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The Sarbanes-Oxley Act of 2002 was in many respects a response
to high-profile corporate scandals, but the Act contains corporate
governance and accounting regulation concepts that had been
proposed even before these scandals became public. Although in
most respects, the Act is directly applicable only to publicly

held companies, many Sarbanes-Oxley concepts may eventually

be brought to bear on privately held companies through state
regulation, changes in delivery of accounting and auditing services,
adaptation of bank lending covenants, insurance requirements,
and court decisions in state law fiduciary duty litigation.



Sarbanes-Oxley became law in 2002.1
Some provisions apply to all companies that
have reporting obligations under the federal
securities laws and some only to companies
with securities admitted to trading on na-
tional exchanges or Nasdag.2 The Act seeks
to improve investor confidence by tightening
government regulation of the accounting, re-
porting, and corporate governance practices
of public companies. Many of the Act’s pro-
visions require the SEC to adopt implement-
ing rules, and many rules have been adopted
since the Act became law.

The Act is significant not only because of
its scope, but also because of the material shift
it signifies in the balance of federal and state
regulation of corporations. Historically, sub-
stantive regulation of corporate procedure and
governance has been primarily the province of
state regulation, while the federal securities
laws have regulated disclosure.3 Sarbanes-
Oxley demonstrates Congress' intent to move
into the field of corporate governance regula-
tion, at least for certain corporations.

Most provisions of the Sarbanes-Oxley
Act apply only to publicly held reporting
companies. However, some of its terms reach
beyond publicly held companies. Further,
the requirements of the Act and related rules
may develop into normative standards for
corporate “best practices” and/or require-
ments imposed on privately held companies
by lenders, insurers, contracting parties sub-
ject to the Act, and others. The impact on
privately held companies is likely to be un-
even, with larger privately held companies
more extensively affected than small, closely
held entities. Some of the means by which
Sarbanes-Oxley provisions might be applied
to privately held companies, and substantive
areas in which those rules may be applied,
are discussed below.

Through what authority or means might
Sarbanes-Oxley concepts be applied to pri-

vately held companies? Among the possibili-
ties are the following:

Direct Federal Regulation

Certain provisions of Sarbanes-Oxley are
directly applicable to privately held compa-
nies. Among these are Section 1107 provid-
ing criminal penalties for retaliation related
to an employee’s whistleblowing activities;
Section 802, which makes it a criminal vio-
lation to alter, destroy, mutilate, conceal, or
make a false entry in a record, document, or
tangible object with the intent to impede,
obstruct, or influence any investigation or
bankruptcy matter; and Section 904, which
increases the potential criminal monetary
penalties and the potential prison sentences
for ERISA violations. In late 2002, the Inter-
nal Revenue Service asked for comments on
the possibility of amending IRS Form 990
to require tax-exempt organizations to make
certain corporate governance disclosures, al-
though no proposed regulations have yet
been promulgated.4

Possible Direct State Regulation

Section 209 of the Sarbanes-Oxley Act
asks appropriate state regulatory authorities,
in their regulation of non-registered public
accounting firms, to “make an independent
determination of the proper standards ap-
plicable, particularly taking into considera-
tion the size and nature of the business of the
accounting firms they supervise and the size
and nature of the business of the clients of
those firms.”

Numerous states have begun to implement
or consider state-level regulation of corpora-
tions and the accounting industry based on
Sarbanes-Oxley precedents, with mixed re-
sults.5 These regulations or proposals address
issues such as consulting services provided by
accountants to their audit clients, falsifying
financial statements, prohibiting “revolving
door” employment between accountants and
their audit clients, and requiring certification
of financial statements or reports filed with
the state. Other areas where Sarbanes-style
regulations could be imposed by state regula-
tion include banking regulations requiring
lenders to impose certain standards on bor-
rowers and employment laws instituting
whistleblowing provisions and penalties.

Companies That May
Become Publicly Held

Companies that anticipate going public
in the future or that may be acquired by
publicly held companies must concern them-
selves with Sarbanes-Oxley compliance. The
Act applies to companies that have filed reg-
istration statements under the Securities Act
of 1933 even before those registration state-
ments become effective. In addition, privately
held companies that do not meet certain
Sarbanes-Oxley standards become less attrac-
tive targets for acquisition by publicly held
companies. For instance, they may not have
the disclosure controls and procedures or the
internal controls needed to facilitate post-
closing certification of financial statements
or auditor attestation of those systems.

Doing Business with Certain Parties

Privately held companies doing business
with public companies subject to the Act or
with governmental entities may have certain
Sarbanes-based provisions imposed as a mat-
ter of contract. Governmental entities may
insist on provisions regarding independence
of directors and auditors, financial ethics,
procedures for handling complaints, and fi-
nancial reporting controls. Governments
could prohibit state pension or retirement
funds, or state incubator or venture funds,
from investing in companies that do not
meet certain Sarbanes-style requirements.6
Publicly held companies subject to Sarbanes-
Oxley may require some of these controls in
key contract relationships with private com-
panies. Private venture capital firms may in-
sist on imposing Sarbanes-type requirements
on companies in which they invest. These
might include, among other things, inclu-
sion of independent directors, audit commit-
tee functions, accountant independence is-
sues, executive compensation restrictions,
and codes of ethics.

Lending Relationships and Loan Covenants

Even if not required by state banking reg-
ulators, financial institutions may begin to
revise loan agreement covenants to require
compliance with corporate governance stan-
dards modeled on Sarbanes-Oxley provi-
sions. It has long been common in commer-
cial loan agreements to have covenants that,

—

10V A3TXO-SaINVEHdVYS IHL

¥00C AVIN

*

TIVNEINOr 4v8 NVOIHODIN



THE SARBANES-OXLEY ACT

MAY 2004

*

MICHIGAN BAR JOURNAL

for instance, prohibit related party transac-
tions, restrict increases in executive compensa-
tion, or require certification of financial state-
ments. Strengthening and expanding these
covenants on the basis of Sarbanes-Oxley may
give lenders greater tools to monitor covenant
compliance and detect problems.

Insurance Standards

Insurers may require Sarbanes-type initia-
tives as conditions to coverage. This could
involve various types of insurance. Bonding
and surety companies, for example, may re-
quire accounting and disclosure control pro-
cedures and financial statement certifica-
tions. Insurers for public bond issues may
also impose more stringent accounting and
financial control measures.

Directors’ and officers’ liability insurers
may impose requirements patterned on Sar-
banes provisions regarding director independ-
ence, related party transaction approval, com-
mittee structure, ethics codes, procedures for
handling complaints, and whistleblowing.
Recent corporate governance scandals and
the increased demands of Sarbanes-Oxley
have caused significant increases in d&o pre-
miums as well as more tightly drawn exclu-
sions. Privately held companies maintaining
such insurance will feel these effects.

Labor and Human Resources

Labor unions have been some of the
strongest critics of corporate governance
shortcomings exposed by recent scandals,
charging that they enriched management at
the expense of the rank and file workforce.
Private companies with collective bargaining
units may find that corporate governance
standards become part of the bargaining
process as contracts are renewed. Among
areas likely to be addressed are conflicts of
interest and related party transactions, ex-
ecutive compensation and performance-
related pay, codes of ethics, improved finan-
cial reporting systems, controls and proce-
dures for handling complaints, and protec-
tions for whistleblowers.

Accounting Profession Regulation

Aside from state-imposed regulations,
most accounting professional organizations
are also considering self-imposed rules that
incorporate Sarbanes-Oxley concepts, partic-
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Certain provisions of Sarbanes-Oxley are directly applicable to privately

held companies.

Privately held companies doing business with public companies subject
to the act may have certain Sarbanes-based provisions imposed as

a matter of contract.

Insurers may require Sarbanes-type initiatives as conditions to coverage.

Attorneys and their privately held clients should expect that some
of these concepts will filter into professional responsibility rules.

ularly as they relate to auditor independence.
In addition, Sarbanes-Oxley will continue to
spur accounting firms to consider reorganiz-
ing their business models to separate tradi-
tional consulting activities from auditing
functions to comply with the auditor inde-
pendence rules. These changes may result in
privately held companies being unable to ob-
tain certain services from their historical au-
ditors even when not prohibited. Voluntarily
adopted standards on rotation of auditing
partners, prevention of employment with
audit clients and the like may affect private
companies as well as public companies.

Legal Profession Regulation

Sarbanes-Oxley imposes obligations on at-
torneys to report evidence of violations of
federal securities laws and breaches of fidu-
ciary duty to the corporation’s chief legal offi-
cer and, if the response is inadequate, “up the
ladder” in the corporate hierarchy. Still pend-
ing are proposed provisions that would re-
quire attorneys to engage in so-called “noisy
withdrawals” if clients failed to take sufficient
action regarding a reported violation. State
bar associations are studying these rules and
considering whether to adopt similar rules for
attorneys as part of their professional codes of
ethics, although some state bar associations
have challenged the SEC’s authority to regu-
late attorney conduct in this manner.” Attor-
neys and their privately held clients should
expect that some of these concepts will filter
into professional responsibility rules.

Nonprofit Regulation

The nonprofit sector has suffered account-
ing and financial statement scandals of its
own, and both the IRS and the New York at-

torney general have focused specifically on
nonprofit organizations as needing improved
financial oversight and corporate governance
procedures.8 Given the historical governmen-
tal roles in overseeing nonprofit organiza-
tions,9 this scrutiny will likely continue and
spread. Nonprofits engaged in tax-exempt
bond financing may also find Sarbanes-type
governance and accounting provisions im-
posed on them by auditors, underwriters, in-
surers, and credit enhancers as a condition to
the financing.

Fiduciary Duty Standards

While Sarbanes-Oxley imposes much
more comprehensive substantive federal reg-
ulation of corporate governance matters than
had previously existed, standards of fiduciary
duty discharge and breach of duty continue
to be governed by state corporate law. Al-
though Sarbanes-Oxley does not create pri-
vate rights of action, the standards and re-
quirements it imposes may become models
for shaping of fiduciary law principles under
state laws. As case law develops, the practices
required under Sarbanes may be held up as
normative standards even for companies not
directly subject to the Act, and failure to ob-
serve those standards may be cited by plain-
tiffs as evidence of breach of duty. Directors
of private companies that adopt these stan-
dards but fail to observe them may also find
such failures cited as breaches of duty.

Possible Sarbanes principles that may be
cited as establishing fiduciary standards in-
clude those that:



e require independence of directors and
auditors

« prohibit non-audit relationships with
auditors

e require companies to adopt codes of
ethics for executive officers

« require creation of systems to facilitate
the submission and handling of anony-
mous complaints regarding accounting
and financial matters

« relate to executive compensation, in-
cluding those that require forfeiture of
executive compensation under certain
circumstances and that prohibit loans
to directors and executive officers

Whistleblower Provisions

The Act contains two separate whistle-
blower-related provisions. Section 1107 pro-
vides criminal penalties for retaliation against
any person who provides to a law enforce-
ment officer any truthful information relat-
ing to the commission or possible commis-
sion of any federal offense. It is not limited to
public companies, nor is it limited to viola-
tions related to the Act, financial or account-
ing issues, or even to matters related to the
federal securities laws. These provisions apply
to all privately held companies and should be
communicated to human resources managers
or others who supervise employees.

Section 806 of Sarbanes-Oxley protects
employees of publicly traded companies who
lawfully disclose information about fraudu-
lent activities within their company. This
could become a model for parallel state regu-
lation, especially since many states, including
Michigan,0 already have whistleblower pro-
tection statutes.

Financial Matters
« Certification of Financial Statements
Most commercial loan agreements re-
quire some sort of compliance certification
from borrowers on a periodic basis relating
to financial statements and compliance with
financial covenants. Insurance policies for
various types of insurance also require sub-
mission of certified financial statements as
part of the applications process. Lenders,
insurers, and others may attempt to apply
more stringent certification standards, such

as those imposed by Sections 302 and 906
of Sarbanes-Oxley, to privately held compa-
nies. Many privately held companies lack
the control procedures to be able to make
these certifications.

« Off-Balance Sheet Transactions

Financing agreements often contain spe-
cific limitations or prohibitions on related-
party transactions and on contingent liabili-
ties such as guaranties or surety relationships.
To further the goal of transparency in finan-
cial disclosures, private parties such as lenders
and insurers may decide to require disclosure
of all such transactions along the lines of Sec-
tion 401 of Sarbanes-Oxley. This is also an
area where regulation of nonprofits may re-
quire additional disclosure and where organ-
ized labor may bargain for disclosure due to
concerns over the effect of such unrecorded
contingent liabilities on the financial strength
of employers.

Accountant Independence

Sarbanes-Oxley emphasizes the impor-
tance of independence in the auditing proc-
ess. The Act imposes specific prohibitions
and requirements on auditors of public com-
panies, including forbidding them from pro-
viding certain non-audit services to those
clients and requiring them to report on cer-
tain matters to audit committees.

Self-regulatory organizations within the
accounting profession are likely to try to pre-
empt additional regulation of the profession
from the outside by imposing rules of their
own applicable to private and public com-
panies. New rules may restrict or regulate the
scope of services that accountants can pro-
vide to audit clients, the relationship that au-
ditors maintain with client management and
independent directors, retention periods for
audit workpapers and related documents,
required disclosures that must be made to
clients, strengthened review and reporting on
control systems, and mandatory rotation of
audit review partners. These self-imposed
rules may limit interactions that private com-
panies have with their auditors.

Board Independence

The Sarbanes-Oxley Act, the new rules
of the NYSE and Nasdag, and other rule-

making initiatives and private studies and
reports have focused on the importance of
director independence in corporate govern-
ance matters. These include requirements
or recommendations that members of the
Audit, Compensation, and Nominating
Committees be independent; that the full
board consist of at least a majority of inde-
pendent directors; that the position of board
chair be separated from the chief executive
position, and that the chair be independent;
that the independent directors meet periodi-
cally in executive session without the inside
directors; and that boards appoint a “lead
independent director.”

The dynamics of boards of privately held
companies differ from those of publicly held
companies. Boards of privately held compa-
nies normally are not expected to have the
same extensive committee structure as public
boards, and the availability of truly inde-
pendent directors willing to serve on private
company boards is considerably less than for
public companies.

Nevertheless, lenders, insurers, govern-
ment contracting entities, venture capital in-
vestors, and auditors may all insist on some
modicum of independence on private boards.
Areas of particular scrutiny are likely to be
approval of related party transactions, man-
agement of the audit relationship and certifi-
cation of financial statements, approval of
executive compensation, and establishment
of complaint procedures. For larger privately
held companies, establishment of committee
structures to govern key functions such as
audit and executive compensation may also
be required.

Document Retention Policies

Section 802 of Sarbanes-Oxley creates
criminal penalties for altering or destroying
documents in an attempt to impede or influ-
ence a federal investigation or bankruptcy
proceeding. These restrictions apply to all
persons whether or not affiliated with a pub-
licly held company. Parallel state legislation
has been introduced in some states.! In re-
sponse to these developments, all compa-
nies, including those that are privately held,
should implement policies dealing with doc-
ument retention and responses to investiga-
tions or litigation.
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Executive Compensation

Sarbanes-Oxley provisions linking execu-
tive compensation to company performance
could find their way into private company
regulation through state laws, loan cov-
enants, public contract provisions, and insur-
ance requirements or exclusions. Among
these could be prohibitions on loans to insid-
ers, requirements to adopt ethics policies for
financial executives, and requiring forfeiture
of incentive compensation in the event that
financial statement misstatements or omis-
sions are discovered.

Statute of Limitations for
Securities Fraud Claims

The Supreme Court in 1991 created a
uniform limitations period for securities law
fraud actions under Section 10(b) and Rule
10b-5 of the Securities Exchange Act of 1934.
It required actions to be brought within one
year after discovery of the claim and in any
event no later than three years after the acts

e

forming the basis of the claim.12 Section 804
of Sarbanes-Oxley creates an express limita-
tions period for private actions that expands
the period to two years after discovery and
five years after the fraud.

This period will affect privately held as
well as publicly held companies. Section
10(b) and Rule 10b-5 apply to private offer-
ings of securities by privately held compa-
nies, repurchases by such companies of their
own securities from existing holders, transac-
tions by private companies in the securities
of other companies, or any other transaction
involving the purchase or sale of a security.

The full impact and ramifications of the
Sarbanes-Oxley Act, even on the publicly
held companies directly regulated by it, has
yet to be determined. It is clear, however, that
the Act has imposed significant additional
obligations and costs on those companies.
The direct and indirect effect that the Act
and its principles will have on privately held
companies may be felt slowly and unevenly.

Privately held companies should nevertheless
anticipate that Sarbanes-Oxley will influence
the legal and commercial environment in
which they operate in the coming years.
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1. The Sarbanes-Oxley Act was Public Law 107-204
of 2002. For the text of the Sarbanes-Oxley Act,
see http://www.riahome.com/newlaw/fulltext.pdf
or http://news.findlaw.com/hdocs/docs/gwbush/
sarbanesoxley072302.pdf.

2. The New York Stock Exchange and the Nasdaq
Stock Market have adopted extensive new rules
that apply many Sarbanes-Oxley corporate gov-
ernance principles and in some instances go be-
yond those requirements. See http://www.sec.gov/
rules/sro/34-48745.htm. The American Stock
Exchange had proposed similar rule revisions. See
http://www.amex.com/atamex/news/enh_corp_
governance2.pdf.

3. Indeed, some previous attempts by the SEC to
impose substantive regulation through rulemak-
ing have been struck down by courts as exceeding
the Commission’s statutory authority See The
Business Roundtable v SEC, 905 F2d 406 (DC
Cir 1990).

4. See Announcement 2002-87, http://www.irs.gov/
pub/irs-drop/a-02-87.pdf.

5. For a summary of these, see http://www.aicpa.
org/statelegis/state_documentsby_yr.asp.

6. Massachusetts, for instance, has a legislative pro-
posal pending to this effect. See note 5 supra.

7. See, for instance, the letter of the Corporations
Committee of the Business Law Section of the
State Bar of California to SEC General Counsel
Giovanni Prezioso dated August 13, 2003. A copy
can be found at http://dwalliance.com/sbar/
SEC.PDF.

8. See notes 4 and 5, supra.

9. For instance, the Michigan attorney general may
require that the dissolution of a nonprofit cor-
poration organized for charitable purposes, and
the disposition of the corporation’s assets, be ac-
complished by a proceeding in circuit court. See
MCL 450.251.

. See MCL 15.361 et seq.

. See note 5 supra.

. Lampf, Pleva, Lipkind, Prupis & Petigrow v Gilbert-
son, 501 US 350 (1991).
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