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A period of intense scrutiny
In this Governance in focus, we look at what audit committees need to be focussing on as we head into this reporting season, including: the
areas of focus from the FRC’s Corporate Reporting Review, effective audit committee reporting, new responsibilities under the CMA Order, the
impacts on the provision of professional services, the updated UK Corporate Governance Code and the key audit governance themes for 2015.
We have included references to our governance briefings issued during the year which provide a deep dive on certain of the topics mentioned.
Of course, do get in touch with your Deloitte partner or the Deloitte governance team if you would like to discuss any areas in more detail. And
don’t forget you can join us at the Deloitte Academy where we host live updates which allow you the opportunity to air current issues and swap
notes with your peers – even more useful at time of great change.
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Audit committees in the spotlight

Headlines

Key areas of focus
for this year’s
annual report

The FRC’s Corporate Reporting Review team has issued its latest report highlighting key areas of focus for annual report disclosures.
Audit committees should pay close attention to these areas when reviewing their company’s report this year end.
We have recently issued our annual reporting insights based on a survey of 100 listed company annual reports.
The report contains good practice examples and tips for improving your annual report.
We have also provided a round up on the key accounting standards changes for the 2014 reporting season.

The audit
committee report

There is significant pressure to banish boilerplate, to focus on activity rather than process and to provide clear and specific
discussion on the key financial reporting judgements. Revenue recognition is an emerging area for focus.

Judgements

One of the challenges which audit committees face is assessing whether the judgements made by the CFO and the finance team are “reasonable”.
Where there is a complex matter with a range of different outcomes, how can the audit committee conclude that an appropriate position has been
arrived at when there is no definitive answer? We offer a framework to help audit committees think about governance around judgements and
challenge judgements more effectively.

New audit
committee
responsibilities

The CMA Order introduces new requirements in relation to oversight of the external audit relationship and for audit committee
reporting with effect from 1 January 2015.

Audit market
developments

The audit tendering and rotation landscape is settling down with agreed transition rules. With the increased restrictions on
non-audit services, planning for the provision of your organisation’s professional services is becoming ever more complex.

Effectiveness
of the audit
committee

As with all matters in the governance arena, pressures intensify when a big issue is surfaced – then stakeholders shine a light on governance
including the effectiveness of the audit committee. Are you comfortable that your audit committee would stand up to scrutiny?

Risk management
and internal
control

Ongoing monitoring of all material controls and enhanced risk reporting by the board is now a requirement of the updated UK Corporate
Governance Code. For many companies this will necessitate new processes being put in place as new financial years commence.

The longer term
viability statement

The new “viability statement” is being introduced for accounting periods beginning 1 October 2014. We doubt companies will adopt early,
but audit committees will wish to prepare for the statement in the following year.

The FRC agenda for 2015
The recently issued update to the UK Corporate Governance Code and the new guidance on risk management, internal control and business and financial
reporting place clear new responsibilities on boards and audit committees but there are other areas where the FRC is seeking to drive improvements
through ‘softer’ guidance and observations on best practice. We are expecting the following areas to be covered over the coming months:

Board
performance
evaluation

Th FRC has undertaken a number of roundtable sessions with key stakeholders to identify and discuss best practice in the evaluation
of board performance.

Quality of
reporting

A project is underway by the Corporate Reporting Review team to identify the root causes of the difficulties smaller listed and AIM quoted
companies have in meeting the requirements of reporting standards and encouraging improvement in the quality of reporting.
There are two projects ongoing in this area:

Audit quality

• a thematic review of UK bank audits by the Audit Quality Review Team; and
• development of guidance for audit committees on how to assess audit quality.

Fair, balanced and
understandable

The FRC is carrying out a post implementation review of the impact of the new board statement that the annual report is fair,
balanced and understandable.

Audit committee
reporting

There will be a consultation on how audit committees should report on the results of Audit Quality Review inspections.
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Key areas of focus for this year’s
annual report
The FRC’s Corporate Reporting Review
Summary
In October 2014, the FRC published the 2014 Corporate Reporting Review and set out areas of focus for Boards for the coming reporting season.
The review highlights common areas for focus by audit committees including more balance in the strategic report, more careful presentation of
exceptional items, and more tailoring of disclosures of judgements and accounting policies.
Quality of corporate reporting
The FRC’s report is based on the Corporate Reporting Review team’s (CRR) activities for the year ended 31 March 2014. This year the CRR team
reviewed 271 annual reports and wrote to 100 companies asking for additional explanation or information. Over three quarters of the cases
were closed in the reporting year and resulted in undertakings to make specific improvements or changes to future reporting.
Rather than make public the correspondence between the FRC and companies, as SEC comment letters are in the United States, the FRC can
now request that companies make reference in their annual report to the fact that the changes a company is making were prompted by the FRC
thereby providing public evidence of the Conduct Committee’s engagement with a company. The purpose is in part to demonstrate the teeth
of the regulator, but perhaps more importantly to provide a stewardship message to shareholders and encourage companies to invest in better
quality reporting.
The FRC acknowledges that the quality of reporting by smaller listed and AIM quoted companies is more variable than in the FTSE 350.
To address this, in April 2014 the FRC launched a three year project to drive a step change in the overall quality of reporting by smaller
companies. The first phase is gathering evidence and performing root cause analysis and exploring ways to help companies to make
improvements – for example, accounting for complex transactions is a key area of focus.

Common findings from the review
The following areas were those most commonly raised with companies during the review year:
• Strategic reports which were focused only on ‘good news’, where trend information was not sufficient to explain the effect of nonrecurring items or where there was inappropriate balance between IFRS and non-IFRS measures.
• Treatment of exceptional items was highlighted in a press release from the FRC in December 2013 and greater consistency and
consideration of whether items are truly exceptional is a recurring area of challenge.
• Explanations of critical judgements could be more precise, and clarity can be enhanced about the effect on the financial statements –
in particular, the disclosure of critical judgements should not simply repeat or refer to the relevant accounting policy. Disclosures should differentiate
between critical judgements and areas of estimation uncertainty and deal with both separately, even if they relate to the same item.
• Accounting policies which are ‘boilerplate’ and not sufficiently tailored to the facts and circumstances of the business – particularly with
reference to revenue recognition.
• Poor quality disclosures on the key assumptions and sensitivities around impairments.
• Unclear policies or explanation on the critical judgement and estimates involved in pension accounting, including around minimum
funding requirements.
• Inadequate disclosures around tax accounting, in particular in relation to deferred tax, in particular loss recognition, and the reconciliation
of the tax charge on accounting profit to the effective tax rate.
• Companies which present a voluminous list of possible risks without emphasising those they believe are most important.
• Reporting of cash flow information which either misclassifies the cash flows, inappropriately nets items or reports non-cash movements as
cash flows (e.g. the conversion of convertible debt).
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Emerging reporting issues for board focus
The FRC highlights for board attention a number of areas where the FRC will increase focus in this year’s review round, some in sharper relief
given the recent increase in M&A activity:
• Considerations of whether a company genuinely controls another under recent accounting standard IFRS 10, including whether a company
exerts ‘de facto control’ over an entity.
• Identification and recognition of intangible assets, such as brands, customer lists or technology assets, acquired as part of a business
combination. Companies will be challenged where a business combination has resulted in the recognition of material goodwill but few
or no separate intangible assets.
• Companies are encouraged to report the likely effect of the changes to be introduced in 2017 by IFRS 15, ‘Revenue from contracts
with customers’, as soon as this is, or should be, reasonably estimable. For many companies this new standard represents a considerable
undertaking. Revenue recognition is already a presumed fraud risk under International Standards on Auditing.
• Compliance with the non-financial reporting requirements of the Companies Act 2006 and other relevant legislation or regulations will
also receive attention, as the FRC has been encouraged by interested parties to make enquiries into areas required to be included in the
annual report that are not directly related to annual financial reporting.
• The impact of last year’s revision to the pension accounting standard, IAS 19 is also mentioned, including the requirement to disclose
information about the level of any minimum funding requirements. The CRR expects these disclosures to include quantitative, as well
as qualitative, information.

Deloitte view
• The FRC is to be commended that it has provided a list of reporting hot topics almost three months before the close of the
financial year for December year ends to ensure these matters can be addressed in pre year end audit committee agendas and
where necessary market updates.
• The focus on financial reporting judgements is only intensifying – and the CRR provides a useful prompt for audit committees
to review the basis of all material judgements, their impact on the financial statements and the quality of disclosures, which
should of course be fair, balanced and understandable.
• The project on smaller companies is to be welcomed. The regulatory burden has been felt most acutely by smaller companies
and it will be interesting to see the conclusions of the review. We hope that the conclusions will support the continued
development of a vibrant capital market.
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the spotlight on
3 key areas

Key areas of focus for this year’s
annual report
Financial
Reporting

Deloitte’s annual report insights 2014
Summary
As in previous years, Deloitte has undertaken a comprehensive survey of 100 listed UK companies’ annual reports, reviewing disclosures on KPIs,
risks, corporate governance and non-GAAP measures in the accounts. The survey includes insights on audit committee reporting. The full survey,
‘Providing a clear steer’, is available from www.deloitte.co.uk/annualreportinsights together with highlights which include ideas on how to
improve annual reports in the upcoming reporting season as well as identifying the key pitfalls to avoid.

Narrative Reporting
Telling the story

Narrative reporting – telling the story
With the average annual report continuing to increase in length, partly due to the new remuneration reports, clarity is key. Succinct concise
messaging around your organisation’s strategy, business model and financial performance and explaining how these elements link together is a
powerful way to ensure continued clarity and consistency throughout your report.

132

pages is the
average length
of an annual
report

64%

80%

demonstrated some
linkage in their report

discuss value
creation in their
reports

29%

linked their report together in
the summary pages

59%

9

visually represented
their business model

was the average number of
principal risks identified

With the average annual report continuing to increase in length,
partly due to the new remuneration reports, clarity is key.

Corporate Governance
Demonstrating effective stewardship

57%

reported full
compliance with
the Code
4

96%

included the fair,
balanced and
understandable
statement

43%

of audit committees
raised an average
of two issues which
were not covered by
the auditors

59% Governance 9
Corporate
Demonstrating effective stewardship
visually represented
their business model

was the average number of
principal risks identified

Corporate Governance
57%
96%

43%

57%
11%

43%
15%

Demonstrating effective stewardship

reported full
included the fair,
of audit committees
Corporate governance
– demonstrating
compliance
with effective stewardship balanced and
raised an average
The corporate governance statement is the board’s and the board committees’ opportunity to demonstrate to shareholders how they are fulfilling
the Code
understandable
of two issues which
their stewardship role. A focus on activities and actions rather than a description of processes is now being called for to bring stewardship alive,
statement
were not covered by
together with transparency around how key issues such as strategy, performance
and remuneration are set and monitored.
the auditors

96%

reported full
included the fair,
committed to a tendering
compliance with
balanced and
frequency going forward
the Code
understandable
statement

11%

of audit committees
of the directors in our
raised an average
sample were female
of two issues which
were not covered by
the auditors

15%

Financial Reporting
Presenting the numbers clearly
committed to a tendering
frequency going forward

of the directors in our
sample were female

Financial reporting – presenting the numbers clearly
Making sure the narrative reporting and the financial statements present a consistent message is a continued challenge – companies are
improving here. Many companies use non-GAAP measures to describe underlying performance, with greater focus on explaining why and
explanations on the add-backs and whether “exceptional items” are truly exceptional.

Financial Reporting
68%
44%
used non-GAAP
measures on the
face of the P&L

included a net
debt reconciliation

36%

68%
79%

44%53%

36%

Presenting the numbers clearly

used provided
non-GAAP
disclosures considered
measures
on the
to meet
all, or nearly all, of
face of
the3’sP&L
IFRS
extensive disclosure
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included a netof companies with goodwill
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debt reconciliation
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around

requirements

goodwill impairment

79%

53%

provided disclosures considered
to meet all, or nearly all, of

had business
combinations in the
year

of companies with goodwill
provided detailed or high-
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Reporting to shareholders
Communicating stewardship, facilitating engagement

“Trust is not achieved through compliance as an end in itself but through a belief on behalf of investors, auditors, actuaries and the wider
professional community that there is a strong public interest in sound governance, active stewardship, and fair, balanced and understandable
reporting.”
Sir Winfried Bischoff, FRC Annual Report 2013/14

This statement from the FRC Chairman provides insight into the FRC’s current areas of focus – we are moving from a period of reshaping the
architecture of the annual report to a focus on stewardship and effective reporting. The FRC’s Corporate Reporting Review draws attention to
the need to tailor disclosures and, in order to provide real confidence to investors, audit committees should endeavour to focus their reporting on
actual activities undertaken. The disclosures should be specific to the company and specific to the year. Let us hope that the FRC’s review project
of the annual report concludes that the listing of duties and processes set out in the Guidance for Audit Committees can be relegated in future to
company websites.

As a reminder, as well as the matters set out in the Guidance on Audit Committees, the key content requirements of the audit committee
report set out in the Code are:
• the significant issues that the committee considered in relation to the financial statements, and how these issues were addressed;
• a n explanation of how it has assessed the effectiveness of the external audit process and the approach taken to the appointment and
reappointment of the external auditor, and information on the length of tenure of the current audit firm and when a tender was last
conducted; and
• if the external auditor provides non-audit services, an explanation of how auditor objectivity and independence are safeguarded.
UK Corporate Governance Code, Provision C.3.8

Significant issues
Scrutinising the key financial reporting judgements made by management, and reporting these to shareholders, is highlighted as one of the most
significant tasks of the committee – and of course the disclosures made by the committee on the significant issues can leave the committee
exposed if the work done to address the issue is later considered not to have been sufficiently robust. The FRC’s Corporate Reporting Review
highlights that explanations of critical judgements could be more precise, and clarity could be enhanced about the impact of key judgements on
the financial statements – in particular, the report is very clear that disclosure of critical judgements should not simply repeat or refer to the relevant
accounting policy.

Scrutinising the key financial reporting judgements made by
management, and reporting these to shareholders, is highlighted
as one of the most significant tasks of the committee.
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Key considerations for the audit committee
• Open early dialogue with the auditors on what their key risks of material misstatement are going to be for the purposes of the audit – and
ensure in your opinion the scope is complete.
• Consider carefully making a decision not to include in the audit committee report a risk identified by the auditors.
• For all issues included be sure to include a description of the specific key activities undertaken by the audit committee to challenge
management on the appropriateness of the treatment – your actions need to be clear and robust.
• Where possible and appropriate, cross-reference to where the issues are discussed elsewhere in the annual report but ensure that the
committee is satisfied that the disclosures reflect their understanding and are absolutely clear on the impact on the financial statements.
• Disclosures should differentiate between critical judgements and areas of material estimation uncertainty and deal with both separately,
even if they relate to the same item.

Clear ownership by
the Chairman

Be clear on the
impact of key
judgements

Be specific

Tips to
avoid
boilerplate
Use crossreferencing to avoid
repetition

Focus on activities
undertaken

Demontrate
challenge of
judgements and
describe evidence
based conclusions

Effectiveness of the external audit process
The audit committee’s disclosures around the external audit relationship are also important and will need careful consideration. The key is to
demonstrate that the independence and objectivity of the external auditors is being safeguarded and that the quality of the audit has been
assessed in an effective manner. The FRC has held a number of working groups to examine existing practice in this area and will issue a guidance
note around the turn of the year. The Deloitte publication, Governance in focus: Effectiveness of the external audit process, provides a
comprehensive framework and question bank to help the audit committee in its assessment of the effectiveness of the external audit process which
companies can tailor for their own use.
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Judgements
Are they sound, defensible and well-explained?
The role of the audit committee in examining management’s key judgements and reporting these to shareholders is designed to help readers
of the financial statements understand the level of debate between audit committees, senior management and external auditors. This
communication by the audit committee should enable a more sophisticated understanding of the role of judgment in the preparation of financial
statements and reinforces judgment as a central part of the board’s statement that the annual report is fair, balanced and understandable.
Deloitte Framework for Judgements
Our view is that audit committees should respond to this challenge in two ways: first by ensuring the audit committee exercises greater
oversight of the governance over key judgement areas and related disclosures and, second, by making sure the audit committee has sufficient
understanding of each individual judgement.
The framework below summarises the key inputs, processes and outputs for making robust judgements.

t Committee oversight
Aud i

Team

Disclosure

Accountability

Sounds,
defensible
well explained
judgements

Challenge

Analysis

The role of the audit committee in examining management’s
key judgements and reporting these to shareholders is designed
to help readers of the financial statements understand the level
of debate between audit committees, senior management and
external auditors.
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• Quality of people and their incentives – individuals with strong analytical skills and good reasoning abilities are important but
equally important are those who strive to avoid “group think”.
Team

Accountability

• Use of experts – due to the specialist nature of the information or skills to interpret the information required to support some
judgements, it may be necessary to involve external specialists to assist management in their process. This is common in many
industries or specialist areas.
• Allocation of responsibility – rigour and organisation early in the reporting process, including matching expertise and specialisation
with specific aspects of the judgement, should improve the effectiveness of the information and analysis performed.
• Independence – are those involved sufficiently independent of the outcome, or do they stand to benefit from a particular outcome?
Does the audit committee understand this?
• Consideration of relevant literature – fully understanding the accounting principles behind the judgement is necessary to ensure
that the right analysis is performed.

Analysis

• Gathering of facts with economic analysis and benchmarking – performing an over-arching analysis of all relevant facts and data
which is pertinent to the judgement is a key step in making an appropriate judgement.
• Sensitivity analysis, stress testing and consideration of other outcomes – we would expect that management prepares
alternative scenarios and considers alternative options to demonstrate how the conclusion reached would vary according to the inputs
applied. This enables the audit committee to consider which inputs are the most critical to the judgement reached.
• Timely and focused reviews – typically the final level of management approval for financial reporting judgements would be the
CFO. However, it is not uncommon for the CEO or COO to be involved in the final review if the outcome is market sensitive. Audit
Committees need to ensure they are involved sufficiently early so that any market impact of alternative views can be addressed.

Challenge

• Quality of management information and judgement tracking – senior management and audit committees need to have
confidence that the company’s own management processes mean that judgement areas are tracked and updated as required, for
example, using current market forecasts and other current external data in order to avoid late surprises.
• Consistency in analysis and impact of the judgement – to help the audit committee monitor and assess the consistency applied
by management, we would expect that management demonstrates how the judgement made is consistent with or different with
appropriate reasoning from other judgements made and from year to year.
• Consider disclosures early – sometimes a review of proposed disclosures highlights a lack of comfort in a judgment or, in extremis, a flaw –
review of disclosures as part of the determination of the judgment by senior management and audit committees is highly desirable.

Disclosure

• Consistency with business model, market and strategy – assumptions or judgements made should be reviewed in the context of
the performance highlights and outlook sections in the narrative reporting section to ensure consistency.
• Benchmarking and external views – benchmarking judgment conclusions and proposed disclosures with comparator companies
provides a useful external benchmark.

Individuals with strong analytical skills and good reasoning
abilities are important but equally important are those who strive
to avoid ‘group think’.
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Audit market developments
Planning the provision of professional services
Selecting the provider of your professional services has become much more complex given the new rules and regulations from the FRC, Europe
and the Competition & Markets Authority. The following factors are in play:

FRC ‘comply or
explain’ tendering

CMA mandatory
tendering

Prohibited
services
Statutory
auditor

Non-audit
services

EU mandatory
rotation

70% cap on
permitted services

Timing
FRC ’comply or explain’ tendering – in place now (periods commencing on or after 1 October 2012) – FTSE 350 only
CMA mandatory tendering – for periods commencing on or after 1 January 2015 but transitional rules apply (see below) – FTSE 350 only
EU mandatory rotation – takes effect from 17 June 2016 but transitional rules apply (see below) – all public interest entities
EU restrictions on non-audit services – take effect for periods commencing on or after 17 June 2016 – all public interest entities
Under the EU regulation, assuming that the UK takes the Member State option to extend the maximum rotation period to 20 years (24 years
if joint audit), public interest entities will in future have until they have completed 20 years before they have to rotate but will have to tender
after ten years (under the same timetable as for the CMA Order) as part of the ‘quid pro quo’ of being allowed to extend the maximum
period to 20 years.

Selecting the provider of your professional services has become
much more complex given the new rules and regulations from
the FRC, Europe and the Competition & Markets Authority.
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Deciding on the timing of your tender process
Key determining factors:

Outcome category
The length of audit tenure at
17 June 2014

− Greater than 20 years
− Between 11 and 20 years
− Less than 11 years

Date of appointment

The transitional rules for both the EU regulation and the CMA Order have been written in such a way that it is the actual date of
appointment (i.e. the date of your AGM) which is the key determining factor.

Impact of date of listing

The EC has issued clarifying Q&As which, whilst having no legal standing, provide guidance that the intended interpretation is that the
length of audit tenure is calculated from the point at which the organisation became a public interest entity, i.e. from the date of listing.

Impact of date of entry into
FTSE 350

Taking a contrasting view, the CMA believes that new entrants to the FTSE 350 (whether a new listing or moving up the Index) should be treated
as if they have always been in the FTSE 350 and so the length of audit tenure for CMA purposes is calculated from the date of appointment.

Category: Greater than 20 years auditor tenure at 17 June 2014
The final CMA Order requires a competitive tender process to be undertaken by FTSE 350 companies for any auditor appointment made after
17 June 2020.
The EC mandatory rotation rule requires all public interest entities to rotate auditor for appointments made after 17 June 2020.

IMPACT

A competitive tender process will need to take place for the audit appointment which takes place at the AGM following 17 June 2020
and the incumbent auditor will NOT be able to participate.

Category: Between 11 and 20 years auditor tenure at 17 June 2014
The CMA Order requires a competitive tender process to be undertaken by FTSE 350 companies for any auditor appointment made after
17 June 2023.
The EU mandatory rotation rule requires all public interest entities to rotate auditor for appointments made after 17 June 2023.

IMPACT

A tender process will need to take place for the audit appointment which takes place at the AGM following 17 June 2023 and the
incumbent auditor will NOT be able to participate.

Category: Less than 11 years auditor tenure at 17 June 2014
Under the CMA Order, FTSE 350 companies will have to undertake a tender process for the audit appointment made at the first AGM taking
place on or after 17 June 2016 when the company reaches ten audits having taken place without a tender process. This means that for entities
which have had their auditors for 8, 9 or 10 years as at 17 June 2014, it will be necessary to undertake a tender process for the audit appointment
at the first AGM which takes place on or after 17 June 2016.

IMPACT

A tender process will need to take place for the audit appointment which takes place at the AGM following 17 June 2016 where ten
audits have been completed without a tender and the incumbent auditor WILL be able to participate and be reappointed for a further
period up to completion of the maximum twenty years.
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Deciding on the provision of non-audit services
So, having decided on the time when a tender will need to take place, the audit committee needs to plan for the provision of non-audit services
to ensure that the new restrictions are adhered to for all periods commencing on or after 17 June 2016.
As at the date of issuing this publication, we are waiting the publication of the consultation paper from the Department for Business, Innovation
and Skills (BIS) and the FRC on UK implementation of these restrictions. Until we have that consultation, we still have to talk in general terms. We
will provide an update as soon as the consultation paper is issued.
The following is the list of non-audit services which will be prohibited under the EU regulation:
• preparation of tax forms*
• payroll tax
• customs duties
Tax services

• identification of public subsidies and tax incentives unless support from the statutory auditor or audit firm in respect of such services
is required by law*
• support regarding tax inspections by tax authorities unless support from the statutory auditor or audit firm in respect of such
inspections is required by law*
• calculation of direct and indirect tax and deferred tax*
• provision of tax advice*
• the provision of general counsel

Legal services

• negotiating on behalf of the audit client or
• acting in an advocacy role in the resolution of litigation
management in a position to exert significant influence over the preparation of the accounting records or financial statements which are
the subject of the statutory audit, where such services involve:
− searching for or seeking out candidates for such positions or

Human resources services

− undertaking reference checks of candidates for such positions
structuring the organisation design
cost control
Including:

Services that involve playing
any part in the management
or decision-making process
of the audited entity

− Bookkeeping and preparing accounting records and financial statements
− Payroll services
− Services related to the audit client’s internal audit function
− Designing and implementing internal control or risk management procedures related to the preparation and/or control of financial
information or financial information technology systems**

Valuation services

Including valuations performed in connection with actuarial services or litigation support services

Corporate Finance services

Services linked to the financing, capital structure and allocation, and investment strategy of the audit client, except providing assurance
services in relation to the financial statements, including the provision of comfort letters in connection with prospectuses issued by the
audit client
Promoting dealing in, or underwriting shares in the audited entity

* Member States may allow these services, providing: they have no direct, or have an immaterial effect, on the audited financial statements; the effect on the audited financial statements is documented
and explained in the report to the audit committee; and the principles of independence are complied with
** Under the EU regulation, there is just one prohibited service where the prohibition extends to the period immediately prior to the audited period and that is ‘designing and implementing internal
control or risk management procedures related to the preparation and/or control of financial information or financial information technology systems’. For all the other prohibited services the
appointed auditor would just need to be clear of those services from the first day of the financial period.

For those services which are permissible there is still the 70% cap to contend with. Fees for non-audit services provided by the audit firm of the
PIE to the group may not exceed 70% of the average fees paid in the last three consecutive financial years for the audit of the Group and its
subsidiaries. Services required by Member State or EU regulation to be provided by the statutory auditor (for example, fees for auditor’s reports
to financial services regulators) do not count against this cap. There are various open implementation questions in relation to the cap which we
hope will be addressed by the consultation paper from BIS.
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New audit committee responsibilities
under the CMA Order
The Competition and Markets Authority’s Order was finalised in September 2014.

What is changing?
Under the final Order, only the audit committee, acting collectively or through its chairman, and for and on behalf of the board of directors,
is permitted:
• to negotiate and agree the statutory audit fee and the scope of the statutory audit;
• to initiate and supervise a competitive tender process;
• to make recommendations to the board of directors as to the auditor appointment pursuant to the competitive tender process;
• to influence the appointment of the audit engagement partner; and
• to authorise an auditor to provide any non-audit services to the FTSE 350 company or the group of which that FTSE 350 company is a part,
prior to the commencement of those non-audit services (the audit committee may specify a policy for the pre-approval of permitted nonaudit services including setting materiality thresholds based on the value of the proposed Non-Audit Service engagements).
In addition, there are two reporting requirements coming out of the CMA Order:
• Where a FTSE 350 company has not completed a competitive tender process for auditor appointment in relation to five consecutive
financial years, in the fifth financial year the audit committee must explain when it will next complete a competitive tender process and
why that timing is in the best interests of the shareholders.
• There must be a statement of compliance with the provisions of the Order in each audit committee report.
TIMING: For FTSE 350 companies for periods commencing on or after 1 January 2015

Deloitte view
In our view agreeing the scope of the audit represents the most significant change to audit committee responsibilities here
as most audit committees currently review and approve the scope, rather than being involved in the detail of audit planning
choices.
Audit committees may wish to use some of the time at their next meeting to consider whether any changes need to be made to
their terms of reference to align with the CMA Order (which has the force of law) to avoid successive changes in successive years.

Governance in focus In the spotlight – audit committees and the 2014 reporting season
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Evaluating the effectiveness of the
audit committee
The requirement
The board should undertake a formal and rigorous annual evaluation of its own performance and that of its committees and individual
directors. (UK Corporate Governance Code Main Principle B.6).
The board should state in the annual report how performance evaluation of the board, its committees and its individual directors has been
conducted. Evaluation of the board of FTSE 350 companies should be externally facilitated at least every three years. The external facilitator
should be identified in the annual report and a statement made as to whether they have any other connection with the company. (Code
provisions B.6.1 & B.6.2)

What has changed?
This is not a new requirement for this year end but stewardship and effectiveness are being examined with a sharper eye by investors and
regulators, particularly when there is poor performance or a restatement.
Effectiveness reviews are useful mechanisms to ensure that there is a robust assessment of performance at regular intervals.

Deloitte’s soon to be issued comprehensive publication (Governance in focus: The remit and effectiveness of the Audit Committee) will include
the relevant Code provision and principles, as well as guidance from the FRC and adds other regulatory considerations from sources such as the
CMA and International Standards on Auditing. A number of qualitative factors will also be included to support a differentiated audit committee
performance. The framework will be available on request for company tailoring and should you wish to have external facilitation we would be
pleased to hear from you – contact details are at the back of this publication – or via your Deloitte partner.
The framework covers the following areas:
SET UP
• Establishment, membership and appointment
• The audit committee chairman
• Skills, experience & training
MAKING IT WORK
• Meetings of the committee
• Resources
• Relationship with the board
RESPONSIBILITIES
• Oversight of business & financial reporting and other company announcements
• Culture, values, whistleblowing & fraud
• Internal control & risk management systems
• Oversight of internal audit
• Oversight of the external audit process
REPORTING
• Communication and shareholders
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The following are the current hot topics for audit committee effectiveness:

Knowledge of the company’s
industry, business model &
performance against peers

Clear understanding of the
culture, values and business
challenges

Good understanding of the risk
management process

Robust challenge process for
fair, balanced & understandable
reporting

Clear understanding of the
significant financial reporting
issues and how they have
been addressed

Grasping the new
responsibilitiles on reporting of
weaknesses in internal controls

Deciding on scoping options for
the external audit

Monitoring of auditor
independence

Assessing the effectiveness of
the external audit process

Effectiveness reviews are useful mechanisms to ensure that there
is a robust assessment of performance at regular intervals.
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Risk management and internal control
Responding to the new UK Corporate Governance
Code requirements
The new requirement
For periods commencing on or after 1 October 2014, the FRC has introduced updated UK Corporate Governance Code requirements for
the board in relation to risk.
Going forward the board will need to provide a statement in the annual report that the board has carried out a robust assessment of the
principal risks, including those relating to solvency and liquidity, plus the board will be responsible for monitoring the risk management and
internal control systems on an ongoing basis.
This is in contrast to the current requirement for an annual assessment of the effectiveness of those systems by the board. Please note that it
is the audit committee’s responsibility to review the company’s internal control and risk management systems unless expressly addressed by
a separate board risk committee comprised of independent directors, or by the board itself. (Code provision C.3.2)

There has never been more focus on how organisations identify, manage and report risk: from regulators, investors and boards companies are
under pressure to be able to articulate clearly how they identify risks to their business and how they ensure these are being managed within the
company’s defined risk appetite.
Effective governance of risk is a critical aspect of a successful business: it should support management execute strategy, manage costs, attract
investment, achieve regulatory compliance and make better and faster decisions.
The FRC has replaced its existing ‘Internal control: Guidance for Directors’ (2005) and ‘Going Concern and Liquidity Risk: Guidance for Directors’
(2009) with one set of integrated guidance which also reflects their 2012 ‘Boards and Risk’ paper. The new guidance implements the Sharman
principles on going concern, taking on board feedback from the FRC’s November 2013 and April 2014 consultations.
Boards will have one comprehensive on-going process to consider risk identification and management, including the assessment of solvency
and liquidity risks, and to determine whether the company is able to adopt the going concern basis of accounting and enhance reporting on
internal control.

Deloitte view
These new requirements will raise the bar on risk management and internal control for many boards and for many companies
will require new ongoing monitoring processes to be in place from the start of the financial period. Audit committees have a
significant role to play in supporting the board’s activities in this area given their responsibilities under the Code to “review
the company’s internal control and risk management systems unless expressly addressed by a separate board risk committee
comprised of independent directors, or by the board itself”.
It is important to remember that the existence of an executive risk committee does not remove the responsibility of the audit
committee - there must be oversight by a committee comprised of independent non-executive directors.
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What is a “principal risk”?
The FRC Guidance on the Strategic Report (2014) defines a principal risk as: A principal risk is a risk or combination of risks that can seriously
affect the future prospects or reputation of the entity. These should include those risks that would threaten its business model, future
performance, solvency or liquidity. This will include strategic, financial, operational, reputational, behavioural, organisational, third party and
external risks.
The FRC guidance states that the board should:
• identify the principal risks facing the company and evaluate the likelihood of their incidence and their impact if they were to materialise;
• assess the availability and likely effectiveness of actions that they would consider undertaking, either in advance or when a trigger event occurs,
to avoid or reduce the impact of the underlying risks; and
• be aware of those risks (or combination of risks) that could seriously affect the future performance, solvency or liquidity of the company.

Key questions to consider on principal risks
• Are you comfortable that your risk management process is actively identifying and addressing your ‘principal’ risks?
• Are these ‘principal’ risks genuinely those that you are discussing at board level?
• Are you comfortable that your principal risks are being appropriately managed given your risk appetite?
• What data do you have to support this view? Are there clearly defined metrics to monitor? Does assurance activity clearly link to these risks?
• Have you considered your principal risks in aggregate as well as individually?

Governance in focus In the spotlight – audit committees and the 2014 reporting season
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Key challenges of the new guidance
• Organisations will have to ensure that they are operating a robust mechanism to identify their ‘principal’ risks – in addition, organisations
will need to assess both the likelihood and impact of the principal risks identified, both individually and in aggregate.
• F or many companies this will involve a significant evolution of their risk management processes; especially in the consideration of
strategic risks and how these risks are identified and managed. Boards must have processes in place to assess and quantify the potential
impact of principal risks both individually and in aggregate.
• The requirement to monitor the system of internal control on an ongoing basis (rather than review once a year under the previous code),
will encourage companies to challenge themselves as to how effective their current ongoing monitoring processes are.
• Management should consider a number of aspects of their internal control monitoring processes from the management information
they collate, to the effectiveness and co-ordination of the various assurance functions within their business, to the opportunities
improved technology can bring in real-time understanding of the control environment.
• To effectively and efficiently identify and manage risk we believe it is critical that organisations consider and challenge how integrated
their governance framework is, and how effectively the constituent parts link together.
• External reporting of the principal risks identified will need to become increasingly specific to your particular organisation and
circumstances. Disclosure will increasingly focus on how you are mitigating the risks identified.

Deloitte view
Many organisations do not yet have a risk process in place that goes sufficiently beyond the identification of principal risks:
the detailed work required to really understand these risks, how they are quantified and timing of likely occurrence assessed,
how they are being mitigated and monitored and whether the risk profile is changing is often either absent, or happening in an
uncoordinated way with limited transparency to senior management. In addition, there is often only limited integration of the
risk management process into key business planning and decision-making processes; this is critical to ensure that risk is truly
embedded into how an organisation operates.
Some organisations have, over the past few years, taken steps to address this challenge. We have seen increasingly senior levels
of management closely involved in the risk process; more consideration of strategic and emerging risks and more focus on how
these are being managed and whether management can and should do more. This increased level of focus on ‘principal’ risks is
supporting organisations deliver their strategic objectives by incorporating risk and return more closely in decision-making and
to focus on what really matters to them.
The guidance makes it clear that the design of the assessment process should be appropriate to the complexity, size and
circumstances of the company and is a matter of judgement for the board, with the support of management. In determining
the impact of a risk materialising, the board must be clear about the extent to which there are residual risks even where risk
management processes, internal controls and contingency plans are operating effectively. To do this , we believe that the board
should consider undertaking stress tests and reverse stress tests to assess the impact of different scenarios, and their impact on
the viability and resilience of the organisation.
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Reporting on significant failings or weaknesses identified
During the consultation process concerns were raised about the recommendation in the draft guidance that, when reporting on their review of
the effectiveness of the risk management and internal control system, “the board should explain what actions have been or are being taken to
remedy any significant failings or weaknesses [identified from that review]”. These concerns related to confidentiality and materiality. The FRC has
decided to retain this recommendation in the guidance as it believes an understanding of how the company has dealt with significant control
failures is of legitimate stewardship interest to its shareholders but has included the following guidance on the reporting of these failing or
weaknesses:
“Where this information [reporting on failings or weaknesses] has been disclosed elsewhere in the annual report and accounts, for example in the
audit committee report, a cross-reference to where that information can be found would suffice. In reporting on these actions, the board would
not be expected to disclose information which, in its opinion, would be prejudicial to its [the company’s] interests.”

Deloitte view
For the majority of businesses, especially those in less regulated industries, we believe that the adoption of these changes
could represent a significant challenge. For example, is there sufficient effort on managing and monitoring principal risks
on a continuous basis and how well are the constituent parts of the governance framework (e.g. management information,
technology, assurance) linked together?
Early thought should be given as to how the board will wish to address the recommendation to “explain what actions have been
or are being taken to remedy any significant failings or weaknesses”.
Here also boards will want to consider what internal assurance processes they wish to adopt before making this new statement,
particularly if they assert a failing or weakness has now been remedied and discuss these with their external auditors, whose
duty here is to ensure the directors’ statement is consistent with their knowledge and that the whole annual report is fair,
balanced and understandable.

Early thought should be given as to how the board will wish
to address the recommendation to ‘explain what actions have
been or are being taken to remedy any significant failings or
weaknesses’.
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The longer term viability statement

The new requirement
For periods commencing on or after 1 October 2014, new UK Corporate Governance Code provision (C2.2) requires the company
directors to state whether ”they have a reasonable expectation that the company will be able to continue in operation and meet its liabilities
as they fall due over the period of their assessment, drawing attention to any qualifications or assumptions as necessary“.

To meet this new requirement the board should assess what processes they need to follow to support this ‘reasonable expectation’ and to decide
upon an appropriate ‘period of assessment’? There is a significant level of judgement involved in both decisions and the outcome will vary by
business and by industry.

Deloitte view
We believe there are a number of options to consider in assessing whether you have a ‘reasonable expectation’. These include
performing:
• a qualitative assessment of the principal risks in aggregate; considering both the potential impact, likelihood and timing;
• scenario analysis including the principal risks identified (i.e. developing a number of scenarios where one or more of the
principal risks identified occur and assessing the overall impact on your business); and
• modelling of the principal risks both individually and in aggregate to assess the potential impact on your viability over the
period identified.
It is important to remember that the statement is about longer term viability and not a statement of maintainable earnings.
It should be a statement that directors do not feel too uncomfortable about as they have choice around the lookout period
and the level of detail provided – they can use their own words.
Organisations will need to assess their current process for quantifying and aggregating the potential impact of the risks
identified and in some cases develop new, or additional processes to allow them to make this longer term viability statement.
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Key considerations in preparing to make the statement
• Reasonable expectation does not mean certainty but it is expected that the assessment can be justified
• The Guidance states that “except in rare circumstances the period should be significantly longer than 12 months”
• Factors to be considered:
Reasonable expectation and
period covered

– the board’s stewardship responsibilities
– previous statements made, especially in capital raising documents
– the nature of the business and its stage of development
– existing investment and planning periods
• There should be a focus on those risks that would threaten the business model, future performance, solvency or liquidity including
those from severe but plausible scenarios

Assessing the prospects of
the company

• The assessment should include sufficient qualitative and quantitative analysis – the Guidance recommends the use of stress, reverse
stress and sensitivity analysis techniques to assist
• The board will need to consider overall resilience to stress and adaptability

Ability to continue in
operation and meet liabilities
as they fall due

• Directors need to think broadly as to relevant matters which may threaten the company’s future performance
• There is a need to consider the availability and likely effectiveness of actions that they would consider undertaking to avoid or reduce
the impact or occurrence of a risk
• When explaining these in the annual report, the board will need to be specific regarding the company’s circumstances

Qualifications or assumptions

• The disclosures should be clear on, and consistent with, the directors’ basis for making the statement
• The board should not include matters that are highly unlikely either to arise or to have a significant impact on the company

Deloitte view
We believe companies will welcome the flexibility this proposed approach allows and the lower threshold of comfort to be
provided than originally proposed – boards should be able to produce a statement which is rooted in approved board data
around the planning and investment cycles and have likely made similar forward looking public statements in capital raising
documents.
With increased shareholder engagement, shareholders will be able to work with companies to improve and enhance these
disclosures over time so that useful information is presented. Companies will want to consider what internal analytical and
assurance processes they wish to adopt before making this new statement and discuss these with their external auditors, whose
duty here is to check that the directors’ statement is consistent with their knowledge and to report whether they have anything
material to add to the disclosures made by the board.
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The Deloitte Academy

The Deloitte Academy has been designed to provide support and guidance to boards and individual board directors through a series of briefings
and bespoke training. The briefings and training workshops are designed to help directors stay up to date with the changing regulatory
environment and meet their everyday business challenges. They also provide board directors with the opportunity to discuss and debate matters
with their peers.
The programme includes specific sessions for those people on the Audit Committee and the Remuneration Committee, in addition to sessions
which we hope will be of interest to the whole board. We also run a number of smaller discussion sessions for particular groups of Directors
based upon their position or industry.
Membership of the Deloitte Academy is available for board directors of UK listed companies in FTSE 350.
If you would like further details about the Deloitte Academy, resources and training available or for membership enquiries, please email
enquiries@deloitteacademy.co.uk.
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