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              I.  Background and Overview of the New Rule and Amendments
                  In this release, we implement Section 10A(m)(1) of the Exchange Act,13 as

                  added by Section 301 of the Sarbanes-Oxley Act of 2002 (the

                  "Sarbanes-Oxley Act"),14 which requires us to direct, by rule, the national

                  securities exchanges15 and national securities associations16 (or "SROs") to

                  prohibit the listing of any security of an issuer that is not in compliance with

                  several enumerated standards regarding issuer audit committees 

                  Accurate and reliable financial reporting lies at the heart of our

                  disclosure-based system for securities regulation, and is critical to the

                  integrity of the U.S. securities markets. Investors need accurate and

                  reliable financial information to make informed investment decisions.

                  Investor confidence in the reliability of corporate financial information is

                  fundamental to the liquidity and vibrancy of our markets. 

                  Effective oversight of the financial reporting process is fundamental to

                  preserving the integrity of our markets. The board of directors, elected by

                  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. 

                  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. 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. 

Under new Exchange Act Rule 10A-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

                       of any registered public accounting firm engaged for the purpose of

                       preparing or issuing an audit report or performing other audit, review

                       or attest services for the issuer, and each such registered public

                       accounting firm must report directly to the audit committee; 

                       Each audit committee must establish procedures for the receipt,

                       retention and treatment of complaints regarding accounting, internal

                       accounting controls or auditing matters, including procedures for the

                       confidential, anonymous submission by employees of the issuer of

                       concerns regarding questionable accounting or auditing matters; 

                       Each audit committee must have the authority to engage independent

                       counsel and other advisors, as it determines necessary to carry out

                       its duties; and 

                       Each issuer must provide appropriate funding for the audit committee.

                  With the exceptions specified below, listed issuers must be in compliance

                  with the new listing rules by the earlier of (1) their first annual shareholders

                  meeting after January 15, 2004, or (2) October 31, 2004. Foreign private

                  issuers and small business issuers33 that are listed must be in compliance

                  with the new listing rules by July 31, 2005. 

                  In addition, the final rule amendments make several changes to our current

                  disclosure requirements regarding audit committees. 

             II.  Discussion

                  Under Section 3(a)(58) of the Exchange Act,34 as added by Section 205 of

                  the Sarbanes-Oxley Act, the term audit committee is defined as: 

                       A committee (or equivalent body) established by and amongst the

                       board of directors of an issuer for the purpose of overseeing the

                       accounting and financial reporting processes of the issuer and audits

                       of the financial statements of the issuer; and 

                       If no such committee exists with respect to an issuer, the entire

                       board of directors of the issuer. 

                  Accordingly, an issuer either may have a separately designated audit

                  committee composed of members of its board or, if it chooses to do so or if

                  it fails to form a separate committee, the entire board of directors will

                  constitute the audit committee. If the entire board constitutes the audit

                  committee, the new SRO rules adopted under Exchange Act Rule 10A-3,

                  including the independence requirements, will apply to the issuer's board as

                  a whole. 

                  A.  Audit Committee Member Independence

                  1. Scope of the Requirement

                  As early as 1940, the Commission encouraged the use of audit committees

                  composed of independent directors. An audit committee comprised of

                  independent directors is better situated to assess objectively the quality of

                  the issuer's financial disclosure and the adequacy of internal controls than a

                  committee that is affiliated with management. Management may face

                  market pressures for short-term performance and corresponding pressures

                  to satisfy market expectations. These pressures could be exacerbated by

                  the use of compensation or other incentives focused on short-term stock

                  appreciation, which can promote self-interest rather than the promotion of

                  long-term shareholder interest. An independent audit committee with

                  adequate resources helps to overcome this problem and to align corporate

                  interests with those of shareholders. 

                  Our final rules enhance audit committee independence by implementing the

                  two basic criteria for determining independence enumerated in Section

                  10A(m) of the Exchange Act, which are discussed in more detail below.

                  As noted in the Proposing Release, in seeking to ensure appropriate levels of

                  independence, we recognize that SROs currently restrict additional business

                  or personal relationships. Further, several SROs are seeking significant

                  improvements to tighten these requirements, in particular in the additional

                  listing standards that are currently under consideration. We fully support

                  the goals the SROs are trying to achieve through these ongoing efforts, and

                  we are firmly committed to working with the SROs to ensure the success of

                  these proposals. 

                  2. Advising, Consulting or Compensatory Fees

                  As for the two criteria for independence in Exchange Act Rule 10A-3, the

                  first is that audit committee members are barred from accepting any

                  consulting, advisory or other compensatory fee from the issuer or any

                  subsidiary thereof, other than in the member's capacity as a member of the

                  board of directors and any board committee. This prohibition will preclude

                  payments to a member as an officer or employee, as well as other

                  compensatory payments. 

                  To prevent evasion of the requirement, disallowed payments to an audit

      committee member includes payments made either directly or indirectly. In                      

      addition, we believe that payments for services to law firms,

                  accounting firms, consulting firms, investment banks or financial advisory

                  firms in which audit committee members are partners, members, executive

                  officers or hold similar positions, as discussed in more detail below, are the

      kinds of compensatory payments that were intended to be precluded by                                       

      Exhange Act Section 10A(m). The final rules, therefore, mandate that indirect  

      acceptance includes payments accepted by an entity in which such member is  

      a partner, member, officer such as a managing director occupying a  

      comparable position or executive officer, or occupies a similar position  

      (except limited partners, non-managing members and those occupying similar  

      positions who, in each case, have no active role in providing services to the  

      entity) and which provides accounting, consulting, legal, investment banking  

      or financial advisory services to the issuer or any subsidiary. 

To clarify application of the prohibition, the final rule specifies that the    

prohibition covers accounting, consulting, legal, investment banking or  

financial advisory services. Other commercial relationships are not covered by  

the final rule, although, as previously discussed, we expect that SROs will 

contain restrictions on additional services and activities in their own listing

                  standards. For example, the prohibitions in Exchange Act Rule 10A-3 do

                  not include non-advisory financial services such as lending, check clearing,

                  maintaining customer accounts, stock brokerage services or custodial and

                  cash management services. Further, the final rule relates only to

                  requirements for audit committee membership. They do not affect the ability

                  of a director associated with an entity that provides such services to a

                  listed issuer from otherwise serving on that issuer's board of directors, again

                  to the extent other SRO rules permit such relationships. 

                  In response to [some] concerns, we have clarified that the list of covered

                  positions includes partners and members (except for limited partners,

                  non-managing members and those occupying similar positions who, in each

                  case, have no active role in providing services to the entity), officers such

                  as managing directors occupying a comparable position and executive

                  officers (to address organizations that do not have partners and members)

                  and others occupying a similar position. 

                  The final rule, like our proposal, applies the prohibitions only to current

                  relationships with the audit committee member and related persons. They

                  do not extend to a "look back" period before appointment to the audit

                  committee, although we expect the SROs to require such periods in their

                  own listing standards. 

                  In the Proposing Release, we requested comment on whether we should

                  explicitly clarify whether the prohibition on "compensatory fees" excludes

                  compensation under a retirement or similar plan in which a former officer or

                  employee of the issuer participates. Many commenters supported such a

                  clarification. We believe such a clarification is appropriate particularly

                  given that the rules apply only to current relationships, especially where the

                  retirement compensation received is for prior service and is not contingent

                  in any way on continued service. Accordingly, the final rule specifies that,

                  unless an SRO's listing rules provide otherwise, compensatory fees do not

                  include the receipt of fixed amounts of compensation under a retirement

                  plan (including deferred compensation) for prior service with the listed issuer

                  (provided that such compensation is not contingent in any way on

                  continued service). 

                  Exchange Act Section 10A(m) prohibits the receipt of "any" consulting,

                  advisory or compensatory fees. While the Sarbanes-Oxley Act specifically

                  included a de minimis exception with respect to other requirements, such as

                  the audit committee pre-approval requirements in Exchange Act Section

                  10A(i)(1)(B),58 it provided no similar de minimis exception in Exchange Act

                  Section 10A(m), even though several SROs currently have such exceptions

                  in their listing standards. Consistent with the express language in Exchange

                  Act Section 10A(m), our rule [does] not contain a de minimis exception.  We 

                  are not persuaded that such an exception is an appropriate deviation from the 

                  explicit mandate in Exchange Act Section 10A(m). 

                  3. Affiliated Person of the Issuer or Any Subsidiary Thereof

                  Consistent with the express requirement in Exchange Act Section

                  10A(m)(3)(B)(ii), the second basic criterion for determining independence is

                  that a member of the audit committee of an issuer that is not an

                  investment company may not be an affiliated person of the issuer or any

                  subsidiary of the issuer apart from his or her capacity as a member of the

      board and any board committee. We continue to believe that a 10% ownership 

      limit is an appropriate threshold to presume (along with the other aspects of 

      the safe harbor) that a person is not an affiliate. Accordingly, we are not  

      changing that threshold. However, the safe harbor does not in any way specify 

      or imply that a certain level of share ownership automatically presumes that a

                  person is an affiliate. To prevent further misconceptions, we have added an

                  explicit paragraph to the final rule to reinforce these points. 

      Under the final rule, only executive officers, directors that are also employees

                  of an affiliate, general partners and managing members of an affiliate will be

                  deemed to be affiliates. The limitation on directors will exclude outside

                  directors of an affiliate from the automatic designation. Also, the reference

                  to executive officers, general partners and managing members of an affiliate

                  includes the positions we intend to cover. This will help clarify that passive,

                  non-control positions, such as limited partners, and those that do not have

                  policy making functions, are not covered. The formulation for being deemed

                  to be an affiliate is narrower than the formulation of covered positions for

                  the indirect acceptance aspect of the "no compensation" prong due to their

                  different purposes. We believe a wider formulation is necessary for the "no

                  compensation" prong to capture those whose compensation is more directly

                  linked to fees from the prohibited services but who otherwise do not hold

                  executive positions. Finally, we have removed the term "designee."

                  However, consistent with our historical interpretations of the term

                  "affiliate," an affiliate could not evade the prohibitions in the rule simply by

                  designating a third party representative or agent that it directs to act in its

                  place. 

                  4. New Issuers

                  Under Exchange Act Section 10A(m)(3)(C), we have the authority to

                  exempt from the independence requirements particular relationships with

                  respect to audit committee members, if appropriate in light of the

                  circumstances. 

     We have added an exemption for one member of a non-investment

                  company issuer's audit committee from the independence requirements for

                  90 days from the effective date of an issuer's initial registration statement

                  under Section 12 of the Exchange Act or a registration statement under the

                  Securities Act covering an initial public offering of securities of the issuer.

      To balance the concerns between the need for independence and the ability to 

      recruit qualified   candidates, we are adopting a revised exception for non-

      investment company issuers that requires at least one fully independent 

      member at the time of an issuer's initial listing, a majority of independent

      members within 90 days, and a fully independent committee within one year. 

                  B. Responsibilities Relating to Registered Public Accounting Firms

                  1. Scope of the Requirement

                  One of the audit committee's primary functions is to enhance the

                  independence of the audit function, thereby furthering the objectivity of

                  financial reporting. The Commission has long recognized the importance of

                  an auditor's independence in the audit process. The auditing process may

                  be compromised when a company's outside auditors view their main

                  responsibility as serving the company's management rather than its full

                  board of directors or its audit committee. This may occur if the auditor

                  views management as its employer with hiring, firing and compensatory

                  powers. Under these conditions, the auditor may not have the appropriate

                  incentive to raise concerns and conduct an objective review. Further, if the

                  auditor does not appear independent to the public, then investor confidence

                  is undermined and one purpose of the audit is frustrated. One way to help

                  promote auditor independence, then, is for the auditor to be hired,

                  evaluated and, if necessary, terminated by the audit committee. This would

                  help to align the auditor's interests with those of shareholders. 

                  Accordingly, we are adopting as proposed the requirement that the audit

                  committee of a listed issuer will need to be directly responsible for the

                  appointment, compensation, retention and oversight of the work of any

                  registered public accounting firm engaged (including resolution of

                  disagreements between management and the auditor regarding financial

                  reporting) for the purpose of preparing or issuing an audit report or

                  performing other audit, review or attest services for the issuer, and the

                  independent auditor will have to report directly to the audit committee.                    

                  These oversight responsibilities include the authority to retain the outside

                  auditor, which includes the power not to retain (or to terminate) the

                  outside auditor. In addition, in connection with these oversight

                  responsibilities, the audit committee must have ultimate authority to

                  approve all audit engagement fees and terms.

                  In the Proposing Release, we requested comment on whether other

                  responsibilities not listed in Exchange Act Section 10A(m) should be under

                  the supervision of the audit committee, such as the appointment,

                  compensation, retention and oversight of an issuer's internal auditor.

                  Commenters were split on whether the Commission should mandate

                  oversight responsibility regarding an issuer's internal auditor, with the

                  majority not supporting action by the Commission at this time. Given this

                  split, we are not extending the responsibility requirement to include such

                  oversight. 

                  2. Clarifications Regarding Possible Conflicts With Other

                  Requirements

                  We proposed adding an instruction to the rule to clarify that the

                  requirements regarding auditor responsibility do not conflict with, and are

                  not affected by, any requirement under an issuer's governing law or

                  documents or other home country requirements that requires shareholders

                  to elect, approve or ratify the selection of the issuer's auditor. The

                  requirements instead relate to the assignment of responsibility to oversee

                  the auditor's work as between the audit committee and management.

                  The revised instruction clarifies that none of the audit committee requirements 

                  in the final rule conflicts with, nor do they affect the application of, any 

                  requirement or ability under an issuer's governing law or documents or other 

                  home country legal or listing provisions that requires or permits shareholders 

                  to ultimately vote on, approve or ratify such requirements. In addition, we are 

                  adopting as proposed the further clarification that if such responsibilities are 

                  vested with shareholders, and the issuer provides a recommendation or 

                  nomination regarding such matters to its shareholders, the audit committee of 

      the issuer, or body performing similar functions, must be responsible for 

      making the recommendation or nomination. 

                  The proposed instruction also included a clarification that the requirement

                  that the audit committee select auditors does not conflict with any

                  requirement in a company's home jurisdiction that prohibits the full board of

                  directors from delegating such responsibility to a committee. 

                  D. Authority to Engage Advisors

                  To be effective, an audit committee must have the necessary resources

                  and authority to fulfill its function. The audit committee likely is not

                  equipped to self-advise on all accounting, financial reporting or legal

                  matters. To perform its role effectively, therefore, an audit committee may

                  need the authority to engage its own outside advisors, including experts in

                  particular areas of accounting, as it determines necessary apart from

                  counsel or advisors hired by management, especially when potential

                  conflicts of interest with management may be apparent. 

                  The advice of outside advisors may be necessary to identify potential

                  conflicts of interest and assess the company's disclosure and other

                  compliance obligations with an independent and critical eye. Often, outside

                  advisors can draw on their experience and knowledge to identify best

                  practices of other companies that might be appropriate for the issuer. The

                  assistance of outside advisors also may be needed to independently

                  investigate questions that may arise regarding financial reporting and

                  compliance with the securities laws. Accordingly, as proposed, the final rule

                  specifically requires an issuer's audit committee to have the authority to

                  engage outside advisors, including counsel, as it determines necessary to

                  carry out its duties. 

                  E. Funding

                  An audit committee's effectiveness may be compromised if it is dependent

                  on management's discretion to compensate the independent auditor or the

                  advisors employed by the committee, especially when potential conflicts of

                  interest with management may be apparent. Accordingly, as proposed, the

                  final rule requires the issuer to provide for appropriate funding, as

                  determined by the audit committee, in its capacity as a committee of the

                  board of directors, for payment of compensation: 

                       To any registered public accounting firm engaged for the purpose of

                       preparing or issuing an audit report or performing other audit, review

                       or attest services for the listed issuer; and 

                       To any advisors employed by the audit committee. 

                  This requirement will further the standard relating to the audit committee's

                  responsibility to appoint, compensate, retain and oversee the outside

                  auditor. It also will add meaning to the standard relating to the audit

                  committee's authority to engage independent advisors. Not only could an

                  audit committee be hindered in its ability to perform its duties objectively by

                  not having control over the ability to compensate these advisors, but the

                  role of the advisors also could be compromised if they are required to rely

                  on management for compensation. Thus, absent such a provision, both the

                  audit committee and the advisors could be less willing to address

                  disagreements or other issues with management. 

                  While the Commission's proposal would address the compensation of

      advisors, it would not provide assurance that the audit committee itself can   

      obtain the funding it needs to carry out its duties. An audit committee's 

      effectiveness may be compromised if it is dependent on management's 

      discretion to pay for the committee's expenses, especially when potential 

      conflicts of interest with management may be apparent.  Accordingly, the 

      final rule provides that, in addition to funding for advisors, the issuer must 

      provide appropriate funding for ordinary administrative expenses of the audit

     committee that are necessary or appropriate in carrying out its duties.
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