequally subject to SOX Section
303 and expanded Rule 13b2-2. In applying the ruleto foreign private issuers, the terms “ officer”
and “director” would indicate those performing equivalent functions under the local laws and
corporate governance practiceswheretheissuer isdomiciled.®” “Inaddition, theterm ‘independent
public or certified public accountant’ includes accountants in foreign countries who engage in
auditing or reviewing an issuer’ s financial statements or issuing attestation reportsto befiled with
the [SEC], regardless of the title or designation used in those countries.” **®

CEO/CFO Reimbursement. SOX Section 304 appliesequally to foreign companies, with
the same July 30, 2002, effective date, although, as in the case of U.S. issuers, it is unclear how
Section 304 will be enforced in practice.®®

Insider Trading Freeze During Plan Blackout. Regulation BTR limits SOX Section
306(a)’ s application to the directors and executive officers of aforeign privateissuer®® to situations

%% SOX § 301 Release, supra note 6, at 18,820.
5% Id. at 18,817.
%4 Id. at 18,809.

5% Certification of Disclosurein Companies’ Quarterly and Annual Reports, Exchange Act Release No. 46,079, 67
Fed. Reg. 41,877, 41,882 (June 20, 2002), available at http://www.sec.gov/rules/proposed/34-46079.htm.

5% Seeid.

97 Exchange Act Release No. 47,890, supra note 192, at 31,821 n.12.
5% Id. at 31,825 n.67.

3% SOX § 304, supra note 202.
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where (i) 50% or more of the participants or beneficiaries |ocated in the U.S. inindividual account
plans maintained by the issuer are subject to a temporary trading suspension in issuer equity
securities, (i) the affected participants and beneficiaries represent an appreciable portion of the
issuer’s worldwide employees, and (iii) the issuer is considered to have a sufficient presence for
purposes of applying the SOX Section 306(a) trading prohibition to its directors and executive
officers.®™ A foreign private issuer will have sufficient presence for the trading prohibition if:

» thenumber of participants and beneficiaries located in the U.S. in individua account plans
maintained by theissuer who are subject to atemporary trading suspension in issuer equity
securities exceeds 15% of the number of employees of the issuer worldwide; or

» the number of participants and beneficiaries located in the U.S. inindividual account plans
maintained by theissuer who are subject to atemporary trading suspension in issuer equity
securities does not exceed 15% of the number of employees of the issuer worldwide but
exceeds 50,000 participants and beneficiaries.*

Likewise, if the number of participants and beneficiaries located in the U.S. in individua
account plans maintained by the issuer who are subject to atemporary trading suspension in issuer
equity securities does not exceed 15% of theissuer’ s empl oyeesworldwide and involves 50,000 or
fewer participants and beneficiaries, theissuer’ spresenceinthe U.S. will be considered sufficiently
small so that its directors and executive officers will not be subject to the SOX 8306(a) trading
prohibition.®®

Enhanced Attorney Responsibilities. The SOX Section 307 Rules apply to all attorneys,
whether in-house counsel or outside counsel or those in foreign jurisdictions, “appearing and
practicing” before the SEC.®** The term “appearing and practicing” before the SEC is defined to
include, without limitation: (1) transacting any businesswith the SEC, including communicationin
any form with the SEC; (2) representing an issuer in an SEC administrative proceeding or in
connection with any SEC investigation, inquiry, information request, or subpoena; (3) providing
adviceinrespect of the U.S. securitieslaws regarding any document that the attorney has noticewill
befiled with or submitted to, or incorporated into any document that will be filed with or submitted
to, the SEC, including the provision of such advicein the context of preparing, or participatinginthe
preparation of, any such document; or (4) advising an issuer as to whether information or a
statement, opinion, or other writing is required under the U.S. securities laws to be filed with or
submitted to, or incorporated into any document that will befiled with or submitted to, the SEC; but
does not include an attorney who (i) conducts these activities other than in the context of providing
legal servicesto anissuer with whom the attorney has an attorney-client relationship; or (ii) isanon-

600 For aforeign private issuer, a “director” is a director who is a management employee of the issuer, and an

“executive officer” isthe principal executive officer or officers, aprincipal financia officer or officers, and the
principal accounting officer or officers. 17 C.F.R. § 245.100 (2004).

6ot Exchange Act Release No. 47,225, supra note 211, at 4339.

602 Id. at 4346.
603 | d

604 17 C.F.R. § 205.1 (2004).
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appearing foreign attorney.®® In recognition of the difficulties encountered by foreign lawyers and
international law firms because applicabl e foreign standards might beincompatiblewith the attorney
conduct rules,®® the SOX Section 307 Rules exempt “non-appearing foreign attorneys” who:

Are admitted to practice law in ajurisdiction outside the United States;

Do not hold themselves out as practicing, and do not give legal advice regarding, U.S.
federal or state securities or other laws; and 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 U.S.; or

(i)  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.®”’

Thus, foreign attorneyswho provide legal adviceregarding U.S. securitieslaw, other thanin

consultation with U.S. counsel, are subject to the SOX Section 307 Rulesif they conduct activities
that constitute appearing and practicing before the SEC.®® The SOX Section 307 Rulesciteasan
example an attorney licensed in Canada who independently advises an issuer regarding the
application of SEC regulationsto aperiodic filing with the SEC, who would in those circumstances
be subject to the SOX Section 307 Rules.*®

In addition, the SEC adopted Paragraph 205.6(d) of the SOX Section 307 Rulesto protect a

lawyer practicing outsidethe U.S. in circumstances whereforeign law prohibits compliance with the
SOX Section 307 Rules:

605

606

607

608

609

17 C.F.R. § 205.2 (2004).

In the SOX Section 307 Release, the SEC commented:
The Commission respects the views of the many commenters who expressed concerns about the
extraterritorial effects of arule regulating the conduct of attorneys licensed in foreign jurisdictions.
The Commission considersit appropriate, however, to prescribe standards of conduct for an attorney
who, although licensed to practice law in aforeign jurisdiction, appears and practices on behalf of his
clients before the Commission in a manner that goes beyond the activities permitted to a non-
appearing foreign attorney. Non-United States attorneyswho believe that the requirements of therule
conflict with law or professional standardsin their home jurisdiction may avoid being subject to the
rule by consulting with United States counsel whenever they engage in any activity that constitutes
appearing and practicing before the Commission.

SOX Section 307 Release, supra note 263, at 6303.

Id.

Id. Seealso 17 C.F.R. § 205.1.

The SOX Section 307 Release, supra note 263, at 6303.

104

4066570v.1



(d) An attorney practicing outside the United States shall not be required to
comply with the requirements of this part to the extent that such compliance is
prohibited by applicable foreign law.®™

Wheretheforeign attorney rules are not prescribed by statute but by bar association or court
rules, the Paragraph 205.6(d) exception may not be available®! In any event, the SEC would
require that the foreign lawyer comply with the SOX Section 307 Rules to the maximum extent not
prohibited by applicable foreign law.*?

Further, U.S. attorneys who work for foreign private issuers would be subject to the SOX
Section 307 Rules®™® and applicable state bar disciplinary rulesin respect of their servicefor foreign
private issuers and could be held responsible under SEC Rule 13b2-2 under the 1934 Act for
impr%;l)frly influencing the auditor of aforeign private issuer’s financial statements filed with the
SEC.

Enhanced Financial Disclosures; Prohibition on Insider L oans

Off-Balance Sheet Transactions; Use of Non-GAAP Financial Measures. Forms 20-F
and 40-F have been amended to require foreign privateissuersto makethe samedisclosuresrequired

610 17 C.F.R. § 205.6(d).

o1t The SOX Section 307 Release, supra note 263, at 6314 (“ paragraph 205.6(d) addressesthe conduct of non-U.S.
attorneys who are subject to this part. . .”) (emphasis added).

612 17 C.F.R.§ 205.6(d).

613 In advising foreign private issuers with respect to U.S. securities law matters, U.S. counsel may encounter
situationswhere, intheir judgment, the U.S. securitieslaws and SOX § 307 Rulesrequire them to take actions
which would not be required under the laws of thejurisdiction in which the issuer is organized or principally
conducts its business. See Patrick McGeehan, Lawyers Take Suspicions On TV Azteca To Its Board, N.Y.
TIMES, Dec. 24, 2003, at C1.:

In one of thefirst applications of anew provision of the Sarbanes-Oxley Act, outside lawyers
for Mexico's second-largest broadcaster have told its board — and, possibly, federal
regulators — that they think that the company violated United States securities laws.

The company, TV Azteca, has had along-running dispute with lawyersin New Y ork about

the need for greater disclosure about transactions that could have yielded a profit of more

than $100 million to the company’s hillionaire chairman and controlling shareholder,

Ricardo B. Salinas Pliego. When company executives refused to make the disclosures that

thelawyers demanded, the lawyers cited the new provision of theact, which requiresthemto

notify the company’ s board and permits them to contact regulators as well.

...inaDec. 12 letter to the boards of TV Aztecaand its parent company, AztecaHoldings,

[outside New York counsel citing SOX §307] told the boards that [the firm] was

withdrawing as counsel to the company on a pending bond offering and that it might notify

the Securities and Exchange Commission of its withdrawal and the reasons for it.
The SEC filed civil fraud charges TV Azteca, its parent company, and three of its officers and directors on
January 4, 2005 alleging significant related party transactionswhich were undisclosed in TV Azteca’ speriodic
reports. See SEC Litigation Release 19022 (Jan. 4, 2005). Inthe SEC Litigation Release, the SEC noted that
the company’ s outside counsel withdrew from its representation pursuant to its duties under Section 307 of
SOX.

614 See “Misleading Statements to Auditors” in Section IV, supra.
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of domestic companiesin respect of off-balance sheet itemsin filings made for fiscal years ending
on or after June 15, 2003.°"®> The table of contractual obligations is required in filings made for
fiscal years ending on or after December 15, 2003.5*°

The SEC did not impose U.S. GAAP on foreign private issuers with respect to the
preparation of their primary financia statements.®*” Thus, for aforeign privateissuer that disclosesa
non-GAAP financial measure derived from a measure calculated in accordance with its home
country or local GAAP, “GAAP” referstoitshome country GAAP.**® For thosethat discloseanon-
GAAP financial measure derived from a measure calculated in accordance with U.S. GAAP,
“GAAP’ refers to U.S. GAAP, for purposes of applying Regulation G to the disclosure of that
measure.®*® However, foreign private issuers whose primary financial statements are prepared in
accordance with a non-U.S. GAAP were required pre-SOX to include in their management
discussion and analysis (MD&A) a discussion of the reconciliation to U.S. GAAP and any
differences between foreign and U.S. GAAP, if it would be necessary for an understanding of the
financial statements as awhole.®* Consistent with that pre-SOX MD&A requirement for foreign
private issuers, the disclosure about off-balance sheet arrangements and the table of contractual
obligations should focus on the primary financial statements presented in the document, whiletaking
the reconciliation into account.®*

Conditions for Use of Non-GAAP Financial Measures. Regulation G. Regulation G
applies to any disclosures made in a Form 20-F filed with respect to afiscal period ending after
March 28, 2003, unless:

» thesecurities of the foreign company are listed or quoted on a securities exchange or inter-
dedler quotation system outside the United States,

» thenon-GAAP financial measureis not derived from or based on ameasure cal culated and
presented in accordance with generally accepted accounting principlesin the U.S.; and

» thedisclosure is made by or on behaf of the foreign private issuer outside the U.S. or is
included in awritten communication that is released by or on behalf of the foreign private
issuer outside the U.S.%%

These exceptions apply even if one or more of the following circumstances exists:

615 Securities Act Release No. 8182, supra note 358, at 5991.

o1 Id. at 5992.
617 Securities Act Release No. 8176, supra note 370.
618
Id.
619 Id

620 Securities Act Release No. 8182, supra note 358, at 5992.
621
Id.

622 Securities Act Release No. 8176, supra note 370, at 4821.
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* awritten communicationisreleased in the United States aswell as outside the United States,
so long as the communication is released in the U.S. contemporaneously with or after the
release outside the U.S. and is not otherwise targeted at personsin the U.S;;

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

» theinformation appears on one or more websites maintained by the [foreign privateissuer],
so long as the websites, taken together, are not available exclusively to, or targeted at,
persons located in the United States; or

» following the disclosure or release of information outside of the United States, the
information is included in a submission to the [SEC] in a Form 6-K.°

There is no such exemption from Regulation G for disclosure of non-GAAP financial
measuresin Form 20-F. However, an otherwiseimpermissible non-GAAPfinancial measurewill be
alowedif itisaffirmatively permitted (and not just not disallowed) by the standard-setter for GAAP
used in the foreign private issuer’s primary financial statements and it is included in the foreign
privateissuer’ sannual report of financial statementsused initshome country jurisdiction.?* Certain
Canadianissuerswho file annual reportswith the SEC on Form 40-F under the Multi-Jurisdictional
Disclosure System (the* MJDS’ ) are not subject to reconciliation of non-GAAP measures used in
Form 40-F because the Canadian disclosure form dictates what must be disclosed in filings made
with the SEC under the MJIDS. However, those Canadian issuers are subject to Regulation G with
respect to any public disclosures made in the U.S. that contain non-GAAP financial measures.®®

623 Id

624 Frequently Asked Questions Regarding the Use of Non-GAAP Financial Measures (June 13, 2003), available
at http://www.sec.gov/divisions/corpfin/fags/nongaapfag.htm. The staff discussed the note to Item 10(e) of
Regulation S-K that permitsaforeign privateissuer to includeinitsfilingsanon-GAAP financia measurethat
otherwise would be prohibited if, among other things, the non-GAAP financial measureisrequired or expresdy
permitted by the standard setter that is responsible for establishing the GAAP used in the company’ s primary
financial statements included in its filing with the SEC. In response to the question of what “expressy
permitted” means, the staff advised that ameasure would be considered “ expressly permitted” if the particular
measure“isclearly and specifically identified as an acceptable measure by the standard setter that isresponsible
for establishing the GAAP used in the company’ s primary financial statementsincluded in itsfiling with the
Commission.” For example, some non-U.S. GAAP standard setters specify aminimum level of caption detail
for financial statement presentation but require or permit additional caption detail, and someti mesthe standard
setter does not specify the particular additional captionsto be presented. The staff stated that the “ additional
detail of the components of the financial statements determined in conformity with the GAAP used in the
primary financial statementswill generally be useful to U.S. investorsand the ‘ expressly permitted’ conditionis
not intended to prohibit the inclusion of those captions.” Likewise, some non-U.S. GAAP standard setters
permit or require subtotalsin financial statementsthat are not cal culated consistently with those permitted or
required by U.S. GAAP, and provided that the subtotal is clearly derived from the appropriately classified
financial statement captionsthat precede it, the staff advised that the “expressly permitted” condition was not
intended to prohibit inclusion of those subtotals.

625 N. Adele Hogan, Non-GAAP Financial Measures & “ Real-Time” Reporting: Final RulesPursuant to Sections
401(b) & 409 of the Sarbanes-Oxley Act, in Understanding the Securities Laws, 93 (Practicing Law Institute
2003).
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Internal Controls. While SOX Section 404(a) rules require management to base its
assessment of the effectiveness of internal controls on a suitable, recognized control framework
established by a group or body that has followed due process procedures (including the evaluative
framework set forth in the COSO Report), foreign privateissuersare permitted to use the framework
in effect in their home country jurisdictions for this purpose.®?® For foreign privateissuers that are
accelerated filers, the SOX 8404 rules are effectivefor fiscal yearsending on or after July 15, 2006;
and for foreign private issuers that are not accelerated filers, the SOX 8404 rules are effective for
fiscal years ending on or after July 15, 2007.%%

Prohibition on L cans to Directors and Officers. SOX 8402 applies equally to foreign
companies, with the same July 30, 2002, effective date, but the exception for loans by banks whose
depositsareinsured by the Federal Deposit Insurance Corporation (“FDIC”) disadvantagesforeign
banks whose deposits generally cannot be FDIC-insured even though they might be subject to
insider lending restrictions similar to those applicable to FDIC-insured institutions. Under some
foreign banking regulations, bank directors and executive officers are further prohibited from
borrowing money from other banks and financial institutions.®”® In addition, although not required
by local regulations, some foreign banks, like some of their U.S. counterparts, have implemented
policies that prohibit senior insiders from borrowing money from other banks for the purpose of
enhancing oversight and surveillance of financial transactions by insiders. The combination of these
prohibitions and the provisions of SOX Section 402 would effectively foreclose a director or
executive officer of aforeign bank whose securities are registered with the SEC from borrowing
money.®*® To level the playing field, the SEC has adopted 1934 Act Rule 13k-1 that exempts from
the SOX Section 402 insider lending prohibition an issuer that is a foreign bank®*° or the parent
company of aforeign bank with respect to loans by theforeign bank to itsinsiders or theinsiders of
its parent company as long as:

626 Securities Act Release No. 8238, supra note 176, at 36,642.

627 Management’s Report on Internal Control over Financial Reporting and Certification of Disclosure in
Exchange Act Periodic Reports of Non-Accelerated Filersand Foreign Private | ssuers, SEC Release 33-8618,
34-52492 (Sept. 22, 2005), which can be found at http://sec.gov/rules/final/33-8618.pdf. See Note 469 and
related text.

628 Foreign Bank Exemption From the Insider Lending Prohibition of Exchange Act Section 13(k), Exchange Act
Release No. 48,481, 68 Fed. Reg. 54,590, 54,591 (Sept. 17, 2003), available at

http://www.sec.gov/rul es/proposed/34-48481.htm.
629
Id.

630 See SOX § 401. Rule 13k-1 employs a definition of “foreign bank” that is similar to the definition under
Regulation K of the Federal Reserve Board. Under the Rule 13k-1 definition, aforeign bank isan institution

that is:

(@D} incorporated or organized under the laws of a country other than the United States or a
political subdivision of acountry other than the United States;

2 regulated as a bank by that country’s or subdivision’s government; and

3 engaged directly in the business of banking.

This definition also includes a provision explaining that, in order to be an institution engaged directly in the
business of banking, aforeign entity must engage directly in banking activitiesthat are usual for the business of
banking in its home jurisdiction.
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(1) either:

() the laws or regulations of the foreign bank’s home jurisdiction require the
bank to insure its deposits or be subject to a deposit guarantee or protection scheme; or

(i)  theBoard of Governors of the U.S. Federal Reserve System has determined
that the foreign bank or another bank organized in the foreign bank’ s home jurisdiction is subject to
comprehensive supervision or regul ation on aconsolidated basis by the bank supervisor initshome
jurisdiction under 12 CFR 211.24(c); and

2 theloan by the foreign bank to any of itsdirectors or executive officers or those of its
parent or other affiliate:

() is on substantially the same terms as those prevailing at the time for
comparable transactions by the foreign bank with other persons who are not executive officers,
directors or employees of the foreign bank, its parent or other affiliate; or

(i) IS pursuant to a benefit or compensation program that iswidely available to
the employees of theforeign bank, its parent or other affiliate and does not give preferenceto any of
the executive officers or directors of the foreign bank or its parent company over any other
employees of the foreign bank, its parent or other affiliate over any other employees of the foreign
bank, its parent or other affiliate; or

(iii)  hasreceived express approval by the bank’ s supervisor in theforeign bank’s
home jurisdiction.®*

Accelerated 816(a) Reporting. Rule 3(a)12-3 under the 1934 Act provides that securities
registered by aforeign private issuer are exempt from Section 16.%%

Codeof Ethics. A foreign privateissuer isrequired to make disclosureregarding its Code of
Ethics on Forms 20-F and 40-F filed for fiscal yearsending on or after July 15, 2003.°% Disclosure
of waiversthat have occurred during the past fiscal year must be madein the annual report, although
the SEC encourages disclosure to be made more promptly on Form 6-K or on the company’s
website.®*

Systematic Review of 1934 Act Filings. Like U.S. issuers, foreign private issuers can
expect to have their annual reports reviewed by the SEC at least once every three years.®*®

63t Foreign Bank Exemption from the Insider Lending Prohibition of Exchange Act Section 13(k), Exchange Act
Release 34-49616 (Apr. 26, 2004), available at http://www.sec.gov/rules/final/34-49616.htm.

632 17 C.F.R. § 240.3a12-3 (2004).

633 SOX §§ 406/407 Release, supra note 473.

o4 Id. at 5120-21.

63 SOX § 408, supra note 508.
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Accelerated Disclosurein Plain English. Foreign privateissuersfiling annual reports on
Form 20-F or 40-F are not required to make “real time” disclosurein plain English.%*® Tothe extent
that aforeign private issuer has as class of its securities listed on a national securities exchange or
NASDAQ), it may be required to make disclosures of material nonpublic information under such
SRO's standards for continued listing.®*’

Accelerated Filing Deadlines. Foreign filers are not subject to the accelerated filing
deadlines of 10-Ksand 10-Qs, but the SEC hasindicated it is continuing to consider changesto the
Form 20-F filing deadlines.®®

Enhanced MD& A Disclosure. Foreign private issuers are subject to the same required
enhanced MD&A disclosure requirements as U.S. issuers.*® However, foreign privateissuers are
not required to file “quarterly” reports with the SEC. Thus, unless aforeign private issuer files a
1933 registration statement that must include interim period financial statementsand related MD& A
disclosure, it will not be required to update its MD& A disclosure more frequently than annually.

X1V,
EFFECT OF SOX ON PRIVATE COMPANIES AND BUSINESS COMBINATIONS

The impact of SOX is beginning to extend beyond the companies to which it is literally
applicable to encompass private companies in which the owner’s exit strategy may be sale to a
public company or apublic offering.>* Those entities providing or arranging financing for public
companies, or private companieswhose exit strategy includes apublic offering or being acquired by
apublic company, also will need to consider how the SOX requirements may affect the companies
with which they deadl.

6%6 Additional Form 8-K Disclosure Requirements and Acceleration of Filing Date, Securities Act Release No.

8400, Exchange Act Release No. 49,424, 69 Fed. Reg. 15,594 (Mar. 25, 2004), available at
http://www.sec.gov/rules/final/33-8400.htm.

637 Selective Disclosure and Insider Trading, Securities Act Release No. 7881, Exchange Act Release No. 43,154,
65 Fed. Reg. 51,716, 51,724-25 (August 24, 2000), available at http://www.sec.gov/rules/final/33-7881.htm;
see also Michael Gruson, Global Shares of German Corporations and Their Dual Listings on the Frankfurt
and New York Sock Exchanges, 22 U. PA. J. INT'L ECON. L. 185, 189 n.7 (2001).

638 Securities Act Release No. 8128, supra note 511, at 58,488.
639 Securities Act Release No. 8182, supra note 358, at 5991.

640 American Institute of Certified Public Accountants (AICPA), The Sate Cascade — An Overview of the State
Issues Related to the Sarbanes-Oxley Act, at http://www.aicpa.org/statelegis/index.asp (last visited Nov. 13,
2004). Legidation hasbeen enacted or proposed in anumber of statesthat would impose SOX likerestrictions
in respect of public accountants and corporate governance for private companies. At least one legidative
proposal would amend the state’s legal investment laws to restrict certain regulated entities from making
investmentsin entitiesthat are not SOX compliant. Legidation enacted by the Texas L egidature which became
effective September 1, 2003 (S.B. 1059, supra note 530) creates a corporate integrity unit within the office of
the Texas Attorney General to assist other state agencies, district attorneys, and county attorneys in the
investigation of corporate fraud, and makes no distinction between public and private companies. TEX. GOV'T.
CODE ANN. § 402.0231 (Vernon 1998 & Supp. 2004-05).
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SOX will be applicableto the buyer if it will be apublic company after the transaction, even
through a class of high yield debt which may have been privately placed in an SEC Rule 144A
transaction with a covenant to exchange the privately placed debt for SEC registered debt or to
become and remain subject to the SEC reporting requirements.®** Further, if the seller isa public
company going private, SOX problems present while the company was public will follow the
company’ s reputation into its private company life.

In the case of aprivate company being acquired, the acquiring public company will haveto
certify in its SEC reports as to its consolidated financial statementsin itsfirst periodic report after
the combination, which will put the CEO and CFO of the buyer in the position of having to certify as
to the financia statements and internal controls of the consolidated entity, including the acquired
company.®? Those certifications in turn will require the buyer to be sure of the seller's SOX
conformity before the transaction is contemplated so that there will not be a post closing financial
reporting surprise.

Theforegoing resultsin increased emphasis on duediligence. Thisemphasis manifestsitself
through expanded representations and warranties in acquisition agreements and financing
agreements, aswel| as through hiring auditors to review the work papers of the seller’ s auditors.**
The target’s auditors typically resist opening up their work papers, but ultimately may accede in
exchangefor aletter to the effect that the buyer acknowledges that the work papers are useless and
will not be relying on them.** Sometimes the auditors ask for (but do not receive) an
indemnification in exchange for access to the work papers.

Set forth bel ow are sampl e representations asto financial statements, internal controls, SEC
reports, CEO/CFO certifications, loansto directors and officers, and compliancewith lawsthat have
been modified to address SOX concerns and sample covenants dealing with certain SOX issues
(provisions that are particularly relevant post-SOX are bold faced):%*

Financial Statements. Thefinancial statements of the Company and its subsidiaries
inclded in the Company SEC Documents (including the related notes) complied as

to form, as of their respective dates of filing with the SEC, in al materia respects
with applicable accounting requirements and the published rules and regulations of
the SEC with respect thereto (including, without limitation, Regulation S-X, have

6at Gerald T. Nowak, Andrew J. Terry & William Chou, In the Twilight Zone: The Unique Status of High Yield-
Only Issuers, 18 No. 8 INSIGHTS 10, 10 (August, 2004).

64z See supra Part |11 “CEO/CFO Certifications,” in Section IV.

643 Raobert J. Lowe, et a., Employee Benefit Plansin Corporate Acquisitions, Dispositions and Mergers, in Tax
Strategiesfor Corporate Acquisition, Dispositions, Spin-Offs, Joint Ventures, Financings, Reorganizations &
Restructurings 271, 289-90 (Practicing Law Institute ed., 2004).

644 See Sharon D. Stuart, How Lawyers Use Financial Information, in Basics of Accounting & Finance What
Every Practicing Lawyers Needs to Know 711, 717 (Practicing Law Ingtitute ed., 2004).

645

The sample provisions set forth herein to address SOX issues are derived in large part from Lee Walton and
Joel Greenberg, “The Impact of Sarbanes-Oxley on Merger and Acquisition Practices’ (February 19, 2003),
which was presented at the Committee Forum of the ABA Negotiated Acquisitions Committeein Los Angeles
on April 5, 2003.
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been prepared in accordance with generally accepted accounting principlesin
the United States (* GAAP”) (except, in the case of unaudited statements, to the
extent permitted by Regulation S-X for Quarterly Reports on Form 10-Q) applied on
a consistent basis during the periods and at the dates involved (except as may be
indicated in the notes thereto) and fairly present the consolidated financial
condition of the Company and its subsidiaries at the dates thereof and the
consolidated results of operations and cash flows for the periods then ended
(subject, in the case of unaudited statements, to notes and normal year-end audit
adjustmentsthat were not, or with respect to any such financial statements contained
in any Company SEC Documents to be filed subsequent to the date hereof are not
reasonably expected to be, material in amount or effect). Except (A) asreflected in
the Company’s unaudited balance sheet at or liabilities
described in any notes thereto (or liabilities for which neither accrual nor footnote
disclosure is required pursuant to GAAP) or (B) for liabilities incurred in the
ordinary course of businesssince consistent with past practice
or in connection with this Agreement or the transactions contemplated hereby,
neither the Company nor any of its subsidiaries has any material liabilities or
obligationsof any nature. Part __ of the Company Disclosure Statement lists,
and the Company hasdeliver ed to Par ent copies of thedocumentation creating
or governing, all securitization transactions and “off-balance sheet
arrangements’ (asdefined in Item 303(c) of Regulation SK of the SEC) effected
by the Company or itssubsidiaries since , which
has expressed its opinion with respect to the flnanC|aI statements of the
Company and itssubsidiariesincluded in Company SEC Documents(including
the related notes), is and has been throughout the periods covered by such
financial statements (x) a registered public accounting firm (as defined in
Section 2(a)(12) of the Sarbanes-Oxley Act of 2002) [* SOX"], (y) “ independent”
with respect to the Company within the meaning of Regulation S X and, with
respect to the Company, and (z) in compliance with subsections(g) through (1)
of Section 10A of the 1934 Act and therelated Rules of the SEC and the Public
Company Accounting Oversight Board. Part __ of the Company Disclosure
Schedulelistsall non-audit servicesperformed by for the Company
and itssubsidiariessince , all of which have been duly approved as
required by Section 202 of SOX.

Internal Controls. The Company hasimplemented and maintainsasystem of internal
control over financial reporting (as defined in Rules 13a-15(f) and 15d-15(f) under
the 1934 Act) sufficient to provide reasonabl e assurance regarding the reliability of
financial reporting and the preparation of financial statementsfor external purposes
in accordance with GAAP, including, without limitation, that (i) transactions are
executed in accordance with management’ s general or specific authorizations, (ii)
transactions are recorded as necessary to permit preparation of financial statementsin
conformity with GAAP and to maintain asset accountability, (iii) accessto assetsis
permitted only in accordance with management’ s general or specific authorization,
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and (iv) therecorded accountability for assetsis compared with the existing assetsat
reasonabl e intervals and appropriate action is taken with respect to any differences.

SEC Reports. The Company has on a timely basis filed al forms, reports and
documents required to be filed by it with the SEC since . Pat__ of
the Company Disclosure Schedule lists, and, except to the extent available in full
without redaction on the SEC’s web site through the Electronic Data Gathering,
Analysis and Retrieval System (* EDGAR”) two days prior to the date of this
Agreement. The Company has delivered to Parent copiesin the form filed with the
SEC of (i) the Company’ s Annual Reports on Form 10-K for each fiscal year of the
Company beginning since , (i) its Quarterly Reports on Form 10-Q for
each of the first three fiscal quarters in each of the fisca years of the Company
referredtoinclause_ above, (iii) all proxy statementsrelating to the Company’s
meetings of stockholders (whether annua or special) held, and al information
statements rel ating to stockhol der consents since the beginning of thefirst fiscal year
referred toin clause (i) above, (iv) all certificationsand statementsrequired by (x)
the SEC’s Order dated June 27, 2002 pursuant to Section 21(a)(1) of the1934
Act (File No. 4-460), (y) Rule 13a-14 or 15d-14 under the 1934 Act or (z) 18
U.S.C. 81350 (Section 906 of SOX) with respect to any report referred to in
clause(i) or (iii) above, (v) al other forms, reports, registration statements and other
documents (other than preliminary materialsif the corresponding definitive materials
have been provided to Parent pursuant to this Section __ filed by the Company
with the SEC sincethe beginning of thefirst fiscal year referred toin clause (i) above
(theforms, reports, registration statementsand other documentsreferred toin clauses
(1), (i), (iii), (iv) and (v) above are, collectively, the* Company SEC Reports’ and, to
the extent availablein full without redaction on the SEC’ sweb sitethrough EDGAR
two days prior to the date of this Agreement, are, collectively, the* Filed Company
SEC Reports™), and (vi) all comment letter sreceived by the Company from the
Staff of the SEC since and all responsesto such comment lettersby
or on behalf of the Company. The Company SEC Reports (x) were or will be
prepared in accordance with the requirements of the 1933 Act and the 1934 Act, as
the case may be, and the rules and regul ations thereunder and (y) did not at thetime
they were filed with the SEC, or will not at the time they are filed with the SEC,
contain any untrue statement of a material fact or omit to state a material fact
required to be stated therein or necessary in order to make the statements made
therein, in the light of the circumstances under which they were made, not
misleading. No Subsidiary of the Company is or has been required to file any form,
report, registration statement or other document with the SEC. The Company
maintainsdisclosurecontrolsand proceduresrequired by Rule13a-15or 15d-15
under the1934 Act; such controlsand proceduresar eeffectivetoensurethat all
material information concerning the Company and its subsidiaries is made
known on atimely basistotheindividualsresponsiblefor thepreparation of the
Company’sfilingswith the SEC and other public disclosure documents. Part
_____oftheCompany Disclosur e Schedulelists, and the Company hasdelivered
to Parent copies of, all written descriptions of, and all policies, manuals and
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other documentspromulgating, such disclosurecontrolsand procedures. Tothe
Company’ sknowledge, each director and executiveofficer of the Company has
filed with the SEC on atimely basisall statementsrequired by Section 16(a) of
the 1934 Act and the rules and regulations thereunder since . As
used in thisSection ____, theterm “file” shall be broadly construed to include
any manner in which a document or information is furnished, supplied
otherwise made availableto the SEC.

Reports and Financia Statements — Certifications. The Chief Executive Officer
and the Chief Financial Officer of the Company havesigned, and the Company
hasfurnished to the SEC, all certificationsrequired by SOX Section 906; such
certifications contain no qualifications or exceptions to the matters certified therein
and have not been modified or withdrawn; and neither the Company nor any of its
officers has received notice from any Governmental Entity questioning or
challenging the accuracy, completeness, form or manner of filing or submission of
such certifications.

Loans to Executives and Directors. The Company has not, since July 30, 2002,
extended or maintained credit, arranged for the extension of credit, or renewed an
extension of credit, in the form of a personal loan to or for any director or
executiveofficer (or equivaent thereof) of theCompany. Part _ of the Company
Disclosur e Scheduleidentifiesany loan or extension of credit maintained by the
Company to which the second sentence of Section 13(k)(1) of the 1934 Act

applies.

L egal Proceedingsand Compliancewith Laws. The Company is, or will timely bein
all material respects, in compliance with al current and proposed listing and
corporate governance requirements of the [New York] Stock Exchange, and isin
compliance in al material respects, and will continue to remain in compliance
following the Effective Time, with all rules, regulations and r equir ements of SOX
or the SEC.

Each of the Company, itsdirectorsand itssenior financial officer shasconsulted
with the Company’s independent auditors and with the Company’s outside
counsel with respect to, and (to the extent applicable to the Company) is
familiar in all material respects with all of the requirements of, SOX. The
Company isin compliancewith the provisionsof SOX applicabletoit asof the
date hereof and has implemented such programs and has taken reasonable
steps, upon the advice of the Company’s independent auditors and outside
counsel, respectively, to ensurethe Company’ sfuturecompliance (not later than
therelevant statutory and regulatory deadlinestherefore) with all provisionsof
SOX which shall become applicableto the Company after the date her eof.

Covenant Regarding Scope of Due Diligence. Between the date of this Agreement
and the Closing Date, the Company shall permit Buyer’ s senior officersto meet with
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the officers of the Company responsible for the Financia Statements, the internal
controls of the Company and the disclosure control s and procedures of the Company
to discuss such matters as Buyer may deem reasonably necessary or appropriate for

Buyer to satisfy itsobligationsunder Sections 302 and 906 of SOX and any rules
and regulations rel ating thereto.

XV.
CONCLUSION

SOX and the SEC’ srulesthereunder are already having asignificant impact on how issuers,
both public and private, are governed and manage their disclosure processes. They are aso having
profound effects on the accountants, attorneys, and otherswho deal withissuers. SOX, asaresponse

to the abuses which led to its enactment, will also influence courts in dealing with common law
fiduciary duty claims.®*

646

SeeleoE. Strine, Jr., Derivative Impact? Some Early Reflections on the Cor poration Law Impacts of the Enron
Debacle, 57 Bus. LAWYER 1371 (2002).
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