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Here is a copy of part of the Conference Board Research Report

No 914, which I mentioned to you. It is in fact a 1988 not a 1990
document. It contains so much material that I think it ought to
be mandatory reading for members of your committee before we go
firm. Incidentally, I am not at all convinced by Andrew Hugh
Smith's argquments because I feel it would be perfectly possible to
define a break-point between plcs which should have audit
committees and those which need not.

I promised to let you have some comments on the 100 Group paper
with which we closed the meeting. These are as follows.

On the definition of corporate governance I suggest simply
“Corporate governance is the system by which companies are run".
The reason for this broad but simple formulation is not to exclude
all the external elements such as the market or banks or advisers
which do in practice affect immensely the way in which each
national machine operates. The word "system" includes both formal
and informal structures and relationships and is in my view
appropriate for another reason, viz that what we are concerned
with is indeed systemic inadequacy.

Turning now to the summary of recommendations in the paper on
3(ii), I would have added "so as to facilitate a better balance on
the board. The critical feature is that the board should in
practice be strong enough to stand up to the CEO when this is
necessary."”




My other amendment would be to Recommendation 5.43. An extra
sentence might be added which suggested *It should however become
a matter of regular practice that the chairman should make a
public third quarter statement to confirm his previous statements
or to shade them in whichever way then seemed desirable". The
point about this is to face up to the issue we all duck, viz that
chairmen ensure that the market is fed with information about
changes in prospects, usually in a surreptitious way through
analysts. This must be wrong in principle, however subtly it is
done, because it means giving the recipient privileged information.

As Hugh said he would like a note of my suggestions, I am copying
this letter to him.
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Statements of Duties and Procedures of the & Audit Committee

The following audit committee charters or statements of function were among the most complete and explicit of those provided

by cooperators in this report. Excerpts from many such statements are found throughout the body of the text.

An Energy Company

The board of directors hereby constitutes and establishes
an audit committee with authority, responsibility, and specif-
ic duties as described below.

Composition

The committee shall be comprised of three directors who
arc independent of management and operating executives.
Their terms shall be staggered so that the committce annu-
allyincludes a new member, and members with one and two
years of service. One of the members shall be appointed com-
mittec chairman by the chairman of the board of directors.

Authority

The audit committee is granted the authority to perform
each of the specific duties enumerated in this committee
charter and, upon the direction and approval of the board
of directors, to investigate any activity of the company;
however, the chairman of the board of directors may, from
time to time, appoint a select committee of independent direc-
tors to make specific investigation. All employees are directed
to cooperateas requested by members of the committee. The
committee is empowered to retain persons having special
competence as necessary to assist the committee in fulfill-
ing its responsibility. However, the committee will notify the
board of directors of such action and, if appropriate, reccive
board approval before procecding.

Responsibility

The audit committee is to serve as a focal point for com-
munication between noncommittee directors, the indepen-
dent accountants, internal audit, and corporate
management, as their duties relate to financial accounting,
reporting, and controls. The audit committee is to assist the
board of directors in fulfilling its fiduciary responsibilities

as to accounting policies and reporting practices of the com-
pany and all subsidiaries and the sufficiency of auditing rela-
tive thereto. It is to be the board’s principal agent in assuring
the independence of the corporation’sindependent accoun-
tants, theintegrity of management, and the adequacy of dis-
closures to stockholders. The opportunity for the
independent accountants to meet with the entire board as
needed is not be to be restricted, however.

Meetings

The audit committee is to meet at least three times per year,
and as many times as that committee deems necessary.

Attendance

Members of the audit committee are to be present at all
meetings. As necessary or desirable, the chairman may re-
quest that members of management, the director of inter-
nal audit, and representatives of the independent accountants
be present at meetings of the committee. B

Minutes

Minutes of each meeting are to be prepared and sent to
committce members and to directors who are not members
of the committee. If the secretary of the corporation has not
taken the minutes, they should be sent to him or her for per-
manent filing.

Specific Duties

The audit committee is to

1. Informthe independent accountants and management
that the independent accountants and the committee may
communicate with each other at all times; and the commit-
tee chairman may call a meeting whenever he deems it
necessary.

2. Review with the company’s management, independent
accountants, and director of internal audit, the company’s
general policies and procedures to reasonably assure the ade-
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¢ quacy of internal accounting and financial reporting
controls.
3. Have familiarity, through the individual efforts of its
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members, with the accounting and reporting principles
and practices applied by the company in preparing its
financial statements. Further, the committee is to make,
orcausetobemade, all necessary inquiries of manage-
ment and the independent accountants concerning es-
tablished standards of corporate conduct and
performance, and deviations therefrom.

. Review, prior to the annual audit, the scope and gener-

alextent of the independent accountants’ audit exami-

nation, including their engagement letter. The auditors’

fees aretobe arranged with management and annually

summarized for committee review. The committee’s

review should entail an understanding from the in-

dependent accountant of the factors considered by the

accountant in determining the audit scope, including:

¢ Industry and business risk characteristics of the
company;

* External reporting requirements;

¢ Materiality of the various segments of the company’s
consolidated and nonconsolidated activities;

* Quality of internal accounting controls;

* Extent of involvement of internal audit in the audit
examination;

¢ Other areas to be covered during the audit en-
gagement.

. Review the extent of nonaudit services provided by the

independent accountants in relation to the objectivity
-needed in the audit.

. Review with management and the independent accoun-

tants, upon completion of theiraudit, financial results

for the year prior to their release to the public. This

review is to encompass:

* The company’s annual report to sharcholders for
Form 10-K, including the financial statements, and
financial statement and supplemental disclosures re-
quired by generally accepted accounting principles
and the Securities and Exchange Commission;

¢ Significanttransactions not anormal part of the com-
pany’s operations;

* Changes, if any, during the year in the company’s ac-
counting principles or their application;

* Significant adjustments proposed by the independent
accountants.

. Evaluate the cooperation received by the independent

accountants during their audit examination, including
their access to all requested records,; data, and infor-
malion. Also, elicil the comments of management
regarding the responsiveness of the independent ac-
countants to the company's needs. Inquire of the in-
dependent accountants whether there have been any
disagreements with management whichif not satisfac-
torily resolved would have caused them toissue a non-
standard report on the company’s financial statements.
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8. Discuss with the independent accountants the quality
of the company’s financial and accounting personnel,
and any relevant recommendations which the indepen-
dent accountants may have (including those in their
“letter of comments and recommendations*). Topics
to be considered during this discussion include improv-
ing internal financial controls, the selection of ac-
counting principles, and-management reporting
systems. Review written responses of management to
the “letter of comments and recommendations” from
the independent accountants.

9. Discuss with company management the scope and
quality of internal accounting and financial report-
ing controls in effect.

10. Apprise the board of directors, through minutes and
special presentations as necessary, of significant de-
velopments in the course of performing the above
duties.

11. Recommend to the board of directors any appropriate
extensions or changes in the duties of the committee.

12. Recommend to the board of directors the retention or
nonretention of the independent accountants, and pro-
vide a written summary of the basis for the recommen-
dations.

A Food Company

The Audit Committer performs the function of monitor-
ing on behalf of the board ol directors the adequacy and ef-
fectiveness of the internal and external audit functions,
control systems, financial accounting anid reporting, and ad-
herence to applicable legal, ethical and regulatory require-
ments. The committee’s specific responsibilities include the
following:

A. Independent Public Accountants:

1. Recommend to the board the sclection of the in-
dependent public accountants for the annual au-
dit, giving consideration to independence,
effectiven=ss and cost.

2. Approve, in advance, the planned scope of the ex-
amination of the company’s financial statements
by the independent accountants.

3. Approve, in advance, non-recurring services o be
performed by the independent accountants.

4. Meet privately at least annually with the indepen-
dent accountantsto review the adequacy of the com-
pany’s internal controls, accounting policies and
procedures and the internal audit function.

B. Internal Audit, Accounting, and Reporting:

1. Review with management the adequacy of the com-
pany’s systems of internal control to provide
reasonable assurance that assets are safeguarded,
prescribed policies and procedures are followed and
transactions are properly recorded and reported.




2. Review and approve major changes in the duties and
responsibilities of the corporate controlier and the
company’s accounting policies, principles or
practices.

3. Review recommendations of the independent ac-
countants resulting from the audit to be sure that
appropriate actions are taken by management.

4. Review the activities, plans, responsibilities and
capabilities of the internal audit function.

S. Review with management and/or the independent
accountants any matter of disagreement between
management and the independent accountants.

6. Review with management the status of tax returns
and tax audits.

7. Review officers’ reimbursed expenses and perqui-
sites with regard to their proper reporting and ac-
counting,

C. Legal and Ethical Conduct, and Conflictsof Interest:
. 1. Review the company’s policies and practices related
to compliance with the law, ethical conduct and con-
flicts of interest, to be satisfied that such policies
are adequate and are adhered to by the company.
2. Review current or pending litigation involving the
company which may have a material financial im-
pact on the company or relate to matters entrusted

to the committee.

D. Security:
Review the company’s policies and practices related to
security of assets, information and key personnel to be satis-

fied that such policies are adequate and are adhered to by
the company.

E. Special Investigations:

Direct any special investigations concerning matters relat-
ing to the company’s financial statements, internal controls,
compliance with the law or business ethics.

The committee shall be available at all times to receive sug-
gestions, questions or recommendations from the indepen-
dent public accountants, the general auditor, the controller
or general counsel.

The committee will report to the full board in writing at
least annually on the activities and findings of the commit-
tee.

A Petroleum Company

RESOLVED, That the objectives of the Audit Comnimit-
tee are: .

1. to assist the board of directors in fulfillingits fiduciary
responsibilities relating to the company’s financial
reporting standards and practices,

2.todetermine the adequacy of and promote the compa-
ny’s continued emphasis on internal financial controls,

3. to maintain open, continuing and direct communica-
tion between the board of directors and both the com-

pany’sindependent public accountants and its internal
auditors, and )

4.toinstigate any special investigations of conflicts of in-
terest, and compliance with federal, state and local laws
and regulations, including the Foreign Corrupt Prac-
tices Act, as may be warranted, and be it further

RESOLVED, That the primary operating policies of the

Audit Committee are:

1. The Audit Committee shall be composed of three or
more outside members of the board of directors. Mem-
bers of the Audit Committee shall be appointed and re-
moved and the chairman of the committee shall be
elected by action of the non-employee members of the
board of directors.

2. The Audit Committee shall hold such meetings as
deemed necessary but shall endeavor to meet a mini-
mum of three times per calendar year. Minutes of all
committee meetings shall be taken and approved at sub-
sequent meetings.

3. Upon the request of the independent public accountants
or the company’s general auditor, the chairman of the
Audit Committee shall convene a meeting of the com-
mittee to consider any matters such auditors believe
should be brought to the attention of the committee,
directors or stockholders.

4. The Audit Committee has the authority to direct and
supervise an investigation into any matter, including the
authority to retain outside counsel or other professional
services, and be it further

RESOILVED, That the functions of the Audit Commitice

shall be to:

1. Recommend to the board of directors the selection,
retention and, when necessary, the termination and
replacement of the principal (and/or other) firm (or
firms) of independent public accountants (i.e., external
auditors) to examine the consolidated financial state-
ments of the company. .

2. Review with the principal external auditors their audit
plans and scope for the coming year and any non-audit
services performed or planned. The committee shall
review the compensation paid the external auditors for
all audit and other services performed.

3. Review with the external auditors the audit report and
their comments arising from the audit.

4. Review with the company’s general auditor theinternal
audit organization and the internal audit goals and plans
and discuss the findings and recommendations result-
ing from internal audits.--—-

5. Review with the company’s controller the responses
taken to the audit findings and the adequacy of the sys-
tems of internal financial control.

6. Review the company’s proxy statement and the annual
report to stockholders and to the Securities and Ex-
change Commission. )

7. Review with the company’s financial management on
a periodic basis any changes in accounting principles
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significantly affecting the company.

8. Review with the company’s financial management any
unusual, non-operating and/or non-recurring items and
the general quality of earnings reported by the company.

A Metals Company

The Audit Committee shall be responsible for reviewing
the adequacy of corporate financial reporting, accounting
systems and controls, security of data processing systems and
records, and the internal and external auditing functions. The
commiittee shall also maintain a direct and separate line of
communication between itself and theinternal and external
auditors. The committee shall consist of at least four mem-
bers all of whom shall be nonmanagement directors. One
committece member shall be selected as chairinan by the
Nominating Committee and approved by the board of direc-
tors. None of the committee members shall serve on the com-
mittee for more than four consecutive years; provided,
however, that a committee member may be reappointed to
the Audit Committee after a lapse of membership on the
committee for a period of at Jeast one year. The terms of the
committee members shall be established on a stagger basis
so that at lcast one new member is appointed to the commit-
tee at each annual meeting of-the board. The committee shall
meet at least three times annually and additional meetings
shall be held upon the call of the committee chairman. The
controller, manager-internal audit and a representative from
the external auditor shall attend each committee meeting.
The general counsel and secretary or alternate shall attend
meetings of the Audit Commitment for the purpose of
providing counsel and preparing minutes of the mectings and
performing other duties as required. Non-committee mem-
bers may be excused from attendance at any meeting or por-
tion of any meeting of the Audit Committee by the committec
chairman.

In order to accomplish its purpose, the committee shall
do the following:

1. a. Recommend to the board of directors each vear the
particular firm to be employed as external auditor
to examine and report upon the financial statements
of the company (hereinafter referred to as “external
auditor™).

b. Approve the appointment of other external audi-
tors employed for specific audit purposes other than
that listed in 1.a.

2. Meet with the external auditor prior to the commence-
ment of the annual audit examination each year and
discuss:

a. The adequacy of the scope of the audit.

b. The adequacy of the company’s accounting princi-
ples, policies, security and practices, and any contem-
.plated material changes thereto.

c. New developments in accounting principles or report-
ing practices which may materially affect the
company.
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d. The audit fees—but not to set same.

3. Revicew the scope of the internal audit programi to be

performed each year.

4. Review and approve non-audit activitics to be performed

by the external auditor prior to the commencement of
such activities. Also consider what effect, if any, said
activities will have on the external auditor’s in-
dependence.

5. Review all internal and external audit reports and any

written management responses thereto,

6. Review annually (a) the expense reports of the chair-

man of the board and chief executive officer, (b) asum-
mary report of expenses incurred by other executive
officers and (c) the use of the company aircraft by ex-
ecutive officers.
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7. Periodically review the following:

a. Conflict of interest statements.

b. Litigation in which the company is involved or may
become involved.

c. Questionable uses of corporate assets.

8. Prior to submitting the annual consolidated financial

statements to the board of directors for final approval,

review and discuss with the external auditor and com-

pany financial management:

a. The results of the completed annual audit,

b. The external auditor’s overall evaluation of the an-
nual financial statements.

c. Financial management’s overall evaluation of thean-
nual financial statements.

9. Discuss with external and internal auditors annually:

a. The adequacy of internal accounting controls and
procedures.

b. Suggestions for improvements in accounting, data
processing, financial and operating controls as ex-
pressed in the external auditor’s annual letter to
management.

c. The extent to which any previously identified con-
trol and procedural veaknesses have not been cor-
rected and the reasons why.

d. The adequacy of the company’s annual and interim
reporting practices and external auditor’s views con-
cerning the quality of reports (o sharcholders,

10. Review v.ith the externat auditor at least annually their

evaluation of the technical competence and adequacy
of the company’s financial department staff.

11. Examine and consider such other mattersinrelation to

the internal and external audits of the company’s ac-
counts and in relation to corporate accounting and
reporting matters as the committee may, inits own dis-
cretion, determine to be desirable.

12. Regular committee meetings shall be held as follows:

a. In April, prior to the beginning of the annual audit.

b. In August, after the completion of the annual audit
and the preparation of the annual consolidated finan-
cial statements.

c. In October, after completion of the external auditor’s



management letter and the company’s response
thereto.
13. Perform such other functions which from time to time
may be assigned to it by the board of directors.

N

An Energy Company

The Audit Committee (“the committee®), under delega-
tion of authority by the board of directors, shall (a) assist
the board of directors in the discharge of its fiduciary respon-
sibilities relating to the company’s accounting principles,
reporting practices and internal controls; (b) maintain a direct
line of communication with the company’s internal and ex-
ternal auditors, and assess their performance and (c) recom-
mend the appointment of ‘independent auditors for
consideration by the shareholders of the company.

Membership

The committec shall be comprised of aminimum of three
unaffiliated directors. The board of directors shall, at its an-
nual organizational meeting, appoint the chairman and,
when feasible, a minimum of one but not more than two new
members to the committee. Membership on the committee
should be rotaled periodically, the objectives of which shall
be twofold: e

1. To provide new perspectives for deliberation by the com-

mittee; and

2. Toaid inthe alleviation of the committee’s copious work

demands.

Duties and Responsibilities

A. Recommend tothe board of directors a firm of indepen-
dent auditors to be engaged by the company.

B. Review and approve the fee, scope and timing of the
audit and other related services rendered by the indepen-
dent auditor.

C. Review with the independent auditors, upon comple-
tion of their audit:

1. contents of their report;

2. adequacy of the company’s financial and auditing
personnel;

3. cooperation received during the audit;

. company resources used;

S. signilicant transactions outside of normal company
business;

6. changes in accounting principles and practices; and

7. significant proposed adjustments and recommenda-
tions for improving internal accounting controls,
principles or management systems.

D. Review the non-audit services provided by the indepen-
dent auditor.

E. Approvetheselection and/or discharge of the general
auditor and appraise his/her performance annually.

F. Review and approve the internal audit plan,

G. Review the highlights of significant internal audit find-
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ings and recommendations, and management’s
response thereto. o

H. Review the appropriateness and soundness of the com-
pany’s policies and practices with respect to internal
auditing, accounting and financial controls.

1. Review the company’s quarterly earnings, including the
impact of unusual items and changes in accounting
principles and estimates.

J. Review and approve the financial sections of the an-
nual report to shareholders, the SEC Form 10-K and
appropriate proxy material.

K. Review, appraise and report to the board of directors
existing difficulties and problems with regulatory agen-
cies which are likely to have a significant financial
impact.

L. Review compliance under the company’s business con-
duct policies. Periodically review these policies and
recommend to the board of directors changes which
the committee may deem appropriate.

M. Review the application of policies and procedures used
to handle various matters for which conflicts of interest
could arise in connection with the company’s master
limited partnership.

N. Periodically review the company’s financial and audit-
ing staff, accounting and auditing procedures and the
extent to which recommendations made by the inter-
nal audit staff or by the independent auditors have been
implemented.

0. Receive and review reports from the general counsel
relating to legal compliance.

Lines of Communication

The general auditor and the independent auditor shalt have
a direct line of communication to the committee and may
bypass management if deermed necessary. The general coun-
sel shall report directly to the committee with regard to legal
compliance. The committee may contact directly any em-
ployee in the company as it deems necessary, and any em-
ployee may bring before the committee matters involving
questionable, illegal or improper practices or transactions.

The committee shall report to the board of directors on
the fulfillinent of its duties under the mandate delegated to
it by the board of directors.

Meetings

The committee shall meet at least once each quarter and
at such other times as may be requested by its chairman.

Required meetings with the independent auditor are as
follows:

March Review the audit results, the auditor’s opin-
ion, the auditor’s perception of the adequacy
of the financial staff, and other observations.
Review the actual fees for the prior year and
the scope and estimated fees for the coming
year.

September
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November  Review significant management letter items.

Meeting Attendance

The following management representatives should attend
all meetings except executive sessions and private sessions
with the independent auditors:

Executive Vice President (Principal Financial Officer)

‘Senior Vice President, General Counsel

Corporate Comptroller

General Auditor

Other management representatives shall attend as
necessary.

Supporting Material and Agendas

The committee secretary (the general auditor) and the ex-
ecutive vice president shall prepare a tentative agenda and
circulate it among the Audit Committee members. The chair-
man of the committee has the final say regarding the agen-
da items.. -

The agenda and all materials to be reviewed at the meet-
ings should be in the hands of the Committee members at
least by the weekend preceding the meeting day.

The committee secretary should coordinate all mailings
to the committee mhembers, to the extent practicable.

A Savings and Loan Assoclation

1. Statement of Policy

Theboard of directors has oversight responsibilities to en-
sure the association maintains an adequate system of inter-
nal control and financial reporting, and is in compliance with
all applicable laws and regulations. Through this charter, the
board delegates certain duties and responsibilities to the Au-
dit Commitlee (Committee) to assist it in fulfulling these
responsibilities.

The primary responsbilities of the committee are to |} over-
see the association’s system of internal accounting control
and the financial reporting process, 2) review the internal au-
dit function, 3) select the association's independent auditors,
and 4) review all audit reports. These and other areas of
responsibility are described later in more detail.

To discharge its oversight responsibilities effectively, the
committee will maintain open linesof communication with
the chief financial officer, chief internal auditor, and with
the association’s independent auditors.

Theboard recognizesthat aninformed and vigilant audit
committee represents an effective influznce for ensuring ade-
quale internal controls and fair and complete financial
reporting. The members of the committee are expected to
discharge their duties with the same good faith, diligence,
care and skill expected of the other directors of the as-
sociation.

11. Organization and General

A. The committee shall be composed of notless than three
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and no more than five non-management directors.

B. The committee shall have a chairman, appointed by the
board of directors. The chairman shall conduct and pre-
side at each meeting of the committee. The committee
shall appoint asecretary who shall keep a record of the
committee’s proceedings.

C.The committee shall meet at least once each quarter
to review the financial statements, the activities and
reports of the internal auditor and the independent au-
ditor, and other matters requiring consideration by the
committee. The committee chairman may call other
meetings during the year as necessary.

D.The committee shall have the power to adopt its own
operating rules and procedures and to call upon as-
sistance from officers nd employees of the Association.

E . The committee shall report its activities to the full board
following each meeting of the committee to keep the
board informed of all committee activities and find-
ings on a current basis.

1II. Duties and Responsibilitics
A.Oversight of Internal Accounting Controls

The committee shall be responsible for overseeing the
association’sinternal accounting controls. These con-
trols should be designed to assure that assets are
safeguarded, transactions are authorized, and that
transactions are properly recorded. Senior manage-
ment, the chief internal auditor, or the independent ay-
ditorsmay becalled on to discussthe acounting control
system and changes thereto as may he needed,

13. Review of Internal Audit

1. The committee shall review the annual internal audit
plan with the chief internal auditor. The review shall fo-
cus on the scope and effectiveness of internal andit ac-
tivities and the department’s capacity to fulfill its
objectives. The committee shall inquire asto the extent
the planned audit scope can be relied upon to detect
fraud or weaknesses in internal controls.

2. The committee shall review all internal audit reports,
including management replies, and th= status of any cor-
rective actions taken by management.

3. The committee shall mect privately with the chief in-
ternal auditor at each meeting, and with the indepen-
dent aunditor at meetings, the independent auditor
presents the audit plan or presents audit findings.

4. The committee shall have fina) authority over the ap-
pointment and dismissal of the chiefl internal auditor.

C. Indcpendent Auditors

1.Management shall recommend to the committee the
selection, retention, or change in the association's in-
dependent auditor. The committee shall, alter duecon-
sideration of management's recommendations, make
the recommendation {o the board concerning the selec-




tion, retention or change of the independent auditor.
2.The independence of the independent auditor shall be

reviewed periodically with management and with the

independent auditor. To assist the committee, manage-

ment shallinform the committee of all plans to engage,
the independent auditor to perform management ad-

visory services or other non-audit services for the As-

sociation.

3.The committee shall meet with the independent audi-
tor prior to the audit examination to discuss the audit
plan, including the scope, staffing and timing of the au-
dit, extent of coordination with internal audit, and dis-
cussion of prior audit problems and consideration of
other problems that may be expected during the upcom-
ing audit.

4 .The committee shall meet with the independent audi-
tors subsequent to each audit to review any significant
auditing or accounting problems encountered during

. the audit, and the level of support provided by the as-
sociation’s accounting and internal audit staffs. Thein-
dependent auditor will aiso review with the committee
any audit findings concerning the adequacy of system
of internal controls and compliance therewith, includ-
ing the responses provided by management of any such
findings.

D. Oversight of Financial Reporting

1. The annual audited financial statements of the associ-
ation and each of the quarterly unaudited financial
statements shall be reviewed by the committee. The pur-
pose of the review shall be to evaluate the financial
reporting process to ensure that the financial statements
fairly present the financial position and results of oper-
ations of the association in accordance with generally
accepted accounting principles, consistently applied.
The committee shall inquire as to the following;:

» Significant variations in financial information be-
tween reporting periods.

* Changesinaccounting standards or rules promulgat-
ed by the Financial Accounting Standards Board or
Securities and Exchange Commission that have anim-
pact on the financial statements.

* Estimates made by management having a material im-
pact on the financial statements.

E. Other

2. The committee shall review annually management's
plan for determining compliance with the Corporate
Code of Conduct.

3. The committee shall help assure that the association
isoperating inaccordance with applicable laws, regula-
tory policies and guidelines as they relate to the func-
tions and responsibilities of the audit committee.

4. Where appropriate and indispensable to protect the as-
sets of the association and the interests of the stock-

holders, the committee shall have the authority to
engage adequate resources and have standing authori-
ty to initiate investigations, including the authority to
retain counsel or other outside experts.

5. Periodically review fees paid for external audit services.

A Savings Bank

Purpose: This document is to provide direction and
guidance to govern the activities of the Audit Committee
formed by resolution of the board of directors.

Scope: Itis the.intent of the board of directors to furnish
hereby a reference source concerning the basis of establish-
ing an Audit Committee and specifying the authority, com-
position, meeting requirements, primary functions, and
procedures for recording and reporting the activities of the
commilttee.

Basis: Federal Home Loan Bank Board Memorandum -
R 44, dated May 22, 1978, subject: “Audit Committees of
Boards of Directors.”

Authority: The intent of the board of directors is to have
the Audit Committee serve to monitor selected internal bank
affairs for the board. The committee is authorized to seek
facts, form opinions, report findings to the board, and, if
called for, make recommendations to the board for consider-
ation. The Audit Committee is not empowered to take ac-
tion, make decisions, or otherwise act for the board of
directors in any way affecting the operations of the bank.
The Audit Committee reports-to-the board and ultimately
to the stockholders.

Composition: The Audit Committee shall be comprised
of members of the board of directors appointed by resolu-
tion of the board. The Audit Committee shall have at least
three members. All directors shall be eligible to serve on the
Audit Committee except those directors who are employed
by the association in a management position.

Meetings: There is no intent to limit or control the num-
ber, location, or nature of the meetings held by the audit com-
mittee. However, the following guidelines are established:

a. The Audit Committee shall meet at least once each
quarter.

b. Normally, meetings should be held at the offices of the
bank.

c. The Audit Committee may have available at meetings
any operating personnel desired by the committee.
However, to provide support and information, the chair-
man of the board, president, vice president of lending,
marketing director, and the chief financial officer/con-
troller will be available to the committee upon request.

d. The Audit Committee, upon request, may have the in-
dependent auditors in-attendance at any meeting.

¢. The chairinan of the board of directors may be present
at any meeting.

f. By request to the chairman of the board prior to meet-
ings, the committee can have available any documents
or reports for reference or examination.
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Primary Functions: The Audit Committee is to assist the
board of directors by providing detailed examination and
monitoring of activities relating to the independent auditor,
internal controls, security, budgeting and financial report-
ing. To carry out these functions, the committee activities
are to include, but are not limited to, the following.

The committee assumes the board’s responsibility for
financial and internal control. This is not to imply that the
full board is absolved of financial responsibility, but only
that the Audit Committee bears the primary responsibility
for monitoring these areas and relating findings to the full
board.

Withrespect to the Audit Committee, the Audit Commit-
tee will:

a. Review the results of audits and activities of the inter-

nal auditor.

b. In consultation with senior management, recommend
the selection of the bank’s independent auditors to the
board.

¢. Review the scope of the yearly exam with the indepen-
dent auditors prior to the commencement of the audit.
Arcas that should be discussed are:

I. Time frame for the audit.

2. Special risk areas that will require special attention.

3. Independence of the auditors.

4. Fees for the audit.

5. Current accounting principles.

d. Review the complete audit report with the auditors af-
ter the audit. Areas that should be discussed are:

1. Time and/or fee variances.

2. Management letter reccommendations.

3. Whether or not management cooperated fully by
providing allinformation and explanations that were
requested.

4. Financial statement analysis.

5. Status of internal control.

c. Reporttothe board the result of the committee review,
with particular emphasis cnany items which are judged
to warrant special consideration by the board.

f. With respect to the annual Federal Home Loan Bank
examination, the Audit Committee will:

I. Review the final report from the FHLD.

2. Review management’s response to the final report.

3. Discuss with management any plans (if necessary)
to rectify problems noted in the report.

4. Report to the bank.

g. Review the nature and impact of any proposed changes
in accounting policies or principles, with particular em-
phasis on the effect of such proposals on financial state-
ments of the bank.

h. Review the proposed annual operating budget with the
managing officer and other appropriate operating per-
sonnel. Inform the board of the result of the commit-
tee’s review when the annual budget is presented to the
board for action.
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i. Each quarter, review with management the budget var-
iance analysis for the quarter and year-to-date. Report
to the board any significant information deemed ap-
propriate for board consideration.

j. With assistance as needed from the internal auditor, ob-
serve and monitor selected internal control measures
asdesired. Bring to the attention of the managing ofTicer
any item judged in need of improvement.

k. Monitor the adequacy of the security provisions and
procedures of the bank.

1. Upon request by the managing officer, provide detailed
interface knowledge to the board on a project, proposal
orreport deemed appropriateby the managing officer.

m. Review with senior management the annual stock-
holders report and each quarterly report prior to pub-
lication.

n. Review with management the bank’s insurance cover-
age on a semi-annual basis.

0. Review with management the data center’s independent
third party review annually.

p. Perform other projects that may be requested by the full
hoard, the chairman of the board, or the president.

Records and Reports: The Audit Committee will be re-
quired to maintain separate minutes. Theintent of the board
of directorsisto have the Audit Committee serve to monitor
sclected internal bank affairs for the board. The committee
is authorized 1o seek facts, form opinions, report findings
to the board, and, if called for, make recommendations to
the board for consideration. The Audit Committecis notem-
powered to take action, make decisions, or otherwise act for
the board of directors in any way affecting the operation of
the bank.

A Bank HoldIing Company
Preface

The principal recponsibilities of the Ayditing Committes
and th= Truyst Examining Committee, hereinafter referred to
asthe Committee, aretasatisfyitself on behalf of the board
of directorsastothe soundness of the asset position and the
accuracy and integrity of the financial reporting structure
of thecommittee and its subsidiaries, and to determine that
operations are conducted onan ethical basis and in compli-
ance with all applicable laws, rules and regulations. -

It should be noted that the committee is not primarily
responsible for the quality of credits or investments nor 2x-
pected (o correct any deficiencies in operations or financial
reporting. This responsibility rests with the management of
the corporation, who must take all necessary action to main-
tain the integrity of assets, operate the business consistent
with sound and proper practices, and take corrective action
when necessary.

The existence of the committee and the delegation to it
of certain powers and duties by the board of directors does




not relieve any individual member of the board of directors
from his responsibility to satisfy himself that the affairs of
the corporation are being properly conducted.

The minutes of all meetings of the committee together with
all supporting schedules and data received and reviewed by
the committee are available for examination by any direc-
tors upon request to the secretary of the committee. Subject
to this understanding, the manner in which the committee
will discharge its responsibilities is set forth in the following
paragraphs.

Independent Auditors

The committee will review and approve where appropri-
ate the following reports of the independent auditors:

(1) Reports on the limited review of unaudited quarterly

financial statements;

(2) A written summary submitted in advance of each

annual audit outlining the scope of such audit and the
- audit plan;

(3) The results of the annual audit, including all criticisms

and suggestions.

The committee will recommend to the board of directors
each year the retention or otherwise of the independent au-
ditors, and will review their fees for services.

Inthoseinstances where it is necessary to retain indepen-
dent public accountants other than the principal firm of pub-
lic accountants employed by the corporation to perform
auditing services (ordinarily overseas) the determination of
the scope of such audits, the fees to be paid, and the adminis-
trative relationship to be maintained with such public ac-
countants shall be the responsibility of the general auditor,
who shall keep the committee fully informed as to the find-
ings and recommendations of such public accountants. Selec-
tion and retention of such public accountants for the
conducting of such dudits shall be the joint responsibility
of the general auditor and the executive vice president-world
banking, as approved by the committee.

Internal Auditing and Credit Examining

The committee will review on a quarterly basis the inter-
nal reports of the chief credit examiner and of the general
auditor with the understanding that any unusual happen-
ings in areas under their respective jurisdictions will be
brought to the immediate attention of the committee. All
such internal reports will be transmitted to the committee
with an appropriate covering letter of transmittal summariz-
ing the activities reviewed and noting any adverse trends, defi-
ciencies, or evidence of deterioration in either the accounting
and control structures of the corporation, or in the policies
and practices governing the extension of credit.

The committee will concurin the selection, retention, and
compensation of the chief credit examiner and the general
auditor, the nature of the work to be performed, and the size
and adequacy of their respective staffs.

Outside Examining Agencies

Members of the committee will be furnished immediate-
ly upon receipt with a copy of all examinations/audit reports
from the Comptroller of the Currency, Federal Reserve Bank,
Federal Deposit Insurance Corporation, state banking
departments, and any other regulatory authorities with juris-
diction in the area of the committee’s responsibilities. See
exception below.

The committee will review all such reports promptly and
will be furnished with copies of management acknowledg-
ment and responses on a timely basis where such is required.
The monitoring of such responses is the responsibility of the
general auditor, who shall report at each meeting of the com-
mittee as to the current status of any reports requiring
response where such response has not been made.

Major reports normally reviewed in this category include
the following:

Area Examined Examining Agency
Comptroller of the

Principal Subsidiary Bank Currency

International (World

Banking) -

Electronic Data Processing "

Consumer Credit "

Foreign Offices "

Trust Division "

Parent Corporation Federal Reserve Bank

International Bank "

Copies of examination/audit reports of agencies other
than those detailed above need not be sent to members of
the committeeif in the judgment of the general auditor they
contain no material adverse criticisms or significant recom-
mendations. Insuch instances the general auditor will make
suitable reference to the receipt of such examinations/audit
reports in his next quarterly written report to the committee.

Other Reports to be Furnished to the Committee:

Within 90 days of the close of each fiscal year, or within
90 days of June 30 in each year, the committee will be fur-
nished with a detailed report of the following:

(1) A schedule of all loans and commitments to directors
and companies affiliated with directors showing the
amount, rate, repayment -schedule, and collateral ap-
plicabletosuchloans and commitments asof the end
of each fiscal year (6/30).

(2) Alist of allloans/commitments of the bank of $5 mil-
lion or more and of the mortgage company of $2 mil-
lion or more (6/30).

(3) A schedule of all loans or securities sold with liability
to repurchase all or any part, or with recourse in any
way to the bank, the mortgage company, and the credit
company (12/31).
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(4) A schedule of all loans to officers of other banks in
excess of $100,000 showing the amount, rate, repay-
ment schedule, and collateral applicable to such loans.

(5) A schedule of all loans other than those reported in
(4) above in excess of $100,000 secured by the stock of
other banks showing the amount, rate, repayment
schedule, and collateral applicable to suchloans (6/30).

(6) Copies of the statement of indebtedness given to the
national bank examiners by each executive officer of
the bank.

(7) A schedule of all travel and expense accounts of ex-
ecutive officers and directors, and of any other officers
where the annual amount exceeded $10,000, listed as
to name, title, and amount.

(8) A detailed schedule showing the composition of “Other
Assets” and “Other Liabilities” (12/31).

(9) A detailed schedule of letters of credit issued for any
amount in excess of $100,000 for any purpose other
than the short term financing of the self-liquidating
movement of tangibles (6/30).

All such schedules will be furnished to the committee with

a covering letter of transmittal from an appropriate senior
" office of the bank, parent corporation, or other subsidiary
as may be applicable.

Other Areas Reviewed:

The committee will review policies and procedures applica-
ble to the following areas:
(1) Integrity of electronic data processing systems and fa-
cilities
(2) Foreign exchange operations and controls
(3) Conduct of overseas operations
(4) Wire transfer

Compliance with Policies:

The Comptroller of the Currency requires written poli-
cies to be established by the Bank and approved by the board
of directors covering the following areas:

(1) International loan portfolio management

(2) Foreign exchange

(3) Due from foreign banks

(4) Loan policies and procedures

(5) Reserve for possible loan losses

(6) Investment portfolio management

(7) Bank dealer activities

(8) Liquidity, asset and liability management

Any significant deviation from, violation or exception to
such established policies coming to the attention of any ex-
ecutive officer, the general auditor; or the chief credit ex-
aminer shall be promptly reported to the committee by letter
addressed to the secretary.

Pending Litigation

Within 90 days of the close of each fiscal year, the com-
mittee will be furnished with a letter from the executive vice
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president and general counsel summarizing the status of any
material pending or threatened litigation, claims and assess-
ments. This letter shall include as an attachment a similar
letter addresses by the chiefl outside counsel of the bank to
the independent public accountants, and will elaborate and
,supplement such letter to the extent necessary.

Compliance with Law

Within 90 days of the close of each fiscal year the execu-
tive vice president and general counsel of the bank, the secre-
tary of the bank, and the secretary of the parent corporation
will each furnish a letter addressed to the committee stating
that to the best of their knowledge and belief the bank, the
corporation, and other major subsidiaries are in compliance
with all applicable laws, rules, and tegulations.

Standards of Business Conduct

The committee will review annually the written policies
of the corporation and its subsidiaries applicable to conflict
of interest and to the ethical and legal conduct of business
as to their adequacy and proper dissemination.

Authorizations

The committee is authorized and empowered by and on
behalf of the board of directors to acknowledge by the sig-
nature of its members the receipt and review of all reports
from supervisory authorities where such acknowledgement
is permitted by law.

Meetings

The commiittee will meet not less frequently than quart-
erly and as frequently as necessary to perform its duties,

Implementation of Recommendations and Instructions

Copies of minutes of all meetings will be furnished hy the
secretary to the chairman of the parent corporation and to
the president of the bank. It will be their respansibility to
initiate any action necessary (o be responsive to recommen-
dations and to comply withinstructions which may b= reflect-
ed in said minutes.

Reports to the Board of Directors

(1) In order to insure that the board of directors is fully
informed on a timely basis concerning the activities
of the committee, the chairman of the committee will
report to the board at the next regular board mecting
following any meeting of the committes, and a copy
of the minutes of such meeting will be included in the
book of exhibits regularly furnished to the board.

(2) A copy of the complete report of all examinations made
by the Officer of the Comptroller of the Currency and
the Federal Reserve Bank will be mailed to each mem-
ber of the committee at the time it is received by the
bank and it will be reviewed by the committee at its
next mecting.




(3) A copy of the covering letter of such examinations,
directed to the board of directors, will be mailed to each
director at the same time as the full report is mailed
to members of the committee and directors will be in-
formed that a copy of the full report is available for
their review in the office of the secretary of the com-
milttee.

(4) At the board meeting following receipt of the report,
the chairman of the committee will review the letter
and any other significant comments in the report which
were not included in the covering letter. Management
will likewise comment on the anticipated course of ac-
tion in the event there are any significant criticized
items.

A Bank Holdlng Company

RESOLVED that the Audit Committee of the Board of
Directors perform the following functions:

(1) Receive periodic reports from management, the in-
dependent auditors, or the internal auditors, assess-
ing the impact of material and significant regulatory
changes and accounting developments;

(2) Review the corporation’s consolidated annual finan-
cial statements with the independent auditors and
management;

(3) Review, in consultation with theindependent auditors,
the results of their audit of the corporation, the report
of such audit, any related management letter, and
management’s response to recommendations made by
the independent auditors in connection with the au-
dit, and appraise the effectiveness of such external
audit;

(4) Receive and review reports and management letters of
independent accountants on all major subsidiaries;

(5) Review and approve the independent auditors’ fees, and
theindependence of such auditors, and determine that
not restrictions are being placed by management on
the scope of their examination;

(6) Review and approve the appointment or reappoint-
ment, as the case may be, of the firm recommended
by management to be employed by the corporation and
its major subsidiaries as their independent auditors;

(7) Receive and review verbal and/or written reports from
the Audit and/or Examining Commiittees of all major
subsidiaries;

(8) Review reports of examinations by agencies having
regulatory authority with respect to the corporation
and/or its major subsidiaries, and evaluate manage-
ment’s responses thereto;

(9) Review litigation involving the corporation, including
major litigation involving its subsidiaries;

(10) Prepare reports as necessary, but in any event at least
annually, summarizing the work done by the commit-
tee in performing the functions set forth above.

An Electric Utllity Company

Purpose

The primary purpose of the Audit Committee shall be to
establish and maintain continuing communications between
the board and the company’s independent auditors, inter-
nal auditors and members of financial management. The
committee shall have unrestricted access to, and shall be
authorized to communicate directly with, each of these
groups. The executive vice president and chief financial .
officer, the treasurer, the comptroller and the manager, in-
ternal auditing shall serve as the primary liaisons between
the Audit Committee and the company.

Functions

1. The Audit Committee shall be responsible for review-
ing the proposed scope of the annual year-end audit
with the independent auditors before they begin their
examination to determine that management has im-
posed no restrictions and that problem areas will get
special attention.

2.The Audit Committee shall review the results of the
annual year-end audit with the independent auditors
to determine whether the auditors are satisfied with
the financial statements and related disclosures. At the
same time, the comnmittee shall obtain sufficient infor-
mation about the examination to enable it to respond
to inquiries by the full board. The board shall rely upon
the Audit Committee to recommend whether the finan-
cial statements should be approved for inclusion in the
annual report.,

3. The Audit Committee shall consider the nature of the
auditors’ report letter and, in situations where other
than an unqualified reportiscontemplated, obtain a
complete explanation. The committee shall ascertain
that the auditors were not restricted in performing their
examination. The Audit Committee shall receive ex-
planations for significant adjustments proposed but
notrecorded and adjustments recorded but not previ-
ously contemplated. The Audit Committee shall de-
termine whether there have been any disagreements
that have not been resolved to the satisfaction of either
management or the independent auditors. The com-
mittee shall be responsible for obtaining all relevant
information about the audit and communicating it in
a meaningful manner to the full board.

4.The Audit Committee shall familiarize itself with the
company'’s internal controls and ascertain that the in-
dependent auditors’ recommendations to management
have been adequately considered and properly im-
plemented.

5.The Audit Committee shall review contemplated
changes in accounting policies and accounting, report-
ing and auditing proposals promulgated by regulato-
ry and professional bodies. It shall also ascertain the
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nature and adequacy of company policies on political
contributions, conflicts of interest and compliance with
federal, state or local laws and regulations.

6. The Audit Committee shall be responsible for nominat-
ing the independent auditors and for recommending
their termination. In considering nominations for in-
dependent auditors, the committee shall be sensitive
to management’s special needs, if any, and prior ex-
perience with auditing firms.

7.The Audit Committee shall review the scope of non-
audit services performed or to be performed by the in-
dependent public accountants, as well as the related
fees, and consider the possible effect that the non-audit
services could have on the independence of the ac-
countants.

8.The Audit Committee shall receive its authority from
and report directly to the full board and shall operate
with a minimum of restraints.

9. The Audit Committee’s role shall be to review and ad-
vise'but not to make decisions. The committee shall
demonstrate a constructive, supportive and advisory
approach.

10. The Audit Committee shall be a standing committee
and it shall consist of threc outside (i.e., non-employee
or independeént) directors. '

11. The chairman of the Audit Committce shali be respon-

“sible for developing an agenda of the mceting suffi-
ciently in advance of the mecting to permit all parties
to prepare for the matters under consideration. The
agenda shall be developed after consultation with the
company’s independent auditors, internal auditors and
members of financial management. The manager, in-
ternal auditing shall provide necessary support to the
chairman of the audit committee for compiling, typ-
ing and distributing the agenda and other itemsto the
members and other attendees. When possible, reports
on agenda topics shall be distributed well hefore the
meetings to allow committee members to prepare them-
selves better and participate on a more informed basis.

12. Normally, the Audit Committee shall meet jointly with
the company’s independent auditors, internal auditors
and members of financial management. Other mem-
bers of management shall attend me=tings of the Au-
dit Committee only when requested by the chairman
of the Audit Committee. The Audit Committee may
meet with any of these groups individually where they
believe the discussion might be inhibited if any mem-
bers of the other groups were present or for any other
reason deemed appropriate.

13. Minutes of the Audit Committlee meetings shall be pre-
pared in draft form by the manager, internal auditing
for review and approval of the chairman of the Audit
Committee. Approved minutes of the meetings of the
Audit Committee shall be distributed to all members

of the Audit Committee within fifteen days after the
subject meeting.
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14. As requested, the company shall provide staff support
for the Audit Committee. Requests for such staff sup-
port shall be made to the manager, internal auditing.

Activities

The Audit Committee shall hold a minimum of three meet-
ings each year. One meeting shall be held in February at the
completion of the annual year-end audit and before the an-
nual report is released. Another regular meeting shall be
scheduled in May to discuss internal audit activitics and other
matters. Additional meetings may be scheduled as required
at any timne during the year.

A Retailing Company

Function

To assist the board of directors in fulfilling its fiduciary
responsibility relating to the accounting, financial, and
reporting policies and practices of the'corporation and its
monitoring of employee benefit plans, and to ensure that the

corporation’s standards of business conduct and ethics are -

being observed. These functions will be accomplished by:
¢ Encouraging management to install and maintain com-
prehensive systems of internal control that are designed
to: aid in the prevention or detection of deviations from
the corporation’s policies; provide reasonable assurance
that assets are safeguarded from unauthorized use or
disposition; ensure that the resulting books or records
are reliable for the preparation of financial statements
or other uses;
¢ Reviesing new (or changesto existing) financial and ac-
counting policies and practices;
Monitoring reported results of operations and financial
position;
Ensuring that vigorous, objective audit programs are
conductad in the preceding areas by both the indepen-
dent external auditors and the internal auditors.

Duties

1. Accounting and Reporting
Review and authorize proposals by management for nos
(or changes to existing) policies and practices. Peview
annual publicly reported earnings and majnr underly-
ing issues such as reserves, LIFO adjustments, ete;
Review the annual shareholders and 10-K reports. Meet
privately with the corporate controller at l=ast annual-
ly to solicit comments.

2. Independent External Audit
Review management's annual recommendation for ap-
pointment of the independent external auditor and make
recommendation to the board. Review and approve pro-
posed audit scope for adequacy of coverage. Revies and
approve non-audit services performed by the indepen-
dent external auditors for potential impact on their in-
dependence. Review results of the audit from a financial




point of view and solicit auditor concerns. Review the
imrdependent auditor’s letter report relating to status of
internal controls and other matters they deem appropri-
ate. Obtain management’s response and corrective ac-
tion plan. Meet privately with the independent auditors
at least annually to solicit comments. Review manage-
ment’s evaluation of the independent auditor’s audit per-
formance. .

3. Internal Audit

Review and approve the annual corporate-wide inter-
nal audit plan for adequacy of coverage and coordina-
tion with the independent external auditors. Review
results of the internal audit effort on an annual basis
or more frequently when warranted by specific audits.
Meet privately with the corporate chief auditor at least
annually to solicit comments.

4. Employee Benefit Plans

Review and evaluate the annual reports of the Plan In-
vestment Committee and Plan Administrative Commit-

tee. Review and evaluate management’'s recommended
appointments to the Plan Committees and make recom-
mendations to the board. Review and evaluate manage-
ment’s recommended appointments of plan actuary and
trustees and make recommendations to the board.
Review and evaluate Plan Committees’ recommenda-
tions to the board of substantive plan changes and plan
contributions.

. Other

Obtain and review an annual report from the corporate
general counsel on litigation and other matters. Review
and monitor the Conflicts of Interest program conduct-
ed by the corporate general counsel. Obtain an annual
report on the tax and insurance status of the corpora-
tion. Review the results of the annual audit of officer
and director expenses and perquisites conducted by the
independent external auditors and internal auditors.
Report to the full board of directors on all matters
deemed of interest to them.
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