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§ 9:1 Introduction

In the wake of scandals involving companies such as Enron and
WorldCom there has been a renewed focus on corporate governance
diligence. Following these scandals, Congress enacted the Sarbanes-
Oxley Act (“Sarbanes-Oxley”)1 in 2002 and the Securities and Ex-
change Commission (SEC), along with the principal U.S. stock
exchanges, promulgated a number of rules and regulations to promote
corporate responsibility and the accuracy and reliability of companies’
periodic reports and financial statements. More recently, in 2010
Congress enacted the Dodd-Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank”), expanding particular Sarbanes-Oxley
provisions, such as clawbacks for accounting restatements and

1. Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745 (2002).
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expanded whistleblower policies. As a result of Dodd-Frank, the SEC
and the U.S. stock exchanges are required to pass numerous rules
impacting corporate governance, which they continue to evaluate and
adopt. Therefore, consideration should be given to an issuer ’s corpo-
rate governance practices as part of the due diligence process. Com-
pliance with corporate governance requirements may be reflective of
a company ’s culture, strength of internal and disclosure controls and
compliance with other regulations and exchange rules. The failure of
a company ’s corporate governance or internal controls can increase
liability exposure for participants in a securities offering, even if the
failure occurs after the offering as plaintiffs are likely to point to
disclosure discussing, or even touting, the strength of a company ’s
controls as a material misstatement when viewed in light of the later
failure.

Among the due diligence items requiring greater focus as a result of
Sarbanes-Oxley and the rules promulgated thereunder and the events
giving rise to their adoption are the issuer ’s disclosure controls and
procedures, internal controls, corporate governance policies and off-
balance sheet transactions. The items addressed within this chapter
are intended to provide a summary of some key areas on which to
focus a diligence review and specifically those corporate governance
requirements mandated by Sarbanes-Oxley. The level of detail and
focus areas will depend largely on the particular facts and circum-
stances of each company.2

§ 9:2 Disclosure Controls and Procedures

SEC rules require public companies to maintain disclosure controls
and procedures that are designed to ensure that all material information
about the business flows to those individuals responsible for preparing

2. There are a myriad of ways companies adopt and implement governance
procedures and practices and each company has different areas that require
greater attention. As some commentators have noted, corporate govern-
ance standards cannot be applied uniformly, and so the diligence review
must be specifically tailored. See Coles, Naveen & Naveen, Boards: Does
One Size Fit All?, J. FIN. ECON. 87(2), 329–56 (2008). In addition, there is a
transition period for newly public companies to comply with certain
requirements of Sarbanes-Oxley. Companies need only include in their
annual reports on Form 10-K a management’s assessment regarding
internal control over financial reporting and an attestation report of the
company ’s independent auditors if they had filed an annual report for the
prior fiscal year. See Regulation S-K Item 308, 17 C.F.R. § 229.308 (2008).
The SEC has also provided phase-in rules for non-accelerated filers so that
such companies need not file the auditor ’s attestation report on internal
control over financial reporting until they file their annual report for a
fiscal year ending on or after December 15, 2009. SEC Release No. 33-8934
(June 26, 2008), www.sec.gov/rules/final/2008/33-8934.pdf.
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the company ’s public disclosures.3 A company is required to assess
its disclosure controls on a quarterly basis and publicly disclose
the results of its evaluation in its filed quarterly and annual reports.4

Underwriters’ counsel should review these disclosures to ascertain
whether an issuer has concluded that its disclosure controls are effective.
In addition, underwriters and their counsel should discuss with the
company how its controls and procedures work, the processes under-
taken to preparing the publicly filed evaluations and reports, if processes
are rigorously followed and if the participants are accurately informed.
Companies often utilize disclosure committees to consider the materi-
ality of information and determine disclosure obligations on a timely
basis.5 In rare circumstances, if appropriate, underwriters may consider
discussing the disclosure controls and processes with the disclosure
committee.

Questions related to disclosure controls and procedures may be
particularly relevant if a company is not yet a public filer or before it is
required to file the internal control reports (discussed below). In an
initial public offering (IPO), underwriters should diligence the com-
pany ’s process for complying with the disclosure control requirements
and filing the requisite reports once it is public.6

§ 9:3 Internal Controls

Public companies are required by the Securities Exchange Act of
1934 (“Exchange Act”)7 to maintain books, records and accounts
which accurately and fairly reflect the transactions and dispositions
of the assets of the company. The company is also required to devise
and maintain a system of internal controls that are sufficient to
provide reasonable assurances about the transactions the company
undertakes.8 Public companies that have previously filed an annual

3. See Exchange Act Rules 13a-15(e), 15d-15(e) (17 C.F.R. §§ 240.13a-15(e),
240.15d-15(e) (2008)).

4. See Part I, Item 4 of Form 10-Q and Part II, Item 9A of Form 10-K. See also
Item 307 of Regulation S-K. 17 C.F.R. § 229.307 (2008).

5. Although it is not a requirement of the securities laws or stock exchange
rules, the SEC has recommended that companies have a disclosure
committee. Certification of Disclosure in Companies’ Quarterly and
Annual Reports, SEC Release No. 33-8124, 67 Fed. Reg. 57,276, 57,280.

6. See the discussion of transition rules for newly public companies in note 2
supra.

7. Pub. L. No. 73-291, 48 Stat. 881, codified at 15 U.S.C. § 78a et seq.
8. See Exchange Act § 13(b)(2), 15 U.S.C. § 78m(b)(2) (2006). While

Sarbanes-Oxley may have caused an increased emphasis on internal
controls during due diligence, the securities laws have required companies
to maintain a system of internal controls since 1977. See Domestic and
Foreign Investment Improved Disclosure Act of 1977, Pub. L. 95-213,
title II, Sec. 201 (Dec. 19, 1977), 91 Stat. 1498.
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report with the SEC are required to include within their Form 10-K
filings a management report and auditor attestation regarding the
adequacy of its internal control over financial reporting.9 The reports
addressing the company ’s internal controls should confirm that the
internal controls policies allow the company to execute transactions in
accordance with management’s authorization that are recorded as
necessary to permit preparation of financial statements that conform
with generally accepted accounting principles. These reports are
required to disclose any “material weakness” or “significant defi-
ciency” management identifies in the company ’s internal control
over financial reporting. In addition, the company ’s Form 10-Q filings
must include a disclosure regarding any change in internal control
over financial reporting that has materially affected or is reasonably
likely to materially affect the company ’s internal control over financial
reporting.10 Identification of a “material weakness” or “significant
deficiency” or numerous changes from quarter to quarter could
represent red flags over the status of the company ’s financial reporting
systems and should trigger further investigation into the company ’s
internal controls and financial statements.

Notwithstanding a company ’s disclosure in its most recent public
filings, underwriters and their counsel should ask management and
the auditors about the existence of any weaknesses or deficiencies in
the issuer ’s controls, plans to remedy such weaknesses or deficiencies
and whether the issuer expects to report any such weaknesses or
deficiencies in any upcoming SEC filings. Any such disclosure could
significantly impact the marketing of a securities offering and would
need to be thoroughly diligenced. Moreover, if such disclosure is made
after the completion of the offering, this could be quite embarrassing
for the investment banks underwriting the offering and could poten-
tially expose the banks to liability for failing to disclose the underlying
issue during the offering process as such a deficiency in controls could
be considered material to an investor ’s investment decision.

§ 9:4 Filing of CEO/CFO Certifications Under Section 302
and Section 906 of the Sarbanes-Oxley Act

In addition to the disclosures public companies are required to
include within their quarterly and annual reports, the officers of such
companies must also file certificates with each of those filings. Sections
302 and 906 of Sarbanes-Oxley require public companies to include

9. See Item 9A of Form 10-K. See also Item 308 of Regulation S-K. 17 C.F.R.
§ 229.308 (2008).

10. See Part I, Item 4 of Form 10-Q. See also Item 308(c) of Regulation S-K. 17
C.F.R. § 229.308(c) (2008).
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chief executive officer (CEO) and chief financial officer (CFO) certifica-
tions as exhibits to Form 10-K and Form 10-Q filings. These two
certifications are different and cannot be combined into one document.
These certifications should be reviewed during the diligence process if
the company is required to file such certifications. It may also be
desirable to ask the company to review any sub-certifications that the
CEO and CFO receive from employees. In an IPO, underwriters should
discuss with management the implementation of procedures for the
officers to file such certifications when required.

The Section 906 certification is required only in periodic reports
that contain financial statements and states that the report fully
complies with SEC rules and that it fairly presents the financial
condition and results of operations of the company. There are severe
penalties under Sarbanes-Oxley for filing a knowingly false certifica-
tion, but the Section 906 certification may be “furnished” rather than
“filed” with the SEC. For a “furnished” certification, the company
would not be subjected to liability under the Exchange Act and the
certification would not be automatically incorporated by reference into
the company ’s Securities Act of 1933 (“Securities Act”)11 registration
statements, which are subject to liability under Section 11 of the
Securities Act. This difference should be noted and certifications that
are merely furnished should be given a greater degree of scrutiny.
While the reason a company furnishes the Section 906 certification
instead of filing it may be innocuous or benign,12 the officer ’s reticence
to file the certification may be an indication that he or she is not
entirely comfortable that the financial statements fairly present the
financial condition and results of operations of the company.13

11. Pub. L. No. 73-22, 48 Stat. 74, codified at 15 U.S.C. § 77a et seq.
12. In fact, the reason the SEC permits Section 906 certifications to be furnished

is merely a language difference between Sections 302 and 906 of Sarbanes-
Oxley as enacted by Congress: “Section 906 requires that the certifications
‘accompany’ the periodic report to which they relate. This is in contrast to
Section 302, which requires the certifications to be included ‘in’ the periodic
report. In recognition of this difference, [the SEC] permit[s] companies to
‘furnish,’ rather than ‘file,’ the Section 906 certifications with the Commis-
sion.” Management’s Report on Internal Control Over Financial Reporting
and Certification of Disclosure in Exchange Act Periodic Reports, SEC
Release No. 33-8238 (June 5, 2003), www.sec.gov/rules/final/33-8238.htm.

13. While the personal certifications have been held not to be “indicia” of the
officer ’s scienter in a securities fraud case, Sarbanes-Oxley certifications
may be probative of scienter “if the person signing the certification was
severely reckless in certifying the accuracy of the financial statements. This
requirement is satisfied if the person signing the certification had reason to
know, or should have suspected, due to the presence of glaring accounting
irregularities or other red flags, that the financial statements contained
material misstatements or omissions.” Garfield v. NDCHealth Corp., 466
F.3d 1255, 1266 (11th Cir. 2006).
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The Section 302 certification, required in each Form 10-K and
Form 10-Q filing, generally states that after the signing officer has
reviewed the report, the report does not contain any untrue statements
of material fact or omit to state a material fact, and the financial
statements and other financial information fairly present the financial
condition of the company. The certification also states, among other
things, that the certifying officers are responsible for establishing and
maintaining disclosure controls and procedures and internal control
over financial reporting and that the officers have disclosed to the
company ’s auditors and the audit committee all significant deficien-
cies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to ad-
versely affect the company ’s ability to process and report financial
information as well as any fraud that involves management or other
employees who have roles in the company ’s internal control over
financial reporting.

§ 9:5 Code of Ethics and Any Exemptions to the Code

SEC rules require a public company to disclose in its Form 10-K
whether or not (and if not, why not) it has adopted a written code of
business conduct and ethics that applies to the company ’s principal
executive officer, principal financial officer, principal accounting officer
or controller, or people performing similar functions.14 It is typical for
public companies to have codes of business conduct and ethics, since
stock exchange rules require the adoption and disclosure of such codes
by domestic companies listed on the exchange. The stock exchange
rules also require listed companies to promptly disclose any waivers of
the code for directors or executive officers.15 Both the SEC and
principal U.S. stock exchange rules contain specific guidelines for
what a company ’s code of ethics should govern. A company ’s code
of ethics may also be relevant as a good indication of the “ethical
atmosphere that is created in the workplace by the organization’s
leadership,” which may have an overall effect on the propensity of the

14. See Part III, Item 10 of Form 10-K. See also Item 406 of Regulation S-K. 17
C.F.R. § 229.406 et seq. (2008). Pursuant to General Instruction G(3) of
Form 10-K, companies are permitted under certain circumstances to
include information regarding the code of ethics and other corporate
governance disclosures in the proxy statement instead of the annual report,
so it is important to review the company ’s proxy statement as well during
the diligence process.

15. See Item 303A.10 of the NYSE Listed Company Manual; Rule 4350(n) of
the NASDAQ Stock Market Rules.
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company’s employees to commit fraud.16 Any waivers or deficiencies in
a company ’s code of ethics should be investigated, as they may be
evidence of poor corporate governance practices or loose adherence to
company policies.

§ 9:6 Loans to Officers and Directors

Sarbanes-Oxley provides that a company may not directly or indir-
ectly allow for personal loans or extensions of credit from the company
to or for any director or executive officer of the company. However, any
extensions of credit existing before July 30, 2002 are grandfathered, so
long as there are no modifications to any of the terms.17The concepts of
personal loans and arrangements of extensions of credit are broad terms
that are not specifically defined in Sarbanes-Oxley, so a careful review of
corporate records should be conducted to check for any transactions that
could be prohibited by Sarbanes-Oxley. Underwriters may also consider
asking an issuer to include representations in the underwriting agree-
ment regarding related party transactions and loans to officers and
directors. A diligence investigation into loans to officers and directors
may reveal other related party transactions that, at the very least, may
need to be disclosed, or worse, may be indicative of conflicts of interest,
disregard of governance policies or even fraud.18 In addition, for non-
public companies it is important to identify loans that may need to be
repaid upon an IPO. Such loans should be flagged early in the process so
the company and its officers and/or directors can arrange for repayment
of the loans.

16. Presentation by the Association of Certified Fraud Examiners, Tone at the
Top: How Management Can Prevent Fraud in the Workplace, at https://
acfe.com/documents/tone-at-the-top-research.pdf. See also Stephen M.
Cutler, Director, SEC Division of Enforcement, Speech by SEC Staff:
Second Annual General Counsel Roundtable: Tone at the Top: Getting it
Right (Dec. 3, 2004) (transcript available at www.sec.gov/news/speech/
spch120304smc.htm).

17. Sarbanes-Oxley § 402.
18. The Tyco and Refco scandals are but two examples of related party

transactions that involved fraudulent activity. See also SEC Files Fraud
Charges Against Conrad Black, F. David Radler and Hollinger Inc., SEC
Press Release No. 2004-155 (Nov. 15, 2004), www.sec.gov/news/press/
2004-155.htm; SEC Charges Adelphia and Rigas Family With Massive
Financial Fraud, SEC Press Release No. 2002-110 (July 24, 2002), www.
sec.gov/news/press/2002-110.htm; SEC Announces Fraud Charges Against
Former Rite Aid Senior Management, SEC Press Release No. 2002-92
(June 21, 2002), www.sec.gov/news/press/2002-92.htm.
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§ 9:7 Off-Balance Sheet Transactions

Sarbanes-Oxley provides that quarterly and annual financial reports
are required to disclose all material off-balance sheet transactions,
arrangements and obligations.19 These transactions should be re-
viewed carefully because, by their very nature, they occur outside the
scope of the company ’s balance sheet. For example, off-balance sheet
transactions may be used to hide liabilities and expenses or to boost
revenues by booking “round-trip” or “wash” transactions. Such frauds
were uncovered at Enron (see “Case In Point” below), Dynegy and
Adelphia, to name a few, during the early 2000s. In 2008, off-balance
sheet transactions came into greater focus at financial institutions as
many banks started to bring onto their books off-balance sheet
liabilities stemming from subprime losses.

Underwriters should review all off-balance sheet arrangements,
including synthetic leases, special purpose entities, derivatives and
financial guarantees. Discussions with management to explain each
off-balance sheet arrangement and its business purpose may be
necessary. Inquiries should be made regarding the purpose and rela-
tionship of each special-purpose entity and any other unconsolidated
entity of the company, any of its subsidiaries or any of its present or
former officers, directors or significant shareholders.

CASE IN POINT

Enron and Off-Balance Sheet Transactions

Special purpose entities (SPEs) and off-balance sheet transactions
played a prominent role in Enron’s downfall. Enron conducted
transactions with unconsolidated SPEs, which provided much of
Enron’s profits and revenuewhile excluding losses and related debt
from its financial statements. Most of these SPEs did not meet the
requirements for off-balance sheet reporting and should have been
consolidated in Enron’s own financial statements.
For example, Enron employed SPEs to improve reported earnings

through purported hedging transactions and asset transfers. Enron
entered into hedging transactions with a series of SPEs (the so-called

19. Sarbanes-Oxley § 401(a). See also Regulation S-K Item 303(a)(4), 17 C.F.R.
§ 229.303(a)(4) (2008).
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“Raptor SPEs”), even though there was nomeaningful transfer of risk
to an unrelated third party. To compound the problem, the Raptor
SPEs had virtually no assets or capital to support their hedge
obligations to Enron. Nevertheless, Enron reported revenues on
derivative transactions with the Raptor SPEs. The reported earnings
from the Raptor SPEs accounted for approximately 80% of Enron’s
reported pre-tax earnings for the last two quarters of 2000. In the
aggregate, Enron purportedly used the Raptor SPEs to offset losses
totaling approximately $1 billion.20

§ 9:8 Audit Committee Due Diligence

The audit committee is one of the most important independent
committees of the board of directors. Consideration should be given
depending on the transaction and issues which may have arisen in due
diligence as to whether a due diligence session should be held with the
committee or, more practically, one of its members.21 The organization
of the committee, its compliance with SEC and stock exchange rules,
and its relationship with independent auditors can reveal information
about the strength of the company and its internal controls. Under-
writers and their counsel should review SEC filings discussing the audit
committee. Certain situations in particular may give rise to performing
heightened diligence procedures with an audit committee. For example,
in situations where a company has a material weakness or where senior
financial personnel or outside accountants have changed or where
accountants are unable to provide “standard” comfort, additional dili-
gence with the audit committee may be warranted.

§ 9:8.1 Compliance with Rules

Pursuant to rules promulgated by the SEC and the principal U.S.
stock exchanges, all audit committees of companies listed on a
national securities exchange or national securities association must
consist of a minimum of three members, all of whom must be

20. See generally, Staff of the Joint Committee on Taxation, Report of In-
vestigation of Enron Corporation and Related Entities Regarding Federal
Tax and Compensation Issues, and Policy Recommendations, 70–87
(Feb. 2003), www.gpo.gov/congress/joint/jcs-3-03/vol1/index.html.

21. A sample list of questions for a diligence session with the audit committee
can be found in Appendix C.
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independent22 and financially literate.23 Additionally, each audit com-
mittee must have at least one member who is designated a financial
expert.24 Underwriters should confirm that the membership of the
audit committee complies with such rules. For companies that are not
yet required to comply with such rules, underwriters should discuss
with the company its plans to install independent and financially
literate members on the committee.25

An audit committee will typically review and discuss the company ’s
financial statements and written disclosures, the company ’s legal and

22. See Securities Exchange Act Rule 10A-3 (17 C.F.R. § 240.10A-3 (2008));
Sarbanes-Oxley § 301(m)(3). See also Item 303A.7(b) of the NYSE Listed
Company Manual; Rule 4350(d) of the NASDAQ Stock Market Rules. An
audit committee member cannot receive any payments, whether direct or
indirect, for any purpose other than for service as a committee member. An
audit committee member also may not be an “affiliated person” of the
company or any of the company ’s subsidiaries. Dodd-Frank also requires the
SEC to direct national securities exchanges and associations to prohibit
listing equity securities of an issuer without a compensation committee
comprised only of independent directors, subject to certain exceptions. As
this will be a new requirement, it will be important to check that companies
are in compliance.

23. See Item 303A.7 of the NYSE Listed Company Manual; Rule 4350(d) of
the NASDAQ Stock Market Rules. Financial literacy is defined generally as
the ability to read and understand fundamental financial statements,
including a balance sheet, income statement, and cash flow statement.
Each member of the audit committee must be financially literate in the
business judgment of the company ’s board of directors. If a member is not
financially literate upon becoming a member of the audit committee, he or
she must become literate within a reasonable period of time after his or her
appointment.

24. See Item 407(d)(5) of Regulation S-K. A company must disclose in its Form
10-K whether one of its audit committee members is a financial expert. If
the audit committee does not contain any financial expert, then the
company should disclose this and provide reasons therefor. Item
407(d)(5)(iv) of Regulation S-K provides a safe harbor to this requirement:
A person deemed a financial expert does not incur any greater liability,
obligations, or duties due to this identification. 17 C.F.R. § 229.407(d)(5)
(2008).

25. A company listing in connection with its IPO may phase-in its compliance
with the independent committee requirement by having one independent
member at the time of listing, a majority of independent members within
ninety days of listing, and all independent members within one year of
listing. See Item 303A.00 of the NYSE Listed Company Manual; Rule
4350(a)(5) of the NASDAQ Stock Market Rules. Additionally, companies
that are no longer “controlled companies” may phase-in independent
committees. See id. A listed company of which more than 50% voting
power is held by an individual, a group, or another company is considered a
controlled company and need not comply with the independence require-
ments described in Items 303A.01, 303A.04, and 303A.05 of the NYSE
Listed Company Manual.
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regulatory compliance, the independent auditor ’s qualifications and
independence, and the performance of the company ’s internal audit
function and independent auditors.26 Audit committees are required to
state whether they have engaged in these activities in the company ’s
annual report.27 Underwriters’ counsel should review these disclosures
to ensure compliance with applicable SEC rules, as well as to see if any
red flags are highlighted in the audit committee’s report.

The audit committee is also responsible for approving any
non-audit services provided by the company ’s independent auditors.28

This safeguard ensures that the independence of the auditors is not
compromised by payments extraneous to the audit. The underwriters
should request a list of any non-audit services to review and ensure
that all services are legitimate.

§ 9:8.2 Disclosure Controls

One of the important roles of the audit committee is to indepen-
dently review the company ’s financial statements and disclosures.
Audit committees often provide the final approval before periodic
reports are filed with the SEC and releases containing financial
information are issued to the market. Underwriters and their counsel
should examine the processes and procedures employed by the audit
committee to review earnings releases and financial statements and to
generally supervise the company ’s internal controls. Such procedures
will reflect whether the audit committee functions effectively and
properly. Any problems in the functioning of the audit committee or
with its compliance with applicable SEC or stock exchange rules can
indicate larger problems in the company or its financial statements.

Underwriters and their counsel should also look at when and how
often the audit committee meets and how discussions proceed by
reviewing committee minutes and materials distributed at meetings. If
any issues were discussed by the audit committee with regard to
financial reporting, internal controls, disagreements with manage-
ment or otherwise, inquiries should be made as to the steps taken to
rectify the issues. Underwriters and their counsel should consider

26. See, e.g., Item 303A(7)(c) of the NYSE Listed Company Manual.
27. See Item 407(d)(3) of Regulation S-K. 17 C.F.R. § 229.407(d)(3) (2008).
28. Several non-audit services are prohibited outright under Sarbanes-Oxley

§ 201. Such prohibited services include: providing bookkeeping or other
accounting or financial statements, financial information systems design
and implementation, appraisal or valuation services, fairness opinions, or
contributions-in-kind reports; actuarial services; internal audit outsourc-
ing services; management functions, human resources, broker-dealer,
investment adviser or investment banking services; legal services; and
expert services unrelated to an audit.
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having direct discussions with committee members about their aware-
ness of any illegal acts or fraud within the company. Underwriters and
their counsel should be sure to compare responses received from the
audit committee with responses received from management and the
auditors. Any discrepancies among the responses require further
follow-up.

§ 9:8.3 Relationship with the Auditors

The lines of communication between the auditors and the audit
committee should be open, and the two groups should regularly engage
in candid discussions without interference by management. Whether
or not this occurs may reflect on the quality of the company ’s financial
disclosure and internal controls, and is a good indication of the “tone
at the top.” Therefore, diligence inquiries should be made as to this
relationship with the independent auditors and, if appropriate, the
audit committee. Underwriters and their counsel should also ask
about any disagreements between the auditors and the audit commit-
tee and the steps taken to address such disagreements.
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