
e re is a good model of key provisions for the sort of audit committee 
c h a rter that corporate governance advocates have promoted in recent years:

The Committee shall  be comprised of three or more directors who, in the
opinion of the Board of Directors, as evidenced by its election of such

Committee members, have no relationship to the company that may interf e re with the
e x e rcise of independent judgement [ sic] as a Committee member. All  members of the
Committee shal l be financially l iterate or become financially literate within a re a s o n a b l e
period of time after appointment to the Committee, and at least one member of the
Committee shal l have accounting or related financial  management expertise, in each
case as interpreted by the Board of D irectors. 

The Committee shall  serve as the overseer of the Company’s financial re p o rt i n g
p rocess and internal controls. . . .The Committee’s principal functions shall include: 

E n s u re Audit Function Independence 
• Recommend to the Board of Directors, for subsequent submission to the share-

holders of the Company, the fi rm to engage as the Company’s independent auditor;
and, if warranted in the discretion of the Committee, recommend to the Board of
D i rectors the termination of that engagement. . . . 

• Review the independent auditor’s compensation, the terms of its engagement, and
its independence. . . . [I ]f necessary, the Committee should take action or re c o m-
mend that the Board take appropriate action, to satisfy i tself of the outside accoun-
t a n t ’s independence. . . . 

Assess Internal Controls and Quali ty of Financial  Reporting 
• Discuss with the independent auditor information relating to the auditor’s judgments

about the qual ity of the Company’s accounting principles, including such matters as
the consistency of application of the Company’s accounting policies, as well  as the



By Jonathan L. Freedman and Bart R. Schwartz

clari ty and completeness of the Company’s account-
ing information contained in the financial  statements
and related disclosures filed with the Securities and
Exchange Commission and distr ibuted to the
C o m p a n y ’s shareholders. 

• R e v i e w, in consultation with the independent audi-
tor and the executive having responsibi li ty for the
i n t e rnal and contract audit functions, the adequacy
of the Company’s internal financial contro l s .
Among other things, determine whether these con-
t rols provide reasonable assurance that the
C o m p a n y ’s publicly re p o rted financial statements
a re presented f airly in conformity with generally
accepted accounting principles. 

• Review the Company’s electronic data pro c e s s i n g
p ro c e d u res and controls on a periodic basis. Also
review any def iciencies noted by the independent
auditor in such electronic data processing pro c e-
d u res and control. 

• A p p rove major changes and other major questions
of choice re g a rding the appropriate accounting
principles and practices to be f ollowed when
p reparing the Company’s financial statements for
the purpose of making recommendations to the
B o a rd of D irectors as necessary. 

Review Financial Statements 
• Review financial  statements included in the Annual

R e p o rt to Shareholders, footnotes, and management
commentaries, Form 10-K fi lings made with the
Securi ties and Exchange Commission prior to re l e a s e
of such statements and fil ings. . . . 

• Publish a wri tten re p o rt in the annual proxy state-
ment indicating that (a) t he Committee has
reviewed and discussed the financial statements
with management, (b) the Committee has discussed
the qual ity of the Company’s accounting principles
as applied in its financial re p o rt ing, (c) the
Committee has received the wri tten re p o rt from the
independent  auditors del ineating al l re l a t i o n s h i p s
bet ween the auditor and the Company, (d) the

Committee has discussed wit h the independent
auditors t heir independence and taken or re c o m-
mended action, i f necessary, related to independence
c o n c e rns and (e) nothing has come to the
C o m m i t t e e ’s attention that would cause them to
bel ieve t hat the financial  statements included in the
Annual Report on Form 10-K contain an untru e
statement or omit a material fact, and thus re c o m-
mend to the Board that the audited financial  state-
ments be included in the Company’s Annual Report
on Form 10-K. Furt h e rm o re, the Committee wi ll
take action where necessary to be in compliance
with al l applicable rules and re g u l a t i o n s .

• Review with management the Company’s policies
and practices for communications with analysts. 

Other 
• A p p rove for recommendation to the Board of

D i rectors the Company’s pol icies and pro c e d u re s
re g a rding compliance with the law and with signifi -
cant Company pol icies, including but not l imited to,
codes of conduct expressing principles of business
ethics, legal compliance, the Foreign Corru p t
Practices Act, and other matters relating to business
conduct, and programs of legal compliance designed
to prevent and detect violations of law. 

• Review with the general counsel any legal and re g u-
l a t o ry matters that may have a material  effect on the
C o m p a n y ’s financial  statements, compliance policies,
and programs. 

• If necessary, institute special investigations and, i f
a p p ropriate, hire special  counsel or experts to assist. 

• P e rf o rm other oversight duties and responsibi li ties as
may be assigned to the Committee, from time to
time, by the Board of Directors of the Company
and/or the Chairman of the Board of Directors. 

• Review and, to the extent that the Committee deter-
mines is appropriate, update this Charter periodi-
c a l l y, at least annually, as conditions dictate. 
F rom Enron Corp. Audit and Compliance Committee

C h a rter (as amended Feb. 12, 2001).



The Enron Charter accurately reflects the 
c u rrent legal and re g u l a t o ry re q u i rements for 
audit committees. Yet critics have accused Enro n ’s
audit committee of fal ling asleep at the switch.1 I n
the wake of the Enron collapse, there has been a
spate of proposals to rewrite the rules and pro c e-
d u res for auditing public companies’ books. These
p roposals include calls for re f o rming the role of 
the audit commit tee.2 What, exactly, is the audit 
committee re q u i red to do under the rules currently in
e ffect? Lawyers who counsel public companies should
k n o w. This article wil l answer that question with a
review of existing rules re g a rding audit committees. 

Although you may want to see a thorough discus-
sion of some of the latest developments and pro p o s-
als, such a discussion is not possible in this art i c l e
because the developments are occurring on a daily
basis and this article went into production in early
M a rch 2002, so many new developments may have
o c c u rred before you wi ll  have read this article in May
2002. Nevertheless, we wil l touch on some re c e n t
p roposals as of the date of this writing. Is i t re a l i s t i c
and workable to expect audit committees to take on
much more of the burden of ensuring good corporate
g o v e rnance? We don’t think so, and here ’s why. 

B A C K G R O U N D

L e t ’s start with a bit of recent history. In late 1998,
then U.S. Securi ties and Exchange Commission

(“SEC”) Chairman Arthur Levitt gave a speech called
“The Numbers Game.” 3 In i t, he roundly cri ticized
companies and their accountants for practices that he
called “accounting hocus-pocus,” including “big bath
c h a rges,”  “creative acquisition accounting,”  “cookie
jar re s e rves,” “the abuse of material ity,” and “manipu-
lating the recognition of re v e n u e . ”4 Levitt concluded
his “Numbers Game” speech with a call  for immedi-
ate and coordinated action to address what he per-
ceived as widespread abuses in the financial  re p o rt i n g
system. One of the re f o rms that Levitt proposed was
to strengthen the audit committees of publ ic com-
pany boards of directors. As he put i t,

[Q]ual ified, committed, independent and tough-
minded audit committees re p resent the most re l i-
able guardians of the public interest. Sadly, stories
abound of audit committees whose members lack
e x p e rtise in the basic principles of financial re p o rt-
ing as wel l as the mandate to ask probing ques-
tions. In fact, I’ve heard of one audit committee
that convenes only twice a year before the re g u l a r
b o a rd meeting for 15 minutes and whose duties
a re l imited to a perf u n c t o ry presentation. 

C o m p a re that si tuation with the audit committee
which meets twelve times a year before each board
meeting; where every member has a financial  back-
g round; where there are no personal ties to the
c h a i rman or the company; where they have their
own advisers; where they ask tough questions of
management and outside auditors; and where, ulti-
m a t e l y, the investor interest is being serv e d .5

Although stating that the “SEC stands ready to
take appropriate action if that interest is not pro-
tected,” Levitt nevertheless acknowledged that “a pri-
vate sector response that empowers audit committees
and obviates the need for public sector dictates seems
the wisest choice.” 6 He then announced that “the
financial  community has agreed to accept this chal-
lenge”  by convening “a ‘blue- ribbon’ panel” under
the sponsorship of the New York Stock Exchange and
the National Association of Securi ties Dealers, Inc.7

Levitt predicted that the panel would “ develop a
series of far-ranging recommendations intended to
empower audit committees and function as the ulti -
mate guardian of investor interests and corporate
a c c o u n t a b i l i t y. They are going to examine how we can
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I
n addition to recommending regulatory reforms,
the Blue Ribbon Committee also set forth five
guiding principles for audit committee best prac-

tices. These principlesare intended “ to serve as
building blocks for devising company-specif ic
processes and practices, and ultimately for the com-
mittee’s charter.” Here isa summary of t he Blue
Ribbon Committ ee’s f ive guiding principles:
• In recognition of its role in overseeing others who

a re responsible for t he company’s financial  re p o rt-
ing, including management, the company’s intern a l
audit department, and the company’s independent
auditors, “ the audit committ ee should encourage
p ro c e d u res that promote accountabi li ty among
these players, ensuring that management  pro p e r l y
develops and adheres to a system of sound int ern a l
c o n t rol , that the internal auditor object ively
assesses management ’s accounting practices and
i n t e rnal cont rols, and that the outside auditors,

t h rough their own re v i e w, assess management and
the internal auditor’s practices.”

• Companies should have “formal mechanisms in
place to faci l itate confidential exchanges between
the internal auditor and the audit  committee.” Both
the audit committ ee and the company’s manage-
ment should support and promote the principle
that , i f the internal auditors discover problems that
management wi l l not address, they have a duty to
i n f o rm the audit committee.

• “[E]very audit committee should adopt 
additional voluntary measures to ensure outside
auditors’ objectivity.” The specific practices recom-
mended in this regard include regular “open,
frank, and confidential” communication between
the audit committee and the outside auditors and
the promotion of “a culture that values objective
and critical analysis of management and the 
internal auditor.”

THE BLUE RIBBON COMMITTEE’S GUIDING PRINCIPLES1

get the right people to do the r ight things and ask the
right questions.” 8

Following a period of study and public hearings, on
F e b ru a ry 8, 1999, the Blue Ribbon Committee issued
its Report and Recommendations on Improving the
E ffectiveness of Corporate Audit Committees.9 T h e
Blue Ribbon Committee Report set forth a “Ten Point
Plan to Improve Audit Committee Oversight.”1 0

In December 1999, in response to the Blue Ribbon
Committee Report, the SEC adopted some new ru l e s ,
amended some old ones, and approved new l isting
re q u i rements of the New York Stock Exchange
(“NYSE”), the American Stock Exchange (“AMEX”),
and the National Association of Securi ties Dealers,
Inc. (“NASD”) (see accompanying sidebar on the Blue
Ribbon Committee).1 1 Those rules, along with some
i m p o rtant case law, form the backbone of the curre n t
legal and re g u l a t o ry duties of audit committees of pub-
lic companies, to which we now turn .

AUDI T COMMITTEE CHARTER

Public companies are re q u i red to disclose in their
annual proxy statements whether they have an audit
committee, and if they do, they must identi fy each

m e m b e r, state the number of committee meetings held
during the last fiscal year, and describe its functions.1 2

They must also disclose whether their audit committee
has adopted a written chart e r, and i f i t has, they must
append a copy of the charter to the company’s annual
p roxy statement at least once every three years.1 3

Although this re q u i rement is technical ly a disclosure
rule, in practical reali ty it is tantamount to codifying as
law the existing l isting re q u i rement that al l listed com-
panies adopt audit committee charters because few
companies would want to disclose, in the current envi-
ronment, that they do not have one.

COMPOSITION OF THE AUDIT COMMITTEE

The listing standards of NYSE, AMEX, and NASD
re q u i re listed companies to have audit committees.
The NYSE, AMEX, and NASD listing standards also
set forth re q u i rements re g a rding the composition of
the audit committee and the independence and exper-
tise of the audit committee members. 

N Y S E
NYSE has the following independence and quali fi -

cations of audit committee member re q u i re m e n t s .



Independence Require m e n t
The audit committee of an NYSE l isted company

must have at least three independent dire c t o r s .
D i rectors are considered independent if they have “no
relationship to the company which may interf e re with
the exercise of their independence from management
and the company. ” 1 4 I n addition, directors who are
employees of the company may not serve on the com-
p a n y ’s audit committee unti l three years after the ter-
mination of their employment. Partners, contro l l i n g
s h a reholders, and executive officers of an org a n i z a-
tion with a business relationship with the company or
d i rectors who have a direct business relationship with
the company may serve on a company’s audit com-
mittee only if the board determines, in its business
judgment, that the relationship does not interf e re
with the dire c t o r’s exercise of independent judgment.

A director “ employed as an executive of another
corporation where any of the company’s executives
s e rves on that corporation’s compensation committee
may not serve on the audit commit tee.” 1 5 In addition,
“[a]  director who is an [ i] mmediate [ f]amily member
of an individual who is an executive off icer of the
company or any of its affi l iates cannot serve on the
audit committ ee unti l three years following term i n a-
tion of such employment re l a t i o n s h i p . ”1 6

T h e re is a limited exception permitting a single
d i rector who is no longer an employee or who is an
immediate family member of a former executive off i-
cer of the company—and yet who is not considere d
independent because of  the three-year re s t r i c t i o n — t o
be appointed to the audit committee i f the board
d e t e rmines that having the director on the audit com-
mittee is in the best interests of the company and i ts
s h a reholders. If the board makes such a determ i n a-
tion, the company’s next annual proxy statement must
disclose the dire c t o r’s relationship to the company and
the reasons for the board ’s determination. As we wi ll
see below, some of these exceptions to the indepen-
dence re q u i rement have come under fire in connection
with the Enron debacle.

Qual if ications of  Audit Committee Members
The NYSE also re q u i res that each member of the

audit committee be financially literate or become
financial ly literate within a reasonable amount of
time after appointment to the committee. The ru l e s
do not spell  out the test for f inancial  li teracy. It is for
the board of directors, in i ts business judgment, to 
d e t e rmine whether a member is financially l iterate.
At least one member of the audit committee of
NYSE listed companies must have accounting or

• The audit committee should engage in candid dis-
cussions with management, the inside auditors, and
the outside auditors to get behind the numbers.
Management should apprise the audit committee of
factors aff ecting the quality of the financial re p o rt i n g
and should specifical ly discuss with the committee
the following i tems: 
• C o m p a n y ’s financial statements and disclosure

schedules before they are fi led with the SEC. 
• Any changes in accounting principles and pol icies,

the accounting for significant transactions, and
significant variances from budget.

• Any instances in which management has sought
second opinions from outside auditors re g a rd i n g
accounting treatment for particular events or
transactions. 

• M a n a g e m e n t ’s response to assessments pro v i d e d
by internal and external audit ors. 

When necessary, management should help the audit
committee retain independent lawyers or financial

advisors to ensure that the committee receives al l
n e c e s s a ry and pertinent inform a t i o n .

• The board should take steps to ensure that the audit
committee consists of di ligent, knowledgeable, and
dedicated directors who are “ wil ling to devote a sub-
stantial amount of time and energy to the re s p o n s i-
bilities of the audit committee in addition to board
responsibi li ties.” In this re g a rd, the board may
decide that “audit committee service meri ts higher
compensation than service on other board commit-
tees.” The audit committee should also consider
ongoing training and education for i ts members.

1 . R e p o rt and Recommendat ions of the Blue Ribbon Committee
on Improving the Effectiveness of Corporate Audit
Committees (1999), available at  www. n y s e . c o m / p d f s /
blueribb.pdf; see also p ress release, NYSE Chair Richard
Grasso, NASD Chair Frank  Zarb, and Blue Ribbon Panel
Cochairs Ira Millstein and John Whitehead Announce “ Te n
Point Plan”  to Improve Oversight of  Financial Report i n g
P rocess, available on NASD website (www.nasd.com) under
News &  Highlights, Archives, Press Releases, Feb. 8, 1999. 



related f inancial  management expert ise. Whether or
not  a member has the requisite level of expertise is
also a matter for the board to determine in i ts busi-
ness judgment. 

N A S D / A M E X
The NASD and AMEX rules are substantial ly 

the same with respect to the composition, indepen-
dence, and quali fications of audit committees. Each
re q u i res a domestic l isted company to have “an audit
committee of at least three members, comprised solely
of independent directors, each of whom is able to re a d
and understand fundamental financial statements . . .
or wi ll  become able to do so within a re a s o n a b l e
period of time after his or her appointment to the
audit committee.” 1 7

Independence Requirement
To be considered independent, NASD and AMEX

re q u i re that the director not be an officer of the com-
pany and be “free of any relationship that would inter-
f e re with the exercise of independent judgment.” 1 8

NASD and AMEX consider the fol lowing persons not
independent: 
• D i rector who is or has been, in the last three years,

an employee of the company.
• D i rector who accepted compensation in excess of

$60,000 from the company during the previous fis-
cal year (other than compensation for serving on
the board ) .

• D i rector who is an immediate family member of a
person who is or has been an executive officer of
the company or one of its affi liates in the last
t h ree years.

• D i rector who is a partner in or a control ling share-
holder or an executive officer of any for- p rofi t busi-
ness to which the company made or from which
the company received payments in excess of 5 per-
cent of such for- p rofit business’s consol idated gro s s
revenues for that year or $200,000 (whichever is
m o re) in any of the past three years.

• D i rector employed as an executive of another
entity where any of the company’s executives serv e
on that entity’s compensation committee.
A c c o rding to NASD and AMEX, audit committees

may have one member who is not independent (and
not an employee or an immediate family member of
any employee of the company) if the board, “under
exceptional and limited circumstances, determines
that membership on the committee by the individ-
ual is required in the best interests of the corpora-
tion and its shareholders.”19 If it makes such an
exception, the board must disclose, “in the next
annual proxy statement subsequent to such determi-
nation, the nature of the relationship and the reason
for that determination.”20

Quali fications of Audit Committee Members
NASD and AMEX re q u i re that members of the

audit committees be “able to read and understand NASD AND AMEX REQUIRE THAT MEMBERS 
OF THE AUDIT COMMITTEES BE “ABLE TO READ 
AND UNDERSTAND FUNDAMENTAL FINANCIAL 
STATEMENTS.”

ONLINE:

• “Counseling the Board of Public Companies: 
New and Recurring Issues,” available on ACCA
O n l i n eS M at www. a c c a . c o m / e d u c a t i o n 2 k 1 / a m /
c m / 0 3 6 . p d f .

• “ D i rector and Officer Responsibi li ties: An
O v e rv i e w,” available on ACCA OnlineS M a t
w w w. a c c a . c o m / p ro t e c t e d / l e g re s / s c t i e s /
h o w a rd . h t m l .

• C. Russel Hansen Jr., “Assisting the Board in I ts
Seven Stages of Growth,”  ACCA Docket 19, no.
4 (2001): 52–64, avai lable on ACCA OnlineS M

at www. a c c a . c o m / p ro t e c t e d / p u b s / d o c k e t / a m 0 1 /
a s s i s t 1 . p h p .

• John Howard and Timothy Donovan, “On 
Duty at the Corporate Helm: An Overview of
D i rector and Officer Responsibi li ties,” A C C A
D o c k e t18, no. 9 (2000): 36–52, avai lable on
ACCA OnlineS M at www. a c c a . c o m / p ro t e c t e d /
p u b s / d o c k e t / o n 0 0 / o ff i c e r. h t m l .

F rom this point on . . .
E x p l o re information related to this topic.



fundamental financial statements.” 2 1 At least one mem-
ber of the audit committee must have “ employment
experience in finance or accounting, requisi te pro f e s-
sional certification in accounting,” or other experience
resulting in “financial sophistication.” 2 2

ANNUAL REQUIREMENTS

P roxy statement s relating to the election of dire c-
tors must include the audit committee re p o rt  as set
f o rth in Item 306 of SEC Regulation S-K2 3 (the basic
SEC disclosure regulat ion). I n such re p o rts, audit
committees must  disclose whether they have (1)
reviewed and discussed the company’s audited finan-

cial stat ements with management, (2) received the
written disclosure and t he letter from the indepen-
dent accountant s re q u i red by the Independence
S t a n d a rds Board ’s Standard No. 1 and discussed
with the independent accountants the issue of inde-
p e n d e n c e ,2 4 (3) recommended to the board of dire c-
tors that  the audited financial  st atements be
included in the company’s Form 10-K, and (4) dis-
cussed with the independent accountants the mat -
ters re q u i red by SAS 61. See accompanying sidebar
for the Statement on Auditing Standards (“SAS”)
discussion topics.

The annual proxy statement must also state
whether the members of the audit committee are
independent as defined in the applicable listing

U
nder Statement on Auditing Standards
(“SAS”) No. 61,1 independent auditors of
public companies are required to discuss a

number of specific topics with the audit committee
at least once a year, including the following:
• I n t e rnal controls and the level of re s p o n s i b i l i t y

assumed for an audit under generally accepted
auditing standards. 

• Fact “that an audit conducted in accordance with
generally accepted auditing standards is designed
to obtain reasonable, rather than absolute, assur-
ance about the financial  statements.” 2

• “[I ]ni tial selection of and changes in significant
accounting policies or their appl ication.” 3

• “[M]ethods used to account for significant
unusual transactions.” 4

• “ [ E ] f fect of significant accounting pol icies in con-
t roversial  or emerging areas where there is a lack
of authoritative guidance.” 5

• “ [ P ] rocess used by management in form u l a t i n g
p a rticularly sensitive accounting estimates and
about the basis for the auditor’s conclusions
re g a rding the reasonableness of those estimates.” 6

• Adjustments arising from the audit that “ individu-
al ly or in the aggregate could have a significant
e ffect on the entity’s financial re p o rting” ( includ-
ing proposed corrections of the financial state-
ments whether or not re c o rded by the entity).7

• Auditors’ responsibility for information pre-
pared by management that accompany financial
statements, such as management’s discussion
and analysis.

• Quali ty of the company’s accounting principles
used to pre p a re financial re p o rt s .8

• D i s a g reements between the auditors and manage-
ment about matters that individual ly or in the
a g g regate could be significant to the enti ty’s 
financial statements.

• Consultation between management and other
accountants re g a rding auditing and accounting
m a t t e r s .

• Major issues discussed by the audit ors and man-
agement before re t e n t i o n .

• D i fficulties encountered by the auditors in deal ing
with management related to the perf o rmance of
the audit.

1 . American Inst itute of  Cert ified Public Accountants
( “ A I C PA” ), Communication with Audit Committees,
Statement on Auditing Standards (“SAS” ) No. 61, 1988.

2 . I d.
3 . I d.
4 . I d.
5 . I d.
6 . I d.
7 . I d.
8 . Added to SAS 61 by SAS 90.

REQUIRED ANNUAL AGENDA ITEMS



standards of NYSE, AMEX, or NASD.25 Nonlisted
companies that have audit committees may choose
any of the three listing standards and must disclose
and consistently apply to all members of the com-
mittee the standard chosen.26 If the board of direc-
tors of a listed company appoints a director to its
audit committee who is not independent in accor-
dance with the applicable listing standard, the
nature of the relationship that makes that individual
not independent and the reason for the board’s
determination to appoint the nonindependent direc-
tor must be disclosed.27

Q U A R T E R LY REQUI REMENTS

The SEC now re q u i res that interim financial  state-
ments be reviewed by independent accountants.2 8 S A S
71 sets forth the standards for such re v i e w. In addi-
tion, SAS 71 sets forth the circumstances when the
accountant must consider whether to communicate to
the audit committee information discovered in connec-
tion with the re v i e w.2 9

Under SAS 71, if, in conducting a review of
interim financial statements, an independent
accountant believes that interim financial informa-
tion filed or to be filed with “specified regulatory
agencies” (defined as the SEC, Office of the
Comptroller of the Currency, Federal Deposit
Insurance Corporation, Federal Reserve System,
and Office of the Thrift Supervision) is “probably
materially misstated,” an escalating response is
required. Initially, the independent accountant is
required to bring the matter to the attention of the
company’s management. If management does not
respond appropriately, the independent accountant
must bring the issue to the attention of the audit
committee. If the audit committee “does not
respond in a timely or appropriate manner,” SAS 71
directs the independent accountant to “consider”
these courses of action:
• Resign from the interim financial inform a t i o n

e n g a g e m e n t s .
• Resign from the related audit engagement.
• In considering either course of action, consult with

legal counsel.3 0

SAS 71 also directs the independent accountants
to bring to the attention of the audit committee the
following matters:

• Fraudulent acts discovered during the engagement,
except those that are clearly inconsequential .

• I llegal acts discovered during the engagement,
except those that are clearly inconsequential .

• So-cal led re p o rtable conditions (meaning material
weaknesses in internal controls discovered during
the re v i e w ) .

• Other matters discussed in SAS 61 that may re l a t e
to interim financial information. (See sidebar on
page 56.)
Although, except in the instances cited above, there

is no legal re q u i rement that the audit committee be
involved in the quarterly re v i e w, many companies make
it part of their quarterly audit committee agenda. 

THE C A R E M A R KC A S E

You can see that the most specific re q u i rements for
audit committee members grow out of disclosure ru l e s
in the federal securities laws. Yet i t is also import a n t
to consider the role of the audit committee in connec-
tion with the board ’s more general duties under state
corporate law.

Consider the wel l-publicized C a re m a r kc a s e .3 1

Chancelor Allen’s decision in C a re m a r kput dire c t o r s
on notice that they could be held personally account-
able for failing to monitor their companies to assure
that the companies are functioning lawfully in pursuit
of corporate purposes. C a re m a r kmade clear that
d i rectors must assure that “ information and re p o rt i n g
systems exist in the organization that are re a s o n a b l y
designed to provide to senior management and to the
b o a rd itself timely, accurate information sufficient to
al low management and the board, each within its
scope, to reach informed judgments concerning both
the corporation’s compliance with law and its busi-
ness perf o rm a n c e . ”3 2

Under C a re m a r k, t he dut y to act in good faith
and be reasonably informed does not re q u i re dire c-
tors “t o possess detai led information about al l
aspects of the operation of the enterprise.” 3 3 “ U n d e r

THE ANNUAL PROXY STATEMENT MUST ALSO 
STATE WHETHER THE MEMBERS OF THE AUDIT 
COMMITTEE ARE INDEPENDENT AS DEFINED IN 
THE APPLICABLE LISTING STANDARDS OF NYSE, 
AMEX, OR NASD.



C a re m a r k, only a sustained or syst ematic failure of
the board to exercise oversight, such as an utt er f ai l-
u re of  the board to attempt to assure that a re a s o n-
able information and re p o rting system exist s, wi ll
est abl ish the lack of good faith that is a necessary
condition to liabi l ity. ”3 4 I t appears that the standard
that C a re m a r kre q u i res for a finding of personal l ia-
bil ity is more than mere negligence and pro b a b l y
even more t han gross negligence. It  is one appro a c h-
ing bad f ai th.

In practice, i t often falls to the audit committee to
satisfy the C a re m a r kduty of ensuring the adequacy
of a company’s information and re p o rting systems. A
p roperly functioning audit committee w il l go a long
way toward fi ll ing that bil l, largely through its peri-
odic meet ings w ith the company’s internal audit head
and outside auditors.

If the audit committee discharges these duties in
good faith and in reasonable rel iance on the inform a-
tion that i t receives from management and from out-

side auditors, what else could one ask of an audit
committee? If some of the recent proposals made in
the wake of the Enron si tuation are adopted, the
answer to this question may come as a surprise to
audit committee members.

RECENT PROPOSAL S

Because of Enron, corporate governance advocates
have turned their attention to the audit committee. We
bel ieve that many of the recent proposals are useful
and should be adopted by public companies. Other
p roposals are troublesome and may set re q u i re m e n t s
that are impossibly high for audit committee members
to meet.

I n d e p e n d e n c e
Many proposals involve strengthening the indepen-

dence re q u i rements for audit committees.3 5 As dis-
cussed above, the NYSE, AMEX, and NASD listing
s t a n d a rds allow a company’s board of directors the
d i s c retion to appoint nonindependent directors to the
audit committee. This area seems to us to be a re a s o n-
able place to focus re f o rm eff o rts. 

A re q u i rement  that al l  audit committ ee members
be independent, with no discret ion to appoint  non-
independent directors to audit  committees, appears
to be in ord e r. I f such a re q u i rement were in place,
“half of  Enro n ’s six member audit committee
would have been barred from serv i c e . ”3 6 At  a mini-
mum, str icter independence re q u i rements would
avoid the appearance of impropriety that comes
f rom having an audit committee member with an
a p p a rent confl ict of interest. That change could go
a long way in restoring investor confidence in the
audit committee’s role in financial re p o rting. 

M a n d a t o ry Number of Audit Committee Meetings
Some have expressed the view that audit 

committees should be required to hold a minimum
number of meetings each year.37 E n ron disclosed
that its audit committee met f ive times in the year
2 0 0 0 .3 8 It is di fficul t to see what holding more meet-
ings would have accomplished for Enron or what a
m a n d a t o ry number of audit  committee meet ings
would accomplish for many corporations. Audit
committee members are capable of determining how
often they need to meet. The number of meetings of
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continuing events at Enron. The material and
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index.php. Thanks to the members of ACCA’s
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related websites, sample forms and policies,
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members. Email your suggestions to ACCA’s
Managing Attorney Jim Merkl inger at
merkl inger@acca.com.



the board and its committees is normally a mat ter of
i n t e rnal corporate governance, discipl ined by the
d i rect ors’  overriding fiduciary duties of care and of
l o y a l t y. We oppose mandatory meeting schedules. 

Q u a l i f i c a t i o n s
In the wake of the Enron collapse, SEC Chairm a n

H a rvey Pitt has charged that many companies have
“audit committees that often do not understand the
accounting principles employed by management, or
the consequences of using diff e rent principles or di f-
f e rent assumptions.”3 9 The existing qual if ication

re q u i rements for audit committ ee members, dis-
cussed above, are designed to assure that they
understand the company’s financial  statements and
have some degree of sophistication concerning the
financial re p o rting process. This re q u i rement is re a-
sonable and, in our view, adequate. It is not clear
what additional experience and qual i fication can, as
a practical matter, be re q u i red of audit committee
members. We note in this re g a rd that  the chairm a n
of Enro n ’s audit  committee, Mr. Jaedicke, is a for-
mer professor of accounting at Stanf ord University.

D i s c i p l i n a ry Action
The AFL-CIO has proposed that  t he directors of

E n ron be held accountable and barred f rom hold-
ing positions on the boards of ot her companies.4 0

This proposed re q u i rement seems a draconian
response, even al low ing a reasonable discount for
hyperbole. 

C e rt a i n l y, audit committee members who bre a c h
the duty imposed by C a remark can and should be
held accountable. Is anyone certain, however, exactly
what happened in Enron? It would seem pre m a t u re
to reach such a judgment. The various part i e s
reviewing the Enron situation and considering the
d e g ree to which the Enron audit committee was at
fault, including the SEC, several prosecutors, and
many congressional committees, should keep in mind
the scope and realistic l imits of an outside dire c t o r’s
d u t y. An outside director is not a guarantor of pro p e r

corporate action. Te rr ible results and even manage-
ment fraud should not create a presumption that  out -
side directors breached their duties.

As the court stated in C a re m a r k, “ [ o] nly a sus-
tained or systematic fai lure of the board to exerc i s e
oversight—such as an utter fai lure of the board to
attempt to assure a reasonable information and re p o rt-
ing system exists—will  establish the lack of good fai th
that is a necessary condition to liabi lity.” In most
cases, a reasonably competent director acting in good
faith will  discharge his or her duties eff e c t i v e l y.
Outside directorships, including audit committee
membership, should not be re s e rved for experts work-
ing full-time or nearly full -time on the financial re p o rt-
ing issues of a company. 

C O N C L U S I O N

E v e ry in-house counsel who deals with issues of
corporate governance should be familiar with the
legal re q u i rements for board audit committees. These
re q u i rements include the recently adopted SEC dis-
c l o s u re rules and the new substantive rules of the
NYSE, AMEX, and NASD relating to board audit
committees. In addition, board counsel should keep
in mind the important role that the audit committee
plays in discharging the “ information systems and
monitoring” duties discussed in the C a re m a r kcase. 

In the current environment, when board audit
committees are likely to come under closer scrutiny
than ever, it would behoove every public company
to take inventory of its policies and procedures
relating to the composition and work of the audit
committee. It is useful to look at the issues in cate-
gories that lend themselves to pragmatic applica-
tion, such as the following:
• Composition of the audit committee, personal

qual ities and professional quali fications of its mem-
bers, and advisabil ity of ongoing training.

• Content of the audit committee chart e r.
• Standing items that should be on the audit com-

m i t t e e ’s agenda at least every quarter under SAS
71 (to the extent that the audit committee oversees
or monitors the independent accountants’ re v i e w
of interim financial statements) and every year
under SAS 61.

• R e q u i red proxy statement disclosures relating to
the audit committee.

IN MOST CASES, A REASONABLY COMPETENT 
DIRECTOR ACTING IN GOOD FAITH WILL 
DISCHARGE HIS OR HER DUTIES EFFECTIVELY.



• Role that the audit commit tee plays in ensuring
the existence and proper f unctioning of inform a-
tion and re p o rting systems “that are re a s o n a b l y
designed to provide to senior management and to
the board i tself  timely, accurate information suff i-
cient to al low management and the board, each
within i ts scope, to reach informed judgments con-
c e rning bot h t he corporation’s compliance w ith
law and its business perf o rm a n c e . ”4 1 A
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