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RISKS AND CHALLENGES FOR AUDIT COMMITTEES: UNCHARTED WATERS
The ICAEW hosted a meeting of audit committee chairmen on 14 July 2009 which explored the issues that arise from accounting in an uncertain economic environment and related challenges for audit committee members and the audit committee role in risk management. This was the second such event for listed company audit chairmen (or their nominated alternates). The event was run according to the Chatham House Rule so attendees could exchange views freely.
This document provides a summary of the key points that were discussed and may be of interest to those audit committee chairmen who were not able to attend the event.

The uncertain economic environment has undoubtedly brought the role and responsibilities of audit committees under sharper external scrutiny than ever before and the event provided an opportunity for audit committee chairmen to discuss issues affecting them with a range of participants. 

The overwhelming conclusion of the meeting was that audit committees have a vital role to play in rebuilding market trust in listed companies and an uncertain economic environment currently presents challenges for all boards and directors. The respective roles and interactions of board committees are currently subject to much regulatory and public scrutiny. In the UK we are at a turning point and one at which limited change to the Financial Reporting Council’s (FRC) Combined Code could have enormous benefit. There was no unanimous agreement on the way that the various governance reviews should impact audit committees and boards as a whole and there were a wide number of views expressed about the role of non-executive directors and the expectations that can be realistically demanded of them.
The event comprised two panel sessions: the first session discussed the challenges placed on audit committees in the current uncertain economic environment and the second session considered the role of the audit committee in risk management.
Accounting in an uncertain economic environment 

Panel members:

Eric Hutchinson, Chief Financial Officer and Director, Spirent Communications PLC
Andy Simmonds, Partner, Deloitte and Chairman of the ICAEW Financial Reporting Faculty

Graham Clayworth, Partner, BDO Stoy Hayward LLP

John Dawson, Director of Investor Relations, Cadbury PLC
In this session the panel discussed the accounting and business challenges faced by corporates in the context of the current uncertain economic environment. The panellists covered issues such as the pressures on management to deliver results; the imperative of staying effective in an oversight role in volatile circumstances; the expectations of boards and non-executive directors; liquidity, going concern and business review disclosures; and interaction with auditors. The impact of the financial crisis on the ‘real economy’ and the increased scrutiny of all corporates because of perceived governance failures were all highlighted.

Key points:

· Understanding the culture within a company is critical for non-executive directors as executives will operate with a host of unspoken assumptions which may never be documented but which will be fundamental to understanding the executive directors’ attitude to risk and risk tolerance. The culture within a company will impact the company’s risk profile and so audit committees should be mindful to understand the cultural context of each company. 
· Boards and board committees are increasingly being challenged to cope with independent data sources. There are market expectations that non-executive directors will question whether existing board information sources are sufficiently varied and objective.

· Executives used to top-line growth will take a long time to move from a position of denial in a down-turn to acceptance and may look for strong recovery sooner than is likely. This can be disastrous. Many management teams have no experience of running businesses in recessionary times and so they may not recognise the signs or have robust mitigation plans. This is an area where non-executive directors and in particular the audit committee can add much value.

· We are experiencing a complete change to the patterns of trade and business which have (save for some industry specific cases) been fairly stable over the last 20 years. Forecasts are changing weekly and customers are changing plans very suddenly and unexpectedly. The spread of forecasts therefore needs to be wider and management actions have to be very flexible. 

· The key success factors to surviving in an uncertain economic climate are having calm, steady and experienced executive managers who can take the business back to basics, focus on cash and cost control and employ a strong hand on credit management. Proper resource allocation and supply chain management combined with rigorous cost controls can ensure survival and set a business up to face current and future challenges.

· It is important that the chair of the audit committee and the chairman of the board are actively and closely engaged and ready to take quick and decisive action, if needed. It is essential to focus on key priorities and not to be distracted. 
· Risk management may shape strategy development while risk controls must be part of the everyday conduct of a business.
· Risk management procedures designed for boom times may not be suitable for recessionary periods and vice versa: differing economic conditions require different management responses. Frauds that are discovered in recessionary times tend to be committed in earlier boom periods. In some institutions risk oversight has become so technical that it has had little effect on board decisions.
· Investors and analysts see audit committees as a critical control mechanism. Investors are more than ever looking for increased and better quality communication with boards and are expecting to see more proactive, broader and more meaningful communication with companies. Investors look to audit committees to influence the whole board to communicate and address emerging concerns as well as to act as an important filter to check communications prior to market disclosure.
· Investors remain more focussed on debt management and planning processes post credit crisis although this is more acutely felt in banks, insurers and financial service firms.
The role of the audit committee in risk management 

Panel members:
Dr Roger Barker, Head of Corporate Governance, Institute of Directors
Simon Lowe, Partner, Business Risk Services, Grant Thornton UK LLP

Ronnie McCombe, Senior Partner, People Services, KPMG

In this session the panellists covered the role of enterprise risk management; the evolving role of internal audit; where risk management should sit within the board and company structure; and the informal communications that take place with other board committee chairs and officers. It was noted that in current economic conditions where business risks have changed considerably in a short period of time it was especially relevant for audit committees and boards to monitor the integrity of their financial statements and any formal announcements relating to the company’s financial performance, reviewing any significant judgements contained in them and the company’s systems of internal control and risk management.
Key points:

· Risk management and risk oversight are matters for the whole board: the board must retain ultimate responsibility for risk management and risk oversight and not delegate them to any committee of the board. It is the role of the audit committee to review risk management systems and also to review the outcomes to ensure that the systems are fit for purpose. The type of risk where judgement is needed should always be a matter for the whole board. 

· Audit committees have a specific and technical role and can assist the whole board in technical and financial accounting matters. It is important that they do not go beyond that technical role. 
· Audit committees and the board as a whole should have greater access to support within the company via a dedicated support staff. This could be achieved in a number of different ways depending on the company and its complexity but it is important to ensure that there are no divisions created between executive directors and non-executive directors. Firms could and should do more to support board members in terms of information flows.
· Audit committee members should pay attention to the time and commitment that is needed to serve on some boards and act accordingly to limit any additional appointments which may stretch them too thinly. At the same time it must be recognised that being a member of many audit committees may be beneficial by gaining expertise across a range of companies: it should be for each individual and the company to decide. 
· There is a balance to be struck between strict independence criteria on the one hand and recent and relevant expertise, particularly in banks and financial service firms. Recent and relevant financial expertise is by far the most essential characteristic. It is valuable to have diversity of experience on audit committees with many benefits coming from having experts from a variety of backgrounds. However, it was felt to be fundamental that there must be full disclosure of the recent and relevant financial experience each audit committee member has. It was noted some jurisdictions require a majority of the audit committee to possess such experience. 
· There is a case in some businesses to have audit and risk as separate committees but there is no universal rule. The role of the audit committee is to assist the board not to replace it in matters of risk and risk management.
· There is a growing mass of unaudited information that is contained in annual accounts which on the face of it increases transparency but which is not verified and is not comparable to other similar information. With the increasing importance of risk reporting to shareholders there is a question over the relevance of financial reporting and whether there needs to be a wider audit committee role for reporting beyond purely financial reporting. Corporate reporting is a journey not a destination, with many companies already making many more disclosures on risk, markets and suppliers. In this context it was noted that the quality of reporting has improved with many companies going well beyond the legal minimum across a wide range of disclosures. 
· There is a strong correlation between the quality and type of corporate communication and share price and value. It was felt that it is this improved quality of corporate reporting that will drive behaviours not increasing regulation. In terms of the quality of communications there are additional challenges for audit committees and boards in terms of clarity and explaining compliance but the major challenge will be in preparing and delivering forward looking statements.
· Financial reporting is not enough, in and of itself, to help users of accounts to understand the risks that a company faces. Principal risks disclosed should be the key risks that a business faces. The principal risks should be limited to a small number of risks which should pass the what keeps the directors awake at night test.  
· The Combined Code and business reporting models both provide a good framework to set out principal risks but there is often a disconnect between risk management strategy and integrated risk management. The current FRC review of the Combined Code could help correct this but generally it was agreed that no major wholesale amendments to the Combined Code were necessary.
· Executive remuneration is always contentious but is particularly so in periods when a company’s performance weakens in line with market conditions. A direction of travel towards greater scrutiny of compensation is being set by both the Financial Services Authority and the European Union.
· This could flow through the financial services sector into the rest of the listed company sector. Many of the bad decisions made on remuneration had occurred below board level. This is one area where amendments to the Combined Code could improve market practice. The main challenge for boards is to link remuneration to risk performance.
· In terms of rewards there has been a perceived misalignment of shareholder interests and executive interests which has, in some cases, produced perverse results. In the future we are likely to see a move to realign of interests through a longer term approach linked to sustainable profit and growth which will lead to more phased awards and payments.

· The closure of final salary pension schemes is likely to continue with more closures over the next few years. In financial services firms there is likely to be a move towards simplicity in terms of reward. Reward and compensation need to become simpler and more aligned with long term value creation.
· There should be significant dialogue between audit committees and other committees of the board when it comes to matters of risk. Any overlap should be addressed by the board as a whole.

· There is a conceptual difference between internal control, which is historical in outlook, and risk management which is forward looking. The skills required to cover both are very different and this may be one reason to have separate audit and risk committees. There is no right or wrong model and it has to be for each company to decide how best, given its unique circumstances, to handle board delegation in these areas.
· In terms of the Combined Code and comply or explain, it was noted that compliance can suppress best practice and that explanations often provide greater information than statements of compliance.  
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