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guardian of investor interest and

corporate accountability?

THE CHOICE OF THE SUBTITLE IS STRICTLY INTENTIONAL.
[tis, in effect, a question that dictates its own answer. If
you do not have a ready answer, you soon will because,
in the post-Enron era, there is a new paradigm for
investor protection and corporate accountability.
Further, it presents a trap for corporate directors — espe-
cially “independent” directors who may be unaware of
the breadth of what soon is likely to become a new legal
mandate, and, thereby, a source of extensive exposure.

Audit committees long have been part
of the traditional framework of corporate
governance. Traditionally, membership
on this committee reflected an acknowl-
edgment of the senior status of independ
ent directors whom the board wished to
honor and to allow to serve on a senior,
executive committee. Often this was more
a matter of form than substance.

‘Nods and Winks’

THE SEEDS OF CHANGE WERE SOWN IN
the summer of 1998 when SEC Chairman
Arthur Levitt excoriated a process that, in

his words, had become “a game of nods
and winks” involving the analysts, the
auditors and those in charge of a corpo
ration’s affairs. Levitt lamented that
“integrity may be losing out to illusion.”
Commenting on five “hocus-pocus” cat
egories that were flagrant distortions of
the financial reporting process, Levitt
introduced a nine-point plan that includ
ed the l'(‘(]llil‘(‘ln(‘lll that corporate audit
committees take responsibility for their
companies. Levitt also called for audit
committees to “function as the ultimate

guardian of investor interests and corpo
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rate accountability.”

The New York Stock Exchange and the
National
Dealers, responding to his call-to-arms,

Association of Securities
established a Blue Ribbon Committee on
improving the effectiveness of corporate
audit committees. After extensive hear
ings, meetings and research, the commit-
tee released a 71-page report, Improving
the Effectiveness of Corporate Audit
Committees, which set forth 10 farreach
ing recommendations regarding the con
duct of audit committees, and five guid-
ing principles for audit committee best
practices (see sidebar).

In traditional corporate fashion, the
Blue Ribbon Committee’s recommenda-
tions were politely hailed as “important,”
long-overdue changes and were given lip
service by the vast majority of reporting
corporations. In fairness, at the time no
one probably anticipated financial
reporting would reach the egregious lev
els exhibited in the Enron and other infa
mous, recent situations. Yet today, Levitt’s
Cassandra-like warnings, echoed in the
Blue Ribbon Committee’s report, are
hauntingly prophetic.
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There are sound reasons why companies
should begin to live up to the spirit, as well
as the letter, of the Blue Ribbon Committee’s
recommendations: They will result in the
establishment of a new model for audit com-
mittee performance and director liability.
Although these are only recommendations,
and therefore not legally mandated require-
ments, it is likely that they will soon become
s0. Corporate directors will discover that the
standard for judging their performance will
have been set and that these committee rec
ommendations will serve as the benchmark
against which their personal actions will be
measured in the future.

In structure, the Blue Ribbon Committee
endeavored to set apart the audit committee
as one support of a “three-legged stool” of
checks and balances that would mandate
transparent reporting and financial state-
ments that are not misleading. It went even
farther, however, determining that the
“audit committee must be ‘first among
equals’ in this process ... and hence the
ultimate monitor of the process.”

This is a daunting change in
responsibilities. In fashioning this
standard, the committee sought to
establish a panel of at least three
directors who were truly qualified
to serve on the audit commit-
tee by their independence
from the balance of the board
and management in all
respects, and who were
specifically literate in finan-
cial matters. To institution-
alize this process, they also
directed audit committees to
adopt a full written charter
governing their responsibili-
ties and processes. Indeed, this
“charter” was to be publicly
available and annual share-
holders’” meetings were to
address the issue of whether
the audit committee had ful-
filled its obligation during the
prior year.

After establishing procedural
safeguards, the Blue Ribbon
Committee specified the sub-
stantive independence of the
audit committee and its adviso-
ry role toward manage-
ment and its auditors.

First, it required the out
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[> side auditors to be ultimately accountable
to the audit committee in addition to its
responsibilities to the board.

The audit committee would be respon-
sible for hiring and firing the auditor, but
it also was directed specifically to ensure
the full independence of the auditor. In
this regard, a crucial issue for audit com-
mittees in the future will be the extent of
fees earned by the auditing firm for “con-
sulting” work.

More difficult, however, is the recom-
mendation that the auditors discuss with
the audit committee their judgments, not
just about the acceptability of the
accounting principles applied in financial
reporting, but also about the quality of
such principles. The Blue Ribbon
Committee required such discussions to
include issues involving the clarity of the
disclosures, the degree of aggressiveness
or conservatism, and anything else that
may be relevant.

The committee insisted that the
requirement should be fulfilled “in a way
to encourage open, frank discussion and
to avoid boilerplate.” Further, the audit
committee was to be involved in the
interim financial statement preparation —
preferably prior to any public announce-
ment of financial results — and it was
required to open up a clear channel of
communication with those involved in
the audit process with respect to any dis-
agreements between management and
the auditors.

Finally, the Blue Ribbon Committee
requested that audit committees sub-
mit a letter with each annual report
disclosing whether or not it had had a
discussion of the quality of accounting
principles with the auditors, whether
the “outside auditors have discussed
with the audit committee ... [their|
judgments of the quality of those prin-
ciples as applied,” and whether the
members of the audit committee them-
selves have discussed that information
separately so that they believe “that the
company’s financial statements are
fairly presented.”

The five principles cited at the end of
the Blue Ribbon Committee’s report
make it clear that the audit committee
cannot function effectively unless it is
permitted to have direct and regular
access to the auditors. Also, the audit
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committee, or at least its chair, must be
able to discuss with the auditors — with-
out management present — any reserva-
tions that it may have.

The committee quoted Harvard
Business School professor John Hinsey,
who urged that the dialogue “should pro-
vide the audit committee with insights
into the ‘whats and whys’ behind the
numbers and the process.” The audit
committee was then charged with seek-
ing to verify management’s compliance
with the processes and procedures. The
Blue Ribbon Committee even went so far
as to recommend that, when circum-
stances dictate, “management should
help the audit committee retain inde-
pendent legal counsel and/or financial
advisors.”

Startlingly Untraditional

THE REALITY OF THIS PROCESS, HOWEV-
er, is that while this new system of
“checks and balances” mirrors the frame-
work of the U.S. Constitution, American
businesses do not have a respect for the
concept of “the loyal opposition.” This
audit committee structure represents a
new paradigm for American corporate
governance.

It suggests that, to be effective and
carry out its role, the audit committee, in
a startlingly untraditional way, may well
be at odds with policies that manage-
ment may prefer and perhaps even with
the remainder of the board itself. Further,
while management may have conflicts
resulting from bonus programs that are
oriented to quarter-over-quarter stock
prices and individual audit partners may
be conflicted by the need to protect large
consulting fees, audit committee direc-
tors must also deal with the issue of their
own independence when conflicted by
compensation in the form of stock or
options.

Clearly, technical compliance with
accounting rules no longer will be good
enough for the audit committee. There
might be regular occasions when man-
agement may not want a particular dis-
closure because the very disclosure
would defeat the basic reason for insti-
tuting a “technically” permitted transac-
tion in the first place.

It is precisely at that point where the
Blue Ribbon Committee would require

the audit committee to dig in its heels
and insist upon such disclosure. It is
unlikely that “big bath” accounting
charges, the maintenance of “cookie
jar” reserves or “materiality” tricks,
along with creative acquisition
accounting, could be permitted absent
a strong dissent disclosed to the
investors and shareholders in the finan-
cial statements.

What will this mean for the political
collegiality that is supposed to exist in the
traditional boardroom? Will audit com-
mittee directors be able to maintain their
seats in the face of such strong differ-
ences with management or other board
members?

Should the audit committee director-
ship be an independent position requir-
ing professional audit committee mem-
bers who act much like outside auditors?
Our assumption is that the latter require-
ment, although feasible, is not currently
necessary.

However, obtaining independent legal
and financial advice from professionals
who could audit the audit committee is
recommended. This is not only so that it
may assure the board in general and in-
vestors in particular that the committee is
doing its job, but so that committee mem
bers will know that they are not exposing
themselves to severe liability by virtue of
having served in this position.

Under current circumstances, it is bla-
tantly obvious that this independent
advice should not come from the Big Five
accounting firms or from corporate SEC
counsel.

From the “best practices” recommen:
dations of the Blue Ribbon Committee it
seems clear that the Enron debacle could
not have occurred had the audit com-
mittee been doing its job. The litigious
nature of the American investing public
likely will result in the imposition of
severe liability on future audit commit-
tees that fail to heed both the letter and
the spirit of the Blue Ribbon
Committee’s recommendations in their
oversight activities.

The magnitude of the risk in undertak-
ing such an obligation should not be
understated: It poses a legal trap for the
unwary board member who takes a cava-
lier approach to such responsibilities.

Companies should adopt not only a
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carefully crafted charter, but also detailed
work programs and checklists to carry out
the charter; calendars to execute the pro-
grams; guidelines and interpretations; and
up-to-date tailored corporate and account-
ing educational research materials.

Further, the Blue Ribbon Committee’s rec-
ommendation that, for listed companies
with a market cap of $200 million or
greater, at least one audit committee mem-
ber have “accounting or related financial
management expertise,” should apply to all
listed companies. All members should pos-
sess these skills and at least one member
should also have a strong background in
and understanding of the audit and finan-
cial presentation processes.

One may argue that the inclusion of these
guidelines and recommendations are at the
leading edge of today’s best practices.
However, a failure to observe such matters
tomorrow may likely be nothing less than
pure negligence.

These mechanisms and the good business
judgment that resulted in an individual’s
being elected to an audit committee in the
first place should be sufficient, in most
cases, to give the investing public the over-
sight protection to which it is entitled. We
use the term “investing public” because it

might become a standard requirement in
major loan transactions that the audit com-
mittee deliver such a letter of compliance to

the lenders of a corporation on an annual
basis.

In light of Enron and subsequent fiascos,
and the Blue Ribbon Committee’s recom-
mendations, how could lenders not require
it? How could a company refuse?

We are in a new time of financial report
ing innovations. By embracing these
requirements, we can better ensure the
accountability and reliability of the system.
By rejecting them, we acquiesce to a prolif-
eration of Enron-type situations and the
potential for loss of corporate self-gover-
nance. m
John |. Whyte is president of Whyte Worldwide
PCE. He has held senior executive, director and
advisory positions for public and private compa-
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Eckert Seamans Cherin & Mellott LLC. He concen
trates in advising companies in issues including
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be reached at richard.wise(@escm.com.
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