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CHAIRING AUDIT COMMITTEES: YEAR END ISSUES POST- CREDIT CRUNCH AND THE IMPLICATIONS FOR AUDIT COMMITTEES
The Institute hosted a meeting of audit committee chairmen on 9 December 2008 which explored the issues that may affect the up-coming year-end reporting cycle.

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 credit crunch 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 regulators, audit practitioners and investors. 

As the first severe recession for two decades starts to bite, the fundamental issues for audit committees to address at the year end were discussed. 

The overwhelming conclusion of the meeting was that audit committees have a vital role to play in rebuilding market trust which has been severely damaged by the credit crunch.

The event comprised two panel sessions: the first session discussed the challenges placed on audit committees and the business community and the second session discussed the responses of regulators, audit practitioners and investors.

Business challenges 

Panel members:

Eric Anstee (Chairman) Audit Committee Chairman, Paypoint PLC

John Coombe, Audit Committee Chairman, Home Retail Group PLC

George Dallas, Director, Corporate Governance, F&C Management

Mark Pragnell, Managing Director, Centre for Economics and Business Research
In this session the panel covered the business challenges faced by corporates in the context of the current economic environment. The panellists covered the issues surrounding the availability of finance and the pressures on management to deliver results. The impact on the ‘real economy’ and the increased scrutiny on corporates because of perceived governance failures were all highlighted.

With regard to the economic environment the meeting was tasked with thinking in terms of ‘limbonomics’ or ‘how low can the economy go’ in the context that two-thirds of UK GDP is based on consumer consumption. Most commentators agree that a downturn of 2% of GDP is not unrealistic but also that a downturn of 5 to 10% of GDP is not improbable. It was noted that 40% of the current workforce was not in employment during the last recession and have not previously experienced recessionary times. 

It was noted that weaker sterling will stimulate exporters but that exports only equate to 28% of GDP and that most of the major export markets themselves are going into recession.

Currently, the UK banking system has a consumer funding gap of £750 billion which has been developed over the last eight years. How this gap is plugged will dictate how long the recession will last: if investment is injected in the short term then the recovery will happen sooner. It was noted that deflation was a possibility. 

Key points:

· Audit committees have a vital role to play in rebuilding market trust which has been severely damaged by the credit crunch. The role of the internal audit function during this period will be a key and significant asset and source of support for audit committees.

· Audit committees should be more receptive and responsive to open discussion with investors rather than increasing boilerplate disclosure. Disclosure for compliance sake is not what shareholders will require. 

· Companies should have early dialogue with their auditors and prepare full analysis of banking facilities at the earliest opportunity.

· Companies should focus on areas within their control to ensure that they do not run into difficulties by constant re-appraisal of the outturn and analysis and challenge in the boardroom; looking at assets that can be liquidated; renegotiating rental payments with landlords; looking at stock levels and managing any surplus or obsolete stock for sale; managing debtors carefully; and looking to hedge positions.

· Audit committees should look at the going concern principle at each meeting and get into a routine of constantly reviewing cash flow forecasts.

· Audit committees must exercise increasingly fine judgement in the context of much greater and more frequent stress testing especially on liquidity: job cuts in finance teams are occurring just when increased analysis is needed and this will cause additional strain.

· During this difficult period the importance of keeping audit committee deliberations well documented, subject to legal advice, and clearly recorded in the minutes will be essential. 

· Boards should be keeping an ever vigilant eye on existing and future remuneration policies and incentive strategies: what was appropriate in a growth situation may not necessarily be appropriate in tighter times. This is especially relevant with executive management remuneration. Should the audit committee have a role to play in executive remuneration: should it keep a watching brief on short-term performance targets?

· Audit committees must continue to be vigilant for old fashioned auditing issues: window dressing; inappropriate revenue recognition; fraud and deliberate manipulation of numbers. All of these may increase. Pressures on management mean that non-executive directors must be sure that management are producing realistic figures and forecasts. The importance of ensuring that internal whistle-blowing mechanisms remain fit for purpose so that any ethical breaches are flagged internally and the governance around those systems was noted.

· Investors and analysts will focus on earnings quality, impairments and balance sheet strength and will look for information in the accounts on debt covenants and financing agreements. Fair value accounting and asset valuation will be key concerns for investors.

· Audit committees should explore the boundary of what the audit committee does: where should risk management be considered: is it for the whole board or for the audit committee? While one size will not fit all, it would be an opportune time to review whether risk management is being considered by the whole board. 

Financial reporting implications 

Panel members:
Gerry Murphy (Chairman) Partner, Deloitte

Richard Bennison, Partner, UK Head of Audit KPMG LLP

Paul Boyle, Chief Executive, Financial Reporting Council

Deborah Taylor, Citi Investment Research

In this session the panellists covered fair values, impairments and other accounting issues, going concern assessments, reliance on third parties and experts, liquidity, going concern and business review disclosures and the all-important interaction with auditors.

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.
Openness and transparency in this challenging reporting season were what the capital markets would expect. Many companies will have similar issues and the best way of addressing them is to frame open and transparent disclosures so that investors can make informed decisions.

Investors and analysts will be focussing on three key issues:

· Earnings quality and the freedom of earnings from manipulation: the link between earnings and cash flow will be under sharp scrutiny.

· Impairments: lots of these are being anticipated at this year end.

· Balance sheet strength: analysts will be focused on default risks; cost of capital and strategic financial flexibility. Maintaining strategic flexibility, minimising costs of capital and default risk will be key. Equity investors will be focused on understanding the balance sheet risks facing companies.

Additionally, there will be more concern about covenant breaches in the reporting cycle. Covenant breaches do not always result in a withdrawal of financing but lenders will react to covenant breaches differently depending on the situation. Adequate disclosures will be essential. 

The importance of clear disclosures was essential. All panellists agreed that boilerplate disclosures will not serve the capital markets well in the forthcoming reporting season which demands meaningful and bespoke disclosures relevant to the company.

Audit committees will need to reconsider the risks that their business faces and ensure that these risks are considered in advance of the annual reporting season.

From an auditing perspective the key focus will be on:

· impairment;

· earnings;

· write downs and provisions; and

· discount rate for pensions liabilities.

In the current economic climate many of the usual factors taken into account by audit committees may have increased in significance which will require directors to consider them with more rigour and formality. In forming a conclusion on going concern, directors need to evaluate which of three potential outcomes is appropriate to the specific circumstances of the group and company. The directors may conclude:

· that there are no material uncertainties that lead to significant doubt upon the entity’s ability to continue as a going concern;

· that there are material uncertainties that lead to significant doubt upon the entity’s ability to continue as a going concern; or

· the use of the going concern basis is not appropriate.

Auditors are required by auditing standards to determine if, in the auditor’s judgement, a material uncertainty exists that may cast significant doubt on the entity’s ability to continue as a going concern. 

The absence of confirmations of bank facilities does not of itself necessarily cast significant doubt upon the ability of a company to continue as a going concern or necessarily require auditors to refer to going concern in the audit report.

Auditors may conclude that it is necessary to:

· qualify their opinion;

· disclaim an opinion;

· issue an adverse opinion; or

· modify their report by including an emphasis of matter paragraph.

The Financial Reporting Council issued in November 2008 an update for directors of listed companies to the 1994 Guidance for Directors of listed companies on going concern which provides examples and explanations of the options open to directors and auditors. A copy can be downloaded from: www.frc.org.uk/publications/pub1784.html
If auditors conclude that a material uncertainty exists that leads to significant doubt about the ability of the entity to continue as a going concern, and those uncertainties have been adequately disclosed in the financial statements, they are required to modify their report by including an emphasis of matter paragraph.

Key points:
· The importance of promoting confidence in corporate reporting and good corporate governance by producing diligent reports was highlighted by all panellists. The current economic climate placed very considerable and difficult challenges on boards, audit committees and auditors.

· Audit committees will need to reconsider the risks that their business faces and ensure that these risks are considered in advance of the annual reporting season.

· Boilerplate year-end disclosures will not serve the capital markets well and the need for diligence in reporting and full disclosure was essential to maintain confidence in financial reporting. 

· It will be a difficult reporting season: the going concern principle will be a key focus as will the interaction with auditors. Corporates are encouraged to have early dialogue with their auditors to get on top of the additional forecasts and modelling that will be necessary to support disclosures.

· There will be severe sensitivity analysis and testing against banking covenants and companies should try to engage in discussions with financiers sooner rather than later if covenants are tight. It is important to ensure that sensitivity analysis work is done well ahead of the year end. Evidence of renewal should be discussed at the earliest opportunity with auditors as well as any levels of doubt and uncertainties that may exist.
· Audit committees should be vigilant against potential fraud in respect of:


–
misappropriation of assets; and


–
deliberate manipulation of the balance sheet to try to avoid any potential covenant breach.

· The FRRP will be writing to some companies by mid-January 2009 (but some companies will have had a letter before the end of 2008) alerting them to the fact that the FRRP would be monitoring their annual reporting.

· The FRC has recently published the results of recent inspections of audit firms and of specific audits within those audit firms: Audit committee chairmen may wish to enquire of their auditor whether their company’s audit was reviewed by the Audit Inspection Unit and whether they received a file specific report.

· Audit committee decisions and the supporting analysis work need to be clearly documented to provide an audit trail.
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