CORPORATE GOVERNANCE

It's no longer business as usual for
audit committee members and auditors.

NYSE Sets

Audit Committees on

New Road

BY PAUL SWEENEY ANDICYMNTHIA WALLER VALLARID

I I eadline-grabbing accounting scandals such as the ones at WorldCom,
Adelphia Communications, Global Crossing and, of course, Enron,
cost investors hundreds of millions of dollars and thousands of employees their

jobs. Corporate financial executives, internal auditors, audit committee mem-

bers, éxternal auditors—and all aceountng profession-
als—need ro be aware of the new corporate gover-
nance rules the MNew York Stock Exchange (NYSE)
has proposed to'help the audit committees and exter-
nal auditors of comparties listed on the Big Board ad-
dress the weéaknesses thar led o accounting and corpo-
rate reporting fatlures

As CPAs study and prepare to work with the pro-
])u:-.u:u_] standards, which will pn_widq- better checks
and balanees for compantes” financial reporting and
audit oversight, they will have apportunities—as au-
ditoré n relatonships with audit committees and as
corporate governance advisers in both audit and
nonaudit engagements—to help those companies
evaluate their audit commirtee pracnces, effect im-
provements where necessary and promorte palicies to
provide value for sharcholders. And perhaps most
important—>becanse each member of an audit com-
mittee must be Anancially literare and ar least one
committee meémber must have accounting or relaced
financial mandgement expertise—CPAs can showcase
therr knowledge and kills, and contribute o an im-
:_\fib"-.'l_"l_l LL'I:'I_:-{'H_—.'-I{L' I_|,|.|1_1,!TI:_'_ .l“u. .\,l‘ll_'Tf:{'.'Hl!_r [ SErve on

these commuttees, feurctivbued o page 521
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RAISING THE BAR

On Avguse 1, 2002, the
MNYSE%S board of directors ap-
proved amendments o its list- scanda[s
ing standards and filed the
propased rules with the SEC
on August 16;a public com-
ment period must elapse be-
fore the commission votes
and gives its final approval.
The proposed riles are aimed
At réstoring investar confi-
dence by enhancing compny
accountability and strength-
cnng corporite governance.
A key provision in the NYSE
amendmenss would make a

not honest,

Public Fed Up With Curporf;ta

Public confidence in the re- d
liability of pompanies’ re-
ported earnings reached
historic lows, with 79% of
Americans telling pollsters at
CBS Mews 1 uly thar “ques-
tionable accounting practices are

widespread” The survey also revealed two-thirds of
the respondents believed corporate executives were

Sorcar CAS Mews Poll, fuly 5007, wew.chinows.com

[he proposed standards
would affece all COMmpanies
i'q.'l'll.’hf.' 1Tn.1l.'|'c.'1 |r.||.||.' oan t]]t'
INYSE and also business orga-
MiZAHons 1n noncorporate
forms, such as lhimived part-
||1’1'.‘-|'|i]1n s ess trusts and

KEITSs (real estate investment
trusts), subject to the ex-
change’s jurisdiction. Existing
audit committee requirenients
would apply during the tran-
sinon to the new rules

The proposed rules broad-
en the audit committee’s au-
thority with respect to the
nltq?,r:lﬂl.' al 2 |':‘||11]1.1r|‘_~"\ fi=

company's audit committes

[:.'\[.'Iul:n.l|‘llu for oversight of external auditors and give it
sole authority 1o approve all audic engagement fees and
terms, as well as all significant nonaudit engagements for
the oumide auditors. (The text of the propaosal 1s available at
www.nyse.com,/about//report.) The amendments, which also
include requirements for public compames and their direc-
tors that go beyond those aimed at audit committees,
would appear in the NYSE manual for listed companies
under “Corporate Governance Standards” (as new section
303A). In the meantime the Nasdag filed rules similar o
thase of the NYSE and also awaits SEC approval. (For in-
formadnon on related h'gll].qtluna from Congress and the
SEC, see “Regulations Under the Sarbanes-Oxley Act,”
JofA, Oceli2, page 33.)

B THE NEW YORK STOCK EXCHANGE HAS PROPOSED NEW
standards for its listed companies to compel-audit commit-
tees to change their makeup, broaden thelr oversight of ex:
ternal auditors and assume greater responsibility for their
fiduciary obligations. The audit committee would have the
sole authority to retain and terminata the company's inde
pendent auditers and to approve an audit engagement’s
| fees and terms.

B BECAUSE EACH MEMBER OF AN AUDIT COMMITTEE would
have to be financially literate. and at least ong committee
member would need to have accounting or related financial
management expertise, CPAs could showcase their knowl-
edge and skills and contribute to'an improved corporate cul-
ture by agresing to serve on audit committees.

B COMPANIES LISTED ON THE NYSE must continue to have

nancial sttements and the in-
dependence of outside anditori—even though the audit
commuttee dods not certify the financial statemens or goat-
antee the external auditor’s report. Two significant require-
ments in the proposed NYSE listing standurds address the
independence of corporate boards of dircctors, from whose
ranks the audit committees are drawn, and fee payment o
audit commimee members
m A redefinition of the “independence’’ requirement. The
board of & listed company would be required to have 1 ma-
jority of independent ditectors, but all the members of the
board’s audit committes would have to be independent,
[ The audic commutees would continte to have a minimum
af three members.) The exchange tghtened its definiton
af independent director: For an individual to qualify as in-

an audit committee composed of & minimum of three inde-
pendant directors. The proposed rules require certain indi
viduals to cbserve a fiveyear “coolingoff” period before they
AN Serve on a corporate board and meet the independence
reguirements,

B DIRECTORS' FEES WOULD BE THE ONLY COMPENSATION
that an audit committee member could receive from the
company. The existing NYSE rules for audit committees con
tain no such mandate,

B AUDIT COMMITTEES WOULD HAVE TO HAVE SEPARATE &=
sions with management, external auditors and those respon-
sible for internal audit, The NYSE would require-all listed
companies to have an Internal audit function. Companies
could outsource this task to an entity other than its indepen-
dient auditor.

tee procedures, due progess and delibesation.

PAUL SWEENEY is a freelince writer in Braoklyn, New York, His e-mail address s piweS6300 2@ a0l com. CYNTHIA
WALLER. VALEARIO, JI3, s G senior cditor on the Jofd. Ms. Vallario asan emplovee of the AICPA. Her views, as expressed in
this arnicle, do nor necessarily reflece the views of the Insttore, Official positions are determined through' certain specific eomimie-
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dependent, a company’s board of di-
rectors must afficmatively determine
he or she has no material relation

ship with the listed company either
directly or as a parmer, sharcholder
or officer of an lﬂﬁ'..ll]i.?.][i-.'lll thar has
a relationship with the company,
"A.'I.Il:'
commercial, banking, accounting,
industrial, changa.
ble and familial relatonships, A
beard must disclose in the compa

nys annual proxy statement how it

al relationships can mckade

legal, consulon

determined a relationship was not
material and may disclose the stan
d._IT-. |'\ it ':'.-*-.:'|| I|}_i1i'.j1l-;'l:' 1r*.|.ir.-] 'i.'l'll.‘l."."J]L'L'.
(The existing NYSE definiton of
independence precludes anly any
relanionship with the listed company
“that may interfers with the direc-
tor’s exercive of independence from
management and the company.”)

Ta satisfy the independence re

guirement, certain individuals

‘\.'.'IIIIII.:. YEVE TO |I|'l\|,":'\\,|_ A Stricrer

and broader “copling-oft™ period before serving on g
five vears for former
emplovees of the listed company, employees of its present

company s board 1n any capacity:
or former external auditor, former emplovees of any com-
pany whose compensation committee incladed an officer
of the listed company and immediate faimily members in
my of these categories. The existing cooling-off periad is
three years and applies only to former employees of the
||‘\.|.|:'<,| "\'|'|'||'.1||'l,.

Controlled companies (one in which an mdividual,

group or another company hold more

than 50% of the voting power) would
have to have a completely independent

audit committee but would be exempt

trom the requirement that a board must

have & majority of i:!-.i.'.'|1;'|1d-.'i'.-1 directors.
m Fees for andit committee members,
Directors’ fees would be the only com
pensation audit committee members
might réceive from the company. Exist-
ing NYSE rules for audit commitcees
have no such mandate, The increased re-
sponsthilines placed on audit committees
would involve a significant time com-
muitiment; therefore the audic committes
members could rceive more compensa
Auidag

eive their

tton than other board directors

committes members maght

ces

in cash ar company stock, options

or other consideration ordinariby avail

FEI's Philip Livingston thinks more attention
should be paid to the skill levels of all members
of an audit committee, not just the chairperson.

ton of independence, then receipt
af a PEnsion or ather form of de-
ferred compensation from the com-
pany tor prior sérvice would not

pree lude him or heér from con

1Py -
g with the “directors’ fees only’
LHrI.IE"'I.'II'\..':III'Il ||.'l.|lllrl'.‘l1'|'.'II'..

Examples of compensation audi
comanittes members could not ac
cept under the proposed standards
includé fees paid directly or indi-
rectly for services asa consultant o1
legal or financial adviser and com-
pensation paid to a director’s busi-
ness for consulting or advisory
sertices even if he or she did not
provide the actual service. However,
disallowed compensdton would not
include ondinary compensanon paid
in other customer orsupplicr or
business relationships thar the board
already had determined were not
material for purposes of assessing a
direcror’s independence

The propased NYSE standards

waould require audit committees to fulfill their responsi-

audit committee

bilities by performing certain tasks.
ETILIST

m Draft a written charter. An audit committee must have
a wrinten charter that addresses the commitee’s purpose
that 15, to assist board oversight with respect to the integrity
of the company’s finanoal statements, compliance with reg-
ulatory and legal requirements, the qualifications and inde-
pendence of the external auditors and the performance of

the company’s internal and external audit functions, The

able to divectars, As long as an audit  “it's important not to overwhelm the members of an audit committee with so many

committes member satsfied the defini

duties they can't do their job,” says Dan M. Guy.
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audit committee may obtain inpur from management but
cantot delegate to 1 these responsibilites. Thus the audit
comnuttee is directly responsible for the appointment,
compensation and oversight of external auditors who in
mirn st report directly to that committes;

m Review the external amditor’s repore. At least annually
the audit commuiteee must review the external auditor’s re-
port describing the companys internal control procedures,
any issties artsing from independent audits or regulatory in-
vestigattons by governmental authorities and all relation-
ships the audit firm has with the company. Also the auadit
commuittee must assure the otiton of the Jead audit partner
as required under federal law: To safeguard auditor indepen-
dence, the committee also should consider the need fora
regular rotation of the audic firm
and report its findings to the full
board of directars,

u Discuss annual and quar-
terly financial statements. The
audit committee must meet with
management and the indepen-
dent auditor to review audited
annual and quarterly financial
statements. including the com-
pany'’s disclosures under manage-
ment’s discussion and analysis
(MD&A) of inancial condition
and operations. The committee
may discuss earnings releases and
carnings guidance in general,
such as the type of presentation
the company should make tor
quarterly earnings statements. It
15 not required to discuss i ad-
vance of publicaton each-earn-
ings release or each instance in
which a company may provide
carnitigs guidance o the public.,
(For more informacion abour
carnings releases, see “Hazy Re-
porting.” fofAd, Aug (12, page 47.)

m Arrange meetings with
management, internal anditors
and independent anditors. To
perform 1ts aversight functions the aodic committee must
have separate sessions with management, those responsible
for internal audit and external auditors. The NYSE rules
would require all listed companies to have an internal aadit
tunction. This does not mean every company would have
to establish a separate internal andit department. Compa-
mes might outsource this sk as long as its to an entity
other than it independent auditor.

m Assess risk management. While the CEQ and senior
management are responsible for their company’s risk expo-
sure, the audit commirttee must discuss with the internal
and external anditors how the company handles major fi-
nancial risks and the steps tken, within its guidelines and

Olivia F. Kirtley says future audit committees will have
more people from the CPA profession. “CPAs and CFOs
need to raise visibility,” she says.

policies, to momtor and control exposures to such risks. Ifa
caompany hasin place an oversight commuttee responsible
for risk management; as well as other control mechanisms,
then the audit commuittee should review these processes but
need not substitute 1self as the rsk authority

m Review any andit problems and management's re-
spanse. The audit committee must regularly review with
the external anditor any difficulties encountered 11 the
course of the audit, ncluding any restmctions on the scope
of the auditer’s activities or access to requested information
or any significant disagreement with management. Some
items the audit committee may want to specifically review
are accounting-adjustments noted or proposed by the audi-
tor but viewed as “immatenal” 3‘!}.' NANAEEmMEnt, Comimn-
cations berween the auditor and
the audic firm's navonal office
regarding andinng or accountng
issues that arose in the engige-
ment and any “management” or
“internal contral” letter issued,
or proposed to be ssued, by the
audit firm to the hsted company.

m Promote sound hirving poli-
cies for awdit firm employces.
While emplovees of audit firms
can be valuable additions toa
company’s management, the au-
dit commuttee should establish
hiring policies governing such
emplovment, taking inro ac-
count the pressures for auditors
secking a position with the
company they andic. (Audir
commuttees should be aware of
the tollowing prohibinon wich
respect to employment of for-
mer auditors in secuon 206 of
the Sarbanes-0adey Act of 2002;
If a company’s CEQ, CEO, con-
troller or chief accounnng offa-
cer had beenan emplovee of an
audit firm and had worked on
the company’s-audit, thac firm
may not provide audic services
to the company for oneyear.)

According to a spokesperson for the NYSE, when the
SEC approves the standards, the exchange plans to hire ad-
ditional employees to monitor compames’ comphance: (For
informatoen on implementanon, see the tmetable on page
57.) The sanctions the NYSE might impose on companies
tor fatling to abide by these rules include 1ssuing a pubhic
reprimand letter, suspending trading of the company's
shares or delisang a company’s stock from the exchange.
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WANTED: A FEW GOOD MEN AND WOMEN

3o what happens next? Audit committees can no longer
be complacent—they face scrutiny and pressure from a

JOURNAL wl ACCOUNTANCY

Bt 1
MNOVEMBYE 20U







