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RISKS AND CHALLENGES FOR AUDIT COMMITTEES: THE TURNING TIDE
The ICAEW hosted a meeting of audit committee chairmen on 8 December 2009 which explored key issues that arise after financial crisis. We focussed on how board and audit committee oversight is changing and separately what issues surround the fundamental challenge of establishing risk appetite. This was the third event that the ICAEW have organised for listed company audit committee 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 once again provided an opportunity for audit committee chairmen to discuss issues affecting them with a range of participants. 

The event comprised two panel sessions: the first session discussed how board and audit committee oversight is changing after the financial crisis and the second session considered the practical implications of establishing risk appetite during a period of economic uncertainty.
After the financial crisis: how is board and audit committee oversight changing? 

Panel members:

Matthew Fell, Director of Company Affairs, CBI 

Paul Lee, Director, Hermes Equity Ownership Services

Peter Smith, Chairman of Savills plc and Templeton Emerging Markets Investment Trust plc; Audit Committee Chairman of Associated British Foods plc

Panel Overview: Oversight and investor view

· How the economic crisis has impacted oversight.

· How board processes for overseeing risk may develop after Walker.

· Board risk committees: the pros and cons and potential expectation gaps.

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 changing 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:
· Investors cannot act as the sole policing agency for regulators and it is unrealistic to expect them to act as policemen for corporate governance practices in listed companies.

· Whilst the FRC has produced a focussed and proportionate response and concluded that the combined code (UK Corporate Governance Code) remains fit for purpose there can be no room for complacency. The recommendations contained in the Walker and the FRC reviews on the skills, experience and time commitment represent a sensible swing of the pendulum. However, additional time commitments need to be carefully thought through: if non-executive directors are to devote more time then careful thought will need to be given to how they use that time, what issues they face and what support they may need.
· It is down to the skill of the Chairman to ensure that there is the right balance of collegiality and independent challenge from non-executives in a unitary board structure. Ultimately, it is about the behaviours in the boardroom rather than the skills of the individuals and the relationship between the Chairman and the CEO is critical to ensuring an effective balance in the boardroom. Evaluations can help but ultimately fostering a culture of openness and challenge is the key Chairman/CEO issue.   

· The need for external board evaluations at least every three years remains a live debate as does the annual re-election of the whole board: these proposed new provisions and extension of existing best practice could act as a necessary check and balance but the issues remain open for consultation with the FRC.
· Banks and financial institutions (BOFIs) need to be careful to avoid risk being isolated from the main board by the mandating of separate risk committees.
· Many of the overlapping initiatives on remuneration are unhelpful but it is right that pay should be aligned to the future long-term prospects of a business. Reporting pay in bands is not a new concept but it could create unintended consequences if there is a scramble to appear in upper bands.
· Investors recognise that businesses need to take risks. However, investors need an understanding of the risks a company is taking and an understanding of how those risks are managed and assurance that mitigation measures are effective. These matters need to be better and more clearly described in corporate reports and boards should take the opportunity to display their intelligence and oversight processes in this area: either by more comprehensive disclosures or by face to face meetings with major shareholders as risk may drive many more investment decisions. There is a need to review bland, boiler-plate or just plain vanilla risk disclosures. The safe harbour provided by the Directors’ Report provides the freedom for boards to display their work in risk management. More could be done in this area to allow investors a better view of risk. 
· Risk is a matter for the whole board and outside of BOFIs it must be for each board to assess whether a separate risk committee is appropriate. Major risks should be identified not simply a list of all conceivable risks: investors need to see how risks are being managed and this is not impossible to do well as some companies, such as 3i plc, demonstrate.
· Embedding risk is fundamentally a CEO challenge. The main board focus should be strategic risk and boards must seek to go beyond risk management when looking at strategic long-term plans. The main board should set the risk appetite: this cannot be done by a committee in isolation from the board.
· Issues for 2010 are very much not ‘business as usual’: heightened awareness of risk; revenue recognition; understanding stakeholders within the business chain; pension liabilities and understanding of asset values (both tangible and intangible) are all live issues. Added to this is the uncertainty of the availability and cost of finance. Supply chain risks may also be crucial for some businesses and we may see some re-alignment of risks as core processes are brought back in-house.
· Board agendas will vary from BOFI to non-BOFI boards and, although the Audit Committee can assist the board on risk, risk process is at the heart of the CEO and board function.
· The issue of banking facilities and the need for directors to make a going concern statement at both year end and half year was highlighted and it was noted that this may drive boards to re-finance or seek bank negotiations earlier than they had anticipated. 
Establishing risk appetite: what are the key issues in economic recovery? 

Panel members:
Warren East, CEO, ARM Holdings plc; Audit Committee Chairman, De La Rue plc 

Jonathan Hayward, Director, Independent Audit Limited

Michael Morley-Fletcher, Director, Business Risk Services, Ernst & Young LLP
Panel Overview

· Tools and techniques for audit committees in uncertain times.
· Reinforcing communication and training across the organisation: behavioural standards and whistle blowing arrangements.

· Compensating for increased risks of error and omission: the impact of economic pressures on management and staff.

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:
· The board has four main roles in risk governance: setting an example; being at the pinnacle of the risk hierarchy within a company; oversight and communication. Some risks are so large that only the board can accept them so the board has to be part of the acceptance of those risks. The oversight and communication role of boards is vital in risk management: oversight has to be clear and understood and communication throughout the organisation must be good. 
· Boards need to ensure that people have the necessary information and that there is a culture of openness and a willingness to learn from mistakes.
· The board needs to be guard against consistency in assumptions which is really a form of ‘group think’. One of the lessons from the financial crisis is to avoid group think. 

· Boards need to assure themselves that the right messages are being put out in addition to ensuring that the right structures are in place and that those structures are being monitored. Assumptions between businesses also need to be challenged: we may assume that those that we operate with will share our assumptions and values but this may be wrong.
· Non BOFI boards often have difficulty with quantifying risk appetite as the issues and concepts are often not quantifiable as they are in a BOFI. In BOFIs risk appetite is about financial risks but this is not the case for the majority of corporates: it needs to be remembered that there is a place for both words and numbers in arriving at risk appetite. The risk management story should be capable of being expressed in words as well as numbers. Clear explanations are important.
· Non-executive directors need to be wholly involved with the setting of risk appetite and with strategic risk decisions. Whether they do this from a separate board committee or from within the board is immaterial and dependent on the circumstances of each business.
· Risk is a CEO issue with the CEO being ultimate risk manager with the responsibility to drive the risk culture right through the organisation. Risk should be part of the philosophy of the CEO and it is all about application. The role of the CEO is to join up strategic, execution and process risks after they have been analysed individually and to create new business opportunities based on this analysis. There is opportunity to take risk and make returns and this is the role of the CEO.
· There is a danger in creating more board committees which may just create additional scope for things to fall between two areas of responsibility and thus confuse rather than clarify risk within the organisation. There is no evidence that having a risk committee will make a difference in organisational terms (many of the failed banks had risk committees). It is a matter for each non BOFI company to decide whether it is appropriate to have a separate risk committee.
· It may be potentially dangerous to create a specialism out of risk: risk needs to be embedded within the business. From a CEO perspective the Audit Committee is there to give some level of reassurance: simply adding an additional risk committee may just prove to be an unnecessary distraction to the board. However, this may be a way for internal audit teams to evolve and for some businesses the internal audit teams could move onto a more pro-active risk management agenda.  
· The importance of risk assessment tools to support the CEO is fundamental and it is important to remember that risk assessment has to be variable and situation dependent with flexibility needed. Differing tools and tactics will be appropriate to differing businesses.
· The challenge for non-executive directors is to ensure that they get the assurance they need from the executive. The Audit Committee is in a unique role between the board and the non-executives and they can take on a leadership role to challenge the executive. However, it is a role for the board as a whole to establish the right culture to enable risk frameworks to operate efficiently. 
· Risk governance depends on actions and behaviours more than on structures. Structural frameworks are important but on their own they are not sufficient. Essentially the tools and techniques are already known and practised: success depends upon behavioural attitudes as well as on structures and processes.
· The role of Chief Risk Officer should be focussed on strategic risk and horizontal scanning to look at far off risks and to ensure that the right information flows to the board. Monitoring mechanisms are essential tools for the Chief Risk Officer or CEO as is the need to ensure that risk appetite is consistently applied throughout the organisation and that the control mechanisms work effectively. The correct flows of information are vital to ensure this can be achieved.
· Crisis or disaster recovery committees could be useful mechanisms for things that suddenly arise which have not been envisaged and could provide a useful platform to deal with unexpected events. 
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