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What contemporary standards of the duty of care permit to the large corporation – hierarchies of authority and both vertical and horizontal differentiation of board functions – new legal regimes and practice now mandate and implement.  

The story begins with the internal corporate auditing process, whose new form has its mandatory basis in the recordkeeping and internal-controls requirements of the Foreign Corrupt Practices Act of 1977.  It requires firms to “devise and maintain a system of internal accounting controls sufficient to provide reasonable assurances that…transactions are recorded as necessary (a) to permit the preparation of financial statements in conformity with generally accepted accounting principles…, and (b) to maintain accountability for assets.”

This led to the Audit Committee’s review of these systems.  Consider what the typical Handbook of Accounting and Auditing suggests for that review:

-- on audit scope:
“Have you [the internal auditors] identified possible changes in the character of our business?  How have they affected your audit approach or scope? To what extent will you rely on the company’s systems of internal controls in conducting your examination?  Explain how your audit would uncover any material (and, perhaps, less-than-material) defalcations or fraudulent financial reporting, questionable payments, or violations of laws or regulations? What areas of the audit deserve special attention by the audit committee, and why?”

-- on financial statements:
“How do the company’s reporting practices and disclosures compare with those of other companies in our industry?  Are any of our operations incurring a loss/ Were there any disagreements between management and the auditors about accounting, auditing, and reporting matters?”

-- on audit results:
“Why and in what specific ways was your audit approach modified from the plan you discussed with us? Did any improprieties come to your attention during the course of your examination? If so, how were they resolved?” 
Consider next what communications these typical training manuals expect the external auditors to make to the Audit Committee:

· the implications arising from the audit, both those that have been reflected in the financial statements and those that have not;

· all instances, including those that have been satisfactorily resolved, in which the auditor and management disagreed about matters that, individually or in the aggregate, could be significant to the entity’s financial statements or the auditor’s report;

· any serious difficulties encountered that the auditor considered detrimental to the effective completion of the audit.
Consider, finally, the view, already 15 years old, of the Treadway Commission that the external auditors should report to the Audit Committee any “material weakness” [n.b.: a lower threshold than “materially affect”]; i.e., any “condition in which either the design or the operation of the specific internal control structure elements do not reduce to a relatively low level the risk [of] errors or irregularities….”

Question: Does this heightened mutual duty to communicate between these two bodies make the auditor more an agent of the committee and board than was previously the case?

Conclusion:  Two different drives have merged into one.  On the side of corporate governance, the effort to escape the dominance of the CEO institution has led to the Audit Committee as a deus ex machine.  On the side of the accounting profession, it has had to carry the audit process into new territory.  This may create an expectation gap between the formal legal responsibility of external auditors and the new functions imposed on or expected of them.  On the corporation’s side, it may create a similar gap between the new rigorous norms of directorial duty and the older, non-rigorous oversight function a board of directors originally operated under.
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