Audit Committee Guide for Smaller Quoted Companies (Feb 2009)


"Audit Committees play a vital role in developing and maintaining high standards of governance and reporting. The Chairman of the Committee has a particular responsibility to steer its work to be fully effective and I commend this guide which will help him/her and the Committee at large, to meet these requirements for small and mid-cap companies."

Sir Christopher Hogg, Chairman, Financial Reporting Council 
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INTRODUCTION 

	This guide has been prepared to assist newly appointed Audit Committee Chairmen in managing an effective committee, meeting the expectations of sophisticated investors, and complying with relevant regulations in a practical manner. The guide will also be useful as an aide-memoire to experienced Audit Committee Chairmen and to other Audit Committee participants. The rules governing Audit Committees only apply to Listed companies, but this guide sets out our view of best practice applicable to all companies.

The key objective of the Audit Committee must be to inspire the highest standards of integrity, objectivity and judgement throughout the organisation. A well functioning Audit Committee provides comfort to shareholders: over the quality of financial reporting; that the risks to which the business is exposed have been identified and are being properly managed; and that the external auditors are performing effectively.

The Audit Committee's main role is in the oversight and monitoring of the financial statements, and the people and processes involved in the production of those financial statements. The Audit Committee is a committee of the full Board and is constituted to ensure that sufficient time and attention is given to the key oversight and monitoring responsibilities that have been delegated to it. Its members are 


	directors and not managers. In principle, their role is limited to encouraging those people involved in the production of financial reports to perform their tasks effectively, and to hold them to account if they do not. in smaller companies, non-executive directors may need to get more involved in the detail than their counterparts in larger companies.
For the Audit Committee to function properly it needs to be involved on a timely basis throughout the whole financial reporting cycle, it needs sufficient time and information to be able to make informed decisions, and its members need to contribute a comprehensive mix of skills. Personal relationships are of the utmost importance, and members of the Committee should feel comfortable having frank and open discussions with the management team and external advisers. 




	This guide has been compiled as an accessible reminder of the tasks normally delegated to the Audit Committee. More extensive guidance on how to perform those tasks is available from: (a) the Financial Reporting Council (principally the Combined Code and supporting guidance in the Smith and Turnbull Reports); (b) the various accounting bodies; and (c) auditors. We have not sought to duplicate this. Particular attention should be paid to the FRC's guidance on Audit Committees, Internal Control and Going Concern as they form the benchmarks against which performance will be judged in the event of any financial disasters.

However, we do consider that the wording of some parts of the FRC's guidance on Audit Committees could be potentially misleading over the extent of the involvement of the Audit Committee in the recommended processes. For example, rather than 'review' or 'assess', we believe that, in normal circumstances, the role of the Committee is to 'consider', 'advise on', and 'report to the Board on', reviews/assessments performed by others (e.g. management, advisers or consultants).


	A well functioning Audit Committee is not enough though. In order to inspire confidence that the company is being run with their best interests at heart, shareholders want to see a transparent report of the Audit Committee's activities.

In summary, while this guide identifies the activities to be performed, the key challenges for the Chairman of an Audit Committee will be in the productive management of his colleagues and in improving the qualify of communications with shareholders.

Edward Beale

Chairman, QCA Corporate Governance Committee Chief Executive, City Group plc 




AUDIT COMMITTEE MEMBERSHIP & ORGANISATION 

	Composition of the Audit Committee

The composition of the Audit Committee and the selection of the Chairman of the Audit Committee are matters for the whole Board, taking into account any recommendations from the Nominations Committee. Under the Listing Rules the full Board could sit as the Audit Committee but this is not considered to be best practice.

One of the "provisions" of the Combined Code is that the Audit Committee of smaller listed companies should comprise at least two "independent'" non-executive directors (C 3.1), and this is also the advice that the QCA gives in its Corporate Governance Guidelines for AIM Companies.

The Combined Code allows the Chairman of a smaller listed company to be a member of the Audit Committee in certain circumstances, but only in addition to the requirement for two "independent" non-executive directors on the Committee. The QCA is of the view that, if the Board considers the Chairman to be "independent" and non-executive, then this should be explained to shareholders, and the Chairman can be one of the two "independent" non-executive directors.


	The Listing Rules require listed companies to have an Audit Committee containing at least one independent member and at least one member "competent in accounting or auditing''". One person may fulfil both the independence and financial competence attributes. Having a member "competent in accounting or auditing" will fulfil the last part of provision C 3.1 of the Combined Code, which requires that at least one member of the Committee has "recent and relevant financial experience".

The Committee should not be too large, but will ideally include members who between them have not only "recent and relevant financial experience", but also:

·  extensive business experience;

· knowledge of financial markets;

· understanding of management practices and operational risks, both generally and in the company's industry; and

· knowledge of any relevant specialist regulatory or legal requirements. 




	Attributes of Audit Committee members

· Audit Committee members need to be independent and must be prepared to challenge both management and internal and external auditors whilst maintaining good relations with all.

· They must be diligent and prepared to devote the time that may be necessary to understand not only the business, but also the substance of transactions, and to ensure that the information within the accounts matches their understanding of the business.

· They must also be persistently inquisitive; prepared to continue to ask questions, even the most basic questions, until they are sure that they understand, and are satisfied with, the answers.

· They will display sound judgement and not be sidetracked by minor issues.

· They will be capable of setting the right ethical tone amongst the Audit Committee, the Board, the Company Secretary, management and the external auditors, to ensure a culture of probity and integrity and able to forge good relations on this basis.

	Role of the Chairman of the Audit Committee 

The role of the Chairman of the Audit Committee is very important, it is through the Audit Committee that critical governance issues which impact on the business' performance and future prospects can emerge.

The Chairman of the Audit Committee (not the Finance Director or the Audit Partner) is in charge of the Committee and its agenda. It is essential that the Chairman works closely with the Finance Director, Audit Partner and others to ensure all relevant information and opinions are brought to the attention of Audit Committee members so that they can formulate an accurate assessment of the matters under consideration. As in all chairmanship roles, the Chairman needs to have considered, in advance of each meeting, the different possible outcomes of the matters that will be under discussion, and the possible further action that may be required.

There are five main elements to the Chairman's role:

· Supporting and, if necessary, mentoring the Finance Director to  achieve management accounting, financial reporting and control objectives;




	· ensuring that the Committee addresses all of the tasks delegated to it;

· working with the Nominations Committee to ensure that the Committee members have a good mix of relevant skills and experience;

· managing the personalities involved, in order to perform an effective oversight role within a unitary Board structure; and 
· communicating the performance of the Committee to shareholders effectively via Audit Committee reports.

In exceptional circumstances, the Audit Committee Chairman may need to engage independent external advisers at the company's expense.
Induction and training of Audit Committee members

It is most important that all new Committee members receive sufficient induction and, if necessary, training to enable them to perform effectively. The amount of induction and training for new Committee members will vary by company and by individual, but a good induction process will provide a new Committee member with a sound working knowledge of:
· the strategy and operations of the business;


	· the markets and environments in which the group is operating;

· the main business risks and opportunities; and 

· the main areas of subjectivity within the group's corporate reporting and the effect of the main accounting policies used.

The Suggestions for good practice from the Higgs Report published by the Financial Reporting Council ("FRC") gives further details on what an induction process should cover.

One of the Chairman's roles is to encourage Committee members to undertake training in areas in which their experience is lacking and to attend regular update or refresher courses m areas such as auditing practice, accounting standards or risk management. 




	Refreshment of Audit Committee membership

As always in smaller companies, there is a fine balance between retaining experience, and bringing in new faces with fresh views on how best to meet corporate objectives.

Roles of the Finance Director and Company Secretary

The Audit Committee is simultaneously the monitor and the mentor of the Finance Director.  There are many difficult but essential elements to the Finance Director's role and from time to time Audit Committee members (and the Audit Committee Chairman in particular) must be prepared to stand up to other directors in support of the Finance Director. Working relationships between all concerned need to be such that this can be achieved in a positive manner.

Most of the papers required by the Audit Committee will be prepared by the company's finance department and, in small companies, this often means by the Finance Director. The performance of Audit Committees may be limited by the quality and timeliness of the information that they receive.


	The challenge for the Audit Committee Chairman and the Finance Director is to ensure that agendas are agreed well in advance of Committee meetings, papers for meetings are sufficiently comprehensive and comprehensible and are available for distribution by the Company Secretary sufficiently far in advance of meetings, so that members can attend Audit Committee meetings well briefed and able to fully participate and contribute to discussions.

The Company Secretary will normally attend and take minutes at Audit Committee meetings. Where the Finance Director is also the Company Secretary, care should be taken about potential conflicts of interest. The Chairman should encourage the Company Secretary to circulate the minutes promptly and to include the Committee minutes in the papers for the next full Board meeting.

Terms of Reference and annual review of performance

The Institute of Chartered Secretaries and Administrators maintains on its web site sample terms of reference for Board Committees. These terms of reference are periodically updated. 




	The terms of reference of the Audit Committee can be compared to this example and refined where appropriate. The terms of reference should be published on the company's web site.

Reviews of the performance of the Committee on an annual basis have increased m prominence in recent years, as a formal assessment helps to determine areas for improvement, training requirements and whether additional or 


	replacement Committee members are required. Such reviews are usually performed in tandem with the general assessment of the Board's performance and effectiveness. The Combined Code expects listed companies to perform such a review or explain why they do not.


Key Considerations:
Do the Committee and its members have sufficient independence; experience, knowledge, skill,  time and information so that shareholders will have confidence that they can perform their designated role?
Is there a high degree of mutual trust and respect between the Committee Chairman, the Committee members and the Finance Director?
In what areas can Committee members’ experience, knowledge or skills be improved and how is this being addressed?
Are good quality papers circulated with sufficient time for consideration before Committee meetings?

Do the terms of reference cover all items that are, or should be, considered by the Audit Committee?

How has the annual performance evaluation process improved Audit Committee performance?

OVERSIGHT OF THE ANNUAL ACCOUNTS CYCLE 

	The auditors provide an independent external review, primarily of the financial statements, but investors welcome the additional value provided by a rigorous internal review by independent non-executive directors to ensure that:

· there is adequate disclosure;

· proper weight is given to the relative importance of various disclosures: and 

· the views of the external auditors are taken into account.

Such a review may require robust challenge of the executive directors and external auditors. Maximum value from this review can only be obtained if the Audit Committee report contains an account of the content of the review and principal matters discussed rather than boilerplate disclosure.

Roles and Responsibilities

The extent of the role of the Audit Committee depends on its terms of reference but usually encompasses a review of most of the component parts of the annual report and accounts and the interim account, to ensure that annual and interim reports are providing shareholders with sufficient useful information in a useable format and that there are no significant omissions. The Audit Committee may also be responsible for the review of other announcements.


	Interim Accounts

Changes in accounting policies
International Accounting Standard 34, Interim Financial Reporting, Listing Rules and AIM Rules require that new accounting policies and changes to existing accounting policies be adopted in time for their use in interim accounts. The clearance meeting for the year end audit is a useful time to consider changes in accounting standards and consequently any proposals for changes to accounting policies that need to be adopted in the year ahead. The Audit Committee Chairman needs to discuss the effects of proposed changes with the Finance Director in advance of this meeting, so that he is fully briefed on the implications on the reported results of the company and any need to educate other Board members.
Planning of interim accounts

The involvement of the Audit Committee in the planning of the interim accounts of smaller companies is usually limited to ensuring that new or changed accounting policies are agreed, approving the extent of the involvement (if any) of external and internal auditors, agreeing the timetable, and fixing a date for the review of the interim accounts by the Audit Committee.




	The Audit Committee will also want to be comfortable that systems have been improved so that problems experienced when preparing accounts on previous occasions do not recur, and that any new reporting units understand what information they are required to produce, and have sufficient resources in place to meet the timetable.

Review of interim accounts

The Audit Committee will need to review a near final draft of the interim accounts in order to confirm to themselves that the message the interim accounts is communicating is balanced, clear and in line with their understanding of the performance and prospects of the business.

If the interim accounts are prepared in compliance with an accounting standard on interim statements (e.g. IAS 34), then the Audit Committee will need to be comfortable that this is the case: either by way of an assurance from the external auditor or, if no external auditor is used, through discussion with the Finance Director or review of a checklist.


	The Audit Committee should receive a report (written or oral) on any problems that occurred in the preparation of the interim accounts and the action that will be taken to ensure that similar problems do not recur.

Annual Report and Accounts

Planning of year end

The Audit Committee should approve the plan for the production of the year-end accounts. This will normally have been prepared by the finance team and should include:

· the auditors confirming that they are happy with the timetable and have the necessary staffing available:

· scheduling of any additional tasks requested by the Audit Committee (e.g. specific internal control reviews);

· making full use of internal audit resources (if any) and ensuring the external audit work plan has been tailored accordingly;




	· agreeing any changes to assumptions used in pension valuations, fair value measurements and other major areas of judgement;
· leaving sufficient time in the plan to enable any issues raised in the auditor's report to the Committee to be debated and addressed; and 

· leaving sufficient time in the plan for any comments raised at the Audit Committee meeting that reviews the accounts to be actioned prior to publication of the accounts and the preliminary announcement
Drafting of Audit Committee Reports

The Audit Committee report is the responsibility of the Audit Committee Chairman, although initial drafts may be prepared by the group finance team or Company Secretary, The first draft of this report should be prepared very early in the year-end cycle.

Shareholders welcome a good standard of disclosure from Audit Committees. The best reports describe the particular work done by the Audit Committee. For example, by stating that the Committee has considered specific accounting policies, shareholders receive some comfort that the Committee is looking at the issues that really matter. Additionally, the Audit Committee should state that it is satisfied that the accounts reflect properly the effect of any significant management decisions. Likewise, a description of how the Audit Committee has considered the risks faced by the business, reviewed and, if necessary, 
	instigated improvements to the internal control environment, is of particular interest. Useful reports provide some reassurance that the Audit Committee is overseeing the risk management process. Where significant, full disclosure of the amounts and reasons for non-audit fees is also very helpful to shareholders.

On a practical note, institutional investors value clear, well structured, annual reports from which it is easy to obtain important information. Therefore, methods to enable easy navigation are very useful.  These may include clear indices, headings and cross referencing. For example, cross referencing in the Audit Committee's report to the pages on which the accounting policies can be found and the break down of audit and non-audit fees is very helpful. 


	An outline of the content of an Audit Committee report is included as Appendix 2.

A 'boiler plate' report, that only changes minimally from year to year, will not inspire confidence in shareholders. Efforts should be made to fully update the report every year to emphasise the particular work done.

Review of Annual Report and Accounts

The purpose of the annual report and accounts is to provide users with sufficient useful information about the status, performance and prospects of the business in a useable format. A key role of the Audit Committee is to monitor the integrity of the annual report and accounts and check that they portray an accurate and balanced view of the performance and prospects of the group. The Audit Committee provides a review body that can take a fresh look at the near final draft annual report and accounts and suggest improvements that could be made to improve the clarity and completeness of disclosures.

Areas that can often be improved include:


	· Are the key risks in the Business Review clearly explained and in line with those identified in the “Turnbull” internal controls process?

· Is the risk management process of the group described in sufficient detail to provide the necessary comfort (see also Audit Committee report, page 13)?

· Is there an explanation in the Business Review of the relevance to the group strategy of the financial and non-financial KPIs?

· Has a full ratio analysis been performed on the accounts to identify all major questions that might arise from such a review and are all such questions answered in the Finance Director's report or elsewhere?

· Is there sufficient clarity in the explanation of the effect of unusual items on current and future accounting periods?

· Are there dear explanations of areas of judgement within the accounts and is there sufficient disclosure of the implications on the numbers, had different judgements been made?

· Is there clear identification of accounting entries for notional interest, debt/equity hybrids, option costs etc, and is there a clear explanation of the basis for such entries, so that users can make any adjustments they consider appropriate?

 


	· Are the accounting policies disclosed in a manner sufficient for an outside investor to understand the group's approach and how it may differ from accounting policies used by other companies?

· Is use of the going concern basis appropriate and, for listed companies, has sufficient consideration been given to the required statement that the business is a going concern and associated disclosures? The FRC gives extensive guidance on factors to be considered on its website.

The review must also include all of the other parts of the annual report to ensure that all information published is consistent with the knowledge of the Audit Committee members.

The Preliminary Announcement, as the first communication of the group's results, is very influential to investors and the content of such an announcement needs to be reviewed by the Audit Committee for consistency with the annual report and accounts and to ensure that it includes all pertinent disclosures.


	Post audit review - lessons for next year

The Audit Committee should discuss at the year end clearance meeting and the year end planning meeting any problems that occurred in the preparation of the annual report and accounts and consider whether any action needs to he taken to ensure that similar problems do not recur. 




Key Considerations:

Does the annual/interim report as a whole give a balanced view of the performance and financial position of the business and contain all of the information that users require?

Are the key areas of judgement clearly identified in the accounts and have these been considered by the Audit Committee?

Does the preliminary announcement contain all of the information necessary for a proper evaluation of the business’ performance?

Will the Audit Committee Report inspire confidence in shareholders that the business is being run in their best interests?

What improvements should be made to make the next annual reporting cycle work better?

EXTERNAL AUDITORS 

	 Initial appointment

One of the roles of the Audit Committee, as set out in the Combined Code (C 3.6), is to make recommendations to the Board about the appointment, re-appointment: and removal of the company's auditors. The appointment of auditors is a matter for the whole Board based on a recommendation from the Audit Committee. Once the Board have approved appointment, a resolution is then put to shareholders at each subsequent AGM regarding the (re-)appointment of the auditors.

The appointment process and selection criteria can vary a great deal from company to company. Assessment criteria would typically include factors such as the qualifications, expertise, resources, quality, effectiveness and independence of the audit firm, but much comes down to the personal chemistry with the audit team. Guidance on the audit appointment process is provided by ICAS.

international Auditing Standards - how auditors approach an audit

The approach to the audit is generally a matter for the auditors to determine following discussion
	with the Finance Director and the Audit Committee. The scope of the audit in the UK is dictated by International Standards of Auditing (UK and Ireland). Whilst each audit firm may have a slightly different methodology and approach, the standards that they must follow are the same.

In almost all circumstances the Audit Committee will find it beneficial to have a planning meeting with the auditors. In many respects, this is the most important Audit Committee meeting in the annual calendar. The auditors will attend, having already had a planning meeting with the Finance Director. The purpose of this meeting is for the Audit Committee to consider the audit strategy, scope and audit plan for the ensuing period end as well as agree the process for Audit Committee reporting.

In forming an assessment of the adequacy and quality of the plan, the Audit Committee should consider factors such as:

· the overall audit plan, approach, timetable and key changes from prior years;

· whether the audit plan is consistent with the scope of the audit;




	· whether the audit firm has committed sufficient skilled and experienced resource both in the UK and overseas (if applicable); 

· the extent to which the auditor will place reliance on the work of internal audit (if any) and other experts (if applicable) and how the auditor will work with internal audit (if any) on a complementary basis;

· the approach to group reporting and the balance between full scope audit work and review work (if applicable) and how the auditor will work with other firms (if applicable);
· levels of materiality; 
· an assessment of the risk areas from an external audit perspective and the approach to those areas; 

· the approach to the audit of the IT systems;
· the auditor's assessment of, and reliance on, internal controls; 

· time commitment of senior staff members;
· any additional non-statutory reports required;
· any attempt by the external auditor to impose limitations on their liability; and
·  the audit fee and how the firm deals with any overruns.


	Audit planning - building in added value

One of the roles of the Audit Committee should be to ensure that the audit is delivering value to the organisation. The Audit Committee should normally support any request by the Finance Director that full use is made of available internal audit resources and the external audit work plan is tailored accordingly. The Audit Committee may request that some specific areas are reviewed by the external audit team (e.g. specific internal control reviews) or by the external auditor's IT systems and IT security departments.

The Audit Committee will normally discuss with the auditors their view on latest accounting and legal developments, their applicability to the organisation and, for example, whether early adoption is appropriate.

Engagement letters and agreement of fees

At the start of the audit process, the auditors will discuss the terms of engagement with the Finance Director. These terms are contained in the engagement letter, which sets out the respective responsibilities of the management and the auditors. The engagement letter usually covers the statutory audit and any corporate governance matters. In addition to the engagement letter, it is usual for the auditor to submit a fee proposal once the scope of the audit is agreed.



	The Audit Committee should take advice from the Finance Director prior to approving the terms of engagement and the remuneration to be paid to the auditor in respect of audit services. The Audit Committee should satisfy itself that the fees are appropriate and that an effective audit can be conducted for such a fee.

Auditor liability limitation agreements

At the time of writing of this guide, auditor liability limitation agreements are in the process of being introduced. Such agreements were legalised (subject to certain conditions) by the 2006 Companies Act, in order to reduce the risk of one of the large audit firms facing bankruptcy as a result of a large legal claim. The concern being that loss of one of the large audit firms would further reduce the already limited choice that large companies have when choosing their auditor. As there is very little risk of one of the large audit firms going under as a result of a legal claim arising from their audit of a smaller quoted company, tins public benefit argument does not apply to such companies.


	Companies are not obliged to enter into liability limitation agreements, and should only enter into them when there are compelling benefits for shareholders. It is expected that Audit Committees will examine carefully, and challenge, any suggested benefits that might be derived by shareholders from such agreements. A shareholder resolution will be required to enact any liability limitation agreement recommended by the Audit Committee, and the benefits of such an agreement will need to be explained. The FRC provides guidance on standard wording of liability limitation agreements and the process for their adoption on its web site. The Institutional Shareholders Committee has a useful statement of the viewpoint of institutional investors on its website - challenging companies to clarify the benefits to shareholders prior to proposing any such agreements. 




	Clearance meetings

The clearance meeting provides the auditors with an opportunity to have a frank and open conversation with the Audit Committee and management on the findings arising from the audit. The Chairman will need input from the auditors and the Finance Director regarding the items to go on the agenda. (See Appendix 1 for typical items).

Auditing standards require the auditor to communicate in writing with those charged with governance regarding the significant findings from the audit. In advance of the year end, Audit Committee Chairmen generally discuss with the auditors how they will meet this requirement and agree a timetable.

One of the most critical areas for the Audit Committee to discuss with auditors is any key accounting issues and significant judgements that have been made by management. Particular areas of focus might involve key judgemental areas (for example provisions or pensions) or other areas where there are choices in the accounting treatment or where a significant degree of estimation may be required. Depending on the nature of the business, other significant 'risk' areas might include revenue recognition, capitalisation policies, asset write-downs and use of fair values, in addition, the Audit Committee should seek guidance from the auditors on current ‘hot topics’ in financial reporting.


	Generally, before the clearance meeting stage, the Audit Committee will have been provided with a good draft version of the complete financial statements. Part of the auditor's responsibilities is normally to comment on the quality and presentation of the financial statements and whether this is in line with best practice. This may include commenting on whether the accounting polices are consistent with other companies in the industry.

There is a risk that management's attitude to financial reporting has been unduly influenced by commercial pressures for example: possible adverse market reactions if the results fail to meet expectations, management's incomes being highly geared to the results, the need to ensure protection of the jobs of management or their employees, or other regulatory or legal requirements such as the need to meet banking covenants. The Audit Committee may find it beneficial to discuss these pressures with the auditors in order to understand the extent to which the audit can mitigate such risks.




	If the Audit Committee is dissatisfied with any aspects of the group's financial reporting, it should report its concerns to the Board.

Finally, the Audit Committee should take the opportunity at the end of the audit to confirm with the auditors that their independence has continued throughout the audit, and that the statement in the draft annual report fully explains both the policy and the reason for the Committee's assessment of the auditor's independence, particularly if there are any matters, such as a high level of non-audit fees, that could affect the appearance of independence (see page 23).

Management representation letters

Auditors require written confirmation from the directors that they have disclosed fully all matters that might affect the audit, that the directors are comfortable with valuations of assets and liabilities and, in areas of subjectivity, that the directors fully support the judgements that have been made. This letter is usually signed by the CEO and the FD. Prior to the year-end clearance meeting the Audit Committee will normally have an opportunity to read and approve the draft management representation letter and confirm that, as far as the Committee is aware, it is complete and accurate, and that specific representations are only being given where appropriate.


	Management letter from the external auditors on the control environment

One of the most valuable outcomes from the audit process is that the auditors are in an objective position to assess the appropriateness of the control environment, and provide constructive comments on improving it. The typical output of this process is a 'management letter' which contains observations and recommendations for improvements in areas such as financial processes and controls, accounting systems, and IT systems, as well as broader risk management processes, business continuity planning and legal and regulatory compliance processes. 




	On most occasions, the audit firm will be in a position to present draft findings to the Audit Committee at the clearance meeting. One of the important functions of the Audit Committee is to ensure that management is setting the appropriate 'control culture'. As part of the clearance meeting, the Audit Committee may wish to take the opportunity to discuss with the auditors their findings on systems, controls and processes as well as views on the finance function more generally. The Audit Committee will also wish to understand how the previous year's recommendations have been followed up.

Post audit review

At the end of the Audit Committee meeting, it is usual for the Audit Committee to hold a session in private with the auditors. This provides an opportunity for the Audit Committee to obtain feedback on the audit process without executive management present. The 'agenda' for this meeting can vary considerably but may typically involve obtaining the auditor's views on whether they have been given proper cooperation and attention, and also on whether control matters are being followed up. Other areas for discussion might include a qualitative view of the group's management and financial reporting practice, views on the quality of the financial information given to the auditors, as well as any other thoughts around the audit process, timing, quality of accounting staff and accounts software, and compliance matters more generally.


	In some circumstances, members of the Audit Committee may find it helpful to have a more detailed debrief session with the audit team to discuss any issues arising outside of the normal audit cycle.

The output from these discussions needs to be fed back into the planning for the following year's audit.

Assessment and reappointment of auditors

At the end of the annual audit, the Audit Committee should discuss the performance of the auditors and consider any improvements for future years. This is likely to involve seeking feedback from the Finance Director, Head of Internal Audit (if applicable) and other senior members of the finance team. Guidance on the assessment of auditor's performance is provided by ICAS. 



	Factors to consider might include:

· the effectiveness of the audit process;

· how well the auditors understood the business;

· how the auditors dealt with the audit and accounting issues and key judgement areas;

· how well the auditors dealt with the Audit Committee's questions; 

· whether the business has received value for money;

· the quality of the management letter and the auditor's views on systems and controls;

· how proactive the auditors are in offering business and tax advice; and

· whether the auditors remain independent

Under the Companies Act, a resolution must be put before shareholders at the AGM to elect or re-elect the external! auditors. Should the Audit Committee wish to consider appointing new auditors then they should follow the process identified in the section ‘initial Appointment' above.


	Audit Independence and non-audit services

A natural part of the auditor’s role is to work closely with the executive management (and particularly the finance team) when they conduct their audit work. However, this close relationship and familiarity, which may have existed for several years, poses a threat to the independence of the auditors. For instance, the auditors may accept management’s judgements without applying sufficient rigour or appropriate consultation with other directors.

All firms are subject to the Ethical Standards issued by the Auditing Practices Board which establish requirements in relation to the auditor independence, objectivity and integrity. In addition. Provision C3.7 of the Combined Code requires that the annual report of listed companies includes an explanation to shareholders how, if the auditor provides non-audit services, auditor objectivity and independence is safeguarded. The Annual Report should explain to shareholders how the Audit Committee has satisfied itself on the independence of the auditors. 




	The Audit Committee will therefore have an important monitoring role, checking that the audit team and audit firm remain objective, independent and professional throughout the audit process. Best practice is for companies to have a policy for using the auditors for non-audit work with an appropriate approval process that considers both the nature of the work and its cost.

Factors to consider in this regard would include:

· whether the audit firm is over reliant financially on the audit client;

· the balance between audit work and non-audit work;

· policy on audit partner and staff rotation;

· details of non audit services performed and whether they relate closely to audit related matters; 

· processes for identifying and reporting conflicts of interest; and confirmation that the audit firm and audit team are independent of the group and that they have no family or financial or business relationship with the group.


	In many cases, the audit firm will write to the company to confirm their independence. This letter will normally outline the procedures that the audit firm has in place to ensure its continuing independence. 




Key Considerations:

Have the auditors done what they said they would and have they added value?

Does the audit provide comfort to Audit Committee members over the integrity of the financial statements and the completeness of all material disclosures?

Do external auditors attend Audit Committee meetings and do they have sufficient opportunity to participate/contribute at meetings?

Is the relationship with the external auditors sufficiently robust and open to ensure critical feedback is given where appropriate and is the Audit Committee satisfied with the external auditor’s independence and objectivity?

Is the Audit Committee comfortable with the performance of the auditors and about recommending the auditors’ reappointment and their re-election by the shareholders?

Has the Audit Committee met the auditors without management present?  Were any matters of concern presented at the meeting and have the auditors confirmed that they have been presented with all necessary information?

RISK MANAGEMENT AND INTERNAL CONTROLS 

	  The need for good risk management

Business risk is defined as:

"The threat that an event or action will adversely affect an organisation's ability to maximise shareholder value and to achieve its business objectives. Business risk arises as much from the possibility that opportunities will not be realised as it does from the possibility that threats will materialise or that errors will be made".

A business inevitably takes risks. Every business strategy in a competitive market involves some risk - risk that customers will not buy enough of the business' products or services, risks that competitors will be more successful, risks that costs will be higher than anticipated and profits lower. The existence of risk means that profits may be lower (or higher) than expected.

Although the management of risk tends to be characterised by a focus on 'What can go wrong?’ successful businesses also give equal prominence to taking business risks in order to exploit opportunities and develop the business. It is important to take a strategic view of risk, and ensure risk management activity is focused on the achievement of business objectives.


	Responsibility for risk management and internal control systems

Responsibility for risk management lies with the Board of directors of the company. These responsibilities are normally delegated to the Finance Director and/or other members of the management team with oversight delegated to the Audit Committee or a separate Risk Committee.

Boards need to be aware of and manage shareholders' expectations of risk. Shareholders should have a broad over-view of the business risks accepted by the businesses they invest in, and be prepared to accept the risk to their investment which arises from the risks in the business. The Board, m formulating strategy and taking other key business decisions, must be aware of the need to manage business risks and prevent material exposures to unnecessary risk, including the risk of excessive losses. 

As companies develop and the markets in which they operate change, the risks that they are exposed to will evolve and the controls that are needed will change. A continuous process of risk identification and review of internal controls is required to ensure that risks are being appropriately managed. The Combined Code requires that risks and controls are reviewed at least annually, but reviews should also be undertaken whenever there are any major changes in an organisation's corporate structure, strategy or operating environment and in response to problems discovered in the control environment.

	It is the responsibility of the Finance Director or other executive management to implement the Board's policies on risk management and internal control. To carry out these responsibilities, management should identify and evaluate risks faced by the business and possible mitigating strategies for consideration by the Audit Committee and subsequent discussion, amendment and adoption by the Board. Executive management should then design, operate and monitor a suitable system of internal control, applying the policies adopted by the Board. The Board needs to be aware of the types of control in place and to be comfortable that the controls as implemented provide the required level of risk mitigation.


	Best practice in risk management and internal control

Principle C.2 of the Combined Code emphasises that the Board should maintain a sound system of internal control to safeguard shareholders' investment and the company's assets. The Code Provision (C.2.1) that applies this Principle is that the Board should:

· at least once a year, conduct a review of the effectiveness of the group's system of internal controls: and

· report to the shareholders that they have done so.

This review should cover all material controls, including financial, operational and compliance controls rind risk management systems.

The Combined Code also specifies in Provision C.3.2 that the responsibilities of the Audit Committee should include:

· reviewing the company's internal control system and risk management system;

· reviewing the effectiveness of the company's internal financial controls (but only the financial controls); 




	· monitoring and reviewing the effectiveness of the company's internal! audit function (if relevant).

If a listed company does not perform the reviews specified in these Provisions it needs to explain in its annual report why it has not done so.

The Turnbull Guidance on internal Control provides a high level, practical, framework to assist listed companies in satisfying these requirements. It recommends that the system of internal controls be embedded into the operations of the business and form part of its culture, and should be capable of responding quickly to risks as they change and evolve, due to both internal factors within the business and also external! factors within the business environment. There should also be procedures for immediate reporting to the appropriate level of management of control failings or weaknesses together with details of corrective action being taken.

However, the Turnbull Guidance stresses that no system of internal control can eliminate risks. In particular:

"A sound system of internal control reduces, but cannot eliminate, the possibility of poor judgement in decision-making; human error; control processes being deliberately circumvented by employees and others; management overriding controls; and the occurrence of unforeseeable circumstances."


	The Audit Committee's role

Ensuring that an annual review of the effectiveness of internal control is undertaken by the business is a key part of the Audit Committee's delegated responsibilities. The Committee should reach its own view about how executive management has determined the effectiveness of the system, based on the information provided to them.

The problem for directors is to carry out this type of review in a structured and comprehensive manner. Inevitably, they have to rely on reports and summaries prepared by operational management, supported perhaps by reports from the internal auditors (if the organisation has an internal audit function), from external auditors (where they are engaged to produce such reports), or other external advisers. If done properly, key risks and control will be well documented and there will be a formal record of control testing and assessment procedures.




	The Turnbull Guidance encapsulates best practice for this annual assessment and should be consulted when performing this review.

The internal audit function

Provision C.3.5 of the Combined Code requires that listed companies "should monitor and review the effectiveness of the internal audit activities. Where there is no internal audit function, the Audit Committee should consider annually whether there is a need for an internal audit function and make a recommendation to the Board, and the reasons for the absence of such a function should be explained in the relevant section of the annual report."

Larger companies both public and private may have a dedicated internal audit function. The role of an internal audit function varies between companies Traditionally, internal auditors carried out investigations into financial systems and tested financial controls m various parts of the organisation. Internal auditors may also carry out investigations into the broader operational aspects, with a view to testing operational controls and the effectiveness and efficiency of operations, or compliance controls.

The FRC Guidance on Audit Committees suggests that the need for an internal audit function will vary depending on factors specific to the organisation, which include:

· the scale and diversity of its activities;

· the number of its employees; 

· considerations of the costs of controls and the benefits they provide.


	The guidance also provides further background on the internal audit process and notes that other functions in an organisation may support specialist work, in areas such as health and safety, compliance and environmental aspects.

Some organisations are not of a size to support an internal audit function and outsource internal audit capabilities to a third party provider who undertakes a well defined work programme focused on critical risks and key controls. 




	Whistleblowing

The need for an arrangement by which employees, customers and suppliers of the business may, in confidence, raise concerns about possible improprieties in respect of financial reporting or other matters has gained more prominence since the whistleblowing activities in Enron and other high profile corporate scandals.

The Public interest Disclosure Act (1998) provides protection for whistleblowers and has effectively encouraged implementation of whistleblowing policies. The Combined Code (Provision C.3.4) formalised matters by recommending that the Audit Committee is responsible for systems to enable (and protect) whistleblowing. noting that: "The Audit Committee's objective should be to ensure that arrangements are in place for the proportionate and independent investigation of such matters and for appropriate follow-up action."

Where a listed company does not have such a system in place the Code requires it to explain why it does not.


	Whistleblowing procedures traditionally involve the identification of an individual or individuals to whom suspected malpractice can be reported in confidence. The Audit Committee needs to review the utilisation of this facility and the quality, timeliness and outcome of investigations into any reports.

It is recognised that there are four key elements to good practice with regards to whistleblowing, essentially ensuring that:

· staff are aware of and trust the whistleblowing procedures which should provide confidentiality and anonymity (if requested) for the whistleblower; the process should ensure that whistleblowers with legitimate concerns are not victimised;

· the process is publicised regularly and there are clear instructions and guidance, using the website amongst other methods, so that staff, customers and suppliers are able to use the procedure;

·  the procedure is regularly reviewed to ensure that it is working effectively in practice; and 
· all legitimate concerns are independently investigated in a proportionate fashion. 


Key Considerations:

What are the critical risks (including non-financial) that the business faces and how are each of these risks mitigated?  Are Audit Committee members comfortable that the level of residual risk is neither too large nor too small?

To what extent is the risk management process embedded into the culture and processes of the business and does it reflect the Board’s risk appetite?

To what extent is the risk management process adding value to the decision making, operations and development of the business?

How does the internal audit function demonstrate that it is carrying out a value adding and value protecting function while operating independently of management?

Is the Audit Committee satisfied that it is appropriate for there not to be an internal audit capability?

Is the whistleblowing procedure effective and does the Audit Committee receive reports on the extent of its use?  Both over and under use may indicate problems.

APPENDIX 1: SUGGESTED AGENDA ITEMS AND MEETING SCHEDULE 

	The suggested agenda items below assume that there are three Audit Committee meetings a year:

Interim clearance meeting

· Review and approve interim report and accounts (including report from auditors if they review the interim accounts) and including an update on the KPIs disclosed at the year end 

· Review of interim process - improvements for year-end accounts

· Review Committee performance (including independence and skills) and terms of reference 

· Consider need to refresh Committee membership 

· Identify any training needs 

· Review of any infernal control reports

· Review performance of external auditors and effectiveness of last external audit 

· Review policy on non-audit services and external auditor independence

Risk review and year end planning meeting

· ‘Turnbull’ review of risk management process and review of any internal control reports 

· Review whistleblowing arrangements and their use


	· Consider need for, or effectiveness of, an internal audit function 

· Agree internal audit work plan and resource requirements (if applicable)

· Agree plan and timetable for preparation of the annual report and accounts

· Agree assumptions for pension valuations etc.

· Review schedule of matters reserved for the Board 

· Review of any related party matters and intended disclosures 
· Approve external auditor engagement letter 
· Approve proposed audit fees

Year end clearance meeting

· Review and approve annual report and accounts including: 
· comments on the progress of she audit and changes in scope from that previously planned 
· a key audit and accounting issues and how the issues have been resolved 




	· the accounting policies adopted (particularly where there is a choice of policy) 

· audit adjustments and errors and how these have been dealt with as well as uncorrected misstatements 

· impact of new accounting standards 

· any particularly complex or unusual transactions 

· assurances relating to corporate governance requirements and the combined code 

· details of any frauds, illegal acts

· any important legal matters and the impact of those matters on the financial statements 

· any differences of opinion or disputes between the auditor and those preparing the accounts 

· any likely qualification matters or modifications to the audit report 

· views and uncertainties around going concern 

· process for final review and sign off

· content and wording of the Audit Committee's Report and any statements on risk management and internal control


	· consider whether the Business Review is consistent with the accounts 

· consider whether the KPIs are appropriate, whether changes in KPIs used have been properly explained, and whether movements in KPIs are fully explained 

· agree content and wording of the preliminary announcement 
· consider significance of any matters outstanding prior to obtaining audit clearance, and whether any further review by the Audit Committee is required 
· Consider/recommend external auditor's reappointment (AGM notice etc)
· Approve management presentation letter
·  Review management letter from auditors on control weaknesses 
· Approve actual audit fees 
· Agree changes in accounting policy/new accounting policies for the forthcoming year 
· Post audit review - improvements for interim and next annual accounts




	· Review any internal control reports 

· Approve plan and timetable for preparation of interim reports and accounts and any quarterly announcements.

If there are only two meetings a year the interim clearance meeting could be combined with the risk review and year end planning meeting, with some agenda items moved to the year end clearance meeting (e.g. review of Committee performance, membership, training requirements). It is not recommended that the ‘Turnbull’ review of risks is dealt with at the year end clearance meeting, as this usually requires more time than can be devoted at the year end clearance meeting. 


	


APPENDIX 2: CONTENT OF AN AUDIT COMMITTEE REPORT 

	The Audit Committee's report within the annual report is its opportunity to articulate to shareholders the steps that the Committee has taken to encourage management of the company in the best interest of its shareholders. If should demonstrate how independent oversight of both management and the external auditors has been exercised. Good quality work by the Audit Committee will help to ensure that there are no nasty surprises lurking in the accounts. Good quality reporting of this work will improve shareholders' opinion of the company, thereby contributing to lowering the cost of capital.

What follows is a broad outline of the possible content of a report. Any report should be tailored to highlight the important factors that will be meaningful to users, and to omit irrelevant disclosures and those made with sufficient prominence elsewhere in the annual report. A good report will be comprehensive, clear and brief.

It may be appropriate to cross refer to the company's web site for background information: such as details of Committee members and their qualifications, the annual evaluation process, terms of reference of the Committee, etc. Any information on a web site should be quick and easy to find. During the peak AGM period, investors review a large number of companies and so a poorly put together web site or annual report will reflect badly on a company.
	Membership, evaluation and attendance

· State the names of all its members, identifying the chair and those with "recent and relevant financial experience" (with reasons for that conclusion). Identify the secretary. 

· Any changes to the membership of the Committee and the reasons for the changes. 

· Confirm the independence of all members, including the reasons for the Board judging that an individual is independent (particular attention needs to be made to disclosures where the director has an ostensible lack of independence). 
· State the number of meetings and the attendance of each director. It is useful to explain any reasons for ostensibly poor attendance by any of the members as this may otherwise be interpreted as a lack  of commitment to the role;




	· Describe how the Committee functions: for example, how information is provided, how the agenda and work plan is developed, state who else attends part, some, or all of the meetings and for what purpose (e.g. external auditors, other directors, secretary, internal audit, various managers).

· It may be useful to provide details of ail members' skills and experience (including any induction or training during the year) so that a rounded view of the Committee may be obtained.

· Confirm how the Committee's annual evaluation process has been carried out and whether any particular findings or improvements were identified, such as possible refreshment to the Committee, provision of information, relationships with management and the external auditor, scope of the Committee’s activity, etc.  Confirm that membership is reviewed at least annually;
Responsibilities of and work done by the Committee-

· Explain that the Committee's terms of reference are available on the company's website and that they cover all the matters recommended under the Combined Code.


	State briefly the key responsibilities of the Committee, for example: integrity of reporting, appointment, reappointment, removal and relations with the auditors, internal controls and risk management; followed by a brief description of the key elements of the work performed and how this relates to the Committee's responsibilities.

Integrity of reporting

· Provide a brief description of the Committee's responsibilities for the integrity of reporting.

· Describe briefly how the Committee fulfils its obligations.

· The disclosure of this process might include confirmation that the Committee:
· satisfied itself that the group's accounting policies are appropriate, highlighting any particular work by the Committee, in particular drawing attention to any material changes to the policies and the reasons for the changes;
· 


	· considered any judgements required by the accounting policies and satisfied itself that management's judgements were reasonable; 

·  reviewed the group's half-year, annual and any other financial statements prior to Board approval;

· considered any related party matters;

· considered the going concern statement prior to consideration by the Board; 

· considered any matters brought to its attention by the external auditors; 

· considered details of particular work done especially that which is not routine such as significant acquisitions, rationale for changes to accounting policies, investigation into a material fraud, control failure, allegation of impropriety, replacement of head of internal audit

Relations with auditors

· Provide a brief description of the Committee's responsibility for managing the group's relationship with its external] (and internal, if applicable) auditors.


	· Describe how the Committee fulfils its responsibility in this regard, including confirmation that the Committee:

· Is responsible for and has considered the appointment, reappointment or removal of the auditors (as applicable), providing details of any tender process, the agreed tenure or any contractual obligations that affected this decision and has considered the effect of its auditor withdrawing from the market;

· considered the auditor independence policy and policy for the provision of non-audit services (with a brief description of the policy) 

· considered the scope of the external (and internal, if applicable) audit plan with confirmation that the Committee was satisfied with the auditor's scope, efficiency and effectiveness; 

· considered the external auditor's performance, objectivity and independence and made a recommendation to the Board regarding their reappointment (or not) with a brief description of why and how the Committee reached its conclusion;




	· considered and approved (according to policy) the non-audit work (and fees) carried out by the external! auditor (it is very helpful the fees to be stated in the report or cross-referenced in the Committee's report to the notes to the accounts).  It is also helpful for the Audit Committee's report to provide a brief description of both the non-audit services provided and the reasons tor their approval where material; 

· met with the external (and internal, if applicable) auditors without management present; 

· Investors find it very useful for the Committee to state briefly in its report any particular focus of the auditor's work during the year (e.g. integrity of IT systems, testing revenue recognition etc).


	Internal control and risk management

· Provide a brief description of the Committee's responsibility for internal controls and risk management.

· Describe the internal control process within the organisation and how the Committee has reviewed its effectiveness during the year under review.

· The disclosure of these processes might include:

· disclosure of the Board's strategic objectives and assessment of the associated risks; confirmation that the strategy is reviewed formally and updated by the Board at least annually; such assessment should consider the Board's appetite for risk and whether the risk assessment and control reflects the appetite; 
· a brief very high level description of the risks (including non-financial) and controls (or a cross-reference to the Business Review); 



	· confirmation that risk identification and assessment by management of each business unit/function as well as group-wide risks such as financial, reputational, legal, regulatory and compliance risks has taken place (quarterly and) at year end and has been signed off by the relevant managers and directors;

· confirmation that control mechanisms for each of the identified risks (which can include both internal controls as well as external measures such as insurance or alternative supplier arrangements; are in place;

· confirmation that matters reserved for the Board document and similar control documents such as levels of authority, policies and procedures are in place and adhered to throughout the organisation; 

· a brief description of how the Board sets the tone for the organisation in maintaining high standards and that staff are made aware of what is expected of them, including how the ethics and whistleblowing policies are communicated to all staff

	· confirmation that no material weaknesses in the control environment were found or a brief description of the weakness and the mitigation that was put in place once the weakness was identified; 

· oversight and monitoring of internal controls;

· review of risk management system;

· maintenance and monitoring of ethics and whistleblowing policies.

· Make the necessary ‘Turnbull’ statement regarding the effectiveness of internal controls in compliance with the Combined Code. 




APPENDIX 3:  LEGAL AND REGULATORY REQUIREMENTS

	The requirements in this appendix only apply to 'listed' companies and reflect the situation at 1st January 2009.

Disclosure and Transparency Rules (issued by the Financial Services Authority)

DTR 7.1.1.R An issuer must have a body which is responsible for performing the functions set out in DTR 7.1.3 R. At least one member of that body must be independent and at least one member must have competence in accounting and/or auditing.

DTR 7.1.2.G The requirements for independence and competence in accounting and/or auditing may be satisfied by the same member or by different members of the relevant body.

DTR 7.1.3.R An issuer must ensure that, as a minimum, the relevant body must:

(1) monitor the financial reporting process;

(2) monitor the effectiveness of the issuer's internal control, internal audit where applicable, and risk management systems;

(3) monitor the statutory audit of the annual and consolidated accounts;

(4) review and monitor the independence of the statutory auditor, and in particular the provision of additional services to the issuer.


	DTR 7.1.4.R An issuer must base any proposal to appoint a statutory auditor on a recommendation made by the relevant body.

DTR 7.1.5.R The issuer must make a statement available to the public disclosing which body carries out the functions required by DTR 7.1.3 R and how it is composed.

DTR 7.1.6.G An issuer may include the statement required by DTR 7.1.5 R in any statement it is required to make under DTR 7.2 (Corporate governance statements). (QCA Note: Such a statement can be on the company's web site as long as there is a reference to it in the annual report and accounts)

DTR 7.1.7.G In the FSA’s view, compliance with provisions A.1.2, C.3.1, C.3.2 and C.3.3 of the Combined Code will result in compliance with DTR 7.1.1 R to DTR 7.1.5 R (QCA Note:  BUT if you choose to explain rather than comply with those provisions of the Combined Code, you will need to ensure that you also comply with the above sections of DTR)


	Combined Code

The Combined Code contains the following Principle and Provisions relevant to the role and responsibilities of the Audit Committee and Auditors.

C.3  Audit Committee and Auditors Main Principle

The board should establish formal and transparent arrangements for considering how they should apply the financial reporting and internal! control principles and for maintaining an appropriate relationship with the company's auditors.

Code provisions

C.3.1 The board should establish an audit committee of at least three, or in the case of smaller companies' two, independent non-executive directors. In smaller companies the company chairman may be a member of, but not chair, the committee in addition to the independent non-executive directors, provided he or she was considered independent on appointment as chairman. The board should satisfy itself that at least one member of the audit committee has recent and relevant financial experience.


	C.3.2 The main role and responsibilities of the audit committee should be set out in written terms of reference and should include:

· to monitor the integrity of the financial statements of the company, and any formal announcements relating to the company's financial performance, reviewing significant financial reporting judgements contained in them;

· to review the company's internal financial controls and, unless expressly addressed by a separate board risk committee composed of independent directors, or by the board itself, to review the company's internal control and risk management systems; 
· to monitor and review the effectiveness of the company's internal audit function;
· to make recommendations to the board, for it to put to the shareholders for their approval general meeting, in relation to the appointment, re-appointment and removal of the external! auditor and to approve the remuneration and terms of engagement of the external auditor;



	· to review and monitor the external auditor's independence and objectivity and the effectiveness of the audit process, taking into consideration relevant UK professional and regulatory requirements;

· to develop and implement policy on the engagement of the external auditor to supply non-audit services, taking into account: relevant ethical guidance regarding the provision of non-audit services by the external audit firm: and to report to the board, identifying any matters in respect of which it considers that action or improvement is needed and making recommendations as to the steps to be taken.

C.3.3 The terms of reference of the audit committee, including its role and the authority delegated to it by the board, should be made available. A separate section of the annual report should describe the work of the committee in discharging those responsibilities.


	C.3.4 The audit committee should review arrangements by which staff of the company may, in confidence, raise concerns about possible improprieties in matters of financial reporting or other matters. The audit committee's objective should be to ensure that arrangements are in place for the proportionate and independent investigation of such matters and for appropriate follow-up action.

C.3.5 The audit committee should monitor and review the effectiveness of the internal audit activities. Where there is no internal audit function, the audit committee should consider annually whether there is a need for an internal audit function and make a recommendation to the board, and the reasons for the absence of such a function should be explained in the relevant section of the annual! report.

C.3.6 The audit committee should have primary responsibility for making a recommendation on the appointment, reappointment and removal of the external auditors, if the board does not accept the audit committee's recommendation, it should include in the annual! report, and in any papers recommending appointment or re-appointment, a statement from the audit committee explaining the recommendation and should set out reasons why the board has taken a different position.




	C.3.7 The annual report should explain to shareholders how, if the auditor provides non-audit services, auditor objectivity and independence is safeguarded.

In addition section C2 of the Combined Code covers internal controls. Responsibility for fulfilment of this section is normally delegated to the Audit Committee. Finally, section A6 on undertaking performance evaluations and reporting on those evaluations extends to Audit Committees:

C2 Internal Control: Main Principle

The Board should maintain a sound system of internal control to safe-guard shareholders' investment and the company's assets.


	Code Provision

C.2.1 The Board should, at least annually, conduct a review of the effectiveness of the group's system of internal controls and should report to shareholders that they have done so. The review should cover all material controls, including financial, operational and compliance controls and risk management systems.

A.6 Performance Evaluation: Main Principle

The board should undertake a formal and rigorous annual evaluation of its own performance and that of its committees and individual directors.

Supporting Principle

Individual evaluation should aim to show whether each director continues to contribute effectively and to demonstrate commitment to the role (including commitment of time for board and committee meetings and any other duties). The chairman should act on the results of the performance evaluation by recognising the strengths and addressing the weaknesses of the board and, where appropriate, proposing new members be appointed to the board or seeking the resignation of directors. 




	Code Provision

A.6.1 The board should state in the annual report how performance evaluation of the board, its committees and its individual directors has been conducted. The non-executive directors, led by the senior independent director, should be responsible for performance evaluation of the chairman, taking into account the views of executive directors. 


	


APPENDIX 4: OTHER USEFUL SOURCES OF INFORMATION

Quoted Companies Alliance (QCA)

www.quotedcompaniesalliance.co.uk
· Guidance for Smaller Quoted Companies - The Combined Code on Corporate Governance

· Corporate Governance Guidelines for AIM Companies

· Guidance for Smaller Quoted Companies on Preparing a Business Review

· Investor Relations Guidance for Smaller Quoted Companies

· A Guide to Better Communication between Small Companies and B-q investors

Financial Reporting Council

www.frc.org.uk

· The Combined Code on Corporate Governance

· Guidance on Audit Committees October 2008 (an updated version of 'ho Smith Guidance)

· Internal Control, Revised guidance for directors on the combined code (Turnbull Guidance)

· Suggestions for good practice from the Higgs Report Guidance on Auditor Liability Limitation Agreements Auditing Standards

· Ethical Standard for Reporting Accountants

· Going Concern and Financial Reporting: Guidance for directors of listed companies registered in the United Kingdom

Institute of Chartered Secretaries and Administrators (ICSA)

www.icsa.org.uk

· Audit Committee - Terms of Reference 
· Induction of Directors 

Institute of Chartered Accountants of Scotland (ICAS)

vvww.icas.org.uk

· Appraising your Auditors - A guide to the Assessment and Appointment of Auditors

The Institute of Chartered Accountants in England and Wales (ICAEW)

wwwjcaew.com

· Guidance for Audit Committees (series of 6 short booklets)

· implementing Turnbull - A Boardroom Briefing

Non-Executive Directors Association

vvww.nedaglobal.com

Non-Executive Directors Handbook 

APPENDIX 5: THE QUOTED COMPANIES ALLIANCE

The Quoted Companies Alliance (QCA) is the only organisation dedicated solely to fighting for the interests of small and mid-cap companies in one of the most important sectors of the UK economy - the thousands of companies outside the FTSE 350 on the Main Market, including those companies on AIM and the PLUS markets. The Quoted Companies Alliance (QCA) has three primary goals:

· To create a distinct identity for the SQC sector, and demonstrate its value to the stock markets and UK economy;

· To represent the interests and requirements of the SQC sector, to enable it to increase its contribution to the UK economy and ensure that its specific needs are addressed;

· To build a strong and vocal collective body of support from within the SQC sector, among company directors and securities industry leaders and to provide opportunities for directors to share experiences to assist them make the most of their market presence.

The QCA promotes the interests and views of its members to Government, Europe, regulators and other professional bodies, educates its members on best practices and provides a vital forum for networking. Celebrating 17 years m 2009, the QCA forms its views through highly focused committees and working groups comprising senior representatives from across the smaller quoted companies sector.

For more information, contact John Pierce, Chief Executive, The Quoted Companies Alliance, 6 Kinghorn Street, London EC1A 7HW

Tel:

020 7600 3745 
Fax:

020 7600 8288

Email:

mail@quotedcompaniesalliance.co.uk 
Website:

www.quotedcompaniesalliance.co.uk 

APPENDIX 6: QCA AUDIT COMMITTEE GUIDE WORKING GROUP

The QCA Audit Committee Guide Working Group, which produced this guide, comprised:

Edward Beale (Chair and main author)

City Group plc
Louis Cooper


Horwath Clark Whitehill LLP

Tim Goodman


Hermes Equity Ownership Services Ltd

Andrew Viner


BDO Stoy Hayward LLP

John Pierce


Quoted Companies Alliance 

APPENDIX 7: NOTES

1. The Combined Code on Corporate Governance published by the Financial Reporting Council (see Appendix 4: Other useful sources of information).

2. A smaller company is one that is below the FTSE 350 throughout the year immediately prior to the reporting year. The Combined Code recommends that Audit Committees of larger companies should consist of at least three independent non-executive directors.

3. Independence is a state of mind and guidance on factors that could impair independence can be found in provision A.3.1 of the Combined Code.

4. Companies listed on the Main Market of the London Stock Exchange and PLUS listed companies.

5. What constitutes "competent in accounting or auditing" is not defined. Neither is "recent and relevant financial experience". Boards will need to make their own judgements taking into account the size and nature of the organisation.

6. See Appendix 4.

7. Provision C 3.3 of the Combined Code (see Appendix 3).

8. International Accounting Standard 34 Interim Financial Reporting.

9. The Turnbull Guidance on Internal Control published by the FRC (see Appendix 4).

10. Key Performance Indicators.

11. wvvwjnstitutionalshareholderscommiftee.org.uk

12. This is also a requirement under the Company Reporting Directive - the EU 4th Company Law Directive.

13. Where the chairman is a member of the Committee it is useful to refer to the recent amendment to the Combined Code permitting a chair of a company to sit on the Audit Committee, if independent on appointment.

14. An annual schedule of agenda items, tabled at each meeting and updated if necessary is very useful to ensure that all such items are addressed. It is also useful to disclose its existence and how it is used for shareholders to understand in greater depth how effectively the Audit Committee functions.

15. A brief description of how each of the Committee's responsibilities has been discharged is of significant benefit. For example, in relation to accounting policies a disclosure such as: "As an IT services company, key areas of judgement include revenue recognition and accounting for long term contracts. These were therefore areas of discussion at the Audit Committee 

APPENDIX 7: NOTES

and we are comfortable that the policies described in note 1 of the accounts found on pages xx to xx are appropriate." (The disclosures in the notes to the accounts must accurately describe the workings of the policies so that shareholders are able to perform meaningful analysis).

16. This work dovetails with and should be cross referred to the identification of significant business risks required in the business review. The risks and controls should not be limited to financial risks and controls.

17. Focussing on high likelihood and high impact risks (pre and post mitigation via the implementation of controls).

18. Non-financial risks that should be assessed are extensive and include: strategy, markets, IT, knowledge, intellectual property, health and safety, environmental, reputational, legal, compliance, and tax.

19. This provision overlaps with FSA Rule DTR 7.1.1 R.

20. This provision overlaps with FSA Rule DTR 7.1.3 R.

21. The requirement to make the information available would be met by including the information on a website that is maintained by or on behalf of the company.

22. This provision overlaps with FSA Rules DTR 7.1.5 R and 7.2.7 R. 

APPENDIX 8: MEMBERSHIP APPLICATION FORM

To apply for membership, please complete your details below and return to:
Hayley Zeff
Quoted Companies Alliance
6 Kinghorn Street
London
EC1A 7HW
Tel:  020 7600 3745
Fax:  020 7600 8288
Email:  mail”quotedcompaniesalliance.co.uk
Name:_______________________________________

Company:____________________________________

 

Address: _____________________________________


Tel: _________________________________________


Fax: ________________________________________




Email:  ______________________________________



Please tick appropriate box

	Corporate
	

	Adviser
	

	International
	


Tasks that the Audit Committee must achieve:





Perform a review of the annual report and financial statements independently from both the executive directors and the external auditors


Manage relations with external auditors and ensure that the annual audit is objective and independent


Review and challenge the business' risk identification and risk management processes


Communicate effectively to shareholders the extent of its activities
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