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Nasdaq Corporate Governance Rulemaking Proposals 
by John Turitzin & Mario A. Peña

On May 24, 2002, the Nasdaq Stock
Market, Inc. (“Nasdaq”) announced
that its board of directors had
approved amendments or additions to
the rules by which its listed compa-
nies must abide in order to improve
the corporate governance practices of
those companies. The proposals
would:

l tighten the definition of an
“independent director”;

l require the audit committee to
approve all related party transactions;

l require press release disclosure of
a going concern qualification in an
audit opinion; and

l eliminate an exemption which
permits stock option and similar plans
to avoid stockholder approval.

Nasdaq has submitted the proposals
to the Securities and Exchange
Commission (the “SEC”) for
approval.1

The proposals are as follows:

Modification of the Definition of
“Independent Director” (Rule 4200)

Currently, Nasdaq rules generally
require each listed company to have
an audit committee comprised solely
of independent directors. For this
purpose, “Independent Director” is
defined as a person other than an
officer, employee, or other person
who, in the opinion of the board of
directors, has a relationship that
would interfere with the exercise of

independent judgment in carrying out
the responsibilities of a director.
Nasdaq specifies that a director can-
not be considered independent where:

l the director was employed by the
company in the current or past three
years;

l the director received compensa-
tion from the company in excess of
$60,000 in the previous fiscal year,
other than for board service, benefits
under a tax-qualified retirement plan,
or non-discretionary compensation;

l the director is a member of the
immediate family of an individual
who is, or has been in any of the past
three years, employed by the corpora-
tion or any of its affiliates as an exec-
utive officer, with “immediate family”
including a person’s spouse, parents,
children, siblings, all in-laws, and any-
one who resides in the person’s home;

l certain material payments were
made between the company and a
for-profit company with which the
director has a controlling or executive
interest; or

l the director is employed as an
executive of another entity where any
of the company’s executives serve on
that entity’s compensation committee.

Nasdaq has proposed modifying the
specific circumstances under which a
director will not be considered inde-
pendent in the following ways: first,
having an immediate family member
who accepts any payments (not just

“compensation”) from the corpora-
tion or any of its affiliates in excess
of $60,000 during the current or previ-
ous fiscal year (not just the previous
fiscal year); and second, where certain
material payments were made
between the company and an organiza-
tion (instead of only a “for-profit
company”) with which the director
has a controlling or executive interest.
One of the stated purposes of this
amendment is to include political
contributions and payments to chari-
ties where the director is an executive
officer.

Nasdaq proposes that these changes
apply to each listed company with its
first proxy statement which is filed
more than 60 days after SEC approval
of the proposal.

Audit Committee Approval of Related
Party Transaction (Rule 4350)

Currently, Nasdaq requires that each
listed company conduct an appropri-
ate review of all related party transac-
tions on an ongoing basis and utilize
its audit committee, or comparable
body of the board of directors, for
the review of potential conflicts of
interest. Nasdaq defines “related
party transactions” by reference to
SEC disclosure rules, generally being
any transaction the aggregate amount
of which, since the beginning of the
registrant’s last fiscal year, exceeds
$60,000, and is with any of the fol-
lowing: any director or executive offi-
cer of the registrant; any nominee for
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election as a director; any security
holder who is known to the registrant
to own, of  record or beneficially,
more than five percent of  any class of
the registrant’s voting securities; and,
any member of  the immediate family
of  any of  the foregoing persons.

Nasdaq’s proposed rule change would
require a listed company’s audit com-
mittee, or a comparable body of  the
board, to affirmatively approve all relat-
ed party transactions, instead of
merely reviewing them.

Audit Opinions with Going Concern
Qualifications (Rule 4350)

Currently, Nasdaq requires each listed
company to distribute an annual
report to its stockholders containing
the company’s audited financial state-
ments, but does not require any par-
ticular action if  the opinion of  the
company’s auditors contains a going
concern qualification.

To ensure that investors are fully-
informed in this regard, Nasdaq has
proposed requiring listed companies
to disclose in a press release the
receipt of  an audit opinion with a
going concern qualification.

Stockholder Approval for Stock
Option Plans (Rule 4350)

Currently, Nasdaq requires each listed
company to obtain stockholder
approval prior to implementing any
stock option or stock purchase plan
in which directors and officers will
participate, unless the plan: consists

of  warrants or rights issued generally
to security holders of  the company; is
“broadly based” (i.e. having a majority
of  participants that are not officers
and directors); is an inducement
essential to recruiting an individual
not previously employed by the com-
pany; or is for a “de minimus”
amount that does not exceed the less-
er of  1% of  the number of  shares of
common stock, 1% of  the voting
power outstanding, or 25,000 shares.

Nasdaq has proposed that the “broad
based” and “de minimus” exceptions
be eliminated, requiring shareholder
approval for almost all stock option
or stock purchase plans in which offi-
cers or directors will participate,
except for certain tax qualified, non-
discriminatory benefit plans such as
pension plans and employee stock
purchase programs.  In addition,
Nasdaq has proposed requiring that
inducement grants be approved by
either (i) a compensation committee
comprised solely of  independent
directors, or (ii) a majority of  the
company’s independent directors.
Finally, Nasdaq proposes to add an
exception for the assumption of  pre-
existing grants under plans to effect
an acquisition or merger.  To ease
implementation in connection with
the proposed changes, Nasdaq is not
proposing to require stockholder
approval for any pre-existing plans.
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1 The proposals can be found on www.nasdaqnews.com, by clicking on the link provided for “Corporate Governance Rule Filings”.
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