
President Signs Reform
Bill, Which Will Have
Substantial Impact On
Public Companies And
Their Professional
Advisers
On July 30, 2002, the President signed the Sarbanes-
Oxley Act of 2002 (the “Act”).  The corporate gover-
nance provisions of the Act will have substantial impact
on public companies and their professional advisers.

Title I (Public Company Accounting Oversight Board
(the “Board”)) and Title II (Auditor Independence) prin-
cipally affect public companies' independent auditors.1

However, companies subject to reporting periodically to
the SEC will be required to have their annual financial
statements audited by firms that are in compliance with
the Board's rules.

Public companies2 and their lawyers principally should
be concerned about Title III (Corporate Responsibility);
Title IV (Enhanced Corporate Disclosure); and Titles
VIII, IX and XI (criminal and other penalties).

Corporate Responsibility
The SEC is required to adopt rules to prohibit national
securities exchanges and associations, such as Nasdaq,
from listing any company not in compliance with the
Act's Corporate Governance provisions.  These provi-
sions, some of which also are the subject of SEC, stock
exchange or Nasdaq rulemaking, are discussed below.

AAuuddiitt CCoommmmiitttteeeess
• The audit committee would be directly responsi-

ble for appointment, compensation and oversight
of the independent auditors, and the independent
auditors must report directly to the audit commit-
tee; and

• Each member of the audit committee must be
“independent;” that is, a member may not accept
consulting, advisory or other compensatory fees
from the company, other than in his or her capaci-
ty as a member of the committee, the board of
directors or any other committee of the board,
and may not be an affiliated person of the compa-
ny or any of its subsidiaries.

In addition to the corporate governance provisions
requirements discussed immediately above, audit com-
mittees would be required to:

• Approve, in advance, all audit services, including
comfort letters in connection with securities
underwritings;3

• Approve, in advance, audit and permissible non-
audit services provided by a company's independ-
ent auditors;4

• Receive reports from the independent auditors
concerning critical accounting policies and prac-
tices to be used by the company; all alternative
treatments of financial information under GAAP
that were discussed with management, and the
ramifications of the use of those alternatives and
the alternative preferred by the auditors, and other
“material written communications” between the
auditors and management, including management
letters and schedules of unadjusted differences.

CCeerrttiiffiiccaattiioonn ooff PPeerriiooddiicc RReeppoorrttss.. Section 302(a) of the Act
requires that, within 30 days after July 30, 2002, the SEC
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1 Title V deals with conflicts of securities analysts; Title VI deals with the resources of the Securities and Exchange Commission; Title VII requires
certain studies and reports from the SEC; and Title X expresses the sense of the Senate that CEOs should sign corporate tax returns.

2 For purposes of the Act, a "public company" is a company, including a foreign company, with a class of equity securities registered under
Section 12 of the Securities and Exchange Act of 1934 or which is required to file reports with the Securities and Exchange Commission
pursuant to Section 15(d) of the Act.

3 Approval of these services would be required to be disclosed in the company's quarterly and annual reports filed with the SEC.

4 Approval of these services also would be required to be disclosed in the company's quarterly and annual reports filed with the SEC.



must adopt rules to require that quarterly and annual reports
filed with it be accompanied by statements of the CEO and
CFO certifying to, among other things,5 the appropriateness of
the financial statements and disclosures contained in the report
and that those financial statements and disclosures “fairly pres-
ent, in all material respects, the operations and financial condi-
tion of the [company].”6

In addition, Section 906 of the Act adds Section 1350 to the
U.S. criminal code to require that each periodic report contain-
ing financial statements shall be accompanied by written state-
ments by the chief executive officer and chief financial officer
stating that the report “fully complies with the requirements of
Section 13(a) or 15(d) of the [Exchange Act]” and that the
information in the report “fairly presents, in all material
respects, the financial condition and results of operations of the
[company].”  Whoever certifies such statements knowing that
the statement does not “comport” with the foregoing require-
ments will be subject to a fine of not more than $1,000,000
and to imprisonment for not more than 10 years.  Whoever
willfully certifies such a statement knowing that it does not
“comport” with those requirements is subject to fines of up to
$5,000,000 and to imprisonment for up to 20 years.

These provisions would apply to both domestic and foreign
companies and, under the Act, a U.S. company could not evade
these provisions by reorganizing in a foreign jurisdiction.

IImmpprrooppeerr IInntteerrffeerreennccee oonn tthhee CCoonndduucctt ooff AAuuddiittss.. The SEC is
required to adopt rules to prohibit any officer or director or
persons acting at their direction from improper influence on
the conduct of audits.

FFoorrffeeiittuurree ooff BBoonnuusseess aanndd PPrrooffiittss.. Under the Act, CEOs would be
required to forfeit any bonuses and incentive or equity-based
compensation and any profits received from the sale of their
companies’ securities received during the 12-month period fol-
lowing the first filing which included financial statements of
their companies that were required to be restated due to mate-
rial non-compliance, as the result of misconduct, with any
financial reporting requirement under the securities laws.

OOffffiicceerrss’’ aanndd DDiirreeccttoorrss’’ BBaarrss aanndd PPeennaallttiieess.. The standard for bar-
ring persons from serving as officers or directors of public com-
panies would be changed from “substantial unfitness” to “unfit-
ness.”  Also, in any civil action brought by the SEC, it may seek,
and federal courts may grant, “any equitable relief that may be
appropriate or necessary for the benefit of investors.”

IInnssiiddeerr TTrraaddiinngg DDuurriinngg PPeennssiioonn FFuunndd ““BBllaacckk-OOuutt”” PPeerriiooddss..
Officers and directors would be prohibited from purchasing,
selling or otherwise transferring or acquiring equity securities of
their companies during any period during which participants in
the companies’ retirement plans could not engage in those
types of transactions.  Any profits obtained by an officer or
director in violation of these provisions could be recovered by
the company or by a shareholder for the company.

Enhanced Financial Disclosures
MMaatteerriiaall AAddjjuussttmmeennttss.. Financial statements of SEC reporting
companies prepared in accordance with GAAP would be
required to reflect all material accounting adjustments identi-
fied by the independent auditors.
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5 The content of the required certification will be:

(1) the signing officer has reviewed the reports;

(2) based on the officer's knowledge, the report does not contain any untrue statement of a material fact or omit to state a material fact necessary in
order to make the statements made, in light of the circumstances under which such statements were made, not misleading;

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

(4) the signing officers -

(A) are responsible for establishing and maintaining internal controls;

(B) have designed such internal controls to ensure that material information relating to the issuer and its consolidated subsidiaries is made
known to such officers by others within those entities, particularly during the period in which the periodic reports are being prepared;

(C) have evaluated the effectiveness of the issuer's internal controls as of a date within 90 days prior to the report; and

(D) have presented in the report their conclusions about the effectiveness of their internal controls based on their evaluation as of that date;

(5) the signing officers have disclosed to the issuer's auditors and the audit committee of the board of directors (or persons fulfilling the equivalent
function) -

(A) all significant deficiencies in the design or operation of internal controls which could adversely affect the issuer's ability to record, process,
summarize, and report financial data and have identified for the issuer's auditors any material weaknesses in internal controls; and

(B) any fraud, whether or not material, that involves management or other employees who have a significant role in the issuer's internal controls;
and

(6) the signing officers have indicated in the report whether or not there were significant changes in internal controls or in other factors that could sig-
nificantly affect internal controls subsequent to the date of their evaluation, including any corrective actions with regard to significant deficiencies
and material weaknesses.

6 The SEC has proposed rules which would require similar certification, and ordered the CEOs and CFOs of 947 companies to provide similar certifications
for specified previously filed reports.  These actions were the subject of two previous Client Alerts.  In addition, the New York Stock Exchange is consider-
ing requiring the CEOs of its listed companies to provide certifications of their companies' public disclosures.



OOffff-BBaallaannccee-SShheeeett TTrraannssaaccttiioonnss.. The Act directs the SEC to adopt
rules requiring disclosure of all material off-balance-sheet trans-
actions, arrangements and obligations, contingent or otherwise,
and other relationships of the company with unconsolidated
entities or other persons that may have material current or
future effects on the financial condition, changes in financial
condition, results of operations, liquidity, capital expenditures,
capital resources or significant components of revenues or
expenses.

PPrroo FFoorrmmaa FFiinnaanncciiaall IInnffoorrmmaattiioonn.. The Act requires the SEC to
adopt rules that would prohibit material false or misleading
pro forma financial information in reports filed with the SEC
or in any public disclosure and requires that such pro forma
financial information be reconciled with the company's GAAP
financial statements.

CCoonnfflliiccttss ooff IInntteerreesstt.. The Act, with certain exceptions relating to
consumer and home improvement loans, would prohibit pub-
lic companies from making or arranging for loans to their offi-
cers or directors.

DDiisscclloossuurreess ooff SSeeccuurriittiieess HHoollddiinnggss aanndd TTrraannssaaccttiioonnss.. Unless the
SEC otherwise determines, reports under Section 16(a) of the
Securities Exchange Act of securities transactions by officers and
directors and 10% beneficial owners would be required within
two business days.

MMaannaaggeerriiaall AAsssseessssmmeenntt ooff IInntteerrnnaall CCoonnttrroollss.. The Act requires the
SEC to adopt rules to require that annual reports contain an
internal control report that states the responsibility of manage-
ment for establishing and maintaining an adequate internal
control structure and procedures for financial reporting and an
assessment, as of the end of the most recent fiscal year, of the
internal control structure and procedures for financial report-
ing.  The Act further would require that the company's inde-
pendent auditors attest to, and report on, the assessment made
by management.

CCooddee ooff EEtthhiiccss ffoorr SSeenniioorr FFiinnaanncciiaall OOffffiicceerrss.. The Act requires the
SEC to adopt rules that would require public companies to dis-
close whether they have codes of ethics for their senior finan-
cial officers (principal financial officers, comptrollers or princi-
pal accounting officers, or persons performing similar func-
tions), and, if not, the reasons why.  (Changes in, or waivers of,
these codes of ethics would be required to be promptly dis-
closed in a Form 8-K filed with the SEC.)

“Code of ethics” would mean standards that are reasonably
necessary to promote:

• Honest and ethical conduct, including ethical handling
of actual or apparent conflicts of interest “between per-
sonal and professional relationships”;

• Full, fair, accurate, timely and understandable disclosure
in the company's periodic reports; and

• Compliance with applicable governmental rules and reg-
ulations.

DDiisscclloossuurree ooff AAuuddiitt CCoommmmiitttteeee FFiinnaanncciiaall EExxppeerrtt.. The SEC will be
required to adopt rules to provide for disclosure in periodic
reports as to whether the company's audit committee is com-
prised of at least one member who is a “financial expert” (as
defined by the SEC) and, if not, the reasons why.

SSEECC AAuutthhoorriittyy ttoo PPrroohhiibbiitt PPeerrssoonnss ffrroomm SSeerrvviinngg aass OOffffiicceerrss oorr
DDiirreeccttoorrss ooff PPuubblliicc CCoommppaanniieess.. The SEC would have the authori-
ty, in administrative cease-and-desist proceedings, to bar per-
sons who violate the antifraud provisions of the federal securi-
ties laws from serving as officers and directors of public compa-
nies, if the persons’ conduct demonstrates unfitness to serve in
such capacities.

RReevviieeww ooff PPeerriiooddiicc DDiisscclloossuurree.. The SEC would be required to
review periodic reports on a regular (at least once every three
years) and systematic basis using, among other factors, the fol-
lowing:

(1) issuers that have issued material restatements of finan-
cial results;

(2) issuers that experience significant volatility in their stock
price as compared to other issuers;

(3) issuers with the largest market capitalizations;

(4) emerging companies with disparities in price to earning
ratios;

(5) issuers whose operations significantly affect any material
sector of the economy; and

(6) any other factors that the Commission may consider rel-
evant.

Impact of Provisions That Principally Affect
Independent Auditors of Public Companies and
their Audit Committees
Although the Board would only have the authority to request
testimony and production of documents from an independent
auditor's client and its officers, directors and employees, the
Board could request the SEC to issue a subpoena to compel tes-
timony and production of documents from these persons.

To partially close “revolving doors,” independent auditors
could not perform audits of companies whose CEOs, CFOs,
controllers or CAOs were employed by the auditors and partici-
pated in any way in an audit of the company within the one-
year period preceding the date of the initiation of the audits.

Impact on Foreign Companies
A non-U.S. accounting firm that issues an audit report with
respect to a foreign company subject to SEC filing requirements
would be subject to the Act and the rules of the Board.
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Moreover, there would be no exception for foreign companies
under the Act from the requirement for CEOs and CFOs to cer-
tify to the contents of the reports filed with the SEC.

Impact on Lawyers
Section 307 of the Act requires the SEC to adopt rules setting
forth minimum standards of professional conduct for attorneys
appearing and practicing before the SEC in any way in the rep-
resentation of issuers, including a rule:

(1) requiring an attorney to report evidence of a material vio-
lation of securities law or breach of fiduciary duty or sim-
ilar violation by the company or any agent thereof, to the
chief legal counsel or the chief executive officer of the
company (or the equivalent thereof); and

(2) if the counsel or officer does not appropriately respond
to the evidence (adopting, as necessary, appropriate
remedial measures or sanctions with respect to the viola-
tion), requiring the attorney to report the evidence to the
audit committee of the board of directors of the compa-
ny or to another committee of the board of directors
comprised solely of directors not employed directly or
indirectly by the issuer, or to the board of directors.

Criminal Sanctions
The Act reflects the highly publicized concern of Congress that
existing criminal statutes apparently do not provide a sufficient
deterrent to the corporate conduct about which so much has
been written recently.  Many of the presumably new provisions
merely prohibit conduct in language more specific than that
under present statutes.  In large part, the conduct proscribed
could have been prosecuted under the more generally worded
statutes already in the federal criminal code.  Some provisions
of the Act, though, create new crimes entirely, as well as
enhance dramatically the maximum penalties for some already
existing provisions.  

As part of the Act Congress directs the United States Sentencing
Commission to evaluate the factors used in calculating sen-
tences in light of the increases in possible maximum penalties
to ensure those factors adequately “deter and punish” the
crimes specified in the bill.  The Sentencing Commission is
charged with the duty to complete this task within 180 days of
the passage of the bill.  How it will respond to this directive is
not clear at this time.  However, there is little doubt that the
Commission will respond by modifying the factors affecting
the new provisions so as to increase the likely actual sentence
of one convicted. 

New Provisions
Proposed 18 U.S.C. § 1519 prohibits the destruction, alteration
or falsification of records in federal investigations and bank-
ruptcy.  Specifically, it states that: 

“whoever knowingly alters, destroys, mutilates, conceals,
covers up, falsifies, or makes a false entry in any record,
document, or tangible object with the intent to impede,
obstruct, or influence the investigation or proper admin-
istration of any matter within the jurisdiction of any
department or agency of the United States or any case
filed under Title 11, or in relation to or contemplation of
any such matter or case, shall be fined under this title,
imprisoned not more than 20 years, or both.”

A corollary to this provision, new title 18 U.S.C. § 1520,
applies explicitly to accountants who conduct audits of issuers
of securities covered by Section 10A(a) of the Securities
Exchange Act of 1934, 15 U.S.C. §78j-1(a).   Under this new
section of Title 18, accountants are required to maintain “all
audit or review workpapers for a period of five years from the
end of the fiscal period in which the audit or review was con-
cluded.”  Moreover, a provision of new § 1520 directs the SEC
to promulgate regulations within 180 days after adequate
notice and an opportunity for comment on rules and regula-
tions relating to the retention of relevant records as generally
defined in section (2) of new § 1520.  Failure to abide know-
ingly or willfully with the new retention requirement of the
rules and regulations to be promulgated under section (2) can
result in a prison sentence of up to 10 years plus a fine as
defined in the U.S. Sentencing Guidelines.

Another new provision, entitled “Securities Fraud,” contained
in proposed 18 U.S.C. § 1348, criminalizes the attempt to exe-
cute, or the execution of, any scheme or artifice to defraud “any
person in connection with any security of [a public company].”
The prohibited conduct includes any attempt, successful or not,
to obtain, by means of false or fraudulent pretenses, representa-
tion, or promises, any money or property in connection with
the purchase or sale of any security of an issuer registered under
Section 12 of the Securities Exchange Act of 1934 or an issuer
that is required to file reports under Section 15(d) of the same
act.   Culpable persons will face a maximum prison sentence of
not more than 25 years plus a fine calculated under the U.S.
Sentencing Guidelines, while organizations convicted will face
the latter only.

In one of the most far-reaching and controversial provisions,
the Act criminalizes the failure of corporate officers to certify as
accurate certain financial reports.  The obligation is placed
upon the Chief Executive Officer and Chief Financial Officer
when filing periodic reports under Section 13(a) or 15(d) of
the Securities Exchange Act of 1934.  The statement required
under the new law must certify the periodic report “fully com-
plies” with the above sections of the Securities Exchange Act of
1934 and “fairly presents, in all material respects, the financial
condition and results of operations of” the company.  A know-
ing violation of this provision will subject a person to a maxi-
mum potential prison sentence of ten years; or, for a person or
organization, a maximum possible fine of $1,000,000.  By
using the term “knowing,” the new provision introduces specif-
ically the application of the legal principle of “willful blind-

4You can also visit our Website at www.proskauer.com



ness” and “reckless disregard for the truth.”  In the criminal law
arena, application of these concepts has had the effect of plac-
ing a burden on the defendant to demonstrate everything rea-
sonably possible to ensure accuracy was done prior to the certi-
fication.  A willful violation of the certification provision will
expose a person to a possible maximum term of imprisonment
of 20 years; or in the case of a person or company, a potential
maximum fine of $5,000,000. 

Lastly, the federal obstruction of justice statute was amended by
the bill to criminalize any action knowingly undertaken with
intent to retaliate against any person who provides law enforce-
ment personnel with truthful information relating to the com-
mission or possible commission of any federal offense and will
result in a possible maximum jail sentence of 10 years.
Explicitly included as possible criminal acts in this new section
of 18 U.S.C. § 1513 are any acts which constitute “interference
with the lawful employment or livelihood” of any such person.  

White Collar Crime Penalty Enhancements
Congress also modified the federal conspiracy statute by
enhancing the penalties for some violations.  Whereas the law
previously set a maximum period of imprisonment for any vio-
lation of 18 U.S.C. § 371, the general federal conspiracy statute,
as five years without regard to whether the object of the con-
spiracy was to violate another specific federal criminal provi-
sion or to defraud the United States, a new provision created by
this bill, 18 U.S.C. § 1349, entitled “Attempt and conspiracy”
establishes a new penalty based upon the object of the conspir-
acy.  New § 1349 mandates that culpable conspirators, who
have as an object of a conspiracy the violation of a specific fed-
eral law, face the maximum period of imprisonment, if convict-
ed, prescribed for that specific federal law.  This means that
where the penalty for a violation of a specific federal criminal
law is greater than five years, the penalty for a conspiracy to
violate that statutory provision will result in a higher maximum
potential sentence under 18 U.S.C. § 371 than before.  

Similar penalty enhancements were codified for other provi-
sions.  For example, penalties under the federal “mail” and
“wire” fraud provisions, 18 U.S.C. § 1341 and § 1343, respec-
tively, go from a maximum of five to a potential 20 years.
Maximum possible prison sentences for violations of 29 U.S.C.
§ 1131, the Employee Retirement Income Security Act, were
increased from one year to 10 years.  And, under new 15 U.S.C.
§ 78ff(a), willful violations of the Securities Exchange Act of
1934 or any rule or regulation thereunder, the violation of
which is made unlawful or the observance of which is required,
including probably the enhanced reporting requirements creat-
ed in the bill, or any knowingly or willfully made false or mis-
leading statement in any document required to be filed under
the Exchange Act, will result in a possible sentence of not more
than 20 years plus a fine of up to $5,000,000.  Where the viola-
tor of this provision is other than a natural person, the maxi-
mum fine is $25,000,000.
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Client Alert
Proskauer’s Corporate Law Department includes over 140
attorneys with significant and diverse corporate law experi-
ence. The following individuals serve as contact persons
and would welcome any questions you might have.

Mark J. Biros
202.778.1104 - mbiros@proskauer.com

Richard H. Rowe
202.416.6820 - rrowe@proskauer.com

You may also contact any other member of the
Corporate Law Department in:

New York 212.969.3000
Washington 202.416.6800
Boca Raton 561.241.7400
Los Angeles 310.557.2900
Paris 33.1.53.05.60.00
Newark 973.274.3200

Proskauer is an international law firm with more than 540 attorneys who handle a full
spectrum of legal issues worldwide.
This publication is a service to our clients and friends. It is designed only to give general information on the developments 
actually covered. It is not intended to be a comprehensive summary of recent developments in the law, treat exhaustively the
subjects covered, provide legal advice or render a legal opinion.
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