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The ICAEW hosted a meeting, in association with BDO LLP, on 25 October 2011 to launch a new piece of joint research and to explore the issues that arise from audit committee reporting and the new challenges that are emerging for audit committees, which could be significant and burdensome. This document provides a summary of the key points that were discussed and may be of interest to those who were not able to attend the event but are interested in the topic. The full research report can be found at:

http://www.icaew.com/en/technical/corporate-governance/uk-corporate-governance/audit-committees/audit-committee-chairman-events
This event was part of a governance series of events run at ICAEW for listed company audit committee chairman and directors (or their nominated alternates). The event was run according to the Chatham House Rule so attendees could exchange views freely. The event provided an opportunity for attendees to discuss issues affecting them with a range of participants. 

Back in the Spring ICAEW and BDO began to work together on a joint project to look at the current state of audit committee reporting. Our main interest was in audit committees and how they currently report: we took quite a long time to decide what we would look at and how we could usefully research this subject. 

The aim of the research was not to look at which companies ticked all the boxes or were compliant with the various rules and guidance that apply to audit committees: rather our aim was to look at substance of the audit committee report rather than the form. We decided early on that we did not want to name and shame or even shower with glory individual companies…there are plenty of excellent organisations and events that do that perfectly well already and such initiatives are really an excellent way of highlighting and identifying good reporting practices.

What we wanted to do with this research project was something a little different. We wanted to take a snapshot of current practice and see if there were practical suggestions that could be made to make audit committee reporting clearer, more effective and more relevant.  



So the main objectives of our research were three-fold. We sought to ascertain:

· What reporting listed companies had included in their annual reports in respect of the work of the audit committee

· Whether any conclusions could be drawn on the quality of reporting in this area

· If there were some practical observations that could be made to help audit committees achieve better reporting outcomes.
This meeting was especially timely as the Financial Reporting Council (FRC) has proposed a more substantial communication role for audit committees so that they will in future provide fuller reports to shareholders, particularly in relation to the risks faced by the business. At the start of this year the FRC published a consultation paper Effective Company Stewardship - Enhancing Corporate Reporting and Audit which was followed up in September with Effective Company Stewardship - Next Steps in which the FRC has set out some of the actions it proposes to take.

The key proposals of this development are:

· Extension of the audit committee’s remit to include consideration of the whole annual report and to ensure the report, viewed as a whole, is fair and balanced;

· Amendment of auditing standards to ensure that auditors always report the outcome of their review of the whole annual report;

· To require companies to put their audits out to tender at least once in every ten years, or explain why they have not done so.

In addition to the FRC proposals, the Department for Business Innovation & Skills (BIS) launched a consultation in September 2011 on a new reporting framework which requests views on whether audit committee reports should be required to set out:

· How long the current auditor has been in post and when a tender was last conducted, and

· The length of time since the directors, including the members of the audit committee, have held discussions with principal shareholders about the company’s relationship with its auditors, including the quality of service provided.

This current BIS consultation confirms that as part of the new reporting structure, it is intended that the audit committee report should form part of the Annual Directors’ Statement.

The audience were asked two key questions. Surprisingly over half of the audience thought that the current quality and level of audit committee reporting falls short of likely future requirements.
1.  Do you believe the current quality and level of audit committee reporting is appropriate for stakeholder needs?
	
	Response

	Yes 
	53%

	No
	43%

	Not sure
	3%


2. Do you believe the current quality and level of audit committee reporting falls some considerable way short of likely future requirements?
	
	Response

	Yes
	52%

	No
	41%

	Not sure
	7%


The overwhelming conclusion of the meeting was that the importance of promoting confidence in corporate reporting and good corporate governance is essential as the current economic climate continues to be challenging and places difficult and considerable challenges on boards; regulators and indeed all market participants particularly investors. In the current economic environment corporate governance remains a key concern for all organisational structures and central to this in the UK is the role of the audit committee.

The event comprised of a panel session, Chaired by James Roberts, Partner BDO LLP, during which the following panellists shared their views:

· Simon Laffin, non-executive director and audit committee chairman of Aegis Group plc and of Quintain Estates and Development plc

· David Lindsell, non-executive director and audit committee chairman of Premier Oil plc and of Drax Group plc and is Deputy Chair of the Financial Reporting Panel

· Guy Jubb, Head of Corporate Governance & Stewardship of Standard Life Investments

· Sallie Pilot, Director of Research & Strategy, Black Sun plc
The panellists covered issues such as:

· How audit committees and boards will be affected by new developments. 

· How the BIS/FRS changes could impact audit committees’ relationships with external third parties such as auditors; regulators; investors; stakeholders.

· What investors think of the regulatory developments/ want from audit committees reporting.

· The potential for a greater communication role for audit committees and how this could impact existing reporting deadlines.

Key points arising from the research:

· There is a marked difference between the FTSE 100 in the sample and the rest when it comes to the existing quality of audit committee reporting but there are some very good examples outside of the FTSE 100. Big is not always best. Within the FTSE 100 there is much divergence of practice.

· Interestingly when the internal audit function has been outsourced there seems to be less disclosure than when it is handled internally. Perhaps this is a reflection of the in-house involvement of the internal audit function, where one exists in-house, in the audit committee report writing process.

· Much boiler-plating is evident when it comes to risk, internal control and whistleblowing However, from the sample surveyed where there was a separate risk committee by and large the reports did an effective job of explaining the activities of the separate committee. Whistleblowing is either very well covered or hardly covered at all.

From observing the best audit committee reports we have drawn some conclusions and suggested
 some practical steps to make audit committee reporting more effective. Just to highlight three that are contained in the report:

· The direct voice of the audit committee chairman is refreshing when it is used. An audit committee report which is written by the audit committee chairman and provides readers with a ‘direct voice’ from the audit committee is more compelling and readable and allows the audit committee to speak clearly and independently. The very best examples tend to have been delivered in this way and it is a very powerful way to communicate. Audit committees work hard throughout the year have wide-ranging and time-consuming responsibilities. Yet the majority of audit committee reports do not take the opportunity to ‘tell the story’ of the work that they do throughout the year and in-between meetings. This is such a pity and a missed opportunity.

· As the audit committee considers significant accounting policies, significant estimates and judgements and any changes to them it would be beneficial to see greater explanation of how the audit committee assures itself that the disclosures made in financial statements are set properly in context. As the audit committee has a particular role, acting independently from the executives, to ensure that the interests of shareholders are properly protected in relation to financial reporting and internal control greater focus on what shareholders are interested in would enhance the audit committee report considerably. Granted that this may be a hard ask if the shareholder base is dispersed. However, it should perhaps be achievable to canvass the top 5 to 10 shareholders and get their views and a direct dialogue between shareholders and audit committee chairmen would be a useful aim.

· It would be helpful to include more detail on effectiveness reviews of the audit committee, the external auditor and the internal audit function where one exists. To conclude formally on whether the committee is deemed effective or not is again a powerful message and one that is not often made. Additionally the skills, experience and on-going training of audit committee members is of fundamental interest to investors yet many reports make minimal disclosure in this respect. Greater emphasis on the description of audit committee members would be helpful especially given the scale and pace of developments in financial reporting standards and practice. How audit committee members keep up to date is generally not well explained and this is an area where greater disclosure would be useful. 

Key points arising from the panel session and discussion:

· The importance of promoting confidence in corporate reporting and good corporate governance is essential as the current economic climate continues to be challenging and places difficult and considerable challenges on boards; regulators and indeed all market participants particularly investors. In the current economic environment corporate governance remains a key concern for all organisational structures and central to this in the UK is the role of the audit committee.

· There may a danger that audit committees may feel constrained and distracted by the larger task of reviewing the whole annual report. There was some feeling that audit committees were not best placed to do this on behalf of the whole board. It was felt that the views of audit committee chairman in relation to the two open consultations should be canvassed more widely before changes are made.

· Shareholders do not want to micromanage companies but they do want to feel confident about how the audit has been conducted. Changing environments provide opportunities and challenges for audit committees in the areas of assurance; disclosure and independence. In terms of assurance this is becoming increasingly important to investors and it is natural that investors do look to the audit committee report for assurance. In this context disclosure without engagement often misses the point and the audit committee report does provide an opportunity to breathe fresh life into a report that can suffer from boiler-plate language.

· It is essential to maintain and capture the spirit of independence of the audit committee and the key vehicle to do this is the audit committee report itself.

· In terms of reporting and communication there is a perceived divide between what is expected of the audit committee and what is covered in the audit committee report. Bridging that divide may test audit committee relationships both internally and externally.
· The issue of the diverse nature of the shareholder base was discussed on terms of not all shareholders being willing and able to engage as much as the ones who are active. It was noted that this issue is not a new one and that relationships with long only investors are different from relationships with other investors.
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