BOARDS AND EXECUTIVES

1 November/December 200]

Vol. 111, No.6

Counsel for
A Bricker & Eckler Initiative
C re ®

BRICKER & ECKLER LLP

100 South Third Street
Columbus, Ohio 43215-4291
(614) 227-2300
FAX (614)227-2390

info@bricker.com
www.bricker.com
www.Acredula.com
www.BoardandExecutive.net

Bricker & Eckler LLP’s
Acredula is available to
clients and friends of the
firm, and highlights
information of particular
importance to boards and
executives. The information
contained in this newsletter
is not to be construed as
legal advice or opinion.

We invite you to photocopy
and distribute this newsletter
as you wish. Or, request
additional copies from us.

redula is
the Latin word for
“owl,” connoting
wisdom. This

newsletter is

intended as wise
counsel for boards
and executives.

Sarbanes Does Not Change
a Director’s Right of Reliance
on Officers and Accountants

ur lead article describes how the

Sarbanes-Oxley Act expands the

oversight role of the audit
committee to become the ultimate recipi-
ent of numerous reports and other
communications.

Although the Congressional intent was
not to create additional liabilities under
federal law for independent directors, the
numerous reports and communications
required to flow to audit committees and
independent directors will not only
increase the knowledge of these indepen-
dent directors, but also increase their
liability under state corporate laws. The
increased knowledge will likely increase
the degree of care that directors must take
in order to comply with their fiduciary duty
of care under state law.

However, nothing in Sarbanes-Oxley
changes the right of reliance of indepen-
dent directors upon officers and profes-
sionals. Under all state corporation laws,
the role of directors is to direct the
management of, and not to manage, the
corporation. Directors perform this role
by delegating. Almost all state corpora-
tion laws like Ohio’s entitle directors, in

Editor’s Note

performing their duties, to
delegate to and rely upon:

e Officers and employees as
to matters which the
directors reasonably believe
the officers are reliable and
competent; and

John P. Beavers
Partner,
Bricker & Eckler LLP

e Professionals such as public accountants
as to matters which the directors reason-
ably believe are within the person’s
professional or expert competence.

An audit committee may continue to delegate
to and rely upon officers and employees,
especially the CFO and the internal auditor as
to matters for which the audit committee has
reason to believe that these officers and
employees are reliable and competent. An
audit committee may also continue to rely
upon the independent auditor as to matters
which the audit committee reasonably
believes are within the auditor’s professional
competence. Audit committees should ask
the CFO, internal auditor and the indepen-
dent auditor to:
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e Regularly contribute to the ¢ At least annually review management’s evaluation
agenda for audit committee of the effectiveness of internal controls and the
Inde pen dent members meetings; independent auditor’s attestation of that evaluation;
of boards of publlc ° At 1?35'[' annually at the e At least annually review the independent auditor’s
rep ortin g comp anies beglnm'ng of each year audit report, including the areas of emphasis, the
determine the scope of measures used for determining materiality, the
ShOflld heed the engagement (including risks assessed in the process, the audit testing
Act’s admonition by audit and any non-audit performed, any proposed significant audit adjust-
Congress; Retake services), fees and other ments, any disagreements with management, any
the reins Of the terms of the engagement, consultation or reliance on independent auditors
i and work to be performed and conclusions regarding the presentation of the
auait process. by the independent financial statements.
auditor for the year;

Finally, audit committees should remember that they are
relying on a three-legged stool: the CFO, the internal

e At least annually at the

beginning of the year . . .
. . . . 8 'g ) y auditor, and the independent auditor. Rather than rely on
identify and explain critical accounting policies . .
just one of the legs, the committee should to the extent
for the year; . . .
possible design their agenda so they can relay upon all
* Immediately bring to the audit committee’s attention three. Any questions asked of one of the three should be
any discrepancies in internal controls or disagreements asked of the others. Although consistent responses will
between management and either the internal or validate the audit committee’s reliance, different re-
independent auditor; sponses will trigger additional inquiry by the committee,
e Immediately bring to the audit committee’s attention including possible inquiry of additional experts.

any attempt by any director or officer to interfere or
obstruct implementation of internal controls or the
independent auditor’s examination and auditing process;

The audit committee’s right of reliance on others for these
matters is subject to the committee’s having reasonable
grounds to believe that, with respect to officers and
employees, they are reliable and competent in those
matters and, with respect to the independent auditor, the
matters are within its professional competence. In any
case of doubt, the audit committee should consult with
independent legal counsel for guidance as to its right of
reliance. The fees of any independent counsel for such

e At least quarterly review with the audit committee advice are required to be paid by the company.
Management’s Discussion and Analysis of the

financial statements;

e At least quarterly review with the audit committee key
performance measures from each of the quarterly and
annual financial statements, comparing results to
budget and prior year results, explaining nonrecurring
transactions and their impact and explaining key
measures with respect to each statement;
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Time to Reassess the Audit Committee
and its Function

John P. Beavers, Bricker & Eckler LLP

America. For capitalism to survive, that confidence

must be restored. To do so will require stewardship
from all involved with corporate leadership. And who
better to provide this stewardship than independent
directors serving on audit committees?

T he investing public has lost confidence in corporate

Both Congress, in the Sarbanes-Oxley Act of 2002 (Act), and
the Blue Ribbon Committee, in its Report On Improving The
Effectiveness Of Audit Committees (Report), believe that audit
committees are the catalyst for improved financial report-
ing. The Report states:

The committee’s job is clearly one of oversight and
monitoring, and in carrying out this job it acts in
reliance on senior financial management and the
outside auditors. A proper and well-functioning system
exists, therefore, when the three main groups responsible
for financial reporting — the full board including the
audit committee, financial management including the
internal auditors, and the outside auditors — form a
“three-legged stool” that supports responsible financial
disclosure and active and participatory oversight.
However, in the view of the Committee, the audit
committee must be “first among equals” in this process,
since the audit committee is an extension of the full
board and hence the ultimate monitor of the process.

Independent members of boards of public reporting
companies should heed the Act’'s admonition by Congress:
Retake the reins of the audit process. Although the Act
does not require a public reporting company to have an
audit committee, the Act does require that either the board
itself or a committee established by the board must have
authority for overseeing the accounting and financial
reporting processes and the audits of the financial
statements of the issuer.!

If boards of public reporting companies do not have a
separate audit committee, these boards should reassess

having a separate audit committee, and boards that have
audit committees should reassess their audit committees
and their functions, in light of the Act.

Membership

Independence. The Act requires that each member of the
audit committee be a member of the board of directors and
otherwise be independent. Independent means that no
member may, other than in his or her capacity as a member
of the audit committee, the board of directors, or any other
board committee, do the following:

e Accept any consulting, advisory, or other compensatory
fee from the issuer; or

¢ Be an affiliated person of the issuer or any subsidiary
thereof.?

The Report defines
“independence” as
having no relationship
to the corporation that
may interfere with

the exercise of inde-
pendence from
management and the
corporation. Examples
cited by the Report of
relationships resulting
in the loss of indepen-
dence are:

Any attorney or firm
whose practice consists
of representing compa-
nies before the SEC, is
required to report to the

chief legal counsel or
CEO any evidence of a
material violation of
securities law or breach
of fiduciary duty.

e Being employed
by the corporation
or any of its
affiliates for the
current year or any
of the past five years;

e Accepting any compensation from the corporation
or any of its affiliates other than compensation for
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board service or benefits under a tax-qualified

retirement plan;

e Being a member of the immediate family of an
individual who is, or has been in any of the past five
years, employed by the corporation or any of its

affiliates as an executive officer;

e Being a partner in, or a controlling shareholder or an
executive officer of, any for-profit business organiza-
tion to which the corporation made, or from which

the corporation received, pay-
ments that are or have been
significant to the corporation or
business organization in any of
the past five years; or

e Being employed as an executive of
another company where any of
the corporation’s executives serve
on that company’s compensation
committee.

Financial Expertise. The Act directs
the SEC to adopt rules requiring public
reporting companies to disclose
whether the audit committee has at
least one member who is a financial
expert and, if not, why not. A “finan-
cial expert” is someone who, through
“education and experience,” has:

¢ An understanding of generally
accepted accounting principles
and financial statements;

e Experience in (a) the preparation or

Acreduld

Available Time. Although not expressly required by the Act,

members of the audit committee will need to devote

Charter

The board and its audit

committee, the outside
auditor and the internal
auditor are responsible for
soundness of an issuer’s
financial reporting. The

board or its audit commit-
tee is the “first among
equals,” in that it is to
oversee and monitor the
financial reporting and
auditing processes.

auditing of financial statements of generally compa-

rable issuers; and (b) the application of such principles

Authority

in connection with the accounting for estimates,

accruals, and reserves;

e Experience with internal accounting controls; and
¢ An understanding of audit committee functions.?

At a minimum, the Report recommends that each member
should have “financial literacy” meaning the ability to
read and understand fundamental financial statements,

significant time in order to carry out the authorities del-
egated by the Act.

Although the Act does not require audit committees to have
charters describing their authority, the SEC requires public
reporting companies to disclose whether the board has
adopted a written charter for its audit committee or if not,

why not.* The Report recommends
that each company listed on the
NYSE or Nasdaq (i) adopt a formal
written charter that is approved by
the full board of directors and
specifies the scope of the
committee’s responsibilities, and
how it carries out those responsibili-
ties, including structure, processes,
and membership requirements, and
(ii) review and reassess the adequacy
of the audit committee charter on an
annual basis.

The purpose of the charter is to
establish contractual duties, and
attendant liability for breach of those
duties, that may be enforced by the
board as a whole, the company, and
shareholders derivatively. Boards
should review any existing charters,
and prepare any new charters, in light
of the authority granted to audit
committees by the Act.

Although the Act does not require either an audit committee
or a charter, the Act expressly grants the following authority

companies:

including a company’s balance sheet, income statement,

and cash flow statement. The report also recommends
company-sponsored or paid training programs to main-

tain this literacy.

to the audit committee, or in absence of an audit committee,
to the independent directors of boards of public reporting

e Hiring, firing and compensating the auditors, subject to
shareholder approval;®

e Overseeing the auditor’s work and resolving any
disagreements between management and the auditor;®

’ Page 4
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e Establishing procedure for and receiving complaints, e Assessing the overall presentation of information in
including anonymous submissions by employees;’ the financial statements.

* Engaging independent counsel and other advisers, the Accordingly, the audit committee is expected to oversee both
fees of which must be paid by the issuer;® management and the outside auditors in their respective

e Determining the scope of engagement of the auditor, performances of the responsibilities discussed in the preced-
subject to disclosure to investors;’ ing two paragraphs. As part of such oversight, the audit

. . . committee is expected under existing SEC rules to:
e Receiving reports from the auditor on policies used

and alternative treatments discussed with management e Review and discuss the audited financial statements
as well as those considered preferred;® and with the company’s management; 2
* Receiving and determining remedial action to take e Discuss with the outside auditors (1) methods used to
regarding any illegal act brought to its attention by account for significant unusual transactions; (2) the
the auditor." effect of significant accounting policies in controversial
Any charter of the audit committee should reflect the or emerging areas for which there is a lack of authori-
forgoing authority. tative guidance or consensus; (3) the process used by
management in formulating particularly sensitive
Expected Roles in the Audit Process Prior to the Act accounting estimates and the basis for the auditor’s
The Report describes the board and its audit committee, the conclusions regarding the reasonableness of those
outside auditor and the internal auditor as the “three-legged estimates; (4) disagreements with management over
stool” responsible for soundness of an issuer’s financial the application of accounting principles, the basis for
reporting. Expressly under the Report and at least implicitly management’s accounting estimates, and the disclo-
under the Act, the board or its audit committee is the “first sures in the financial statements; and (5) any other
among equals,” in that it is to oversee and monitor the matters required to be discussed by SAS 61; "
financial reporting and auditing processes. e Discuss with the

outside auditors the
auditors’ independence,

including receiving the The Company’s
management is

The company’s management is expected to be principally
responsible for company accounting policies and the

preparation of the financial statements. This includes: . .
written disclosures and

¢ Maintaining a system of effective internal controls to the letter from the
: expected to be
be implemented by the internal auditor; independentaccoun- P ol
i rincipa A IS
® Maintaining books and records accurately reflecting ;arcllts req(linred Ig p bl pally resp
transactions from which financial statements can be dn sp;n erdlcset adn- 4 stole f OT.ComPa.nY
prepared in accordance with GAAP; and Nar i far andar accounting polzczes
o.1; :
e Preparing financial statements and related financial . . and the preparation
disclosures e Prior to finalizing and f th f il
' filing the Company’s 0 the Jjinancia
The outside auditor is expected to audit and provide Form 10-K annual Statements.
an opinion regarding the company’s overall financial report, review the
statements and to evaluate the company’s internal controls. selection, application
This includes: and disclosure of

critical accounting policies, be apprised of the evalua-
tive criteria used by management in their selection of
the accounting principles and methods, and if appro-
priate have proactive discussions with the company’s
senior management and the outside auditor about
critical accounting policies; '

e Testing by obtaining evidence supporting the amounts
and the disclosures made in the financial statements;

e Assessing the accounting principles used and estimates
made by management in its preparation of the finan-
cial statements; and
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e Make a recommendation to the board regarding
inclusion of the audited financial statements in the
company’s Form 10-K annual report'¢; and

e [ssue an audit committee report on the forgoing matters
and additionally stating the name of each member of the

audit committee for inclusion in the company’s proxy
materials at least once each fiscal year."”

Expansion of Roles Mandated by the Act

The Act changes or at least mandates certain roles of the
audit committee, management and the outside auditor:

The outside auditor
of a public reporting
company must be a
public accounting
firm registered with
the Public Company
Accounting Oversight
Board created by the
Act. To maintain
independence, the
outside auditor may
not simultaneously
provide to the
company certain
non-auditing services.

Internal controls. The CEO
and CFO are to be respon-
sible for:

e Designing, establishing
and maintaining internal
controls;

e Evaluating the effective-
ness of internal controls;

¢ Based on their evalua-
tions, reporting their
conclusions about the
effectiveness of internal
controls, including any
significant changes in
internal controls or in
other factors that could
significantly affect
internal controls subse-
quent to the date of their
evaluation, as well as any
corrective actions with
regard to significant
deficiencies and material
weaknesses; and

¢ Disclosing to the board of directors and the outside
auditor all significant deficiencies in the design or
operation of internal controls as well as any fraud,
whether or not material, that involves management or
other employees who have a significant role in the

internal controls.'®

Outside Auditor Independence. The outside auditor of a
public reporting company must be a public accounting
firm registered with the Public Company Accounting
Oversight Board created by the Act.” To maintain inde-
pendence, the outside auditor may not simultaneously
provide to the company any of the following non-auditing
services:

e Bookkeeping or other services related to the account-
ing records or financial statements of the audit client;

¢ Financial information systems design and
implementation;

e Appraisal or valuation services, fairness opinions, or
contribution-in-kind reports;

e Actuarial services;
e Internal audit outsourcing services;
e Management functions or human resources;

e Broker or dealer, investment adviser, or investment
banking services;

e Legal services or expert services unrelated to the
audit; and

e Any other service that the Board determines, by
regulation, is impermissible.?°

The lead (or coordinating) audit partner having primary
responsibility for the audit, or the audit partner respon-
sible for reviewing the audit, is to rotate at least once
during every five fiscal years of the company.” An auditor
may not perform any audit service for a public reporting
company if a CEO, controller, CFO, chief accounting officer,
or any person serving in an equivalent position for the
company, was employed by that auditor and participated in
any capacity in the audit of that company during the
preceding year.”

Evidence of Securities Violations and Breach of Fiduciary
Duty. Any attorney or firm, including a legal department,
whose practice consists of representing companies before
the SEC, is required to report to the chief legal counsel or
CEO any evidence, including an anonymous email or
memorandum, of a material violation of securities law or
breach of fiduciary duty or similar violation by the
company or any agent thereof. If the chief legal counsel or
executive officer does not take appropriate action, the
attorney is required to report the evidence to the audit

’ Page 6
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committee or another committee comprised solely
of directors not employed directly or indirectly by
the company.?

Ultimate Recipient of Reports and Other Communications.
The Act expands the oversight role of the audit committee
to become the ultimate recipient of numerous reports and
other communications, including:

¢ Information detected by or otherwise coming to the
attention of the outside auditor regarding an illegal act
by the company or its agents having an impact on
financial statements (whether or not perceived to have
a material effect)?* as well as information about related
party transactions not fully disclosed in financial
statements and any doubts about the ability of the
company to continue as a going concern;*

¢ Information regarding all services performed and
agreement to perform services for the company by the
outside auditor because all such services and agreements
are required to be approved by the audit committee;*

e Report by the outside auditor on (i) all critical ac-
counting policies and practices to be used; (ii) all
alternative treatments of financial information dis-
cussed with management, ramifications of the use of
such alternative disclosures and treatments, and the
treatment preferred by the registered public accounting
firm; and (iii) other material written communications
between the outside auditor and management, such as
any management letter or schedule of unadjusted
differences;*

e Complaints received by the company regarding
accounting, internal accounting controls, or auditing
matters, including expressly any anonymous submis-
sion by employees of concerns regarding questionable
accounting or auditing matters are to be received by
the audit committee or otherwise are to be received,
retained and investigated pursuant to procedures
established by the audit committee;*®

¢ Disclosures from the company’s CEO and CFO,
including (i) significant deficiencies in the design or
operation of internal controls and (ii) any fraud,
whether or not material, that involves management or
other employees who have a significant role in the
issuer’s internal controls;?

e Reports of the company's
CEO and CFO as part of
the certification require-
ments, including each of
their evaluations of the
effectiveness of the
company’s internal
controls and significant
changes in internal
controls or in other factors
that could significantly
affect internal controls
subsequent to the date of
their evaluations;*°

e Reports of any action
taken by any officer,
director or other person
acting under the direction
thereof to take any action
to fraudulently influence,
coerce, manipulate, or
mislead the outside
auditor in the perfor-
mance of an audit;*

e Reports from attorneys
representing the issuer of

Audit committees
become the ultimate
recipient of numerous
reports, including
reports from attorneys
representing the
issuer of any evidence
received by them of
material violations

of securities law or
material breaches

of fiduciary duty

not appropriately
responded to by the
company’s chief legal
officer or CEO.

any evidence received by them of material violations of

securities law or material breaches of fiduciary duty
not appropriately responded to by the company’s chief

legal officer or CEO;??

¢ Information from the outside auditor regarding
material correcting adjustments that have been identi-
fied by the auditor in accordance with generally

accepted accounting principles and the rules and
regulations of the SEC in order to assure compliance
by the company with its obligations for accurate
financial statements under new section 13(i) added by
the Act to the Securities Exchange Act of 1934;

¢ Information regarding off-balance sheet transactions,

arrangements, obligations (including contingent
obligations), and other relationships of the company
with unconsolidated entities or other persons, that
may have a material current or future effect on the

financial condition, changes in the financial condition,
results of operations, liquidity, capital expenditures,

November/December 2002

Page 7



Acreduld

capital resources, or significant components of rev-
enues or expenses in order to assure compliance by
the company with its obligations under new section
13(j) added by the Act to the Securities Exchange

Act of 1934.

Footnotes

! See new §3(a)(58) added by the Act to the Securities Exchange Act 1934.
2 See new §10A(m)(3) added by the Act to the Securities Exchange Act

1934.
3 See §407 of the Act.

* See item 7(e)(3) of Schedule 14A.
> See new §10A(m)(2) added by the Act to the Securities Exchange Act of

1934.
¢ bid.

7 See new §10A(m)(4) added by the Act to the Securities Exchange Act of

1934.

8 See new §§10A(m)(5) and (6) added by the Act to the Securities

Exchange
Act of 1934.

° See new §§10A(g), (h) and (i) added by the Act to the Securities

Exchange
Act of 1934.

0See new §10A(k) added by the Act to the Securities Exchange Act of

1934.

' See new §10A(b) added by the Act to the Securities Exchange Act of

1934.

12 See item 306 of Regulation S-K and item 306 of Regulation S-B.

13 Ibid.
' Ibid.

1> See SEC Release 34-45149 (December 12, 2001).

16 See item 306 of Regulation S-K and item 306 of Regulation S-B.
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participate in the preparation or issuance of, any audit report with respect
to a public reporting company.

20 See §10A(g) added by the Act to the Securities Exchange Act of 1934.

2 See §10A(j) added by the Act to the Securities Exchange Act of 1934.

22 See §10A(1) added by the Act to the Securities Exchange Act of 1934.

23 See §307 of the Act.

24 See §10A(b) of the Securities Exchange Act of 1934.
25 See §10A(a) of the Securities Exchange Act of 1934.
20 See §§10A(h), (i) and (m)(2) added by the Act to the Securities

Exchange Act
of 1934.

27 See §10(A)(k) added by the Act to the Securities Exchange Act of 1934.
28 See §10A(m)(4) added by the Act to the Securities Exchange Act of

1934.

2 See §302(a)(5) of the Act.
30 See §302(a)(5) of the Act.

31 See §303 of the Act.
32 See §307 of the Act.

...about the Sarbanes-Oxley Act, visit
www.bricker.com. Our Board & Executive Initiative
section provides a collection of articles dealing with
the Act. To access this section from our home page,
click on Attorneys & Services, then Board & Executive
Initiative, and then Corporate Governance.
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