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Overseeing the external auditor

In a recent ACI global survey respondents were asked to indicate who identifies and
communicates the most constructive suggestions to improve the audit committee’s
organisation and activities. Respondents were asked to select one of the following:
board of directors, external auditor, chief finance officer, general counsel, internal
auditor, chief executive officer, governance officer or corporate secretary, audit
committee chairman, audit committee, and other. The board of directors came first
with 37 percent of the votes and the external auditor came second with 20 percent
of the votes.

How satisfied are you with the interaction and support the audit
committee receives from each of the following?
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Source: KPMG's Audit Committee Institute, 2007

Maintaining an effective relationship

First and foremost, the external auditor and audit committee should have

a strong and candid relationship - anything less may limit the committee’s
effectiveness in achieving its oversight responsibilities. The audit committee
should establish that the auditor is directly accountable to the audit committee
and, through it, to the board of directors and ultimately the company’s shareholders.
The audit committee should make sure its actions and communications with the
auditor are consistent with this accountability. The audit committee should also

be sure to communicate its expectations to the auditor, and that both parties
understand and have agreed to those expectations.

The chairman of the audit committee should communicate with the audit partner
prior to each audit committee meeting. This step allows the chairman and

the audit partner to review agenda items and should reduce any surprises

arising at the audit committee meeting. Of course, if particularly controversial

or difficult items are identified, the chairman should also discuss those issues
with management and consider the need to give advance warning to the other
members of the audit committee.
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The audit committee should
make recommendations to the
board regarding the selection,
appointment, reappointment
and removal of the external
auditor and, in addition, the
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their remuneration
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recommendation 9.13 LSE)

The audit committee should
monitor the independence
and the objectivity of the
external auditor
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Selecting, appointing and removing the auditor

Making recommendations to the board on the appointment, reappointment and
removal of the auditor is an important audit committee responsibility. The audit
committee’s recommendation to the board should be based on its assessment
of the qualifications, expertise and resources, and independence of the auditor
and the effectiveness of the audit process. If the audit committee recommends
considering selecting a new appointee as the auditor, it should oversee the
selection process.

The audit committee should approve the terms of engagement and recommend
the compensation to be paid to the auditor in respect of audit services provided.
In doing so, it should satisfy itself that the level of fees in respect of the audit is
appropriate and that an effective audit can be conducted for such a fee.

If the auditor resigns, the audit committee should investigate the issues giving
rise to such resignation and consider whether any action is required.

Safeguarding auditor independence

The audit committee should, at least annually, consider the external

auditor’'s independence and carry out procedures to help ensure the auditor's
independence and objectivity, taking into consideration relevant Luxembourg
professional and regulatory requirements. For its part, the audit firm should
have internal policies and procedures in place, which are properly monitored,
to establish that the audit firm and its individual members are independent
from the company.

In considering matters that may bear on the auditor’s independence, both the
auditor and the audit committee should consider whether conflicts exist, such as:

e the auditor holding a financial interest, either directly or indirectly,
in the company;

e personal and business relationships of the auditor's immediate family,
close relatives and partners with the company;

e the nature of the relationship between the audit partner and the CEO
and/or the CFO;

e economic dependence by the auditor through its relationship with the
company; and

e the nature and extent of services provided by the auditor in addition
to the audit engagement.

Each year the audit committee should obtain from the audit firm information about
policies and processes for maintaining independence and monitoring compliance
with relevant requirements.
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The audit committee

should develop a policy on
the provision and pre-approval
of all non-audit services

Communications from external auditors

The International Standards on Auditing 260, Communications of Audit

Matters with those Charged with Governance (ISA 260), formalises auditors’
communication with those charged with governance in respect of the financial
reporting process. For listed companies, this will usually be the audit committee.

Qualitative aspects of financial reporting

(ISA 260.11) The auditor should consider audit matters of governance interest
that arise from the audit of the financial statements and communicate them with
those charged with governance. Ordinarily such matters include:

The general approach and overall scope of the audit, including any expected
limitations thereon, or any additional requirements;

The selection of, or changes in significant accounting policies and practices
that have, or could have, a material effect on the entity’s financial statements;

The potential effect on the financial statements of any significant risks and
exposures, such as pending litigation, that are required to be disclosed in the
financial statements;

Audit adjustments, whether or not recorded by the entity that have, or could
have, a significant effect on the entity’s financial statements;

Material uncertainties related to events and conditions that may cast
significant doubt on the entity’s ability to continue as a going concern;

Disagreements with management about matters that, individually or in
aggregate, could be significant to the entity’s financial statements or the
auditor’s report (these communications include consideration of whether the
matter has, or has not, been resolved and the significance of the matter);

Expected modifications to the auditor’s report;
Other matters requiring attention by those charged with governance, such
as material weaknesses in internal control, questions regarding management

integrity, and fraud involving management; and

Any other matters agreed upon in the terms of the audit engagement.
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Employment of former employees of the external auditor

The audit committee may agree on a policy for the employment of former
employees of the external auditor, taking into account the relevant independence
guidelines governing the accounting profession. Particular attention should be
paid to those individuals who were part of the audit team and moved directly to
the company.

Pre-approving non-audit services

To help ensure that non-audit services provided by the auditor do not impair, or
appear to impair, the auditor’s independence or objectivity, the audit committee
should develop a policy on the provision and pre-approval of all non-audit services.
In determining the policy, the audit committee should consider the skills and
experience of the audit firm, the potential threats to the auditor’s independence
and objectivity, and any controls put in place by the company and the auditor

to mitigate such threats. In principle, the audit committee may not agree to the
auditor providing a service if the result is that:

e the audit firm or a member of the engagement team has a financial or other
interest that might cause him or her to be reluctant to take action that would
be adverse to the interests of the audit firm or a member of the engagement
team (self-interest threat).

e the results of the non-audit service performed by the audit firm may be
included in the company’s accounts, and thus not subject to proper audit
review (self-review threat).

e the auditor undertakes work that involves making judgements and taking
decisions that are the responsibility of management (management threat).

e the audit firm undertakes work that involves acting as advocate for the
company and supporting a position taken by management in an adversarial
context (advocacy threat).

e the auditor is predisposed, for example because of a close personal or family
relationship, to accept or not sufficiently question the company’s point of view
(familiarity threat); or

e the auditor's conduct may be influenced by fear or threats
(intimidation threat).
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Understanding the audit cycle

Timing considerations

Sufficient time should be allowed to enable the audit committee to complete

its review and engage in an appropriate dialogue with the auditor. An appropriate
timetable should be agreed upon by the board, management and the auditor.

Reviewing the audit plan

The committee needs to understand the scope of the audit and how it is to be
approached. An effective way to achieve this understanding is to hold a meeting
with the auditor prior to the auditor’s finalising the audit plan. A discussion may
uncover areas where the audit committee assumes work is done but it is not, and
other areas where audit effort is directed but of which the audit committee may
not be aware. This discussion should also focus on what the auditor

considers to be the significant accounts and transactions posing the most risk.

The committee should determine that an appropriate audit plan is in place. It should
carefully consider and discuss whether the business risks identified by the
auditor are the only business risks or whether, because of the audit committee's
own knowledge of the organisation’s risk environment, other risks should also

be taken into account. This focus applies both at a strategic level, those risks

that are fundamental to the achievement of the entity’s strategy, and at the

more detailed operational level, those risks that affect day-to-day operations,

the recognition of revenue and costs, the custody and value of assets, and the
completeness of recognition of liabilities.

In general terms, the audit committee should understand the areas where the
auditor intends to perform detailed substantive testing and those areas where
the auditor intends to rely on internal control. The audit committee should also
understand the auditor’s materiality for planning purposes. At the completion of
the audit, the audit committee should review the reporting materiality threshold
with the auditor.

The committee should also be concerned, for example, that branches or
subsidiaries receive adequate coverage, particularly those that are remote either
geographically or culturally. It should understand whether other audit firms are
involved in auditing specific geographic locations.

At the pre-audit planning meeting, the committee may determine that the external
auditor should be performing additional work to satisfy the needs of the company,
such as increased internal control testing.
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effectiveness of the
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Reviewing the audit findings

Moving to the end of the audit cycle, the audit committee should review the
audit findings, including any changes in audit approach or any modification to the
auditor’s report. The issues to be discussed will depend on individual company
and audit circumstances. Nevertheless, the audit committee should:

e discuss with the external auditor major issues that arose during the course
of the audit and have subsequently been resolved and those issues that have
been left unresolved;

e review any problems detected in internal control;
* review key accounting and audit judgements; and

e review levels of errors identified during the audit, obtaining explanations from
management, and where necessary the external auditor, about why certain
errors might remain uncorrected.

While it may seem strange to review issues that have subsequently been
resolved and uncorrected misstatements that are not material, such issues
can suggest weaknesses in the design or operation of internal control, or be
indicative of management’s approach to the preparation and presentation of
financial information (e.g., earnings management).

Reviewing the auditor's management letter

Where the audit team identifies significant deficiencies or material weaknesses
in either accounting or internal control systems during their audit, they should
report these findings in a 'Management letter'. As part of the ongoing monitoring
process, the audit committee should review the management letter and also
review and monitor management'’s responses to the auditor’s findings

and recommendations.

Assessing the auditor's performance

The audit committee has primary responsibility for selecting, evaluating, and, if
need be, replacing the auditor. The committee’s evaluation should consider the
auditor's competence, the quality and efficiency of the audit, whether the audit
fee is appropriate in relation to size, complexity, and risk and control profile of
the company to ensure that the company’s audit is not compromised.

The Ten Principles recommend that the audit committee should review and
monitor the external auditor’s independence and objectivity and the effectiveness
of the audit process.
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The audit committee
should make sure that
the internal auditor has

adequate resources for the
performance of the tasks
entrusted to him

(Extract from
recommendation 9.12)

Overseeing the internal auditor

Reviewing the need for an internal audit function

Companies need to weigh the potential benefits and costs of internal control
processes. One such decision relates to the need or desirability of having an
internal audit function. The Ten Principles recommend that an independent
internal audit function should be established, within the company's resources and
skills. Designed and deployed effectively, internal audit can have a very positive
impact on the control environment of an organisation and the effective design and
operation of internal control.

Establishing and maintaining an effective internal audit function

Internal audit can be resourced either through an in-house function or an external
service provider. The decision as to the appropriate sourcing for the company
will usually be driven by the availability of appropriate skills and the breadth and
depth of experience to cover the company’s business operations adequately. The
cost implications of each approach may differ significantly. A mixed approach can
also work, with assignments requiring specific skills (e.g. information technology
audits) to be sourced to a service provider.

Where an internal audit function exists, the audit committee may participate in the
appointment, promotion or dismissal of the chief internal auditor, and

help determine required qualifications, reporting obligations and compensation.
The audit committee may also help to ensure access to all necessary contacts
both at the board level and within the organisation.

The audit committee should also be satisfied that the internal audit function has
adequate resources. Today's internal audit function generally applies a risk-based
methodology and often needs to have access to the specialised skills necessary
to deal with complex treasury, technology and operational strategies being
employed by the organisation.

Supporting internal audit’s independence

A significant challenge for internal audit is understanding its responsibility to
both the audit committee and management. The internal auditor is employed

by management and yet reviews management'’s conduct; in addition the internal
auditor reports to the audit committee and yet is not directly employed by the
audit committee (although they do have some say at the employment and
dismissal stages).

Managing the relationship between the audit committee, internal audit and
management can be difficult.

Clear lines of communication

It is very important that internal audit retains a degree of independence from
management so that it may carry out its function impartially. It is key therefore
that whilst the head of internal audit reports directly into the board and executive
management, i.e. to the CFO or the CEO, they also have a clear line of
responsibility to the audit committee.

The audit committee should have processes in place to facilitate confidential
exchanges with the internal auditor, with regular meetings scheduled between
the audit committee and the chief internal auditor.
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Responsibility for performance evaluation

The audit committee may participate in the appointment, promotion, or dismissal
of the head of internal audit. These decisions should not be made by management
alone. Indeed the contribution of the audit committee is essential to the stages

of promotion and dismissal as it is responsible for monitoring and reviewing the
effectiveness of the company'’s internal audit function. It is therefore reasonable
for the process of performance evaluation which would precede promotion or
dismissal to be carried out jointly by management and the audit committee.

In practical terms the 'terms and conditions’ of the working relationship between
these parties should be set down in writing and discussed regularly.

Overseeing the interface between internal and external audit
If an organisation has an internal audit function, that function and the external
audit firm both execute its audit coverage. Each has unique responsibilities:

e The external auditor is generally responsible for auditing and attesting to the
company's financial statements and, in certain circumstances, management’s
assessment of internal control over financial reporting. For regulated entities,
the external auditor is also responsible for verifying compliance with relevant
laws and regulations and reporting findings to the regulator.

e The internal auditor is responsible for monitoring the performance of the
company's internal controls.

e The external auditor should identify the internal audit activities that are
relevant to planning the external audit.

The audit committee should determine that these audit functions complement
each other, that where appropriate they coordinate their audit efforts, and that
they communicate effectively with one another.

The audit committee should stay up to date on the scope and results of internal
audit's operations and management’s responses to its recommendations.
Internal audit’s objectivity and independence of judgement should be periodically
evaluated. The audit committee should monitor and assess the role and
effectiveness of the internal audit function in the overall context of the
company's risk management system and, in particular, determine that internal
audit’s involvement in the financial reporting process is appropriate.

The audit committee should also consider the following questions as it oversees
the internal audit function:

e How does internal audit best add value to the business model?
e How effectively does the company use internal audit to evaluate
management's response to its strategic, financial, technological, security and

operational risks?

e Should the internal audit function be monitoring process improvements and
sharing strong practices? And is it?
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5 . e Does internal audit have the resources and appropriate expertise to satisfy its
) FA8 responsibilities?

e What are the results of any assessment of internal audit?

e What is the relationship between the internal audit function locally and at
group level and between internal audit, compliance and risk management.

Assessing internal audit’s performance
Self-assessment by the head of internal audit is an effective assessment tool,
but it should not be the sole means of assessing the effectiveness of internal
audit. The audit committee should draw its own conclusions based on its
monitor the effectiveness experience and contact with internal audit. In evaluating the work of internal audit,
of the external audit the audit committee should review the annual internal audit work plan, receive
periodic reports on the results of the internal auditor’'s work and
Process (Extract from monitor management’s responsiveness to the internal auditor’s findings
recommendation 9.13 LSE) and recommendations.

The audit committee should
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Chapter 6 The wider picture

Many countries in Europe, and the rest of the world have their own set of
corporate governance rules. It would be too lengthy to discuss the requirements
of each individual country here; however, companies should ensure that they
are aware of the requirements of any country they operate in. Two of the
greatest sources of governance practice and regulation which serve to inform
and influence the activities of audit committees in Europe are the European
Commission (EC) and the US (more specifically the Sarbanes Oxley Act).

The key difference between the US and Europe is style: prescriptive versus
‘comply or explain’, and it is this that attracts much comment amongst regulators
and audit committee members alike.

Europe

In 2004, the EC issued two corporate governance-related Recommendations and
proposed changes to its accounting directives.

The Recommendations
In September 2004, the EC formally invited member states, through two
Commission Recommendations’, to:

e reinforce the presence and role of independent non-executive directors on
listed companies’ boards; and

e encourage listed companies to disclose their policy on directors’ remuneration
and ensure shareholders are given adequate control over these matters and
over share-based remuneration schemes.

Amendments to the accounting directives

To enhance confidence in the financial statements and annual reports published
by European companies, the Fourth and Seventh Accounting Directives have
been amended to require companies whose securities are traded on a regulated
market to include a new corporate governance statement in their annual reports.
This statement will have to refer to the corporate governance code applied by the
company and explain whether and to what extent the company complies with
that code. Also, it will have to include, inter alia, a description of the company'’s
internal control and risk management system and information on the composition
and operation of the board and its committees.

1 Commission Recommendation (2005/162/EC) On the role of non-executive or supervisory directors of listed companies and on the committees of
the (supervisory) board.
Commission Recommendation (2004/913/EC) Fostering an appropriate regime for the remuneration of directors of listed companies.
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As a result of the
Sarbanes-Oxley Act,

NYSE rules require

foreign companies to

make their US investors
aware of the significant ways
iIn which their corporate
governance practices differ

Amendments to the Statutory Audit Directive

The maijority of the EU 8th Directive is concerned with clarification of the
duties of statutory auditors, provision for auditor independence and ethical
standards, the introduction of a requirement for external audit quality assurance
and the provision for public oversight and improved cooperation between EU
oversight bodies.

Article 41 of the Directive, however, effectively mandates audit committees for
EU-listed companies and public interest entities. There is an exemption, however
where the company has a body performing equivalent functions to an audit
committee, established under national law. Article 41 goes on to say that the
statutory auditor should 'report to the audit committee on key matters arising
from the statutory audit, in particular on material weaknesses in internal control in
relation to the financial reporting process'.

Sarbanes Oxley

The Public Company Accounting Reform and Investor Protection Act of 2002
(otherwise known as the Sarbanes-Oxley Act) implemented radical reforms to
US corporate governance practice following the collapse of Enron and other
major corporate failures.

The intention of standard setters was to reduce the risk of the likes of Enron and

Worldcom happening again, and to reassure the investment community that it

was safe to invest.

The key provisions of the act relate to:

e integrity and completeness of company financial reports;

* non-interference of company directors and officers in the audit process;

e establishment of a Public Company Accounting Oversight Board (PCAOB)
with responsibility for registration, inspection and disciplinary of public and
accounting forms and the establishment of audit regulations;

e audit independence, i.e., partner rotation and non-audit fees;

e the maintenance of company records - it is now a criminal offence for anyone
knowingly to destroy, alter or falsify a document;

e whistle-blower protection; and

e codes of ethics for senior financial officers.

As a result of the Sarbanes-Oxley Act, the New York Stock Exchange (NYSE)
rules require foreign companies with US listings to make their US investors

aware of the significant ways in which their corporate governance practices differ
from those required of domestic companies.
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Different approaches

Many of the elements of the Sarbanes-Oxley Act have been reflected in
corporate governance codes in other countries. However, many countries have
avoided the prescriptive approach of the legislation and have adopted the ‘comply
and explain’ regime.

A key example of the way the regulator in the US approach governance is the
regulation that governs internal controls over financial reporting.

In the US, section 404 of the Sarbanes Oxley Act requires that management
assess the effectiveness of the company’s internal control over financial
reporting and then report on that assessment at the close of its fiscal year.

The Act also requires a company'’s external auditor to attest to and report on the
assessment made by management.
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Appendix 1 Audit committee terms
of reference

Membership

The board shall appoint the committee. All members of the committee shall
be independent non-executive directors of the company. The committee shall
consist of not less than three members. A quorum shall be two members.
The board shall appoint the chairman of the committee from amongst the
independent non-executive directors.

One member of the audit committee should have recent and relevant
financial experience.

Secretary
The secretary of the company shall be the secretary of the committee.

Attendance at meetings
No one other than the audit committee members shall be entitled to attend
audit committee meetings.

The chairman, other non-executive directors, CEQ, finance director, head of
internal audit, representatives of the external auditors or other persons shall
attend meetings at the invitation of the committee.

There should be at least one meeting a year, or part thereof, where the audit
committee meets the external and internal auditors without executive board
members present. This need not be the same meeting.

Frequency of meetings
Meetings shall be held not less than two times a year.

External auditors or internal auditors may request a meeting if they consider
that one is necessary.

Authority
The committee is authorised by the board to:

® investigate any activity within its terms of reference;

¢ seek any information that it requires from any employee of the company
and all employees are directed to cooperate with any request made by
the committee; and

e obtain outside legal or independent professional advice, at the company's

expense, and secure the attendance of outsiders with relevant experience
and expertise if it considers this necessary.
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Duties
The duties of the committee shall be:

Financial reporting

to review, and challenge where necessary, the actions and judgements of
management, in relation to the company's financial statements, operating
and financial review, interim reports, preliminary announcements and related
formal statements before submission to, and approval by, the board, and
before clearance by the auditors. Particular attention should be paid to:

- critical accounting policies and practices, and any changes in them,

- decisions requiring a significant element of judgement,

- the extent to which the financial statements are affected by any unusual
transactions in the year and how they are disclosed,

- the clarity of disclosures,

- significant adjustments resulting from the audit,

- the going concern assumption,

- compliance with accounting standards,

- compliance with stock exchange and other legal requirements, and

to consider other topics, as defined by the board.

Internal control and risk management

to review the company'’s procedures for detecting fraud and whistle blowing
and ensure that arrangements are in place by which staff may, in confidence,
raise concerns about possible improprieties in matters of financial reporting,

financial control or any other matters;

to review management'’s and the internal auditor’s reports on the
effectiveness of the systems for internal financial control, financial reporting
and risk management;

to monitor the integrity of the company’s internal financial controls;

to review the statement in the annual report and accounts on the company'’s
internal controls and risk management framework; and

to assess the scope and effectiveness of the systems established by
management to identify, assess, manage and monitor financial and non-
financial risks. [Note: the board retains responsibility for the review of the
effectiveness of the system of internal control and must form its own opinion
despite aspects of that review being delegated to the audit committee.]
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Internal audit
e to consider annually whether there is a need for an internal audit function
where no such function exists;

e to review the internal audit programme and ensure that the internal audit
function is adequately resourced and has appropriate standing within the
company;

e to ensure that the internal auditor has direct access to the board chairman
and the audit committee and is accountable to the audit committee;

e to receive a report on the results of the internal auditors’ work on a periodic
basis;

® to review and monitor management'’s responsiveness to the internal auditor’s
findings and recommendations;

® to monitor and assess the role and effectiveness of the internal audit function
in the overall context of the company'’s risk management system,;

e to appoint or dismiss the head of internal audit.

External audit
e to oversee the company’s relations with the external auditor;

® to consider, and make recommendations on the appointment, reappointment
and removal of the external auditor;

e to approve the terms of engagement and the remuneration to be paid to
the external auditor in respect of audit services provided;

® 1o assess the qualification, expertise and resources, effectiveness and
independence of the external auditors annually. Steps to consider include:

- seeking reassurance that the auditors and their staff have no family,
financial, employment, investment or business relationship with the
company (other than in the normal course of business),

- seeking from the audit firm, on an annual basis, information about policies
and processes for maintaining independence and monitoring compliance
with relevant requirements, including current requirements regarding the
rotation of audit partners and staff,

- monitoring the external audit firm’s compliance with applicable ethical
guidance relating to the rotation of audit partners, the level of fees that
the company pays in proportion to the overall fee income of the firm,
office and partner and other related regulatory requirements,

- agreeing with the board and monitoring the company's policy for
the employment of former employees of the external auditor;
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External audit (continued)
e to discuss with the external auditor, before the audit commences, the nature
and scope of the audit;

e to review with the external auditors, the findings of their work, including, any
major issues that arose during the course of the audit and have
subsequently been resolved and those issues that have been left unresolved,
key accounting and audit judgements; levels of errors identified during the
audit, obtaining explanations from management and, where necessary the
external auditors, as to why certain errors might remain unadjusted;

* to review the audit representation letters before consideration by the board,
giving particular consideration to matters that relate to non-standard issues;

® o assess, at the end of the audit cycle, the effectiveness of the audit
process by:

reviewing whether the auditor has met the agreed audit plan and
understanding the reasons for any changes, including changes in perceived
audit risks and the work undertaken by the external auditors to address
those risks,

consideration of the robustness and perceptiveness of the auditors in
their handling of the key accounting and audit judgements identified
and in responding to questions from the audit committees, and in their
commentary, where appropriate, on the systems of internal control,

obtaining feedback about the conduct of the audit from key people involved;

e to review and monitor the content of the external auditor's management
letter, in order to assess whether it is based on a good understanding of the
company'’s business and establish whether recommendations have been
acted upon and, if not, the reasons why they have not been acted upon;

to develop and recommend to the board the company’s policy in relation
to the provision of non-audit services by the auditor and ensure that

the provision of such services does not impair the external auditor’s
independence or objectivity. In doing so, the audit committee should;

consider whether the skills and experience of the audit firm make it a
suitable supplier of the non-audit services,

consider whether there are safeguards in place to ensure that there is no
threat to objectivity and independence in the conduct of the audit resulting
from the provision of such services by the external auditor,

consider the nature of the non-audit services, the related fee levels and the
fee levels individually and in aggregate relative to the audit fee,

consider the criteria that govern the compensation of the individuals
performing the audit; and
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- set and apply a formal policy specifying the types of non-audit work: from
which the external auditors are excluded; for which the external auditors can
be engaged without referral to the audit committee; and for which
a case-by-case decision is necessary.

Reporting

The secretary shall circulate the minutes of meetings of the committee to all
members of the board, and the chairman of the committee shall, as a minimum,
attend the board meeting at which the accounts are approved.

The audit committee shall annually review its terms of reference and its own
effectiveness and recommend any necessary changes to the board.

The audit committee shall prepare a report on its role and responsibilities and
the actions it has taken to discharge those responsibilities for inclusion in the
annual report and accounts. Such a report should specifically include:

e asummary of the role of the audit committee;

e the names and qualifications of all members of the audit committee during
the period;

e the number of audit committee meetings and attendance by each member;
and

* the way the audit committee has discharged its responsibilities.

Where disagreements between the audit committee and the board cannot be
resolved, the audit committee shall report the issue to the shareholders as part
of the report on its activities in the company’s annual report.

If the board does not accept the audit committee’s recommendation regarding
the appointment, reappointment and removal of the external auditors, the audit
committee shall include a statement explaining its recommendation and reasons
why the board has taken a different stance in the annual report.

The audit committee chairman shall attend the AGM and shall answer questions,

through the chairman of the board, on the audit committee’s activities and their
responsibilities.
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Appendix 2 Example audit committee
Agenda

Our experience suggests that the following topics deserve consideration
when establishing the detailed agendas for the audit committee meetings
during the year.

Risk Assessment

e Risk management process and control (particularly financial reporting risks);
e QOperating reviews;

e Budget reviews;

e Industry and market updates;

e Review financial community and regulatory expectations;

e Information technology changes;

e |egal briefings;

e Understand senior management compensation programs;

e Executive sessions with appropriate senior management;

e Current and emerging risk issues.

Assess Processes Relating to the Company’s Control Environment

e Compliance with code of ethical conduct;

e Control policies and procedures (including earnings management, error and fraud);
e Management's assessment of key third-party providers;

e |nternal and external auditor internal control observations and recommendations;

e Compliance with specific industry regulations.
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Oversee Financial Reporting
¢ Financial statements and earnings releases;

e Recommend approval of financial statements to board of directors;

e Periodic reports and filings;

e Management overview of financial results for quarter/year;

e Critical accounting policies (including appropriate application of GAAP);

e Significant and unusual transactions and accounting estimates;

e Current developments in auditing, accounting, reporting, and tax matters;

e Executive session with senior management.

Evaluate the Internal and External Audit Processes
e Coordination of the internal and external audit effort and definition
of responsibilities;

e External auditors

Engagement letter

Audit engagement team

Independence letter

Consider all significant non- audit services to be performed by the external
auditor - scope, procedures, and timing

Audit results

Audit reports

Quarterly review results

Meeting with external auditors

Management's responsiveness to audit results - assess effectiveness;

e |nternal Audit Department

Assess need for internal auditing

Mandate and objectives scope, procedures, and timing of the audits
Audit results

Audit reports

Meeting with internal auditors

Management's responsiveness to audit results

Assess effectiveness;

e Audit Committee Structure

Update mandate
Assess audit committee performance.
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Scheduled meetings
April/ July/ October/  January/
May August  November February

This example relates to an organisation with a December year end and four audit
committee meetings held in a year.

Constitution
Review audit committee’s terms of reference

Review code of conduct

Assess independence, financial literacy, skills and experience of members

Establish number of meetings for the forthcoming year

Audit committee chair to establish meeting agenda and attendees required

Enhance financial literacy - update on current financial events

Assessment of financial information
(discuss with management and external auditors where applicable)
Review and recommend approval of annual financial statements

Review and recommend approval of half year financial statements

Review and recommend approval of quarterly financial information

External auditors
Recommend appointment and review performance

Approve audit fees and terms of engagement

Consider policy in relation to non-audit services

Consider objectivity/independence and obtain confirmation from auditor

Review audit plan and scope of audit work

Review external audit findings

Discuss appropriateness of accounting policies, estimates and judgements

Discuss external auditors views on control environment including fraud risk management

Discuss with auditor in absence of executives and management

Ongoing communication (written/oral) of external auditor with audit committee

Internal auditors
Where no internal audit function, consider the need for an internal audit function

Recommend appointment and review performance

Review internal audit plan and its progress

Review significant internal audit reports and findings

Review progress on actions taken in response to the committee’s representations

Discuss issues with auditor in the absence of executives and management

Other responsibilities
Consider financial risks and internal controls (and other controls if applicable)

Review progress on actions taken in response to the representations of the auditors

Review whistle blowing arrangements

Review legal and compliance developments

Review report to shareholders on role and responsibilities of the committee

Perform self-assessment of audit committee performance

Review financial personnel succession planning

Review director and officer expenses and related party transactions

Conduct special investigations and perform other activities as appropriate

Rl

Maintain minutes and report to the Board

H Recommended timing
As required
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Appendix 4 Audit committee
self-assessment

The self-assessment has been prepared on the basis that each audit committee
member will complete it independently. The audit committee chairman would
then lead discussion on the results of the questionnaire, focusing on those areas
which clearly need improvement or where there is great variation in answers.
Alternatively, the self assessment could be undertaken as a facilitated group
activity led by the audit committee chairman or an external party.

Audit committee chairman may wish to give more weight to some aspects of the
self-assessment than others. Appropriate weighting will be influenced by

a number of factors including, but not limited to:

e the committee’s charter;

e the organisation’s strategies and risk assessments;

e its control environment;

e the outcomes of previous self-assessments;

e the stage of maturity of the audit committee;

e the views of stakeholders on the organisation’s corporate governance
performance; and

e current and emerging business and economic factors.

The results of the self-assessment and any action plans arising should be
reported to the board after discussion with the chairman of the board. The board
should also make its own assessment of the performance of audit committee’s
effectiveness on an annual basis.
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Rating

Excellent Poor
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Rating

Excellent Poor

Yes/No/N/A 1 2 3 4 5

[]
[]
[]

.
.
.

.

Comment

Comment

Have the audit committee’s terms of reference been approved by the board?

Does the audit committee annually review its terms of reference and
recommend any necessary changes to the board?

Do the terms of reference (audit committee charter) include:

e monitoring the integrity of the financial statements;

® reviewing the company’s internal financial control system;

e unless addressed by another board sub-committee or by the board itself,
reviewing the company'’s risk management systems;

e monitoring and reviewing the effectiveness of the company's internal audit
function;

e recommending to the board the appointment of the external auditor and
approving their remuneration and terms of engagement following appointment

by the shareholders at the AGM;

e monitoring the effectiveness of the external auditor's performance and their
independence and objectivity;

e developing and implementing a policy on the engagement of the external
auditor to supply non-audit services?

Does the audit committee consist of independent non-executive directors?

Is the board chairman excluded from audit committee membership?

Are audit committee members appointed by the board on the recommendation
of the nomination committee (where there is one) in consultation with the audit

committee chairman?

Is audit committee membership restricted to a term no longer than three years
(extendable by no more than two additional three year periods)?
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Does the audit committee meet regularly (at least three times a year to coincide
with key dates in the financial reporting and audit cycle)?

Are audit committee meetings well attended?
Do audit committee meetings allow sufficient time for discussion and questions?

Are meeting agendas and related background information circulated in a timely
manner to enable full and proper consideration to be given to the issues?

Is sufficient time allowed between audit committee meetings and board
meetings to allow any work arising to be carried out and reported to the board as
appropriate?

Does the audit committee invite non-members to attend meetings where
necessary? (Only the audit committee members should be entitled to attend
audit committee meetings.)

Are arrangements in place for the audit committee to meet with external and
internal auditors during the year without the presence of management?

Does the audit committee chairman, and to a lesser extent the other members,
keep in touch on a continuing basis with the key people involved in the company'’s
governance e.g., the board chairman, the chief executive, the finance director, the
external auditor and the head of internal audit?

Does the audit committee have sufficient skills, experience, time and resources
to undertake its duties?

Does at least one audit committee member have recent and relevant financial
experience?

Is an induction programme (covering the role of the audit committee, its terms
of reference and expected time commitment by members; an overview of the
company's business; and the main business and financial dynamics and risks)
provided for new audit committee members?

Do audit committee members receive relevant training in financial reporting and
related company law on an ongoing and timely basis?

© 2008 KPMG, the Luxembourg member firm of KPMG International, a Swiss cooperative. All rights reserved.



90 Audit Committee Institute Sponsored by KPMG
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Do audit committee members have the opportunity to attend formal courses and
conferences, internal company talks and seminars, and briefings by external
advisers such as the company'’s auditors and lawyers?

Does the audit committee have access to the services of the company secretary
and staff?

Are funds available to enable the audit committee to take independent legal,
accounting or other advice when it reasonably believes it necessary to do so?

Does the audit committee review the significant financial reporting issues and
judgements made in connection with the preparation of the company’s financial
statements, interim reports, preliminary announcements and related formal
statements?

Where an accounting treatment is open to a different approach, does the audit
committee consider whether the company has adopted appropriate accounting
policies and, where necessary, made appropriate estimates and judgements?

Does the audit committee review the clarity and completeness of disclosures in
the financial statements, interim reports, preliminary announcements and related
formal statements?

Where, following its review, the audit committee is not satisfied with any aspect
of the proposed financial reporting, does it report such views to the board and
seek changes?

Does the audit committee monitor the integrity of the company'’s internal
financial controls?

Does the audit committee assist in the boards assessment of the scope and
effectiveness of the systems established by management to identify, assess,
manage and monitor financial and non-financial risks?
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In carrying out such an assessment, does the audit committee receive and
review reports from management on the effectiveness of the systems they
have established and the results of any testing carried out by internal and
external auditors?

Does the audit committee review and approve the statements included in the
annual report in relation to the process for managing risk and the boards review
of the adequacy of that process?

Where no internal audit function exists, does the audit committee annually consider
whether there is a need for one and make a recommendation to the board?

Does the audit committee review and approve the appointment or termination
of the head of internal audit?

Does the audit committee review and assess the independence and objectivity
of the internal audit function?

Does the audit committee ensure that the internal auditor has direct access
to the board chairman and to the audit committee and is accountable to the audit
committee?

Does the audit committee review and approve the internal audit function’s remit?

Does the audit committee ensure that the internal audit function has the
necessary resources and access to information to enable it to fulfil its mandate?

Does the audit committee review and assess the annual internal audit work plan?
Does the audit committee receive a report on the results of the internal auditors’
work on a periodic basis, and monitor management’s responsiveness to the

internal auditor’s findings and recommendations?

Does the audit committee meet with the head of internal audit at least once a
year without the presence of management
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Does the audit committee monitor and assess the role and effectiveness of the
internal audit function in the overall context of the company’s risk management
system?

Does the audit committee make appropriate enquiries about the coordination and
cooperation between internal and external audit?

Does the audit committee ensure that the internal audit function follows the
Standards for the Professional Practice of Internal Auditing issued by the Institute
of Internal Auditors?

Is the audit committee responsible for overseeing the external auditor?

Does the audit committee make recommendations to the board (and thence
to shareholders) on the appointment, reappointment and removal of the
external auditors?

Does the audit committee annually assess the qualification, skills and resources,
effectiveness and independence of the external auditors?

Does the audit committee annually assess the procedures in place to ensure the
independence and objectivity of the external auditor?

Does the audit committee seek reassurance that the external auditors and their
staff have no family financial, employment, investment or business relationship
with the company (other than in the normal course of business)?

Does the audit committee regularly seek information from the external auditor
about its policies and processes for maintaining independence and monitoring
compliance with relevant requirements, including current requirements regarding
the rotation of audit partners and staff?

Did the audit committee agree with the board the policy for the employment of
former employees of the external auditor, and does the audit committee monitor
application of that policy (including the number of former employees of the
external auditor currently employed in senior positions in the company)?

Does the audit committee monitor the external audit firm’s compliance with
applicable ethical guidance relating to the rotation of audit partners, the level of
fees that the company pays in proportion to the overall fee income of the firm,
office and partner and other related regulatory requirements?
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Does the audit committee develop and recommend to the board the company’s
policy in relation to the provision of non-audit services by the auditor?

Does the audit committee have a policy specifying non-audit work: from which
the external auditors are excluded; for which the external auditors can be
engaged without referral to the audit committee; and for which a case-by-case
decision is necessary?

Does the audit committee keep the nature and extent of non-audit services
provided by the auditors under review?

Does the audit committee review and agree the engagement letter issued at the
start of each audit and, where necessary, ensure that it has been updated to
reflect changes in circumstances arising since the previous year?

Does the audit committee satisfy itself that the level of fee payable in respect of
the audit services provided is appropriate and that an effective audit can be
conducted for such a fee?

At the start of each annual audit cycle, does the audit committee consider
whether the auditor’s overall work plan, including planned levels of materiality,
and proposed resources to execute the audit plan appears consistent with the
scope of the audit engagement, having regard also to the seniority, expertise and
experience of the audit team?

Does the audit committee: discuss with the external auditor major issues that
arose during the course of the audit; review key accounting and audit
judgements; review levels of errors identified during the audit, obtaining
explanations as to why certain errors might remain unadjusted?

Does the audit committee review the audit representation letters before
signature by management?

At least annually, does the audit committee meet with the lead audit partner,

and other members of the audit team as necessary, without the presence of
management, to discuss issues arising from the audit, and any other matters that
the auditor might wish to raise with the audit committee and vice versa?

As part of the ongoing monitoring process, does the audit committee review the
management letter (or equivalent) and monitor management’s responsiveness to
the external auditor’'s findings and recommendations?

At the end of the annual audit cycle, does the audit committee assess the
effectiveness of the audit process?
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Does the audit committee review the arrangements by which staff may raise
concerns in confidence about possible improprieties in matters of financial
reporting, financial control or related matters.

Does the audit committee report to the full board after each meeting?

Where there is disagreement between the audit committee and the board,
is adequate time set aside for discussion of the issue with a view to resolving
the disagreement?

Where disagreements between the audit committee and the board cannot
be resolved, does the audit committee have the right to report the issue to
shareholders?

Does the audit committee ensure that a report on its role and responsibilities,
and the actions taken to discharge those responsibilities is included in the annual
report and accounts? Does such a report provide sufficient detail to enable
shareholders to understand how the audit committee has discharged its duties?

Does the report on the audit committee’s activities provide sufficient detail to
enable shareholders to understand how the audit committee has discharged
its duties?

If the board did not accept the audit committee’s recommendation regarding the
appointment, reappointment or removal of the auditors, did the audit committee
ensure the annual report and accounts included a statement explaining its
recommendation and the reasons why the board took a different stance?

Does the chairman of the audit committee attend the AGM and, where
necessary, answer questions on matters within the scope of audit committee's
responsibilities?
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Recommendations for improvement

How can the audit committee improve its performance?
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Appendix 5 Example questions -
identitying and assessing risk

In view of the different approaches boards may take in referring powers to the
audit committee in respect of risk management and the control framework, it is
vital that there is an unambiguous understanding of what the board of directors,
other board committees and the audit committee are responsible for in this
important area of corporate governance. The audit committee’s responsibilities
should be reflected in its terms of reference.

So as to meet its responsibilities under its terms of reference, the audit
committee needs to assess whether it is getting appropriate risk management
information regularly enough and in a format that meets the needs of members.

It needs to evaluate at least annually the adequacy and timeliness of management
reporting to the committee on financial, non-financial, current and emerging risk
trends. The audit committee needs also to discuss risk management with senior
executives, internal and external audit. The scope of those discussions should
have reference to the audit committee terms of reference.

The following are high-level questions the audit committee may like to consider
in framing discussions with management. The list is not exhaustive and will
require tailoring based on the audit committee’s terms of reference as well as the
particular circumstances of the organisation.
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Risk management framework Evaluation of risk management framework

Risk management framework e \What are the risks inherent in our business strategies and objectives?
Risk strategy: the approach for

associating and managing risks e How is our risk strategy linked to our business strategy?

based on the organisation’s

strategies and objectives. e |s our risk management policy clearly articulated and communicated to the

organisation? If not, why not?
If yes, how has this been achieved?

e |s our risk appetite (the amount of risk the organisation is willing to take)
clear? How is it linked to our objectives?

e How has the board'’s perspective on risk permeated the organisation
and culture?

Risk structure: the approach for e |s there a common risk management language/terminology across the
supporting and embedding the risk organisation? If not, why not?
strategy and accountability.
e |s accountability for risk management transparent at the management level?
If not, why not? If yes, describe how this has been achieved.

e Are risk management activities/responsibilities included in job descriptions?

Measuring and monitoring: e How do our performance management and incentive systems link to our risk
the establishment of Key management practices?

Performance Indicators (KPls)

and continuous measuring and e Are risk owners clearly identified? If not, why not. If yes, How?

improving of performance.
e Are there systems in place for measuring and monitoring risk?

e How are risks, including suspected improprieties, escalated to the
appropriate levels within the organisation?

e How is the risk management framework linked to the organisation’s overall
assurance framework?
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Risk management framework

Evaluation of risk management framework

Portfolio: the process for
identifying, assessing and
categorising risks

across the organisation.

e Does a comprehensive risk profile exist for the organisation? If not, why not?

e Does the risk profile evidence identification and evaluation of non-traditional
risk exposures?

e Are the interrelationships of risks clearly identified and understood?
Operational risk
e \What are the risks inherent in the processes chosen to implement

he strategies?

e How does the organisation identify, quantify and manage these risks given
its appetite for risk?

e How does the organisation adapt its activities as strategies and
processes change?

Reputation risk

e \What are the risks to brand and reputation inherent in the way the
organisation executes its strategies?

Regulatory or contractual risk

e Which financial and non financial risks are related to compliance with

regulations or contractual arrangements?

Financial risk
e Have operating processes put financial resources at undue risk?

* Has the organisation incurred unreasonable liabilities to support operating
processes?

e Has the organisation succeeded in meeting measurable business objectives?

Information technology risk
® |s our data/information/knowledge reliable, relevant and timely?

e Are our information systems reliable?

e Do our security systems reflect our reliance on technology, including our
e-business strategy?
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Risk management framework Evaluation of risk management framework

Portfolio: continued. New risks

Optimisation: balancing potential o
risks and opportunities based on
the appetite to accept risk.

In a business environment that is constantly changing, are there processes in
place to identify emerging risks? If not, why not?
If yes, describe.

What risks have yet to develop? These might include risks from new
competitors or emerging business models, recession risks, relationship risks,
outsourcing risks, political or criminal risks, financial risk disasters such as
rogue traders, and other crisis and disaster risks.

Does the risk approach include a regular search for new markets, partnering
opportunities and other risk optimisation strategies?
If not, why not? If yes, how is this achieved?

Is risk a priority consideration whenever business processes are improved?
If not, why not? If yes, describe how this is achieved.
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Recognizing the challenges that audit committees face in meeting their
demanding responsibilities, KPMG created the Audit Committee Institute (ACI) to
serve as a resource for audit committee members and senior management. Our
primary mission is to communicate with audit committee members to enhance
their awareness of, commitment to, and ability to implement effective audit
committee processes.

Wholly sponsored by KPMG International, the ACI provides complimentary
guidance and engages in a variety of initiatives to assist audit committee
members. Board members can turn to the Institute at any time for help and
advice or to share knowledge.

Since ACI was first launched in the United States in 1999, more than 25 other
KPMG member firms have established similar initiatives, including those in
Luxembourg, United Kingdom, Germany, France and Belgium. The strength of
this network allows us to more closely monitor international trends and issues
affecting audit committees.

In Luxembourg, ACI collaborates actively with the Luxembourg Institute of
Directors (Institut Luxembourgeois des Administrateurs - ILA) via the ILA working
group on Audit Committees.

Web links:
www.auditcommittee.lu
www.kpmg.com/aci
www.ila.lu
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