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s Global trends are transforming the financial 
and accounting environment
•	 Economic pressures — Companies and 

specific sectors are continuing to 
experience challenges such as securing 
debt financing, managing cash flow and 
liquidity, valuing assets, etc. Many 
companies have been forced to recognize 
asset impairments, restructure their 
operations and recognize declining fair 
values, especially for illiquid or complex 
financial instruments.

•	 Geopolitical development — The increased 
emphasis on emerging markets, the 
influence of emerging market 
multinationals and the emergence of new 
power brokers — sovereign wealth funds 
(SWFs), private equity (PE), etc. — is 
significantly changing the global financial 
and economic landscape.

•	 Regulatory convergence — Regulatory 
pressure is increasing in response to the 
financial crisis, and is expanding beyond 
the banking and asset management 
sectors. Challenges exist for the 
consistent implementation of 
International Financial Reporting 
Standards (IFRS) across jurisdictions. 
While convergence across accounting 
standards (such as IFRS and US GAAP) is 
further off, regulators are moving toward 
greater mutual recognition and 
alignment. As development of new 
accounting standards continues, lessons 
learned from the financial crisis will need 
to be considered. 

•	 Risk management and internal 	
controls — As a result of the current 
business environment, the growing 
importance of emerging markets and 
regulatory developments, there is a 
renewed and intensified corporate focus 
on risk management. Boards, audit 
committees and management are looking 
beyond internal controls around financial 
reporting to broader, enterprise risks 
facing the business. In fact, some 
regulators and practices already go 
beyond financial reporting controls. In 
the future, it is possible that regulation 
around internal controls will expand from 
financial reporting controls to cover the 
controls surrounding key business 
processes linked to significant business 
drivers and strategic enterprise risks.

•	 Company reporting information and 
technology — Investors have an 
increasingly large appetite for more 
useful and more detailed financial and 
nonfinancial information on which to 
base investment decisions. Stakeholders, 
regulators and other observers are 
seeking more information and increased 
comparability of financial information 
through tools such as XBRL (eXtensible 
Business Reporting Language). Data 
collection, analysis, communication and 
reporting technology may transform the 
global audit environment.
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Introduction

The global business and financial landscapes are being reshaped 
today by a number of transformational events and trends. As part of 
this transformation, the financial and accounting environment is also 
being reshaped, resulting in a number of significant challenges for 
management, boards, audit committees and external auditors. Success 
in today’s markets requires organizations to effectively assess their most 
critical business issues and work to identify the best way to respond to 
those challenges. 

In Meeting today’s financial challenges, we review five key areas that have emerged for 
management, boards and audit committees in the financial and accounting environment: 

1.	 Enhancing corporate governance — Improving the role of boards and audit 
committees in corporate governance, broader risk management activities, financial 
communications processes and the management of stakeholder expectations is 
critical to advancement in today’s economic climate.

2.	 Effectively managing today’s business risks — Evaluating the overall risk 
management infrastructure and investments necessary to look beyond  
financial statement risk to enterprise and external risks should not be undervalued 
and cannot be underscored enough. 

3.	 Evaluating the funding and liquidity strategy — Assessing funding needs and 
proactively communicating with lenders, analysts and rating agencies is pivotal in  
an environment that demands financial flexibility. 

4.	 Assessing the impact of regulatory and accounting rules — Determining the 
impact of regulatory and accounting rules, not only on the financial statements but 
also on the business, is a key factor in determining a response strategy.

5.	 Protecting financial reputation — Responding to the changing content of financial 
and nonfinancial reporting — including stakeholders wanting more information, 
transparency and certainty — could impact the financial reputation of the organization.
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Enhancing corporate governance

The media and general public have placed at least a portion of the 
blame for the financial crisis on poor corporate governance. For 
example, the International Corporate Governance Network, a group 
of institutional investors with US$9.5 trillion in assets under 
management, stated, “It is now widely agreed that corporate 
governance failings were not the only cause of the crisis, but they 
were highly significant, above all because boards failed to 
understand and manage risk and tolerated perverse incentives.” 

As a result, corporate governance reform is at the top of investor, 
regulator and board agendas. Financial and nonfinancial 
institutions alike face the prospect of new governance rules and 
higher expectations. In the midst of the drive to reform, boards are 
reflecting on how to improve their performance by being proactive 
and more involved with governance and providing greater audit 
committee oversight of the risk management processes.

Boards are aware that governance reform cannot be delayed and 
may result in significant challenges for many organizations. Some 
have commented that the current enthusiasm for reform will 
produce more rules without making changes that will truly improve 
governance. Still others believe that there is no “magic bullet” that 
will make boards more effective by regulatory fiat, and that 
different approaches are required for different organizations in 
different sectors. This is especially true considering the view by 
many that corporate governance is only one of the many causes of 
the financial crisis, and that the approach going forward to be 
taken by the financial services sector will need to be different than 
for other industries.

Ernst & Young (along with Tapestry Networks) recently met with 
seven audit committee networks around the world to better 
understand the issues, opportunities and concerns related to 
governance and risk management oversight. One of the key themes 
that emerged from the discussions is that audit committees and 
boards are realizing that they must be much more involved in 
understanding and reviewing the corporate response to the key risks 
and financial issues their organizations face. Many organizations are 
realizing that their existing risk management oversight is 
inadequate for identifying new risks and the interplay between a 
wide range of factors in current market conditions. Risk has moved 
back to being a board-level focus, and investors are significantly 
increasing their scrutiny on risk assessment and response.

Boards and audit committees are increasingly being asked to look 
beyond the more traditional areas of emphasis — such as the 
internal controls concerning financial reporting — to other risk 
areas inside and outside the enterprise that could impact 
organizational performance. Put simply, the scope of work for 
boards and audit committees is increasing and risk at all levels is at 
the forefront.

As part of our recent Global Audit Committee Survey, conducted by 
the Economist Intelligence Unit, we asked participants to evaluate 
the importance of several aspects of governance in carrying out 
their duties, such as unimpeded access to management, control of 
the agenda, leading practices and control of charter. Although 67% 
of respondents considered audit committee leading practices and 
self-assessment to be important, only 17% felt they were “very 
important”.

In your role as an audit committee member, how important are 
the following aspects of governance enabling you to carry out 
your duties?

Shown: percentage of respondents.

We also looked at the type of information that audit committee 
members need to receive to carry out their duties effectively. The 
top three responses from the panel included: 

•	 Trends in financial reporting (34% very important)

•	 Investor relations (31%)

•	 Updates on environmental trends and regulations (28%)

22%

32%

38%

17%

44%

39%

50%

25%

17%

19%

28%

7%

6%

3%

4%

1%

1%

1%

1%

45%
Audit committee 

control of charter

Audit committee 
control of the agenda
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Audit committee 
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Very important Not important at all
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What we viewed as interesting from an overall audit committee 
effectiveness perspective is that the bottom three in terms of being 
viewed as “very important” included:

•	 Leading practices in communications (15% very important)

•	 Peer group operational performance (16%)

•	 Leading practices on how companies are addressing financial 
and risk issues (22%)

How important is it that you receive information about the 
following to carry out your duties effectively?

Shown: percentage of respondents.

From this survey, we find it interesting that while 59% of 
respondents considered “leading practices on how companies  
are addressing financial and risk issues” and  “leading practices  
in communications” to be important, only 22% and 15%, 
respectively, felt they were “very important”. We believe boards 
and audit committees need to take a broader view of the risk 
landscape and closely examine audit committee effectiveness  
on a company-specific basis. Audit committees can significantly 
increase the effectiveness of their oversight responsibilities by 
identifying leading practices in areas such as communications  
and risk assessment, and then tailoring those practices to their 
respective organizations.

Many boards and audit committees are turning to the external 
auditor for more information. Audit chairs recognize that the 
external auditor remains the main source of external advice on the 
company’s risks and processes. The external auditor may need to 
become more proactive in providing comparative or benchmark 
information and advice to the audit committee, other committees, 
such as risk and remuneration, or the board as appropriate. Some 
of the key areas where audit committees are seeking advice from 
the external auditor include: funding and liquidity; risk 
management; asset valuation and accounting changes; financial 
communications; and the wider topic of corporate governance.

Following a similar track of questions to our Global Audit 
Committee Survey, Ernst & Young and Tapestry Networks 
conducted interviews with a range of corporate governance 
professionals to determine how boards are addressing 
performance questions and the new governance challenges being 
presented to them by investors and regulators. Some of the key 
themes and comments that emerged from the study on how 
directors can improve board performance were:

•	 Challenge management to simplify and explain the business 
— One director (a retired bank executive) said that one of the best 
directors he worked with had little business or financial 
experience but was willing to keep pushing management to 
simplify their explanations until they were understood. The 
director commented that “he was prepared to look stupid, but he 
wasn’t prepared to make a stupid decision.”

•	 Carefully evaluate remuneration schemes — Misaligned 
incentives in financial institutions received some of the blame for 
the financial crisis, and scrutiny concerning executive 
remuneration is quickly spreading to all listed companies. Some 
leading company boards have changed their committee 
schedules so that audit committee members can attend — and in 
some cases, also be members of — compensation committees.

•	 Improve oversight of risk management — Directors must help 
ensure risk management approaches highlight key business risks 
and that the board fully understands those risks. Many directors 
have suggested that risk oversight be coordinated across the 
appropriate committees and management executives, but that 
the full board remains engaged, as appropriate. As an example, 
one audit chair insists that the Chief Executive Officer (CEO), 
Chief Financial Officer (CFO) and general counsel meet 
quarterly with the audit committee to discuss the current risks 
facing the company and how these executives are adapting their 
day-to-day activities in light of these risks.

16%

34%

24%

25%

31%

28%

22%

15%

37%

46%

40%

39%

37%

44%

24%

23%

21%

25%

23%

24%

27%

33%

6%

4%

5%

6%

6%

8%

13%

7%

3%

4%

4%

2%

1%

1%

37%

54%

Very important Not important at all
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Trends in financial 
reporting
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enforcement trends
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Updates on emerging 
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In an unstable economic environment, protecting the company from 
excessive risk is a top priority for management and the audit 
committee. The board and audit committee need to understand the 
extent to which the company is exposed to financial, operational or 
strategic risks. They are also ultimately responsible for overseeing 
the company’s plan to address the identified risk exposures. 

In previous years, the focus of risk management discussions at the 
audit committee or board level tended to concentrate on financial 
statement risk. With recent economic events and increased investor 
scrutiny, however, the areas of risk management focus are evolving 
and expanding to cover more enterprise and external risks. Two 
specific areas of increasing risk management concern for audit 
committees to discuss with management and auditors are  (1) the 
overall risk management infrastructure and  (2) ethics and the 
potential for fraud.

Overall risk management infrastructure
As audit committees and management begin to look beyond the 
internal controls over financial reporting and into controls over other 
business risks, the overall company risk management infrastructure 
and level of investment needs to be considered and addressed. Audit 
committees and boards are realizing that they must be much more 
involved in the review and corporate response to the key issues their 
organizations face. And that need for increased board oversight has 
elevated the dialog around governance frameworks, risk assessment 
and mitigation approaches.

Ernst & Young’s recent Global Audit Committee Survey also 
uncovered this trend. While 69% of the respondents already have a 
risk committee, an additional 17% are planning to establish one in 
the near future.

For those companies that currently have a risk committee, the 
structure varies widely. Fifty-five percent of respondents stated that 
their risk committees exist separately from the audit committee, 
34% stated that the group includes both members from the audit 
committee and other groups, and 11% have established the risk 
committee as a subset of the audit committee.

In our Opportunities in adversity study (June 2009), we discussed 
how risk management is under intense review, both because of its 
perceived lack of performance in predicting problems and as a 
result of the fast pace of marketplace change. In this study, we 
found that 56% of respondents stated that they have made 
permanent changes to risk management operations, with an 
additional 33% making temporary changes. This is supported by 
significant increases in investment in both risk management (38%) 
and internal audit (22%) — all at a time when cost reduction is a 
major priority.

But what changes are the right changes? What investments will be 
most beneficial in mitigating key risk areas?

Effectively managing today’s business risks 

Key risk areas
Financial risks
•	 Accounting and reporting  

(e.g., accounting, reporting, 
internal controls) 

•	 Market (e.g., interest rate, 
currency)

•	 Liquidity and credit (e.g., cash 
management, hedging)

•	 Tax (e.g., tax strategy and 
planning, indirect taxes,  
transfer pricing)

•	 Capital structure (e.g., debt, 
equity, options)

Strategic risks
•	 Planning and resource allocation 

(e.g., organization structure, 
strategy, budgeting)

•	 Communications and investor 
relations (e.g., media, investor 
and employee communications)

•	 Major initiatives and capital 
programs (e.g., vision, planning, 
execution, monitoring)

•	 Competitive market dynamics 
(e.g., competitive pricing)

•	 Mergers, acquisitions and 
divestitures (e.g., valuation,  
due diligence, integration)

•	 Macro-market dynamics (e.g., 
economic, social, political)

Compliance risks
•	 Governance (e.g., board,  

tone at the top)
•	 Regulatory (e.g., labor, safety, 

trade/customs)
•	 Legal (e.g., contracts,  

intellectual property)
•	 Code of conduct  

(e.g., ethics, fraud)

Operational risks
•	 Information technology  

(e.g., IT management, security, 
availability)

•	 Physical assets (e.g., real estate; 
property, plant and equipment)

•	 Sales and marketing  
(e.g., advertising, pricing, 
customer support)

•	 People (e.g., recruiting, 
retention, development)

•	 Research and development  
(e.g., market research, product 
design and development, 
product testing)

•	 Supply chain (e.g., planning, 
inventory, distribution)

•	 Hazards (e.g., natural events, 
terrorist acts)
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In our study, The future of risk (July 2009), we looked at how the 
risk landscape is changing. We asked our panel of executives to 
indicate the degree to which the risk to their organization has 
increased or decreased over the past 12 months in four key risk 
areas: financial, strategic, compliance and operational. Not 
surprisingly, all four risk categories showed an increase (see table 
on previous page). Over half of respondents indicated that their 
financial risk has increased, while approximately 40% indicated  
that strategic, compliance and operational risk has increased.   
In fact, very few organizations indicated a decrease in any of the 
risk areas.

Over the past 12 months how has risk increased or decreased 
for your organization in the following risk areas?

Shown: percentage of respondents.

In general, responses in The future of risk study suggest that there 
has been an advance of risk management efforts over the past 
several years. A majority indicated that their organizations have:

•	 Aligned their risk management efforts with business strategy 
and objectives (80%)

•	 Leveraged information technology to support the company’s  
risk management (67%)

•	 Aligned their risk management efforts with performance 
management (67%)

•	 Embedded risk and control activities throughout the  
organization (65%)

Recent events have forced a quicker and more aggressive maturing 
and advancement of risk management infrastructure efforts within 
many companies. The sense of confidence that “we’ve come a long 
way,” however, should not prevent organizations from recognizing 
how much work is left to do to improve risk management efforts.

More than ever, organizations need a comprehensive and 
coordinated risk management approach with strong executive 
oversight and board-level governance. Many organizations have 
multiple risk management groups that often exist in silos and 
operate in an uncoordinated fashion. In some cases, the silos are 
disconnected from the wider business strategy. The results often 
include separate groups performing disparate activities and  
using different approaches to manage risk, resulting in duplication 
of effort and potential gaps in risk coverage. Companies can and 
must improve risk management. One way to help ensure risk 
management has appropriate executive oversight and prioritization 
is to create a better link between risk management and executive 
compensation. Both our Global Audit Committee Survey and The 
future of risk study illustrated the opportunities to improve the 
coordination of risk management activities:

•	 63% of respondents indicated they have seven or more  
risk functions

•	 67% had overlapping coverage with two or more risk functions

•	 50% reported gaps in coverage between risk functions

•	 60% of audit committee members rated the degree of integration 
between risk management, internal audit and external audit as 
“very effective” or “effective”

How would you rate the degree of integration between the 
following risk functions?

Shown: percentage of respondents.
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49%
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23%
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23%

21%
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43%

48%
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47%

52%

21%

24%

21%

25%

23%

22%

25%

5%
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7%

13%

7%

6%

5%
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1%
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44%
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Very important Not important at all
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In addition to looking at integration efforts, we also asked audit 
committee members to rate the overall performance of the risk 
functions in their companies. In looking at the different risk 
management groups, the enterprise risk function scored the lowest, 
with only 13% rating their performance as “very effective” and only 
63% rating it as “effective” or “very effective.” The other groups 
scored only slightly better in performance effectiveness: internal 
audit (65%); legal (73%); treasury (73%); and compliance (75%).

Despite the economic downturn, nearly 4 out of 10 respondents in 
two different Ernst & Young surveys said they intend to increase 
their resources — people, management attention or financial 
resources — to strengthen their risk management capabilities. When 
asked where they plan to commit more resources, the top 
responses from our survey of over 500 executives (The future of 
risk) around the world included: improving the alignment of the risk 
management approach with business strategy and objectives (85%); 
improving the risk assessment process (84%); redefining risk 
ownership roles, processes and structure (72%); and improving 
coordination among multiple risk management  
functions (70%).

If you plan to commit more resources to strengthen your risk 
management capabilities, what will be your area of focus?

Shown: percentage of respondents.

Risk management has grown increasingly complex over the years, 
prompting organizations to increase the size, magnitude and reach 
of their risk management functions. But the result of that 
increased size and scale does not always correlate to more 
effective risk management. Designing a comprehensive and 
coordinated risk management infrastructure and making the right 
investments is no simple task in today’s business environment.

Ethics and the potential for fraud
Another area of risk on the rise is the potential for fraud. As a 
result of the downturn, boards and management executives are 
under increased pressure to stabilize their businesses and to meet 
financial targets — both at the personal and organizational levels. In 
addition, cost reduction efforts which typically include streamlining 
“back-office” functions and controls could increase the overall risk 
of fraud. Not only does a downturn expose more fraud as the 
masking effect of economic growth is withdrawn, but as the 
pressure intensifies on management to maintain income and 
earnings, the incentive to commit fraud increases.

Schemes to perpetrate financial reporting fraud include improper 
accounting for transactions with related parties and special 
purpose entities, manipulation of management estimates of fair 
value relating to real estate assets and financial instruments.  
More traditional schemes, such as management of “cookie jar” 
reserves, and improper revenue accounting, such as from 
undisclosed side letter agreements and bill and hold arrangements, 
are also on the rise.

Ernst & Young’s European fraud survey 2009, which included over 
2,200 interviews with executives and employees in 22 European 
countries, revealed some interesting and troubling findings:

•	 55% of the respondents expect corporate fraud to increase over 
the next few years.

•	 Two out of five respondents believe that their company’s 
anti-fraud efforts had not increased in the last few years.

•	 Employees severely doubt management’s integrity and perceive 
that their leaders pose significant risks: 29% of respondents 
believe management to be untrustworthy, and 42% of 
respondents believe that the senior ranks in an organization 
pose the biggest threat of fraud.

Outsourcing or offshoring 
certain risk functions

Promoting a risk culture throughout 
the organization to increase the 

importance of managing risk

Standardizing risk processes, 
methods and tools

Streamlining and 
aggregating risk reporting

Improving risk communications 
to key stakeholders 

Leveraging technology and tools 
to support efficiencies

Redefining risk ownership roles, 
processes and structure 

Improving coordination 
across and between multiple risk 

management functions

Improving the alignment of our 
risk management approach with our 

business strategy and business objectives
Improving our risk assessment to 

provide a comprehensive view of risk 
and enable better anticipation of risks

85%

84%

72%

70%

68%

67%

64%

63%

61%

39%
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•	 Almost half of the executives (47%) stated that one or more 
types of unethical behavior was acceptable, including 25% who 
thought it was acceptable to give a cash bribe to win work. There 
was even a significant minority — 13% of senior managers and 
board members — who felt that distorting their company’s 
financial performance was justifiable to survive in today’s 
turbulent economic environment.

Do you expect corporate fraud to increase or decrease in the 
next few years?

In general, there was a fairly consistent view that survey 
respondents view preventing fraud as someone else’s 
responsibility. When asked whether their company had certain 
anti-fraud measures in place, most suggested continued reliance 
on audit, either internal or external, as the primary response.  
Since the role of the external auditor is not to act on behalf of 
management in detecting fraud, it was surprising to have 54% of 
the respondents indicate external auditing as one of their anti-
fraud measures.

Does your company have any of the following anti-fraud 
measures in place?

Shown: percentage of respondents.

Given the concerns raised about the integrity of management and 
the increasing risk of fraud, survey respondents called for 
increased and more effective regulation, including 70% of 
respondents from our European Fraud Survey 2009 who believe 
that directors should be held personally liable for frauds that occur 
under their watch.

The general public, employees, regulators and other stakeholders 
increasingly want to see senior management — and in particular 
the board — take a more proactive role in evaluating and improving 
the company’s anti-fraud activities. Directors and management 
need to consider the geographies and cultures in which the 
company operates, and must be prepared and decisive in their 
response when instances of fraud occur. In addition, the audit 
committee needs to challenge the quality of current corporate 
compliance programs and determine whether additional  
programs would increase the effectiveness of the organization’s 
anti-fraud measures.

Web-based hotline

Whistle-blowing hotline

Anti-fraud training

Person with a position 
of confidentiality

HR/legal counsel

Legal due diligence

Stronger controls/ 
scrutiny of expenditure

Code of conduct

Internal auditing

External auditing

68%

54%

51%

49%

38%

28%

24%

24%

21%

12%

15%

40%

27%

6%

2%

10%

Increase significantly

Increase slightly

No change

Decrease slightly

Decrease significantly

Don’t know
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For many entities, revenue growth by organic expansion or 
acquisition has ended, with most commentators predicting market 
stagnation for at least another year. Defaulting debtors, challenges 
in the supply chain and restructuring costs contribute to 
unforeseen cash requirements which deplete cash reserves. A 
more cautious financial sector is limiting the supply of credit and 
changing the terms of existing banking arrangements; fund raising 
through equity or debt issues is only available to a few. Funding for 
2009, and through the end of 2010, is a priority for many, as cost 
control may not be sufficient. As the combining effects of all these 
challenges could have a significant impact on a company, 
management must proactively consider topics such as: how to 
optimize cash flows, should current banking relationships be 
renegotiated and what should the company do if debt covenants 
are broken.

The persistent difficulties in the banking sector have posed 
significant challenges for companies trying to secure funding. 
Therefore, companies need to consider options in order to address 
those challenges, such as moving quickly to secure funding, 
developing deeper relationships with multiple banks, and thinking 
beyond the banks. For example, as the cost of loans in the current 
environment is expensive, entities in need of funding should be 
thinking of alternatives such as equity and bond issuances and 
asset-backed lending, vendor financing, commercial paper and 
medium-term note programs.

In our recent Reporting in adversity survey (July 2009), CFOs were 
asked what they considered to be their top concerns for the next 
reporting period; they put liquidity and debt arrangements at the 
top of their list. An overwhelming 41% rated it as their most 
important concern, with more detailed business reporting a distant 
second at 16%.

What are your top financial reporting concerns for your next 
interim report?

Shown: percentage of respondents.

Funding and liquidity concerns by CFOs are also shared by audit 
committees, which was underscored by the results of our Global 
Audit Committee Survey. In looking specifically at the elements 
of risk information critical to being an audit committee member, 
39% stated that “cash management/liquidity issues” were  
most important, reflecting recent (and current) economic 
pressures. Only 2% stated that reputational or brand risks were 
most important.

In your role as an audit committee member, which of the 
following pieces of risk information do you consider to be  
most important?

Shown: percentage of respondents.

The challenges companies face in the current economic 
environment are placing new demands on boards and audit 
committee. Audit committees are finding themselves much more 
involved in monitoring funding and liquidity issues. This focus has 
led to more frequent meetings and has also prompted closer 
communication with the treasury function. Audit committees  
also need to keep an eye on such details as the cross-default 
provisions in debt covenants and the potential impact of margin 
calls by counterparties. 

The fundamental concerns facing companies today, such as 
funding and liquidity, will continue to affect all organizations,  
with the investor community pressing for more information,  
more frequently. The challenge is finding the right balance 
between information and cost of preparation. The good news is 
that our recent Reporting in adversity survey showed that company 
executives are taking action. Respondents said that to maintain 
liquidity, their companies are more proactively communicating with 
lenders, analysts and rating agencies.

Cash management/ 
liquidity issues

Key customer risk

Competitor risks

Supplier risk

Risks associated with 
succession planning

Going concern issues

Reputational or 
brand risk

39%

18%

15%

9%

9%

7%

2%

Liquidity and debt 
arrangements

Fair value accounting and 
impairment statements

More detailed business 
reporting to provide context

Increased disclosure on
approach to risk

Accommodating new 
accounting standards

41%

11%

16%

6%

4%

29%

23%

32%

21%

19%

First-ranked 
concern

Second/third-ranked 
concern

23%

38%

39%

40%

62%

Evaluating the funding and liquidity strategy



9Meeting today’s financial challenges

Both regulatory and accounting rules continue to evolve at a fast 
pace. Companies must understand the implications of new rules 
not only from a financial perspective, but also from a business 
perspective. This is critical as it may result in management’s need 
to develop a strategy to effectively mitigate the impact of a new 
rule or monitor a new regulation.

For example, the banking crisis has exposed weaknesses and 
failures of regulation, both in the underlying frameworks and their 
implementation and policing. Recent economic events have 
resulted in regulators imposing additional requirements on 
companies in certain industries. This in turn has resulted in 
increased activities around risk identification and mitigation by 
management, boards and audit committees.

In our June Opportunities in adversity study, we asked executives 
where regulatory intervention is needed most. A majority of 
respondents were broadly supportive of intervention by 
government in the financial services sector, with 59% believing that 
government action on an international basis has been instrumental 
in addressing the economic crisis over the past year. While the 
majority agree in principle with the need for new regulation, and, 
65% of companies have considered the impact of new regulation on 
their markets, prior history suggests that simply asking for more or 
better regulation does not always resolve the problem or remove 
the responsibility from business. 

In looking at specific areas of regulatory intervention, the top 
responses from executives included: risk management (35%); 
managing economic liquidity (30%) and reporting/audit  
standards (20%). 

In which of the following areas do you believe that regulatory 
intervention is most needed to address deficiencies highlighted 
by the crisis? 

There is little doubt that regulatory oversight will continue to 
increase in response to recent events. Many questions still remain, 
however, regarding the type and overall scope of regulatory 
responses. While regulatory intervention may vary based on 
geography, industry sector and size of company, some of the 
potential developments and impacts that may occur in the 
near-term include: 

•	 Regulations driven by the US Securities and Exchange 
Commission (SEC) will likely focus on risk and compensation 
disclosures. SEC Chairperson Mary Schapiro seems to be 
stressing enhanced enforcement with a focus on making boards 
hold management more accountable to shareholders for their 
actions, particularly on risk and compensation. 

•	 Additional regulations and changes to accounting standards will 
generate the need for external auditor support. In our sponsored 
audit committee network meetings, many have reemphasized 
the need for stability in accounting standards and indicated the 
importance of management and the external auditor in 
navigating increasingly complex accounting pronouncements, 
such as purchase price accounting, efforts on other 
comprehensive income versus profit/loss, and the risk of 
inconsistent application of accounting standards.

35%

30%

20%

10%

5%

Risk management

Managing economic 
liquidity

Reporting/audit 
standards

Remuneration 
policies

Tax management

Assessing the impact of regulatory  
and accounting rules
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•	 As a result of regulatory requirements and guidance — and also  
in response to investor requests — published reports and other 
financial communications will contain more forward-looking 
information, with more detail on the judgments made to  
assess value.

Certain accounting issues have received much attention during  
this past year primarily due to the economic environment.  
For example, asset impairment and fair value remain hot topics.  
Many tangible and intangible assets have declined in value.  
Market conditions have made asset valuations more complex with 
greater judgment involved, and entities must address financial 
reporting concerns related to representing impairments with an 
appropriate amount of information, especially since there is a 
heightened interest in impairment and asset valuation disclosures. 
Providing better information will help to enhance both credibility 
and financial reputation.

Other accounting issues have received much attention recently due 
to events unrelated to the economic crisis. One topic of interest is 
business combinations. In January 2008, the International 
Accounting Standards Board issued revised standard IFRS 3 
Business Combinations (IFRS 3), which significantly modifies the 
accounting for business combinations and transactions with 
noncontrolling interests, and likely will result in changes to the way 
management approaches potential business combinations.

Another topic of interest is carbon reporting. As climate change 
caused by greenhouse gas emissions gains more attention of the 
international community, accounting for emission reductions is 
quickly becoming an important topic of discussion and debate.

It is clear that these types of regulatory and accounting changes 
are impacting how boards, management and audit committees go 
about their business. As entities are challenged by the 
implementation and oversight of new regulatory developments and 
accounting standards, there must be increased activities around 
risk identification, monitoring and strategic mitigation. 
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In the market uncertainty over this past year, business leaders have 
had a key asset to protect — their financial reputation. While 
financial reporting has always been a key driver of financial 
reputation, the challenges of today’s economic environment are 
driving stakeholders and investors to demand better information 
and transparency. The result is an increasingly strong bond 
between financial reputation and the transparency of financial and 
nonfinancial reporting.

While protecting financial reputation used to be about hitting 
forecasted results, investors are now valuing speed of 
communication in an environment where forecasts are constantly 
changing. In addition, with the immediate pressures on boards  
and audit committees, companies may be less likely to focus on  
their governance processes and focus more time and attention on 
identifying, understanding and disclosing their risks in  
financial reports.

As stakeholders will continue to expect increased disclosure of  
all information that might have an impact on a company’s  
financial status, the call for transparency is not likely to diminish  
in the short term.  

The most recent financial reporting cycle has presented a number 
of challenges for many companies, some of which include:

•	 Increased analysis — The need for more extensive analyses 
regarding the application of accounting standards

•	 Additional dialog — The need for additional interaction between 
management, the audit committee and the external auditor

•	 Greater scrutiny — The increased scrutiny from investors  
and regulators

Yet, these challenges have also led to positive outcomes, including 
greater reporting transparency for stakeholders. As we look at the 
changes and challenges in financial reporting, it is evident that the 
content of financial reporting has changed. In our Reporting in 
adversity survey, we asked CFOs how the content of their annual 
reports has changed during the past year. A significant percentage 
of the respondents told us that they had increased the content of 
their report in several areas. In fact, 72% indicated they provided 
more detailed content around business risk, 53% reported more 
content around cash/debt reporting and 49% provided additional 
information on impairment and asset valuation disclosures. These 
results demonstrate that companies are becoming increasingly 
conscious of investors’ demands for greater explanation and detail 
in areas that were affected by the economic crisis.

How has the content of your reporting changed from the 
previous year?

Shown: percentage of respondents.

Examination and reporting 
on business risk

Cash/debt reporting

Impairment and asset 
valuation disclosures

Sensitivity statements

Exchange rate exposure

“Going concern”
discussions

Description of basis of 
preparation and 

accounting policies

Fraud risk and detection

Executive remuneration

Corporate social
responsibility reporting

Pension considerations

72%

53%

49%

45%

41%

38%

33%

28%

27%

22%

22%

Protecting financial reputation 
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Related to the amount of forward-looking information that is  
now being included in financial reports, we asked CFOs where 
investors were showing more or less interest, as a result of  
recent market conditions. Not surprisingly, 78% of CFOs surveyed 
reported increased investor focus on business prospects and 
overall future outlook. In addition, 68% reported more interest  
in risk management, and 66% indicated more interest in  
cash management.

Compared with the previous year, are analysts and investors 
showing more or less interest in the following areas?

Shown: percentage of respondents.

Given the changes to financial reporting, and the increased 
emphasis on more forward-looking information, it is not surprising 
that the amount of time spent on the financial reporting process 
has increased. In looking at how the time spent on various 
processes changed from the previous year: 45% indicated 
increased auditor scrutiny; 42% in the amount of time spent in 
discussions with audit committees; 41% with the chairman’s 
statement, director’s report, other business reviews and 
discussions; and 41% on “going concern” issues.

When preparing your company’s latest financial statements, 
how did the time spent on the following processes change from 
the previous year?

Shown: percentage of respondents.

There have been positive outcomes from the increased scrutiny 
and time invested in the financial reporting process. As an 
example, over 25% of the CFOs we surveyed reported improved 
relationships with key stakeholders. CFOs reported improved 
transparency and interaction between executives and board 
members (32%); between audit committee and auditors (26%);  
and between executives and auditors (26%).

How has this year’s reporting process affected key  
boardroom relationships?

Shown: percentage of respondents.

Increased scrutiny and transparency will be critical focus areas for 
the 2009 financial reporting process. For example, investors will be 
looking for more disclosure around debt covenants, such as 
covenant ratios and sensitivity analyses. As we expect the 
incidence of impairment charges to increase throughout 2009, 
quality disclosures regarding management’s assumptions will be of 
high importance to stakeholders and regulators. 

Auditor scrutiny

Discussions with audit 
committee

Chairman’s statement/ 
directors’ report/other 

business reviews

Discussions on going 
concern issues

45%

42%

41%

41%

Between executives and 
board members

Between audit committee 
and auditors

Between executives

Between executives and 
analyst/investors

Between board members 
analyst/investors

32%

26%

26%

18%

12%

and auditors
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future outlook
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Restructuring plans

Debt covenants

Impairments
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Executive remuneration

Pension funding

35%
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26%

20%

16%
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45%

35%
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33%

34%
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15%

33%
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68%
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The business and financial landscape is being 
transformed by a number of global events and trends, 
which are creating many challenges in the financial 
and accounting environment. To address these 
challenges, some of the key areas of emphasis and 
potential considerations for management, boards and 
audit committees include:

•	 Corporate governance — Corporate governance reform is at the 
top of investor, regulator and board agendas. Organizations face 
the prospect of new governance rules and higher expectations. 
Boards and audit committees will need to take an increasingly 
broader view of enterprise and external risks, and ask tough 
questions of management to fully understand the controls in 
place and any proposed changes to managing the key risks that 
could impact the organization’s overall performance.

•	 Risk management — As a result of recent economic events and 
increased investor scrutiny, risk management will expand to 
address more enterprise and external risks. Some of the specific 
areas of increasing risk management concern for audit 
committees to discuss with management and auditors include  
(1) the overall risk management infrastructure and (2) ethics and 
the potential for fraud. Companies will face challenges in moving 
from a decentralized, silo-based risk management model, with 
the resulting redundancies and gaps in coverage, to a more 
coordinated infrastructure, with an aligned mandate and scope, 
consistent risk management methods and practices, supported 
by common information and technology.

•	 Funding and liquidity — Difficulties concerning companies’ 
funding efforts will likely extend into 2010. Although bank 
lending may be improving slightly, it remains very restricted. One 
suggestion is for companies to build deeper relationships with 
multiple banks while also tapping other sources of funding, such 
as equity and bond issuances and asset-backed lending. Also, 
audit committees should monitor companies’ liquidity and 
funding closely.

•	 Regulatory and accounting rules — Regulatory developments 
and accounting standards continue to evolve at a fast pace,  
and companies must understand the implications of new rules, 
not only from a financial perspective, but also from a business 
perspective. This evolution will continue to impact how 
management, boards and audit committees go about their 
business, especially with activities related to risk identification, 
monitoring and strategic mitigation.

•	 Financial reputation — New developments have and will 
continue to necessitate increased analysis, additional time, 
dialog and greater scrutiny to address the needs and 
expectations of investors, regulators and other stakeholders. The 
content of financial reporting will also feature more forward-
looking information, with more detail on the judgments taken by 
management. Additional corporate risk management 
infrastructure and investments will be needed to address these 
changes. Boards will need to reflect on how to be proactive in 
regard to governance, yet constantly react to financial and 
regulatory developments, requiring them to protect one of their 
most important assets — their financial reputation.
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Related financial reporting topics
A number of other Ernst & Young thought leadership materials are available on related topics, many of which were referenced in this 
report. For more information, contact your local Ernst & Young office, any of the contacts listed below or visit ey.com. 
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