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Editor’s Message

First, I would like to thank all of the authors who
submitted articles for this issue, and for their
patience in working with me. I hope you will concur
with my view that we have a remarkably timely and
informative group of articles in this issue. The
authors deserve our thanks for taking the time from
their busy schedules to share their considerable
expertise with fellow members of the Business Law
Section of the New York State Bar.

As always, we strongly encourage you to consid-
er submitting to us an article for consideration for a
future issue. The range of interests of the Section and
its members is broad, and we think that many of you
have valuable information that could usefully be
shared with other members, perhaps already lurking
in your files in the form of a memorandum to a client
or colleague.

We begin this issue with a report on the activities
of the Consumer Financial Services Committee dur-
ing 2001-2002, including assistance to those affected
by the 9/11 tragedy, presentations made to the Com-
mittee and preparation of a Commentary to Part 41
of the Banking Department’s Regulations on High
Cost Home Loans.

Next, we have a detailed and thought-provoking
position paper, from the Committee on Securities
Regulation, on private offering exemptions and
exclusions under the New York State Martin Act and
section 18 of the Securities Act of 1933. The paper
offers suggestions for clarification of the state law
provisions.

The first article, by David Glass, Counsel with
Clifford Chance US LLP, discusses an issue of enor-
mous concern to law firms, the applicability of the
privacy provisions of the Gramm-Leach-Bliley Act to
the practice of law. The article argues strongly that
these provisions should not apply, and discusses the
lawsuit filed by the New York State Bar Association
seeking exemption from the law on both administra-
tive law and constitutional grounds. The importance
of this issue is demonstrated by the fact that this is
only the second lawsuit filed by NYSBA, on behalf of
its members, against the federal government, the first

(successful) suit having been to block the infamous
“Granny’s Lawyer Goes to Jail” provision under the
Medicaid asset transfer rules.

The recent and unsettling corporate accounting
and corporate governance brouhahas led to the
enactment of the Sarbanes-Oxley Act, which was
signed by President Bush in July 2002. Our next arti-
cle, by Guy Lander of Davies, Ward, Phillips &
Vineberg LLP, is a timely summary of the major pro-
visions of the Act. The appendix to the article
includes a helpful discussion of the new CEO and
CFO certification requirements under the Act, and
suggested procedures for addressing them.

The third article, also by Guy Lander, discusses a
statement published by the SEC in January 2002, the
Commission Statement about Management’s Discus-
sion and Analysis of Financial Condition and Results
of Operations (“MD&A”), and summarizes disclo-
sure requirements under this new statement.

Howard Meyers of Meyers & Heim LLP is the
author of our next article, which discusses finder’s
fee agreements under New York law. The article
summarizes the relevant case law and describes pit-
falls to be avoided when drafting such an agreement.

Our fifth article, by Thomas J. Dougherty and
Wystan M. Ackerman of Skadden, Arps, Slate,
Meagher & Flom LLP, discusses the circumstances
under which fraud claims are barred by the parol
evidence rule under New York law, with extensive
discussion of and citations to the relevant case law.
The article serves as a reminder, particularly perhaps
for those of us who graduated from law school
longer ago than we care to remember, that boiler-
plate language in a contract will not always protect a
client against a claim based on parol evidence, so we
should not always rely unthinkingly on Samuel
Goldwyn’s famous dictum. 

Our final article, also by David Glass, discusses
whether, in the wake of the Enron debacle, the Feder-
al Reserve Board can strike an appropriate regulatory
balance.
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Finally, Michelle Almeida, Ned Glenn and Steven
Masur of Masur & Associates, LLC, have contributed
a note on the decision of the D.C. Circuit in Fox Tele-
vision Stations, Inc. v F.C.C., a case with significant
implications for the ownership and operation of tele-
vision stations and other broadcast media.

I anticipate that we will continue to have numer-
ous important developments to discuss in our next
issue, particularly as regulatory guidance becomes
available under the Sarbanes-Oxley Act and the new
accounting oversight board begins its work. We wel-
come submissions from our readers. In our next
issue, we will also report the results of our first stu-
dent writing competition, and will publish at least
one of the winning papers. 

I would be remiss if I did not acknowledge the
ongoing assistance I have received from my col-
league, Nancy Ota, and from Stuart Newman, the
Chair of the Journal’s Advisory Board, who is unfail-
ingly helpful, patient and enthusiastic. Finally, on a
personal note, congratulations to my son Nick, who
recently aced the LSATs and aspires to be (what else)
a business lawyer.

David Pratt
Professor of Law

Albany Law School 
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Committee Report
Committee on Consumer Financial Services 

The Consumer Financial Services Committee of the
Business Law Section had an active year during 2001-
2002. The Committee actively contributed to the efforts
of the New York State Bar Association to provide assis-
tance to those affected by the tragedies of September
11th. These contributions included efforts by Committee
member David Kotkin, who provided guidance to ser-
vicemen and servicewomen about their rights under the
Soldiers and Sailors Relief Act through the Bar Associa-
tion’s Web site.

During the Committee’s regular meetings, Commit-
tee members heard from Curtis Johnson of the Federal
Reserve Bank of New York regarding the perspective of
Bank examiners during privacy compliance examina-
tions. Lloyd Harris, Vice President and Assistant Gener-
al Counsel of J.P. Morgan Chase, explored the future of
check truncation with the Committee members, empha-
sizing the implications of pending federal legislation
and the views of competing interest groups. In addi-
tion, Committee members presented to the Committee
new developments in the members’ areas of interest.
This included Geoff Rogers of McNamee, Lochner, et al.
on Truth-in-Lending; Peter Cubita and Seth Berman of
Weil, Gotshal & Manges LLP discussing automobile
finance; Stephen Ambrose, General Counsel, and Alfred
Rosa, Litigation Counsel of GE Card Services, present-
ing new methods to efficiently manage legal risk in an

in-house environment; and Barbara Kent, Director of
Consumer Affairs and Financial Products of the New
York State Banking Department, on the ongoing initia-
tives from the Banking Department.

Of all the activities undertaken by the Committee,
the effort that stands out for recognition is that of the
group of Committee members headed by Grace Sterrett
of Hudson Cook and past Committee Chair. The group
(Tim Meredith, Geoff Rogers and Helen Sontag), work-
ing with Barbara Kent and others within the Banking
Department, prepared an unofficial commentary to Part
41 of the Banking Department’s regulations on High
Cost Home Loans. This effort took past guidance from
the Banking Department, combined it with how indus-
try and attorneys were interpreting Part 41, added the
working group’s own insight, and created a section-by-
section examination of the provisions of Part 41. This
unofficial commentary is now available to attorneys
and the public at the Web site for the Banking Depart-
ment (www.banking.state.ny.us).

The Committee Chair is grateful to the Committee
members and speakers who contributed so much of
their time so that colleagues could be enlightened and
the public served.

Vincent N. Amato
Chair

Did You Know?
Back issues of the NY Business Law Journal (2000-2002) are available on the
New York State Bar Association Web site.

(www.nysba.org)
Click on “Sections/Committees/ Business Law Section/ Member Materials/
NY Business Law Journal.”

For your convenience there is also a searchable index. To search, click on the Index then
“Edit/ Find on this page.”

Note: Back issues are available at no charge to Section members only. You must be logged in as
a member to access back issues. For questions, log in help or to obtain your user name and
password, e-mail webmaster@nysba.org or call (518) 463-3200.
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Private Offering Exemptions and Exclusions
Under the New York State Martin Act
and Section 18 of the Securities Act of 1933
By the Committee on Securities Regulation of the New York State Bar Association

This position paper was originally prepared for, and sub-
mitted to, the Office of the New York State Attorney General.
The Committee on Securities Regulation of the Business Law
Section of the New York State Bar Association (“Commit-
tee”) is composed of members of the New York Bar, a princi-
pal part of whose practice is in securities regulation. The
Committee includes lawyers in private practice and in corpo-
ration law departments. A draft of this position paper was
circulated for comment among members of the Committee,
and the views expressed in this position paper are generally
consistent with those of the majority of the members who
reviewed the position paper in draft form. The views set forth
in this position paper, however, are those of the Committee,
and do not necessarily reflect the views of the organizations
with which its members are associated, the New York State
Bar Association, or its Business Law Section.

Introduction
New York State’s securities statute, Article 23-A of

the General Business Law (“GBL”), known as the Mar-
tin Act, is unique among state securities laws in two
important respects. First, the Martin Act does not
require the registration of securities, other than securi-
ties sold in real estate offerings, theatrical syndications
or intra-state offerings.1 Instead, it requires some issuers
to register as dealers in their own securities.

Second, the laws of every other state and the feder-
al Securities Act of 1933 (“Securities Act”) require the
registration of all securities offerings, and then provide
an exemption for non-public offerings if certain condi-
tions are met. In contrast, the Martin Act requires regis-
tration (whether of brokers, dealers or special categories
of offerings) only for offers and sales to, and purchases
and offers to purchase from, the public. The Martin Act
is silent with respect to private or non-public offerings,
thus requiring no dealer registration filings, and no fil-
ing exemptions, for private offerings (other than intra-
state offerings). The differences between the Martin Act
and other state securities laws, particularly the first,
have resulted in the use of registration and exemption
forms and procedures that are unique among the states.
Concerns about lack of uniformity are not academic.
The capital markets in this country depend upon rais-
ing money in private placements, and New York is at
the center of this market. Yet the manner in which the
Office of the New York State Attorney General (“OAG”)
regulates private offerings exempt from registration

under (a) § 4(2) of the Securities Act, the “classic” pri-
vate placement exemption, and (b) Rule 506 of Regula-
tion D under the Securities Act, the safe harbor exemp-
tion adopted by the Securities and Exchange
Commission (“SEC”) under § 4(2), is in conflict with the
federal law and the laws of other states.

This paper addresses the regulation by the OAG of
those offerings exempt from registration under either §
4(2) or Rule 506, and the application of the relevant pro-
visions of the Martin Act and of § 18 of the Securities
Act to those offerings. In the course of the following
discussion, the Committee states several conclusions,
which are summarized as follows: 

(a) All offerings exempt under § 4(2) of the Securi-
ties Act, and all offerings exempt under Rule 506
(“Rule 506 offerings”), are excluded from the
registration requirements of the Martin Act.

(b) An issuer that sells its own securities in New
York exclusively to, from or through a bank,
dealer or broker, whether on a firm commitment
or “best efforts” basis, is excluded from the
requirement to register as a dealer for that trans-
action. 

(c) Section 18 of the Securities Act pre-empts New
York State from requiring any filing with respect
to securities offered under Rule 506, other than
Form D (or a substantially similar form), a con-
sent to service of process and a fee. 

(d) Section 15(h) of the federal Securities Exchange
Act of 1934 (“Exchange Act”) pre-empts New
York State from requiring federally-registered
brokers to file the Further State Notice form
(described in GBL § 359-e(8)) for securities offer-
ings. 

The Non-Public Offering Exclusion
GBL § 352-e requires the registration of certain real

estate syndication offerings. Section 352-e provides that
it is illegal “to make or take part in a public offering or
sale in or from the state of New York” of real estate
securities as defined in that section without filing a
written offering statement or prospectus with the OAG
(unless an exemption is available). Securities covered by
§ 352-e include interests in limited partnerships owning
real estate or mortgages, shares in real estate invest-
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ment trusts, cooperative apartment shares, condomini-
um units and resort timeshare units.

GBL § 359-e requires the registration of dealers and
brokers in securities. Section 359-e(1)(a) defines a dealer
as including a person “engaged in the business of buy-
ing and selling securities from or to the public,” and
also a person “selling or offering for sale from or to the
public within or from this state securities issued by it.”
Sections 359-e(2), (3) and (8) then require brokers or
dealers to make certain filings (State Notice, broker or
dealer registration statement and Further State Notice)
if selling securities or offering securities for sale to the
public within or from the State.

When the provisions of GBL § 359-e were substan-
tially rewritten in 1959, the securities industry was con-
cerned that New York State might interpret the term “to
the public” differently than it was interpreted under
federal law, which would result in a lack of uniformity
and the risk of prosecution by the State for failure to
register as a dealer or broker for offerings considered to
be private offerings under the Securities Act. In
response, the memorandum of Governor Nelson Rocke-
feller, dated April 22, 1959, approving L. 1959, c. 692,
stated, in pertinent part: 

The bill will make appropriate exemp-
tion for situations not requiring regula-
tion, including providing for exemp-
tions for securities registered on a
national securities exchange and for
private placements of securities. In this
latter connection it has been observed
that there may be some ambiguity in
the bill with respect to the scope of the
exemption and the need for specific
approval of the Attorney General in the
case of limited offerings. I am confident
that the underlying spirit of the Act will
compel a determination that the bill is
restricted in its application to situations
tantamount to public offerings and will
be administered in accordance with a
philosophy comparable to that underly-
ing the Federal Securities Act of 1933
which over the years has proven to be
entirely workable. 1959 N.Y. Sess. Laws
1767 at 1768.

The cases in New York State courts interpreting the
concept of public offering have consistently looked to
federal case law interpreting the phrase “not involving
a public offering” under § 4(2) of the Securities Act. Peo-
ple v. Landes, 84 N.Y.2d 655 (1994); People v. Glenn Realty
Corp., 106 Misc. 2d 46 (Sup. Ct. Spec. Term, N.Y. County
1980); Puro v. Zimmerman, N.Y.L.J. at 14, col. 3, April 18,
1977 (Sup. Ct.), aff’d, 61 A.D.2d 772 (1st Dep’t 1978). The

OAG itself has looked to federal law and rules in inter-
preting its statute; see, e.g., Interpretive Opinion, 2A
Blue Sky L. Rep. (CCH) ¶42,584 (December 6, 1994)
(advising that issuers are not “dealers” if selling “‘pri-
vate placements’ as that term is understood under federal
securities law, solely to institutional investors described
in the last sentence of New York General Business Law
§ 359-e(1)(a)” [emphasis supplied]. 

Rule 506 creates a safe harbor for non-public offer-
ings under § 4(2) of the Securities Act. As the SEC
makes clear in Preliminary Note 3 to Regulation D,
while an offering satisfying Rule 506 will be deemed to
be a non-public offering under § 4(2), Rule 506 is not
the exclusive means for establishing a § 4(2) exemption.
The Rule 506 exemption is not an exemption created by
the SEC in the exercise of the authority given to the SEC
to create exemptions under § 3(b) of the Securities Act,
as are the exemptions under Rules 504 and 505. Rather,
it is a determination by the SEC that offerings meeting
the conditions of Rule 506 are not public offerings. 

This determination by the SEC has been subse-
quently ratified by Congress in § 18(b)(4)(D) of the
Securities Act, which preempts state registration
requirements for securities sold in a transaction exempt
from registration pursuant to “Commission rules or
regulations issued under section 4(2).” At the time § 18
was amended by the National Securities Markets
Improvement Act of 1996 (“NSMIA”), and at all times
since, the only rule of the SEC describing an offering
exemption and issued under § 4(2) has been Rule 506. 

In People v. Landes, the Court of Appeals discussed
the factors to be considered in determining whether an
offering is public, looking for guidance to the decision
of the Supreme Court in SEC v. Ralston Purina Co., 346
U.S. 119 (1953). The decisive factor identified by the
Supreme Court in Ralston Purina is whether investors
have such access to material information about the
offering and the issuer and its principals that they do
not require a prospectus registered with the SEC. Rule
506 has built into it conditions designed to ensure that
investors will have access to all material information
about the offering. Rule 502, incorporated into Rule 506,
requires that a disclosure document, meeting the
requirements of specified SEC registration forms, be
provided to all non-accredited investors. Accredited
investors, a category that includes institutional
investors and high net-worth and high income individ-
uals, have the financial leverage to obtain the informa-
tion they consider necessary to make the investment.
Thus, the most important factor in People v. Landes is
satisfied in all Rule 506 offerings. The other factors in
People v. Landes are designed to test whether an offering
is being made as part of a public distribution, but the
conditions to Rule 506 ensure that these factors are sat-
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isfied as well. A Rule 506 offering may not be made
using general advertising or general solicitation, and
the resale of securities purchased in a Rule 506 offering
is restricted.

Given: (a) that the cases in New York State inter-
preting the concept of public offering have looked to
federal case law under § 4(2) of the Securities Act, (b)
that the requirements of People v. Landes are satisfied by
compliance with Rule 506, (c) the clear statement of leg-
islative intent reflected in Governor Rockefeller’s mem-
orandum that the term “public offering” under the New
York law should be interpreted consistently with the
federal securities law, and (d) the clear statement of
intent by Congress that Rule 506 should apply to state
securities laws uniformly, we believe that all § 4(2)
offerings and all Rule 506 offerings are non-public offer-
ings under GBL §§ 352-e and 359-e. We further believe
that the Attorney General should state publicly his
agreement with that conclusion. 

Because § 4(2) and Rule 506 offerings are non-pub-
lic offerings under GBL §§ 352-e and 359-e, issuers are
not required to file any form of notice or fee with the
OAG. If New York State wishes to receive a notice and
fee for § 4(2) and Rule 506 offerings, it must amend the
Martin Act to require (or to permit the Attorney Gener-
al to require) notice filings in non-public offerings.

The Exclusion for Offerings “to, from or
through” a Bank, Dealer or Broker

GBL § 359-e(1)(a) excludes certain persons from the
definition of dealer, stating, in part, that “[n]o person
shall be deemed to be a ‘dealer,’ as defined in this sub-
division, or a broker, as defined in subdivision (b), sole-
ly by reason of the fact that he is engaged in the busi-
ness of (i) selling, offering for sale, purchasing or
offering to purchase any security or securities to, from
or through any bank, dealer or broker. . . .” The mean-
ing of this provision is clear on its face. An issuer sell-
ing securities to an underwriter or underwriting syndi-
cate in a firm commitment offering is excluded from the
definition of dealer, and an issuer selling securities
through a broker or group of brokers in a best efforts
offering is likewise excluded from the definition of
dealer. Although the OAG has recognized the exclusion
for issuers selling in firm commitment offerings, to date
it has not publicly recognized the equally valid exclu-
sion for issuers selling through brokers in best efforts
offerings. See, e.g., “Broker-Dealer and Securities Regis-
tration Information Sheet, Part I(C), CCH Blue Sky L.
Rep. ¶42,573 (revised May 1993).

The intent of the New York State legislature to
exclude issuers in both kinds of offerings is highlighted
by the 1959 amendment to GBL § 359-e. Prior to that
amendment, § 359-e, in relevant part, (a) encompassed

only “dealers,” not “brokers,” (b) defined “dealer” as a
person “who engages directly or through an agent in
the business of trading in securities in such manner that
as part of such business any of such securities are sold
or offered for sale to the public in this state,” (c) did not
explicitly include issuers as a type of “dealer,” and (d)
contained exclusions for (i) “any sale or offer of sale to
any person engaged in the business of acquiring securi-
ties for the purpose of resale to the public,” and (ii)
“any sale or offer of sale to a banker, to a dealer or to a
corporation or to any syndicate or group formed for the
specific purpose of acquiring such securities for resale
to the public directly or through other syndicates or
groups, or any sale or offer of sale upon the floor of any
exchange to a broker in securities.” GBL § 359-e (McK-
inney 1957, as amended by 1958 N.Y. Laws ch. 750, §§
4-6). 

Thus, the prior version of the statute excluded only
sales to the designated persons, acting for their own
account, and the 1959 addition of an exclusion for sales
or offers through banks or brokers was a significant
change. In particular, by excluding sales through bro-
kers, who, by definition in GBL § 359-e(1)(b), are
“engaged in the business of effecting transactions in
securities for the account of others,” the current exclu-
sion must, by definition, apply to “best efforts” offer-
ings, since a broker may only act in an agency capacity,
not as a principal; i.e., one cannot sell securities “to” a
broker, but only “through” a broker. The rationale for
the Legislature’s amendment to expand the exclusion to
also exclude sales through a bank or broker is that as
long as a bank or registered broker is interjected
between an issuer and public investors, there is no basis
for also requiring the issuer to register as a dealer.

We realize there is a possibility that, in a best efforts
offering, an issuer may sell some securities directly to
the public and may, therefore, be a dealer. However, in
best efforts offerings in which the issuer sells to the
public exclusively through a broker (even if it sells directly
to persons who are not banks, dealers or brokers in
non-public offerings), the issuer is entitled to claim the
exclusion from the definition of dealer. We also note the
use of the disjunctive “or” introducing the clause fol-
lowing the “to, from or through” exclusion, rather than
the conjunctive “and.”2 Thus it is clear that the issuer
does not also have to be selling to a syndicate, corpora-
tion or group formed for the specific purpose of acquir-
ing such securities for resale to the public in order to be
entitled to the exclusion. A contrary interpretation
would mean, among other things, that the 1959 amend-
ment to the statute adding the word “through” would
have served no purpose.

We believe that the Attorney General should
publish advice confirming that issuers selling through
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brokers in best efforts offerings are excluded from the
definition of dealer, as clearly provided by GBL §
359-e(1)(a). In the absence of such clarification, many
issuers assume the unnecessary burden and expense of
filing a Form M-11 issuer-dealer registration statement
or a Form 99 issuer-dealer registration statement for
covered securities offerings, compromising the privacy
rights of the principals of issuers by doing so.3

Section 18 Preemption for Rule 506 Offerings
Section 18(a)(1) of the Securities Act, as amended by

NSMIA in 1996, provides that no law, rule, regulation or
order, or other administrative action of any State
“requiring, or with respect to, registration or qualifica-
tion of securities, or registration or qualification of secu-
rities transactions, shall directly or indirectly apply to a
security that (A) is a covered security or (B) will be a
covered security upon completion of the transaction.”
Section 18(b)(4)(D) provides that a security is a covered
security in a transaction that is exempt from registration
under the Securities Act under “Commission rules or
regulations issued under Securities Act § 4(2), except
that this subparagraph does not prohibit a State from
imposing notice filing requirements that are substantial-
ly similar to those required by rule or regulation under
§ 4(2) that are in effect on September 1, 1996.”

As discussed above, the only rule or regulation
issued by the SEC under § 4(2) is Rule 506. The notice
filing requirements in effect on September 1, 1996, were
to file the first five pages (Parts A-D) of Form D within
15 days after the first sale of securities in the Rule 506
offering. See Rule 503 (Filing of Notice of Sales) and
instructions to Form D. 

It is clear that § 18 preempts the registration
requirements under GBL § 352-e for real estate offerings
made pursuant to Rule 506 (leaving aside the fact that
under New York statutory provisions, such offerings
are private offerings outside of the purview of § 352-e
in any event). Section 18(a)(1) provides that no such
registration requirement, whether of securities or of
securities transactions shall apply, directly or indirectly, to
a covered security. Thus, because of §18 preemption,
New York State may not require the registration of
issuers as dealers as a way of indirectly requiring regis-
tration of transactions in covered securities. All New
York State could do (if it were permitted to do so under
its statutory provisions) would be to impose notice fil-
ing requirements substantially similar to those required
by Rule 503 and Form D.4

If the Martin Act permitted New York State to
receive anything at all under GBL §§ 352-e or 359-e, it
could receive only a fee, a consent to service of process
and the first five pages (Parts A-D) of Form D together
with the “State Signature” portion of page 6 of Form D,

within 15 days after the first sale. In particular, New
York may not require a notice filing before the first
offer, nor may it require responses to questions 1-4 of
Part E of Form D as regards information about disquali-
fication under the provisions of Rule 262 of SEC Regu-
lation A, undertakings to make other state filings,
undertakings to provide offering materials and repre-
sentations about familiarity with the Uniform Limited
Offering Exemption provisions, as they are not part of
the notice filing requirements of the SEC under Rule
506. 

We note that information about disqualification
under Rule 262 of SEC Regulation A, referenced in Part
E on page 6 of Form D, was included in Part E of Form
D purely for purposes of the state Uniform Limited
Offering Exemption, which is no longer applicable to
Rule 506 offerings. The Senate, House and Conference
reports on NSMIA make clear that Congress did not
intend to permit the states to use the enforcement pow-
ers reserved to them to “reconstruct in a different form
the regulatory regime for covered securities that Section
18 has preempted.” (See excerpts from reports attached
as Appendix hereto.) 

Section 15(h) Preemption of Further State
Notice Filing

GBL § 359-e(8) provides that no dealer may sell or
offer to sell securities to the public within New York
State as principal or agent unless the dealer has filed a
form known as the Further State Notice. The Further
State Notice requirement is thus an operational report-
ing requirement for brokers or dealers.5 For reasons dis-
cussed above, no Further State Notice should be
required in any § 4(2) or Rule 506 offering, because such
offerings do not involve the sale of securities to the
public. To the extent that § 359-e(8) requires filing of a
Further State Notice by broker-dealers registered under
§ 15 of the Exchange Act, that requirement is preempted
in any case by § 15(h) of the Exchange Act. Section
15(h)(1) provides, in pertinent part, that 

[n]o law, rule, regulation, or order, or
other administrative action of any State
or political subdivision thereof shall
establish capital, custody, margin,
financial responsibility, making and
keeping records, bonding, or financial
or operational reporting requirements
for brokers, dealers, municipal securi-
ties dealers, government securities bro-
kers, or government securities dealers
that differ from, or are in addition to,
the requirements in those areas estab-
lished under this title.
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There is no equivalent to the Further State Notice
under the Exchange Act. Since the requirement to file a
Further State Notice is an operational reporting require-
ment for brokers or dealers that differs from, or is in
addition to, the requirements established by the SEC
and self-regulatory organizations like the NASD under
the Exchange Act, §15(h) preempts the Further State
Notice requirement, and registered brokers and dealers
may not be compelled to file them.

We support the current efforts of the Attorney Gen-
eral to update and streamline its regulation of private
offerings. The U.S. Congress has made it clear, through
its amendment of Securities Act § 18 by NSMIA, that
there is a national interest in reducing the regulatory
burden on small business capital formation in connec-
tion with Rule 506 offerings. We believe that the Attor-
ney General should take this opportunity to review its
interpretation of the Martin Act, and to revise its filing
requirements to comply with the provisions of NSMIA.
We hope that this position paper assists in that process,
and we would be pleased to make ourselves available
for additional dialogue on the subjects discussed here. 

Drafting Committee
Charles H.B. Braisted 

Guy P. Lander 
Peter W. LaVigne 
Ellen Lieberman 
Alan M. Parness 

Douglas B. Pollitt

Endnotes
1. Section 23.03 of the New York State Art and Cultural Affairs

Law requires registration of certain theatrical syndications, and
GBL § 359-ff requires registration of intra-state offerings. Those
registration requirements are not discussed in this paper, but we
note that provisions of federal law preempting registration of
real estate syndications apply equally to registration of theatri-
cal syndications.

2. The full exclusion, contained in § 359-e(1)(a)(i), provides:

No person shall be deemed to be a “dealer,” as
defined in this subdivision, or a broker, as defined
in subdivision (b), solely by reason of the fact that
he is engaged in the business of (i) selling, offering
for sale, purchasing or offering to purchase any
security or securities to, from or through any
bank, dealer or broker, or to or from any syndi-
cate, corporation or group formed for the specific
purpose of acquiring such securities for resale to
the public directly or through other syndicates or
groups.

3. Principals of issuers registering on Form M-11 are required to
disclose their social security numbers and residence addresses,
among other facts. Officers and directors of foreign companies,
in particular, have long objected to disclosing their residence
addresses for fear of kidnapping and assassination.

4. The power of Congress to preempt state laws in matters of inter-
state commerce, even where the state asserts its police powers,
has been decisively settled. As the Supreme Court stated in
Hodel v. Virginia Surface Mining & Reclamation Assoc., Inc., 452
U.S. 264, 290-291 (1981), “A wealth of precedent attests to con-
gressional authority to displace or pre-empt state laws regulat-
ing private activity affecting interstate commerce when these
laws conflict with federal law. [Citations omitted.] Moreover, it
is clear that the Commerce Clause empowers Congress to pro-
hibit all—and not just inconsistent—state regulation of such
activities. . . . This conclusion applies regardless of whether the
federal legislation displaces laws enacted under the States’
‘police powers.’ The Court long ago rejected the suggestion that
Congress invades areas reserved to the States by the Tenth
Amendment simply because it exercises its authority under the
Commerce Clause in a manner that displaces the States’ exercise
of their police powers.”

5. If the Further State Notice were a transactional reporting
requirement, it would be preempted by Securities Act §
18(b)(4)(D).

APPENDIX

Excerpts from Committee Reports on NSMIA
Relating to Preemption of State Registration of
Covered Securities

From Conference Report H. Rept. No. 104-684.
September 28, 1996

With respect to securities offerings, the Managers
have allocated regulatory responsibility between the
Federal and state governments based on the nature of
the securities offering. Some securities offerings, such as
those made by investment companies, and certain pri-
vate placements are inherently national in nature, and
are therefore subject to only federal regulation. Smaller,
regional, and intrastate securities offerings remain sub-
ject to state regulation. The Managers have preserved
the authority of the states to protect investors through
application of state antifraud laws. This preservation of
authority is intended to permit state securities regula-
tors to continue to exercise their police power to pre-
vent fraud and broker-dealer sales practice abuses, such
as churning accounts or misleading customers. It does
not preserve the authority of state securities regulators
to regulate the securities registration and offering
process through commenting on and/or imposing
requirements on the contents of prospectuses or other
offering documents, whether prior to their use in a state
or after such use. 

From United States Senate Report No. 104-293.
June 26, 1996

In both cases, the bill preserves state fraud authori-
ty. This preservation of authority makes clear that states
would continue their role in regulating broker-dealer
conduct whether or not the offering is subject to state



review. The Committee believes that allowing the states
to oversee broker-dealer conduct in connection with
preempted offerings will ensure continued investor pro-
tection. As long as states continue to police fraud in
these offerings, compliance at the federal level will ade-
quately protect investors. In preserving this authority,
however, the Committee expects the states only to
police conduct—not to use this authority as justification
to continue reviewing exempted registration statements
or prospectuses. The Committee clearly does not intend
for the “policing” authority to provide states with a
means to undo the state registration preemptions. States
will continue to receive notice filings and fees as speci-
fied to facilitate their antifraud efforts.

From House Report No. 104-622. June 17, 1996

Section 18(a) prohibits State governments from
requiring the registration of, or otherwise imposing
conditions on, offerings of “covered securities” as
defined in Section 18(b), subject to Section 18(d), which
preserves State authority to investigate and bring
enforcement actions with respect to fraud or deceit
(including broker-dealer sales practices) in connection
with securities or securities transactions. Section 18(d)
also preserves the authority of States to require notice
filings and fees with respect to certain offerings, and to
suspend the offer or sale of securities within a State as a
result of the failure to submit a filing or fee. Section
18(a) also limits State governments from requiring the
regulation or otherwise imposing conditions on offer-
ings of “conditionally covered securities” as defined in
Section 18(c). Section 18(a) specifically provides that
States may not conduct merit reviews of these offerings.
In addition, Section 18(a) prohibits States from placing
limits or imposing conditions upon (including outright
prohibition of) the use of offering documents with
respect to such “covered securities” offerings, including
advertising or sales literature used in connection with
such offerings. It further preempts State regulation or
other disclosure documents such as proxy statements
and annual reports. In each case, the prohibition applies
both to direct and indirect State action, thus precluding
States from exercising indirect authority to regulate the
matters preempted by Section 18(a). Also, in each case,
the prohibitions are subject to the provisions of subsec-
tion (d). By extending the prohibition to indirect State
action, the Committee specifically intends to prevent
State regulators from circumventing the provisions of
Section 18(a) that expressly prohibit them from requir-
ing the registration of, or otherwise imposing condi-
tions or limitations upon, offerings of covered securi-

ties. The Committee does not intend, however, that the
extension of the prohibition to indirect actions by State
regulators restrict or limit their ability to investigate,
bring actions, or enforce orders, injunctions, judgments
or remedies based on alleged violations of State laws
that prohibit fraud and deceit or that govern broker-
dealer sales practices in connection with securities or
securities transactions.

* * *

Paragraph 18(d)(1) preserves specified State author-
ity, pursuant to state law, consistent with Section 18.
The relationship between Section 18(d) and Section
18(a) is especially important. The Committee intends to
preserve the ability of the States to investigate and
bring enforcement actions under the laws of their own
State with respect to fraud and deceit (including broker-
dealer sales practices) in connection with any securities
or any securities transactions, whether or not such secu-
rities or transactions are otherwise preempted from
state regulation by Section 18. It is the Committee’s
intent that the limitations on State law established by
Section 18 apply to State law registration and regulation
of securities offerings, and do not affect existing State
laws governing broker-dealers, including broker-dealer
sales practices. In preserving State laws against fraud
and deceit, (including broker-dealer sale practice
abuse), however, the Committee intends to prevent the
States from indirectly doing what they have been pro-
hibited from doing directly. The Committee intends that
the authority that States retain over broker-dealers to
allow the States to impose conditions on, or otherwise
to regulate, offerings of securities. [sic] The legislation
preempts authority that would allow the States to
employ the regulatory authority they retain to recon-
struct in a different form the regulatory regime for cov-
ered securities that Section 18 has preempted.

Thus, for example, Section 18 precludes State regu-
lators from, among other things, citing a State law
against fraud or deceit or regarding broker-dealer sales
practices as its justification for prohibiting the circula-
tion of a prospectus or other offering document or
advertisement for a covered security that does not
include a legend or disclosure that the State believes is
necessary or that includes information that a State regu-
lator criticizes based on the format or content thereof.
The Committee intends to eliminate States’ authority to
require or otherwise impose conditions on the disclo-
sure of any information for covered securities.

NYSBA NY Business Law Journal |  Fall 2002  | Vol. 6 | No. 2 15



16 NYSBA NY Business Law Journal |  Fall 2002  | Vol. 6 | No. 2

Are You a Dolphin? Or a Financial Institution?
By David L. Glass

It is the policy of the Congress that each
financial institution has an affirmative
and continuing obligation to respect the
privacy of its customers and to protect
the security and confidentiality of those
customers’ nonpublic personal informa-
tion.1

[Lawyers are like] happy dolphins
swimming along in the ocean and get-
ting caught in a tuna net.2

For only the second time in its 125-year history, the
New York State Bar Association (NYSBA) has filed a
lawsuit on behalf of its members.3 In late September
2002, as this article was going to press, the Government
filed a motion to dismiss NYSBA’s Complaint. And the
American Bar Association (ABA), which has been work-
ing behind the scenes on a legislative fix, has now taken
up the litigation cudgel as well.4

At issue in both actions is the refusal of the Federal
Trade Commission (FTC) to acknowledge the seemingly
obvious: that an attorney engaged in the practice of law
is not a “financial institution” under the financial
reform legislation enacted in 1999, known as the
Gramm-Leach-Bliley Act (“GLB Act”).5 Among other
things, the GLB Act requires all “financial institutions”
to take certain measures to protect the privacy of con-
sumers with whom they deal. No one—not the Con-
gress, not the consumer advocates, not the lawyers who
assisted in drafting the legislation, and apparently not
the FTC itself6—ever intended or contemplated that
lawyers would be caught in this particular tuna net. But
the FTC has elected to cast its net wide and far, and
many of the one million practitioners in the United
States are going to be not-so-happy dolphins.

At a minimum, the FTC’s interpretation imposes a
substantial paperwork burden on the profession. The
GLB Act mandates that all financial institutions dealing
with consumers provide a notice to their customers,
upon establishing the relationship and annually there-
after. It is doubtful that most individual practitioners or
smaller firms have the systems capability to readily
identify all of the clients to which the requirement
applies.7 This burden falls especially heavily on legal
aid lawyers and others representing poor clients, who
typically have large caseloads and limited resources.8
And it is unclear how the law applies to someone who
is a client for a one-time transaction, such as a real
estate closing.

But the potential consequences are far more trou-
blesome than additional paperwork. As noted in
NYSBA’s Complaint, applying the GLB Act to lawyers
raises the specter that the privacy requirements
imposed by the Act could be deemed to preempt the
more stringent confidentiality and privilege rules to
which the profession is subject under state law.9 And
the notices are sure to alarm clients, who may well per-
ceive them as a reduction in the confidentiality they take
for granted in their relationships with their attorneys.10

This assumes that a client bothers to read the notice
in the first instance. Shortly after the enactment of the
GLB Act, the author participated in a panel discussion
on the privacy provisions with a representative of the
American Civil Liberties Union (ACLU). While arguing
for still more stringent privacy legislation, the ACLU
representative complained that the required notices
were already so lengthy and confusing that consumers
“couldn’t be bothered” to read them.11 Of course, a
notice identifying one’s attorney as a “financial institu-
tion” is just what is needed to clear up the confusion
(and help fill up the recycling bin).

As stated by NYSBA in its Complaint, the FTC’s
interpretation “ . . . is the paradigm of a regulatory pro-
nouncement that is arbitrary, capricious, contrary to
law, and an offense to common sense.”12 Viewed in a
broader context, it is the reductio ad absurdum of the
“one size fits all” model of regulation, as so persuasive-
ly described by attorney Philip Howard in his best-sell-
er “The Death of Common Sense,”13 whereby those
charged with administering the law see themselves as
constrained from the exercise of judgment and common
sense, and are reduced to the wooden application of the
literal language of a rule. Indeed, it seems clear that the
FTC itself—or at least its staff—sees its role in exactly
this way. 

Thus, an FTC staff attorney has been quoted as
acknowledging that “[n]o one realized at the time that
[the GLB Act] might apply to lawyers. . . . We agree that
it doesn’t make sense.”14 But the same staff attorney—
even while conceding that lawyers are covered by state
disciplinary rules that are far more protective of clients’
confidential information than is the GLB Act—also said
that “all folks who are technically covered by the [FTC]
rules need to comply.”15 Thus, having determined that
attorneys are “technically covered,” the FTC relieves
itself of the need to exercise judgment, discretion or
common sense. 
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The remainder of this article discusses the back-
ground of the FTC’s action, reviews NYSBA’s complaint
and its prospects for success, and considers the
prospects for reconsideration by the FTC or new legisla-
tion as a way out of the morass.

The FTC Rule
The FTC promulgated its rule pursuant to the man-

date of the GLB Act, which assigned the responsibility
to write privacy rules to seven federal agencies and,
with respect to insurance companies that are historical-
ly regulated by the states, some 50 state agencies. The
FTC’s authority is residual; it essentially covers all enti-
ties that meet the definition of “financial institution,”
but are not under the jurisdiction of the SEC or one of
the federal banking or state insurance regulators. As
required by the GLB Act, the FTC published its pro-
posed privacy regulations for comment in 2000.16 The
proposed rule made no reference to lawyers as such,
but stated that it applied to entities engaged in “any
activity that the [Federal Reserve] Board has deter-
mined to be a financial activity.” The FTC received
some 640 comments on the proposed rule from mem-
bers of the public, not one of them regarding its possi-
ble applicability to lawyers.17

In accordance with the mandate of Congress, as
promulgated the FTC’s regulations require every
“financial institution” to provide its customers, at the
outset of the relationship and on an annual basis there-
after, with a notice setting forth the institution’s policy
regarding whether and under what circumstances it
will share the customer’s nonpublic information in its
possession with others, and giving the customer an
opportunity to “opt out” of such sharing.18 For this pur-
pose, the FTC rule states that “financial institutions . . .
include, but are not limited to . . . credit counselors and
other financial advisors, tax preparation firms . . . and
investment advisors that are not required to register
with the Securities and Exchange Commission.”19

Among the examples given of financial activities to
which the law would apply were “real estate settlement
services; providing financial or investment advisory
activities including tax planning, tax preparation, and
instruction on individual financial management.”20

These are all activities that lawyers may engage in from
time to time. Arguably, therefore, the FTC definition is
broad enough to include lawyers, at least to the extent
that they provide financial advice to individual
clients—for example, in connection with tax or estate
planning, real estate transactions, or trust fund manage-
ment.21 Nonetheless, the bar did not recognize the dan-
ger until the spring of 2001, with the rule due to take
effect on July 2 of that year. 

The Bar’s Response
On June 22, 2001, NYSBA filed a letter with the

FTC, calling upon the agency to declare for the record
that attorneys were exempt from the GLB Act privacy
provisions.22 The following week the ABA also filed a
letter with the FTC, requesting an extension of time to
comply. On July 10, 2001, the ABA sent a letter to the
chairman of the FTC, formally requesting an
exemption.23 While noting that “common sense” dictat-
ed otherwise, the ABA letter conceded that a lawyer or
law firm “significantly engaged” in one or more of the
covered financial activities “potentially would be sub-
ject to the [GLB] Act’s privacy requirements.”24 There-
after representatives of the bar associations met with
FTC staff.25 The FTC participants initially appeared to
be receptive to the concept of exempting attorneys, but
indicated that they did not yet “fully understand” the
scope of the agency’s authority to issue exemptions.26

On August 22, 2001, the ABA again wrote to the FTC,
enclosing a memorandum discussing state regulation of
the legal profession, in response to questions raised by
FTC staff.27

Nonetheless, in a letter dated April 8, 2002 (the
“Beales Letter”), the FTC declined to grant relief. While
stating that the FTC “recognized” the concerns raised
by applying the privacy rules to attorneys, it noted “sig-
nificant questions as to the legal authority of the [FTC]
to grant the exemption you request.” The letter went on
to assert that the FTC’s authority to grant exemptions
was limited to section 502 of the GLB Act, which pro-
hibits disclosure by a financial institution of a con-
sumer’s nonpublic personal information to third parties
unless the consumer has been given a chance to “opt
out” of such disclosure. Therefore, in the FTC’s view,
the GLB Act did not confer authority to grant exemp-
tions from the Act’s other provisions, such as the annu-
al notice requirement.28

The NYSBA Complaint
Just three weeks after the Beales Letter, NYSBA

responded by filing its Complaint. The Complaint
sought relief on essentially two grounds: first, that the
FTC’s failure to grant an exemption was arbitrary,
capricious and contrary to the law and the Congress’
intent; and second, to the extent that the law was read
to apply to attorneys, it would violate the Tenth
Amendment of the Constitution, since it “infringes on
an area of lawmaking and regulation historically com-
mitted and reserved solely to the States—the regulation
of the confidential nature of the relationship between
clients and practicing lawyers subject to State licen-
sure.”29
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The Tenth Amendment issue received comparative-
ly short shrift in the Complaint, although it was devel-
oped in much greater depth in NYSBA’s Memorandum
opposing the Government’s motion to dismiss, filed on
September 16, 2002 (discussed below). The crux of the
Complaint lies in the area of administrative law—name-
ly, whether the agency’s action—or, in this case, inac-
tion—was arbitrary, capricious or not in accordance
with law.30 Under the Supreme Court’s Chevron stan-
dard, the court is instructed to first determine whether
“the intent of Congress is clear [as to] “the precise ques-
tion at issue.”31 If so, “that is the end of the matter . . .
[but] if the statute is silent or ambiguous with respect to
the specific issue, the question for the court is whether
the agency’s answer is based on a permissible construc-
tion of the statute . . . if the administrator’s reading . . .
defines a term in a way that is reasonable in light of the
legislature’s revealed design, we give the administra-
tor’s judgment controlling weight.”32

Thus, the Chevron standard requires the court to
give “controlling weight” to the FTC’s judgment only if
1) the intent of Congress is not clear, 2) the construction
of the statute adopted by the FTC is a permissible one,
and 3) “a term [i.e., “financial institution”] is defined in
a way that is reasonable in light of the legislature’s
revealed design.” In the NYSBA case, there appear to be
grounds for optimism on all three points.

Is the Intent of Congress Clear?
While the statute is silent on its face as to whether

lawyers are included, the legislative intent of Congress
seems quite clear that they were not intended to be
included. The GLB Act was crafted over a period of
years, by the House Financial Services Committee (for-
merly the Banking Committee), the House Energy &
Commerce Committee, and their Senate counterparts.
Numerous trade groups, representing banks, securities
dealers, insurance underwriters and agents, and other
financial services providers, participated actively in its
drafting, along with a variety of consumer advocates.
The stated objective of the GLB Act was to repeal or
overhaul those provisions of the Glass-Steagall Act and
the Bank Holding Company Act that prohibited the
affiliation of banks with securities firms and insurance
companies, and more generally to modernize the struc-
ture for the delivery of financial services.33 The privacy
issue played no part in the early deliberations. Indeed,
a precursor to the GLB Act passed the House in 1998
without any privacy provision at all. 

The privacy title first appeared in early 1999, dur-
ing the final deliberations that led to the bill that ulti-
mately was enacted.34 It was included primarily to
secure the support of consumer advocates for the legis-

lation, which was perceived in some quarters as not
being in the interests of consumers. Under these cir-
cumstances, there is no indication whatever that Con-
gress ever intended to cover lawyers under the GLB
Act’s privacy title. To the contrary, there is every indica-
tion that such coverage was not intended.35 As the
Complaint notes, had Congress intended the GLB Act
to cover lawyers, as a matter of normal practice—not to
mention procedural fairness—it would have been
referred to the House and Senate Judiciary Committees,
which have jurisdiction over legislation that impacts on
the practice of law. In fact, however, it was never
referred to either of these committees.36

Is the FTC’s Construction a Permissible One?

The second inquiry under Chevron is whether the
agency’s construction of the enabling statute is a per-
missible one. Given the unique structure of the GLB Act
privacy provisions, it appears that the FTC’s interpreta-
tion fails this test.

A key aspect of the GLB privacy provisions is that
they explicitly preserve the authority of the states to
adopt privacy laws that afford greater protection to
consumers. Indeed, several states have actively consid-
ered legislation along these lines. Consistent with this
objective, the GLB Act preserves state law that is “not
inconsistent,” and expressly provides that a state law
affording greater protection to consumers than the GLB
Act is “not inconsistent” and, therefore, is not preempt-
ed.37 As the Complaint argues, the federal law, if con-
strued to apply to lawyers, could effectively preempt
the far greater protections afforded under state regula-
tion of the practice of law. For example, the GLB Act
specifically allows financial institutions to share non-
public personal information with third parties, unless
the consumer expressly “opts out” of such sharing. But
attorneys clearly would be violating well-settled princi-
ples of privilege and confidentiality if they were to
share client information without the client’s consent.38

Thus, the FTC’s construction is directly contrary to
the structure and intent of the GLB Act. Clearly, state
disciplinary rules would prohibit an attorney from sell-
ing her client list, containing personal information, to
third-party marketers. But in principle, at least, an
attorney could argue that the FTC regulations authorize
her to do exactly that, as long as she has given the client
an opportunity to “opt out.” 

Is the FTC’s Definition Reasonable?

The FTC has adopted a definition of “financial insti-
tution” that it construes to include attorneys. As such,
the definition is unreasonable, because it flies in the face
of the “legislature’s revealed design.” As argued by
NYSBA in its Complaint,39 and again in its brief oppos-
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ing the government’s motion to dismiss,40 there is noth-
ing in the language or the legislative history of the GLB
Act to suggest that Congress intended to include
lawyers in the definition of “financial institution.” To
the contrary, there is every indication to the contrary.

As discussed above, the GLB Act was the product
of many years of negotiation among financial institu-
tions, the agencies that regulate them, the Congress and
the executive branch, all aimed at streamlining the
financial system and enabling American financial com-
panies to compete with their foreign competitors. Thus,
the legislative history states the Act’s purpose to be “to
enhance competition in the financial services industry
by providing a prudential framework for the affiliation
of banks, securities firms, insurance companies and
other financial services providers.”41 Lawyers manifest-
ly do not “compete” with financial conglomerates; nor
are financial firms permitted to practice law. 

As noted, the privacy title was the caboose that was
added to the train as it was about to leave the station—
primarily to address the concern of consumer groups
and elected officials that customer privacy be preserved
in the brave new world of financial conglomerates. To
adopt a definition that does not distinguish the practice
of law from the services offered by these conglomerates
manifestly does violence to the intent of Congress.
Indeed, as NYSBA notes in its brief, the regulators of
financial conglomerates supervise their activities to
make certain that, in offering services such as tax plan-
ning, they do not inadvertently lap over into the unau-
thorized practice of law.42

The Tenth Amendment Argument
It is axiomatic that courts will avoid reaching a con-

stitutional issue if the case presents narrower grounds
for decision. Nonetheless, NYSBA sets forth a persua-
sive case to overturn the FTC’s reading of the GLB Act
on Tenth Amendment grounds.

The Tenth Amendment reserves to the states all
powers not expressly granted to the federal govern-
ment. When a federal statute appears to intrude into an
area traditionally reserved to state regulation, therefore,
Congress is presumed not to have intended “to precipi-
tate a constitutional confrontation” unless its intent to
do so is clear.43 In Gregory v. Ashcroft, a group of Mis-
souri state judges argued that the federal Age Discrimi-
nation in Employment Act (ADEA), which protects
“employees” from age discrimination, preempted the
Missouri state constitution, which mandated retirement
for judges at age 70. ADEA specifically exempts
“appointees on the policymaking level” from its protec-
tions.44 The respondents in Gregory argued that appoint-

ed state judges fall within this exemption because, inter
alia, state courts have supervisory power over the state
bar.

In upholding Missouri’s right to establish mandato-
ry retirement age for appointed judges, the Supreme
Court said that Congress’ power to impose its will on
the states is one that “ . . . we must assume Congress
does not exercise lightly.” Accordingly, there must be a
clear and unmistakable intent by Congress, in a “plain
statement,” to override state sovereignty before it will
be inferred that that is the result. Applying this “plain
statement” rule, the Court held that because the ADEA
did not have clear, unambiguous language that
appointed state judges were intended to be covered, it
is presumed that they are not covered.45

Thus, it is not sufficient to infer, as the FTC did, that
lawyers were intended to be included in the GLB Act
privacy protections simply because they were not
expressly excluded (applying, or misapplying, the
hoary maxim of statutory construction that expressio
unius est exclusio alterius). Given that regulation of
lawyers, as officers of the court, is a long-standing state
prerogative, the inclusion of lawyers is not to be
inferred unless it is clearly stated.

FTC Administrative Precedent
The FTC is on record as asserting that it lacks the

jurisdiction to reverse its interpretation, absent a formal
rule-making or a legislative fix. Not the least ironic
aspect of the situation is that an agency that sometimes
has been aggressive, if not high-handed, in upsetting
settled expectations in the past is suddenly so deferen-
tial regarding its own jurisdiction. Just two years ago,
for example, in an informal staff opinion, the FTC
abruptly reversed what the lending industry had long
thought was its settled interpretation under the Fair
Credit Reporting Act (FCRA). FCRA generally requires
certain protections in connection with a “consumer
report.” The agency’s long-standing interpretation was
that a consumer report obtained in connection with a
business, rather than personal, transaction—for exam-
ple, a report on a sole proprietor in connection with a
transaction for his business—was not covered by the
protections of FCRA. 

This interpretation, which appears in the agency’s
own FCRA regulations,46 was abruptly overturned by
an “informal” staff interpretation—which did not even
bother to reference the apparently contrary language in
the regulation, even as it baldly asserted that it was
consistent with that regulation. The opinion stated that
it was an informal staff opinion, and as such was “not
binding” on the FTC.47 While technically correct as a
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matter of administrative law, this statement is more
than a bit disingenuous; it cannot be reasonably sup-
posed that such an opinion would be issued by a staff
attorney without at least implicit approval from the
agency, or that the agency would disregard it once it
has been issued. Certainly the lending and leasing
industry took it quite seriously; the letter generated a
firestorm of protest, leading to the intercession of the
general counsel of all four federal banking agencies in
asking the FTC staff to reconsider. In response, a subse-
quent staff letter beat a hasty retreat from the worst
aspects of the initial, ill-considered, position.48

The FTC’s Commentary on FCRA, included as an
appendix to its regulation, states that “Staff will contin-
ue to respond to requests for informal staff interpreta-
tions” [emphasis supplied], but goes on to provide a
separate procedure for seeking “formal Commission
interpretations of the FCRA . . .”49 The FTC does not
appear to make a similar distinction in the case of the
GLB Act regulations, and it is not clear whether the
agency regards the Beales Letter, which was signed by
the Director of its Bureau of Consumer Protection, as a
formal or informal interpretation. The NYSBA Com-
plaint asserts that it is a final agency action, which as a
matter of administrative law would be a prerequisite to
suing the agency.

In any event, if it were so inclined, the FTC could
reverse its interpretation and end the controversy with-
out the need for legislation or a court determination.
There is no need for a new rule-making, because it is
not the FTC’s rule that is at issue. The rule itself, as
noted, makes no mention of attorneys; it is the FTC’s
interpretation of the rule that has created the problem.
And the agency has the clear authority under the GLB
Act to create exemptions; it has already exempted col-
leges and universities that comply with the Federal
Educational Rights and Privacy Act.50

Corrective Legislation
Finally, the problem could be corrected by legisla-

tion amending the GLB Act to expressly exempt
lawyers from the definition of “financial institution.” As
this article went to press, Reps. Judy Biggert (R-Illinois)
and Carolyn Maloney (D-New York) were introducing
legislation to this effect.51 The American Bar Associa-
tion’s legislative office previously had indicated that it
has the support of members from both parties for “nar-
rowly crafted legislation to exempt lawyers” from the
GLB Act privacy provisions,52 and has established a
working group to seek a legislative fix.53

Whether the legislation makes any headway is
something else again, however. Congressman John

LaFalce (D-New York), ranking member of the House
Financial Services Committee, told the author in June
that he regarded the FTC’s interpretation as clearly vio-
lating the intent of the Congress, and intended to sup-
port a legislative fix. But Rep. LaFalce since has decided
not to seek reelection. And with the public mood not
favorable to professions such as law and accounting in
the wake of Enron and other scandals, there is no great
incentive for Congress to move this issue at this time.
As one attorney active in the legislative effort noted, the
response she got from members of Congress was, “Why
would we tell the world we were trying to exempt
lawyers from a privacy statute?”54

In the end, the attempt at a legislative fix may
prove counterproductive. In the absence of a favorable
court decision on the NYSBA (or ABA) action, the FTC
can continue to take the position that it need not act to
reconsider its position on the application of the GLB Act
to lawyers, since legislation is pending. Indeed, that is
precisely the position the agency has taken in comment-
ing on the Biggert-Maloney initiative.55

Conclusion
The FTC’s refusal to exempt attorneys from the

GLB Act privacy rules is a classic example of the law of
unanticipated consequences—as well as the mischief
that can result when an administrative body interprets
its mandate as the mechanistic application of a rule,
rather than the exercise of judgment and common sense
to achieve a legislative objective. If it is not reversed, its
consequences will range from added cost and adminis-
trative burden, to potential disruption of the ethical
governance of legal practice at the state level. 

In New York State Bar Ass’n v. Reno, NYSBA’s only
prior venture into court, it succeeded in enjoining
enforcement of a provision in the “Granny’s Lawyer
Goes to Jail” Act, which sought to impose criminal
penalties on lawyers and others who counsel individu-
als to dispose of assets in order to qualify for Medicaid
benefits.56 The court agreed with NYSBA that the provi-
sion was patently unconstitutional; and besides, the Jus-
tice Department had made clear that it had no intention
of enforcing it anyway.

In this case, by comparison, NYSBA is seeking not
to enjoin, but to compel, a federal agency to issue a rul-
ing in an area where it has declared it has no jurisdic-
tion to act. The NYSBA’s and ABA’s efforts to judicially
compel the agency to reverse its course present novel
questions of administrative law. Under normal circum-
stances, an interpretation by an agency of a statute
entrusted to its jurisdiction carries every presumption
of validity, and will not be overturned unless arbitrary
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and capricious, which is a heavy burden for the com-
plainant to meet. In this case, however, the particular
structure of the underlying legislation—which specifi-
cally empowers the agency to make exemptions in
accordance with the legislative intent, and in effect not
to preempt state laws that afford greater protection to
consumers—offers some hope of a favorable decision. 

While courts normally are loath to reach constitu-
tional issues if they can be avoided, the Tenth Amend-
ment issue here may be the ace in the hole. The FTC
determined that lawyers were included in the rule sim-
ply because they were not expressly excluded and,
arguably, some of their activities appear to fit the defini-
tion of financial institution. But as the NYSBA memo
persuasively argues, under Gregory v. Ashcroft that is
not sufficient—rather, given the historical and long-set-
tled state regulation of the practice of law, the intent of
Congress to cover attorneys would have to be explicit
before it can be assumed that they are covered.

Absent a sudden reversal by the FTC—which, as
noted, the FTC could do if it were so inclined—attor-
neys whose practice falls into one of the covered areas
are best advised, as a matter of prudence, to comply
with the FTC rule’s notice requirements, at least pend-
ing the outcome of the NYSBA suit or a legislative fix.
The good news is that it appears that attorneys who
attempt to comply in good faith, by furnishing at least a
minimal notice to their covered clients, will not be sub-
ject to enforcement action. And at the least, we attor-
neys can take some comfort from thinking of ourselves
as happy dolphins for a change, rather than those other
“dorsal finned denizens of the deep”57 with which we
are more often compared.
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The Sarbanes-Oxley Act of 2002
By Guy P. Lander

The President has signed legislation, the Sarbanes-
Oxley Act of 2002 (the “Act”), that amends U.S. securi-
ties and other laws in significant ways. The law changes
corporate governance, including the responsibilities of
directors and officers; the regulation of accounting firms
that audit public companies; corporate reporting; and
enforcement. Many of the Act’s provisions will be
enhanced by SEC rulemaking and, probably, by stock
market listing standards as well.

Generally, the Act applies to U.S. and non-U.S. pub-
lic companies that have registered securities (debt or
equity) with the SEC under the Securities Exchange Act
of 1934.

The Act is lengthy. The implications of the Act will
not be fully known until the SEC adopts implementing
rules and, thereafter, as interpretations develop,
whether by the SEC or in litigation. This memorandum
is a summary and not a complete description of the Act.
It does not constitute legal advice for any particular sit-
uation.

Executive Summary
The Act establishes new law or changes existing

law in the following areas:

1. Corporate Responsibility

Corporate governance and the responsibilities of
directors and officers have been changed, including:

a. Enhanced audit committee responsibility and
auditor oversight, including pre-approval of
non-audit services by the auditor and disclosure
of all non-audit services of the auditor approved
by the committee.

b. CEOs and CFOs must certify that the company’s
annual and quarterly reports are accurate and
not misleading, and that their responsibility for
evaluating internal controls has been met.

c. Immediate ban on personal loans by companies
to their directors or executives other than certain
regular consumer loans. Existing loans may con-
tinue provided they are not revised or extended.

2. Auditor Independence and Regulation
of Auditors

New standards for determining auditor independ-
ence have been established and a new oversight board
for the regulation of auditors will be created. New audit
standards include a prohibition against independent
auditors providing many non-audit services (other than
tax services) and mandatory audit partner rotation.

3. Enhanced Disclosure

The quality and timeliness of company information
has been enhanced, including:

a. management and auditors must annually assess
their company’s internal controls and related
disclosures;

b. additional disclosure of off-balance sheet financ-
ing and financial contingencies;

c. additional regulation of the presentation of pro
forma information;

d. accelerated disclosure under section 16 of the
Exchange Act (within two business days) of
insider stock transactions; and

e. “real time” disclosure of certain information.

4. Other Provisions

Other provisions provide:

a. Protections for the independence of security ana-
lysts and enhanced disclosure of their potential
conflicts of interest.

b. Expanded SEC review of company reports,
enhanced SEC enforcement powers and
increased penalties for securities law violations.

A more detailed description of the Act’s principal
provisions follows.

I. Corporate Responsibility

A. Audit Committees

1. Oversight and Independence

The audit committee of an issuer will appoint, com-
pensate and oversee the work of the issuer’s auditor.

“The implications of the Act will not be
fully known until the SEC adopts
implementing rules and, thereafter, as
interpretations develop, whether by the
SEC or in litigation.”
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Any issuer that does not meet the audit committee
requirements will be delisted from NASDAQ and the
national securities exchanges. 

Each member of the audit committee must be
“independent,” in that each member must be unaffiliat-
ed with the issuer and is prohibited from accepting any
consulting, advisory, or other compensatory fees from
the issuer other than fees for services as a member of
the board of directors and the audit committee. 

2. Audit Committee Financial Expert

The SEC must issue rules requiring each public
company to disclose, in its periodic reports, whether the
board’s audit committee has at least one member who
is a “financial expert” (and if not, why not). Subject to
SEC rules to be adopted, a financial expert is someone
who, through education and experience as a public
accountant or auditor or a principal financial officer,
comptroller or principal accounting officer of an issuer,
has an understanding of U.S. GAAP and financial state-
ments and experience in preparing or auditing financial
statements of comparable issuers, in the application of
GAAP for accounting for estimates, accruals, and
reserves, experience in internal accounting controls, and
in the functioning of audit committees.

3. Complaints

Each audit committee must establish procedures for
receiving, retaining and handling complaints received
by the issuer concerning accounting, internal account-
ing controls, or auditing matters. The procedures must
also enable the issuer’s employees to confidentially sub-
mit their concerns about questionable accounting or
auditing practices. 

4. Advisers and Funding

The audit committee may engage independent
counsel and other advisers necessary to carry out its
duties. And, the issuer must provide adequate funding,
as the audit committee may determine, for compensat-
ing the issuer’s auditor and any of the committee’s
advisers.

B. Senior Officers

1. Certification of Periodic Reports

The CEO and CFO of the issuer must certify in each
annual or quarterly report (e.g., Forms 10-Q, 10-K and
20-F) that:

(a) each officer has reviewed the report; 

(b) based on each officer’s knowledge, the report
does not contain any untrue statement of

material fact or omit to state a material fact
necessary in order to make the statements
made, in light of the circumstances under
which such statements were made, not mis-
leading; 

(c) based on each officer’s knowledge, the finan-
cial statements, and other information includ-
ed in the report, fairly present in all material
respects the financial condition and results of
operations of the issuer as of, and for, the
periods presented in the report; 

(d) together the CEO and CFO:

(i) are responsible for establishing and main-
taining internal controls; 

(ii) have designed the internal controls to
ensure that material information relating
to the issuer and its consolidated sub-
sidiaries is made known to such officers
by others within those entities, particular-
ly during the period in which the period-
ic reports are being prepared; 

(iii) have evaluated the effectiveness of the
issuer’s internal controls as of a date
within 90 days before the report; and 

(iv) have presented in the report their conclu-
sions about the effectiveness of their
internal controls based on their evalua-
tion as of that date. 

(e) together, the CEO and CFO have disclosed to 
the issuer’s auditor and the audit committee :

(i) all significant deficiencies in the design
or operation of the issuer’s internal con-
trols that could adversely affect the
issuer’s ability to record, process, sum-
marize, and report financial data and
have identified for the auditor any mate-
rial weaknesses in internal controls; and 

(ii) any fraud, whether or not material, that
involves management or other employ-
ees who have a significant role in the
issuer’s internal controls; and 

(f) the CEO and CFO have indicated in the report
whether or not there were significant changes in
internal controls or in other factors that could
significantly affect internal controls after the date
of their evaluation, including any corrective
actions for significant deficiencies and material
weaknesses.
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This certification requirement is effective upon
adoption by the SEC of implementing rules, which shall
not be later than 30 days after enactment. There is
another similar certification requirement discussed
below under “Penalties” which is effective immediately
and applies to all upcoming periodic reports. The
knowing and willful violation of the certification
requirement described below is subject to criminal
penalties. 

2. Code of Ethics for Senior Financial Officers

The SEC must adopt rules requiring public compa-
nies to disclose in periodic reports whether they have
adopted a “code of ethics” for senior financial officers
and if not, the reason why not. Additionally, the SEC
rules must require the immediate public disclosure of
any change in, or waiver of, the code of ethics of the
public company. A “code of ethics” must include stan-
dards to promote (a) honest and ethical conduct,
including the ethical handling of actual or apparent
conflicts of interest between personal and company
relationships; (b) full, fair, accurate, timely and under-
standable disclosure in the periodic reports filed with
the SEC by the public company; and (c) compliance
with applicable governmental rules and regulations.

3. Ban on Loans to Management

Issuers (both U.S. and foreign companies, and their
subsidiaries) are prohibited from directly, or indirectly,
extending personal loans to their executive officers and
directors. The primary exceptions to this prohibition
are: (a) existing loans that are not modified or renewed;
(b) certain consumer credit arrangements such as home
improvement and credit card loans, provided in each
case that the loans are (i) made in the ordinary course
of business, (ii) of a type generally made available by
the issuer to the public, and (iii) made on market terms
or terms no more favorable than those offered to the
general public, and for issuers that are broker-dealers,
margin loans to their employees, unless used to carry
stock of the issuer. This ban is effective immediately. 

4. Forfeiture by CEO or CFO of Certain Bonuses
and Profits

If, as a result of misconduct, an issuer must restate
its financials due to its material non-compliance with
any financial reporting requirement, the CEO and CFO
must reimburse the issuer for: (1) any bonus or other
incentive- or equity-based compensation received dur-
ing the 12-month period following the first public
issuance or filing of the non-complying document with
the SEC (whichever occurs first); or (2) any profits real-

ized from the sale of the issuer’s securities during that
12-month period. This provision is effective immediate-
ly.

5. Improper Influence on the Conduct of Audits

Officers and directors, or any persons acting under
their direction, are prohibited from fraudulently influ-
encing, coercing, manipulating or misleading any audi-
tor of the issuer’s financial statements for the purpose
of rendering the audited financial statements materially
misleading. This provision is effective upon adoption
by the SEC of implementing rules within 270 days of
enactment.

6. Insider Trades During Pension Fund Blackout
Periods

Executive officers and directors are prohibited from
buying or selling their equity securities of the issuer
during pension fund “blackout periods” if those direc-
tors or executive officers acquired the securities in con-
nection with their service or employment in those
capacities. Any profit realized by a director or executive
officer from such prohibited trading will be recoverable
by the issuer, irrespective of the intention of the director
or executive officer in entering into the transaction. This
remedy may be pursued by a shareholder if the issuer
does not commence an action to recover the profit with-
in 60 days of a request by the shareholder or if the
issuer fails to diligently pursue the action. This provi-
sion is effective 180 days after enactment. 

“Blackout periods” are periods of more than three
business days during which trading in the security by
50 percent or more of the beneficiaries or participants in
a company retirement plan is suspended. ERISA will be
amended to require that the administrator of a section
401(k) or other individual account retirement plan pro-
vide 30 days advance notice of a blackout period to
affected participants and beneficiaries. 

7. Officer and Director Bars and Penalties

At the request of the SEC, an individual may be
barred by court order from serving as an officer or
director of a company if he has violated the general
anti-fraud provisions of the securities laws (section
10(b) of the Exchange Act, section 17(a) of the Securities
Act, and the related SEC rules) and his activities are
found by the court to show that he is “unfit” to serve as
an officer or director of a public company. Previously,
this standard by which courts may bar an officer or
director from serving a public company was “substan-
tial unfitness.” This provision is effective immediately. 
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II. Auditor Independence, Regulation of
Audits and Auditors

A. Services Prohibited to Auditors

To preserve its independence, a registered public
accounting firm (generally described here as “auditor”)
and its associated persons, will be prohibited from pro-
viding to an issuer, contemporaneously with an audit,
the following non-audit services:

1. bookkeeping or other services related to the
accounting records or financial statements; 

2. financial information systems design and imple-
mentation; 

3. appraisal or valuation services, fairness opin-
ions, or contribution-in-kind reports; 

4. actuarial services; 

5. internal audit outsourcing services; 

6. management functions or human resources; 

7. broker or dealer, investment adviser, or invest-
ment banking services;

8. legal services and expert services unrelated to
the audit; and 

9. any other service that the Public Company
Accounting Oversight Board determines to be
impermissible.

Auditors may provide all other non-audit services,
including tax services, provided the services are
approved in advance by the issuer’s audit committee.1
Additionally, all audit services provided to an issuer
must be pre-approved by its audit committee.2 Pre-
approvals for services may be made when approving
the audit engagement. 

The pre-approval requirement will be waived for
non-audit services if the aggregate amount of all such
non-audit services provided to the issuer is de minimus
(i.e., they constitute less than five percent (5%) of the
total amount of revenues paid by the issuer to its audi-
tor during the fiscal year in which the non-audit servic-
es are provided); the services were not recognized by
the issuer at the time of the engagement to be non-audit
services; and the services are promptly brought to the
attention of the audit committee of the issuer and
approved before the completion of the audit by the
audit committee (or its designated members).

All approvals by an audit committee of non-audit
services of the auditor must be disclosed in the issuer’s
Exchange Act periodic reports. Providing comfort let-

ters for a securities offering is considered an audit serv-
ice. 

B. Audit Partner Rotation

The lead (or coordinating) audit partner and the
lead review partner will have to be rotated off the audit
engagement after five years. 

C. Auditor Reports to Audit Committee

Each auditor will be required to timely report to the
audit committee of its public company clients:

1. all critical accounting policies and practices to be
used; 

2. all alternative treatments of financial information
within generally accepted accounting principles
that have been discussed with management of
the issuer, the ramifications of the use of such
alternative disclosures and treatments, and the
treatment preferred by the auditor; and 

3. other material written communications between
the auditor and management of the issuer, such
as any management letter or schedule of unad-
justed differences.

D. Prohibition Where CEO or CFO Previously
Employed by Auditor

An auditor will be prohibited from providing audit
services to an issuer if the CEO, controller, CFO, or
chief accounting officer, was employed by the auditor
and participated in any capacity in the audit of that
issuer within one year before initiation of the audit.

III. Public Company Accounting Oversight
Board

A. Creation

The Act creates a new Public Company Accounting
Oversight Board (“Board”), to oversee the audit of pub-
lic companies subject to the securities laws and related
matters. The Board will consist of five full-time mem-
bers, two members of which must be or must have been
certified public accountants. Members will be approved
by the SEC. The SEC will have oversight and enforce-
ment authority over the Board and no rule of the Board
will become effective without prior approval of the
SEC. Funding for the Board’s operations will be provid-
ed by assessing auditors and issuers.

B. Duties

The Board will:

1. register public accounting firms that prepare
audit reports for issuers; 
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2. establish auditing, quality control, ethics, inde-
pendence and other standards for the prepara-
tion of audit reports for issuers; 

3. inspect registered public accounting firms (annu-
ally for larger firms); 

4. investigate and conduct disciplinary proceedings
and sanction registered public accounting firms
and their associated persons; 

5. perform such other duties or functions as the
Board or the SEC determines to be necessary or
appropriate to promote high professional stan-
dards and improve the quality of audit services
offered by registered public accounting firms; 

6. enforce compliance with the Act, the rules of the
Board, professional standards, and the securities
laws relating to the preparation and issuance of
audit reports and the obligations and liabilities
of accountants; and 

7. set the budget and manage the operations of the
Board and its staff.

C. Registration

The Board is expected to be functioning within 270
days of enactment. Beginning 180 days thereafter, only
auditors that are registered with the Board will be per-
mitted to prepare audit reports for any issuer. In regis-
tering, auditors must consent to comply with any
request of the Board or the SEC for testimony or pro-
duction of documents.

D. Foreign Public Accounting Firms

Any foreign public accounting firm that prepares
an audit report for any issuer will be subject to the Act
and the rules of the Board and the SEC issued under
the Act, to the same extent as a U.S. auditor. Registra-
tion under the Act does not by itself create a basis for
subjecting a foreign public accounting firm to the juris-
diction of the federal or state courts, other than for con-
troversies between the foreign firm and the Board. 

Additionally, the Board may determine that a for-
eign public accounting firm that does not issue audit
reports, but nonetheless plays a substantial role in
preparing and furnishing such reports for particular
issuers should be treated as a public accounting firm for
purposes of registration under the Act.

E. SEC Authority Over U.S. GAAP

The Act gives the SEC enhanced authority to deter-
mine what constitutes U.S. GAAP on its own for SEC
reporting purposes or based on activities of private
standard setting bodies, over which it is also given
additional oversight powers.

IV. Enhanced Disclosures
The provisions of the Act described below relating

to disclosure obligations are intended to enhance the
quality and timeliness of information made publicly
available by issuers and their insiders. The Act does not
exclude foreign companies that file periodic reports
with the SEC from the disclosure requirements. Conse-
quently, at least for now, both U.S. and non-U.S. issuers
will be subject to all of the disclosure requirements,
except for those disclosures of insider trading (under
section 16 of the Exchange Act), which currently do not
apply to foreign issuers.

A. Correcting Adjustments by Auditors

Section 13 of the Exchange Act has been amended.
It now requires reporting companies to disclose in their
periodic reports any material correcting adjustments to
any “financial report” filed with the SEC that contains
financial statements required to be prepared under, or
reconciled to, U.S. GAAP, that have been identified by
the issuers’ auditors in accordance with GAAP or SEC
rules. This provision may be effective immediately, but
it requires that the material correcting adjustment be
identified by “a registered public accounting firm” and
registration will not be required for some time.

B. Off-Balance Sheet Transactions

The SEC must issue rules requiring each annual
and quarterly financial report filed with the SEC to dis-
close all material “off-balance sheet” transactions,
arrangements, obligations, and other relationships with
unconsolidated entities or other persons that may have
a material current or future impact on the issuer’s
financial condition, results of operations, liquidity, capi-
tal expenditures, capital resources, or significant com-
ponents of revenues or expenses. This provision will be
effective within 180 days of enactment when the SEC
adopts implementing rules.

C. Pro Forma Financial Information

The SEC is to adopt more stringent rules for pro
forma financial information disclosed by public compa-
nies. Pro forma financial disclosures must be presented
in a manner that does not contain any untrue statement
or omission of a material fact necessary to make the
financial information not misleading, and pro forma
financial data must be reconciled with the correspon-
ding financial condition and results of operations under
GAAP. 

D. Accelerated Filing of Changes in Beneficial
Ownership by Insiders

Section 16 of the Exchange Act is amended to
require directors, officers and over-10 percent share-
holders of U.S. reporting issuers, to disclose changes in
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beneficial ownership of their issuer’s equity securities
by the end of the second business day after the transac-
tion. Insiders must also report purchases or sales of
“securities-based swap agreements” within the same
two business days. The SEC may modify the rule. This
provision is effective 30 days after enactment.

Additionally, within one year of enactment, insiders
must file their section 16 reports electronically, and the
SEC must post them on its EDGAR Web site within one
day of filing. Issuers with Web sites must also post on
their Web sites their insiders’ statements within one day
of SEC filing.

E. Mandated Disclosures Regarding Fitness of
Management and Adequate Internal Controls

The SEC must adopt rules requiring issuers’ annual
reports to contain an “internal control report” prepared
by management. The internal control report must (a)
state the responsibility of management for establishing
and maintaining an adequate internal control structure
and procedures for financial reporting, and (b) assess,
as of the end of the last fiscal year, the effectiveness of
the internal control structure and procedures for finan-
cial reporting. Management’s assessment of the internal
control report must be attested to by the issuer’s audi-
tor. This attestation would be deemed part of the audit
engagement. This provision would be effective upon
adoption of SEC implementing rules (with no deadline).

F. Real-Time Disclosures

Each issuer is required to disclose, in plain English
and on a “rapid and current” basis, such information
concerning material changes in financial condition or
operations as the SEC may require. The disclosure of
trend and qualitative information and graphic presenta-
tions may be required. This provision is effective upon
adoption of SEC implementing rules (with no deadline).

Currently, the SEC has two projects underway to
increase and accelerate current reporting requirements
under Form 8-K. Further use by the SEC of its new
authority under the Act could subject issuers to so-
called “evergreen” disclosure requirements, where
existing disclosure is required to be updated as material
events occur. Any such change might render unneces-
sary the need for the SEC’s Regulation FD, which was
intended to prevent selective disclosure of material
inside information. Upon adoption, that regulation was
criticized as unnecessarily restricting or complicating
corporate communications. Under current SEC interpre-
tations and judicial decisions, absent an obligation
under Regulation FD, public companies are at times
permitted to defer disclosures of material events if no
“duty to update” exists at that time. 

G. Enhanced Scrutiny

The SEC must now review disclosures made by
issuers, including their financial statements, on a regu-
lar and systematic basis, which shall be no less fre-
quently than once every three years. The SEC must base
its scheduling of reviews on specific factors, which
include: companies that have issued material restate-
ments of financial results; companies that experience
significant volatility in their stock price; companies
with the largest market capitalization; emerging compa-
nies with disparities in price to earnings ratios; compa-
nies whose operations significantly affect a material sec-
tor of the economy; and any other factors that the SEC
may deem relevant. 

V. Other Provisions

A. Analyst Conflicts of Interest

The Act adds a new section 15D to the Exchange
Act. Under this new provision, the SEC or, at its direc-
tion, a national securities exchange or the NASD must
adopt rules to address conflicts of interests for securities
analysts. These provisions are similar to those recently
adopted by the NYSE and NASD. The Act’s new provi-
sions: 

1. restrict the prepublication clearance of research
reports by investment bankers (or persons not
directly responsible for investment research); 

2. limit the supervision and compensation review
of securities analysts to non-investment bankers; 

3. prohibit retaliation against securities analysts for
publishing negative research reports that may
adversely affect a present or prospective invest-
ment banking relationship of the broker-dealer; 

4. define blackout periods during which under-
writers or dealers that have participated in a
public offering of securities may not publish
research reports relating to those securities or to
the issuer; 

5. require effective “Chinese Walls” within broker-
dealers to separate securities analysts from the
review, pressure or oversight of investment
bankers; 

6. require disclosure of analyst conflicts of interest
in public appearances and research reports,
including:

(i) any investments of the analyst in the issuer;

(ii) any compensation received by the analyst or
broker-dealer from the issuer;
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(iii) whether the issuer is, or within 12 months
preceding the research report has been, a
client of the broker-dealer and, if so, the
types of services provided to the issuer; and

(iv) whether the analyst received compensation
for a research report, based upon (among
other factors) the investment banking rev-
enues of the broker-dealer.

B. Rules of Professional Responsibility
for Attorneys

The SEC is required to establish minimum stan-
dards of professional conduct for attorneys representing
issuers before the SEC. Attorneys appearing before the
SEC on behalf of issuers will have to report evidence of
material violations of securities’ laws, breaches of fidu-
ciary duty or similar violations by the company or its
agents to its chief legal counsel or CEO. If the counsel
or CEO does not respond appropriately, the attorney
must report the evidence to the audit committee, to
another committee composed entirely of outside direc-
tors, or to the board of directors as a whole.

C. Whistle-Blower Protection

The Act protects employees of public companies
from retaliation for providing evidence of fraud. No
public company may discharge, demote, suspend,
threaten, harass, or in any other manner discriminate
against an employee because the employee lawfully
provides information or otherwise assists in an investi-
gation of conduct of the public company that the
employee reasonably believes violates the securities
laws or otherwise assists a securities or fraud-related
investigation of the public company. Any employee
who is retaliated against for such whistle-blowing activ-
ities may sue the company within 90 days of discharge
or other retaliatory action by the employer. An employ-
ee that prevails under this provision is entitled to
receive compensatory damages and attorneys’ fees.

D. Debts Nondischargeable in Bankruptcy

The Act amends Federal bankruptcy laws to pro-
vide that a debtor may no longer discharge in bank-
ruptcy any order or claim for a violation of any federal
or state securities law, or for common law fraud, deceit
or manipulation in connection with the purchase or sale
of any security. 

E. Temporary Freeze Authority for SEC

The SEC may, during an investigation into securi-
ties law violations by a public company or a director,
officer, partner, controlling person, agent or employee
of a public company, seek a temporary order from a

federal district court requiring the company to escrow
extraordinary payments (whether compensation or oth-
erwise) to any such person for 45 days. The 45-day
freeze period may be extended once for another 45
days. It may also be extended until the proceeding
expires.

F. SEC Censure

The SEC may censure or bar any person from
appearing before the SEC, if it finds that such person (i)
is not qualified to represent others, (ii) lacks the requi-
site character or integrity or has engaged in unethical
conduct, or (iii) has wilfully violated, or wilfully aided
or abetted the violation of, any provision of the securi-
ties laws, rules or regulations.

VI. Criminalization of Misconduct, Penalties
and Statutes of Limitations

A. Criminalization of Misconduct

The Act makes criminal the following misconduct,
effective immediately:

1. CEO and CFO Officer Certification Requirement

All periodic reports containing financial statements
filed with the SEC must be accompanied by a written
statement by the CEO and CFO of the issuer (or equiva-
lent), certifying that: (1) the periodic report fully com-
plies with the rules of the Exchange Act governing peri-
odic reports; and (2) the information contained therein
fairly presents, in all material respects, the financial
condition and results of operations of the issuer. Know-
ingly certifying a statement that does not comport with
all these requirements will be an offense punishable by
a fine of up to $1 million and imprisonment for up to
ten (10) years. Wilfully giving the certification knowing
that it is false will be an offense punishable by a fine of
up to $5 million and imprisonment for up to twenty
(20) years.

This certification requirement applies to all public
companies (in addition to the 947 of the largest U.S.
companies already required to submit a separate sworn
statement under the SEC June 27 order). This require-
ment is effective immediately, for all future periodic
reports (probably Forms 10-Q, 10-K and 20-F only, not
Forms 8-K and 6-K) filed on or after July 30. 

The form of the certification has yet to be deter-
mined by the SEC. However, because the Act specifies a
statement “accompanying” the report, it should proba-
bly be submitted separately from the filing itself.

Finally, this certification requirement, required
under section 906 of the Act, differs significantly from
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the one under section 302 described earlier, specifically
in terms of standards for certification and the conse-
quences of same. The SEC will have to clarify how this
will be resolved.

2. Destruction of Corporate Audit Records

The knowing and wilful destruction of any audit
work papers or other documents related to an audit
will be subject to a maximum 10 years in prison. Audi-
tors of a public company must maintain all audit or
review work papers for five years.

3. Destruction, Alteration or Falsification of
Records

Destruction, alteration, or falsification of records in
federal investigations and bankruptcy proceedings with
the intent to impede or influence such investigations or
proceedings is subject to a maximum 20 years imprison-
ment.

4. Criminal Penalties for Defrauding Shareholders
of Public Companies

The Act increases the penalties under the federal
mail fraud statute by subjecting anyone convicted of
securities fraud or attempted securities fraud to a fine
or imprisonment for up to 25 years or both.

B. Increased Penalties and Other Remedies

1. Attempts and Conspiracies to Commit Criminal
Fraud Offenses

The Act amends the federal criminal fraud statute
and provides that any person who attempts or con-
spires to commit any offense under the federal criminal
fraud statute (mail, wire, bank or securities fraud) will
be subject to the same penalties as those prescribed for
the underlying offense.

2. Criminal Penalties for Mail and Wire Fraud

The penalty for mail and wire fraud will be
increased from five (5) to twenty (20) years in prison.

3. Criminal Penalties for ERISA Violations

The Act amends the maximum fine for violations of
ERISA by a natural person from $5,000 to $100,000 and
increases the maximum jail term from one (1) year to
ten (10) years. Penalties for violations committed by
companies will also increase from $100,000 to $500,000. 

The foregoing penalties are effective immediately.

4. Increased Criminal Penalties Under Securities
Exchange Act

The Act amends the Exchange Act to provide that a
person who wilfully violates any provision of the
Exchange Act, or any rule or regulation thereunder, or

who wilfully and knowingly makes a statement in an
application, report or document required to be filed
under the Exchange Act, which is false or misleading
with respect to any material fact, will be subject to a
fine of $5 million (increased from $1 million) or impris-
onment for up to twenty (20) years (increased from ten
(10) years), if such person is a natural person; and an
increase in the fine from $2.5 million to $25 million for a
person other than a natural person.

5. Retaliation Against Informants

Knowing and intentional retaliation against inform-
ants providing truthful information relating to the com-
mission or possible commission of a federal offense will
be punishable by a fine and imprisonment for up to
twenty (20) years.

C. Statute of Limitations for Securities Fraud
Lengthened

The Act lengthens the statute of limitations for
securities fraud. A private right of action that involves a
claim of fraud, deceit, manipulation or contrivance in
violation of a regulatory requirement concerning the
securities laws may now be brought not later than the
earlier of (i) two years after the discovery of the facts
constituting the violation, or (ii) five years after the vio-
lation. This provision is effective immediately.

VII. Studies and Reports

The Act requires that a number of studies and
reports be conducted: 

A. Mandatory Rotation of Auditors

The Comptroller General of the United States is
directed to conduct a study and review of the potential
effects of requiring the mandatory rotation of registered
public accounting firms.

B. Accounting Standards

The SEC is directed to conduct a study on the
adoption by the U.S. financial reporting system of a
principles-based accounting system.

C. Consolidation of Public Accounting Firms

The Comptroller General is directed to conduct a
study of the factors that led to consolidation among
public accounting firms, the effects of the consolidation,
resulting problems, possible solutions and related
issues.

D. Credit Rating Agencies

The SEC is directed to conduct a study of the role
and function of credit rating agencies in the operation
of the securities market.
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E. Violators and Violations

The SEC is directed to conduct a study to deter-
mine, based on the period from January 1, 1998, to
December 31, 2001, the number of securities profession-
als practicing before the SEC who have engaged in vio-
lations of the federal securities laws. 

F. Enforcement Actions

The SEC is directed to review and analyze all its
enforcement actions involving violations of reporting
requirements imposed under the securities laws, and
restatement of financial statements, over the past five
years. The SEC is directed to identify areas of reporting
that are most susceptible to fraud, inappropriate manip-
ulation, or inappropriate earnings management and

provide recommendations for regulatory or legislative
action to address the concerns of the study. 

G. Investment Banks

The Comptroller General is directed to conduct a
study on whether investment banks and financial advis-
ers assisted public companies in manipulating their
earnings and obfuscating their true financial condition.

VIII. SEC Rulemaking
Although the requirements of the Act are clear in

broad measure, in many cases the details and effects of
the Act will not be known until implementing regula-
tions are issued over the course of the next year. The
Act requires the SEC to issue rules on the following
timetable:

SEC Rules Dates Required

A. CEOs and CFOs to certify annual and quarterly reports. Effective by August 29, 2002.

B. Companies to disclose whether at least one audit committee member Proposed rules by October 28, 2002;
qualifies as a “financial expert.” final rules by January 26, 2003.

C. Prevention of directors and officers fraudulently influencing or Proposed rules by October 28, 2002;
misleading a company’s auditors. final rules by April 26, 2003.

D. Disclosure of whether a company has adopted a code of ethics. Proposed rules by October 28, 2002; 
final rules by January 26, 2003.

E. Disclosure of material off-balance sheet transactions and accurate Final rules by January 26, 2003.
disclosure of pro forma information.

F. Minimum standards of professional conduct for attorneys who practice Final rules by January 26, 2003.
before the Commission.

G. Recognizing Public Company Accounting Oversight Board. By April 26, 2003.

H. Securities exchanges and associations required to prohibit listing of a SEC rules to be effective by April 
company whose audit committee is not composed entirely of 26, 2003.
independent board members.

I. Analyst independence. Final rules by July 30, 2003.

Endnotes

1. The term “audit committee” means a committee or equivalent body established by and amongst the Board of Directors of an issuer for the pur-
pose of overseeing the accounting and financial reporting processes of the issuer and audits of the financial statements of the issuer, and if no
such committee exists with respect to an issuer, the entire Board of Directors of the issuer.

2. The audit committee may delegate the authority to grant pre-approvals to one or more designated members of the audit committee who are
independent directors. However, the decisions of any member to whom pre-approval authority is delegated must be presented to the full audit
committee at each of its scheduled meetings.
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New CEO and CFO Certification Requirements
and Suggested Procedures

The SEC has adopted new rules that require an
issuer’s principal executive officer and principal finan-
cial officer to certify the contents of the issuer’s quarter-
ly and annual reports. These rules (Rules 13a-14 and
15d-14 under the Exchange Act) implement section 302
of the Sarbanes-Oxley Act (the “Act”). These rules are
in addition to the certification requirements of section
906 of the Act. 

1. Two Separate Certification Requirements

Currently, there are two separate certification
requirements, one backed by criminal penalties under
section 906 of the Act and one under section 302 of the
Act, which are not sufficiently harmonized under the
Act. The section 906 certification requirement was effec-
tive immediately upon enactment of the Act without
the need for SEC implementing rules. The SEC has now
adopted new implementing rules under section 302 for
the “civil certification.” 

2. Section 906: The Criminal Certification

a. Application: A section 906 certification must
accompany all periodic reports filed with the
SEC (i.e., reports on Forms 10-K, 10-Q, 20-F and
40-F (for MJDS issuers)). Absent further guid-
ance, we believe that the section 906 certification
is not required for reports furnished to the SEC
in Form 6-K or 8-K.

b. The Certification: For each periodic report con-
taining financial statements, both the CEO and
CFO (or their functional equivalents) must certi-
fy that “the periodic report . . . fully complies
with the requirements of section 13(a) or 15(d) of
the [Exchange Act] and the information con-
tained in the periodic report fairly presents, in all
material respects, the financial condition and
results of operations of the issuer.” This certifica-
tion is not limited to the financial statements in
the reports.

The section 906 certification must “accompany” the
periodic report. Depending on the circumstances, prac-
tice varies as to whether to file the section 906 certifica-
tion as an exhibit to the report or supplementally so
that it is neither an exhibit nor in the body of the report.

3. Section 302: The Civil Certification

a. Application: The new SEC rules apply to all
issuers filing periodic reports with the SEC
under section 13(a) or 15(d) of the Exchange Act.

Consequently, the rules apply to all non-U.S.
companies with securities listed on a U.S.
exchange or NASDAQ or otherwise required to
file an annual report. The new rules require the
certification for annual reports on Forms 10-K,
10-KSB, 20-F and 40-F (for MJDS issuers), quar-
terly reports on Forms 10-Q and 10-QSB, and
any amendments, and transition reports, to any
of those reports. The rules do not apply to
reports on Forms 6-K or 8-K, even if the Form
6-K contains interim financial information. The
rules also do not apply to non-U.S. companies
furnishing information to the SEC under the
Rule 12g3-2(b) information-supplying exemp-
tion. 

b. The Certification: For each quarterly and annual
report filed by the issuer, both the CEO and CFO
(or their functional equivalents) must certify
that:

1. he or she has reviewed the report;

2. based on his or her knowledge, the report
does not contain any untrue statement of a
material fact or omit to state a material fact
necessary in order to make the statements
made, in light of the circumstances under
which such statements were made, not mis-
leading with respect to the period covered by
the report;

3. based on his or her knowledge, the financial
statements, and other financial information
included in the report, fairly present in all
material respects the financial condition,
results of operations and cash flows of the
issuer as of, and for, the periods presented in
the report; 

4. he or she and the other certifying officers:

a. are responsible for establishing and main-
taining “disclosure controls and proce-
dures” (a newly defined term for the con-
trols and procedures for non-financial
disclosure) for the issuer;

b. have designed such disclosure controls
and procedures to ensure that material
information is made known to them, par-
ticularly during the period in which the
periodic report is being prepared;

c. have evaluated the effectiveness of the
issuer’s disclosure controls and proce-

ADDENDUM I
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dures as of a date within 90 days prior to
the filing date of the report; and

d. have presented in the report their conclu-
sions about the effectiveness of the disclo-
sure controls and procedures based on the
required evaluation as of that date;

5. he or she and the other certifying officers
have disclosed to the issuer’s auditors and to
the audit committee of the board of directors
(or persons fulfilling the equivalent function): 

a. all significant deficiencies in the design or
operation of internal controls (relating to
internal controls for financial reporting)
which could adversely affect the issuer’s
ability to record, process, summarize and
report financial data and have identified
for the issuer’s auditors any material
weaknesses in internal controls; and

b. any fraud, whether or not material, that
involves management or other employees
who have a significant role in the issuer’s
internal controls; and

6. he or she and the other certifying officers
have indicated in the report whether or not
there were significant changes in internal
controls or in other factors that could signifi-
cantly affect internal controls subsequent to
the date of their evaluation, including any
corrective actions with regard to significant
deficiencies and material weaknesses.

4. Certification Discussion

The certification will be on the applicable SEC form
after the signature section and may not be changed in
any way. The certification covers three areas. First, it
covers the material accuracy and completeness of the
filed report. Second, it covers fair presentation of finan-
cial statements (including footnotes), selected financial
data, MD&A, and other financial information. Here,
“fair presentation” is not limited to “presented in accor-
dance with GAAP,” but rather means that the financial
information, viewed as a whole, is materially accurate
and complete. This part of the certification encompasses
the selection of appropriate accounting policies, proper
application of those policies, disclosure of financial
information that is informative and reflective of the
underlying transactions and events and any other dis-
closure needed to provide investors with a materially
accurate and complete picture of the issuer’s financial
condition and results of operations.

Last, the certification covers “disclosure controls
and procedures” and “internal controls.” Disclosure

controls and procedures is a new term defined as the
controls and other procedures of an issuer that are
designed to address the quality and timeliness of non-
financial disclosure. These disclosure procedures must
ensure that information required to be disclosed in SEC
reports is gathered, analyzed, communicated to senior
management and disclosed to the public within the
required time periods.

The reference in the certification to “internal con-
trols” is intended to cover existing standards for an
issuer’s internal controls and procedures for financial
reporting and asset control. See section 13(b) of the
Securities Exchange Act and AICPA Professional Stan-
dards AU § 319.06.

5. Disclosure Controls and Procedures

First, companies must ensure that their disclosure
controls and procedures gather important information
in a timely way. The information to be gathered is that
(a) required under the relevant form and related rules,
(b) needed to assess whether to disclose developments
and risks to the issuer’s business, and (c) such further
material information that may be necessary to make the
required statements not misleading. The controls and
procedures must enable the CEO and CFO to supervise
and review the information gathered and report the
results to the public.

Second, the issuer, under the supervision of the
CEO and CFO, must evaluate the effectiveness of the
design and operation of its disclosure controls and pro-
cedures within 90 days of the filing date of the report.

Last, disclosure controls and procedures are
required to be designed, maintained and evaluated to
ensure full and timely disclosure in current reports,
proxy materials and information statements, even
though there is no specific certification requirement for
those reports.

6. Effective Date

Generally, the first three items of the certification,
which relate to the accuracy and completeness of the
report, apply to quarterly and annual (including transi-
tion) reports filed after August 29, 2002. The second
three items of the certification, which relate to the dis-
closure controls and internal controls, apply to quarter-
ly and annual (including transition) reports filed for
periods ending after August 29, 2002.

7. Proposed Steps to Support the Certification

No one set of procedures will be right for each com-
pany. Each company should re-examine its procedures
for gathering, evaluating and disclosing financial and
non-financial information for its periodic reports, then
consider whether it would be appropriate to revise or
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enhance these procedures in light of current require-
ments. 

The following are a list of considerations that may
offer guidance. The procedures actually selected should
be designed for each company based on its particular
circumstances, management, and controls and financial
reporting systems already in place.

a. Procedures for Gathering Information

1. The CFO should review with senior finance
staff members and auditors the company’s
record keeping and systems and internal con-
trols to ensure that the CEO’s and CFO’s
reliance on the financial information pro-
duced is justifiable.

2. The CEO and CFO should consider establish-
ing a formal or informal disclosure commit-
tee that reports to them. While the SEC
refrained from suggesting any particular dis-
closure controls and procedures, the one rec-
ommendation it did make was for such a
committee to consider the materiality of
information and ensure public disclosure on
a timely basis. This committee could ensure
that the company’s systems gather the infor-
mation necessary to meet its public disclo-
sure requirements as well as monitor the
integrity of the information received. The
committee might include a senior counsel
with principal responsibility for disclosure
matters, the principal accounting officer or
controller, principal risk management officer,
chief investor relations officer and other offi-
cers or employees (such as a representative
from each business unit and other depart-
ment) that are most in the flow of informa-
tion. 

3. The committee should evaluate the process
by which non-financial information is gath-
ered and, if necessary, develop additional
controls to ensure that the required informa-
tion is provided to the committee or other
persons preparing the report in a timely man-
ner.

4. The committee should verify that the report
was distributed to, and information updated
by, a representative of each business unit and
other department so that information is gath-
ered covering each section of the required
report, the company’s financial performance,
controls and financial reporting structures.
The committee could include having the chief

financial person of each business unit present
preliminary results to the committee and
respond to questions.

5. The committee members should review prior
SEC reports, at least going back to the last
annual report, to address any disclosure
issues raised by earlier filings (including
adjustments in trends). Issues identified
when the prior filing was made should be re-
examined. Any subsequent developments
that affect the prior reported information or
that affect any advice or expertise relied upon
in preparing the prior reports should be
examined.

6. The committee should review the periodic
report being prepared to ensure its accuracy
and completeness. The committee should
also verify that a careful check of the report
was conducted by in-house or outside coun-
sel to confirm that it fully complies with the
requirements of the applicable SEC form.

7. In reviewing financial information, the com-
mittee should carefully review the critical
accounting policies of the company. These
may include revenue recognition policies, off-
balance sheet commitments, special purpose
vehicles, capitalization of expenses, adequacy
of reserves, exposure to customers and sup-
pliers with financial difficulties and other
issues. 

8. If any committee member or other officer of
the company has any concern that remains
unresolved about the thoroughness of the
review or accuracy of the report or any part
of it, that concern should be raised with the
CEO and CFO and that section should be
reviewed closely with those who prepared it.

9. If any company filing is subject to an SEC
comment letter, this should be disclosed to
the CEO and CFO, and all efforts should be
made to resolve any SEC comments on mate-
rial matters.

10. Once the committee is satisfied with the
report, it should be forwarded to the CEO,
CFO and general counsel for their review.

b. CEO and CFO Inquiries

1. The CEO and CFO should each read the peri-
odic report carefully and ask the other mem-
bers of senior management not on the com-
mittee and officers of operating units to do
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the same. Special attention should be given to
sections covering “risk factors” and business
trends affecting the company. Sufficient time
should be allowed to permit this review to be
done with care. Reference materials for the
relevant period used by the committee, such
as press releases and research reports, should
be included.

2. The CEO and CFO should consult with com-
mittee members, the internal and external
auditors, chief legal and risk management
officers and other relevant members of senior
management or the legal or finance staff, and
make all appropriate inquiries into:

(a) The current state of the company’s con-
trols and reporting systems as they may
affect the financial reports to be filed and
the appropriate disclosure of trends and
risk factors;

(b) The procedures that were undertaken by
the committee for the report, confirming
that all agreed-upon procedures had been
taken, addressing any issues that arose
and how they might affect this report and
future reports; and 

(c) Any other inquiries that may be appropri-
ate based on their review.

3. The CEO and CFO should review with other
members of senior management and the
auditors: 

a. all significant developments and trends in
the business for the period covered by the
report.

b. the important accounting principles that
affect the company, the rationale for
selecting the key principles used from
among the alternatives and the effect on
the financial statements if alternate meth-
ods had been followed.

4. The CEO and CFO should confirm with the
principal engagement partner of the compa-

ny’s auditors that the audit team is not aware
of any untrue statements in the report or any
material omissions and that the presentation
of the company’s financial information,
including the MD&A section, are acceptable
to the audit team.

5. After reviewing the report, the CEO, CFO
and senior management should make sug-
gestions to the committee for any areas
where disclosure could be improved or clari-
fied or where trends or risks facing the com-
pany or key assumptions and assessments in
accounting policies could be further
explained.

6. If necessary, the CEO and CFO should meet
with the auditors and audit committee to dis-
close any significant deficiencies in the
design or operation of internal controls or
any fraud involving management or signifi-
cant employees, as described in the certifica-
tion.

7. Proper approval by the audit committee
should be obtained for any service performed
by the auditors for the certification process.

8. Throughout the process, the CEO and CFO
must be alert to any “red flags” and pursue
them.

8. Backup

The procedures taken should be documented to
support the certification. The committee should keep a
record of the procedures followed in preparing each
report. Last, care should be taken that the controls and
procedures are updated as needed.

Guy P. Lander is a partner at Davies Ward Phillips
& Vineberg LLP in New York City and the Chair of
the Business Law Section. He practices in corporate
and securities law for international and domestic com-
panies and financial institutions. 
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SEC Statement on MD&A
By Guy P. Lander

On January 22, 2002, the SEC published a state-
ment, Commission Statement about Management’s Discus-
sion and Analysis of Financial Condition and Results of
Operations, Release No. 33.8056, discussing disclosures
that public companies should consider in preparing
Management’s Discussion and Analysis of Financial
Condition and Results of Operations (“MD&A”). The
statement was made in reference to a petition for guid-
ance from the major (i.e., Big Five) accounting firms and
the American Institute of Certified Public Accountants
that was prepared in the wake of the Enron scandal.
The statement applies to every public company’s next
filing with the SEC, which will generally be on its Form
10-K or Form 20-F for 2001. The following is a summary
of the statement.

The petition identified three areas of concern
regarding disclosure in MD&A:

• liquidity and capital resources, including off-
balance sheet arrangements; 

• certain trading activities involving non-exchange
traded contracts accounted for at fair value; and 

• relationships and transactions with persons or
entities that derive benefits from their non-
independent relationship with the issuer or the
issuer’s related parties. 

A. Disclosures Concerning Liquidity and Capital
Resources, Including “Off-Balance Sheet”
Arrangements

Paragraphs (a)(1) and (a)(2)(ii) of Item 303 of Regu-
lation S-K set forth certain requirements for disclosures
about “Liquidity” and “Capital Resources.” 

(1) Liquidity. Identify any known trends
or any known demands, commit-
ments, events or uncertainties that
will result in or that are reasonably
likely to result in the issuer’s liquidi-
ty increasing or decreasing in any
material way.

(2)(ii) Capital Resources. Describe any
known material trends, favorable or
unfavorable, in the issuer’s capital
resources. Indicate any expected
material changes in the mix and rela-
tive cost of such resources. The dis-
cussion shall consider changes
between equity, debt and any off-
balance sheet financing arrange-
ments.

1. Liquidity Disclosures

The SEC statement stated that MD&A disclosures
should be specific. Rather than general statements that
short-term funding is sufficient, issuers should describe
the sources of short-term funding and the circum-
stances that are reasonably likely to affect those sources
of liquidity. For example, if an issuer’s liquidity
depends on its operating cash flows, technology or
maintaining a particular credit rating or financial ratios,
that fact should be disclosed, with disclosure concern-
ing how changes in that item might affect liquidity. 

If the issuer’s liquidity depends on its use of off-
balance sheet financing arrangements, such as securitiz-
ing receivables or obtaining access to assets through
special purpose entities, the issuer should consider dis-
closing the factors that are reasonably likely to affect its
ability to continue using those off-balance sheet financ-
ing arrangements. Disclosure should be made of the
matters that could affect the funds required for manage-
ment’s short- and long-term plans. For example, many
issuers fund their trade receivables by selling them
daily, through an off-balance sheet arrangement. If the
issuer no longer qualifies for those daily sales, it might
lose an important source of liquidity.

The threshold for disclosing circumstances that
might materially affect liquidity is whether they are
“reasonably likely” to occur. This disclosure threshold
is lower than “more likely than not.” Consequently,
issuers should consider disclosing market price
changes, economic downturns, defaults on guarantees,
or contractions of operations that could have material
consequences for the issuer’s financial position or oper-
ating results.1

2. Off-Balance Sheet Arrangements

Issuers should consider providing in MD&A disclo-
sures about arrangements with unconsolidated entities
or other persons that are not disclosed in the financial
statements. Disclosure may be necessary for relation-
ships with unconsolidated entities that facilitate the
issuer’s transfer of or access to assets (e.g., receivables
facilities or similar asset-backed financing vehicles).

The extent of the issuer’s reliance on off-balance
sheet arrangements should be described where those
arrangements provide financing, liquidity, or market or
credit risk support for the issuer; engage in leasing,
hedging, research and development services with the
issuer; or expose the issuer to liability that is not reflect-
ed on the face of the financial statements. Where contin-
gencies inherent in the arrangements are reasonably
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Amount of Commitment Expiration Per Period

Other Commercial Commitments Total Amounts Less than 1-3 years 4-5 years Over 5
Committed 1 year years

Long-Term Debt

Capital Lease Obligations

Operating Leases

Unconditional Purchase Obligations

Other Long-Term Obligations

Total Contractual Cash Obligations

likely to affect the continued availability of a material
historical source of liquidity and finance, issuers must
disclose those uncertainties and their effects. 

Issuers should consider the need to include infor-
mation about the off-balance sheet arrangements such
as: their business purposes and activities; their econom-
ic substance; the key terms and conditions of any com-
mitments; the initial and ongoing relationships with the
issuer and its affiliates; and the issuer’s potential risk
exposures resulting from its contractual or other com-
mitments involving the off-balance sheet arrangements. 

For example, an issuer may be economically or
legally required or reasonably likely to fund losses of an
unconsolidated, limited-purpose entity, provide it with
additional funding, issue securities under a call option
held by that entity, purchase the entity’s capital stock or
assets, or the issuer may otherwise be financially affect-
ed by the performance or non-performance of an entity
or counterparty to a transaction or arrangement. Then,
the issuer may need to include information about the
arrangements and resulting exposures. Other possible
disclosures that issuers include:

• Total amount of assets and obligations of the off-
balance sheet entity, with a description of the
nature of its assets and obligations, and identifi-
cation of the class and amount of any debt or
equity securities issued to the entity by the issuer;

• The effects of the entity’s termination if it has a
finite life or it is reasonably likely that the issuer’s
arrangements with the entity may be discontin-
ued in the foreseeable future; 

• Amounts receivable or payable, and revenues,
expenses and cash flows resulting from the
arrangements; 

• Extended payment terms of receivables, loans,
and debt securities resulting from the arrange-
ments, and any uncertainties as to realization,
including repayment that is contingent upon the
future operations or performance of any party; 

• The amounts and key terms and conditions of
purchase and sale agreements between the issuer
and the counterparties in any such arrangements;
and

• The amounts of any guarantees, lines of credit,
standby letters of credit or commitments or take
or pay contracts, throughput contracts or other
similar types of arrangements, including tolling,
capacity, or leasing arrangements, that could
require the issuer to provide funding of any obli-
gations under the arrangements, including guar-
antees of repayment of obligors of parties to the
arrangements, make-whole agreements, or value
guarantees. 

Where there are many similar arrangements, they
can be aggregated. However, important distinctions in
terms and effects should be disclosed.

3. Disclosures About Contractual Obligations and
Commercial Commitments

Disclosure about an issuer’s obligations and com-
mitments to make future payments under contracts,
such as debt and lease agreements, and under contin-
gent commitments, such as debt guarantees, should be
provided in a single location so that a total picture of
obligations would be readily available. One aid to pre-
senting this information may be schedules of the
issuer’s contractual obligations and commercial com-
mitments as of the latest balance sheet date. Examples
that could be adapted to the issuer’s particular facts are
presented in Table I below.

Table I
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The preceding Table I could be accompanied by
footnotes to describe provisions that create, increase or
accelerate liabilities, or other pertinent data. Issuers
could also use the footnotes to disclose assumptions in
making forward-looking calculations.

B. Disclosures About Certain Trading Activities
that Include Non-Exchange Traded Contracts
Accounted for at Fair Value

The Commission is concerned about the disclosure
of trading activities involving commodity contracts that
are accounted for at fair value but for which a lack of
market price quotations necessitates the use of fair
value estimation techniques. Issuers engaged to a mate-
rial extent in trading involving energy, weather, or non-
exchange traded commodities marked to fair value
(e.g., non-derivative trading contracts in bandwidth)
should consider providing disclosures in MD&A that
supplement those required in the financial statements
(e.g., additional statistical and other information about
these business activities and transactions). That infor-
mation should include any contracts that are deriva-
tives involving the same commodities that are part of
those trading activities (for example, energy derivatives
that are part of energy trading activities). 

Issuers should consider disclosing in MD&A infor-
mation about trading activities, contracts and modeling
methodologies, assumptions, variables and inputs,
along with explanations of the different outcomes rea-
sonably likely under different circumstances or meas-
urement methods. Disclosure should include how the
activities affect reported results for the latest annual
period and subsequent interim period and how finan-
cial position is affected as of the latest balance sheet
date. Issuers should also disclose the judgments and
uncertainties affecting the application of those policies,

and the likelihood that materially different amounts
would be reported under different conditions or using
different assumptions. This may include:

• disaggregating realized and unrealized changes
in fair value;

• identifying changes in fair value attributable to
changes in valuation techniques;

• disaggregating estimated fair values at the latest
balance sheet date based on whether fair values
are determined directly from quoted market
prices or are estimated; and

• indicating the maturities of contracts at the latest
balance sheet date (e.g., within one year, within
years one through three, within years four and
five, and after five years). 

An example of this disclosure in the form of
a schedule as follows:

Fair value of contracts outstanding at the xxxxxx
beginning of the period

Contracts realized or otherwise settled xxxxxx
during the period

Fair value of new contracts when entered xxxxxx
into during the period

Changes in fair values attributable to xxxxxx
changes in valuation techniques and
assumptions

Other changes in fair values xxxxxx

Fair value of contracts outstanding at the xxxxxx
end of the period

Fair Value of Contracts at Period-End

Maturity less Maturity Maturity Maturity Total fair 
Source of Fair Value than 1 year 1-3 years 4-5 years in excess value

of 5 years

Prices actively quoted

Prices provided by other external sources

Prices based on models and other
valuation methods

Table II
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Issuers should consider the need to disclose the fair
value of net claims against counterparties that are
reported as assets at the most recent balance sheet date,
based on the credit quality of the contract counterparty
(e.g., investment grade; noninvestment grade; and no
external ratings).

Additionally, issuers should consider disclosing risk
management for trading activities, e.g., the manage-
ment of risks related to changes in credit quality or
market fluctuations of underlying, linked or indexed
assets or liabilities, especially where such assets are
illiquid or susceptible to material uncertainties in valua-
tion.

C. Disclosures about Effects of Transactions with
Related and Certain Other Parties 

Statement of Financial Accounting Standards No. 57
(FAS 57), Related Party Disclosures, sets forth the require-
ments under GAAP concerning transactions with relat-
ed parties. Where related party transactions are materi-
al, MD&A should include discussion of those trans-
actions to the extent necessary for an understanding of
the company’s current and prospective financial posi-
tion and operating results. In addition, Item 404 of Reg-
ulation S-K and Item 404 of Regulation S-B require dis-
closure of certain relationships and transactions with
related parties:

• the business purpose of the arrangement;

• identifying the related parties;

• how transaction prices were determined by the
parties;

• if disclosures represent that transactions have
been evaluated for fairness, a description of how
the evaluation was made; and

• any ongoing contractual or other commitments as
a result of the arrangement. 

Issuers should also consider the need for disclosing
parties that are not “related parties,” but with whom
the issuer or its related parties have a relationship that
enables the parties to negotiate terms of material trans-
actions that may not be available from other, more
clearly independent, parties on an arm’s-length basis.
For example, an entity may be established and operated
by individuals that were former senior management of,
or have some other current or former relationship with,
an issuer.

Endnote
1. To identify trends, demands, commitments, events and uncer-

tainties that require disclosure, management should consider
the following: 

• arrangements that could trigger an early payment, addi-
tional collateral support, changes in terms, acceleration of
maturity, or the creation of an additional financial obliga-
tion, e.g., adverse changes in the issuer’s credit rating,
financial ratios, earnings, cash flows, or stock price, or
changes in the value of underlying, linked or indexed
assets;

• circumstances that could impair the issuer’s ability to con-
tinue to engage in transactions that have been financially
or operationally essential, e.g., the inability to maintain a
specified investment grade credit rating, level of earnings,
financial ratios, or collateral;

• factors that the issuer expects to affect its ability to raise
short-term and long-term financing; 

• guarantees of debt or other commitments to third parties;
and

• written options on non-financial assets (for example, real
estate puts). 

To identify trends, demands, commitments, events and uncer-
tainties that require disclosure, management should consider
the following: 

• provisions in financial guarantees or commitments, debt or
lease agreements or other arrangements that could trigger
a requirement for an early payment, additional collateral
support, changes in terms, acceleration of maturity, or the
creation of an additional financial obligation, such as
adverse changes in the issuer’s credit rating, financial
ratios, earnings, cash flows, or stock price, or changes in
the value of underlying, linked or indexed assets;

• circumstances that could impair the issuer’s ability to con-
tinue to engage in transactions that have been integral to
historical operations or are financially or operationally
essential, or that could render that activity commercially
impracticable, such as the inability to maintain a specified
investment grade credit rating, level of earnings, earnings
per share, financial ratios, or collateral;

• factors specific to the issuer and its markets that the issuer
expects to be given significant weight in the determination
of the issuer’s credit rating or will otherwise affect the
issuer’s ability to raise short-term and long-term financing;

• guarantees of debt or other commitments to third parties;
and

• written options on non-financial assets (for example, real
estate puts).

Guy P. Lander is a partner at Davies Ward Phillips
& Vineberg LLP in New York City and the Chair of
the Business Law Section. He practices in corporate
and securities law for international and domestic com-
panies and financial institutions. 
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Finder’s Fee Agreements: Potential Pitfalls
and Considerations
By Howard Meyers

The rush toward capital formation and strategic
alliances often leads companies to engage the services
of a “finder” to assist them in locating investors and
raising capital. However, unsuspecting finders may
become unnecessarily subject to regulation under the
federal securities laws. This article examines how find-
er’s fee agreements are treated under New York law
generally and what potential pitfalls the drafter of find-
er’s fee agreements should avoid.

I. Background 
New York law recognizes a finder as “someone

who finds, interests, introduces and brings parties
together for a business transaction that the parties
themselves negotiate and consummate.”1 Unlike a bro-
ker, a finder has no duty to bring the parties to an
agreement, but instead acts as an intermediary or mid-
dleman.2 As one court has explained, “[f]inders find
potential buyers or sellers, stimulate interest and bring
parties together. Brokers bring the parties to an agree-
ment on particular terms.”3 In the corporate financing
context, a finder’s compensation is generally based on a
percentage of the amount invested by one party or, in
circumstances involving mergers and acquisitions, a
percentage of the transaction value.

II. Causation Requirement 
For a finder to recover under the typical finder’s

agreement, there must be a causal relation between the
introduction of the parties and the ultimate conclusion
of the transaction.4 Moreover, courts have consistently
required that the finder show more than that his service
was a necessary “but-for” condition.5 Rather, the finder
must show that the final deal flowed directly from the
introduction.6 Accordingly, the finder typically must
establish a continuing connection between the finder’s
service and the ultimate transaction.7

One commentator has observed that this continuing
connection is not dependent upon the finder’s partici-
pation in negotiations, and a finder’s fee may be
payable even though a third person brings the party to
agreement. Thus, if a finder introduces a prospective
investor who enters into negotiations that are aban-
doned and later resumed, the causation requirement is
probably satisfied if the renewed negotiations stem
from the original introduction.8

For example, in Simon v. Electrospace Corp.,9 a finder
introduced the defendant, Electrospace Corp. (“Electro-
space”), to Louis Taxin (“Taxin”), for the purpose of
arranging a merger with one of Taxin’s companies. The
finder had entered into an agreement which provided
that “in the event you can effect the sale of the stock of
this corporation . . . by introduction to a party or parties
with whom a transaction will be thereafter consummat-
ed, then 5% of the gross value of the transaction will be
paid as a commission to you at the time of closing.”

Although nothing came of the initial meetings, Electro-
space and Taxin resumed their negotiations eighteen
months later. The Court of Appeals, in affirming the
Appellate Court’s decision that the finder was entitled
to a finder’s fee, held that the evidence was sufficient to
establish a continuing connection between the finder’s
initial efforts and the merger that came about.10

III. Chain of Introductions Concept
Some courts have directed the payment of a find-

er’s fee even in situations where the consummation of
the transaction at issue culminated not directly from the
finder’s initial introduction but indirectly from a chain
of introductions initiated by the finder’s introduction.
For example, Defren v. Russell11 involved a finder’s fee
dispute in connection with a series of introductions that
allegedly culminated in the acquisition of Bio-Dynam-
ics, Inc. (“Bio-Dynamics”) by IMS International, Inc.
(“IMS”). The plaintiff and Thomas Russell (“Russell”),
Bio-Dynamic’s president, had entered into a finder’s
agreement that stated that plaintiff would receive
$75,000 for the consummation of the acquisition of all of
the stock of Bio-Dynamics “with or through” Loeb,
Rhoades & Co. (“Loeb, Rhoades”)and/or one of its
affiliates.12 After execution of the finder’s agreement,
plaintiff introduced Russell to Peter Dixon (“Dixon”), a
representative of Loeb, Rhoades who, along with plain-

“[I]f a finder introduces a prospective
investor who enters into negotiations
that are abandoned and later resumed,
the causation requirement is probably
satisfied if the renewed negotiations
stem from the original introduction.”
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tiff, was going to assist Russell in his efforts to sell the
Bio-Dynamics stock. However, approximately 10
months later, Russell told the plaintiff that he was going
to sell the Bio-Dynamics stock on his own.13 In fact,
unknown to plaintiff, Russell continued to work closely
with Dixon for the next two years in an attempt to sell
the Bio-Dynamics stock. After plaintiff made the initial
introduction of Russell to Dixon, there was a long series
of introductions which eventually culminated in the
acquisition of Bio-Dynamics by IMS.14

In addressing whether plaintiff was entitled to a
finder’s fee pursuant to the finder’s agreement, the
court recognized that the more narrow question pre-
sented was whether plaintiff was entitled to recover on
the basis of Loeb, Rhoades’ efforts on Russell’s behalf.15

Preliminarily, the court noted that the finder’s agree-
ment provided that the consummation of the acquisi-
tion “with” or “through” Loeb, Rhoades would fulfill
the terms of the agreement with respect to the plaintiff’s
performance thereunder.16 The court then recognized
that there was not the slightest indication that Russell
even would have become aware of the existence of IMS
except “through” the diligent services performed by
Dixon.17 Thus, the court held that in view of the fact
that the Bio-Dynamics stock was sold to IMS through
the efforts of Loeb, Rhoades, the plaintiff was entitled to
recover a finder’s fee of $75,000.18

Similarly, in Seckendorff v. Halsey, Stuart & Co.,19 a
plaintiff approached the investment banking firm of
Rogers Caldwell & Co. (“Rogers Caldwell”) to deter-
mine if it was interested in arranging bond financing
for certain properties located in Washington, D.C. After
the plaintiff described the properties, Rogers Caldwell
entered into an agreement which provided that the
plaintiff would receive a one percent commission on the
par value of any securities distributed to the public and
two percent of any securities that Rogers Caldwell may
receive as a bonus for handling the transaction.20 After
signing the agreement, Rogers Caldwell approached the
investment firm of Halsey, Stuart & Co. (“Halsey”) to
inquire whether Halsey would be interested in heading
the bond syndicate.21 At this time, the plaintiff’s agree-
ment was brought to the attention of Halsey. However,
Halsey indicated that it was not interested in participat-

ing in the bond financing.22 Nevertheless, one year later,
Halsey and Rogers Caldwell developed a different deal
structure and ultimately financed the Washington D.C.
properties without the plaintiff’s knowledge. 

In holding that the plaintiff was entitled to his com-
mission under the agreement, the court recognized that
Rogers Caldwell and Halsey were “in reality, partners
or, at least, joint adventurers, and that Rogers Caldwell
could legally bind its associates Halsey . . .”23 Further-
more, the court found that without the plaintiff’s intro-
duction, there never would have been any bond issue
because plaintiff himself was alone responsible for find-
ing this business and bringing it to the defendants’
attention.24 Accordingly, the court held that the one-
year lapse in negotiations and different deal structure
did not preclude the jury’s finding that the transaction
“flowed directly from” the plaintiff’s original introduc-
tion.25

Both the Defren and Seckendorff cases illustrate that
drafters of finder’s fee agreements should be cognizant
of the “chain of introductions” concept. Accordingly,
when drafting finder’s fee agreements, the drafter may
wish to include a provision entitling the finder to a fee
if a transaction is ultimately consummated with any
party that resulted from the finder’s original introduc-
tion. Such a provision may, at the very least, clarify the
scope of the finder’s relationship and may avoid pro-
tracted litigation should a transaction be ultimately con-
summated with a third party that was not directly
introduced by the finder himself.

IV. Finder’s Fee Agreements and the Federal
Securities Laws

The federal securities laws generally govern
whether a finder must register as a broker-dealer, or
conduct its activities through a registered broker-dealer.
Section 3(a)(4) of the Exchange Act defines “broker” as
“any person engaged in the business of effecting trans-
actions in securities for the account of others.” Section
3(a)(5) of the Exchange Act defines “dealer” as “any
person engaged in the business of buying and selling
securities for his own account, through a broker or oth-
erwise.” Section 15(a)(1) of the Securities Exchange Act
of 1934 (the “Exchange Act”) provides that it is unlaw-
ful for any broker or dealer to effect any transaction in,
or to induce or attempt to induce the purchase or sale
of, any security unless such broker or dealer is regis-
tered with the Securities & Exchange Commission. 

As one commentator has noted, although a pure
finder may “induce the purchase or sale of” a security
within the meaning of section 15(a)(1), he or she is not
normally a “broker” because he or she effects no trans-
actions.26 In addition, the staff of the Securities and

“Both the Defren and Seckendorff cases
illustrate that drafters of finder’s fee
agreements should be cognizant of the
‘chain of introductions’ concept.”



42 NYSBA NY Business Law Journal |  Fall 2002  | Vol. 6 | No. 2

Exchange Commission has issued certain no-action let-
ters further interpreting these provisions. For example,
in a no-action letter the staff explained:

[A]n intermediary who did nothing
more than bring merger or acquisition-
minded people or entities together and
did not participate in negotiations or
settlements between them probably
would not be a broker in securities and
not subject to the registration require-
ments of Section 15 of the Exchange
Act; on the other hand, an intermediary
who plays an integral role in negotiat-
ing and effecting mergers or acquisi-
tions that involve transactions in securi-
ties generally would be deemed to be a
broker and required to register with the
Commission. See Henry C. Coppelt
d/b/a/ May Pac Management Co.,
1973-1974 Fed. Sec. L. Rep. (CCH),
para. 79,814. 

In light of the SEC’s no-action letter, potential find-
ers should be wary of performing anything more than
an intermediary role in bringing parties together for the
purposes of consummating business transactions
involving the purchase or sale of securities; otherwise
they run the risk of being deemed unregistered brokers
pursuant to the federal securities laws. In particular,
finders should avoid offering investment advice in con-
nection with their services. Accordingly, finders, and
drafters of finder’s fee agreements, should preliminarily
determine what the finder’s role will be in connection
with any potential finder’s arrangement. Furthermore,
finders and drafters of finder’s fee agreements, should
explore whether the finder’s role will be restricted to
merely bringing two parties together for a business
transaction or whether the finder will assume a more
active role in negotiating and structuring the ultimate
financing arrangement. Only by examining the finder’s
duties can the practitioner determine whether the find-
er must register as a broker pursuant to the federal
securities laws.

V. Conclusion
While the use of finder’s fee agreements has

become commonplace, finders and practitioners alike
must be wary of potential pitfalls that may arise from
such agreements. Before drafting any finder’s agree-
ment, the practitioner should first determine the extent
of the finder’s role in consummating the transaction at
issue. In addition, the practitioner should evaluate

whether the finder may be subject to regulation under
the federal securities law. Finally, after the practitioner
has addressed these considerations, the practitioner
may want to include a provision in the finder’s fee
agreement to ensure that the finder will be compensat-
ed from transactions that culminated from a chain of
introductions initiated by the finder.
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When Fraud Claims Are Barred by the Parol Evidence
Rule Under New York Law
By Thomas J. Dougherty and Wystan M. Ackerman

The parol evidence rule generally bars evidence
which contradicts the clear and unambiguous terms of
a contract.1 However, if the plaintiff claims that he was
fraudulently induced to sign the contract, under what
circumstances is the fraud claim barred because it is
based on parol evidence? 

On one hand, if every plaintiff were able to avoid
the parol evidence rule simply by alleging a fraudulent
inducement claim, the rule would be ineffectual. On the
other hand, justice would not be served if every fraud
claim asserted by a party in privity with another were
barred.

New York courts have developed a principled way
to apply the parol evidence rule to fraud claims, but we
are aware of no simple summary of those rulings that
sets out the New York rule. There are several different
lines of cases, and, at times, these cases have generated
some confusion.2 At first glance some of the cases
appear to conflict, but in fact they do not. This article
explains the “New York rule” that a fraudulent induce-
ment claim is barred by the parol evidence rule where
the claim alleges: (1) an oral promise which is not “col-
lateral or extraneous” to the contract; or (2) a promise
as to “future expectations”; or (3) an oral promise
which is within the Statute of Frauds. 

I. Claims Alleging Promises Which Are Not
“Collateral or Extraneous” to the Contract
Are Barred

The source of some confusion in this area is Sabo v.
Delman,3 decided by the New York Court of Appeals in
1957. The plaintiff Sabo was an employee of the defen-
dant Delman, a manufacturer of women’s shoes. Sabo
invented a machine to make shoes and obtained a
patent. Sabo and Delman made several written con-
tracts: a 1940 assignment by Sabo of Sabo’s patent

rights to Delman and mid-1940s contracts to share prof-
its. Sabo later brought a fraudulent inducement claim
seeking rescission of the contracts. He alleged a promise
that was wholly collateral or extraneous to the patent
rights and profit sharing agreements. Namely, Sabo
alleged that prior to either and to induce both, Delman
had promised Sabo to finance the manufacture of
machines to be patented by Sabo and had failed to do
so.4 Those representations were not included in the
agreements, each of which contained the same general
merger clause, stating that: “No verbal understanding
or conditions, not herein specified, shall be binding on
either party.”5

Judge Fuld emphasized that “the complaint before
us neither asserts a breach of contract nor attempts to
enforce any promise made by defendants.”6 What he
meant was that the alleged promise was collateral or
extraneous to the contracts—Delman did not contractu-
ally agree to finance the manufacture of the machines
and promote the sale or lease of them.7 The Court
focused on the nature of the inducing promise.

Since the purported promise was collateral to, not
within the scope of, the contracts, the Court held that
the fraud claim was not barred by the parol evidence
rule, regardless of the presence of a merger clause.
Judge Fuld wrote that, on the facts of Sabo, the general
merger clause

merely furnishes another reason for
applying the parol evidence rule, and,
just as that rule is ineffectual to exclude
evidence of fraudulent representations,
so this provision may not be invoked to
keep out such proof. Indeed, if it were
otherwise, a defendant would have it in
his power to perpetrate a fraud with
immunity, depriving the victim of all
redress, if he simply has the foresight to
include a merger clause in the agree-
ment.8

Fuld also wrote that “the parol evidence rule has no
application in a suit brought to rescind a contract on the
ground of fraud.”9 The Court held that the complaint
stated a cause of action, reversing the Special Term’s
decision which granted Delman’s motion for judgment
on the pleadings.10

“There are several different lines of
cases . . . [that] have generated some
confusion. At first glance some of the
cases appear to conflict, but in fact
they do not.”
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Unfortunately Judge Fuld did not confine his
unnecessary discussion of the merger clause,11 which
has generated confusion, to the facts of Sabo. Judge Fuld
clearly meant that “the parol evidence rule has no
application” to fraud claims where the alleged inducing
promise is collateral to the contract. He clearly could not
have intended for his reasoning to apply in every case
where fraud is alleged because every complaint alleging
a pre-contractual oral promise is also going to allege
fraud. If the parol evidence rule had “no application” in
fraud cases, the rule would only convert contract claims
into fraud claims, not protect the integrity of a final
written agreement.12 The important part of Sabo, indeed
the only question the Court of Appeals needed to
answer, was that the inducing promise was collateral to
the contracts.

In Danann Realty Corp. v. Harris,13 often cited along
with Sabo, the defendant sold a building lease to the
plaintiff. The plaintiff brought a fraudulent inducement
claim alleging that the defendant had falsely represent-
ed the amount of operating expenses and profits which
the plaintiff could expect. This promise was, at first
glance, collateral to the contract of sale, which made no
representations regarding the expenses or profits.14

However, here the contract contained a merger
clause stating that “Seller has not made and does not
make any representations as to the . . . expenses, opera-
tion or any other matter or thing affecting or related to
the aforesaid premises. . . .”15 Because of the specific
disclaimer in the merger clause, the alleged promise
was not collateral to the contract. Rather, “the provi-
sions of the written contract . . . directly contradict[ed]
the allegations of oral representations.”16 The Court
reinstated dismissal of the fraud claim, arguing that
“[t]o hold otherwise would be to say that it is impossi-
ble for two businessmen dealing at arm’s length to
agree that the buyer is not buying in reliance on any
representations of the seller as to a particular fact.”17

The Court repeated the overinclusive dicta “that a gen-
eral merger clause is ineffective to exclude parol evi-
dence to show fraud in inducing the contract.”18 As
Danann Realty itself holds, that rule is applicable only
where the inducing promise is collateral to the contract,
not where the contract directly contradicts the promise.

As in Sabo, the Court in Danann Realty did not use
the term “collateral” or “extraneous,” but the Court
clearly analyzed whether or not the inducing promise
was collateral to the contract.19

Shortly after Sabo and Danann Realty were decid-
ed,20 the First Department clarified matters in Briefstein
v. P.J. Rotondo Construction Co., Inc.21 In Briefstein, the
plaintiff brought a fraud claim alleging that the defen-
dant did not intend to perform an employment contract
at the time it was made. The court dismissed the claim,
stating that the defendant’s proper claim was for breach
of contract, not fraud:

To say that a contracting party intends
when he enters into an agreement not
to be bound by it is not to state ‘fraud’
in an actionable area, but to state a will-
ingness to risk paying damages for
breach of contract. . . . The policy which
runs through the fabric of the law of
contracts is to bind a party by what he
agrees to do whether or not he intends
to do what he agrees.22

The key difference between Briefstein and Sabo is that
the allegedly fraudulent promise in Briefstein was not
collateral to the contract—the promise was to perform
the contract.

Numerous Appellate Division decisions followed
the rule in Briefstein23 and the Court of Appeals has also
done so, but without specifically addressing Sabo. In
Deerfield Communications Corp. v. Cheseborough-Ponds,
Inc.24 the defendant brought a counterclaim for fraudu-
lent inducement, alleging that the plaintiff did not
intend to abide by an oral agreement placing geograph-
ical restrictions on the resale of merchandise which the
defendant sold to the plaintiff. In a brief opinion, the
Court held that the claim was “collateral to . . . the con-
tract,” “not barred by the general merger clause” in the
sale agreement, and “not a mere promissory statement
as to what will be done in the future.”25

The Court of Appeals applied the “collateral or
extraneous” rule again in New York University v. Conti-
nental Insurance Co.26 NYU alleged that Continental had
fraudulently induced the university to buy an insurance
policy by representing that claims would be evaluated
in good faith, when in fact Continental had a practice of
denying claims and then terminating policies. The
Court noted that “where a party engages in conduct
outside the contract but intended to defeat the contract,
its extraneous conduct may support an independent tort
claim.”27 However, the claim was barred since NYU
alleged “nothing more than a breach of the contract”—
it did not allege any collateral representations or omis-
sions.28

“The key difference between Briefstein
and Sabo is that the allegedly
fraudulent promise in Briefstein was
not collateral to the contract—the
promise was to perform the contract.”



NYSBA NY Business Law Journal |  Fall 2002  | Vol. 6 | No. 2 45

Federal courts interpreting New York law have now
identified “a rule, widely adopted by the state and fed-
eral courts, pursuant to which a false promise can sup-
port a claim of fraud only where that promise was ‘col-
lateral or extraneous’ to the terms [of] an enforceable
agreement in place between the parties.”29 As Judge
Sotomayor, now of the Second Circuit, wrote in Interna-
tional Cabletel, Inc. v. Le Groupe Videotron Ltee, this rule
“reflects sound policy” by ensuring the predictability of
contracting, particularly where sophisticated parties are
involved.30 For example, where the fraud claim is not
collateral to the contract, the appropriate claim is for
breach of contract and the remedy is limited to the liq-
uidated damages stipulated in the contract.31 As the
Second Circuit explained in Telecom Int’l Am., Ltd. v.
AT&T Corp.,32

[S]imply dressing up a breach of con-
tract claim by further alleging that the
promisor had no intention, at the time
of the contract’s making, to perform its
obligations thereunder, is insufficient to
state an independent tort claim. [The
plaintiff’s] fraudulent inducement
claim therefore also fails because it is
simply a breach of contract claim in the
tort clothing of (factually unsupported)
allegations of an intent to breach.33

In so holding, the court also found, separately, that
the alleged misrepresentations were not “collateral to
the contract.”34

Most of these cases do not explicitly apply the parol
evidence rule. They hold that the plaintiff has not “stat-
ed a claim” for fraud—the proper claim is for breach of
contract since the claim alleges a broken promise, not a
false promise.35 However, the courts’ reasoning is by its
nature an application of the parol evidence rule.36

Courts analyze whether or not the promise is collateral
to the contract because the parol evidence rule only
applies to promises which are not collateral or extrane-
ous. When the courts write that the complaint does not
“state a claim” for fraud, they mean that the claim is
barred by the parol evidence rule, not that the elements
have not been properly alleged.37

One case that has recently recognized how the parol
evidence rule should be applied to fraudulent induce-
ment claims, implicitly (but not explicitly) applying the
“collateral or extraneous” doctrine, is Bibeault v.
Advanced Health Corp.38 In that case, Judge Pauley of the
Southern District of New York held that “[c]ourts
should bar parol evidence of fraudulent inducement
whenever an express contractual provision contradicts a
claimed oral statement in a meaningful fashion.”39

II. Claims Alleging Promises as to Future
Expectations Are Barred

A fraud claim based on a collateral or extraneous
promise will still be dismissed if it alleges “mere
expressions of future expectation.”40 For example, in
Landes v. Sullivan41 the plaintiff sued to enforce a prom-
issory note for a condominium mortgage after the
defendants failed to make payments. The defendants
counterclaimed, asserting that the plaintiff had fraudu-
lently represented that the condominium was in good
repair. The defendants also alleged that the plaintiff
represented that the defendants would be able to resell
the unit for profit in the future and, if not, the plaintiff
would reduce the amount of the loan.42

The Appellate Division upheld summary judgment
for the plaintiff on these counterclaims. With respect to
the condition of the condominium, the court found per-
suasive the specific disclaimer in the contract that the
unit was sold “as is.” With regard to the alleged repre-
sentation about future profits, the court said that was
merely an opinion about future expectations, which is
not a basis for a fraud claim.43

There is nothing controversial or confusing about
this part of the New York rule.44 However, it is impor-
tant that this element be included when analyzing
whether or not a claim for fraudulent inducement is
barred.

III. Claims Alleging Promises Within the
Statute of Frauds Are Barred

A fraudulent inducement claim will also be barred
if it is based on a purported promise which is within
the Statute of Frauds. The most commonly applicable
provision of the Statute of Frauds is the one-year provi-
sion, which provides: “Every agreement, promise or
undertaking is void, unless it or some note or memo-
randum thereof be in writing, and subscribed by the
party to be charged therewith, . . . if such agreement . . .
[b]y its terms is not to be performed within one year
. . .”45

For example, in Otiniano v. Magier the plaintiff
claimed that “he was fraudulently induced to purchase
the store and agree to an assignment of the lease by the
representations of [the] defendants . . . that the lease

“A fraud claim based on a collateral
or extraneous promise will still be
dismissed if it alleges ‘mere expressions
of future expectation.’”
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agreement would be extended for five years.”46 The
defendants refused to extend the lease. The First
Department held that the fraud claim was barred by the
Statute of Frauds, which requires that such an agree-
ment be in writing.47

As with the “future expectations” rule, there is
nothing unusual about applying the Statute of Frauds
to purported promises which are alleged in fraudulent
inducement claims. It is simply a matter of including
the Statute of Frauds in the analysis.

IV. Conclusion
In contract disputes a party will often claim that

there was a prior oral promise outside of or in addition
to the written agreement. Courts usually dismiss these
claims under the parol evidence rule. However, by
characterizing the contract claim as a fraud claim, a
party can potentially circumvent the rule. In some cases
the fraud claim is legitimate, while in other cases it is
merely a means to avoid the proper application of the
parol evidence rule.

New York’s appellate courts have held that a fraud
claim is barred by the parol evidence rule under three
circumstances. As this article has illustrated, a fraud
claim will be dismissed under New York law where it
alleges: (1) an oral promise which is not “collateral or
extraneous” to the contract; or (2) a promise as to
“future expectations”; or (3) an oral promise which is
within the Statute of Frauds.
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Can the Fed Strike a Post-Enron Regulatory Balance?
by David L. Glass

Introduction
Last year the Federal Reserve (“Fed”) published for

comment a proposed new Regulation W (“Reg. W”)
governing transactions and relationships between all
FDIC-insured banks (“banks”) and their affiliates,1 and
an interim final rule, which remains subject to comment
and revision, governing banks’ derivatives transactions
with their affiliates (the “Derivatives Rule”).2 The Fed
had indicated that final action on these proposals
would take place in the second quarter of this year;
however, it now appears that adoption of a final rule
will be delayed at least until the end of the third quar-
ter.

While many or most provisions of Reg. W simply
codify existing law—sections 23A and 23B of the Feder-
al Reserve Act (respectively; “23A” and “23B”)3—and
interpretations of those sections, the Fed left open sev-
eral issues that go to the heart of how financial innova-
tion is taking place in the markets today. And at first
blush some of the transactions implicated by these pro-
visions bear an uncomfortable resemblance to the types
of transactions that have been blamed for the spectacu-
lar collapse of Enron Corp. In particular, Enron’s abuse
of special purpose entities (SPEs) to give the appear-
ance of removing liabilities from its balance sheet, while
in fact retaining the associated risk in disguised form,
has cast a pall over the securitization market and led to
calls for tighter regulation.4 The direct fallout of the
Enron debacle thus far has included a proposed tighten-
ing of the accounting rules for SPEs by the Financial
Accounting Standards Board (FASB)5 and a concerted
effort by a group of law professors and others to
remove from the pending bankruptcy reform legislation
a provision that would facilitate the use of SPEs.6 But
the proposed Reg. W was published before Enron’s fall,
and it remains unclear whether, or how, the Fed’s reso-
lution of the open issues will be influenced by that
event.

Of the many safeguards built into the U.S. bank
regulatory system to protect the safety and soundness
of banks, among the most important are the restrictions
on affiliate relationships and transactions found in sec-
tions 23A and 23B. These two provisions together act to
minimize the potential that a bank affiliate could abuse
its relationship with the bank—for example, by induc-
ing the bank to make it a large unsecured loan, or to
contract with it on terms unduly favorable to the affili-
ate. By permitting well-capitalized and well-managed
banks to affiliate with a much broader range of financial

companies, the financial reform legislation of 1999,
known as the Gramm-Leach-Bliley Act (“GLB Act”)7

has heightened the importance of these two sections.8

This article briefly reviews the background and
purpose of sections 23A and 23B, and focuses on how
certain of the Fed’s proposals for inclusion in Reg. W
might affect bank derivative transactions with affiliates
and securitization programs using SPEs. 

Section 23A—Quantitative Limits
Originally enacted as part of the Glass-Steagall Act

of 1933, section 23A has as its purpose to “ . . . prevent
the misuse of commercial bank resources stemming
from non-arm’s length financial transactions with affili-
ated companies.”9 Section 23A applies to all “covered
transactions” between a bank and an “affiliate.” Cov-
ered transactions generally include all loans or exten-
sions of credit to or on behalf of the affiliate (such as a
letter of credit securing the affiliate’s obligation to a
third party) or purchases of assets from the affiliate. The
section limits the aggregate amount of all covered trans-
actions with any one affiliate to 10 percent, and the
aggregate amount of all covered transactions with all
affiliates to 20 percent, of the bank’s capital stock and
surplus, and requires that each such transaction be
secured by collateral. The collateral requirement varies
from 100 percent of the amount of the credit if the col-
lateral is composed of U.S. government securities up to
130 percent if other types of collateral are used. More-
over, all covered transactions must be “. . . on terms and
conditions that are consistent with safe and sound
banking practices.”

An “affiliate” generally is defined as a company
that controls or is under common control with the bank.

“The direct fallout of the Enron debacle
thus far has included a proposed
tightening of the accounting rules for
SPEs by the FASB and a concerted effort
by a group of law professors and others
to remove from the pending bankruptcy
reform legislation a provision that
would facilitate the use of SPEs.”
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A direct subsidiary of the bank generally is not treated
as an “affiliate,” except for “financial subsidiaries”
organized under the GLB Act to engage in non-bank
activities. The Banking Affiliates Act of 1982 liberalized
section 23A by making it inapplicable to affiliated
banks, thereby enabling funds to flow more freely
between banks under common ownership in a holding
company system.10 However, the revision also expand-
ed the definition of “affiliate” to include, aside from any
company with which the bank has an actual control
relationship, any company “sponsored and advised on
a contractual basis” by a bank or bank affiliate.11 That
change was made in response to the well-publicized
failure of a real estate investment trust (REIT) spon-
sored by a bank. The bank did not control the REIT, so
it would not have been an “affiliate” under prior law.
However, the concern was that, since the market identi-
fied the REIT with the sponsoring bank, the bank could
be induced to extend excessive amounts of credit to
prop up the REIT.12

In this regard, it is significant that the definition
requires that the company be both “sponsored and
advised” before it will be deemed to be an affiliate.
While there are few published interpretations of this
term, the statement of these two factors in the conjunc-
tive should be construed to express an intention that an
otherwise unaffiliated company is not presumed to be
an affiliate, unless a potential for abuse comparable to
that recognized in the REIT situation is present. This
distinction may be important in the context of bank
sponsorship of SPEs—assuming the Fed does not sim-
ply define all SPEs to be affiliates.

Section 23B—Market Terms and Conditions
Section 23B, enacted as part of the Competitive

Equality Banking Act of 1987,13 generally provides that
specified transactions between a bank and its affiliates
must be conducted on terms and conditions (including
credit standards) that 1) are substantially the same, or at
least as favorable to the bank, as terms and conditions
prevailing for comparable transactions with unaffiliated
parties, or 2) in the absence of comparable transactions,
that the bank in good faith would be willing to offer to
unaffiliated parties.14 For the purposes of 23B, the 23A
definition of “affiliate” is applied, except that affiliated
banks are excluded from the definition.15 Section 23B
applies to all “covered transactions,” as defined for pur-
poses of 23A.16 In addition, however, it applies to,
among other things, the sale of assets to an affiliate, or
the provision of services to an affiliate on a contractual
basis.17

Thus, while 23A applies only if the bank purchases
assets from an affiliate, 23B also applies to a situation

where a bank sells loans and other assets to the affili-
ate—for example, to enable the affiliate to package and
sell them as part of a financing, liquidity or asset reduc-
tion program. 

The problem is that as a practical matter, if there is
no ready market for the assets being transferred, it may
be difficult to determine whether the bank has received
full value. Section 23B deals with this problem by per-
mitting the insured bank to enter into the transaction,
as long as it makes a good-faith determination that it
would be willing to offer the transaction to a nonaffili-
ated company on the same terms and conditions. Thus,
as a prudential matter, a bank might obtain an inde-
pendent appraisal of the value of assets transferred, and
generally should maintain a record of how the valua-
tion was done.

Securitizations
In a typical bank securitization, a bank sells a port-

folio of its assets—such as mortgages, commercial
loans, or securities—to a bankruptcy-remote SPE. If the
sale is made without recourse to the bank, it will quali-
fy as a “true sale,” thereby insulating the transferred
assets from claims by creditors of the bank. The SPE is
thus able to sell securities to the public backed by the
assets it holds. Securitization thereby can benefit a bank
in two ways: first, by providing a comparatively low-
cost way of financing assets; second, by reducing the
total size of its balance sheet, and thereby improving its
capital position (i.e., its equity capital as a percentage of
assets). In turn, a higher capital ratio keeps regulators
happy, as well as lowering the bank’s financing cost
and facilitating its ability to take on new commitments. 

In its Reg. W proposal, the Fed specifically request-
ed comment as to whether SPEs should be treated as
“affiliates” for purposes of 23A. In the wake of Enron,
the case for doing so may seem more compelling. How-
ever, the author believes that such treatment generally
would be undesirable, in that it would undermine the
ability of banks to engage in otherwise sound and legit-
imate securitization transactions. They also do not gen-
erally implicate the policy concerns underlying 23A,
since the establishment of an SPE is designed to benefit
the bank, not an affiliate.18 Indeed, the proper use of
SPEs by banks benefits economic activity generally, by
redistributing the credit risk of the underlying assets to
a broader range of investors and freeing up bank funds
to generate new loans. Viewed in this light, the creation
of SPEs as securitization vehicles goes to the essence of
commercial banking—the evaluation and intermedia-
tion of credit risk.

Moreover, assets sold into an SPE typically com-
prise readily marketable debt instruments. By contrast,
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REITs invested in real estate and related assets, which
are inherently less liquid and pose a heightened risk of
loss in the event of adverse circumstances. Finally, it
should be noted that SPEs are passive vehicles that do
no more than hold bank-eligible assets and issue securi-
ties to finance them, and they lack the power to enter
into other lines of business that could compromise safe-
ty and soundness. Therefore, depending upon the facts
and circumstances, under the existing definition it may
be argued that, unlike REITs, SPEs are not sponsored
and advised by the bank.

Credit Derivatives
The use of swaps and other credit derivative prod-

ucts by banks is a relatively recent development. It is
generally viewed as part of a more general approach of
“unbundling” the risks involved in banking transac-
tions, just as interest rate and currency derivatives are
designed to transfer the risks of interest rate changes
and currency fluctuations, respectively.19 As the regula-
tory authorities became aware of the growing use of
swaps and credit derivatives by banks in the mid-1990s,
they issued supervisory guidance for banks engaging in
these transactions.20

In these releases, the regulatory authorities have
made clear that they consider the use of credit deriva-
tives to be legitimate and appropriate banking transac-
tions that entail substantial benefits for banks and the
credit markets generally, provided they are conducted
in accordance with sound and prudent banking prac-
tices. The proper use of swaps and other credit deriva-
tives is viewed as assisting a bank in managing its
internal credit limits and diversifying its credit risks. 

In the past, some Fed officials have hinted that cer-
tain credit derivative transactions among affiliates “may
be subject to the restrictions of sections 23A and 23B
and raise important supervisory concerns, such as
whether the transactions are effective guarantees of
affiliate obligations.”21 Nonetheless, to date the Fed
generally has refrained from treating swaps and other
derivative transactions with affiliates as covered trans-
actions. 

Under the GLB Act, the Fed was required to adopt,
not later than 18 months after the date of enactment of
the GLB Act (i.e., by May 12, 2001) final regulations “to
address as covered transactions credit exposure arising
out of derivative transactions between [banks] and their
affiliates . . .”22 The Fed may, however, postpone the
effective date of any such regulation as it deems neces-
sary to enable banks to comply “without undue hard-
ship.”23 Thus, the Derivatives Rule, although promul-
gated in fulfillment of this statutory mandate, remains

an interim measure pending final promulgation of Reg.
W. 

For risk-spreading as well as other reasons, it may
be advantageous for a derivative transaction with a cus-
tomer to be booked in an affiliate, rather than the bank
itself, or for the bank to transfer the risk to an affiliate
through a “back-to-back” swap.24 Thus, an interpreta-
tion that treated derivative transactions with affiliates
as “covered transactions” would seriously undermine
the legitimate objectives of these transactions and the
regulatory interest in encouraging their use. Moreover,
derivatives transactions used by banks to hedge cus-
tomer transactions clearly do not involve the provision
of funding to an affiliate, the fundamental concern
underlying 23A. Recognizing this, the Fed thus far has
refrained from applying 23A to derivative transac-
tions—and indeed, has acknowledged that it is far from
clear how 23A could be applied to various types of
derivatives.25

On the other hand, derivative transactions with
affiliates generally are subject to the “market terms”
requirement under 23B. By requiring that derivative
transactions with affiliates be conducted on terms and
conditions no less favorable to the bank than similar
transactions with unaffiliated third parties, the applica-
tion of 23B brings into play the well-developed risk
management techniques—including collateralization,
where appropriate—that banks already apply to similar
transactions with third parties. This is essentially the
approach adopted by the Derivatives Rule. Of course,
that rule was promulgated before the fall of Enron, and
by its terms remains subject to revision in the final Reg.
W.

Conclusion
In his 1994 best-seller, The Death of Common Sense,26

attorney Philip Howard argues persuasively that the
trend in American law toward “one size fits all” regula-
tion, at the expense of the exercise of judgment and
common sense, has undermined the attainment of legit-
imate regulatory objectives and sometimes led to
absurd outcomes. By contrast, Howard cites the bank
regulatory system as a particularly effective example of
a regulatory structure that has remained effective pre-
cisely because it retains the ability to exercise judgment,
through an emphasis on after-the-fact examination
focused on broad objectives such as safety and sound-
ness, rather than before-the-fact rule-making: “[bank
examiners] look at each situation in context, and are
considered highly effective.”27

The Fed has thus far declined to treat bank SPEs as
“affiliates,” unless they are actually controlled by the
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bank or otherwise meet the definition of affiliate in 23A.
Similarly, the Fed has thus far taken a measured
approach to derivative transactions with affiliates, rely-
ing on the “market terms” requirement of 23B rather
than the more rigid strictures of 23A. It is to be hoped
that, in completing its work on Reg. W, it will not allow
itself to be unduly swayed by Enron fallout.
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Fox Television Stations, Inc. v. Federal
Communications Commission and
The United States of America, National
Association of Broadcasters, et al., 280 F.3d
1031 (D.C. Cir.), modified by rehearing, 293
F.3d 537 (D.C. Cir. 2002).

Recent Case May Open Door to Media
Mega-Giants

A tsunami of corporate takeovers and mergers may
be poised to surge across the media industry. Under a
recent decision of the D.C. Circuit of the U.S. Court of
Appeals in Washington, D.C., huge companies such as
AOL Time Warner may be able to merge with broadcast
networks that own local TV stations. In addition, broad-
cast networks like Viacom’s CBS may be able to contin-
ue buying TV stations without any regulatory limit as
to the percentage of national households their stations
may reach. 

The case is Fox Television Stations, Inc. v. Federal Com-
munications Commission and The United States of America,
National Association of Broadcasters, et al., (“Fox”),1 decid-
ed February 19, 2002, and modified by rehearing on
June 21, 2002. It involved five consolidated petitions
asking the court to review the Federal Communications
Commission’s (FCC) 1998 decision not to repeal or
modify the National Television Station Ownership Rule
(NTSO) and the Cable/Broadcast Cross-Ownership
Rule (CBCO). The NTSO, originally adopted in the
1940s, prohibits any one business entity from control-
ling TV stations having a combined audience reach
exceeding 35 percent of television households in the
United States. The CBCO prohibits common ownership
of a broadcast station and a cable television system in
the same local market. The court ruled that the FCC
had to reassess the NTSO and struck down the CBCO
completely, stating that it was contrary to the Adminis-
trative Procedure Act because it was “arbitrary and
capricious.”

The FCC argued that the NTSO and the CBCO were
adopted to promote diversity in programming and pre-

vent broadcasters from having “undue market power.”
The argument was based on the underlying theory that
the public interest is served by preventing a single
broadcaster from controlling access to the choice of
news stories and/or slant on the news that people in
particular broadcast markets have. The court was not
persuaded by these arguments, noting that these rules
were decades old and did not reflect the modern media
marketplace. The three-judge panel, composed of Chief
Judge Douglas H. Ginsburg, Judge Harry T. Edwards
and Judge David B. Sentelle, also rejected arguments by
the networks and AOL Time Warner that the regula-
tions violated their First Amendment rights. They noted
in their ruling that the FCC had not argued or present-
ed evidence to justify the rules’ necessity and that the
FCC had violated the Administrative Procedure Act,
which requires that a federal agency provide a reasoned
analysis for its decisions. 

The Fox decision has and will continue to intensify
the debate as to whether broadcast and cable TV consol-
idations will negatively affect local mass media mar-
kets. It is clear that if cable giants like AOL Time Warner
can buy broadcast stations in markets where they
already own cable TV systems, they will have a larger
and, therefore, more powerful presence in each market
area. Supporters of the FCC’s position, smaller compa-
nies and owners who seek to protect their own media
interests, argue that if media giants control the local
broadcast marketplaces, the result will be decreased
diversity in programming, decreased access to alterna-
tive viewpoints, and the ability of a single entity to dic-
tate what the audience in a particular market sees and
hears. In addition, these FCC supporters argue, it will
be more difficult for smaller broadcast companies to
survive in the same local broadcast market as the media
giants, especially in smaller markets and/or those mar-
kets struggling to be profitable. 

Companies in favor of being able to purchase more
than one broadcast property in each market argue that
there is no longer a need to protect the public interest
through these rules because new technologies give TV
audiences a wide range of programming choices and
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thus access to potentially diverse viewpoints. They
argue that cable television, satellite television and other
direct broadcasting services, TiVo and other recording
and time-shifting devices, and the Internet have dra-
matically broadened consumers’ choices in accessing
specific and varied programming, creating a media
industry strikingly different from that of the 1940s.
Therefore, they argue, the NTSO and CBCO need to be
modified and adapted to complement the media indus-
try of today. 

The supporters of the FCC argued in the rehearing
that the court erred when it failed to defer to the deci-
sion of Congress’ instruction to the FCC that it immedi-
ately “increase the national audience reach limitation
for television stations to 35 percent.” The court found it

indicates that the Congress wanted the
Commission later to review the NTSO
Rule under a more deferential standard
than any other broadcast ownership
rule subject to biennial reconsideration.
Had the Congress wished to insulate
the NTSO Rule from review under §
202(h) [of the Telecommunications Act
of 1996], it need only have enshrined
the 35% cap in the statute itself.2

The February 19, 2002, ruling may be a landmark
decision that will foster opportunity and advances in
the industry. It is difficult to predict whether striking
down the CBCO and allowing common ownership of
broadcast and cable television stations in the same mar-
ket will prove to be beneficial or detrimental to the
industry. As for the NTSO, we will have to wait and see
if the FCC decides to provide a more reasoned analysis
under the Administrative Procedure Act to support it,
or abandons the rule altogether. 

The NTSO appears to have a valid purpose in pro-
moting diverse ownership. It may, however, need modi-
fication. In a 1984 report, the FCC considered the NTSO
irrelevant to promoting diversity on a local level, and

suggested that the limitations be dropped. Congress
disagreed and moved to block the implementation of
the report’s guidelines and itself established a guideline
of 35 percent in 1996. But as noted previously, that
guideline was to be subject to review, not to be a stan-
dard set in stone. Apparently Congress was concerned
that one company could gain the capacity to reach more
than 50 percent of all households nationwide or else
there may be the possibility that a broadcast conglomer-
ate will be dictating the news and viewpoints to which
half of all Americans will have access. As television is
the source of choice for news in America, the risks of a
mega media conglomerate reaching greater than 50 per-
cent of all television households in America and shap-
ing the public perception through slanted reporting
becomes harder to counteract. By not having a single
dominant conglomerate, the majority of the public is,
and would be, receiving its programming from more
than one company. But as political influence and corpo-
rate realities change, the FCC and Congress may again
act to establish some market cap. The merged Viacom-
CBS company is projected to reach 41 percent of all
households nationwide. Therefore, the FCC needs to
decide soon where it wants to draw the line on broad-
cast ownership, and must be able to back up its rules
with sound reasoning, as required by the Administra-
tive Procedure Act.
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coverage of corporate and partnership law, buying and 
selling a small business and the tax implications of forming 
a corporation.

The updated case and statutory references and the 
numerous forms following each section, along with the 
practice guides and table of authorities, make this latest 
edition of Business/ Corporate Law and Practice a must-have
introductory reference.

To order call
1-800-582-2452 or visit
www.nysba.org/pubs

Contents
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Part Two: Buying and Selling a Small Business
Part Three: Tax Implications of Forming a Corporation

Reasons to Buy
• Understand how to choose

the best form of business
entity for your client

• Understand and explain
what can be complicated
tax implications of the vari-
ous business entities
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The New York State Bar Association Business Law Section Committees offer both the experienced and novice practi-
tioners excellent ways to enhance their knowledge and expertise. Through Section activities members examine vital legal
developments in business law. The Section sponsors continuing legal education programs and publishes a journal to keep
members informed on the latest updates in the area of business law.

Business Law Section Committees are a valuable way for you to network with other attorneys from across the state and
research issues and influence the laws that can affect your practice. Committees are also an outstanding way to achieve
professional development and recognition. Your involvement is very much welcomed.

__  Banking Law Committee (BUS1100)

__  Bankruptcy Law (BUS1200)

__  Futures and Derivatives Law (BUS1300)

__  Insurance Law (BUS1900)

__  Internet and Technology Law (BUS1400)
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__  Consumer Financial Services (BUS1500)

__  Corporations and Other Business Entities (BUS1600)
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__  Franchise, Distribution and Licensing Law (BUS1800)
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