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We are pleased to attach our Audit Planning Report for the forthcoming meeting of the Audit and Risk 
Committee. The purpose of this report is to provide the Audit and Risk Committee with a basis to review 
and validate our proposed audit approach and scope for the 2010-11 audit, but also to align our audit 
with the Committee's service expectations. We also include the results from our P6 accelerated audit 
procedures. 

Whilst the new organisational structure of the Group is being implemented, the planning and execution 
of our audit approach will be flexible in order to respond to changes that may arise in terms of risks, 
controls, audit process and timetable. This report summarises our assessment of the expected business 
and financial statement risks which drive the development of an effective audit for Royal Mail Holdings 
plc. We have aligned our audit approach and scope with these issues. 

This report is intended solely for the information and use of the Audit and Risk Committee, Board of 
Directors and management, and is not intended to be, and should not be, used by anyone other than 
these specified parties. 

We welcome the opportunity to discuss this report with you on 19 October 2010. 

Yours sincerely 

GRO 
Alison Duncan 
For and on behalf of Ernst & Young LLP 
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The contents of this report are subject to the terms and conditions of our appointment as set out in our 
engagement letter of 25 February 2010. 

This report is made solely to the Audit and Risk Committee in accordance with our engagement letter. Our 
work has been undertaken so that we might state to the Audit and Risk Committee those matters we are 
required to state to them in this report and for no other purpose. To the fullest extent permitted by law we do 
not accept or assume responsibility to anyone other than the Audit and Risk Committee of Royal Mail 
Holdings plc for this report or for the opinions we have formed. It should not be provided to any third-party 
without our prior written consent. 
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Introduction 

Royal Mai l is currently undergoing a period of significant change. Following a request from the Coalition 
Government, Richard Hooper updated his 2008 report on the future of the UK Postal Services, which was 
released in September 2010. His key findings reconfirmed: 

► Private capital is required in order to complete the modernisation of the business 

► The historical pension deficit should be taken over by the Government 

► A new regulatory framework is required 

Project New Future is underway, which we expect to have a significant impact on the structure of the business 
over the coming months. The transformation plan to modernise and automate the Letters business continues 
against a backdrop of a decl ining market and a reduced market share. 

Whilst a new Group organisational structure is being implemented, the planning and execution of our audit 
approach wi ll be flexible in order to respond to changes that may arise in terms of risks, controls, audit process 
and timetable. At the time of writing this report, there are sti ll many unknowns in relation to the impact of the 
finance team restructure on the year end close and audit processes. Consequently, the approach that we have 
outlined in this report is based on the current structure of the business, as well as the changes that we have 
discussed with management to date. Any changes to the detai ls set out in this report will be reported to the 
Audit and Risk Committee at its next meeting. 

The areas that we expect to be of most significant audit focus in 2010-11 will be the ongoing transformation, 
including the current restructuring process: 

► As the restructuring and transformation plans are executed, the funding arrangements of Royal Mai l 
Group and Post Office Limited ('POL') will require continuous monitoring and the flexibility of operational, 
financing and strategic actions to be continuously reassessed. 

► The restructuring and transformation processes also have accounting consequences, for example the 
accounting for the proposed headcount reductions, potential curtailment of ColleagueShares and the 
treatment of sale and leaseback transactions for mail centres. 

During our audit, we will review the progress that has been made in the areas that required additional audit 
effort in 2009-10, such as the POL payrol l control environment and the elements of the SAP IT general control 
environment that are outsourced to Fujitsu. We will support management as they reorganise the finance 
function and use our experience and knowledge of the business to highlight areas of potential risk as they 
arise. 

Over the following pages, we have provided a Summary audit plan, as wel l as more detailed information on our 
audit strategy. 
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SUMMARY

This Summary audit plan outlines the key areas of audit emphasis for our 2010-11 audit. Project New Future 
has a number of financial statement impacts and we have outlined how our audit approach will reflect this. We 
also highlight other key areas of audit emphasis. 
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As management implements Project New Future, there are a number of factors that will need to be considered 
looking forward to potential privatisation. We have highlighted these below, as wel l as the insight that we will 
provide throughout the 2010-11 process: 

Privatisation considerations 
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Insight from 
the audit 

► Review of significant 
contracts required by 
ISAs 
Pension consideration 
as part of RMGIPOL 
statutory accounts 

Tax structure reviewed 
as part of tax loss 
model 

► Dividend block 
considered in plc 
investment testing 

Audit of ColleagueShare 
model and assumptions 

► insight on structure of 
share plans 

► Controls-based audit approach 
covers main FRP requirements 

► Going concern review considers 
funding position, management 
forecasts and working capital to 
audit tolerance 

In addition to Project New Future, we outline below the other key areas of audit emphasis from the underlying 
business. The areas of audit emphasis that are `significant risks' in accordance with International Standards on 
Auditing have been highlighted in the `Areas of audit emphasis' section: 
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Ou rr service commitments

Building on your assessment of our 2009-10 service quality 
In order to assess our performance during the 2009-10 audit cycle, we have undertaken an assessment of our 
service qual ity to ensure that we provide Royal Mail with the highest level of assurance, and to ensure that we 
meet your particular service needs. 

We interviewed nine individuals, including the Chairman of the Audit and Risk Committee and seven senior 
management team members involved in Finance and Risk. The interviews were conducted in June 2010 by 
Richard Wilson and a senior member of our Service Quality team. 

We asked each of the interviewees for an assessment of their overall satisfaction on a scale of 1-5, with 1 
being extremely dissatisfied and 5 being extremely satisfied. The average score across all participants was 
4.1. 

The review identified key strengths in our relationships that we wi ll maintain, together with areas for 
improvement. The following summarises the action plans we have developed: 

Continuous ► In addition to the audit findings that we currently report, provide greater visibility and feedback on our 
communication point of view on how the GLS business is run to the Audit and Risk Committee. 

► Our audit process and approach is well understood by the UK finance teams following the introduction 
of the joint planning day in 2008 and will continue. 

Fair and ► We will continue to provide management with a detailed breakdown of the proposed cost of our audit 
transparent fees and where we spend the time. This is agreed each year with the respective finance teams and 

aggregated at the centre. No additional work is undertaken prior to agreement with Group Finance. 
► Continue to strive for audit efficiency and challenge how we can get the most from working with 

others, such as internal audit, to minimise the cost base. 

Relevant insight ► Continue to support management's desire to adopt a plc' culture. During our audit we will provide 
observations on the financial reporting process compared to FTSE peers. 

► Provide benchmarking observations around the narrative reporting section of theAnnual Report to 
compare Royal Mail reporting to FTSE100 companies. 

Right team ► Feedback on the current structure of Alison Duncan as audit signatory, with Richard Wilson as Senior 
Advisory Partner is that it works well and will continue. 

► Continuity in the audit teams is strong, particularly at senior levels, where there was strong feedback 
on the quality of individuals. Management commented on the knowledge and understanding of the 
business, technical abilities, as well as pragmatism. 

► Following increased oversight of the GLS tax function from the centre, the audit of the GLS tax 
balances will be coordinated by the Group tax team in London, rather than the GLS audit team. 

Technical ► Ernst & Young has previously provided a tailored technical update training session as part of the joint 
interaction planning day with the Group finance team. Management has requested that in 2010 we provide an all 

day technical update for key Royal Mail finance staff. 

Industry focus ► We will provide industry insight and benchmarking against our other postal clients globally to share 
best practices on those items that matter most to you. We are currently working with management to 
benchmark the process for deferring SITHOP revenue balances against peer postal operators. 

In light of the proposed finance reorganisation, we will tai lor our audit service as required so that it responds to 
the finance team's most urgent needs. Through the process, we wi ll provide management with flexibility in our 
approach and continuity in our audit teams. We will continue to offer our point of view on the areas of risk, 
controls and process as change is implemented. 
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Developing our audit strategy 

Objective and scope of our audit 
Our audit service includes the provision of statutory audit opinions, together with audit-related services. 

Our statutory audits include: 

► The provision of statutory audit opinions under International Standards on Auditing (UK and Ireland) on 
the consol idated IFRS financial statements of Royal Mai l Holdings plc ('Royal Mail') and on the UK GAAP 
parent company accounts for the year ending 27 March 2011. 

► The provision of separate statutory audit opinions on Royal Mail's subsidiaries as required by local 
regulations (for details of UK statutory opinions see appendix B). 

We leverage our knowledge and work performed on the statutory audit in delivering audit-related and 
assurance work required by the postal regulations and other related services. 

►~iFTi 'iFl t 
For the purposes of determining whether the accounts are free from material error, we define materiality as the 
magnitude of an omission or misstatement that, individually or in the aggregate, in light of the surrounding 
circumstances, could reasonably be expected to influence the economic decisions of the users of the financial 
statements. Our evaluation of it requires professional judgement and necessari ly takes into account qualitative 
as well as quantitative considerations implicit in the definition. We would be happy to discuss with you your 
expectations regarding our detection of misstatements in the financial statements. 

The amount we consider material at the end of the audit may differ from our initial determination. At this stage, 
however, it is not feasible to anticipate all of the circumstances that may ultimately influence our judgement 
about materiality. At the end of the audit we will form our final opinion by reference to all matters that could be 
significant to users of the accounts, including the total effect of the audit misstatements we identify, and our 
evaluation of material ity at that date. 

We set audit scopes for each reporting unit, based on size and risk factors, which when taken together, enable 
us to form an opinion on the group accounts as a whole. 

The majority of the audit work is carried out by the Ernst & Young teams from London, except for: 

► GLS: The audit of Royal Mail's European parcels business, GLS, is coordinated by our Ernst & Young 
Frankfurt team. In order for the GLS audit team to provide us with an opinion on the GLS group as a 
whole, the team set a separate scope for each of the GLS businesses, based on the same size and risk 
factors that we use to scope our audit. The GLS audit scope is approved by the GLS Audit and Risk 
Committee. The local EY team mirrors the GLS approach and performs a hard close audit on the P11 
numbers, and review the roll forward to P12. 

In 2010-11, Ernst & Young teams will perform procedures in 15 of the 20 GLS countries, covering 95% of 
the business by revenue. 

► FRES: Given the relative contribution of FRES to Group operating profit (£30m in 2009-10), we instruct 
PricewaterhouseCoopers (the statutory auditor of FRES) to report the results of their audit to us, in line 
with the Group reporting timetable. 

Full detai ls of the scope and locations of our procedures are detailed in Appendix B. 
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Our audit process has been designed in conjunction with management over a number of years to provide an 
efficient audit that meets the Group reporting timetable and addresses our assessment of audit risk. 

A controls-based audit approach 

Our audit approach is controls-based, which is the most efficient process for a business with a high volume of 
transactions. We will test controls around selected Revenue streams and Payroll processes to gain assurance 
that revenues, staff costs, trade debtors and payroll-related balance sheet and income statement balances are 
materially correctly stated. 

In POL, payroll control improvements we had previously suggested have now been implemented, and we 
therefore expect to also be able to take a controls-based audit approach for payroll in POL. 

IT controls 

IT underpins a significant proportion of Royal Mail's transactions. Our audit plan is designed around rel iance 
on certain IT applications and the use of electronic audit evidence. We will therefore evaluate the IT general 
control environment, test IT controls covering user access, programme changes and IT security. 

Where it is more efficient, we plan to obtain a certificate of reliance (a "SAS70" report) from the Group's IT 
suppliers. This is the case for CSC. However, based on past experience, we do not expect to receive a SAS 
70 from Fujitsu. The following IT applications are in scope across the Group: 

Application in audit scope Group Letters POL Regulatory 

SAP — Consolidation BCP ✓ d 

The last 3 applications listed are legacy systems that do not have a strong control environment in place. We 
have agreed with management to undertake alternative procedures over data from these systems. 
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Leveraging technology 

The benefit of a controls-based approach is that we can leverage technology and use EY's powerful IT 
analytical tools. This increases the efficiency of the process and is also valuable as it enables us to test entire 
populations of data, rather than using sampling techniques. 

We wi ll use these analytical tools in our audit of journal entry postings, payroll, debtors and creditors. The 
tools identify anomalies in the data such as employee payments before joining date or invoices that are paid 
without a purchase order, which we investigate further. 

In the current year, we wi l l extend our use of analytics in two areas to address specific risks 

► Review the application of VAT rates for a population of transactions to vouch that the appropriate rate 
change has been implemented fol lowing the TNT VAT ruling. 

► EY has a proprietary IT solution called SAP Explorer, which is non-invasive and allows us to test the 
control configuration of the SAP environment and identify control exceptions and anomalies with user 
access rights. Whilst Royal Mail's IT control environment is undergoing a period of change it is not 
efficient to use SAP Explorer across the Group. However, to highlight the value that it can bring, we are in 
discussion with management to run a pilot using one of the Group's SAP processes. 

Direct assistance from Internal Audit 

Internal audit staff provide assistance in testing the controls over revenue and payroll, using their experience 
and knowledge of the business. They essentially work under the direction of Ernst & Young, while key 
decisions, such as sample selections and the application of judgement remain within the Ernst & Young team. 

This practice is now increasingly being used on our other large and FTSE audits to keep costs down. Internal 
audit personnel gain a different experience from working with Ernst & Young and there is two-way feedback as 
part of our team and internal audit's annual performance appraisal. 

The fol lowing chart highl ights how our abil ity to rely on internal audit impacts our audit: 

High 

Impact on 
External Audit 

Low 

Use of IA staff for 
controls testing and 

year end procedures 

Use of IA staff 
for controls 

testing 

Review
IA's work 

None Reliance on Substitution 
Internal Audit 

We are currently working with management to confirm the extent of our use of internal audit resource for the 
current year. 
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DEVELOPJNG OUR AUDIT STRATEGY 

Period 11 hard close 

Royal Mai l has historically adhered to a strict reporting timetable as part of its commitment to best practice. In 
the prior year, Royal Mail issued a preliminary announcement 53 days after the year end, with signed accounts 
published 61 days after the year end. The graphs below show how this reporting compares to companies in 
the FTSE50-100: 

Days to file preliminary announcement: Days to publish Annual Report: 
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These charts show that Royal Mai l reports on a very timely basis and would be in second quarti le of this FTSE 
group in respect of the preliminary announcement and the first quartile for the annual report. 

The ability to report in such a timely manner has been supported by the controls-based approach, as wel l as 
our P11 hard close. We will perform our substantive audit procedures on P11 'hard close' balances, with the 
exception of balances which are only recorded at P12 such as pensions and tax. At P12 we wi l l audit these 
remaining balances and update our P11 procedures. 

The benchmarking above shows that there is flexibility in the reporting timetable and the year end timeline wi ll 
be finalised once the structure of the finance function is known. Whatever timeline is agreed, the hard close 
approach wi ll reduce the peak of work that is required post year end and wi ll assist in identifying and resolving 
issues prior to our final audit visit. 

Quality Assurance 

We have the following processes in place to support our team in delivering an audit opinion that is both robust 
and technically compliant: 

► Independent review: A partner, independent of the audit team, to provide guidance and challenge on the 
key judgemental areas of the audit. This partner reviews the Report and Accounts, as wel l as key audit 
del iverables, including all reports to the Audit and Risk Committee. 

► Technical review of Report and Accounts: Richard Crisp from our Financial Reporting Group wi ll review 
the Report and Accounts to check that the disclosures are appropriate and that any new reporting 
requirements are met. Richard has provided support to the Royal Mail team for a number of years. We wi ll 
continue to adopt the approach that has worked in previous years with Richard reviewing a 'skeleton' set 
of accounts in advance of the year end, as well as in the close process, to maximise efficiency and avoid 
surprises. 

► Every Partner is subject to an internal `Audit Quality Review' every three years by a team independent of 
the Audit team and the Partner's location. This is to ensure that the Partner's audits have been conducted 
in accordance with Ernst & Young's audit methodology. 

We are confident that these procedures, which are consistent with those that we would perform on a l isted 
audit client, wil l provide you with the highest quality technical input. 
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Your aucht team 

Your audit team is lead by Alison Duncan, supported by Richard Wilson, the Senior Advisory Partner. 

► We have maintained significant continuity in our teams at senior levels. This was reflected in the strong 
positive feedback that we received as part of our Assessment of Service Quality for our 2009-10 audit. 

► The main change in the team is in IT, where we have introduced Denise Fabb and Victor Puno to leverage 
their SAP experience for the audit of the core IT appl ications, as wel l as their views on the current SAP-
HR project. 

► We are currently working with the Board in relation to Audit Partner rotation. Alison Duncan is due to 
rotate off the Royal Mai l audit after March 2011 as she wil l have served the maximum 7 years. However, 
in light of the significant change in management and across the business, there is the potential to invoke 
an exception in the Ethical Standards that allows an Audit Engagement Partner to remain on the audit 
longer. 

~T 

Denise Fahh 
Director 

Victor Puna 
n1ot 4ac i 

Tai: 

Gillian Wild 

Julie Hadfield 
:gnic 14 to : r 

ehJer Manager 

Our audit team also includes a number of other specialists to assist us with our procedures, including 
special ists in pensions, real estate, VAT, modell ing and corporate restructuring. In addition, we are able to 
draw from knowledge and experience of all our EMEIA practice which operates as one firm. 
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Areas of audit
u  ̀ `" hasis

Our audit plan is developed, with input from management, to provide assurance over the Group's reported 
financial results as well as providing insights and recommendations in relation to the Group's financial 
processes, accounting compliance and financial statement disclosures. This allows the potential impact of 
issues on the Group's financial reputation to be assessed by the Board and management. We outline below 
the key areas of audit focus based on our assessment of the key business risks, key financial statement risks 
and significant accounts and disclosure requirements. 

We summarised the areas of audit emphasis, including those resulting from Project New Future in our 
Summary audit plan on pages 2 and 3 and these are described in more detail below. We also include 
commentary on additional areas of audit emphasis, such as tax and VAT. Our audit will also include the 
mandatory procedures that we are required to perform in accordance with applicable laws, regulations and 
auditing standards. 

These key areas of focus are from a Group perspective. Our GLS team separately provides the GLS ARC with 
detail of the significant financial statement risks for the GLS group. These traditionally include the collectability 
of accounts receivable, deferred tax balances and LTIP. 

escription of risk and financial statement impact 
Management is current implementing Project New Future. The 
restructuring will lead to a reduction in head count, with a 
significant increase in severance provisions and spend. There 
will also be an impact on the ColleagueShares provision, as 
"good leavers" are entitled to sell their shares on departure. 

Royal Mail has a structured process in place for managing its 
severance provisions. Business cases are approved by 
appropriate management, with predefined approval limits. The 
provision is calculated based on known salaries or, when the 
individuals are not known, on an average salary for the role 
and geographical location. 

Restructuring
Our audit 
► Review management's process to assess that it continues to 

operate effectively. 
► Review provisions that have been established to meet the 

IAS 37 criteria and vouch amounts provided to salary 
information. 

► Compare exceptional costs to Royal Mail accounting policies. 
► ColleagueShares impact discussed in more detail later in this 

section. 

Carrvina value of 
Description of risk and financial statement impact 

IAS 36 Impairment of Assets requires that indefinite-lived 
assets are tested for impairment and that other assets are 
reviewed at each reportinq date for indicators of impairment 
The most significant indefinite-lived asset relates to the 
goodwill recognised on acquisition of GLS. Royal Mail 
performs an annual impairment exercise to support the 
carrying value of the goodwill in relation to GLS. 

The most significant long-lived assets that are held at cost less 
accumulated depreciation/impairment are Royal Mail Holdings 
plc's investments in subsidiaries of £3.8bn and Royal Mail's 
property assets and the plant and equipment of the Letters 
business. 
As part of the transformation plan, management continues to 
review the mail centre strategy, which has led to a number of 
sale and leaseback transactions and is also currently reviewing 
ongoing capital projects. given the current funding position. 

At March 2010, following a decline in property values, an 
impairment exercise was performed to support the carrying 
value of the properties assets. At year end, management will 
consider whether there are any further indicators of 
impairment. 

► Review of GLS goodwill impairment exercise to support the 
carrying value of the goodwill and challenge the significant 
assumptions made. 

► At year end, discuss with management their assessment of 
the presence of any impairment indicators. Where an 
impairment exercise is required, we will review 
management's calculations to assess amounts recognised in 
the balance sheet are appropriate. 

► Discuss mail centre strategy with management and 
understand any assets that are at risk of impairment or 
leases that become onerous. 

► For sale and leaseback transactions, review these with 
management during the year to assess the appropriate 
accounting treatment and determine that the lease liability 
has been recognised. 
Review capital projects to assess the carrying value of 
capitalised spend. 

iO 
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Restructured finance organisation 
Description of risk and financial statement impact Our audit approach 

The current restructuring will lead to a finance function that is ► Continue our collaborative approach with management and 
different in terms of size and structure. This could potentially work with the new team to determine an audit process and 
impact: timetable that is appropriate during this period of change and 

The existing control framework provide detailed information requirements to meet the 

► The financial reporting timetable. 
timeline established. 

► Provide feedback on the finance structure, key areas of risk 
and the control environment adopted 

/ Systems implementation
Description of risk and financial statement impact Our audit approach 

HR PSP ► Prior to implementation, we will review design of IT controls 
The new HR PSP system due to be implemented from April around user access, segregation of duties. 
2011 is a business critical system for Letters. If correctly ► Perform control review procedures around the data migration 
designed and implemented,', the system has the potential to from the legacy system to the new SAP system. 
streamline the payroll processes and provide greater clarity of  Aim of our procedures is to assess reliance on the payroll 
costs along the reporting lines within Letters. system from implementation date and early identification of 
However. the implementation of the new system also gives rise issues. 
to a number of risks. These include the transfer of sensitive 
data, establishing appropriate controls within, and around, the 
new system and training system users. 
VAT 
Following a European Court decision, HMRC will require VAT 
to be accounted for on non-price controlled products from 31 
January 2011. 

Royal Mail has established a project team, which includes 
members from Group Tax, the Letters, POL and Parcelforce 
business units, Group IT and the outsourced IT providers and 
is in the process of identifying the appropriate VAT treatment 
for each product and how this will be tracked by the IT 
systems. 

► Understand and test process that the project team has 
established in respect of the rate changes. 

► Seek input from our VAT and IT experts where appropriate 
and provide management with feedback prior to the 
introduction date. 

► Review the partial exemption calculation and the test the VA 
balances that are recorded at balance sheet date. 

ColleagueShares
Description of risk and financial statement impact Our audit approach 

ColleagueShares 
At March 2010 a provision of £108.6m was recorded in relation ► Review updated ColleagueShare model and challenge any 
to the ColleagueShare phantom share incentive scheme that changes in assumptions made. 
was introduced during 2008. This provision reflected ► Assess whether assumptions remain valid in light of changes 
management's best estimate of the current value of the in the business during the year. 
obligation to buy back the ColleagueShares from employees in  Test payments made to `good leavers" as part of the current 
2011 and 2012. restructuring process. 
The estimation of the provision will continue to be refined as ► Understand management's intention regarding employee 
more accurate information is obtained. The key assumptions ownership as part of the privatisation process and the impact 
remain: that this may have on the ColleagueShares liability. 

► The number of ColleagueShares to be paid out in 2011 
and 2012 (employees' discretion) 

► The rate of leavers 
► The discount rate 
► The multiple of different assumptions supporting the value 

of each ColleagueShare at the date of payment. 
Stakeholder dividends 

At each year end of the ColleagueShare scheme, Royal Mail 
accrues for the stakeholder dividend payable. At March 2011, 
the Group will make an accrual based on the Group's results 
compared to profit targets. In previous years, the profit targets 
have not been approved by the Government and we have 
obtained specific representation from management on their 
intention to pay out the full £400 (2009 and 2010) or £800 
(2008) per employee. 

► Test management's calculations for the level of Stakeholder 
dividends accrued. If necessary, we will continue to seek 
specific representation from management on the amount 
accrued. 

► Review changes to the ColleagueShare scheme agreed as 
part of the latest pay deal 
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Going concern - Funding and covenants* 
Description of risk and financial statement impact Our audit approach 

Royal Mail Group and Post Office funding 

RMG 

Key factors in our 2009-10 going concern conclusion were 

► Business plan forecasts and sensitivities 
Credibility of managements operational and financial 
actions 

► The funding plan for pension deficit repair 
► Flexibility on transformation 

The 2010-11 funding analysis will need to reflect the impacts of 
Project New Future, including any proposed changes to capital 
expenditure, planned restructuring spend and revised business 
plans. 

POL 

Review of updated management actions each month to 
establish the mpact that changes in the business have on 
the flexibility of management actions. 
Review the funding analysis prepared by management and 
ensure that it supports the going concern basis. We will 
challenge significant assumptions, accuracy of forecasts, 
areas ofljudgement and flexibility of cash flows as well as 
performing sensitivity analysis on key drivers. 

Post Office's current funding agreements expire in 2016, We will discuss the progress of the POL application for StateAi( 
subject to State Aid approval, with a Social Network Payment approval and review the disclosures in the Annual Report to 
agreed to 2012. ensure that they are appropriate. 

Covenant compliance 
Management will also prepare covenant calculations for the 
year ended 27 March 2011 for the Senior debt facility and the 
GLS facility, as well as projected covenant calculations using 
the latest strategic plan to ensure covenant compliance for the 
foreseeable future. 
The 2009-10 covenant projections highlighted a potential Loan 
to Value ('LTV') covenant breach in March 2012 if property 
values do not recover significantly. This was disclosed in the 
2009-10 Report and Accounts, together with management's 
intention to seek a waiver from Government if property values 
do not recover. 

► Review and reperform management's covenant compliance 
calculations to ensure compliance with facility terms 
We will track this matter prior to year end and participate in 
the assessment of options including agreement of a waiver, 
to ensure we are satisfied that any solutions are appropriatE 
for audit sign off. 

Pensions* 

At March 2010, Royal Mail recognised a net pension liability of 
£8.Obn. During the year, the Royal mail pension trustees have 
finalised their triennial pension funding valuation, and agreed a 
new pension deficit funding payment profile with the Group. 
although we note that The Pension Regulator is currently 
reviewing the agreement. 

The deficit, together with its public profile following the revised 
Hooper report mean that the liability recognised on the balance 
sheet, and the disclosures included in the annual report, attract 
significant focus. 

The size of the schemes assets and liabilities means that the 
valuation process adopted by the Group's actuaries is 
extremely sensitive to small changes in actuarial assumptions, 
such as the discount rate and mortality assumptions. 

Review key financial assumptions supporting the valuation. 
with input from Ernst & Young pension specialists, where 
appropriate and ensure that the methodology is consistent 
with 2009-10. 
Benchmarking Royal Mail assumptions against peers we will 
assess and provide insight into the relevant position of the 
treatment adopted. 
Review the results of the triennial funding valuation and 
discuss it with the Group's actuaries. We will ensure that any 
updates to the scheme information, such as mortality 
assumptions, are reflected in the IAS 19 valuation of the 
March 2011 obligation. 
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ulation 
and financial statement 

The updated Hooper report has recommended that a new 
regulatory framework is required and Postcomm has 
conducted a consultation over the summer of 2010. 

A change in the regulatory framework is likely to have a 
significant impact on the future of the business with impacts 
on: 

. Price control 
► Pricing flexibil ity 
. Competition 

This will impact on future cash flow forecasts and feed into the 
Group's business plan. 

Consider the potential impact on the future cashflows as part 
of our funding rev€ew, ensuring that appropriate sensitivities 
are included<to reflect potential changes. 

If Taxation* 
Description of risk and financial statement impact Our audit approach 

Income tax 

At March 2010. a deferred tax asset of £94m was recorded in 
the Group f nancial statements. This principally related to the 
tax benefit of pension funding that is expected to be realised 
over the next five years. A complex recognition model is used 
to establish the amount of tax benefit expected 

Royal Mail's basis of UK deferred tax asset recognition is 
restricted to the amount of tax benefit which is expected to be 
realised in the next five years, wth unrecognised potential 
deferred tax assets of £2,847m at March 2009. 

Management is currently reviewing the methodology in relation 
to the deferred tax asset recognised to ensure that it remains 
consistent with the approach taken by other corporates. 

'pt/on of risk and financial statement i, 

Royal Mail has agreed a new partial exemption methodology 
with HMRC that applies from the beginning of the 2009-10 
financial year. Management is currently finalising the 
calculations and the impact that the revised methodology will 
have on the financial statements. 

of risk and financial statement 

► Discuss deferred tax methodology with management and will 
review the deferred tax calculations, together with the 
updated forecast for accuracy and consistency with previous 
periods. 
Assess the appropriateness of the deferred tax asset 
recognised in light of the Group's forecast profitability, 
together with the unrecognised potential deferred tax assets. 

VAT* 

Revenue 

The majority of Royal Mail's revenue transactions are routine in 
nature, with minimal judgement required. An area that is more 
complex is the deferred SlTHOPIMITHOP revenue balances, 
which require judgement and estimation. 

An adjustment is made to the system-generated revenue figure 
at the end of the year for stamps and meters that have been 
sold to customers but not yet used. The deferred revenue is 
estimated based on surveys of retailers, businesses and of the 
general public. 

Our audit approach 

► Discuss new methodology with management and review and 
reperform the calculations that they have made and provide 
insights on how the methodology has been implemented. 

► Review management's approach and the survey results and 
calculations used to estimate the deferred revenue, focussing 
on consistency of assumptions and methodology. 

► For new products or revenue streams, we will review the 
accounting treatment in line with the revenue recognition 
accounting standard. 

* Significant risks as defined by International Standards on Auditing 
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Other required procedures 
In addition to the audit impact of financial statement risks outlined earlier in this section, we have to perform 
other procedures as required by auditing, ethical and independence standards, company law and other 
regulations. We outline the procedures we will undertake during the course of our audit. 

Mandatory procedures required by auditing standards on: 

► Addressing the risk of fraud and error 

► Auditing the significant disclosures included in the financial statements 

► Reviewing entity-wide controls 

► Reading other information contained in the financial statements and reporting whether it is inconsistent 
with our understanding and the financial statements 

► Confirming auditor independence. 

Procedures required by company law: 

► Opining on whether the information contained in the directors' report is consistent with the financial 
statements. 

► Auditing the disclosures contained in the auditable part of the directors' remuneration report to ensure it is 
in agreement with accounting records and returns. 

Procedures we perform as required by the listing rules 

Given the Group's stated aim to adopt a `plc' culture and its historical approach to financial reporting, we also 
perform the fol lowing procedures that are required by listing rules: 

► Review of the company's disclosures relating to corporate governance, going concern and directors' 
remuneration. 

► Review of the preliminary announcement to ensure that financial information is correctly extracted from 
the financial statements and that commentary is consistent with the information we have audited. 

We have included in Appendix B a list of matters that we are required to communicate to you under 
professional standards. 
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In addition to the statutory audit requirements, we are required, as auditors of the Group to perform procedures 
on a number of reports required by postal regulation and related matters, including: 

► The audit of the regulatory accounts as required by Royal Mail's l icence and the EC Directive. This is the 
most significant element and is discussed in more detail below. 

► Procedures in connection with the Directors' Statement of Covenant Compliance for the Royal Mail and 
Post Office Limited credit facilities from BERR. 

► Procedures in relation to Licence Condition 16 on the adequacy of resources and Licence Condition 21 in 
relation to the application of the price setting process. 

► Procedures in relation to DVLA motor vehicle l icence transactions and the Bank of England note 
circularisation scheme. 

► Procedures on fuel rebates submissions to the Department of Transport. 

Where appropriate, we design the above procedures together with our statutory audit procedures to maximise 
the efficiency and leverage the work already performed. 

Regulatory accounts 

As is the case in other regulated industries, Royal Mai l is required by paragraph 4(a) of Condition 15 of the 
Licence to prepare regulatory financial statements. We are required to issue an opinion that the financial 
statements have been properly prepared, in all material respects, in accordance with the regulatory accounting 
principles and basis of preparation and with the requirements of the licence. 

We review regulatory financial information on a quarterly basis, to confirm our understanding of the costing 
model and the systems environment. This involves an analysis of the integrity of the system, ensuring system 
or costing allocations are reasonable and have been correctly implemented and applied consistently. 

Changes in Regulatory accounts 

The principles underlying the regulatory accounts of Royal Mail in previous years have been developed over 
time in conjunction with PostComm. However, PostComm is expected to issue new Regulatory Accounting 
Guidelines ("RAGs") in December 2010. Royal Mail management has been consulted on these changes, and 
based on discussion with management we expect that the RAGs will have a number of potential impl ications: 

► The change in methodology is likely to lead to different profitability of USO products. This may have an 
impact on the price setting of USO products and the perception of the business by potential investors. 

► Reporting burden on Royal Mail is l ikely to increase in terms of complexity and reporting requirements. 

We wi ll review the new RAGs to be issued in December and work in conjunction with the Regulatory Reporting 
team to assess the impact. Whi le we do not expect that the 2010-11 Regulatory accounts will be impacted by 
the new RAGs, the changes in reported costs and profits may have real implications on pricing and future cash 
flows and therefore impact on the going concern assessment at the year end. 
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Regulatory  and accounting dev&opments 

Following the issuance of new auditing standards in October 2009 by the International Auditing and Assurance 
Board (IAASB), the Auditing Practices Board (APB) has issued in the UK and Ireland a revised suite of auditing 
standards which will be applicable for the current year's audit. 

This has resulted in the revision of twelve auditing standards, and the introduction of two new standards, 
addressing communication of deficiencies in internal control, and the evaluation of misstatements. Our audit 
approach has been amended as necessary in order to ensure compliance with the new standards. The primary 
areas of change will be with respect to: 

olciiUDa  . x of change and impact on the audit Impact on Royal Mail 

Related party Clarified ISA 550 (UK and Ireland) requires the We have discussed the impact with 
relationships auditor to apply increased rigour and scepticism to management who have agreed to 
and the audit of RPTs. There is an increased focus on ► Document the names of RPTs, the 
transactions the identification and assessment of risks of material terms of the relationships and 
(RPTs) misstatements associated with RPTs coupled with a arrangements, and their business 

requirement to perform additional procedures to rationale. 
respond to such risks. Such procedures include: ► Document any controls that 
► Obtaining an understanding of the controls that management have to a) identify, 

management has established to a) identify, account for and disclose RPTs and 
account for and disclose RPTs and b) authorise b) authorise and approve 
and approve significant RPTs and arrangements significant RPTs and arrangements 
outside the normal course of business, outside the normal course of 

► Obtaining sufficient evidence where management business. 
assert that a RPT was conducted on terms This requirement will encourage 
equivalent to an arm's length transaction. management to strengthen the 

► Performing specified procedures on significant controls around the identification and 
RPTs outside the normal course of business, reporting of related party transactions. 

Estimates Similar to the changes in the audit of RPTs, ISA 540 Similar to the changes in the audit of 
(including fair requires the auditor to exercise increased rigour and RPT, we have discussed with 
value scepticism in the audit of estimates, including a management who have agreed to 
estimates) consideration of indicators of management bias. New prepared a summary of: 

requirements of the ISA include: ► The key accounting estimates 
► More in depth understanding of how management including pension valuation, 

identifies those transactions, events that give rise restructuring and non-restructuring 
to the need for accounting estimates, and how provisions, and QoS provisions. 
management makes accounting estimates ► The process used in arriving at 

► Reviewing the outcome of accounting estimates these. 
included in prior period financial statements or, ► The outcome of accounting 
where applicable, their subsequent re-estimation estimates included in prior period 
for the purpose of the current period financial statement. 

► Requiring substantive procedures to respond to This will allow both auditors and 
significant risks management to more easily assess 

► Reviewing management's judgments and accounting estimates at the year end, 
decisions to identify whether there are indicators and judge retrospectively the 
of possible management bias accuracy of previous estimates. 

Other changes There are a number of other changes in auditing EY audit methodology, which is based 
standard requiring analytical reviews of out of scope on the highest common denominator 
locations in audits of group financial statements and of requirements and best practice 
communication of control deficiencies in writing to across a number of countries, already 
those charged with governance, complied with these requirements. As 

such, there will be no additional 

..... . impact on the Group. ... _.... . ...... 

Er 1& You 
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As part of the convergence project, the IASB and the FASB are working on a number of high profile projects 
that may have significant impacts on users of IFRS and US GAAP. We highlight below those exposure drafts 
issued during the year which might impact the Group in the future. 

Area of chap e Detail o€ , g' ~ ., ,. ~~~ ~~ .. " ,E~it ~ ~ ~ Royal Mail 

Leases ► The IASB issued an exposure draft (ED) on 
Exposure Draft accounting for leases in August 2010. The ED is 

part of the convergence project with the US FASB 

► The ED requires lessees to recognise a liability for 
the obligation to pay rentals, with a corresponding 
right of use asset. This will see operating leases, 
as well as the current finance lease commitments, 
come onto the balance sheet. 

► This could have potential commercial implications 
with credit ratings and certain banking covenant 
measures. 

► The lessee will recognise the obligation to pay 
rentals for the longest possible lease term that is 
more likely than not to occur and measure it at the 
present value of lease payments discounted using 
the incremental borrowing rate. 

► A worked example: 

Assumptions 

Annual Lease Payment 
(assumes no contingent rentals; residual 
value guarantee or term option penalties): CU6,0000 

Term of lease: 3 years 

PV of lease payments based on incremental 
borrowing rate. cu 15,000 

Expense analysis 

Amortisation of right-of-use asset (PV/3) 

Interest expense 

Proposed expense 

Current IFRS expense 

► Royal Mail will need to review all 
leases, including those for 
property and office machinery and 
make judgements around lease 
options, contingent rentals, as 
well as the discount rate that 
would be appropriate for the 
Group. 

► It is not possible at this stage to 
estimate impact of the changes 
on the fixed charge cover, 
leverage multiple or loan to value 
calculations. However, given the 
small headroom available, we will 
work with management to assess 
the likely impact. 

Balance sheet analysis 

A'right-of-use asset' of CU15,000 and a 
corresponding 'lease liability' would be 
recognised on lease commencement. 

5,000 5,000 5,000 15,000 

1,500 900 600 3,000 

6,500 5,900 5,600 18,000 

6,000 6,000 6,000 18,000 

Fart " & Young . 
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Area of change Detail of change and impact on the audit Impact on Royal Mail 

Employee ► The Employee benefits ED was issued in April ► Royal Mail doesn't adopt the 
Benefits 2010, with the aim of simplifying accounting for 'corridor mechanism' so wi l l not 
Exposure Draft defined benefits plans by reducing the level of be impacted by this proposed 

judgement available. The key elements are: amendment. 

► Removal of the corridor mechanism' where ► The proposed move to the 'net 
actuarial gains and losses could remain interest' approach wil l impact the 
unrecognised if they are within a range Group. Based on March 2010 
('corridor') of the recognised value, data, the 6.7% expected return on 

assets assumption would be 
► Adopts a 'net interest' approach, which replaced by the 5.6% discount 

replaces the current expected return on assets rate. We estimate this would have 
assumption with the AA corporate bond rate. increased the income statement 

charge by approximately £280m 
► Proposes improved disclosures, including 

sensitivity analysis of changes in ► The Group will have to adopt any 
demographics changes to disclosure 

requirements. 

......_........ ...._....._..... .....__..._....._....._ ..........................._......_....._.._._....._................._................. 
Revenue No implementation date has been set but we do not 

...._....._....._.....__..._....._.................................._......_....._....._....._..... 
► No significant impact expected on 

Recognition believe that any new standard would be effective covenants. 
Exposure Draft before 2014. The key elements of the proposed The main revenue streams of the 

model are: Letters division and over the 
► Transaction price is allocated to separate counter products of POL are 

performance obl igations based on their relative routine in nature. Presentational 
sell ing prices, and revenue is recognised when changes would lead to customer 
those obligations are satisfied. refunds being accounted for as a 

► Performance obligations are satisfied when the reduction of revenue rather an 
customer has the ability to direct the use of and expense. 
receive the benefit from the good or service ► However, as both POL and 
(control). Letters continue to issue new 

► A net contract asset or liability is recognised products to offset the decline in 
pending completion of performance obligations by their traditional revenue it is 
both parties. important to assess the terms of 

► Revenue is deferred for the value of a warranty these products in light of the 
included in a contract, and recognised as the proposed standard to avoid any 
warranty services are performed. surprises. 

► Revenue is adjusted for certain estimable items, Potential impact on revenues of 
eg. Refunds and collectabil ity. subsidiaries and joint ventures 

► Increased disclosure around the component parts within the Group, eg. In Romec 

of revenue and any contract asset or liabi lity. service contracts or in accounting 
for building and sale of mail 
centres in the books of Royal Mail 
Estates Ltd. 
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The IASB issued the IFRS for SMEs accounting standard in July 2009. In August 2009, the UK ASB issued a 
consultation on "the future of UKGAAP", proposing that IFRS for SMEs replaced UK GAAP. When the 
consultation period ended in February 2010, the ASB had received over 150 replies and is currently 
considering the responses. 

Area of change Detail of change and Impact on the audit impact on Royal Mail 

IFRS for SMEs ► The IFRS for SMEs is a standalone standard that ► In the absence of any listing of 
contains 35 chapters addressing al l of the recognition, debt or equity as part of 
presentation and disclosure requirements for SMEs. Project New Future by March 

► The requirements of IFRS have been simplified and 2013, the Group and its 
significantly reduced, with a reduction in text of at subsidiaries will have the 
least 85%. This will give differences between IFRS option to adopt either full IFRS 
and IFRS for SMEs, where full IFRS gives a range of with reduced disclosures or 
options and IFRS for SMEs mandates one of these IFRS for SMEs. 
options, to eliminate the level of choice. ► Any decision on the standard 

► The ASB is also considering the option for listed to adopt should consider the 
groups, where subsidiaries who currently adopt need to maintain the Group's 
UKGAAP could adopt full IFRS, with reduced compliance with Listed PLC' 
disclosures requirements, although there is not yet best practice and user and tax 
any guidance on these reduced disclosures. requirements. Listed 
Despite the name of the standard, there is no size companies wil l continue to 
restriction for its adoption. Instead, it is available for adopt full IFRS. 
entities that publish general purpose financial ► An opening balance sheet 
statements and do not have public accountability under IFRS for SMEs will be 
(defined as having listed instruments in a public required in the subsidiaries at 
market or holds assets in a fiduciary capacity for a March 2011. 
broad group of outsiders as one of its primary 
businesses). 

Combined Code ► The FRC issued the UK Corporate Governance Code ► Whilst Royal Mail is not 
in June 2010 and it applies to Royal Mail from the required to adopt the UK 
year ended March 2012. Corporate Governance code, it 

► The focus is on the spirit of the code rather than has previously adopted the 
compliance with the individual provisions of the code. Combined Code insofar as 

► All directors of FTSE 350 companies should be they apply to a public company 
subject to annual election by shareholders, rather with a single shareholder and 
than every three years. included disclosures in the 

► Chairmen are encouraged to report personally in their Annual Report. 
annual statements how the principles relating to the ► Royal Mail will need to 
role and effectiveness of the Board have been consider which of the 
applied, amendments are appropriate 

► The comply or explain provision remains and how to apply them. 
► The board and its committees should have the 

appropriate balance of skills, experience, 
independence and knowledge of the company to 
enable them to discharge their respective duties and 
responsibilities effectively. 

► Evaluation of the board of FTSE 350 companies 
should be externally facilitated at least every three 
years. 

► The board is responsible for determining the nature 
and extent of the significant risks it is willing to take in 
achieving its strategic objectives. 

► The board should maintain sound risk management 
and internal control systems. 

E &Yaur 19 
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PROCEDURES

nirri i 
Royal Mai l intends to issue a half year trading statement for the period ended 26 September 2010. Whilst 
there is no formal requirement for Royal Mai l to issue financial information for the first half of the year, the 
Group has a track record of publishing a trading statement with selected disclosure information. 

The Group do not issue full IAS34 Interim financial statements and the trading statement is not in compliance 
with IAS 34. We are therefore not required to perform a review under ISRE 2410, the standard that covers 
interim reporting procedures. 

However, at the request of management, we have accelerated certain elements of our 2010-11 year end audit 
work. This is designed to provide some level of comfort to Royal Mail management and the Audit and Risk 
Committee on the statement and are broadly simi lar to those procedures we would have performed on specific 
balances for a half year review. Procedures are performed only on those balances identified by management, 
who acknowledge that these procedures represent neither a half year review nor a full audit. 

We include below the procedures that we have performed and the findings: 

Procedure Findings 

Review of primary statements numbers and support 

ort for the current •u  ; u h. At the time of writing this report, the Trading 
Gr statement has not been finalised. We will provide an 

Unit: 'r>~Iary tbi.e fr i the update at the Audit and Risk Committee on 19 
f .  iri:.h ba anc  0 .<t: .U..... hum the ledgers. October 2010. 

Review support to'. .... i her numbers (financial and non-
fin H. in the t a } statement, 

Rev . t; s .:p €f `car selected numbers (financial ancia and non -
H  i ns statement to C: s , 

;:3:ancial x : ements and our ..nde.,,E ,arc of the 

E:ur 1 & 'ou:nn 00 
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Procedure Findings 

Current material litigation and regulatory fines, compensation and accruals 

Rev ow oepers csr on npowoon (i the current We have reviewed the Fines, Compensation and 
Material Litigation Report to be presented to the 

and ac: <> •: :: October 2010 Audit and Risk Committee, and have 
met with Doug Evans. We note that the total 
provision has decreased from £12m to £nil. The yi3C. Cud. " " £'€ € S " d' main movements relate to: 

C,tsi r { ` '' ' " '„ ` y moon e` ` ` ''~ ► The release of an accrual of £2m in relation to 
:are  corisistervi OA2OS. Project Q, following Postcomms's investigation 

Hold o rnee;€ , ;:Ui Dviurj Evans to .-4;. ; of. 
► The release of an accrual of £10m in relation to ► 1"yr change in the poi,:tlon sir=r~::~ Znle sate of tine the impact of industrial action on Quality of 

C "Pet, Service targets following Postcomm's 
► . 55; es With U p to : iU , Are greaten than investigation. 

.., -'.:: that e iy,
.~, i~~ .~; :.. ., , :4~ in t 1µ-, <~,,iio: t: ;; rs. 

' t  ` We agree that these amounts are no longer required 
...?o on t _:- .. ". : 'E and should be released. 

Non-exceptional provisions (including non-exceptional vacant leasehold provision) 

Reevievr the xreralcdown of nr;r~-exeer~ t  na.= provisions :is at 
We have met with management and have reviewed 

R 
haif year end E :;e. r eats s~nce tine the breakdown of non-exceptional provisions at 

September 2010. No movements greater than £10m 
prici For rover 
exl :nations fr : nzar 

were noted. 

:. _: ti ., ,: The assumptions used at the half year are 
u u consistent with those used at the year end and we

<ut1. ';: agree that they remain appropriate. 
nolan  end, understan r, r_t .cern its neavinns for 

Sale and Leaseback transactions to date 

., "1:csactiofs entered into by At the time of writing this report, we are finalising our 
nit :r ,. 'i' € r: : t a=. : t€ trestmer;t a4:opts d procedures in relation to leases and we will provide 

p:.ai and finance/OL)eratirin ieasehac j is appropriate. an update at the Audit and Risk Committee on 19 
October 2010. 

Un 
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Procedure Findings 

Consolidation Journals 
.. . .... .. . ... .... ... .. . . .. ... 

Seiecl a:€d ", ~~.~ ,Er„_ , 3c. We have obtained appropriate support for al l of the 
material journals identified. 

General Logistics Systems accounts receivable 

~.~ ii n ng the bad and doubtful debt 
r;:; ( fon N• int half year end, including 

io r 'n r tE or year end. For movements 
gre_ iw unan £10 n _..eO .;n explanations from management. 

Obtain an ageing profiie of the trade accounts receivable 
balances as at the current half year end, the prior year 
end. For significant changes in the nuip profile obtain (I) 
an explanation fr'm manaqemnu i u un explanation 
from: ':Tranage.r i?'? _rn and 
doubtfui debt provision. 

There are no movements in trade accounts 
receivable greater than £10m. 

The decrease in trade debtors from €225m to 
€217m is in line with the seasonal fluctuations, with 
March reflecting higher level of activity over the 
Easter period. 

The slight worsening of the ageing of debtors 
reflects the difficult economic climate, and the 
provision for bad debts has been increased by €1 m 
to reflect this. 

We note that a provision of €2m held centrally 
remains to be allocated to specific debtors that are 
deemed to be at risk. This type of general provision 
is not permitted by IFRS and management will 
allocate it to specific debts as part of their statutory 
audit. 

Letters accounts receivable 

For accounts receivable r :sir ,:v rue schedule sl rt " mrl, _e he
breakdown to the ES/FS code , €c•;0 (,together with uny 
reconciling items) as at the cur. ; if year end, ii irr> 

movements since the prior ye x; cud. For moves : its 
greater than El Orn obtain x _ : , s from rear:..:.ardent. 

The decrease in accounts receivable from £419m at 
the year end to £317m at the half year reflects 
seasonality of sales, settlement of international mail 
balances in July, and timing of capital expenditure in 
the prior year. 

Letters SITHOP and MITHOP accrual 

Revie e schedule c 11OP _ rals as 
the

tan .1  crt ,:rt 
~ ;r v y ~.(r 

y

ear:lap 7t= rit, 

.> , j ? i,3t~~ t and k i  € • 

nr? tl e above sched€< e and the ass€ 
n> With client any changes in assurr ptr- is
d and agree the accounting treatment,

ens nO . hose at the prior year end, 
< jd mu rents reasons for changing. 

.................. ...... .................... ...... ............. ...... . .... . .................... .................. 
SITHOP/MITHOP deferred revenue has decreased 
from £197m to £176m despite the impact of price 
increases, reflecting the higher level of sales 
volumes and advance stamp purchases in March 
compared with September. This is consistent with 
our expectations and previous years. 

The calculations, methodology and assumptions 
used at the half year remain consistent with the prior 
year end. In the case of the SITHOP balance, 
management has again used the lower end of the 
survey results, and is still in the process of reviewing 
the scope and quality of the surveys. 

We will work with management on this process and 
will obtain insights from other EY audit teams on 
how other postal operators address this issue. 

Fit€ v & ' )Ji)g 
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APPENDiX A RESULTS :: - AC CELEr3.ATED PC AUD T PROCEDURES 

Procedure Findings 

Letters terminal dues balanc 

ReTA hO S...hedL.€le for each salar ce as al: the c€.an em 
haf yo.->r end, including movements since the priorycor 
end. Fm r~i wenmer;ts greater than £10m obtain 
expianrruu. s from management. 

Ensure that the assumptions used for these accrurhs are 
consistent with previous periods. Discuss with the cant 
any chanrnes in assumptions since the year end. Where 
assunmt:•bons differ from those at the prior year end, 
uno e e 1 n: < , is reasons for changing. 

es and REIMS exit accrual 

Terminal dues 

The net terminal dues creditor has decreased from 
£1 17m at the year end to £103m at the half year, 
reflecting both seasonality and the timing of 
settlements during the year. 

REIMS exit accrual 

The REIMS accrual has decreased from £28m to 
£14.9m reflecting settlement in Denmark, 
Switzerland, Ireland, Norway and Austria, offset by 
an increase in provision for Greece given the difficult 
negotiations and economic conditions. There are no 
other significant changes in assumptions from year 
end. 

Letters and POL GRNI accruals 

Review the GRNI accrusir.. anuianis .s.r.i h a .a x Letters 
on :slues reported It to ana in 

The GRNI account includes balances over 6 months 
old of £16m, compared with £18m at the year end. 
We have enquired about key items included in the 
over 6 months balance and obtained satisfactory 
explanations. We confirmed with management that 
al l aged items were reviewed at September 2010. 

POL 

There is no significant movement from the prior year 
end. The slightly increase in the total GRNI balance 
is due to an increase in the level of activity, and we 
note that the regular review controls implemented by 
management are operating wel l. 

Letters Transformation 

OUtci 1 from €nsoe enf an update on progress of any From discussion with management, we understand 
r°:,.3 irsti ar . cta<rino or transformation clan, that transformation investment is progressing with 

a,us.r. .. compared to the timetable and most machines now in place, and the closure of 5 
benefits rc'nii : :: =`i mail centres in the half year. 

However, the expected changes in work practices 
and the exit rates are behind schedule due to the 
agreement with trade unions being agreed slightly 
later than planned, and the consultation meetings 
with front line staff taking longer. However, now that 
these meetings have taken place, management is 
confident that rate of progress should increase. 

Eu 1 & YouP 53 
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Procedure Findings 

POL Alliance and Leicester reconciliation 

Review the ;; r reconciliation Management has continued to focus on the Alliance 
r: a an update on the and Leicester reconciliation. The unsupported 

robustness of the control. balance at the end of P6, is less than £0.1 m and is 
now deemed to be immaterial. 

POL Project Gamma, POCA and WH Smith update 

3uT.w puo. ., P f:EO G 0mw. a From discussion with management we understand 
that these contracts are progressing in all material 
respects as had been expected, with no change in 
accounting treatment from the year end. 

VAT Review application of VAT treatment agreed with the tax authorities 

Review thrcuoh discussion with Royal Mal, the treatment 

x authorities for the 
comp totion of VAT amounts. 

Partial exemption 

The partial exemption methodology applied to the 
previous tax year has been agreed with HMRC and 
the cash received and benefit recognised. 

We have held initial discussions with management 
with regards the implementation of the partial 
exemption methodology in the current year. We 
understand that whilst HMRC have accepted the 
use of the PESM for the period 2010-11, they have 
indicated that in respect to future periods they 
would expect the method to be amended to take 
into consideration supplies that RM buys in and 
sells on without material alteration/value add as 
these are seen to be distortive to the PESM 
calculation. 

TNT ruling 

Management has performed a bottom up review of 
the various USO and non-USO items of revenue, 
and are in the process of making the relevant 
changes to the systems to correctly invoice VAT 
and capture the transactions from February 2011. 
We have agreed with management that we will 
audit the changes that have been made late in 
2010. 

Fir€ v & Toum P4 
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Procedure Findings 

Letters Other matters 

Di ^s or changes in accounting Re life of transformation assets and software 
tre Management has revised the useful economic lives 

of some new assets, such as walk sequence 
machines, based on new expectations of how long 
these wil l be in operation. They have also reflected 
the latest plans to replace existing software. This 
has lead to a £3m reduction in depreciation charge 
in the period, with a £6m reduction expected for the 
full year. We understand that there are no further 
revisions of useful economic lives expected. 

Core Transformation Programme 

The Core Transformation Programme, due to 
replace the current IT revenue system has been 
placed on hold due to cash constraints. The cost 
incurred to date of £6m is held on the balance sheet 
pending a decision of whether to proceed with the 
investment. We understand that a decision wil l be 
reached by the year end. 

Note: References to Letters in the above refer to Letters excluding Wholesale and ParcelForce 

Efns~ & 'ou:)g ;U 
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Appendix B WLF.

We set audit scopes for each reporting unit which, when taken together, enable us to form an opinion on the 
group accounts. 

The scope definitions are as follows: 

► Full scope: locations deemed significant based on size and those with significant risk factors are subject 
to a full scope audit, covering all significant accounts and processes using materiality levels assigned by 
the EY London audit team for purposes of the consolidated audit. 

► Specific scope: locations where specific procedures are performed by the local audit team for Group 
reporting purposes, based upon procedures and accounts identified by the EY London audit team. 

► Limited scope: limited scope procedures primarily consist of enquiries of management and analytical 
review. On-site or desk top reviews may be performed, according to our assessment of risk. 

The preliminary audit scopes we have adopted to enable us to report on the Group financial statements are set 
out below: 

/ u€ it Scope EY
Business unrf :'t 2009w1t BR

Royal Mail Letters (including logistics and UK Full Full London — Letters team 
management) 
UK Wholesale Specific Specific London — Group team 

Post Office Limited Full Full London — POL team 

GLS (consolidated) Full Full Frankfurt* 

FRES Full Full London** 

RM Holdings plc Full Full London — Group team 

Treasury Specific Specific London — Group team 

RM Enterprises Ltd Limited*** Limited London — Group team 

Romec Ltd Limited*** Limited London — Group team 

Group Services (included within Letters) Limited Limited London — Group team 

Property Holdings Specific Specific London — Group team 

Royal Mail Estates Ltd Specific*** Specific London — Group team 

Parcelforce Worldwide Limited Limited London — Group team 

Consignia Customer Management Ltd Limited*** Limited London — Group team 

Post Cap Guernsey Limited*** Limited Guernsey 

RM Pension Trustees Ltd Limited*** Limited London — Group team 

Royal Mail Courier Services Ltd Limited*** Limited London — Group team 

iRed Redefining Document Management Ltd Limited*** Limited London — Group team 

* The GLS consolidated audit will be performed by EY Frankfurt. In order to complete their audit, EY Frankfurt will instruct 
other EY countries to perform full, specific and limited scope audits, depending on the size and risk of the locations. Audit 
scopes by individual location are discussed and approved at the GLS ARC. We also provide a statutory audit opinion for a 
number of local GLS entities throughout Europe. 

** FRES is audited by PwC, who report to us as a full scope operation 

*** These entities file audited financial statements. Whilst they receive specific or limited scope work for Group audit 
purposes, they receive a full statutory audit to entity materiality. 
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Royal Mail and Ernst & Young have agreed a process for the pre-approval of non-audit services, levels of 
approval required dependent on the value of the work. At each meeting of the Audit & Risk Committee, we 
provide an update on the amounts that have been billed and pre-approved in relation to non-audit services. 

Set out below is a summary of the non-audit services provided and bi lled by Ernst & Young for the period 29 
March 2010 to 26 September 2010: 

Notes Apr 10- Total YTD Total 
Sep 10 2010-11 2009.10 

£1000 £ 1000 £'OOO 

United Kingdom 

Other services supplied pursuant to legislation Note 1 54 54 28 
Taxation serv

ices _ 
-

-
24 

Litigation services - ......... ...... ...... ...................... .................... ...... ...... .................... - - 
Corporate finance services - - - 
Other _ - 46 6. ........................................... .~ .. ..~ ..~ .. 
Total United Kingdom 

..~ .~ .. .~ .. .. 
54 

.~ .. .. ..~ ..~ 
54 98 

Overseas 
Taxation services 

- 
97 

Corporate finance services - - - 

Total Overseas - - 97 

Total 54 54 195 

Note 1: This relates to work on covenant calculations, Licence Condition 21 and Whole of Government Accounts 

Etrw1 & 'ou:ng 
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Set out below is a summary of the non-audit services pre-approved by Royal Mail for the period 29 March 
2010 to 26 September 2010: 

Audit related Tax Services Approval 

GLS Other GLS Other EY RM ARC 
Accounting Third party Accounting Third party 

advice reporting advice reporting 

Pre-approval limit €170 €30 £250 £250 €400 £200 £260 
(k) 
Pre approvals 
since 29 March (k) 

China tax ..................... 6 ✓ ✓ Note 1 
DVLA assurance ......... .......... 17 

.. .................. ..................... .. .................. 
1 M V ✓ Note 1 

POL Covenants 13 
.. .................. ._ ...... - ✓ ✓ Note 1 

GLS Germany tax 
;.. <i. Vim; . . ..... . .. .. .... ..... ..... . .. ... 

! ;; m 
.. 

✓ ✓ Note 1 
GLS Netherlands " ✓ ✓ Note 1 

Royal Mail Group 3 € € µ 
..................... ✓ ✓ Note 1 

Covenants 
....... ...... ...... ................. ..................... 

GLS Belgium - s;€ ;€<€<' ✓ ✓ Note 1 

Royal Mail Group 10 _ ✓ ✓ Note 1 
Fuel Rebate ;il I<€"i .. ... ....... ...... ...... ................. #>;il;i;w*;ilii€;M .. ...............-
Wholeof 1 F : 1:€m,3€.M 26 3€ . ; V ✓ Note 1 
Government 
accounts l i:.. li

Total pre-
approvals to 26 

6 - 

Note 1: As noted in the 'Approval of Auditors' Remuneration' paper submitted to the Audit and Risk Committee in May 2007, these 
amounts are below the Audit and Risk Committee pre-approval limits and have therefore, in accordance with the process, been approved 
by the Group Finance Director. They are presented here for final approval by the Audit and Risk Committee. 

Einst & 'ou:ng :.'.3 
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appendix \w• LQUF;E.:. .. _. A. JH sa`\1.OS Ati a SP h.... 

At co 

There are certain communications that we are required by International Standards on Auditing (`ISA's) to 
provide to the audit committee of UK clients. These are detailed below: 

3 Itli xttj€t@ $Say$ Proposed EY reportIng 
Reference 

Terms of engagement 
Confirmation by the audit committee of acceptance of terms of engagement ISA 260 Engagement Letters will be 
Ernst & Young to provide a copy of the engagement letter ISA 210 presented to the October 2010 

ARC. 
Planning and audit approach 
Communication of the nature and scope of the audit including any limitations. This ISA 260 Included within this report. 
should include: ISA 300 

► Principal ways in which risks of material misstatement are to be addressed, with 
particular reference to areas of higher risk 

► Audit team structure and succession planning 
Audit findings 
Our view about the qualitative aspects of accounting practices and financial reporting. ISA 260 This will be included within our 
Final draft of the representation letter that will be signed by management and the audit report to be presented to the 
committee. May 2011 ARC. 
Uncorrected misstatements. 
Expected modifications to the audit report. 
Material weakness in internal controls identified during the audit. 
Fraud 
Any fraud that we have identified or information we have obtained that indicates that a ISA 260 If applicable, this will be 
fraud may exist. ISA 240 included within our reports to 
Material weaknesses in the design or operation of internal control to prevent or detect the October 2010 ARC, March 
fraud identified during the audit. 2011 ARC and May 2011 ARC. 
A discussion of any other matters related to fraud. 

Consideration of laws and regulations 
Audit findings regarding non-compliance where the non-compliance is material and ISA 260 If applicable, this will be 
believed to be intentional. This communication is subject to compliance with legislation ISA 250 included within our reports to 
on tipping off. the October 2010 ARC, March 
Enquiry by Ernst& Young into possible instances of non-compliance with laws and 2011 ARC and May 2011 ARC. 
regulations that the audit committee may be aware of. ..... .... .... .I.... ......... ......... ......... .... ..... . ... ...... ....... .I. ......... ......... ..-. ...... . 
Independence ISA 260 
Communication of all significant facts and matters that bear on Ernst & Young's APB Ethical This will be included within our 
objectivity and independence. Standard 1 reports to the March 2011 ARC. 
Communication of key elements of the audit engagement partner's consideration of 
independence and objectivity such as: 

► the principal threats 
► safeguards adopted and their effectiveness 
► an overall assessment of threats and safeguards 
► information about the general policies and process within the firm to maintain 

objectivity and independence 
For listed companies, communication of minimum requirements as detailed in the 
ethical standards: 

► Relationships between Ernst & Young, the company and senior management 
► Services provided by Ernst & Young that may reasonably bear on the auditors' 

objectivity and independence 
► Related safeguards 
► Fees charged by Ernst & Young analysed into appropriate categories such as 

statutory audit fees, tax advisory fees, other non-audit service fees 
► A statement of compliance with the ethical standards. 

Emnc & 1'ourMg :.9 


