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HOW TO USE THIS BOOK

Audit Committees: A Guide for Directors, Management, and Consultants
(Guide) is designed as a reference book. Ordinarily, most users will proba-
bly not read the Guide from cover to cover. However, a new audit commit-
tee member, a first-time chairperson of an audit committee, or a consultant
(including, for example, an internal or external auditor) who is developing
their knowledge and skill set about audit committees, should consider a
cover-to-cover review of the Guide. That review will facilitate their use of
the Guide as a primary reference source.

The authors, anticipating that most readers will use the Guide as a refer-
ence source, have designed the Guide with this in mind. Therefore, the
Guide contains a detailed table of contents (with page numbers shown for
sections within each chapter). Each chapter also has a chapter summary
that highlights the significant points made in the chapter. The busy reader
may look at the table of contents for a chapter that addresses a subject of in-
terest and then proceed directly to the chapter summary to determine if the
information he or she needs is presented in that chapter.

Page xix contains a list of the appendices that are included in the Guide.
The authors have designed each appendix to be practical and easy to use.
The appendices can be easily modified to fit a unique audit committee need
or situation.

The Guide also contains a comprehensive glossary (starting on page 353).
The glossary is designed to enable a user to quickly look up a term that he
or she may have heard but is not sure of its meaning. For example, the terms
“SAS 71 Review,” “SAS 60 Letter,” “COSO Report,” “Material Control
Weakness,” and “Business Judgment Rule,” are all defined in the glossary.
The Guide also includes a section on Where to Find More Information
that contains addresses, phone numbers, and web sites of key organizations,
and a List of Acronyms for the user’s quick reference. Finally, the Guide
contains a detailed traditional index to enable a user to quickly locate all of
the significant discussions of a defined term.

xxi
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PREFACE

Audit Committees: A Guide for Directors, Management, and Consultants
(Guide) presents the history, responsibilities, and operation of audit com-
mittees. The Guide focuses primarily on publicly held companies, but we
have included a short chapter on audit committees for not-for-profit and
public sector entities. The Guide is written in a non-technical, active-voice,
easy-to-read format. We write to communicate, not to impress. We consider
our primary audience to be:

» Directors serving on audit committees.

* Other members of the board of directors.

e Chief executive officers, chief financial officers, and in-house legal
counsels.

e Internal and external auditors.

Outside legal counsels.

e Other consultants to audit committees.

We bring a unique combination of experience and skills to the Guide.
One author has served as a director of a number of public, private, and not-
for-profit entities, having organized, chaired, and participated as a member
of a number of audit committees. In addition, he has over 30 years experi-
ence as a partner in, industry head of, and consultant to, international ac-
counting firms and has dealt with audit committees from that perspective on
many occasions. The other author recently completed an 18-year tour of
duty with the American Institute of Certified Public Accountants, where he
served as Vice President having responsibility for audit and attest matters.
He participated in the debates and preparation of many of the documents
and materials discussed in this book. The Guide is synergistic in that it com-
bines real-world audit committee experience with expert knowledge of ma-
teriality, internal control, fraud and illegal acts, and the independence re-
quirements for external and internal auditors. The Guide is unique in that it
presents technical topics in a manner that is understandable for the reader
who is not an attorney or a certified public accountant. The Guide also is
unique in that it covers subjects that are rarely discussed, such as the process
for terminating an external auditor.

Another significant feature of the Guide is the emphasis on the impor-
tance of regular evaluations of audit committee performance, not only as a
means of possibly reducing legal liability of the board of directors, but also
enhancing the credibility of the company in the eyes of third parties. It
seems quite likely that the Securities and Exchange Comumission (SEC) or
issuers of directors and officers liability insurance will, at some point, re-
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quire reviews of the activities of audit committees to determine if proper
procedures are being followed. The current rash of accounting misrepresen-
tations and fraud in public companies may accelerate consideration of this
type of periodic review.

As indicated above, the Guide fills a “‘gap” in the existing literature in that
it blends (1) observations based on real-world experience serving on audit
committees, (2) expert knowledge of the standards of external and internal
auditors, and (3) knowledge of the latest requirements from the New York
Stock Exchange, National Association of Securities Dealers, American
Stock Exchange, and the SEC.

The Guide is current as of December 31, 2001, and is updated annually.
The second edition has been revised to reflect the following:

* A new Chapter 8, “Understanding Financial Statements,” which, among
other things, identifies the basic content of the annual report, discusses
how earnings management can lead to fraudulent financial reporting,
and identifies sources of information that can help audit committee
members maintain their financial literacy.

» A complete revision of Chapter 12, “Relationship with the Internal Au-
ditor,” which presents an expanded discussion and analysis of the Insti-
tute of Internal Auditors’ new Standards for the Professional Practice of
Internal Auditing.

» New chapter supplements presenting excerpts from the Annual Report
of Hershey Foods Corporation and from the proxy statement of Coca-
Cola Enterprises, Inc.

« Expanded discussions of the auditor committee charter; recommenda-
tions by the Panel on Audit Effectiveness; and SEC rules specifying the
minimum requirements for the audit committee report, including re-
quired disclosures in the proxy statement.

« New appendices, including examples of accounting estimates, a sample
internal auditing department charter, and sample questions for internal
auditors.

Please help us improve the Guide. We welcome your comments, ques-
tions, and suggestions. Please direct your correspondence to:

Frank M. Burke, J.D., CPA Dan M. Guy, Ph.D., CPA
Burke, Mayborn Co., Ltd. 314 Paseo de Peralta

5500 Preston Road, Suite 315 Santa Fe, New Mexico 87501
Dallas, Texas 75205 dmguy @ worldnet.att.net

FBurke1940@aol.com
December 31, 2001



FOREWORD

Since joining my first corporate board more than two decades ago, I have
witnessed dramatic changes in the business environment, corporate gover-
nance, and especially in audit committee work.

The interconnected global economy, the pace of competition, and ad-
vances in technology — these are among the forces that have created the
most dynamic and exciting business environment of my career. And that
dynamism has spawned the shareholder activism and regulatory attention
that has focused squarely on corporate governance. The result is the biggest
change for us as directors during this time: higher expectations for per-
formance. The expectations flow from the many constituencies of public
companies. Shareholders are first and foremost. They are a diverse group,
with a variety of objectives, and, since more than half of U.S. households
own stock, there are many more of them today. Employees, customers, com-
munities, public officials, (including regulators), and the press are among
the other constituencies. All of them are scrutinizing directors more closely
and demanding that we do a better job.

The audit committee is a clear focal point of these higher expectations.
When I first joined boards, it was customary to place new directors on the au-
dit committee, “to learn about the company.” Audit committees were simply
not at the top of the board’s pecking order. Those days are gone for good.
Audit committees have clearly arrived and are now being recognized for the
uniqueness of their work. The audit committee is the only board committee
with the responsibility to monitor what management does — constantly.
Other board committees have assignments of great consequence but the mag-
nitude and sensitivity of their work usually ebbs and flows. This is not true
of the audit committee’s work, and for this reason, it is one of the more chal-
lenging committee assignments and will continue to be in the years ahead.

Directors have been rising to the challenges by becoming more inde-
pendent, more vigilant, and more willing to disagree with management
when necessary. We take our oversight responsibilities more seriously than
even before. We expect more of each other.

But we are always looking for useful tools to enhance our performance.
Dan Guy and Frank Burke have made a great contribution to the cause in
their book, Audit Committees: A Guide for Directors, Management, and
Consultants. They are an excellent team. Burke earned his stripes serving
on ten boards and their audit committees and chairing six of those commit-
tees. Guy, a former Vice President—Auditing at the AICPA, was responsi-
ble for developing many of the auditing standards for which audit commit-
tees have oversight responsibility.

xxix



xxx Audit Committees: A Guide for Directors, Management, and Consultants

I am impressed with the completeness of the Guide. It brings together in
one volume all the materials that impact the responsibilities and duties of
audit committees. It is completely up to date and includes the new rules is-
sued in the past two years by the SEC, stock exchanges, and the AICPA, as
well as the new SEC rules on auditor independence issued in November
2000. The Guide also has the great virtue of simplifying complex technical
requirements and presenting them in any easy-to-read fashion. For instance,
Chapter 10, “The Audit Committees’ Oversight of Internal Control,” is one
of the most understandable overviews on that subject I have ever read. This
edition of the Guide contains a much needed new chapter on “Understand-
ing Financial Statements.”” All in all, this book is an indispensable reference
book for both experienced and new audit committee members.

The enhanced importance, seriousness, and visibility of audit committee
work has illuminated the need for a book like this. Burke and Guy are to be
commended for giving it to us.

The Honorable Barbara Hackman Franklin
December 31, 2001

Barbara Hackman Franklin, currently President and CEO of Barbara
Franklin Enterprises, has served as the 29th U.S. Secretary of Commerce.
She has served on the boards of 12 public companies and 4 private compa-
nies, currently chairing the board of one. She has also served on the board
of a variety of professional and not-for-profit entities, including Nasdaq and
the AICPA. Franklin has served on 13 audit committees, chaired 5, and re-
ceived the prestigious John J. McCloy award for outstanding contributions
to audit excellence. An expert on corporate governance, she has been
honored as Director of the Year by the National Association of Corporate
Directors.



SUMMARY TABLE OF CONTENTS

List of ExRibits . . .. .. . .. . . e e xvii
List of Appendices .. ....... ... ... . .. . .. . . . . xix
Howto Use This Book . ... .. ... ... . . . . it XXi
About the Authors .. ... ... ... e Xxiii
Acknowledgments .. ... .. ... .. . . . .. i e XXV
Preface . ... .. ... e XXvit
Foreword from the Honorable Barbara Hackman Franklin . .. ... .. XXix
Chapter 1: The Need for an Audit Committee ................... 1
Chapter 2: Early History of the Audit Committee Concept —

1939 t0 1987 ..ttt ittt iasatecctcesesenecroneonnnns 9
Chapter 3: The 1987 Treadway Commission Report —

ADefining Event .......cciietiietiieiiiiitonicancnnns 19

Chapter 4: Additional Developments from Treadway to 2002 ..... 27
Chapter 5: The 1999 Blue Ribbon Committee on Improving
the Effectiveness of Corporate Audit Committees —

Another Major Milestone ..............ccvieniiiieneen, 49
Chapter 6: Creating an Audit Committee Citesetsassnasssseess 05
Chapter 7: Appointing and Educating the Audit Committee ...... 73
Chapter 8: Understanding Financial Statements . ............... 83
Chapter 9: The Responsibilities of an Audit Committee ........ 117
Chapter 10: The Audit Committee’s Oversight

ofInternalControl .............ccievetetertecnsencs .. 143
Chapter 11: The Potential Impact of the Caremark Decision

on Audit Committees .......ccieievereeecarsocsacnscns 161
Chapter 12: Relationship with the Internal Auditor ............ 171
Chapter 13: Relationship with the External Auditor ........... 195
Chapter 14: Audit Committee Meetings ............. ceeeesaas 229
Chapter 15: Termination of the External Auditor .............. 237
Chapter 16: Evaluating the Audit Committee .......... teeasss 245
Chapter 17: Audit Committees for Not-For-Profit

and Public Sector Entities ............ ..ot ... 249
Chapter 18: Legal Liability of the Audit Committee

andIts Members ... ..cvcveceecrroescccscsssonascaanas 257
Chapter 19: Audit Committees and Expanded Responsibilities .. 269
APPEndiCes . . ... ... 277
Where to Find More Information . ............. ... ... .. ...... 349
GlOSSATY . .o o ot e 353
List Of ACTOMYMIS . o ot ii it e e 371
§ 27 S N 373



DETAILED TABLE OF CONTENTS

List of Exhibits . ... ... ... ... it xvii
Listof Appendices ............ . ... . i Xix
Howto Use This Book . ............... .0 i, xxi
About the AULROTS .. . oot ettt e et e e et e xxiii
Acknowledgments ... ... ... . .. ... e XXV
Preface . ...... ...t e Xxvii
Foreword from the Honorable Barbara Hackman Franklin . . ... ... XXix
Chapter 1: The Need for an Audit Committee ................... 1
The Board of DIrectors . . . ... ..ottt 1
Accountability and the Audit Committee . . . .................. 4
Assessing the Company’s Support for the Audit Committee . . . ... 6
Summaryof Chapter ............ ... ... ... ... 7
Chapter 2: Early History of the Audit Committee Concept —
1939t0 1987 ........ Cessesesassesseraessnessne Cerenees 9
Events from 19391970 . . .. .. ... . . i e 9
Events from 1971-1980 . . .. .. ... .. . e 10
The Audit Committee and Securities Litigation
inthe 19708 .. .. i e e 14
Summary of Important Milestones from 193910 1987 ......... 17

Chapter 3: The 1987 Treadway Commission Report —
ADefiningEvent ......cciveeceeecosccacsacocassanscsss 19

Recommendations for Audit Committees ................... 19
Good Practice Guidelines for Audit Committees ............. 21
Guidelines for General Matters .. ..................... 21
Guidelines for Selection of the External Auditor ......... 23
Guidelines for Post-Audit Review . . ................... 23
Management’s Responsibility for the Financial Statements
and Underlying Controls ........... ..ot 24
A POSEEMOIEEIM & . o ot ittt et i e e et e 25
Summary of Treadway . .. ... ..cooviiiiiini 25

Chapter 4: Additional Developments from Treadway to 2002 ..... 27
Institute of Internal Auditors Issues Position Statement

and Research Reports on Best Practices .................. 27
National Association of Securities Dealers Adopts
REQUITEMENE . . ..o ettt 28



