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and accountable to shareholders, is the focal point of the corporate
governance system. The audit committee, composed of members of the
board of directors, plays a critical role in providing oversight over and
serving as a check and balance on a company's financial reporting system.
The audit committee provides independent review and oversight of a
company's financial reporting processes, internal controls and independent
auditors. It provides a forum separate from management in which auditors
and other interested parties can candidly discuss concerns. By effectively
carrying out its functions and responsibilities, the audit committee helps to
ensure that management properly develops and adheres to a sound system
of internal controls, that procedures are in place to objectively assess
management's practices and internal controls, and that the outside
auditors, through their own review, objectively assess the company's
financial reporting practices.
Since the early 1940s, the Commission, along with the auditing and
corporate communities, has had a continuing interest in promoting effective
and independent audit committees. 18 It was largely with the Commission's
encouragement, for instance, that the SROs first adopted audit committee
requirements in the 1970s. 19 Over the years, others have expressed
support for strong, independent audit committees, 20 including the National
Commission on Fraudulent Financial Reporting, also known as the Treadway
Commission, 21 and the General Accounting Office. 22
In 1998, the NYSE and the NASO sponsored a committee to study the
effectiveness of audit committees. This committee became known as the
Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit
Committees {the "Blue Ribbon Committee"). In its 1999 report, the Blue
Ribbon Committee recognized the importance of audit committees and
issued ten recommendations to improve their effectiveness. 23 In response
to these recommendations, the NYSE and the NASO, among others, revised
their listing standards relating to audit committees, 24 and we adopted new
rules requiring disclosure relating to the functioning, governance and
independence of corporate audit committees. 25 Beginning last year, at the
Commission's request, 26 the NYSE and the NASO again reviewed their
corporate governance standards, including their audit committee rules, in
light of several high-profile corporate failures, and have proposed changes
to their rules to provide more demanding standards for audit committees. 27
Recent events involving alleged misdeeds by corporate executives and
independent auditors have damaged investor confidence in the financial
markets. 28 They have highlighted the need for strong, competent and
vigilant audit committees with real authority. 29 In response to the threat to
the U.S. financial markets posed by these events, Congress passed, and the
President signed into law on July 30, 2002, the Sarbanes-Oxley Act. The
Sarbanes-Oxley Act mandates sweeping corporate disclosure and financial
reporting reform to improve the responsibility of public companies for their
financial disclosures. This release is the most recent of several that we
have issued to implement provisions of the Sarbanes-Oxley Act. 30
Under new Exchange Act Rule lOA-3, SROs will be prohibited from listing
any security of an issuer that is not in compliance with the following
standards, as discussed in more detail in this release:
• Each member of the audit committee of the issuer must be
independent according to specified criteria;
• The audit committee of each issuer must be directly responsible for
the appointment, compensation, retention and oversight of the work
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