
The Sarbanes-Oxley Act and the proposed new stock exchange rules provoked a scramble among public 
companies and their auditors and counsel to review present practices and to install certain new procedures. 
In the fall of 2002, we published a number of advisories addressing the various areas of corporate 
governance affected by these changes. These advisories urged public companies to take such steps as 
testing board and committee composition for independence, installing disclosure controls and CEO/CFO 
certifications of periodic reports and implementing accelerated filing by directors and officers of transaction 
reports. 

There are many statutory mandates, however, which depend upon rules to be promulgated by the SEC. As 
2003 begins, we face the next deadline that the Act placed on the SEC for putting a large number of those 
rules in place by January 26, 2003. While the final rules in many instances have yet to be published, the 
proposed rules and press releases supply insight into what Phase Two of Sarbanes-Oxley compliance will 
entail. (And certainly there will be Phase Three -- for example, the proposed stock exchange rules 
regarding corporate governance, submitted by the exchanges in early Fall 2002, have yet to be published 
for comment.)  

In this advisory, we have provided a summary of significant Phase Two items, including indications of when 
these rules or proposed rules (as indicated) are likely to impact your company. We have also provided a list 
of proactive measures that we recommend companies take now to implement Phase Two and prepare for 
Phase III. These items are detailed below under Actions You Can Take Now. 
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Actions You Can 
Take Now 

 

As we wait for the SEC to 
publish the remaining final 
rules, the following are steps 
that companies can begin to 
take now in anticipation of the 
new requirements: 

Establish specific 
procedures for audit 
committee approval of 
audit and permitted non-
audit services. This 
should include 
designation of a specific 
member of the 
committee to pre-
approve services when 
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ASPECTS OF PHASE TWO 

Pre-Approval of Non-Audit Services (Final) 

As discussed in Advisory #5, the Act requires audit committees to 
pre-approve both audit and non-audit services. At some point, audit 
committees must begin the process of approving non-prohibited non-



the committee cannot 
meet, who will then 
report to the committee 
at the next meeting.  

Have the board delegate 
to the audit committee 
the authority to engage 
and negotiate 
compensation with the 
company’s auditors.  

If not already in place, 
initiate the practice of 
auditor reports to the 
audit committee.  

Assess the 
independence of the 
members of the audit 
committee, as well as 
whether there is an "audit 
committee financial 
expert," and if necessary 
begin the process to find 
additional committee 
members to meet the 
respective requirements.  

Develop procedures for 
the submission to the 
audit committee of 
confidential, anonymous 
complaints and concerns 
regarding accounting, 
internal accounting 
controls and auditing 
matters.  

Begin preparation of 
code of ethics, or review 
your current code under 
the new requirements. 
Although the rules only 
require a company to 
have a code for senior 
financial officers and the 
principal executive 
officer, pending stock 
exchange proposals 
would require a code for 
all directors, officers and 
employees.  

Begin the process of 
evaluating the company's 

audit services provided by the company’s auditors. The final rules 
were adopted January 22, 2003, effective 90 days after publication 
(i.e., in the second quarter). The final rules will include transition 
periods for some provisions, but the press release does not suggest 
what provisions or transition periods. The rules detail what each of 
the prohibited non-audited services include. Worth particular 
attention for many companies will be limitation on use of the 
company’s auditors for assistance with the internal audit function, 
valuation services and design of internal controls and risk 
management systems. As to the latter, the SEC distinguishes 
assessment of existing systems (which it considers appropriate) from 
design and implementation of new systems. Companies will need to 
disclose in proxy information (and in their 10-K unless incorporated 
from the proxy) the policies and procedures their audit committees 
have adopted with respect to pre-approval of non-audit services.  

Back to Top  

Audit Committee Pathways of Communications 

Regardless of the transition periods adopted, companies could begin 
now installing certain patterns of communication, such as:  

Annually, have the board delegate to the audit committee the 
authority to engage and negotiate compensation with the 
company’s auditors. This is a minor but necessary corporate 
governance step to bridge the gap between the Act’s and the 
SEC’s mandate that audit committees engage auditors and 
corporate statutory provisions that committees derive their 
power by delegation from a board of directors.  

Initiate the practice of auditor reports to the audit committee. 
Many companies already do this, but with the new rules 
auditors will be required to report to the audit committee with 
respect to critical accounting policies and practices, 
alternative treatments of financial information and other 
written communications provided to management. As a 
governance matter, it will be important that audit committee 
minutes reflect the committee’s awareness of this fact.  
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Composition of Audit Committees (Proposed) 

The rules with respect to composition and conduct of audit 
committees will apparently not be final until April 2003, with a 
transition period until April 2004 for the stock exchanges to issue 
rules requiring compliance as a condition to listing and for companies 
to come into compliance. Specifically, compliance means 
independence -- generally, the committee member can receive no 
compensation (including indirect compensation) other than for board 
or committee service. The stock exchanges presently have other 
applicable standards of independence and their proposed rules will 
tighten these standards by applying more stringent affiliation tests 
with employees or vendors. It seems the remainder of the stock 
exchange rules may also be effective in April 2003.  

Back to Top  

   



internal controls, using 
AU 319 as the standard 
for evaluation.  

Prepare to file earnings 
releases and similar 
financial disclosures on 
an 8-K, and educate 
management about the 
types of disclosures that 
will require such filing.  

Prepare for expanded 
financial disclosures with 
respect to non-GAAP 
financial information, 
including pro forma 
financials, off-balance 
sheet items, and 
expanded MD&A. This 
will include factoring in 
additional time for 
preparation of the 
reconciliations or more 
extensive disclosure, as 
well as careful evaluation 
of which types of 
information will trigger 
such disclosure.  

Install procedures for 
notifying the SEC and 
directors and officers in 
advance of pension plan 
black-outs.  

If the company is an 
"accelerated filer," 
evaluate current 
procedures and 
timeframes for 
preparation of the 10-K 
and 10-Q in light of the 
impending need to 
shorten those timeframes 
in the company's next 
fiscal year.  

   

   

   

   

Whistleblower Procedures (Proposed) 
The Act and the proposed rules provide that the audit committee 
establish procedures for the receipt, retention and treatment of 
complaints received by the company regarding accounting, internal 
accounting controls or auditing matters, and the confidential, 
anonymous submission by employees of the company of concerns 
regarding questionable accounting or auditing matters. Like the audit 
committee independence requirements, these requirements will be 
effective in April 2003, but will have a transition period until April 
2004 for compliance purposes. Companies who do not already have 
such procedures in place will need to consider the appropriate 
means for receipt, such as by email, toll-free number or post office 
box, to meet the requirements for providing confidential and 
anonymous means to submit complaints and concerns. In addition, 
the New York Stock Exchange proposals include a similar 
requirement for listed companies to disclose a method for interested 
parties to communicate their concerns directly with the non-
management directors. 
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Financial Experts (Final) 
For fiscal years ending on or after July 15, 2003, companies will be 
required to disclose in their 10-K whether audit committees have an 
"audit committee financial expert" and if not, why not. The identity of 
the financial expert and whether he or she is independent, or, if there 
is no financial expert, the reasons for not having one, must be 
disclosed. The original definition of "financial expert" was narrow, 
focusing on training and experience in accounting and auditing. In 
the final rules approved January 15, 2003, however, the universe of 
financial experts has been expanded to include those with 
experience analyzing or evaluating, in addition to preparing or 
auditing, financial statements, or those who have actively supervised 
such persons. This change opens the expert function to non-financial 
positions such as chief executive officer, as permitted under present 
exchange rules. The designation of an audit committee financial 
expert requires a board determination. The rule is framed as a 
disclosure requirement rather than a mandate, but this may provide 
little comfort for audit committees whose financial expertise comes 
from a source other than an independent director.  
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Code of Ethics (Final) 
The rule regarding the installation of a code of ethics for senior 
financial officers and the principal executive officer is also framed as 
a disclosure requirement. Companies must disclose in their 10-K 
whether they have adopted such a code and if not, the reasons for 
not having done so. The code will also have to be filed as an exhibit 
to the 10-K or posted on the company's website. Changes or waivers 
of the code must be disclosed by 8-K unless the company has 
indicated (in its 10-K) that it intends to make such disclosures on its 
website. Companies will be required to provide the disclosure 
required by this rule for fiscal years ending after July 15, 2003. 

Back to Top  

Internal Controls (Proposed) 
Although January 26 is not a deadline for these rules, it appears they 
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will be incorporated with other rules from Title IV of the Act becoming 
effective by that date. The rules under §404 of the Act will require 
companies to include an internal control report in their 10-Ks, as well 
as expanding the quarterly reporting requirement and the §302 
certification to include additional provisions for internal controls 
virtually identical to those for disclosure controls. In this case, the 
SEC appears to be correcting the narrowness of its original §302 
certification requirement. This change in certification and disclosure, 
as well as the new internal control report, apparently will be 
postponed until 2004. 
More important may be the concept of internal controls addressed in 
the proposed rule. They will be more than financial or administrative 
controls. The proposed rule refers specifically to the AICPA’s 
Codification of Statements on Auditing Standards (AU) Section 319 
as embodying the concept of internal controls reflected in the Act. 
AU 319 derives from the 1992 report of the so-called Treadway 
Commission, which described internal control as a process aimed at 
achieving three objectives—covering effectiveness and efficiency of 
operations, reliability of financial reporting, and compliance with 
applicable laws and regulations. As such, internal control consisted 
of the control environment, risk assessment, control activities, 
information and communication, and monitoring. AU 319 will 
undoubtedly become an important part of each public company’s 
review of its internal controls for purposes of the certification of 
periodic reports.  
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Section 409 Real Time Disclosure (Final)  
It seemed Section 409, requiring disclosure of material changes in 
financial condition "on a rapid and current basis" might increase the 
disclosure and/or filing requirements. For most companies, the final 
rule does not significantly do so. It indicates simply that in the event 
a company discloses previously non-public material financial 
information, such as an earnings release, about completed annual or 
quarterly fiscal periods, it must file this information on an 8-K. The 
new requirements will be effective 60 days from the date of 
publication of the final rule, and will likely apply to earnings releases 
for the first quarter of 2003. 

Back to Top  

Non-GAAP Financial Information (Final)  
This new rule could have far-reaching effect. It requires that any use 
of non-GAAP financial measures (including certain pro forma 
financial information) will require reconciliation with GAAP in the 
same document. It comes coupled with the Act's requirement that 
pro forma financial information must meet 10b-5 standards with 
respect to accuracy and omissions of statements of material fact. 
The combination will impose limits on previously used non-GAAP 
financial measures -- especially on pro forma information. At a 
minimum it will require careful, thorough discussion from companies 
in industries (such as the REIT industry) where non-GAAP financial 
measures have traditionally been considered within the industry as 
more accurate or more useful for presenting operating results. The 
new requirements will be effective 60 days from the date of 
publication of the final rule, and will likely impact earnings 
disclosures and 10-Qs for the first quarter of 2003 and perhaps 10-
Ks filed on the last days before the filing deadline.  
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Off-Balance Sheet Items; Contractual Obligations 
(Final) 
On January 22, 2003 the SEC adopted a requirement of disclosure 
and discussion with respect to off-balance sheet items (for fiscal 
years ending on or after June 15, 2003) and contractual obligations 
(for fiscal years ending on or after December 15, 2003). This will 
require MD&A discussion and to some extent tabular presentation. 
This should be seen as another element of further expansion of 
MD&A discussion and analysis generally, which will ultimately 
include such items as critical accounting policies and contingent 
liabilities all as first suggested in the SEC comments of late 2001 and 
early 2002 and in proposed rule form in early 2002. 
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Trading During Blackout Periods (Final) 
Directors and executive officers will be prohibited from securities 
transactions during periods in which employees may not execute 
transactions in the company's equity securities held in their pension 
plan accounts. Companies will be required to file an advance notice 
of a blackout period with the SEC on an 8-K and provide the notice 
to directors and officers. This rule will be effective on January 26. 
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Acceleration of Filing Deadlines (Final) 
Filing deadlines for companies that have been public for at least 12 
calendar months and which have a public float of $75 million for 
fiscal years ending on or after December 15, 2002 will be shortened 
as follows: 

10-K: 

Year One – 90 days  
Year Two – 75 days  
Year Three – 60 days  

10-Q: 

Year One – 45 days  
Year Two – 40 days  
Year Three – 35 days  
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Studies 

Also due on January 26 are a number of studies and actions from 
the SEC, the Comptroller General and the United States Sentencing 
Commission.  

The SEC owes to the relevant congressional committees 
studies concerning:  
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The role of credit rating agencies in the 
operation of the securities market, with particular 
concern for the accuracy of appraisals, barriers 
to entry and conflicts of interest.  

For the four-year period from 1998 through 
2001, the number of accountants, accounting 
firms, investment bankers, investment advisors, 
brokers, dealers, attorneys and other securities 
professionals who have violated the securities 
laws (including aiding and abetting violations), 
along with the specific violations and any 
sanctions imposed.   

For the five-year period preceding July 30, 2002, 
areas of reporting most susceptible to fraud 
manipulation or inappropriate earnings 
management, such as revenue recognition.  

For the five-year period preceding July 30, 2002, 
a review and analysis of enforcement actions 
and restitution, including recommended 
regulatory or legislative actions.   

The Comptroller General owes to the relevant congressional 
committees a study concerning the role of investment banks 
and financial advisors in assisting public companies to 
manipulate earnings and disguise financial condition.  

The United States Sentencing Commission is required to 
complete revisions to the sentencing guidelines concerning 
punishments under the Act generally as well as specifically for 
obstruction of justice and criminal fraud and securities and 
accounting fraud, particularly for officers or directors of 
publicly traded companies and report to Congress.  
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Anticipated Future Advisories 

As the final rules and studies are made available, we will from time to 
time publish additional advisories addressing the new requirements 
and information to assist you in distilling the import and impact of the 
new corporate governance requirements. 
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