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Introduction

SOA has been called the most sweeping federal law concerning corporate governance since the adoption of the federal securities laws in 1933 and 1934.  

Yet, as one reads the statute, it quickly become apparent that it is a grab bag of reforms with a somewhat random quality.  SOA is clearly the product of a rushed and politically charged environment.  Former SEC commissioner Edward Fleischman: “the legislation has all the hallmarks of politicians hastily and clumsily reacting to events.”  This is of course only to say that SOA is a product of the political process.

Obviously, how you answer the question whether SOA targeted the core problems that gave rise to Enron and some of the other highly publicized scandals depends on your view of the root cause of those scandals.  If you believe, as John Coffee does, that Enron was largely a product of the collapse of gatekeeper regime—accountants, lawyers, stock analysts—then you may be inclined to think that SOA addresses the root cause.  If you believe that Enron and WorldCom were fundamentally caused by executive compensation schemes that provided skewed incentives, and perverse accounting and tax rules that inflamed human greed, then you would take a dimmer view of SOA’s prospects in preventing future debacles.

Effective or not, representing a coherent view of corporate governance or not, SOA is a very significant piece of legislation with some rather startling features.

After a brief overview of the more important provisions of SOA (from a corporate governance perspective), I would like to highlight three striking aspects of SOA:

1.  Significant federalization of the regulation of corporate governance.

Chancellors Chandler and Strine of Delaware recently wrote that the 2002 reforms “represent a marked increase in federal government and [stock] exchange regulation of the corporate boardroom.”  They go on to say that the reforms “appear to be a relatively aggressive move by the federal government and the exchanges into the are of corporate governance, an area where, traditionally, the states have been predominant.”
2. A second notable feature of the SOA is the extraterritorial application of the federal regulation of corporate governance.  The SOA applies to all “issuers,” which includes all SEC-reporting companies, domestic or foreign.   Surprising in light of policies of the SEC, the NYSE and the Nasdaq to accommodate home country practices of foreign issuers, seeking to attract FPIs to U.S. markets (17% of the listings on the NYSE today are foreign issuers).

Most FPIs that register securities under Sections 12(b) or 12(g) of the 1934 Act are treated differently from domestic issuers in a number of respects:

--FPIs can file annual reports under Form 20-F rather than Form 10 and 10-K

--securities registered by a FPI are exempt from the proxy rules of Section 14 and the short-swing profit provisions of Section 16.  

--Foreign issuers that list on U.S. securities exchanges have been exempt from domestic listing requirements relating to corporate governance.  For example, provisions applicable to domestic firms relating to voting rights and independent audit committees have not applied to them.  

The extraterritorial approach of SOA put the SEC in a difficult position:  Rulemaking authority to grant shape scope of SOA.  Hard choice of driving out foreign firms versus granting exemptions.

SOA caused Porche not to list on the NYSE.  Chinese company.

3.  A third striking feature is the SOA, related to the first two points,  is the imposition of federal regulation of the legal profession, at least attorneys who do securities work.  Section 307 of the SOA requires that the SEC issue rules setting forth minimum standards of professional conduct for attorneys appearing and practicing before the SEC.  These rules adopt a so-called up-the-ladder reporting requirement for attorneys who discover evidence of material securities law violations or breaches of fiduciary duty on the part of an issuer.

Overview of SOA as it Relates to Regulation of Corporate Governance

Section 101: Public Company Accounting Oversight Board: creates the PCAOB, whose duties include registering, inspecting and sanctioning accounting firms.

[section 201 bars auditors from non-audit work for audit clients; section 203 requires rotation of audit partners after five years; section 202 requires corporate audit committees to select auditors; and section 206 restricts auditing of a firm a member of whose senior management was previously employed by the auditor.]

Section 301:  Public Company Audit Committees:  mandates audit committees composed exclusively of directors meeting a statutory standard of independence.  At least one member of the audit committee is expected to qualify as a “financial expert.”  Overriding state law, Section 301 requires that the audit committee be “directly responsible for appointment, compensation and oversight of work of the independent auditor.”  Section 301 also supplants state law in granting the audit committee authority to engage independent legal counsel and other advisors.

Section 302: Corporate Responsibility for Financial Reports: Requires certifications by the CEOs and CFOs of reporting companies that the financial information in the periodic SEC reports “fairly presents in all material respects” the firm’s financial condition, and imposes greatly enhanced criminal sanctions for certifications that are knowingly false.

Section 303: Improper Influence on Conduct of Audits: Criminalizes actions to coerce, manipulate or mislead the firm’s auditors.

Section 304: Forfeiture of Certain Bonuses and Profits: Requires forfeiture of incentive or equity compensation received, or stock trading profits made, during the initial twelve month period covered by an earnings restatement resulting from “misconduct.”
Section 306: Insider Trades During Pension Fund Black Out Periods: Restricts the ability of directors and executive officers to trade company stock during certain “black out” periods when holders of individual account plans are prohibited from trading.

Section 307: Rules of Professional Responsibility for Attorneys: Requires securities lawyers to report a material violation of securities law or breach of fiduciary duty or similar violation to the issuer’s chief legal counsel, CEO, board, or an optional Qualified Legal Compliance Committee.

Section 402: Insider Loans: Bars companies from directly or indirectly extending credit or arranging personal loans its directors and officers.

Sections 404:  Internal Controls:  require disclosures pursuant to new SEC rules concerning the firm’s internal control structure and management’s assessment of the effectiveness of that internal control structure. 

Section 406: Code of Ethics: requires disclosure concerning the firm’s code of ethics for senior financial officers, or to justify why it has not adopted a code of ethics.  A code of ethics is defined to mean such standards as are “reasonably necessary to promote honest and ethical conduct,” “full disclosure,” and “compliance with applicable governmental rules and regulations.”
Section 407:  Audit Committee Financial Expert: requires disclosure pursuant to SEC rules concerning the audit committee’s financial expert, or an explanation of why the audit committee does not have a financial expert.

 Section 806:  Whistleblowers: protects whistleblowers who have provided information regarding possible securities law violations, by instructing reporting companies not to “discharge, suspend, threaten, harass, or in any other manner discriminate against” an employee who provides information to federal regulatory or law enforcement authorities or to a supervisor.  A private right of action is created by which an employee may seek compensatory damages, including reinstatement, back pay with interest, litigation costs and reasonable attorneys fees.
The New Federalism in Corporate Governance

In broad terms, until enactment of the SAO, there was a basic functional divide between federal and state corporate law: 

--federal law (through SEC) was concerned with disclosure
--state law (through statutes and court cases) was concerned with internal corporate affairs (relative rights of shareholders and managers, breaches of fiduciary duty)

--stock exchanges (through listing rules) are also an important source of corporate governance regulation.  But note that statutory authority for authorization of exchange rules has not been interpreted by the federal courts as giving the SEC regulatory authority over internal corporate affairs (Business Roundtable v. SEC). (SEC rule barring stock exchanges from listing stock of corporations restricting or disparately reducing per share voting rights of existing common stockholders exceeded SEC’s authority because the rule directly controlled the substantive allocation of powers among classes of shareholders.)

Illustration:  Santa Fe Industries v. Green (short-form merger on allegedly unfair terms, but no evidence of misrepresentation to shareholders).

Absent nondisclosure or misrepresentation, breaches of fiduciary duty are not within the ambit of the federal securities laws.  “Congress by Sec. 10(b) did not seek to regulate transactions which constitute no more than internal corporate mismanagement.”
Court speaks of policy considerations that “weigh heavily against permitting a [federal] cause of action under Rule 10b-5 for the breach of fiduciary duty.”
--possibility that extension of the federal securities laws to fiduciary duty breaches could overlap or interfere with state law.  “Courts applying a federal fiduciary principle could be expected to depart from state fiduciary standards to the extent necessary to ensure uniformity within fed. system.”
--plaintiffs already have access to remedies under state law.

SOA generates considerable friction with this longstanding functional divide between federal and state law.  

SEC Commissioner Paul Atkins: “Sarbanes-Oxley contains many advances for corporate governance, although it also represents what formerly would have been an unimaginable incursion of the U.S. federal government into the corporate governance arena.”
Possible that these frictions will result in adaptations in state law or amendments to the SOA.

Three areas of federal incursion into the state realm of c.g. in SOA:

1.  Executive compensation:  Section 402 bans corporations from making loans to directors and officers, with certain limited exceptions.  

Section 402 is a direct federal limitation on the power of state-chartered corporations to engage in a particular type of transaction explicitly authorized by state law.  (Conflict of interest provisions of state law explicitly permit the making of loans to officers and directors provided they are authorized by disinterested directors or shareholders.)

Some observers believe that Section 402 prohibits the common practice of advancing legal expenses to officers and directors covered by state indemnification statutes.

In itself, the Section 402 ban is relatively trivial, but its precedential significance may not be.  One could envision a slippery slope.  As Chandler and Strine ask, “What’s next” A ban on going private transactions?  Or options-based compensation of executives”  Or a ban on interested transactions?”
Section 304 requires a claw back of certain compensation received during an earnings restatement required because of misconduct.  There are several possible objections to that provision:

--it preempts the board’s power over executive compensation

--it does not define “misconduct”
--it requires reimbursement even if others committed the misconduct

The effect may be to encourage CEOs and CFOs to resist restating financial statements, or to game the timing of their compensation and stock transactions relative to any such restatements.

The exchanges have also delved into the compensation area in a manner that would more typically find its manifestation in a state corporate code:  

The proposed NYSE and NASDAQ rules require stockholder approval for certain equity-compensation plans.  Could the exchanges (with SEC approval) preempt the state law debate on poison pills by adopting listing rules requiring stockholder assent to a board’s adoption of a pill, and mandating a stockholder vote on a board’s decision to block a bid through use of the pill?

2.  Board structure and function--Audit Committee:

SOA identifies the board, and particularly the audit committee, as a focus of efforts to prevent future corporate wrongdoing. 

Section 301 requires that national securities exchanges adopt listing standards mandating that listed companies have an audit committee and that the committee be comprised solely of independent directors.  At least one member of the committee qualify as a “financial expert” as defined in the statute.

The audit committee must establish a system for employees to blow the whistle anonymously on questionable accounting matters.  

The audit committee is charged with being “directly responsible for the appointment, compensation, and oversight” of the corporations’ independent auditor.

Finally, the audit committee is given federal authority to retain independent legal and financial advisers whose fees are paid by the corporation.

Each of these provisions preempts state law governing the board.

3.  Regulation of attorneys “appearing and practicing” before the SEC
The SEC, acting on the SOA mandate, has adopted rules governing attorneys’ professional responsibility that include controversial “up the ladder” reporting requirements for attorneys who come across evidence of an issuer’s violation of the securities laws or fiduciary responsibilities.  

The regulation of attorney conduct is traditionally a matter of state regulation.  Thus, it is not surprising that the SEC’s rules have evoked concern on the part of the Conference of Chief Justices as well as the ABA.  It is noteworthy that the rules would permit the SEC to sanction attorneys for failing to report breaches of fiduciary duty—thus requiring the SEC to make judgments about whether material evidence of a state corporate law breach existed.

New Federalism: Issues for the Future

--SOA addresses board room practices traditionally governed by state law, but it does not, in itself, constitute a comprehensive body of substantive corporation law

--So the reforms will almost inevitably affect and interact with state law, rather than displace it per se. 

--And its impact will probably felt most keenly in state court adjudication of disputes between shareholders and managers.  

To see how this will develop:  Consider that  neither Congress in SOA nor the exchanges created forums for the resolution of disputes at the instance of stockholders.  The stock exchanges have only the blunt tool of delisting to use to discipline firms that violate their rules.  Instead, the SOA will be enforced almost exclusively by the SEC and the federal criminal authorities.
However, it is likely that enterprising plaintiff’s attorneys will be creative in using the SOA as a tool in shareholder litigation under state law.  

--e.g. Directors are breaching their fiduciary duties by not complying with the reforms.  The claim could be that the directors are breaching their fiduciary duties by exposing the corporation to sanctions, such as delisting, by not adhering to the SOA and exchange rules.  

--e.g. Delaware law should embrace substance of SOA.

--e.g. Duty to monitor cases arguing that directors were not devoting sufficient attention to their duties, and were thus not acting in good faith.  Therefore not entitled to exculpation.  

Contrast Caremark (Del. Chancery Ct 1996 per Chancellor Allen):  “only a sustained and systematic failure of the board to exercise oversight—such as an utter failure to attempt to assure a reasonable information and reporting system exits—will establish the lack of good faith that is a necessary condition to liability.”  Reg flag test.

Will Enron/SOA ratchet up the duty to monitor.  

Chief Justice Veasey of Del. S Ct. is on record as saying that a director should reasonably spend 100 hours per year on routine matters.  Many more hours would be required of audit committee members.

State courts may thus find themselves immersed in the implementation of the SOA.  There may be a “gravitational effect” nudging state judges to align their own state corporate law so as to avoid whipsawing directors with incompatible duties.

The task will be to use the SOA to create some creative tension with state law, and to avoid the straightjacket of rules-based procedural corporate law that exists in civil law systems.  Don’t lose the flexible, ex post, enabling character of American corporate law.

Commentators have expressed concern that the NYSE with its listing requirements has “strapped all listed companies into a single model of corporate governance” that disregards diversity and imposes a single (if not particularly all inclusive) federal vision of good corporate governance on all firms.

Even the SEC’s attempt to build flexibility into the required reports of attorneys by allowing a corporation to create a QLCC raise this issue.  The QLCC must include a member of the audit committee and two other independent directors.  This “flexibility” takes away the ability of a board to create a separate legal compliance committee comprised of independent directors that do not relate to financial or disclosure issues.  And note that one independent director will have to serve on both the audit and legal compliance committees, potentially a very time consuming task.

General comments on the corporate governance aspects of SOA:

Two most frequent questions asked of corporate counsel these days: Why should I be on a board—what do I get out of it?  Why should I be on an audit committee?

SOA does not explicitly change the liability standards for directors (though again, query whether courts will raise current standard).   But, boards are definitely getting more active, asking for more information and identifying issues before they become problems.  This means that serving on a board has become more time consuming.

--More time on a given board means directors will serve on fewer boards.  There is a possibility that companies will suffer, due to having less experienced board members with less diverse realms of experience.

--Push for boards to surround themselves with experts and advisors.  (SOA explicitly requires financial expert on audit committee, and permits audit committee to hire outside advisors).  Thinking may be, “we have right to outside advisors, so we should hire them.”  Then other committees say, “if audit committee has outside advisors, we should too.”  The risk is that boards will develop adversarial relationships with management, and become too unwieldy, since lawyers and other advisors will outnumber board members.

SOA also put considerable burden on CEO and CFO, and it imposes a great deal of compliance-oriented requirements on corporations.  At what cost?  

--Will senior management spend less time on strategy?

--Will corporate boards and senior management be tempted to adopt a mechanical, one-size-fits-all, check the box approach to corporate governance?  (After all, that approach is plausibly the approach mandated by the SOA.)

--Similarly, will there be an “over proceduralization” of corporate governance?

Extraterritorial Application of the SOA: Concerns for FPIs

As noted above, SOA applies to all “issuers,” domestic and foreign.  That means virtually every company with shares or ADRs traded on U.S. securities exchanges is covered by the statute (there is a very narrow exception to certain foreign issuers.)

As noted above, this conflicts with traditional approach of SEC to accommodate foreign issuers.

Universal condemnation from overseas commentators:

Don Cruikshank, Chairman of London Stock Exchange:  “We are particularly critical of the legislate now, let the SEC pick up the pieces later approach of the act, especially the imposition of extra-territorial rule in a global market without prior consultation.”
South China Morning Post:  “The best thing that can be said about the SOA is that it was done quickly and printed on nice paper.”
General concern:  As noted above, SOA identifies board and audit committee as locus of corporate governance and oversight responsibility.  This is consistent with past U.S. corporate governance practices, but it is new and troubling for foreign issuers:.

--e.g., in many countries, controlling shareholders are prominent 

--e.g., in some counties, such as Japan, boards have traditionally been very large, so the real decision making was done by a small subset of senior executives, and the corporate law prohibited delegation of “important matters” so committees of the board were not possible.

--most countries lack the highly developed case law on the duties of directors that the U.S. has, so directors have much weaker sense of their responsibilities to shareholders and much lower probability of being held liable for their actions or inaction.

--at a more academic level (but a point that has been picked up on by Asians who oppose board reform), the emphasis on “independence” as an overriding virtue of board members is not really supported by existing statistical studies.  In fact, there is little or no statistically significant evidence that board composition is related to firm performance.  (There may be problems with these studies, but it’s all the evidence we have.)

Specific concerns (counseling issues):

1. Audit committees:  

--Each member must be independent according to the criteria specified in Section 10(A)(m)(1) of 1934 Act.  

[Section 10(A)(m)’s two criteria for audit committee member independence: 

1. Barred from accepting any consulting, advisory or consulting fee from the issuer or any subsidiary (other than in capacity as member of the board)

2. must not be an affiliated person of the issuer or any subsidiary (apart from capacity as member of the board)]

--Audit committee must be directly responsible for the appointment, compensation, retention and oversight of the work of the outside auditor, and the auditor must directly report to the audit committee.

--The audit committee must establish procedures for the receipt and treatment of complaints related to accounting.

--The audit committee must have the authority to engage independent counsel and other advisors, funded by the corporation.

--At least one member of the audit committee must be a “financial expert” as defined (essentially, one who has through education or experience attained an understanding of GAAP, accounting controls, financial reporting procedures, and audit committee functions).

These requirements are highly problematic for many FPIs:

--incompatible with the structure of the German GMBH, which has a lower-tier insider board and an upper-tier supervisory board 50% composed of employees. 

--problematic for Japanese firms, which have an inside board of corporate audit composed principally of company employees who are not members of the board (currently, only one must be independent; majority by 2005).  Also, under Japanese corporate law, the shareholders appoint and dismiss the outside auditing firm at the annual shareholders’ meeting.  As of April 2003, Japanese firms have the option of establishing an audit, nomination and compensation committee composed of a majority of independent directors in lieu of the statutory auditor.

[Aside re impact of Enron in Asia and corporate governance reform.  Japan commercial code reform.  Korea—large companies must have an audit committee.]

SEC, in its final releases, carved out exceptions to accommodate different audit committee structures mandated by foreign law.    (As SEC delicately put it in its final rule release, “the proposing release prompted many thoughtful comments from dozens of FPIs and their representatives from around the world.”)
--non-management employees may serve as audit committee members, consistent with co-determination and similar arrangements in other countries.

--shareholders may select or ratify auditors, consistent with the requirements of many countries

--alternative structures such as boards of auditors are permitted to perform auditor oversight where such structures are provided for under local law

--permit one foreign government shareholder representation on audit committees

--permit controlling shareholder representation on audit committees (must have only nonvoting, observer status, and must meet the second prong of 10A(m) (no compensation or fees)

FPIs have until July 2005 to comply with audit committee rules.  U.S. firms have until June 2004.

Ironic outcome of rules in Japan:  If company stays with statutory auditor, does not have to make any structural changes (though probably has to give more direct oversight role to statutory auditor). However, if company adopts new committee system, must comply with SOA as if it were a U.S. corporation—i.e., must have completely independent audit committee.  So incentive is to stay with old system.

2. U.S. federal oversight of foreign auditors:  SOA subjects foreign accounting firms to PCBOA registration, inspections, investigations and disciplinary proceedings.  Obviously, this can overlap or conflict with home country governmental oversight.  SOA also requires the production of audit workpapers.  This can conflict with local law on disclosure of confidential information to foreign authorities.  For example, forced disclosure to foreign authorities is prohibited by Japanese law.  It also would conflict with EU data protection laws that forbid transferring personal data outside the EU.

This prompted backlash from the European Union.  Warned of reciprocal requirements for U.S. accounting firms.  European auditors working for companies listed in the U.S. are already subject to equivalent laws that have been in place in the EU since the 1980s.

Final note:  SOA requires a study by July 2003 on principles-based accounting.  The SEC favors this approach.  Adoption in the U.S. would move U.S. GAAP much closer to that followed in Europe and elsewhere.

3.  Ban on corporate loans to officers and directors:  It is common practice for international companies to make loans to senior management in connection with reassignments.  Does SOA make this practice illegal? 

4.  Forfeiture of certain compensation and stock profits:  possibly not that meaningful for foreign executives, since restatements are not as common.

5.  No trading during pension fund blackout periods (only applies where at least 15% of plan participants or 5000 in number are U.S. citizens)

6.  Individual CEO and CFO certifications are done on Form 20F.  Do not have to be done on a quarterly basis.

7.  Director liability: examine indemnification and insurance to ensure adequate coverage.  In some countries, indemnification is not permitted to be as broad as under Del. law.    

Wrap up:  In the end, the SEC followed its past approach of providing accommodations to foreign issuers.  This is realistic given global competition for securities listings.  Another way to explain this result is that the high profile domestic political furor over Enron and WorldCom have passed.  Congress and the public are unlikely to be terribly concerned about, or even to fully understand, the technical details of exemptions for foreign issuers.

I don’t see this as SEC caving it to foreign pressure or watering down of SOA as much as a realistic solution to the difficult position the SEC was put in by SOA.

Section 307 Professional Conduct for Attorneys (reflects both federalization and extraterritorial application of law)

Section 307 mandates that the SEC issue rules prescribing the minimum standards of professional conduct for attorneys appearing and practicing before it in any way in the representation of issuers, including at a minimum a rule requiring an attorney to report evidence of a material violation of securities laws or breach of fiduciary duty or similar violation by the issuer or any agent thereof to appropriate officers within the issuer and, thereafter, to the highest authority within the issuer, if the initial report does not result in an appropriate response.

There is a widespread sense that lawyers were part of the Enron problem.  

John Corzine (D NJ, former chief executive of Goldman Sachs) one of the senators responsible for the llth hour insertion of section 307 into the legislation:

“In fact, in our corporate world today—and I can verify this by my own experience—executives and accountants work day to day with lawyers. They gave advice on almost each and every transaction.  That means when executives and accountants have engaged in wrongdoing, there have been some folks at the scene of the crime—and generally they are lawyers.”
Indeed, as with the accountants, stock analysts, and governmental regulators, the lawyers stumbled badly in Enron.

Section 307 came as an unwelcome surprise to the bar.  It was introduced as a floor amendment very late in the passage of the SOA by Senators John Edwards, Michael Enzi and John Corzine.  

As a backdrop, in the prior year, the ABA had rejected revisions to the Model Rules (Rule 1.13) that would have required lawyers who know there is fraud to take action in the best interests of the organization.  (Rule 1.13 says that lawyers must proceed in the best interests of the organization—which may include referring the matter to a higher authority within the organization--if they know of misconduct related to their representation of an organization.)  But the revision was rejected.  SOA Section 307 is a more intrusive regulation, because it requires reporting of “evidence” of a material violation, requires up-the ladder reporting, and also permits disclosure to the SEC of evidence of violations without client consent.

On November 21, 2002, in response to this directive of the SOA, the SEC published for comment proposed rules, which, among other things, required attorneys to effect a so-called “noisy withdrawal” by notifying the SEC that they had withdrawn from the representation of the issuer, and permitted attorneys to report evidence of material violations to the SEC.

The final rule adopted on January 29, 2003 is effective on August 5, 2003.  The final rule adopted in February was significantly modified in light of the comments received.  

The SEC extended the comment period on “noisy withdrawal.”  The SEC proposed and solicited comment on an alternative procedure to the “noisy withdrawal” provisions.  Under this proposed alternative, in the event that an attorney withdraws from representation of an issuer after failing to receive an appropriate response to reported evidence of a material violation, the issuer would be required to disclose its counsel’s withdrawal to the SEC as a material event.  Final rule expected late this summer.

The  SEC standards supplement applicable standards of any jurisdiction where an attorney is admitted or practices and are not intended to limit the ability of any jurisdiction to impose additional obligations on an attorney not inconsistent with the SEC rules.  Where there is a conflict between the standards of a state where an attorney is admitted or practices and the SEC rules, the SEC rules govern.

The operative provision is Section 205.3 (b).  Duty to report evidence of a material violation.  

A lawyer appearing and practicing before the SEC must report evidence of a material violation of the securities laws or breach of fiduciary duty by the issuer or any of its agents to the issuer’s chief legal officer or its chief executive officer forthwith.  

If the reporting lawyer does not receive an “appropriate response,” the lawyer must report the evidence to the audit committee, another committee of independent directors (if no audit committee) or to the full board of directors.

Issuer Confidences:  205.3(d) (2) provides that an attorney may reveal to the SEC, without the issuer’s consent, confidential information related to the representation to the extent the attorney reasonably believes necessary 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, to prevent the issuer from committing perjury, or to rectify the consequences of a material violation by the issuer in the furtherance of which the attorney’s services were used.

(Contrast ABA Model Rule 1.6 prohibiting disclosure of confidential information even to prevent a criminal fraud.)  Thirty seven states permit an attorney to reveal confidential client information in order to prevent the client from committing criminal fraud.

Appropriate response

205.2(b) provides “appropriate response” means a response as a result of which the attorney reasonably believes (1) that no material violation has occurred, is ongoing, or is about to occur; (2) that the issuer has, as necessary, adopted appropriate remedial measures; or (3) that the issuer, with the consent of the board, an independent committee thereof or a QLCC, has retained or directed an attorney to review the reported evidence and either substantially implemented any remedial recommendation or has been advised that the attorney may assert a colorable defense on behalf of the issuer.

An attorney who receives what he reasonably believes to be an appropriate response to his report within a reasonable time need do nothing more with respect to the report.

Issues for foreign lawyers or US lawyers practicing outside the U.S.

Counsel for foreign companies may find themselves subject to SEC standards of conduct with respect to matters of attorney-client relationships and with respect to the internal affairs of foreign companies, including, for example, the extent to which counsel may be required to communicate with outside directors separate from management.

“Nonappearing foreign attorneys” are not covered by the rules.

Nonappearing foreign attorney means an attorney who (1) is admitted to practice in a jurisdiction outside the US, (2) does not hold themselves out as practicing US law, (3) conducts activities that would constitute appearing and practicing only incidentally and in consultation with US counsel.

Non-US attorneys who believe that the requirements of the rule conflict with law or professional standards in their home jurisdiction may avoid being subject to the rule by consulting with US counsel whenever they engage in any activity that constitutes appearing and practicing before the Commission.  Also 205.6 (d) provides that attorneys who practice outside the U.S. are not required to comply to the extent such compliance is prohibited by foreign law.  Note that this applies not only to non-US attorneys but US attorneys who practice in foreign countries.  

Sanctions and Discipline

Attorneys who violate these rules are subject to civil penalties and administrative disciplinary proceedings.

Upshot:  As with many other provisions of SOA, the greatest implication of Section 307 and the SEC’s new rules may lie their precedential effect rather than the rules themselves.  Obviously, we must await the SEC’s final rules on “noisy withdrawal” before we can reach any firm conclusion.  But the “colorable defense” escape hatch and the permissive rather than mandatory nature of reporting of violations to the SEC may remove any real sting from the new oversight regime.  Yet as a precedent, it is hard to ignore the significance of Section 307.  Already, SOA has opened up a vigorous debate about the creation of specialized ethics rules for different practices specialties, and some, including Judge Stanley Sporkin, have concluded that “if lawyers are not careful, there will be a public oversight board for attorneys.” 

Conclusion

SOA ushered in a new era in U.S. corporate governance, with serious consequences for corporate boards, executive officers, and “gatekeepers” such as accountants and lawyers.  Due to the structure of SOA, the implications of SOA extend around the world.  It is exciting, if highly uncharted, territory for the regulation of corporate governance.
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