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Introduction
On November 4, 2003, the Securities Exchange
Commission approved the new corporate governance listing standards proposed by New York
Stock Exchange,1 the culmination of a rulemaking process which commenced in early 2002
with the NYSE’s appointment of its Corporate
Accountability and Listing Standards Committee.2
The new corporate governance listing standards
substantially alter the former standards and otherwise implement SEC Rule 10A-3 under Section
10A(m) of the Securities Exchange Act of 1934
(which was added by Section 301 of the SarbanesOxley Act of 2002). The new standards are
intended to enhance the accountability, integrity
and transparency of NYSE listed companies.

pensation plan shareholder approval requirements
became effective June 30, 2003.

Board of Directors
Independent Directors. Under the new listing standards, the board of directors of a listed company4
must have a majority of independent directors.
This represents a significant change from the
former listing standards which merely required
an audit committee comprised of independent
directors. The NYSE also revised its standards
for independence and now requires the board of
directors to affirmatively determine that directors who are designated as independent have “no
material relationship” with the company.

The NYSE has amended or added new listing
standards that are set forth in Section 303A of the
Listed Company Manual relating to:

The new rules contain five bright-line tests which
if not satisfied will preclude a director from designation as an independent director. Under these
bright-line tests, a director is not independent if
during the prior three years:

•

board composition;

•

•

board committees;

the director has been employed by, or an
immediate family member5 has been an
executive officer of, the listed company;

•

executive compensation;

•

•

corporate governance and ethics; and

either the director or an immediate family
member has received $100,000 per year in
direct compensation from the listed company;6

•

new disclosure requirements.
•

the director has been affiliated with or
employed by, or whose immediate family
member has been affiliated with or employed
in a professional capacity by, a present or
former external or internal auditor of the
listed company;

•

the director has been employed by a company that makes payments to, or receives payments from, the listed company for property
or services in an amount which, in any single

The SEC had previously approved on June 30,
2003 other amendments to the NYSE’s listing
standards that require shareholder approval of all
equity compensation plans.3
As discussed below, compliance with the new
corporate governance listing standards is generally required by the earlier of the listed company’s
first annual shareholders meeting after January
15, 2004 or October 31, 2004. The equity com-

fiscal year, exceeds the greater of $1 million,
or 2% of such other company’s consolidated
gross revenues; or
•

either the director or an immediate family
member, has been employed as an executive
officer of another company where any of the
listed company’s present executives serve on
that company’s compensation committee.

The bright-line tests and the general standard for
independence requiring “no material relationship”
represent a change from the former definition of
independence which only required a determination
that a director’s relationship with the company
did not interfere with the exercise of the director’s
independence from management and the company. In determining whether a relationship is material, the NYSE now instructs boards of directors
to broadly consider all relevant facts and circumstances such as the director’s affiliation with companies, firms, organizations and persons that have
a relationship with the company. Materiality of a
relationship should be considered not merely from
the standpoint of the director, but also from that
of the persons or the organizations with which the
director has an affiliation. Ownership of a significant amount of the company’s stock alone is not a
definitive bar to finding a director independent.
The basis for a determination that a relationship
is not material is required to be disclosed in either
the company’s annual meeting proxy statement
or Form 10-K annual report.7 For purposes of
applying the “consolidated gross revenues test” to
charitable organizations (which are not considered
“companies”), the listed company must disclose
any contributions it makes to a charitable organization for which a director serves as an executive
officer if in any single year during the three year
cooling off period such contributions exceed the
greater of $1 million or 2% of that charitable
organization’s consolidated gross revenues. The
new standards permit the board of directors to
establish categorical standards for independence
and confirm the board’s independence determinations by general disclosure that the designated
directors meet such standards.
Executive Sessions. In order to empower nonmanagement directors8 to serve as a more effective
check on management, the new standards require
non-management directors to meet regularly in
executive session without management participation. The NYSE suggests that they should be regularly scheduled to prevent any negative inference
from the fact that an executive session is held at a
particular time. If the non-management directors
include directors who are not independent under
the new standards, the new standards require
listed companies to schedule an executive session
of only independent directors at least once a year.
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Presiding or Lead Director. The independent directors must designate and publicly identify in the
company’s annual meeting proxy statement or
Form 10-K annual report, a director, who may be
a non-executive chairman of the board, to preside
at the executive sessions. If there are rotating
presiding directors, the company must disclose
the procedure by which the presiding director is
selected for each executive session. The company
must also disclose a method for interested parties
to communicate their concerns to the presiding
director or the independent directors as a group.
Transition. The three-year cooling off period
contained in the independence standards will not
apply during the first year following the effective
date of the new standards. Rather companies
can apply a one-year cooling off period until the
first anniversary of the effective date of the new
standards, at which time the full three-year period
will apply.

Board Committees
The new NYSE listing standards require a listed
company to have an audit committee, a compensation committee and a nominating or corporate
governance committee, each composed entirely
of independent directors and each with a charter
describing the purposes and responsibilities of the
respective committee. The former listing standards did not require listed companies to have
either a compensation or nominating/corporate
governance committee, although many listed companies maintained such committees for other compliance and sound corporate governance reasons.
Audit Committee. Several rule changes relate to
the audit committee. The audit committee must
be comprised of at least three members and each
member of the committee must be independent
and otherwise to satisfy the enhanced independence and other requirements of Rule 10A-3
under the Exchange Act. Under Rule 10A-3,
among other things, audit committee members
may not receive from the listed company, directly
or indirectly, any consulting, advisory or compensatory fee other than directors’ fees for service as
a director or board committee member or fixed
payments under a retirement plan (including
deferred compensation) for past service9 and may
not otherwise be an “affiliated person”10 of the
listed company or any of its subsidiaries. In situations in which an audit committee member ceases
to satisfy Rule 10A-3’s independence requirements for reasons outside of the audit committee
member’s reasonable control, the member may
remain on the audit committee until the earlier
of the listed company’s next annual shareholders
meeting or one year from the occurrence of the
event that caused the failure to comply with the
independence requirement.

All members of the audit committee must be
financially literate as such qualification is interpreted by the board in its business judgment. A
least one member of the audit committee must
have accounting or related financial management expertise as interpreted in the board’s business judgment. An “audit committee financial
expert” within the meaning of Item 401(e) of SEC
Regulation S-K (adopted pursuant to Section 407
of the Sarbanes-Oxley Act) may be presumed to
have such expertise.11
If a director is permitted by a board to simultaneously serve on the audit committee of more than
three public companies, the board must determine
that the director can effectively serve on its audit
committee and publicly disclose this determination in the company’s annual meeting proxy statement or Form 10-K annual report.
The audit committee must have a written charter
that addresses the audit committee’s purpose,
which at a minimum, must be to:
•

assist the board in overseeing:
• the integrity of the company’s financial
statements;
• the company’s compliance with legal and
regulatory requirements;
• the qualifications and independence of the
company’s independent auditors; and
• the performance of the company’s internal
audit function and independent auditors; and

•

•

prepare the audit committee report required
by the SEC to be included in the company’s
annual meeting proxy statement;
undertake an annual performance evaluation
of the audit committee

The audit committee charter must also address the
authority, duties and responsibilities of the audit
committee, which at a minimum must include:
•

as required by Rules 10A-3(b)(2), (3), (4) and
(5), the authority, duty and responsibility to:
• appoint, compensate, retain and oversee the
company’s independent auditors, including
the resolution of disagreements and, require
the auditors to report directly to the committee (Rule 10A-3(b)(2));
• establish procedures for the receipt, retention and treatment of complaints regarding
accounting, internal accounting controls and
auditing matters and the confidential sub-
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mission of concerns regarding questionable
accounting or auditing matters (Rule 10A3(b)(3));
• engage independent legal counsel and other
advisors as determined necessary to carry out
its duties (Rule 10A-3(b)(4)); and
• determine the appropriate funding to compensate the company’s independent auditors,
any legal counsel or other advisors engaged
by the committee and ordinary administrative expenses necessary and appropriate to
carry out its duties (Rule 10A-3(b)(5)); and
•

the authority, duty and responsibility to:
• obtain an annual report from the company’s independent auditors describing auditor quality-control issues, governmental or
professional investigations during the last
five years into other audits carried out by the
auditors and all relationships between the
auditors and the company;
• discuss with management and the independent auditors the company’s annual and
quarterly financial statements, including the
MD&A disclosures;
• discuss earnings press releases and financial
information and earnings guidance provided
to analysts and rating agencies;12
• discuss policies on risk assessment and risk
management;
• meet separately, periodically, with management, internal auditors and the independent
auditors;
• review with the independent auditors any
audit problems or difficulties and management’s response;
• set clear hiring policies for employees or
former employees of the independent auditors; and
• report regularly to the board of directors
regarding any issues that arise relating to,
among other things, financial reporting and
compliance.

In carrying out its oversight responsibility, the
new standards require the audit committee to
review major issues regarding accounting principles and financial statement presentations, including significant changes in the selection or application of accounting principles and major issues
concerning the adequacy of internal controls
and the audit steps taken in light of any material
weaknesses. The audit committee must review

the analyses prepared by management and/or the
independent auditors regarding significant financial reporting issues and judgments, including the
analyses of alternative treatments, and the effect
of regulatory and accounting initiatives, as well as
off-balance sheet structures, on the financial statements. The audit committee must also review the
type and presentation of information included
in earnings press releases with attention to “pro
forma” or “adjusted” GAAP information, as well
as financial information and earnings guidance
provided to analysts and rating agencies.
Compensation Committee. The new standards
require listed companies to have compensation
committees comprised entirely of independent
directors. The compensation committee must
operate under a written charter that specifies the
committee’s purpose which, at a minimum, must
provide for the direct responsibility to:
•

•

•

review and approve corporate goals and
objectives relevant to CEO compensation and
in light of such goals and objectives evaluate
CEO performance, and, either as a committee or together with the other independent
directors, as directed by the board, determine
and approve the CEO’s compensation level
based on this evaluation;
make recommendations to the board concerning non-CEO compensation, incentive
compensation plans and equity-based plans;
and
prepare the annual report on executive compensation to be included in the company’s
annual meeting proxy statement or annual
report on Form 10-K.

The NYSE instructs the compensation committee,
in determining long-term incentive compensation
of the CEO, to consider the company’s performance and relative shareholder returns, the value
of incentive awards to CEOs of comparable companies and the awards given to the listed company’s CEO in past years.
The compensation committee must also undertake
an annual performance evaluation of the committee. If a company engages a compensation
consultant, the compensation committee must
have the sole authority to retain and terminate the
consultant as well as the authority to approve the
fees charged by the consultant and other retention
terms.
Nominating/Corporate Governance Committee.
The new standards require listed companies to
have a nominating or corporate governance committee comprised entirely of independent directors. The nominating/corporate governance com-
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mittee must operate under a written charter that
specifies the committee’s purpose and responsibilities which, at a minimum, must provide for the
responsibility to:
•

identify individuals qualified to become
board members consistent with criteria
approved by the board;

•

select, or to recommend that the board select,
the director nominees for the next annual
meeting of shareholders; and

•

develop and recommend to the board a set of
corporate governance principles applicable to
the company.

The nominating/corporate governance committee
is charged with taking a leadership role in shaping corporate governance. The committee must
have the sole authority to engage any search firm
used to identify director candidates and must also
undertake an annual performance evaluation of
the committee.
The charters for both the compensation and
nominating/corporate governance committees are
required to address committee member qualifications, appointment and removal procedures, structure and operations and reporting to the board.

Internal Audit Function
The new listing standards require all listed
company’s to have an internal audit function, the
purpose of which is to provide management and
the audit committee with ongoing assessments of
the company’s risk management processes and
system of internal control. The internal audit
function may be maintained internally or may be
outsourced to a third party service provider other
than the company’s independent auditors.

Corporate Governance Guidelines
Listed companies must adopt corporate governance guidelines, which must address, at a minimum:
•

director qualification standards;

•

director responsibilities;

•

director access to management and independent advisors;

•

director compensation;

•

director orientation and continuing education;

•

management succession; and

10-K annual report.

•

annual performance evaluations of the board.

In addition, the CEO must notify the NYSE in
writing of any material non-compliance with the
corporate governance standards promptly after
any executive officer becomes aware of such violation.

The corporate governance guidelines must be
disclosed on the company’s website, along with
the charters for the audit, compensation and
nominating/governance committees. The listed
company’s Form 10-K annual report must disclose
that the foregoing information is available on its
website and is also available in print for shareholders who request it.

Code of Business Conduct
Under the new listing standards, each listed company is required to adopt a code of business conduct and ethics for directors, officers and employees. The code must at least set out company
policy concerning:
•

conflicts of interest;

•

corporate opportunities for personal gain;

•

confidentiality of company information;

•

fair dealing with customers, suppliers, competitors and employees;

•

protection and proper use of company assets;

•

compliance with laws, rules and regulations
(including insider trading laws); and

•

encouragement of reporting of illegal or
unethical behavior to the company.

The new standards require prompt disclosure of
any waivers of the code granted to directors or
executive officers and that such waivers may only
be granted by a board or a board committee.
The disclosure requirement is intended to inhibit
casual or questionable waivers and to assure that
waivers are accompanied by appropriate controls
designed to protect the company. The code must
contain standards and procedures for prompt and
consistent action against violations of the code.

CEO Certification
The CEO of each listed company must make
an annual certification to the NYSE. The CEO
must certify that he or she is not aware of any
violation by the company of the NYSE corporate
governance listing standards. Both the NYSE
mandated certification and the SEC mandated
CEO and CFO certifications adopted pursuant
to the Sarbanes-Oxley Act must be disclosed in
the company’s annual report to shareholders, or
if such annual report is not prepared, in its Form
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Public Reprimand Letter
As an additional enforcement mechanism, the
new standards permit the NYSE to issue a public
reprimand letter to any company that violates a
corporate governance or other listing standard.
Suspension and delisting still remain the ultimate
penalties for companies that repeatedly or flagrantly violate the NYSE listing standards.

Exemptions from Corporate Governance Standards
Controlled Companies. If 50% of the voting
power of a listed company is held by an individual, a group or another company, such listed
company is not required to comply with the
director independence and certain other governance requirements. Specifically such controlled
companies need not comply with Section 303A(1)
(requiring a majority of independent directors), Section 303A(4) (requiring a nominating/
corporate governance committee) or Section
303A(5) (requiring a compensation committee).
However, a controlled company must disclose in
its annual proxy statement or Form 10-K annual
report its controlled company status, its reliance
on the exemption and the basis for its determination to rely on the exemption.
Foreign Private Issuers. The new corporate governance standards permit NYSE-listed companies
that are foreign private issuers to follow home
country practices in lieu of the new requirements,
except that foreign private issuers must have an
audit committee that satisfies the requirements
of Rule 10A-3, and must disclose (in a brief,
general summary) the significant ways in which
their corporate governance practices differ from
those followed by domestic companies under the
NYSE listing standards. The required disclosure
may be provided on their web site (provided it is
in English and accessible from the U.S.) and/or in
their annual report to shareholders. If provided
only on the web site, the annual report must
so state and provide the web address where the
information can be obtained.
Other Issuers. The new listing requirements have
alternative provisions that exempt or apply different standards to closed and open end funds, business development companies, limited partnerships,
companies in bankruptcy and issuers of debt and
preferred securities.

Shareholder Approval of Equity Compensation
Plans
The NYSE adopted a significant change to its
shareholder approval policy. The listing standards now require that all equity-compensation
plans and any material revisions to the plans,
including repricings, be subject to shareholder
approval with certain exceptions discussed below.
Significantly, the former exemptions relating to
broad-based plans have been eliminated.
Shareholder approval is not required pursuant to
the following exemptions:
•

employment inducement awards;

•

certain grants, plans and amendments in the
context of mergers and acquisitions

•

certain qualified plans such as plans intended
to meet the requirements of Section 401(a)
or Section 423 (stock purchase plans) of the
Internal Revenue Code; and

•

parallel excess plans (pension plans intended
to work in parrallel with Section 401(a)
plans, but in excess of applicable limits).

The following types of plans do not constitute
equity-compensation plans for purposes of the
shareholder approval requirement even if the
listed company pays for the brokerage and other
costs associated with the plan:
•
•
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typical dividend reinvestment plans; and
plans that merely allow employees, directors or other service providers to elect to
buy shares on the open market or from the
listed company at their current fair market
value regardless of whether (a) the shares are
delivered immediately or on a deferred basis
or (b) the payments for the shares are made
directly or by giving up compensation that is
otherwise due i.e. payroll deductions.

Generally, the shareholder approval requirement
does not apply to plans adopted before the effective date of revised listing standard unless and
until such plan is materially revised. However,
certain discretionary plans will only be exempt
from shareholder approval for a limited transition
period.

Effective Dates
The effective dates and transition periods for
the new NYSE corporate governance standards
conform to those mandated for the audit committees reforms contained in Rule 10A-3 under
Exchange Act. NYSE listed companies must be in
compliance with the new standards by the earlier
of their first annual meetings after January 15,
2004 or October 31, 2004. A company with a
classified board is not required to change a director who would not normally stand for election
in 2004. Unless a change is required by Rule
10A-3, such director can remain in office until the
second annual meeting after January 15, 2004,
but not later than December 31, 2005. Foreign
private issuers have until July 31, 2005 to comply
with the Rule 10A-3 audit committee and other
requirements that are applicable to them notwithstanding the general policy to permit foreign private issuers to follow home country practices.
Companies that list their shares in connection
with their initial public offerings are subject to
phase in rules under which their required nomination and compensation committees are permitted
to have one independent member at the time of
listing, a majority of independent members within
90 days of listing and a full compliment of independent directors within one year of listing.
The previously approved standards that require
shareholder approval of all equity compensation
plans became effective June 30, 2003.

Notes
1) See SEC No. Release 34-48101 (November 4, 2003).
2) See Report of the Corporate Accountability and Listing Standards Committee (June 6, 2002), www.nyse.com/pdfs/corp_
govreport.pdf.
3) See SEC Release No. 34-48108 (June 30, 2003).
4) For purposes of the listing standards, a listed company includes any parent or subsidiary in a consolidated group with the
company.
5) The term immediate family member includes a person’s spouse, parents, children, siblings, mothers- and fathers-in-law, sonsand daughters-in law, brothers and sisters-in law and anyone (other than domestic employees) who share the person’s home.
6) Certain payments are permitted such as director and committee fees and pension or other forms of deferred compensation for
prior service (provided such compensation is not contingent in any way on continued service). Also, with respect to a director (or
his or her immediate family member), employment as an interim Chairman or CEO does not automatically disqualify said director
from being designated as independent for purposes of this rule.
7) Where a company that is required to disclose information in its annual proxy statement does not regularly file such proxy
statement, such information is required to be disclosed in its Form 10-K annual report filed with the SEC. If the company is not
required to file a Form 10-K annual report, such information is required to be disclosed in any annual periodic disclosure form
filed with the SEC. If the company is not required to regularly file either an annual proxy statement or annual periodic report,
such information is required to be disclosed in the annual report to shareholders pursuant to NYSE Section 203.01 of the listed
company manual.
8) “Non-management” directors are those who are not company officers (as defined in Rule 16a-1(f) under the Exchange Act).
9) Under Rule 10A-3(d)(8), an “indirect” consulting, advisory or compensatory fee includes such fee received by a spouse or child
sharing a home with an audit committee member, or by an entity in which the member is a partner, member, an officer such as
a managing director occupying comparable position or executive officer, or occupies a similar position (except limited partners,
non-managing members and those occupying similar positions, who in each case, have no active role in providing services to the
entity) and which provides accounting, consulting, legal, investment banking or financial advisory services to the listed company
or any subsidiary thereof.
10) The term affiliate of, or a person affiliated with, a specified person, means a person that directly, or indirectly through one
or more intermediaries, controls, or is controlled by, or is under common control with, the person specified. A person will be
deemed not to be in control of a specified person for purposes of this section if the person is not the beneficial owner, directly or
indirectly, of more than 10% of the voting stock of the specified person and is not an executive officer of the specified person.
11) See our prior client alert, Increased Liability for “Audit Committee Financial Experts”? (June 2003). We address in such alert
the requirements concerning such expert and the related personal liability issues.
12) Discussion of earnings releases or earning guidance need not be in advance and may be done generally as to the type of
information to be disclosed and the type of presentation to be made.

Michael L. Zuppone is the Chair of the Firm’s Securities Practice Group. Monique McNeil, an associate
in the Firm’s Corporate Department, provided assistance in the preparation of this client alert. For further
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