Audit Committees

0, Boargs of Directors:
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ereisa good node of key provisonsfaor thesort of audit committee
charter that corporate governance advocates have pronoted in recert years.
The Committee gall be comprised of three or mare directors who, in the
op nion of the Board of Directors, as evidenced by its election of such
Committee members, have no relaionship to the company that may interfere with the
execise of independent judgement [ Sc] as a Committee member. All membersof the
Committee shall be fimancially literate or become financially literate within areasonable
period of timeafter ap pointment to the Committee, and at leas one member of the
Committee shell have accourting or relatedfinancid management expertise, in each
case asinterpreted by the Board of Directors.
The Committee drall serve as the over seer of the Company's financia repoting
process and interral controls . . .The Committegs principa functions shall include:

Ensue Audit Function Independernce

« Recommend to the Board of Directors for subsequert submission to the share-
holders of the Compary, the firm to engage as the Compary'’s indeperndent auditor;
and, if warranted in the discretion of the Committee, recommend to the Board of
Directors the termination of that engagement. . . .

= Review the indeperdent audtor’s compensation, the terms of its engagement, ard
its independence. . . . [I]f necessary, the Committee should take action or recom
mend that the Board take ap propriate action, to satisfy itsdf of the outsde accournr
tantsindeperderce. . . .

Assess Interral Controls and Quality o Financia Reporting

« Discusswith theindependent audtor information relating to the auditor's judgments
about the quality of the Canpany’'s accaunting principles including such matters as
the cond gency of application of the Company's accounting policies, as wel asthe




clarity and completeness of the Campany’s accaunt-
ing information contained in the financid gatements
and related disclosuresfiled with the Securities and
Exchange Commission and digdributed to the
Company shareholders

* Reviewin consultation with t he independent audi-
tor and the executive having respondbility for the
intenal and contract audit functions the adequecy
of the Company's interna financial controls.
Among other things determine whether these con-
trols provide reasonable assurance that the
Companys publicly repoted financial statements
are presented fairly in conformity with generally
accepted accounting principles.

« Review the Company's electronic data processing
proceduwss ard controls on a periodic basis. Also
review any deficiencies nated by the i ndependent
audtor insuch electronic data processing proce-
dures and cortrol.

» Approve mgor changesand other major questions
of choice regading the appropriate accounting
principlesand practices to be followed when
preparing the Company's finarcial statementsfor
the purpose of making recommerdatiors to the
Boad of Directors asnecessary.

Review Finarcia Statements

* Review financid statementsincluded in the Anrua
Repdrto Sharehdders, footnotes, and managemernt
commentaries Form 10K filings made with the
Securities and Exchange Commission prior torelease
of such gatements ard filings. . . .

» Publishawritten repor in the annua proxy state-
ment indicating thet (a) the Committee has
reviewed and discussed the finarcia statements
with management, (b) the Committee has dscussed
the qudity of the Company's accounting principles
as gppied in its financial repoting, (c) the
Committee hasreceived the written repot from the
independert audtors delinegting al relationships
bet ween the auditor and the Company, (d) the

Committee has d scussed wit h the independert
auditorstheir independence and taken or recom
mended action, if necessary, related to independence
concems and (e) nothing has come to the
Committea’attention that would cause them to
believe that the financid statements included in the
Amual Report on Form 10-K cortain an untrue
statement or omit a material fact, and thus recom
mend to the Board that the audited financia state-
merts be included in the Company's Annua Report
on Form 10K. Furthemoe, the Committee will
take action where necessary to be in compliance
with al applicable ruesand regulations.

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

Other

Approve far recommendation to the Board of
Directors the Company's policies and proceduas
regading compliance with the law and with signifi-
cant Compary policies, including but notlimited to,
codes of conduct express ng principles of business
ethics, legal compliance, the Foreign Corrupt
Practices Act, and other mattersrelaing to business
conduct, and programs of lega compliance designed
to prevent ard detect vidations o law.

Review with the genera counsd arny legd and regu
latoly matters that may have a materia effect onthe
Companygfinancial datemerts, compliance pdicies
and programs.

If necessary, institute special investigationsard, if
appopriate, hire specia coursd or experts to assist
Peform other oversight duties and responsibilities as
may be assigrned to the Committee, from time to
time, by the Board of Directors of the Compary

and /or the Chairman of the Board of Directors.
Review and, to the extent that the Committee deter-
mines is apprapriate, update this Charter periodi-
cally at least anrually, as conditions dictate.

From EnronCorp. Audit and Compliance Comirittee

Chatter (as amended Feb. 12, 2001).
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The Enron Charter accuratey reflectsthe
curent lega and regulator requirements for
aud t committees. Yet critics have accused Enron's
audit committee of fdling adeep at the switch.t In
the wake of the Enron collapse, there hasbeen a
goate of proposalsto rewrite the rules and proce-
duesfor auditing public canpanies books. These
proposals include callsfor refoming the role of
the audit committee.? What, exactly, is the audit
committeerequied to do under the rdescurrently in
effect? Lawyers who counsel public companies sould
know Thisarticle will answer that quegian witha
review of exiging rues regading audit committees.

Although you may wart to see a thorough discus-
son of some of the lates devel opments and propos
ds, such adiscussion is not possible in this article
because the developmerts are occurring on a daily
basis and this article went into production inearly
March 2002, 0 mary new develgoments may have
occured before you will haveread this article in May
2002 Nevertheless we will tauch on some recent
prgposa s as of the date of thiswriting. Isit realistic
and workable to expect audt committeesto take on
much more of the burden of ensuring good cor por ate
govenance? We donit think so, and here’s why.

BACKGROUND

(“SEC") Chairman Arthur Levitt gave a speech caled
“The Numbers Game.”? Init, he roundly criticized
companies and their accountants for practicesthat he
called “accourting hocus-pocus,” including “big bath
chages,” “creative acquisition accounting,” “cookie
ja reseves,” “the abuse of materidity,” and “manipu-
| ating the recagnition of revenueLevitt concluded
his“Numbers Game” speech with a call for immedi-
ate and coordinated action to addresswhat he per-
ceived as widegreadabuses in the financia repoting
system. One of the refomsthat Levitt proposed was
to strengthen the audit committees of public com-
pany boards of directors. Ashe putit,

[Q wdified, committed, independent and tough-
minded audit committees repesent the most reli-
able guardians o the public interest. Sady, stories
abound of audit committees whose memberslack
expetise in the basic principles of financial repot-
ing aswell 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 regular
boad meeting for 15 minutes and whose duties
are limited to a perfunctoy presentation.

Comparthat dtuation with the audit committee
which meets twelve times a year before each board
meeting; where every member has afinancia back-
ground where there are no personal tiesto the
chaiman o the company; w here they have their
own adviers; where they ask tough questions of
management and outside auwdi tors; andwhere, ulti-
matelythe investor interes isbeing served.

Althoughstating that the “SEC standsready to
take appropriate action if thatinterestisnot pro-
tected,” Levitt neverthdess acknowl edged that “a pri-
vate sctor resporse that empowers audit committees
and obviates the need for public sctor dictates seems
the wisest choice.”® He then anrnounced that “the
financid community hes agreed to accept thischal -
lenge’ by convening “a ‘blue- riblbon’ pang” under
the sponsor ship of the New York Stock Exchange and
the Nationa Association of Securities Dealers, Inc.’
Levitt predcted that the pand woud"“ develop a
<ries of far-rang ng recommendations intended to



et the right people to do the right thingsard ask the
right questiors”®

Following a periad d study and pubic hearings, on
Febuar 8, 1999, the Blue RibbonCommitteeissued
its Report and Recommen ditions on Improving the
Effectiveness of Corporate Audit Committees.® The
Blue Ribbon Committee Report set forth a“Ten Point
Pan to Improve Audit Committee Oversight.”*°

In December 1999, in response to the Blue Ribbon
Committee Report, the SEC adopted some new rules,
amended some old ones, and approved new listing
requiements of the New Yark Stock Exchange
(“NY SE”), the American Stock Excharge (“AMEX"),
and the National Association of Securities Dealers,
Inc. (“NASD") (see accompanying sidebar on the Blue
Ribbon Committee) ** Thoserues along with some
impotart case law, form the backbone of thecurrent
legal and regulator duties of audit committees of pub-
lic companies, to which we now turn.

AUDIT COMMITTEE CHARTER
Public companies are requied to disclose intheir

annual proxy statements whether they have an audit
committee, and if they do, they must identify each

memberstate the number of committee meetings held
during the last fisca year, and describe its functions.?
They must also dsclose whether their audit committee
has adopted a written charter ard if it has, they must
append a copy of the charter to the company’s amual
proxy statemert at leastornce everythree years.*®
Although this requiement is technicdly adiscloare
rule, in practicd redity it is tantamourt to codifying as
law the existing listing requiement that al listed com-
panies adopt audit committee charters because few
companies would wart to disclose, inthe currentenvi-
ronment, that they do not have one.

COMPOSITION OF THE AUDIT COMMITTEE

The liging standards of NY SE, AMEX, and NASD
requie liged companies to have audit committees
The NY SE, AMEX, and NASD liging standards also
set forth requirements regadling the compostion of
the audit committee and the independernce and exper -
tise of the audt committee members.

NYSE
NY SE has the following independence and qualifi-
cations of audit committee member requiements.

THE BLUE RiBBON CoOMMITTEE'S GUIDING PRINCIPLES!

n addition to recommending regulatory reforms,
I the Blue Ribbon Committee al st farth five
guiding principles for audit committee best prac-
tices. These prirciplesare intended “ to serve as
building blocks far devising company-specific
pracesses and practices, and ultimately for the com-
mitte€'s charter.” Here isa summary of the Blue
Ribbon Committee's five guiding principles:
= In recognition of itsrole in overseeing others who
are resporsible for the compary’s financid repot-
ing, including managemert, t he company’s irternal
audit department, and the company’s in dependent
auditors, “the audt committee should encourage
procedues that promote accountability among
these players, ensuring that managemert properly
develops and adheres to a system of sound internal

through their ow n review assess management and
the internal auditor's practices.”

Campanies shoud have “formal mechanismsin

place to facilitate confidertial 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

thet, if the internal auditorsdiscover problemsthat
management will not address, they have a duty to
infom the audit committee.

“[E]very audit committee should adopt
additional voluntar measues to enswg outside
auditors’ objectivity The specific practicesecom
mended in thisegard include egular “open,
frank, and confidential” communication between
the audit committee and the outside auditors and



Independence Recuirement

The audit committee of an NY SE listed compary
mug have at leag three independent directors.
Directors are corsidered independent if they have “no
relationship to the company which may interfere with
the exercise of their indeperdence from management
and the canpany.”* I n addition, directorswho are
employees of the company may not serve on the com-
panys audit committee until three years after the ter-
mination of their employment. Partners, controlling
shaeholders, and executive officers of an organiza
tion with a business rel ationship withthe company or
directorswho have a direct business relationship with
the company may srve ona company's audit com-
mittee only if the board determines inits busines
judgmert, that the relatiorship does not irterfere
with the directots exercise of independent judgment.

A director “employed as an executive of another
corporation w here ary of the company’s executives
seves on thatcorporation’s compersation committee
may not serve onthe audit commit tee.”* In addition,
“[a] director who is an [ijmmediate [f]lamily member
of an individua who is an executive officer of the
compary or any of its affiliates cannot serve on the
audit committee until three years following termina
tion of such employment relationship?®

¢ The auwdit committee should engage in cardid dis-
cussors with manegement, the inside aud tors, and
the outd de audtorsto get behind the numbers.

Management sould apprise the audt committee of

factors aff ecting the quality of the financial repoting

and should specificaly dscuss with the committee
the follawing items:

« Companygfinancial statemerts and disclosure
schedules before they are filed with the SEC.

< Any changesin accounting principes and policies,
the accounting for dgnificant trarsactiors, ard
significant variances from budget.

* Arny irgances in which management has sought
secondopi nions from outside auditarsregading
accounting treatment for particdar eventsor
transactions.

* Managemerstespon< to assessmerts provided

Theeis alimited exception permitting a single
director who isnolonger an emg oyee or who is an
immediate family member of a former executive offi-
cer of the company—and yet whoisnat consdered
independent because of the three-year restriction—to
be appoirtedto the audt committee if the board
detemines that havi ng the director on the audit com-
mittee is in the best interests of the compary ard its
shasthol ders If the board makes such a determina
tion, the company's next amua proxy statemert must
disclose the directos reationship to the comparny and
the reasons for theboard’s determination. Aswe will
e below, some of these exceptions to the indepen-
dence requiemert havecome under fire in connection
with the Enron debacle.

Qualifications d Audit Committee M embers

The NYSE also requiesthat each member of the
audit committee be financially literate or become
financidly literate withina reasonable amount of
time after appantment to the committee. The rules
do not dl ou thetest for fimancia literacy. It is for
the baard of directors in itsbusness judgment, to
detemine whether a member isfinancially literate.
At leagt one member of the audit committee of
NY SE listed companies must have accounting or

advisors to ensure that the committee receives al
necessgrand pertinent information.

* The board should take stepsto ensure thet the audit
committee consists of diligent, knowledgeakd e, and
dedicated directors who are “ willing to devate a aub-
stantial amount of time and energy to the responsi
bilities of the audit committee in addition to board
responsibilities” In this regad, the board may
decide thet “audit committee service merits higher
compensetion than service on other board commit-
tees.” The audit committee should also consider
ongoing training and education for its members.

1. Repor and Recommendaions of the Bue Ribbon Committee
on Improving the Effectiveness of Corporate Audit
Committees (1999), avalable & www.nyse.com/pdfs/
blueribb.pdf; see also pressrdease NY SE Char Richard
Grasso, NASD Chair Frank Zarb, and BlueRibbon Pand




rdated financid management expertise. W hether or
not a member has the requiste leve of expertieis
also amatter for the board to determine inits busi-
ness judgment.

NASD/AMEX

The NASD and AMEX rules are substantialy
the same with regoectto the composition, in depen-
dence, and qualifications of audit committees Each
requies a domestic listed company to have “anaudit
committee of a least three members, comprised solely
of independent directors each of whom isabletoread
arnd understand fundamental financial statements. . .
or will become albde to db so within areasonable
period of time after hisor her gppointment to the
audt committee”*

NASD AND AMEX REQUIRE THAT MEMBERS
OF THE AUDIT COMMITTEES BE "ABLE TO READ
AND UNDERSTAND FUNDAMENTAL FINANCIAL
STATEMENTS.”

Independence Reqeiment
To be conddered independent, NASD and AMEX

requie that the director not be an officer of the com-

pany and be “free of any reationship that would inter-
fere with the exercise of independent judgmert.”:

NASD andAMEX consider thefdlowing perons not

independert:

« Director who is or hes been, in the last three years,
an employee of the company.

= Director who accepted compensation in excess of
$60,000 from the compeany during the previous fis-
ca year (other than compensation for serving on
the board).

e Director whois an immediate family member of a
personwho is or has been an executive officer of
the company or one of its affiliatesin the | ast
three years

» Director who is a partner in or a controlling share-
holder or an executive dficer of any for-pofit bus-
ness to which the company made or from which
the compary received paymentsin excess of 5 per-

» Directar employed as an executive of ancther
ertity where any of the company’s executives serve
onthat ertity's compensation committee.
Accoidngto 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 bahatunder
exceptional and limited ciumstances, detaines
that membership on the committee by the individ
ual is equired in the best intests of the corpora
tion and its shaholders.™ If it makes such an
exception, the bodrmust disclose, “in the next
annual poxy statement subsequent to such deter
nation, the naterof the elationship and thesason
for that detemination.”™

Qualifications of Audit Committee Members
NASD and AMEX requie that membersof the

audit committees be “able to read andu nderstand

Fromthispointon. ..

Exploe information related to thistopic.

ONLINE:

» “Coun<ling the Board of Public Companies:
New and Recurring Issues” available on ACCA
Onliné" & www.acca.com/education2kl/am/
cm/036.pdf.

« “Director and Officer Responsibilities An
Ovevwiew,” availade on ACCA Orline™ at
www.acca.com/ptected/legs/scties/
howad.html.

e C. Russd Harsen X., “Asdgingthe Board in I ts
Seven Stages of Growth,” ACCA Docket 19, no.
4 (2001): 52-64, available on ACCA Online™
a www.acca.com/ptected/pubs/docket/amO0O1/
assistl.php.

* John Howard and Timothy Donovan, “On
Duty at the Corporate Helm: An Overview of
Director and Officer Responsibilities” ACCA
Docketl8, no 9 (2000): 36-52, availabe on



fundamental financia statemerts.”” At least onemem-
ber of the audit committee must have“ employmert
experiernce in finance or accounting, requiste profes
sional certification in accounting,” or other experience
resulting in “financial sop histication.”*

ANNUAL REQUIREMENTS

Proxy statemertsreating to the election of direc-
tors must include the audit committee repor as st
forth inltem 306 of SEC Regulation S-K23(t he basic
SEC disclosure regulation). In such repots, audit
committees mug disclose whether they have (1)
reviewed arnd discussed the company’'s aud ted finan-

cial statements with management, (2) received the
written disclosure and the letter from the indepen-
dert accountartsrequied by the | ndependence
Standais Board’'s Standard No. 1 and d scussed
with the independent accourtarts the issue of inde-
pendenct (3) recommerded to the board of direc-
tors that the audited financial $atements be
included in the company's Form 10-K, and (4) ds
cusxd with the independert accountants the mat -
ters requied by SAS 61. See accompanying Sdebar
far the Statemert on Awditing Standards (“SAS”)
dscussion topics.

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

REQUIRED ANNUAL AGENDA ITEMS

nder Statement on Auditing Standsr
| ' (“SAS”) No. 61,1 independent auditors of
public companies arrequied to discuss a
number of specific topics with the audit committee

at least once a yedncluding the following:

» Intena cortrolsand the level of responsibility
assumed for an audit under generdly accepted
auditing standards.

* Fact “that an audit conducted in accordance with
generdly accepted audting standar ds i s designed
to obtain reasonable, rather than absolute, assur-
ance about the financid statements.”?

o “[I]nitial selection of and changesin dgnificart
accounting policies or ther application”

* “[M]ethods used to account for significant
unwsua transactions”*

* “[E]ffect of dgnificant accounting policies in con
troverda or emerging areaswhere there is a lack
of autharitative guidance.”®

* “[P]rocess used by management in formulating
paticularly snstive accounting estimates and
about the bassfor the auditor's conclusions
regading the reasonableness of thos egimates.”®

» Adjustments arising from the audit thet “individu-
aly or in the aggregate caul d have a significant
effect on the entity’s financial repoting” (incluck

= Auditors’ responsibility for infomation pe-

pared by management that accompany financial

statements, such as managensediscussion
and analysis.

e Quality of the compary’s accounting princi ples
used to prepae financial repots?

- Disageements between the auditors and manage-
ment about mattersthat indivicualy or in the
aggegate could be dgnificant to the entity's
financia statements

= Corsutation betw een managemert and other
accountants regading auditing and accou nting
matters.

* Major issues discussed by the audtorsand man-
agement before retention.

« Difficulties encourtered by the auditorsin dealing
with management related to the performance of
the audit.

1. Ameican Ingitute of Certified Public Accountants
(“AICPA"), Communication with Audit Committees,
Statement on Auditing Sandards (“SAS’) No. 61, 1988.
Id.

Id.

Id.

Id.

Id

o0 A wN



standads of NYSE, AMEX, or NASD?® Nonlisted e Frauduent acts discovered during the engagement,

companies that have audit committees may choose except those that are clearly inconsequentid.

any of the thee listing standals and must disclose < Illegal actsdiscovered during the engagement,

and consistently apply to all members of the eom  except those that are clearly inconsequentid.

mittee the standdrchoseri® If the boad of direc- » So-caled repotable condtions (meaning materia

tors of a listed company appoints aedtor to its weaknessesin internal controls discovered during

audit committee who is not independent in accor  thereview).

dance with the applicable listing standathe e Other mattersdiscussed in SAS 61 that may relate

natue of the elationship that makes that individual tointerim financial infomation. (See sidebar on

not independent and theason for the bod’s page 56)

determination to appoint the nonindependenedir Although, except in the instances cited above, there

tor must be disclosed. is no legal requilement that the audit committee be
involved inthe quar terly review many companies make
it partof ther quarterly audit committee agenda.

QUARTERL REQUREMENTS

THE ANNUAL PROXY STATEMENT MUST ALSQ

STATE WHETHER THE MEMBERS OF THE AUDIT
COMMITTEE ARE INDEPENDENT AS DEFINED IN
THE APPLICABLE LISTING STANDARDS OF NYSE,

The SEC now requiesthat interim financia state-
ments be reviewed by independent accountants.2® SAS
71 stsforth the standar ds for such review In addi-
tion, SAS 71 setsforth the circumstances when the

accountant mug corsider whether to communicate to
the audit committee information discovered in conrec
tion with the review’

Under SAS 71, if, in conducting aview of
interim financial statements, an independent
accountant believes that interim financial imar
tion filed or to be filed with “specifiedagulatoy
agencies” (defined as the SEC{i€d of the
Comptoller of the Curency, Federal Deposit
Insurance Corporation, Federal ReseBystem,
and Ofice of the Thrift Supeision) is “probably
materially misstated,” an escalatiresponse is
requied. Initially, the independent accountant is

AMEX, OR NASD.

THE CAREMARKCASE

You cansee that the mog specific requiements for
audt committee members grow out of disclosurerules
in the federa securitieslaws. Yet it isalso important
to congder the role of the audit committee in connec-
tion with the board’'s more general duties under state
corpor ate law.

Consicer the well-pubicized Caremarkcase:
Chancdor Allen'sdecisionin Caremarkpu directors

required to bring the matter to the attention of theon notice that they could be held persorally accourt-
companys management. If management does not ade for failing to monitor their companies toassure

respond apmpriately the independent accountant that the companies are functioning lawfully in pursuit
must bring the issue to the attention of the audit of corporate purposes. Caremarkmade clear that

committee. If the audit committee “does not
respond in a timely or apppriate mannet SAS 71

directs the independent accountant to “consider”

these courses of action:

* Resign from the interim financial information
engagements.

* Resign from the related audit engagement.

* In considering either course of action, consult with
lega counsd.?®

directors must assure that “information and repoting
systems exist inthe organization that are reasonably
designed to provide to senior management andto the
boad itself imely, accurate information sufficient to
alow management and the boar d, each within its
scope, to reech informed judgments concerning both
the cor poration’s compliance with law and its busi-
ness performance ™

Under Caremarkthe duty to act in good faith



Caremarkonly a sustained or sys ematic failure of
the board to exercise oversight, such as anutter fail-
ure o the boardt oattempt to assure that areason
able information and repoting system exigs will
egdadish the lack of good faith that is a necessary
condtion to liability.”*It appears that the standard
tha Caremarkequies for a findng of persond lia
bility is more than mere negligence and probably
even more than gross negligernce. It is one approach
ing bad faith.

In practice, it often fallsto the audit committee to
satisfy the Caremarkduty of ensuring the adequecy
of acampary’s information and repoting systems A
properly functioning audit committee will go a long
way toward filling that bill, largdy through itsperi-
odic meetingswith the company’s internal audit head
ard outside auditors

If the audit committee discharges these dutiesin
good faith and in reasorald e reliance on the informa-
tionthat it receives fran management and from ou-

PosT-BENRON PRACTICE
RESOURCESAWAILABLE
oN ACCA ONLINESM

CCA is gathering practice resources
‘ N onlineto address issues that members
areraising specific to the recent and

continuing events at Enron. The materia and
information assembled to date are on ACCA
Online™ at wwwacca.com/legres/enron/
index.php. Thanks to the members of ACCA's
Corporate and Securities Law Committee for
their assistance in identifying relevantissues
andin sharing their availabe resources. T he
committeeis also hosting an online discussian
boardthat you can use to raise questions and
discuss issues (at the above address and open
to ACCA members only). Finally, we ask that
you help us to expand these resources. Let us
know what we should add, suchas lirks to
related welbsites, sample forms ard policies,
recent articles, press releases, regulatory state-
ments, or anything ese that would benefit
members. Email your suggestions to ACCA's

side audtars, whatd secould one ask of an audit
committee? If some of the recent proposa s made in
the wake of the Enron stuetion are adopted, the
answer to this question may come as a surprise to
audit committee members.

RECENT PROPOSAL S

Becau<e of Enron, corporate gover nance advocates
have turned their attertion to the audit committee. We
believe that many of the recert proposas are useful
andshoud be adgted by public companies. Other
prgposals are troublesome and may set requiements
that are imposs bly high for audit committee members
to meet.

Independence

Mary proposdsirnvolve grengthening theindepen-
dence requiements for audit committees.® Asdis
cussed above, the NYSE, AMEX, and NASD listing
standais dlow a company's board of drectorsthe
discetion to appoint noni ndependent directorsto the
audt committee. This area seems to us to be areason
able pace tofocus refom efforts

A requiemert that al audit committee members
be independent, with no dscretion to appoirnt non-
independent directors to audit committees, appears
tobein order If sucha requiement wereinplace,
“haf of Errons six member audit committee
would have been barred from service.®® At amini-
mum, stricter independence requirements would
avoid the appearance of impropriety that comes
from having an audit committee member with an
appaent conflict of interest. That change could go
along way inrestaring investor confidercein the
audit committee’s role in financial repoting.

Mandator Number of Audt Committee Meetings
Some have exgrssed the view that audit
committees should bequired to hold a minimum
number of meetings each y&aEnion dislosed
that itsaudit committee met five times inthe year
20002 It isdifficult to see what holding more meet-
ingswoud have accomplished for Enron or what a
mandatgrnumber of audit committee meetings



the board and its canmittees is normdly a mat ter of
intemal corporate governence, dscigined by the
directors overriding fiduciary duties of care and of
loyalty We oppose mandatory meeting schedul es.

Qualifications

In the wake o the Enron collapse, SEC Chairman
Harvey Pitt has charged that marny companies have
“audit committeesthat often do not understand the
accounting principles employed by managemert, or
the consequences of using different principlesor dif-
ferent assumptiors.”3° The existing qudification

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

Asthe cout stated in Caremark*“[ o] nly a sus-
tained or systematic failure of the board to exercise
oversight—such as an utter failure of the board to
attempt to assure a reasonable information and repot-
ing system exists—will etahllish the lack of good faith
that isa necessary corditionto liability.” In most
cases areasonaldy competent director acting in good
faith will dscharge hisor her duties effectively
Outdde drectorships including audit committee
membership, should not be resered for experts work-
ing ful-imeor nearly full-time onthe finarcia repor-

IN MOST CASES, A REASONABY COMPETENT
DIRECTOR ACTING IN GOOD AITH WILL
DISCHARGE HIS OR HER DUTIES EFFECTIVAL

ing issues of a campary.

requiements for audit committ ee members, dis-
cuwsxd above, are designed to assure that they
understand the compary’sfinancia statemerts and
have some degree of sophistication concerning the
fimarcid reporting process Thisrequiement is rea
sorable and, in our view, adequate. It isnot clear
what additiona experience and qudification can, as
a practical matter, be requied of audt committee
members We naeinthis regad that the chairman
of Enron’s audit committee, Mr. Jaedicke, isa far-
mer professor of accounting at Starford University.

Disciplinay Action

The AFL-CIO has proposedthat the directors of
Enmon be hedaccountable and barred from hold-
ing positionson the boards of ather companies.®
This prgposed requitement seems a draconan
resporse, even allowing a reasonable discount far
hyperbole.

Certainly audit committee memberswho breach
the duty imposed by Caremark can arnd should be
held accountalde. Isaryone certain, however, exactly
what happened in Enron? It woud seem prematug
to reach such ajudgment. The various perties
reviewing the Erron situation and considering the
degee to which the Enron audit committee was at
fault, including the SEC, severd prosecutors arnd

CONCLUSION

Evey in-house counse who deals with issues of
corporate gover nance should be familiar with the
legal requiemerts for board audit committees These
requiementsinclude the recently adopted SEC dis-
closue rulesandthe new subgartive rules of the
NY SE, AMEX, and NASD rdating tobaard audit
committees. In addition, board counsd should keep
inmind the important rde thet the audt committee
plays in dischargng the “ information systemsand
monitoring’ duties discussed in the Caremarkcase.

In the curent envibnment, when bodraudit
committees ar likely to come under closer stiny
than everit would behoove evgmpublic company
to take inventor of its policies and mrcedues
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:

e Compastion of the audit committee, persoral
qualities and professiond qudificationsof its mem-
bers and advisability of ongang training.

= Content of the audit committee charter

+ Standing itemsthat should be on the audit com-
mittees agernda at lead every quarter under SAS
71 (to the extent that the audit committee over sees
or monitors the independert accountants review
of interim financia statements) and every year



Rd e that the audit committee plays in ensuring
the exigence and proper furctioning of infoma
tion and repoting systems“that are reasonably
designed toprovide to senior management and to
the board itsdf timely, accurate information suffi-
cient to alow management and the board, each
withinits scope, to reach infformed judgments cornt
cemning bot h the corporation’s compliance with
law and its business performance:” A
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