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Note: Proposed amendments are shown in bold and underlined text. 
In some places new paragraphs have been added or the order of 
existing paragraphs has been changed. The current paragraph 
numbering has been retained for the purpose of consultation, but will 
be updated in the next edition of the guidance. 
 
1. Introduction 
 
1.1. This guidance is designed to assist company boards in making suitable 
arrangements for their audit committees, and to assist directors serving on audit 
committees in carrying out their role. While boards are not required to follow this 
guidance, it is intended to assist them when implementing the relevant provisions of 
the UK Corporate Governance Code. 
 
1.2. The paragraphs in bold are taken from the UK Corporate Governance Code 
(Section C3). Listed companies that do not comply with those provisions should 
include an explanation as to why they have not complied in the statement required 
by the Listing Rules. 
 
1.3. Best practice requires that every board should consider in detail what 
arrangements for its audit committee are best suited for its particular circumstances. 
Audit committee arrangements need to be proportionate to the task, and will vary 
according to the size, complexity and risk profile of the company. 
 
1.4. While all directors have a duty to act in the interests of the company the audit 
committee has a particular role, acting independently from the executive, to ensure 
that the interests of shareholders are properly protected in relation to financial 
reporting and internal control. 
 
1.5. Nothing in the guidance should be interpreted as a departure from the principle 
of the unitary board. All directors remain equally responsible for the company’s 
affairs as a matter of law. The audit committee, like other committees to which 
particular responsibilities are delegated (such as the remuneration committee), 
remains a committee of the board. Any disagreement within the board, including 
disagreement between the audit committee’s members and the rest of the board, 
should be resolved at board level. 
 
1.6. The Code provides that a separate section of the annual report should describe 
the work of the committee. This deliberately puts the spotlight on the audit 
committee and gives it an authority that it might otherwise lack. This is not 
incompatible with the principle of the unitary board. 
 
1.7. The guidance contains recommendations about the conduct of the audit 
committee’s relationship with the board, with the executive management and with 
internal and external auditors. However, the most important features of this 
relationship cannot be drafted as guidance or put into a code of practice: a frank, 
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open working relationship and a high level of mutual respect are essential, 
particularly between the audit committee chairman and the board chairman, the 
chief executive and the finance director. The audit committee must be prepared to 
take a robust stand, and all parties must be prepared to make information freely 
available to the audit committee, to listen to their views and to talk through the 
issues openly. 
 
1.8. In particular, the management is under an obligation to ensure the audit 
committee is kept properly informed, and should take the initiative in supplying 
information rather than waiting to be asked. The board should make it clear to all 
directors and staff that they must cooperate with the audit committee and provide it 
with any information it requires. In addition, executive board members will have 
regard to their duty to provide all directors, including those on the audit committee, 
with all the information they need to discharge their responsibilities as directors of 
the company. 
 
1.9. Many of the core functions of audit committees set out in this guidance are 
expressed in terms of ‘oversight’, ‘assessment’ and ‘review’ of a particular function. 
It is not the duty of audit committees to carry out functions that properly belong to 
others, such as the company’s management in the preparation of the financial 
statements or the auditors in the planning or conducting of audits. To do so could 
undermine the responsibility of management and auditors. Audit committees 
should, for example, satisfy themselves that there is a proper system and allocation 
of responsibilities for the day-to-day monitoring of financial controls but they should 
not seek to do the monitoring themselves. 
 
1.10. However, the high-level oversight function may lead to detailed work. The 
audit committee must intervene if there are signs that something may be seriously 
amiss. For example, if the audit committee is uneasy about the explanations of 
management and auditors about a particular financial reporting policy decision, 
there may be no alternative but to grapple with the detail and perhaps to seek 
independent advice. 
 
1.11. Under this guidance, audit committees have wide-ranging, time-consuming 
and sometimes intensive work to do. Companies need to make the necessary 
resources available. This includes suitable payment for the members of audit 
committees themselves. They – and particularly the audit committee chairman - bear 
a significant responsibility and they need to commit a significant extra amount of 
time to the job. Companies also need to make provision for induction and training 
for new audit committee members and continuing training as may be required. 
 
1.12. This guidance applies to all companies to which the Code applies – i.e. 
companies with a Premium Listing of equity shares. For groups, it will usually be 
necessary for the audit committee of the parent company to review issues that relate 
to particular subsidiaries or activities carried on by the group. Consequently, the 
board of a UK-listed parent company should ensure that there is adequate 
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cooperation within the group (and with internal and external auditors of individual 
companies within the group) to enable the parent company audit committee to 
discharge its responsibilities effectively. 
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2 Establishment and role of the audit committee; membership, procedures and 
resources 
 
Establishment and role 
 
2.1 The board should establish an audit committee of at least three, or in the case of 
smaller companies two, members. 
 
2.2 The main role and responsibilities of the audit committee should be set out in 
written terms of reference and should include: 
 

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

 
 to advise the board on whether the annual report is fair, balanced and 

understandable and provides the information necessary for users to assess 
the company’s performance, business model and strategy; 

 
 to review the company’s internal financial controls and, unless expressly 

addressed by a separate board risk committee composed of independent 
directors or by the board itself, the company’s internal control and risk 
management systems; 

 
 to monitor and review the effectiveness of the company’s internal audit 

function; 
 

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

 
 to make recommendations to the board, for it to put to the shareholders for 

their approval in general meeting, in relation to the appointment of the 
external auditor and to approve the remuneration and terms of engagement 
of the external auditor; 

 
 to develop and implement policy on the engagement of the external auditor to 

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

 to report to the board on how it has discharged its responsibilities. 
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Membership and appointment 
 
2.3 The board should establish an audit committee of at least three, or in the case of 
smaller companies two, independent non-executive directors. In smaller companies 
the company chairman may be a member of, but not chair, the committee in addition 
to the independent non-executive directors, provided he or she was considered 
independent on appointment as chairman. The board should satisfy itself that at 
least one member of the audit committee has recent and relevant financial 
experience. 
 
2.4 Appointments to the audit committee should be made by the board on the 
recommendation of the nomination committee (where there is one), in consultation 
with the audit committee chairman. 
 
2.5 Appointments should be for a period of up to three years, extendable by no more 
than two additional three-year periods, so long as members continue to be 
independent. 
 
Meetings of the audit committee 
 
2.6 It is for the audit committee chairman, in consultation with the company 
secretary, to decide the frequency and timing of its meetings. There should be as 
many meetings as the audit committee’s role and responsibilities require. It is 
recommended there should be not fewer than three meetings during the year, held 
to coincide with key dates within the financial reporting and audit cycle1. However, 
most audit committee chairmen will wish to call more frequent meetings. 
 
2.7 No one other than the audit committee’s chairman and members is entitled to be 
present at a meeting of the audit committee. It is for the audit committee to decide if 
non-members should attend for a particular meeting or a particular agenda item. It is 
to be expected that the external audit lead partner will be invited regularly to attend 
meetings as well as the finance director. Others may be invited to attend. 
 
2.8 Sufficient time should be allowed to enable the audit committee to undertake as 
full a discussion as may be required. A sufficient interval should be allowed between 
audit committee meetings and main board meetings to allow any work arising from 
the audit committee meeting to be carried out and reported to the board as 
appropriate. 
 
2.9 The audit committee should, at least annually, meet the external and internal 
auditors, without management, to discuss matters relating to its remit and any issues 
arising from the audit. 
 

                                                            
1 For example, when the audit plans (internal and external) are available for review and when interim 
statements, preliminary announcements and the full annual report are near completion. 
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2.10 Formal meetings of the audit committee are the heart of its work. However, they 
will rarely be sufficient. It is expected that the audit committee chairman, and to a 
lesser extent the other members, will wish to keep in touch on a continuing basis 
with the key people involved in the company’s governance, including the board 
chairman, the chief executive, the finance director, the external audit lead partner 
and the head of internal audit. 
 
Resources 
 
2.11 The audit committee should be provided with sufficient resources to undertake 
its duties. 
 
2.12 The audit committee should have access to the services of the company 
secretariat on all audit committee matters including: assisting the chairman in 
planning the audit committee’s work, drawing up meeting agendas, maintenance of 
minutes, drafting of material about its activities for the annual report, collection and 
distribution of information and provision of any necessary practical support. 
 
2.13 The company secretary should ensure that the audit committee receives 
information and papers in a timely manner to enable full and proper consideration 
to be given to the issues. 
 
2.14 The board should make funds available to the audit committee to enable it to 
take independent legal, accounting or other advice when the audit committee 
reasonably believes it necessary to do so. 
 
Remuneration 
 
2.15 In addition to the remuneration paid to all non-executive directors, each 
company should consider the further remuneration that should be paid to members 
of the audit committee to recompense them for the additional responsibilities of 
membership. Consideration should be given to the time members are required to 
give to audit committee business, the skills they bring to bear and the onerous duties 
they take on, as well as the value of their work to the company. The level of 
remuneration paid to the members of the audit committee should take into account 
the level of fees paid to other members of the board. The chairman’s responsibilities 
and time demands will generally be heavier than the other members of the audit 
committee and this should be reflected in his or her remuneration. 
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Skills, experience and training 
 
2.16 It is desirable that the committee member whom the board considers to have 
recent and relevant financial experience should have a professional qualification 
from one of the professional accountancy bodies. The need for a degree of financial 
literacy among the other members will vary according to the nature of the company, 
but experience of corporate financial matters will normally be required. The 
availability of appropriate financial expertise will be particularly important where 
the company’s activities involve specialised financial activities. 
 
2.17 The company should provide an induction programme for new audit committee 
members. This should cover the role of the audit committee, including its terms of 
reference and expected time commitment by members; and an overview of the 
company’s business, identifying the main business and financial dynamics and risks. 
It could also include meeting some of the company staff. 
 
2.18 Training should also be provided to members of the audit committee on an 
ongoing and timely basis and should include an understanding of the principles of 
and developments in financial reporting and related company law. In appropriate 
cases, it may also include, for example, understanding financial statements, 
applicable accounting standards and recommended practice; the regulatory 
framework for the company’s business; the role of internal and external auditing and 
risk management. 
 
2.19 The induction programme and ongoing training may take various forms, 
including attendance at formal courses and conferences, internal company talks and 
seminars, and briefings by external advisers. 
 
3. Relationship with the board 
 
3.1 The role of the audit committee is for the board to decide and to the extent that 
the audit committee undertakes tasks on behalf of the board, the results should be 
reported to, and considered by, the board. In doing so it should identify any matters 
in respect of which it considers that action or improvement is needed, and make 
recommendations as to the steps to be taken. 
 
3.2 The terms of reference should be tailored to the particular circumstances of the 
company. 
 
3.3 The audit committee should review annually its terms of reference and its own 
effectiveness and recommend any necessary changes to the board. 
 
[New paragraph] The audit committee should report to the board on: 
 

 The significant issues that it considered in relation to the financial 
statements and how these issues were addressed; 
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 The basis for its advice that the annual report is fair, balanced and 

understandable and provides the information necessary for users to assess 
the company’s performance, business model and strategy; and 

 
 Its assessment of the effectiveness of the external audit process and its 

recommendation on the appointment or reappointment of the external 
auditor, including the steps taken in deciding whether or not to recommend 
that the audit be put out to tender. 

 
3.4 The board should review the audit committee’s effectiveness annually. 
 
3.5 Where there is disagreement between the audit committee and the board, 
adequate time should be made available for discussion of the issue with a view to 
resolving the disagreement. Where any such disagreements cannot be resolved, the 
audit committee should have the right to report the issue to the shareholders as part 
of the report on its activities in the annual report.  
 
4 Role and responsibilities 
 
Financial reporting 
 
4.1 The audit committee should review, and report to the board on,  the significant 
financial reporting issues and judgements made in connection with the preparation 
of the company’s financial statements (having regard to matters communicated to it 
by the auditor2), interim reports, preliminary announcements and related formal 
statements. 
 
4.2 It is management’s, not the audit committee’s, responsibility to prepare complete 
and accurate financial statements and disclosures in accordance with financial 
reporting standards and applicable rules and regulations. However the audit 
committee should consider significant accounting policies, any changes to them and 
any significant estimates and judgements. The management should inform the audit 
committee of the methods used to account for significant or unusual transactions 
where the accounting treatment is open to different approaches. Taking into account 
the external auditor’s view, the audit committee should consider whether the 
company has adopted appropriate accounting policies and, where necessary, made 
appropriate estimates and judgements. The audit committee should review the 
clarity and completeness of disclosures in the financial statements and consider 
whether the disclosures made are set properly in context. 
 

                                                            
2  The auditor is required by auditing standards to communicate to the audit committee the 
information that the auditor believes the audit committee will need (in the context of fulfilling its 
responsibilities under Code provision C.3.2) in order to understand the rationale and the evidence 
relied upon when making significant professional judgments in the course of the audit and 
reaching an opinion on the financial statements. 
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4.3 Where, following its review, the audit committee is not satisfied with any aspect 
of the proposed financial reporting by the company, it shall report its views to the 
board. 
 
4.4 The audit committee should review related information presented with the 
financial statements, including the operating and financial review, and corporate 
governance statements relating to the audit and to risk management. Similarly, 
where board approval is required for other statements containing financial 
information (for example, summary financial statements, significant financial returns 
to regulators and release of price sensitive information), whenever practicable 
(without being inconsistent with any requirement for prompt reporting under the 
Listing Rules) the audit committee should review such statements first. 
 
Narrative Reporting 
 
[New paragraph] The audit committee should review, and report to the board on, 
the content of the annual report, including the narrative report, to determine 
whether it provides the information necessary for shareholders and other users to 
assess the company’s performance, business model and strategy, and whether it is 
fair, balanced and understandable. This report will inform the board’s statement 
on these matters required under Section C.1.3 of the UK Corporate Governance 
Code3.   
 
Internal controls and risk management systems 
 
4.5 The audit committee should review the company’s internal financial controls 
(that is, the systems established to identify, assess, manage and monitor financial 
risks); and unless expressly addressed by a separate board risk committee comprised 
of independent directors or by the board itself, the company’s internal control and 
risk management systems. 
 
4.6 The company’s management is responsible for the identification, assessment, 
management and monitoring of risk, for developing, operating and monitoring the 
system of internal control and for providing assurance to the board that it has done 
so. Except where the board or a risk committee is expressly responsible for 
reviewing the effectiveness of the internal control and risk management systems, the 
audit committee should receive reports from management on the effectiveness of the 
systems they have established and the conclusions of any testing carried out by 
internal and external auditors. 
 
4.7 Except to the extent that this is expressly dealt with by the board or risk 
committee, the audit committee should review and approve the statements included 
in the annual report in relation to internal control and the management of risk. 

                                                            
3  In addition, the auditor is required by auditing standards to report, in their report on the 
financial statements, if the board’s statement in the annual report is inconsistent with the 
knowledge acquired by the auditor in the course of performing the audit. 
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4.8 If the external auditor is being considered to undertake aspects of the internal 
audit function, the audit committee should consider the effect this may have on the 
effectiveness of the company’s overall arrangements for internal control and investor 
perceptions in this regard. Investor perceptions are likely to be influenced by: 
 

 the rationale set out in the annual report for the work being performed by the 
external auditor; 

 
 the nature and extent of the work performed by the external auditor; 

 
 how the independence and objectivity of the external auditor and internal 

audit function have been safeguarded; and 
 

 whether, in the absence of internal audit work, the audit committee is wholly 
reliant on the views of the external auditor about the effectiveness of its 
system of controls relating to core activities and significant locations. 

 
Whistleblowing 
 
4.9 The audit committee should review arrangements by which staff of the company 
may, in confidence, raise concerns about possible improprieties in matters of 
financial reporting or other matters. The audit committee’s objective should be to 
ensure that arrangements are in place for the proportionate and independent 
investigation of such matters and for appropriate follow-up action. 
 
The internal audit process 
 
4.10 The audit committee should monitor and review the effectiveness of the 
company’s internal audit function. Where there is no internal audit function, the 
audit committee should consider annually whether there is a need for an internal 
audit function and make a recommendation to the board, and the reasons for the 
absence of such a function should be explained in the relevant section of the annual 
report. 
 
4.11 The need for an internal audit function will vary depending on company 
specific factors including the scale, diversity and complexity of the company’s 
activities and the number of employees, as well as cost/benefit considerations. 
Senior management and the board may desire objective assurance and advice on risk 
and control. An adequately resourced internal audit function (or its equivalent 
where, for example, a third party is contracted to perform some or all of the work 
concerned) may provide such assurance and advice. There may be other functions 
within the company that also provide assurance and advice covering specialist areas 
such as health and safety, regulatory and legal compliance and environmental 
issues. 
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4.12 When undertaking its assessment of the need for an internal audit function, the 
audit committee should also consider whether there are any trends or current factors 
relevant to the company’s activities, markets or other aspects of its external 
environment, that have increased, or are expected to increase, the risks faced by the 
company. Such an increase in risk may also arise from internal factors such as 
organisational restructuring or from changes in reporting processes or underlying 
information systems. Other matters to be taken into account may include adverse 
trends evident from the monitoring of internal control systems or an increased 
incidence of unexpected occurrences. 
 
4.13 In the absence of an internal audit function, management needs to apply other 
monitoring processes in order to assure itself, the audit committee and the board 
that the system of internal control is functioning as intended. In these circumstances, 
the audit committee will need to assess whether such processes provide sufficient 
and objective assurance. 
 
4.14 The audit committee should review and approve the internal audit function’s 
remit, having regard to the complementary roles of the internal and external audit 
functions. The audit committee should ensure that the function has the necessary 
resources and access to information to enable it to fulfil its mandate, and is equipped 
to perform in accordance with appropriate professional standards for internal 
auditors4. 
 
4.15 The audit committee should approve the appointment or termination of 
appointment of the head of internal audit. 
 
4.16 In its review of the work of the internal audit function, the audit committee 
should, inter alia: 
 

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

 
 review and assess the annual internal audit work plan; 

 
 receive a report on the results of the internal auditors’ work on a periodic 

basis; 
 

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

 
 meet with the head of internal audit at least once a year without the presence 

of management; and 
 

                                                            
4 Further guidance can be found in the Chartered Institute of Internal Auditors’ Code of Ethics and 
the International Standards for the Professional Practice of Internal Auditing. 



 
 

12 
 

 monitor and assess the role and effectiveness of the internal audit function in 
the overall context of the company’s risk management system. 

 
The external audit process 
 
4.17 The audit committee is the body responsible for overseeing the company’s 
relations with the external auditor. 
 
Appointment 
 
4.18 The audit committee should have primary responsibility for making a 
recommendation on the appointment, reappointment and removal of the external 
auditors. If the board does not accept the audit committee’s recommendation, it 
should include in the annual report, and in any papers recommending appointment 
or reappointment, a statement from the audit committee explaining its 
recommendation and should set out reasons why the board has taken a different 
position. 
 
4.19 The audit committee’s recommendation to the board should be based on the 
assessments referred to below.  If the audit committee recommends considering the 
selection of possible new appointees as external auditors, it should oversee the 
selection process. Tenders should usually be conducted on an ‘open book basis’, 
wherein tendering firms have appropriate access to the incumbent audit firm’s 
audit strategy, risk assessments and the design of its audit approach. 
 
4.20 The audit committee should assess  annually assess, and report to the board on, 
the qualification, expertise and resources, and independence (see paragraph 4.27 
below) of the external auditors and the effectiveness of the audit process. The 
assessment should cover all aspects of the audit service provided by the audit firm, 
and include obtaining a report on the audit firm’s own internal quality control 
procedures and consideration of audit firms’ annual transparency reports, where 
available. It might also be appropriate for the audit committee to consider whether 
there might be any benefit in using firms from more than one audit network5. 
 
[New paragraph] FTSE 350 companies should put the audit services contract out to 
tender at least once every ten years. So that there is time to undertake an effective 
and open tender process, the audit committee section of the annual report should 
announce the company’s intention to carry out a tender the following year, rather 
than announcing it after the event. Shareholders should be advised when the 
company intends to put the contract out to tender. 
 
4.21 If the external auditor resigns, the audit committee should investigate the issues 
giving rise to such resignation and consider whether any action is required. 
 

                                                            
5 Guidance on the considerations relevant to the use of firms from more than one audit network can 
be found in the Appendix. 
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4.22 The audit committee should consider the need to include the risk of the 
withdrawal of their auditor from the market in their risk evaluation and planning. 
 
4.23 The audit committee section of the annual report should explain to shareholders 
how it reached its recommendation to the board on the appointment, reappointment 
or removal of the external auditors. This explanation should normally include 
supporting information on tendering frequency, the tenure of the incumbent auditor, 
and any contractual obligations that acted to restrict the audit committee’s choice of 
external auditors. The audit committee section of the annual report should explain 
the approach taken to the appointment or reappointment of the external auditor, 
including the steps taken in deciding whether or not to recommend that the audit 
be put out to tender. This explanation should set out why the company did or did 
not go out to tender; if it did not, when a tender was last conducted; and why it 
chose either to reappoint or change the auditors. It should include supporting 
information on the tenure of the incumbent auditor and any contractual 
obligations that acted to restrict the audit committee’s choice of external auditors. 
  
Terms and Remuneration 
 
4.24 The audit committee should approve the terms of engagement and the 
remuneration to be paid to the external auditor in respect of audit services provided. 
 
4.25 The audit committee should review and agree the engagement letter issued by 
the external auditor at the start of each audit, ensuring that it has been updated to 
reflect changes in circumstances arising since the previous year. The scope of the 
external audit should be reviewed by the audit committee with the auditor. If the 
audit committee is not satisfied as to its adequacy it should arrange for additional 
work to be undertaken. 
 
4.26 The audit committee should 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. 
 
Annual audit cycle 
 
[Note: the FRC proposes to move this section forward to improve the structure of 
the guidance, but apart from the final bullet in paragraph 4.44 the wording is 
unchanged from the existing guidance] 
 
4.39 At the start of each annual audit cycle, the audit committee should ensure that 
appropriate plans are in place for the audit. 
 
4.40 The audit committee should 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. 
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4.41 The audit committee should review, with the external auditors, the findings of 
their work. In the course of its review, the audit committee should: 
 

 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; 

 
 review key accounting and audit judgements; and 

 
 review 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. 

 
4.42 The audit committee should also review the audit representation letters before 
signature by management and give particular consideration to matters where 
representation has been requested that relate to non-standard issues. The audit 
committee should consider whether the information provided is complete and 
appropriate based on its own knowledge. 
 
4.43 As part of the ongoing monitoring process, the audit committee should review 
the management letter (or equivalent). The audit committee should review and 
monitor management’s responsiveness to the external auditor’s findings and 
recommendations. 
 
4.44 At the end of the annual audit cycle, the audit committee should assess the 
effectiveness of the audit process. In the course of doing so, the audit committee 
should: 
 

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

 
 consider 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; 

 
 obtain feedback about the conduct of the audit from key people involved, e.g. 

the finance director and the head of internal audit; and 
 

 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; and  
 

 report to the board on the effectiveness of the external audit process. 
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Independence, including the provision of non-audit services 
 
4.27 The audit committee should assess the independence and objectivity of the 
external auditor annually, taking into consideration relevant UK law, regulation and 
professional requirements. This assessment should involve a consideration of all 
relationships between the company and the audit firm (including the provision of 
non-audit services) and any safeguards established by the external auditor. The 
audit committee should consider whether, taken as a whole and having regard to the 
views, as appropriate, of the external auditor, management and internal audit, those 
relationships appear to impair the auditor’s independence and objectivity. 
 
4.28 The audit committee should seek reassurance that the auditors and their staff 
have no financial, business, employment or family and other personal relationship 
with the company which could adversely affect the auditor’s independence and 
objectivity, taking account of relevant Ethical Standards. The audit committee should 
seek 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. 
 
4.29 The audit committee should develop and recommend to the board the 
company’s policy in relation to the provision of non-audit services by the auditor, 
and keep the policy under review. The audit committee’s objective should be to 
ensure that the provision of such services does not impair the external auditor’s 
independence or objectivity. In this context, the audit committee should consider: 
 

 whether the skills and experience of the audit firm make it the most suitable 
supplier of the non-audit service; 

 
 whether there are safeguards in place to eliminate or reduce to an acceptable 

level any threat to objectivity and independence in the conduct of the audit 
resulting from the provision of such services by the external auditor; 

 
 the nature of the non-audit services; 

 
 the fees incurred, or to be incurred, for non-audit services both for individual 

services and in aggregate, relative to the audit fee; and 
 

 the criteria which govern the compensation of the individuals performing the 
audit. 

 
4.30 The audit committee should set and apply a formal policy specifying the types 
of non-audit service (if any): 
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 for which the use of the external auditor is pre-approved (i.e. approval has 
been given in advance as a matter of policy, rather than the specific approval 
of an engagement being sought before it is contracted); 

 
 for which specific approval from the audit committee is required before they 

are contracted; and 
 

 from which the external auditor is excluded. 
 
4.31 Pre-approval of the use of the external auditor may be appropriate where the 
threats to auditor independence are considered low, for example if the engagement 
is: 
 

 routine in nature and the fee is not significant in the context of the audit fee; 
or 

 
 for an audit related service6. 

 
4.32 The non-audit services that fall within the second category in paragraph 4.30 
above are likely to be those which, because of their size or nature or because of 
special terms and conditions (for example, contingent fee arrangements), are thought 
to give rise to threats to the auditor’s independence. As a consequence, careful 
consideration will be needed when determining whether it is in the interests of the 
company that they should be purchased from the audit firm (rather than another 
supplier) and, if so, whether any safeguards to be put in place by the audit firm are 
likely to be effective. 
 
4.33 In determining the policy, the audit committee should take into account the 
possible threats to auditor objectivity and independence7 and APB Ethical Standards 
for Auditors regarding the provision of non-audit services by the external audit firm. 

                                                            
6 Audit related services are those non-audit services specified as such in APB Ethical Standards for 
Auditors as including: 

 Reporting required by law or regulation to be provided by the auditor; 
 Reviews of interim financial information; 
 Reporting on regulatory returns; 
 Reporting to a regulator on client assets: 
 Reporting on government grants; 
 Reporting on internal financial controls when required by law or regulation; and 
 Extended work that is authorised by those charged with governance on financial information 

and/or financial controls performed where this work is integrated with the audit work and is 
performed on the same principal terms and conditions. 

7 APB Ethical Standards for Auditors explain that threats to auditor objectivity and independence 
may arise from: 

 Self-interest threats which arise when the auditor has financial or other interests which might 
cause it to be reluctant to take actions that would be adverse to the interests of the audit firm 
or any individual in a position to influence the conduct and outcome of the audit; 
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4.34 The audit committee should agree with the board the company’s policy for the 
employment of former employees of the external auditor, taking into account the 
APB Ethical Standards for Auditors paying particular attention to the policy 
regarding former employees of the audit firm who were part of the audit team and 
moved directly to the company. The audit committee should monitor application of 
the policy, including the number of former employees of the external auditor 
currently employed in senior positions in the company, and consider whether in the 
light of this there has been any impairment, or appearance of impairment, of the 
auditor’s independence and objectivity in respect of the audit. 
 
4.35 The audit committee should monitor the external audit firm’s compliance with 
APB Ethical Standards for Auditors 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, or relevant part of it8, and other related regulatory requirements. 
 
4.36 A degree of flexibility over the timing of rotation of the audit engagement 
partner is possible where the audit committee decides that it is necessary to 
safeguard the quality of the audit. In such circumstances, the audit engagement 
partner may continue in this position for an additional period of up to two years, so 
that no longer than seven years in total is spent in this position. The audit committee 
should disclose this fact and the reasons for it to the shareholders as early as 
practicable. 
 
4.37 The annual report should explain to shareholders how, if the auditor provides 
non-audit services, auditor objectivity and independence is safeguarded. 
 
4.38 The explanation should: 
 

 describe the work of the committee in discharging its responsibilities; 
 

 set out the audit committee’s policy on the engagement of the external auditor 
to supply non-audit services in sufficient detail to describe each of the 

                                                                                                                                                                                         
 Self-review threats which arise when the results of a non-audit service performed by the 

auditor or others within the firm are reflected in the amounts included or disclosed in the 
financial statements of the audited entity; 

 Management threats which arise where partners and employees of the audit firm make 
judgments or take decisions on behalf of the management of the audited entity; 

 Advocacy threats which arise when the audit firm undertakes work that involves acting as an 
advocate for an audited entity and supporting a position taken by management in an 
adversarial context; 

 Familiarity threats which arise when the auditor is predisposed to accept or is insufficiently 
questioning of the audited entity’s point of view; and 

 Intimidation threats which arise when the auditor’s conduct is influenced by fear or threats. 
8 Where the audit firm’s profits are not shared on a firm-wide basis, the relevant part of the firm is 
that by reference to which the audit engagement partner’s profit share is calculated. 
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elements in paragraph 4.30, or cross-refer to where this information can be 
found on the company’s website9; 

 
 set out, or cross refer to, the fees paid to the auditor for audit services, audit 

related services and other non-audit services; and if the auditor provides non-
audit services, other than audit related services, explain for each significant 
engagement, or category of engagements, what the services are, why the audit 
committee concluded that it was in the interests of the company to purchase 
them from the external auditor (rather than another supplier) and how 
auditor objectivity and independence has been safeguarded. 

 
5. Communication with shareholders 
 
5.1 The terms of reference of the audit committee, including its role and the authority 
delegated to it by the board, should be made available. A separate section in the 
annual report should describe the work of the committee in discharging those 
responsibilities. 
 
5.2 The audit committee section should include, inter alia: 
 

 A summary of the role of the audit committee; 
 

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

 
 The number of audit committee meetings; 

 
 The significant issues that it considered in relation to the financial 

statements and how these issues were addressed, having regard to matters 
communicated to it by the auditors10; 

 
 An assessment of the effectiveness of the external audit process (see 

paragraph xx); 
 

 The approach taken to the appointment or reappointment of the external 
auditor, including the steps taken in deciding whether or not to recommend 
that the audit be put out to tender, when a tender was last carried out and 
the tenure of the current audit firm (see paragraph xx); and 

 

                                                            
9 The statutory requirement for disclosure in the financial statements is contained in the Companies 
(Disclosure of Auditor Remuneration and Liability Limitation Agreements) Regulations 2008. A 
template for the provision of this information by the auditors to the audit committee is set out in 
Appendix A to Ethical Standard 1 issued by the Auditing Practices Board. 
10 The auditor is required by auditing standards to report, in their report on the financial 
statements, if the section of the annual report describing the work of the audit committee does not 
appropriately address the matters communicated by the auditor to the audit committee. 
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 If the external auditor provides non-audit services, how auditor objectivity 
and independence is safeguarded (see paragraph xx). 

 
Shareholders should be advised when the company intends to put the external 
audit out to tender. 
 

 a report on the way the audit committee has discharged its responsibilities; 
and 

 
 the explanations provided for in paragraphs 4.23 and 4.37 above. 

 
5.3 The chairman of the audit committee should be present at the AGM to answer 
questions, through the chairman of the board, on the report on the audit committee’s 
activities and matters within the scope of the audit committee’s responsibilities. 
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APPENDIX 
 
The appendix to the Guidance sets out guidance on the use of audit firms from more 
than one network. The FRC intends to retain this guidance but, as no changes are 
proposed, it has not been included in this consultation document. 
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