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Audit Committees – Combined Code Guidance Summary of report and guidance issued by the Financial Reporting Council (Smith Report)

Introduction
The report and guidance issued in January by the working
group of the Financial Reporting Council, chaired by Sir Robert Smith, was designed to assist company boards in making suitable arrangements for their audit committees and to assist directors who serve on audit committees in carrying out their role. The guidance contained within the report applies to all UK listed companies and sets out essential requirements that every audit committee must meet in order to comply with the Combined Code.  Where non-adoption of these requirements would be inappropriate, companies will be required to disclose the reasons for non compliance in their annual reports.

In summary the recommendations of the Smith report are as follows:

Composition of the Audit Committee

· The company chairman must not be an audit committee member

· At least three members of the committee should be independent non-executive directors

· At least one member of the committee should have significant, recent and relevant financial experience

· Appointments to the committee should be for up to three years extendable for up to two additional three year periods

· The audit committee chairman and committee members must be given induction and continuing training which should cover, among other things, the role of internal and external auditing and risk management.

Role of the Audit Committee
The core functions of the Audit Committee are expressed in terms of oversight, assessment, and review. It’s key responsibilities are to:

· Monitor the integrity of the organisation’s financial statements

· Reviewing the organisation’s internal financial control and risk management systems

· Monitor and review the effectiveness of the internal audit function in the overall context of the company’s risk management system

· Make recommendations to the board in relation to the appointment and the remuneration of the external auditors

· Monitor and review the independence, objectivity and effectiveness of the external auditors

· Develop and implement policy on the engagement of the external auditors to supply non audit services

· Review its own terms of reference and its effectiveness on an annual basis.

In addition, “where such monitoring and review activities reveal cause for concern, or scope for improvement, it should make recommendation to the board on action needed to address the issue or to make improvements.”
Meeting arrangements


· The committee should meet not less than three times in a year and one meeting should coincide with financial reporting and audit cycle.

· The committee should meet at least annually with the external and internal auditors independently and without management.

Resources
Funds should be made available to the committee to take independent legal, accounting or other advice when necessary.
Relationship with the Board
The guidance makes it clear that under a unitary board structure the audit committee remains a committee of the board.  Audit committee members are not, nor intended to be, independent of the board, but they must be independent of executive management in order to protect the interests of the shareholders.  The board should provide written terms of reference for the committee and conduct an annual review of the effectiveness of the committee.
Communication
The guidance formalises the relationship between the Audit Committee, the board, executive management and the internal and external auditors. It stresses the importance of openness, honesty and respect between all parties as well as free, accurate and reliable flow of information. In particular it recommends that:
· The chairman and members of the audit committee should maintain continuing communication with the board chairman, the CEO, the Finance Director, the external audit lead partner and the Head of Internal Audit

In addition it requires the board to place an obligation on staff, directors and both internal and external auditors to volunteer relevant information to the audit committee and not wait to be asked. The audit committee also has responsibility for reviewing arrangements for whistleblowing and ensuring that there is a satisfactory system to ensure that whistleblowers are heard and their rights properly safeguarded.

Reporting to shareholders


· The directors report should contain a separate section that describes the role of the audit committee and what action it has taken

· The Chairman of the committee should be present at the AGM to answer questions

Relationship with external audit
The guidance requires audit committees to:

· Make recommendations to the board on the appointment, reappointment and removal of external auditor and for the approval of their remuneration and terms of engagement. 

· Oversee the selection and assessment process of the    external auditors

· Review significant financial reporting issues and judgements and the clarity and completeness of disclosures

· Consider whether the relationship between the company and the external audit firm appears to impair the auditor’s judgement or independence

· Monitor and review annually the external auditor’s independence, objectivity and effectiveness

· Develop and implement policy on the engagement of the external auditors to supply non-audit services and to explain in the annual report how the policy provides adequate protection of auditor independence.

· Obtain feedback about the conduct of the external audit from key people involved, e.g. the Finance Director and the Head of Internal Audit.
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