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Update on current Accounting standardS Board (ASB) projects 

Financial Reporting Standards (FRSs)
There have been no new FRSs issued in the last twelve months. In fact the most recent new standard was FRS 29 (Financial Instruments: Disclosures) which was issued in response to IFRS 7 in December 2005.

This apparent inactivity of the Board can be explained by an article in Inside Track, Issue No 54 (January 2008). In this article, Ian Mackintosh, the chairman of the ASB, expressed the view that there was no longer a case for retaining two sets of GAAP. He said that the debate had now moved on to whether there should be a three-tier or two tier system of reporting. 

A three-tier system would see listed companies, and perhaps other large or important entities, applying full IFRS; unlisted companies other than the smallest would apply the IFRS for SMEs; and the smallest layer would continue to apply the FRSSE, amended to align with IFRS. A two-tier system would apply the IFRS for SMEs to both those last two categories.

Clearly, if the ASB see no point in continuing with UK standards, then there is no point in issuing new UK standards during the convergence period which is seen as being completed by 2011. 

A further article in Inside Track 55 (April 2008) updated the position and reported that the ASB would be issuing a discussion paper later this year which would propose a three tier reporting structure. The ASB are still considering which entities would fall within each tier.

One comment that might be significant is that, according to the article, the smallest tier would follow the Board’s FRSSE – there is no mention in this new article of aligning the FRSSE with IFRS.
Financial Reporting Exposure Drafts (FREDs)
FRED 40: Heritage Assets

It was announced in Inside Track 55 that the ASB has accepted that it is difficult to find a better accounting solution than that contained in the current FRS 15. We can conclude from this statement that the ASB will not be pursuing their controversial plans to require heritage assets to be included in the balance sheet at valuation. They will be issuing a new exposure draft requiring enhanced disclosures (see below).

FRED 41: Related party disclosures
This proposed amendment to FRS 8 is necessary in order to ensure consistency between the requirements of accounting standards and company law. This is because the Companies Act has been amended to align the definition of a related party in UK company law with that in IAS 24 and without an amendment to FRS 8 a conflict would arise between that standard and the Companies Act requirement.
The ASB have, however, gone further than merely changing the definition and FRED 41proposes a number of changes to FRS 8. The major changes are indicated below.
Exemptions

FRS 8 permits a range of exemptions in group account situations. In particular, subsidiaries, 90% or more controlled by the group, do not need to disclose transactions with other group entities – as long as consolidated accounts are publicly available. There is no similar exemption in IAS 24 but the ASB are proposing in FRED 41 to keep an exemption for wholly owned subsidiaries.
FRS 8 exempts disclosure of emoluments to employees on the grounds that sufficient disclosure already exists under UK legislation. FRED 41 requires disclosure of remuneration and other benefits for key management personnel.

Definitions

FRED 41 lays out the definition of a related party in a different way from FRS 8. There is simply a definition without any reference to those who are deemed to be related parties and those who are presumed to be related parties.  However, the broad thrust of the definition is the same in both standards.

Disclosures

The following differences exist between FRS 8 and FRED 41.

· FRS 8 requires disclosure of the names of the transacting related parties. FRED 41 permits all disclosures to be given in aggregated form.  

· Consistent with the change in Companies Act 2006, FRED 41 proposes to insert an extra paragraph into FRS 8 which requires disclosure of transactions which have been entered into with related parties by the entity “if such transactions are material and have not been concluded under normal market conditions”. This disclosure will include the amount of such transactions, the nature of the related party relationship and other information about the transaction necessary for an understanding of the financial position of the entity.

· As indicated above, disclosure is required under FRED 41 of remuneration and other benefits paid to key management personnel.

Materiality

FRS 8 includes a definition (in the explanation section) of materiality which indicates that materiality should be judged, not just by reference to the reporting entity, but also by reference to the related party when that party is a director or similar individual or a member of the director’s close family or an entity controlled by the director or a member of their close family. There is no equivalent explanation of materiality in FRED 41 which prefers to include the more general definition of materiality as used in IAS 1.

FRED 42: Heritage Assets

The ASB has issued a revised FRED that aims to improve the quality of the financial reporting of heritage assets. It applies to museums, galleries and other entities that house historic collections of art, antiques and books, or that own or manage land or buildings with important environmental or historical qualities. 

The main feature of the proposals is that enhanced disclosures should apply to all entities that hold heritage assets, regardless of whether these assets are reported in the balance sheet. These disclosures should provide readers with an understanding of the asset values being reported as well as the entity’s policies for managing its total holding of heritage assets. 

The proposals also require heritage assets to be reported in the balance sheet where information is available on cost or value. The ASB remains of the view that heritage assets are assets and that the best financial reporting is secured when they are reported as such in the balance sheet. 

Urgent Issues Task Force (UITF)

There have been no new UITF Abstracts issued in the last 12 months. The most recent abstract was UITF 45 issued in February 2007 which dealt with the accounting issues arising from participation in the specific market of electrical and electronic equipment.   

Financial Reporting Standard for Smaller Entities (FRSSE)
The ASB has issued an updated version of the FRSSE to reflect changes in company law arising from the Companies Act 2006. No changes are being made to the requirements that are based upon Generally Accepted Accounting Practice. 

The updated FRSSE applies to accounting periods beginning on or after 6 April 2008; the date from which the accounting and reporting regime for smaller companies in the 2006 Act becomes effective. Early adoption is not permitted; hence smaller companies should continue to use the FRSSE (effective January 2007) for earlier accounting periods. 

The main impact of the 2006 Act is to set out the accounting and reporting requirements for small companies in a separate regulation. This is largely a tidying- up exercise with few substantive changes being made. Where changes have been made, the most significant include a 20 per cent increase in the thresholds for qualifying as a smaller company; a requirement to report separately political donations and charitable donations; and an increase in the threshold for reporting these donations to £2,000. 

IFRS for SMEs

The International Accounting Standards Board’s (IASB) has issued an Exposure Draft (ED) of an IFRS for Small and Medium-sized Entities (IFRSSME).  This will become a very important document for the UK if the ASB proposals for convergence go ahead.

Background and Overview 

The IFRSSME is intended to be a simplified and slimmed-down version of full IFRSs suitable for use by SMEs. This has resulted in the following approach in the proposals: 

· Transactions that are considered less relevant to SMEs are omitted from the ED or are cross-referenced to full IFRSs in the event that such transactions occur (e.g., equity-settled share-based payments). 

· Simplifications have been made to the recognition and measurement requirements of full IFRSs in some areas (e.g., there are only two categories of financial assets). 

· In some areas in which full IFRSs include more than one accounting option, the proposals include the simpler option and cross-reference to full IFRSs for details on applying the more complex option (e.g., SMEs accounting for investment property using the fair value model would refer to IAS 40 Investment Property). 

Like the FRSSE the IFRSSME is intended to be a stand-alone document organised by topic rather than corresponding to the numbering of full IFRSs. It is intended that the IFRSSME will contain significantly less guidance than full IFRSs; therefore, even when the general principles in the proposals appear to be the same as full IFRSs, differences in application may result. 

The ED proposes that the IFRSSME be updated every two years by the release of an omnibus ED of proposed amendments. Each omnibus ED would consider any new or amended IFRSs that would have been adopted in the two previous years, as well as any issues specific to SMEs that require consideration. 

Scope and Definition 

The ED proposes that SMEs be defined as entities that publish general purpose financial statements for external users and that do not have public accountability. An entity would have public accountability if it files (or is in the process of filing) financial statements with a securities commission or other regulatory organisation for the purpose of issuing any class of instruments in a public market, or if it holds assets in a fiduciary capacity for a broad group of outsiders (e.g., a bank or insurance company).  Therefore eligibility to apply the IFRSSME does not depend on quantitative thresholds, although it does pay reference to the fact that a normal SME would not have many more than 50 employees. 

However, it does allow national regulators to decide which entities would be permitted / required to comply with the IFRSSME in their jurisdictions.  Therefore, within the UK we may find that size criteria will be introduced.   However, an entity with public accountability would not be permitted to claim compliance with the IFRSSME even if permitted by national law or regulations. 

Accounting Policy Hierarchy 

The ED proposes a hierarchy for determining an appropriate accounting policy when no specific guidance is available in the IFRSSME. A SME first would consider other guidance or requirements contained in the IFRSSME; if no other guidance is available, then it would follow the definitions, recognition criteria and measurement concepts contained within Section 2 ‘Concepts and Pervasive Principles’ of the IFRSSME. 

The ED does not propose a mandatory requirement to consider full IFRSs in the absence of specific guidance, but does propose that full IFRSs dealing with similar issues, as well as pronouncements from other standard setters that use a similar conceptual framework to the IASB, may be considered. 

Differences between IFRSSME and full IFRS

These differences are not covered in these notes. If readers are interested in a summary of the differences then these can be found in the ASB Consultation Paper.
Major differences between UK GAAP and IFRSSME
· FRS 2 Accounting for subsidiary undertakings: Exemptions from preparing group accounts under the SME are different from those set out in UK GAAP.

· FRS 6 Acquisitions and mergers: The FRS requires business combinations to be accounted for using the merger or the acquisition accounting approach. The IFRSSME requires all business combinations to be accounted for by applying the purchase method.

· FRS 8 Related Party Disclosures: Certain exemptions to subsidiary undertakings allowed in the FRS; the IFRSSME does not include an equivalent exemption. The IFRSSME requires disclosure of key management personnel compensation; such disclosure is outside the scope of FRS 8.

· FRS 10: Goodwill and Intangible Assets: Different recognition approaches based on separability. The IFRSSME does not permit goodwill to be amortised but is instead tested for impairment. 

· FRS 19 Deferred Tax: The IFRSSME requires deferred tax to be recognised on the basis of temporary differences rather than on the basis of obligations arising from timing differences. Different disclosure requirements.

· FRS 26 Financial Instruments: The IFRSSME allows entities to choose to apply either the provisions of section 11 of the IFRSSME or IAS 39 in full to account for all of its financial instruments – if elected an entity shall make disclosures required by IFRS 7. The IFRSSME’s Basis for Conclusions explain the significant simplifications to the recognition and measurement principles in IFRS.
Major differences between FRSSE and IFRSSME
· Cash flow statements – No FRSSE requirement.

· Consolidated Financial Statements – FRSSE permits but does not require consolidation.

· Deferred Taxes – FRSSE omits most presentation disclosure aspects of FRS 19 and deferred tax recognised on all timing differences. IFRSSME requires provision for tax of future recovery/settlement of assets/liabilities at current carrying amounts and utilisation of losses and unused credits.

· Financial Instruments – FRSSE focuses on classification and cost measurement. IFRSSME focuses on cost/fair value measurement, significant attention to hedge accounting and choice to full IFRS (IAS 39 and IFRS 7).

· Borrowing costs – The FRSSE and the IFRSSME set out different measurement models.

· Fixed Assets and Goodwill – Associates/Investment Properties/Intangible Assets – different measurement options and disclosure requirements. The FRSSE requires goodwill to be depreciated over its useful economic life and not be revalued. The IFRSSME requires goodwill in a business combination after initial recognition to be recognised at cost less any impairment losses. 

· Government Grants – different measurement options.

· Share based payments – FRSSE requires use of the best estimate of the expenditure to settle the liability at balance sheet date and equity settled share-based payments is dealt with by disclosure only. IFRSSME requires use of IFRS 2 provisions and fair vale references for equity settled share based payments.

· Disclosure requirements (General) – The FRSSE provides considerable simplifications in respect of disclosure requirements as compared to the IFRSSME.

Companies Act 2006 – Latest Developments

Fifth Commencement Order

The fifth commencement order was laid before Parliament on 17 December 2007 and comes into force on a variety of dates over the next year. The major parts which affect accountants are Part 15 which deals with accounts and reports and Part 16 – Audit and Auditors. These are dealt with in detail below. Other Sections coming into force on 6 April 2008 which are likely to be of interest to accountants include:

· sections 270 to 274 and 280 (company secretaries) which repeats the requirement for a public company to have a company secretary and therefore removes the need for a company secretary in the private company – subject to any requirements of the company’s articles. 
· sections 755 to 767 (private and public companies). A private company must not offer shares to the public. However, if it does so, the only sanction is that the court will require it to re-register as a public company. These sections also deal with the trading certificate required by the public company and the minimum level of capital (still £50,000 or the prescribed euro equivalent).
· sections 829 to 853 (distributions) which restates the principles of the previous Act.
· sections 1209 to 1241 and 1245 to 1264 and Schedules 10, 11, 13 and 14 (statutory auditors) which deals with Statutory Auditors, Recognised Supervisory Bodies, professional qualifications etc. Note that there has been an amendment to Schedule 10 to deal with the new EU requirement that auditors should be able to get access to the working papers of predecessor auditors.
The fifth commencement order also brings the rest of the Sections concerning directors into force on 1 October 2008. That is sections 175 to 177 (duty to avoid conflicts of interest, duty not to accept benefits from third parties and duty to declare interest in proposed transactions or arrangements).
The CA 1985 rules concerning financial assistance for acquisition of shares are repealed for private companies from 1 October 2008.

Accounts and reports - Part 15 
Chapter 1: Introduction

This chapter applies to accounts and reports for financial years beginning on or after 6 April 2008.

The first part of this chapter states that, in certain respects, different provisions apply to different kinds of company. The main distinctions being those between companies that are subject to the small companies regime and those that are not and between those that are quoted companies and those that are not quoted.
The definitions concerning small companies are all the same as in CA 1985 although new limits apply as a result of SI 2008 No. 393: The Companies Act 2006 (Amendment) (Accounts and Reports) Regulations 2008
The new limits for small companies are:

	1.
	Turnover
	Not more than £6.5 million (previously £5.6m)

	2.
	Balance sheet total
	Not more than £3.26 million (previously £2.8m)

	3.
	Number of employees
	Not more than 50 


A parent company qualifies as a small company in relation to a financial year only if the group headed by it qualifies as a small group. The new group limits are:

	1.
	Aggregate turnover
	Not more than £6.5 million net (or £7.8 million gross)

	2.
	Aggregate balance sheet total
	Not more than £3.26 million net (or £3.9 million gross)

	3.
	Aggregate number of employees
	Not more than 50 


Medium-sized companies and groups 

The SI also amends sections 465 and 466 which set out the limits for medium-sized companies as follows.

	1.
	Turnover
	Not more than £25.9 million

	2.
	Balance sheet total
	Not more than £12.9 million

	3.
	Number of employees
	Not more than 250 


The limits for medium sized groups are: 

	1.
	Aggregate turnover
	Not more than £25.9 million net (or £31.1 million gross)

	2.
	Aggregate balance sheet total
	Not more than £12.9 million net (or £15.5 million gross)

	3.
	Aggregate number of employees
	Not more than 250


Quoted companies

Section 385 defines a quoted company as a company whose equity share capital –

a) has been included in the official list in accordance with the provisions of FSMA 2000, or

b) is officially listed in an EEA state, or

c) is admitted to dealing on either the New York Stock Exchange or the exchange known as Nasdaq.
Chapter 2: Accounting Records

This chapter applies to accounts and reports for financial years beginning on or after 6 April 2008.

Every company must keep adequate accounting records. (Section 386(1)).

This is a new expression in CA 2006 which was not used in CA 1985. Does it make a difference? The rest of Section 386 goes on to clarify the meaning of the term “adequate”. A comparison of this with Section 221 of CA 1985 reveals very little difference from before but, no doubt, counsel’s opinion will be provided in due course as to the subtleties of the term “adequate”.
Chapter 3: A company’s financial year

The provisions in this chapter come into force on 6 April 2008.

Sections 390 – 391 define what is meant by the terms Financial year, Accounting reference period and Accounting reference date. These definitions are identical with those in the CA 1985.

Section 392 deals with changes in accounting reference date. Again, the principles are as before and a company can only extend its accounting period once every five years. The one slight change that has occurred is that the company cannot alter the accounting reference date for a previous period if the period for filing accounts and reports for that financial period has already expired. This change (from the previous “period allowed for laying and delivering accounts”) reflects the fact that private companies are no longer required to lay accounts before their members in a general meeting.   . 

Chapter 4: Annual accounts

This chapter applies to accounts and reports for financial years beginning on or after 6 April 2008.

The directors must not approve annual accounts unless they are satisfied that they give a true and fair view (Section 393(1)).
The auditor must have regard to the directors’ duty when carrying out his functions under the act in relation to the annual accounts (Section 393(2)).
Individual accounts

Section 394 requires the directors to prepare individual accounts for the company for each of its financial years.

Section 395 permits the company to prepare accounts which are either in accordance with the requirements of the Companies Act or in accordance with International Accounting Standards (IAS). If IAS are used then this must be stated in the notes to the accounts (Section 397). 

Charities are not permitted to use IAS. Once a company has prepared IAS accounts in one year, it must continue to use IAS unless there is a relevant change of circumstances. This would occur if it became a subsidiary of a company which did not use IAS or if the company, or its parent, ceased to be a company with securities admitted to trading on a regulated market in an EEA state.  
The accounts must show a true and fair view and comply with provisions made by the Secretary of State by regulations as to the form and content of the balance sheet and profit and loss account and additional information to be provided by way of notes to the accounts. (Section 396)

Note that the act now refers to regulations rather than a schedule to the act.

Section 396 also requires:

· additional information if compliance with the Act and regulations would not be sufficient to give a true and fair view.

· the directors to depart from the provisions in the Act and regulations if compliance with the provisions would not give a true and fair view.

· the directors to disclose the reasons and effect of any such departure in the notes to the accounts.

Group accounts
Section 398 says that, if at the end of a financial year, a company subject to the small company regime is a parent company, the directors, as well as preparing individual accounts for the year, may prepare group accounts for the year.
There is no equivalent section for medium-sized groups and so the exemption from preparing group accounts for a medium-sized group will shortly disappear.

Section 399 says that all companies that are parent companies, other than those subject to the small company regime, must prepare group accounts unless they are exempt from that requirement under:

· Section 400 – company included in EEA accounts of larger group

· Section 401 - company included in non-EEA accounts of larger group

· Section 402 – company none of whose subsidiary undertakings need be included in the consolidation.
Sections 403 and 404 lay down similar rules for group accounts as sections 395 and 396 set out for individual accounts. If IAS are used then this must be stated in the notes to the accounts (Section 406). 

All subsidiary undertakings must be included in the consolidation subject to the following exceptions:

· Materiality (in aggregate)

· Severe long term restrictions hindering the rights of the parent over assets or management of a subsidiary

· Information necessary for the group accounts cannot be obtained without disproportionate expense or undue delay

· Interest of the parent is held exclusively with a view to subsequent resale. (Section 405)
Section 407 requires the directors of the parent company to secure that the individual accounts of the parent company and each of its subsidiary undertakings are all prepared using the same financial reporting framework except if there are good reasons for not doing so. This does not apply if the directors do not prepare group accounts and does not require accounts of undertakings that are charities to be prepared using the same reporting framework as undertakings that are not charities.

Section 408 permits the company not to publish its individual profit and loss account in its annual accounts subject to:
· The notes to the accounts must disclose the company’s profit or loss for the year

· The individual profit and loss account must be approved by the directors in accordance with section 414

· The annual accounts must disclose that the exemption applies.

Section 408 also permits the individual company not to disclose information about employee numbers and costs.

Information to be given in notes to the accounts

The Secretary of State may make provision by regulations requiring information about related undertakings to be given in the notes to the accounts (Section 409).

Section 410 permits reduced disclosure where the number of related undertakings is such that compliance with the regulations would result in information of excessive length. Full information must then be annexed to the next annual return.

Section 411 requires the disclosure by the company or group of the average numbers of persons employed by the company analysed into categories. The number is based on the number of persons employed each month under contracts of service by the company or group whether throughout the month or not. 
Section 411 also requires the disclosure of the aggregate amount of:
· Wages and salaries

· Social security costs

· Other pension costs.

Section 411 does not apply to companies subject to the small company regime.

The Secretary of State may make provision by regulations requiring information about directors’ remuneration to be given in the notes to the accounts (Section 412).

Section 413 requires disclosure of advances and credits granted by the company or its subsidiaries to its directors and guarantees of any kind entered into by the company or its subsidiaries on behalf of its directors.

Approval and signing of accounts 
Section 414 requires the company’s annual accounts to be approved by the board and the balance sheet must be signed on behalf of the board by a director of the company.
If the company is preparing accounts in accordance with the provisions applicable to companies following the small companies regime then the balance sheet must contain a statement to that effect in a prominent position above the signature.

 Chapter 5: Directors’ report

This chapter (with the exception of Section 417) applies to accounts and reports for financial years beginning on or after 6 April 2008.

Section 415 requires the preparation of a directors’ report. A new section 415A has now been incorporated into the Act. This states that a company is entitled to small companies exemption in relation to the directors’ report for a financial year if -
(a) it is entitled to prepare accounts for the year in accordance with the small companies regime, or 

(b) it would be so entitled but for being or having been a member of an ineligible group. 

The directors’ report must state (Section 416):
· The names of the persons who at any time during the financial year were directors

· The principal activities of the company in the course of the year

· The amount (if any) that the directors recommend should be paid by way of dividend (not small companies)

· Other matters as required by regulations

Section 417 contains the requirement for the business review. This was brought into force by the Third commencement order and applies to financial years commencing on or after 1 October 2007. 

This section restates the existing requirements (S234ZZB) as regards medium-sized and larger companies.  A new sub-section 5, which only applies to quoted companies, brings in additional requirements including the controversial supply-chain disclosure.

The directors’ report must contain a statement to the effect that, in the case of each of the persons who are directors at the time the report is approved –

a) so far as the director is aware there is no relevant audit information of which the company’s auditor is unaware, and 

b) he has taken all the steps that he ought to have taken as a director in order to make himself aware of any relevant audit information and to establish that the company’s auditor is aware of that information. (Section 418)

Section 419 requires the directors’ report to be approved by the board and signed on behalf of the board by a director or the secretary of the company.

If the report is prepared in accordance with the small companies regime then it must contain a statement to that effect in a prominent position above the signature.

Chapter 6: Directors’ remuneration report

This chapter applies to accounts and reports for financial years beginning on or after 6 April 2008.

The requirement to prepare a directors’ remuneration report only applies to quoted companies. The Secretary of State will issue regulations specifying the required contents of the report and what parts of the report are to be audited. The report must be approved by the board and signed by a director or the company secretary.

Chapter 7: Publication of accounts and reports

This chapter applies to accounts and reports for financial years beginning on or after 6 April 2008.

Section 423 requires the company to send accounts and reports to members, debenture holders and persons entitled to receive notice of general meetings.
Private companies must send out accounts no later than the end of the period for filing accounts, or, if earlier, the date on which it delivered its accounts to the registrar.

A public company must send out accounts at least 21 days before the date of the relevant accounts meeting.

Section 426 to 428 deal with summary financial statements.

Section 430 requires a quoted company to publish its annual accounts and reports on a website. This must be done as soon as reasonably practical and the accounts must remain available on the website until the following year’s accounts are made available.

Other requirements of Chapter 7 are unchanged from the previous Act.

Chapter 8: Public companies: Laying of accounts and reports before general meetings

This chapter applies to accounts and reports for financial years beginning on or after 6 April 2008.

The directors of a public company must lay before the company in general meeting copies of its annual accounts and reports. This must be done not later than the end of the period for filing the accounts and reports in question. The meeting is known as the accounts meeting. (Section 437)
Chapter 9: Quoted companies: Members approval of directors’ remuneration report

This chapter applies to accounts and reports for financial years beginning on or after 6 April 2008.

A quoted company must give notice before the accounts meeting of an intention to move at the meeting an ordinary resolution approving the directors’ remuneration report for the financial year. A vote must be taken. (Section 439)

Chapter 10: Filing of accounts and reports
This chapter applies to accounts and reports for financial years beginning on or after 6 April 2008.

The period for filing accounts for a private company is 9 months after the end of the relevant accounting reference period. For a public company, the period is 6 months. (Section 442)
Section 443 sets out the rule for calculating the period for filing accounts when this is expressed as a number of months after a specified date or the end of a specified period. Generally speaking if the specified period ends with a date such as 25 June, then 9 months later will be 25 March. However, if the specified date, or the last day of the specified period is the last day of a month then the period for filing accounts ends with the last day of the appropriate month (whether or not that is the corresponding date). That is, if the specified period ends with 30 June, then 9 months later will be 31 March. This reverses the “corresponding date rule” laid down in Dodds v Walker.
Chapter 10 goes on to deal with the filing obligations of different descriptions of companies. Generally, these requirements are unchanged from the previous Act. 
The Act states that the copies of the balance sheet and directors’ report (if any) must state the name of the person who signed them on behalf of the board. That is, there is no requirement under the Act to file a signed copy of the accounts. However, the transitional adaptations in Schedule 1 of the Fifth commencement order continue to require a signed copy to be delivered.
Requirements where abbreviated accounts are delivered

Section 449 requires a special auditor’s report to be delivered along with the abbreviated accounts – assuming that the company has not taken advantage of audit exemption. The section repeats the existing requirements for the special report with the additional comment that the requirements of sections 503 to 506 (signature of auditor’s report) and sections 507 to 509 (offences in connection with auditor’s report) apply to the special report under section 449 in the same way as they apply to the auditor’s report on the annual accounts prepared under Part 16. As a result of the transitional provisions of the Fifth commencement order the auditor must continue to sign the copy delivered to the registrar.
Abbreviated accounts must be approved by the directors and the balance sheet must be signed on behalf of the board by a director of the company.  The balance sheet must contain in a prominent position above the signature a statement to the effect that it is prepared in accordance with the special provisions of the Act relating (as the case may be) to companies subject to the small company regime or to medium-sized companies. (Section 450)
SI 2008 No. 497: The Companies (Late Filing Penalties) and Limited Liability Partnerships (Filing Periods and Late Filing Penalties) Regulations 2008

As a result of the above SI, late filing penalties are set to increase from 1 February 2009. The regulation applies where the requirements of section 441 of the Companies Act 2006 are complied with on or after 1st February 2009.

The amount of the civil penalty to which a company (or LLP) is liable under section 453 of the Companies Act 2006 in a case of late filing is that shown in the following table or, if there was a failure to comply with filing requirements in relation to the previous financial year of the company and that previous financial year had begun on or after 6th April 2008, double that shown in the table:

	Length of period
	Public company
	Private company

	Not more than 1 month.
	£750
	£150

	More than 1 month but not more than 3 months.
	£1,500
	£375

	More than 3 months but not more than 6 months.
	£3,000
	£750

	More than 6 months.
	£7,500
	£1,500


The first column of the table (“length of period”) refers to the length of the period between the end of the period for filing the accounts and reports in question and the day on which the requirements of section 441 are complied with.
Note that there is no provision for doubling the penalty for late filing in two successive years when either year began before 6th April 2008.
The provision for doubling the penalty for late filing in two successive years does not apply to limited liability partnerships, because section 453 of the Companies Act 2006 does not yet apply to limited liability partnerships.

The new 9-month deadline in the Companies Act 2006 for filing private company accounts and reports is applied by the SI to the delivery of the accounts and auditors’ reports of limited liability partnerships for financial years beginning on or after 6th April 2008. The SI also applies the new rules in section 443 of that Act for calculating that deadline.
For information, the existing penalties (which will continue to apply until February 2009) are:
	Length of period
	Public company
	Private company

	Not more than 3 months.
	£500
	£100

	More than 3 months but not more than 6 months.
	£1,000
	£250

	More than 6 months.
	£2,000
	£500


Chapter 11: Revision of defective accounts

The requirements of this chapter are unchanged from the previous Act.
Chapter 12: Supplementary provisions

Section 463 came into force on 20 January 2007.

A director of a company is liable to compensate the company (and no other person) for any loss suffered by it as a result of – 

a) any untrue or misleading statement in the directors’ report, directors’ remuneration report or in summary financial statements in as much as they are derived from either of those reports.

b) the omission from any of the reports in a) of anything required to be included in it.

He is only liable if – 

a) he knew the statement to be untrue or misleading or was reckless as to whether it was untrue or misleading, or

b) he knew the omission to be a dishonest concealment of a material fact. (Section 463)

The remaining Sections of this chapter apply to accounts and reports for financial years beginning on or after 6 April 2008.

Regulations

Small companies

The “Small Companies and Groups (Accounts and Directors’ Report) Regulations” have been published. The only substantive change from Schedule 8 relates to the option of including financial instruments in the accounts at a fair value although this change had already been made to the 1985 Act.
There appear to be no changes in the disclosures required in the abbreviated accounts for small companies – although no regulation has yet been published dealing with the disclosure of directors’ transactions.
In the Directors’ Report, the threshold for disclosing political donations has been increased to £2,000, and provision is now made for disclosure of donations to independent election candidates.
Medium-sized companies

There are two differences when comparing the Companies Act accounts for medium-sized companies with other private companies:

· There is no need to state whether the accounts have been prepared in accordance with applicable accounting standards.

· The new requirement to disclose transactions with related parties when these are not at arm’s-length does not apply to medium-sized companies (although the medium-sized company will still be required to comply with FRS 8). 

In the abbreviated accounts of a medium-sized company, the only simplifications are:

· Some items can be combined. For example, in format 1, cost of sales, gross profit and other income may be combined.

· There is no need to disclose the split of turnover into classes (although turnover itself will be shown in the profit and loss account).
SI 2008/674 Sixth commencement order

This SI brings into force s1175 and Part I of Schedule 9 CA 06 and applies for financial years of charitable companies commencing on or after 1 April 2008.

The effect of the Regulations is to remove the special provisions concerning charitable companies from CA 85. CA 06 does not contain any special provisions applicable to charitable companies. The CA 06 provisions concerning accounts and audit are applicable for financial years commencing on or after 6 April 2008. Therefore  the change to the CA 85 only affects financial years commencing in a small time frame, from the 1st to 5th April.

Therefore the following are removed from CA 85:

S249A – the requirement for a reporting accountants report, any reference to report conditions, and reference to charitable companies;

S249B – reference to charities in the section concerning group turnover when assessing whether the companies in a small group are entitled to audit exemption;

S249E – the requirement to file the reporting accountants report with the Registrar of Companies (regardless of the format filed, i.e. shareholder accounts or abbreviated accounts), the right of a member to receive a copy of the report with the accounts;

S240 – the requirement to include the reporting accountants report when a charitable company publishes its accounts.

Therefore under companies’ legislation a charitable company has the same criteria for audit exemption as any other company. However, for those that satisfy the requirements for audit exemption they will need to comply with the changes to s43 Charities Act 93 (Ch A 93). For those that are not entitled to audit exemption under companies’ legislation an audit will be required in accordance with either the CA 85 or CA 06.

In a related development, SI2008/527 has been published which also has an impact on charitable companies. From financial years commencing on or after 1 April charitable companies not required to be audited under CA 85 will apply the same requirements as other charities under s43. This is summarised in the following tables:

Audit

	
	Periods commencing before 27/2/07
	Periods commencing on or after 27/2/07 but before 1/4/08
	Periods commencing on or after 1/4/08 

	Unincorporated charity
	Gross income or expenditure >£250k in current or 2 preceding years
	Gross income >£500k in current year or 
Gross assets >£2.8m and Gross income >£100k in current year

	Incorporated charity
	Gross income >£250k or Gross Assets >£2.8m or does not qualify as small
	Gross income >£500k or Gross Assets >£2.8m or does not qualify as small
	As unincorporated charity as long as company qualifies for audit exemption


Independent Examination

	
	Periods commencing before 27/2/07
	Periods commencing on or after 27/2/07 but before 1/4/08
	Periods commencing on or after 1/4/08 

	Unincorporated charity
	Gross income >£10k but <£250k and not >£250k in current or 2 preceding years
	Gross income >£10k but <£500k

Qualified independent examiner if gross income >£250

	Incorporated charity
	Gross income >£90k but <£250k and meets other criteria for audit exemption
(s249D report)
	Gross income >£90k but <£500k and meets other criteria for audit exemption
(s249D report)
	As unincorporated charity as long as company qualifies for audit exemption


Seventh commencement order

The seventh commencement order was laid before Parliament on 17 July 2008 and, with respect to the issue covered below, is in force from 1 October 2008.

The main topic dealt with by the Statutory Instrument is reduction of share capital. 

Sections 641 to 644 of the 2006 Act introduce a new solvency statement procedure for capital reductions which enables private companies to reduce their share capital without having to go to court. This procedure – which may be used as an alternative to the court approved route – requires a special resolution of the company’s members and a solvency statement made by the directors.

The conditions which must be satisfied in order for a private company to reduce its share capital using the new solvency statement procedure are set out in section 642 which provides, amongst other things, that the solvency statement must be made available to the members when they vote on the resolution to reduce the company’s share capital. In addition the solvency statement must be filed with the Registrar of Companies.

The contents of the solvency statement are set out in section 643 of the 2006 Act which provides that each of the directors must confirm that they have formed the opinion, as regards the company’s situation at the date of the statement, that there is no ground on which the company could then be found to be unable to pay (or otherwise discharge) its debts. The directors must also confirm that they have also formed the opinion that the company will be able to pay (or otherwise discharge) its debts as they fall due during the year immediately following that date (or alternatively, if it is intended that the company should commence winding-up proceedings within twelve months of the date that the directors make the solvency statement, the directors must confirm that the company will be able to pay (or otherwise discharge) its debts in full within twelve months of the commencement of the winding up). In all cases the directors must take into account all of the company’s liabilities (including any contingent or prospective liabilities). The solvency statement must also state the date on which it is made and the name of each of the directors of the company.

Whilst the directors may put their name to a single document, this is not essential and each of the directors may make separate solvency statements if they wish. In either case the solvency statement or statements will need to be authenticated by each of the directors who have made it. The form of authentication will be a matter for the Registrar of Companies’ rules in accordance with section 1068 of the 2006 Act. (It should be noted that if one or more of the directors is unable to make a solvency statement the company will not be able to use the solvency statement route to effect a reduction of capital unless the directors who are unable or unwilling to make the solvency statement resign.)

Where a director makes a solvency statement without having reasonable grounds for the opinions expressed in it he commits an offence.
Section 654 states that a reserve arising from a reduction of a company’s share capital is not distributable subject to any provision made by order under the Section. Interestingly, at the date of preparing these notes, a draft statutory instrument has been published which, if approved by parliament, will have the effect of making this reserve distributable.
Update on current auditing practices Board (APB) projects 

International Standards on Auditing (UK and Ireland)(ISAs)
The only amendment to ISAs in the last 12 months was an amendment to ISA 600: 'Using the work of another auditor'. This is effective for audits of financial statements for periods commencing on or after 6 April 2008 and arises as a result of a change introduced by the Companies Act 2006.

The main effect of the revision is to add a new paragraph 14-1:

In the UK and Ireland, the principal auditor should document any review that it undertakes, for the purpose of the group audit, of the audit work conducted by other auditors. 

Bulletins

The APB has issued Bulletin 2008/1 which provides guidance for auditors on audit issues that may arise when financial market conditions are difficult and credit facilities may be restricted. This is covered in detail in the notes below.

Other bulletins issued during the year arise from the consequences of changes made by Companies Act 2006. These are dealt with in the appropriate sections of the course below.

Practice Notes 

The APB has issued Practice Note 26 to provide guidance concerning the audit documentation requirements of small entities. This document was covered in detail in the previous update course.

Otherwise, the APB continues to update Practice Notes relating to specialist entities in order to reflect the introduction of ISAs and changes in the law. In the last 12 months, the APB have issued an updated version of PN21 dealing with the audit of Investment Businesses. In April, the Board issued draft revised guidance on the audit of charities (PN 11).   
The Clarity Project – the new auditing standards

The International Auditing and Assurance Standards Board (IAASB) have announced that they plan to adopt the new clarified International Standards in Auditing (Clarified ISAs) from periods commencing 14 December 2009.  It is more than likely (although it is yet to be confirmed) that the UK Auditing Practices Board (APB) will adopt these standards at the same time.

What is Clarity?

On 31 October 2005 the IAASB announced that it intended to improve the clarity of its ISAs by:

· Setting an overall objective for each ISA;

· Clarifying the obligations imposed on the auditor by the requirements of the ISAs, and by using the word “shall” instead of the current “should” to emphasise the expectation that these requirements are applicable in virtually all engagements to which the ISA is relevant;

· Eliminating any ambiguity about the status of the existing ISAs by modifying the language of current present tense statements, either by elevating them to “shall” statements or by eliminating the present tense to make it clear that there is no intention to create a requirement; and

· Improving the overall readability and understandability of the ISAs through structural and drafting improvements.

Clarification of the standards is not the same as revision of the standards, although some standards have also been revised as well as clarified.  However, clarity might mean auditors doing things differently and will almost certainly require fuller documentation to demonstrate compliance with the standards.  In essence the changes are driven by a new drafting convention:

· introduction – i.e. scope, effective date

· objective – brief explanation of purpose

· definitions – key words that undefined may confuse

· requirements – regulators will expect these to be done

· application and other explanatory material

Requirements
One of the most spoken about changes is the use of the world “shall”.  This word is used throughout the clarified Standards and indicates a requirement of the Standards.  It replaces the paragraphs previously using the present tense which confused many auditors because it was unclear how imperative it was to follow such requirements.  The Exposure Draft of ISA 200 (Revised and Redrafted) “Overall Objective of the Independent Auditor, and the Conduct of an Audit in Accordance with International Standards on Auditing” issued by IAASB in May 2007 says:

“20. The ISAs, taken together, are designed to support the achievement of the overall objective of the auditor. Accordingly, the auditor shall comply with all ISAs relevant to the audit. An ISA is relevant to the audit when the ISA is in effect and the circumstances addressed by the ISA exist.”

Requirements and guidance

The auditing standards currently applicable (ISAs UK and Ireland) contain bold text indicating a requirement and grey text indicating guidance. Under clarity this distinction is no longer relevant.  The auditor has to read the whole standard in order to understand/interpret the requirements.  See again the clarified ISA 200:

“21. The auditor shall consider the entire text of an ISA to understand its requirements. The nature of the ISAs requires the auditor to exercise professional judgment in applying them.”

Current status of the project in the UK
The UK APB has not yet announced its intentions regarding adoption of clarity but it is currently consulting upon clarified standards.

What seems most likely is that the UK will adopt the clarified standards at the same time as the IAASB (periods commencing 15 December 2009).  Also, the current arrangement of “pluses” is likely to end.  The APB currently enhance the ISAs in the UK by the addition of more onerous UK and Ireland only additional requirements.  It is believed that the APB will only amend the clarified standards where necessary to comply with UK only legislation such as Companies Act 2006.
Companies Act 2006 – Latest audit Developments

Audit and auditors - Part 16 

Chapter 1: Requirement for audited accounts

This chapter applies to accounts for financial years beginning on or after 6 April 2008 with the exception of Sections 482 and 483 (Companies subject to public sector audit) which apply to accounts for financial years beginning on or after 1 April 2008.

Section 475 requires a company’s accounts to be audited subject to exemptions available for small companies, dormant companies and non-profit making companies subject to public sector audit. This section also includes the requirement for a statement by the directors when audit exemption is claimed.

Section 476 repeats the right to demand an audit for members holding 10% or more of any class of shares.

Sections 477 and 479 restate the previous (ie CA 1985) exemptions from audit for small companies and groups. The limits given in the Act are as before but remember that these limits are due to be increased from April 2008. Section 478 provides a list of those companies not entitled to audit exemption which is unchanged from the previous Act with one amendment. That is, the reference to ISD investment firms which appeared in CA 1985 and the original text of CA 2006 has been replaced by a reference to a MiFID investment firm.

Sections 480 deal with audit exemption for dormant companies. Section 481provides a list of those companies excluded from this exemption namely any company that is an authorised insurance company, a banking company, an e-money issuer, a MiFID investment firm or a UCITS management company; or a company that carries on insurance market activity.

Sections 482 and 483 deal with companies subject to public sector audit and Section 484 gives the Secretary of State power to amend by regulation any parts of this Chapter.

Chapter 2: Appointment of auditors

Sections 485 - 488 deal with the appointment of auditors of private companies. They apply in relation to appointments for financial years beginning on or after 1 October 2007. 

Section 485 restates the existing requirements concerning the need to appoint auditors.  Subsection 2 states that for each financial year for which an auditor or auditors is or are to be appointed (other than the company's first financial year), the appointment must be made before the end of the period of 28 days beginning with- 

(a) the end of the time allowed for sending out copies of the company's annual accounts and reports for the previous financial year (see section 424), or 

(b) if earlier, the day on which copies of the company's annual accounts and reports for the previous financial year are sent out under section 423. This is the "period for appointing auditors". 

Section 486 deals with the power of the Secretary of State to appoint auditors if the company fails to do so. It is in Section 487 that we get the change to the term of office of the auditors to bring in the default position whereby the auditors are deemed to be automatically re-appointed unless there is some reason to prevent this. 

487(1): An auditor or auditors of a private company hold office in accordance with the terms of their appointment, subject to the requirements that- 

(a) they do not take office until any previous auditor or auditors cease to hold office, and 

(b) they cease to hold office at the end of the next period for appointing auditors unless re-appointed. 

487(2): Where no auditor has been appointed by the end of the next period for appointing auditors, any auditor in office immediately before that time is deemed to be re-appointed at that time, unless- 

(a) he was appointed by the directors, or 

(b) the company's articles require actual re-appointment, or 

(c) the deemed re-appointment is prevented by the members under section 488, or 

(d) the members have resolved that he should not be re-appointed, or 

(e) the directors have resolved that no auditor or auditors should be appointed for the financial year in question. 

Section 488 states that an auditor of a private company is not deemed to be re-appointed if the company has received notices from members representing at least 5% (or lower if so specified in the company’s articles) of the total voting rights of all members who would be entitled to vote on a resolution that the auditor should not be re-appointed. 

Sections 489 to 491 deal with the appointment of auditors for public companies. A public company must appoint auditors except when the directors reasonably resolve otherwise on the ground that audited accounts are unlikely to be required. (This could only occur if the plc is dormant and would satisfy the conditions to be a small company if it were not a plc). Auditors will normally be appointed at the annual accounts meeting and they will cease to hold office at the conclusion of the next accounts meeting (unless reappointed). Directors can appoint the first auditor and can fill a casual vacancy otherwise the members appoint the auditors by ordinary resolution. Section 490 deals with the default power of the Secretary of State to appoint auditors of a public company. These sections apply to appointments for financial years beginning on or after 6 April 2008.

The rest of the Sections in this Chapter apply to auditors appointed for financial years beginning on or after 6 April 2008.

Section 492 states that the remuneration of an auditor appointed by the members must be fixed by the members by ordinary resolution or in such manner as the members by ordinary resolution determine. The remuneration of an auditor appointed by the directors must be fixed by the directors.  

Section 493 permits the Secretary of State to make provision by Regulation for securing the disclosure of the terms on which the auditor is appointed, remunerated or performs his duties.

Section 494 permits the Secretary of State to make provision by Regulation for securing the disclosure of the nature of any services provided for a company by the auditor (or an associate) and the amount of any remuneration receivable for such services.
Chapter 3: Functions of auditor

Auditor’s report
Sections 495 to 498 apply to auditors’ reports on accounts or reports for financial years beginning on or after 6 April 2008.

There will be a number of changes to the auditors’ report as a result of Section 495. In response to this, the APB has issued a discussion paper called “The auditor’s report: a time for change?” 

The discussion paper indicates that the main substantive change is as a result of Section 495(3) which requires the auditor to give an opinion as to whether the annual accounts:

a) give a true and fair view of the state of affairs and profit or loss for the year;

b) have been properly prepared in accordance with the relevant financial reporting framework; and

c) have been prepared in accordance with the requirements of the Act.

This is the so-called three part opinion. Contrast the requirements a) and b) above with CA 1985 which requires the auditor to give an opinion as to whether the annual accounts give a true and fair view, in accordance with the relevant financial reporting framework, of the state of affairs and profit or loss for the year.  

According to the APB’s discussion paper, the underlined words have been removed to a separate bullet point because some people considered that their inclusion constrained the scope of a “true and fair” conclusion.

Beyond this, the auditor’s report will also need to be changed as follows:

· In the responsibilities section, a reference will be made to the directors’ responsibility to not approve accounts unless they are satisfied that they show a true and fair view (Section 393) 

· In the responsibilities section, a reference will be made to the auditors’ responsibility to give an opinion as to whether the financial statements have been properly prepared in accordance with the relevant financial reporting framework (Section 495(2)) 

· In the responsibilities section, a reference will be made to adequate accounting records rather than proper accounting records (Section 498)
· In the responsibilities section, the reference to disclosure of directors’ remuneration will be extended to include benefits, pensions and compensation for loss of office (Sections 498 and 412)

· The auditor will sign the report in the name of the senior statutory auditor on behalf of the firm (Section 503)

Section 496 repeats the current requirement for the auditor to state whether the directors’ report is consistent with the accounts.

Duties and rights of auditors
Section 498 includes the obligation to report if the auditor believes that the company is taking advantage of the small companies accounts regime without being entitled to do so.

Sections 499 to 501 cover the auditor’s right to information and apply to auditors appointed for financial years beginning on or after 6 April 2008.
Under Section 502, a private company is required to send to its auditor all the information about any written resolutions that it sends to its shareholders.  The auditor must also receive all communications relating to general meetings. The auditor of any company has the right to attend general meetings and to speak on any matters which concern him as auditor. This applies to any auditor appointed on or after 6 April 2008.
Signature of auditor’s report

Sections 503 to 509 apply to auditors’ reports on accounts or reports for financial years beginning on or after 6 April 2008.

Section 503: The report must state the name of the auditor and be signed and dated. If the auditor is an individual, the report must be signed by him. If the auditor is a firm then the report will be signed by the senior statutory auditor in his own name for and on behalf of the audit firm.

Section 504 explains what is meant by the term “senior statutory auditor”. The firm will identify this individual according to standards to be issued by the European Commission, or if there are no standards, to guidance issued either by the Secretary of State or by a body appointed by him. The senior statutory auditor must be eligible for appointment as a company auditor under Part 42 of CA 2006.

The Auditing Practices Board has published Bulletin 2008/06 as guidance. The APB has decided that the term "senior statutory auditor" has the same meaning as the term "engagement partner" when used in International Standards on Auditing (UK and Ireland). This is generally straightforward but one issue that may give rise to problems is that, in the event that the engagement partner is unable to sign the audit report, then nobody else can step in to sign on his behalf. In extreme circumstances, the firm would need to appoint a replacement engagement partner who would then need to re-perform certain of the tasks already completed by the original engagement partner. Reference should be made to the bulletin for more detailed explanations.  

Section 505 requires the company to ensure that any auditor’s report published by or on behalf of the company should include the name of the auditor and (where the auditor is a firm) the name of the senior statutory auditor if there is one, or to say that it is taking advantage of exemption under Section 506.  The exemption is available if the company passes a resolution not to reveal the names because it considers on reasonable grounds that revealing them would lead to a serious risk of violence or intimidation.

Offences in connection with auditor’s report
Section 507 introduces a new criminal offence in relation to inaccurate auditor’s reports.  The offence is committed by any individual eligible to be a statutory auditor who knowingly or recklessly causes a report to include anything that is misleading, false or deceptive, or to omit a required statement of a problem with the accounts. Note that this is not limited to the senior statutory auditor but would also apply to any employee or agent of the auditor.

Sections 508 and 509 indicate that additional guidance may be issued to assist the courts in interpreting the meaning of “knowingly or recklessly”.

Chapter 4: Removal, resignation, etc of auditors

Removal of auditor

Sections 510 to 513 apply where notice of the intended resolution is given to the company on or after 6 April 2008.

Section 510 gives shareholders the right to remove the auditor at any time by an ordinary resolution.  
Section 511 requires special notice (28 days) of the meeting at which the resolution is to be proposed. Note that a private company cannot remove an auditor by written resolution but must hold a meeting. The auditor must be informed of the resolution and has the right to require a statement to be circulated. The auditor also has the right to speak at the meeting.

Section 512 requires the company to inform the registrar of the removal of the auditor within 14 days of the resolution being passed.

Section 513 gives the auditor who has been removed the right to attend and speak at any meeting at which his term of office would have expired or at which it is intended to fill the vacancy caused by his removal. 

Failure to re-appoint auditor
Sections 514 and 515 deal with the situation where a company fails to reappoint the auditor. These Sections apply to appointments for financial years beginning on or after 6 April 2008.

Resignation of auditor

Sections 516 to 518 apply to resignations occurring on or after 6 April 2008.

Section 516 gives the auditor the right to resign by depositing a written notice at the company’s registered office. His resignation is effective from the date it is delivered to the company’s registered office, or from a later date specified in it. To be effective the resignation must be accompanied by the statement required by Section 519.

Section 517 requires the company to send a copy of the notice of resignation to the registrar within 14 days.

Section 518 details the rights of the resigning auditor to requisition a meeting and to require a statement to be circulated to members prior to that meeting.  

Statement by auditor on ceasing to hold office

Sections 519 to 525 apply where the auditor ceases to hold office on or after 6 April 2008.

Under Section 519(1), where an auditor of an unquoted company ceases to hold office for any reason, he must deposit at the company’s registered office a statement of the circumstances connected with his ceasing to hold office unless he considers that there are no circumstances which need to be brought to the attention of members or creditors. If he considers that there are no circumstances to bring to the attention of members then Section 519(2) requires him to deposit at the company’s registered office a statement to that effect. 
When an auditor of a quoted company ceases to hold office for any reason, Section 519(3) requires him to deposit a statement at the registered office regarding the circumstances connected with his ceasing to hold office.  There seems to be a presumption that, for a quoted company, there will always be circumstances which need to be brought to the attention of members.

Section 519(4) sets out the deadline for the deposit of the statement required by this section:

· If the auditor has resigned then the statement must accompany the notice of resignation

· If the auditor is not seeking re-appointment then the statement must be deposited at least 14 days before the end of the time allowed for next appointing auditors

· In any other case, within 14 days of ceasing to hold office

Section 520: When a company receives a statement under Section 519, it must within 14 days send a copy to every person entitled to receive the accounts or else apply to the court for relief. 
Section 521 requires the auditor to deposit a copy of the statement with the registrar. This should not be done until 21 days have elapsed to allow the company to apply to the court for relief. If no such application is made then the auditor must deposit the statement within a further 7 days.  

Sections 522 introduces a new requirement for the auditor to notify the appropriate audit authority in certain circumstances of ceasing to hold office. Observe that this is not limited to the auditors of quoted companies. I have reproduced the first four sub-sections of Section 522 in full below.

(1) Where- 

(a) in the case of a major audit, an auditor ceases for any reason to hold office, or 

(b) in the case of an audit that is not a major audit, an auditor ceases to hold office before the end of his term of office, the auditor ceasing to hold office must notify the appropriate audit authority. 

(2) The notice must- 

(a) inform the appropriate audit authority that he has ceased to hold office, and 

(b) be accompanied by a copy of the statement deposited by him at the company's registered office in accordance with section 519.
(3) If the statement so deposited is to the effect that he considers that there are no circumstances in connection with his ceasing to hold office that need to be brought to the attention of members or creditors of the company, the notice must also be accompanied by a statement of the reasons for his ceasing to hold office. 

(4) The auditor must comply with this section- 

(a) in the case of a major audit, at the same time as he deposits a statement at the company's registered office in accordance with section 519; 

(b) in the case of an audit that is not a major audit, at such time (not being earlier than the time mentioned in paragraph (a)) as the appropriate audit authority may require. 
Section 525 defines a major audit to be a statutory audit of a quoted company or any other person in whose financial condition there is a major public interest. The Professional Oversight Board (POB) has issued guidance that audits of the following UK companies should be considered as “major audits” for the purposes of determining the notification requirements.  For the avoidance of doubt, companies incorporated in the Crown Dependencies (Guernsey, Isle of Man, Jersey) are not UK incorporated companies.

1.    All UK incorporated companies with equity and /or debt securities admitted to the official list (within the meaning of part 6 of the Financial Services and Markets Act 2000) on the date on which the auditors cease to hold office.  
2.    All UK incorporated AIM or PLUS-quoted companies 

3.     Unquoted companies, which have either:

a) Group turnover in excess of £500million; or
b) Group long term debt in excess of £250million and turnover in
  excess of £100million. 

4. Unquoted companies or groups which are subsidiaries of foreign parent companies where the turnover of the UK group or company is in excess of £1,000 million.   

5. Charitable companies with income exceeding £100million

6. Subsidiary companies of the above.

The appropriate audit authority for a major audit is the POB (as the delegated representative of the Secretary of State); otherwise it will be the relevant Recognised Supervisory Body (eg the ICAEW, ACCA etc.).
Section 523 requires the company to notify the appropriate authority in the circumstances where the auditor ceases to hold office before the end of his term of office. In particular, if the statement deposited at the company’s registered office states that there are no matters to bring to the attention of members or creditors then the company will need to send a statement to the appropriate authority giving the reasons for the auditor ceasing to hold office.

Chapter 5: Quoted companies: Right of members to raise audit concerns at accounts meetings

Under Section 527, the members of a quoted company may require the company to publish on a website a statement setting out any matter relating to- 

(a) the audit of the company's accounts (including the auditor's report and the conduct of the audit) that are to be laid before the next accounts meeting, or 

(b) any circumstances connected with an auditor of the company ceasing to hold office since the previous accounts meeting, that the members propose to raise at the next accounts meeting of the company. 

Subsection (a) applies to accounts for financial years beginning on or after 6 April 2008. Subsection (b) applies to auditors appointed for financial years beginning on or after 6 April 2008.

A company is required to do so once it has received requests to that effect from- 

(a) members representing at least 5% of the total voting rights of all the members who have a relevant right to vote (excluding any voting rights attached to any shares in the company held as treasury shares), or 

(b) at least 100 members who have a relevant right to vote and hold shares in the company on which there has been paid up an average sum, per member, of at least £100. 

Chapter 6: Auditors liability

The provisions of Chapter 6 come into force on 6 April 2008.

Section 532 repeats the previous law in stating that any provision exempting an auditor from liability to the company is void.  However, under Section 533, an indemnity may be granted to an auditor against any liability incurred by him in defending proceedings whether civil or criminal in which judgement is given in his favour or he is acquitted is acceptable.

Section 534 provides that an auditor may enter into a “liability limitation agreement” under which his liability is limited.  The Section goes on to say that the Secretary of State may make further regulations in this regard.

 Section 535 limits the agreement to a single year and Section 536 requires any liability limitation agreement to be authorised by the members.  In the case of a public company this requires a resolution in general meeting. A resolution passed before 6 April 2008 is effective if it complies with the requirements of this Section. The private company can pass the resolution by a written resolution. Notice also that the private company can authorise a liability limitation agreement by passing a resolution before the company enters into the agreement waiving the need for approval.

Section 537 states that a liability limitation agreement is not effective to limit the auditor's liability to less than such amount as is fair and reasonable in all the circumstances of the case having regard (in particular) to- 

a) the auditor's responsibilities under this Part of the Act, 

b) the nature and purpose of the auditor's contractual obligations to the company, and 

c) the professional standards expected of him. 

A liability limitation agreement that purports to limit the auditor's liability to less than the amount mentioned above shall have effect as if it limited his liability to that amount. 

In determining what is fair and reasonable in all the circumstances of the case no account is to be taken of- 

a) matters arising after the loss or damage in question has been incurred, or 

b) matters (whenever arising) affecting the possibility of recovering compensation from other persons liable in respect of the same loss or damage. 

Section 538 states that the Secretary of State may by regulation require disclosure of a liability limitation agreement.

The Financial Reporting Council has issued guidance on auditor liability limitation agreements. Paragraph 1.13 states that the guidance aims to provide practical assistance to directors, auditors and shareholders on how to apply the new legislation. In particular, it aims to:

· Explain what is and is not allowed under the 2006 Act;

· Set out some of the factors that will be relevant when assessing the case for an agreement;

· Explain what matters should be covered in an agreement, and provide specimen clauses for inclusion in agreements; and

· Explain the process to be followed for obtaining shareholder approval, and provide specimen wording for inclusion in resolutions and the notice of the general meeting. 

The guidance does not attempt to determine whether particular arrangements will be considered “fair and reasonable”. That is because every arrangement will need to be assessed in the context of the particular circumstances. That would ultimately be for the courts to decide in the event of a dispute.

Where an agreement is in place, the Act does not restrict the manner in which liability can be limited as long as it is fair and reasonable in the circumstances. Therefore contractual limits can be set in a number of ways:

· A limit based on the auditor’s proportionate share of the responsibility for any loss;

· Purely by reference to the “fair and reasonable” test;

· A cap on liability, expressed either as a monetary amount or calculated on the basis of an agreed formula;

· A combination of some or all of the above.

The fundamental question is whether it will be in the company’s interest to enter into a liability limitation agreement.

If the directors conclude that it is then they will need to decide how best to communicate that decision and the reasons for it to shareholders. This is likely to be a particular issue for listed companies.

The final version of the FRC guidance has been extended in this area and now gives at Section 3.6 a number of reasons why companies and their directors may conclude that it is appropriate for the company to enter into such an agreement. The guidance also contains a new Section 6 which is addressed specifically at private companies.

Under CA 2006, the company has the choice of whether to seek shareholder approval before or after entering into a limitation liability agreement. If seeking approval having already entered into an agreement then the shareholders must approve the whole agreement. Otherwise, they will approve the principal terms which specify:

· The kind of acts or omissions covered by the agreement;

· The year the agreement relates to; and

· The limit of the auditor’s liability however expressed.

Appendix B, C and D to the guidance contain specimen principal terms which have been drafted so that they can be referred to in the resolution and sent to shareholders with the notice of the meeting. The principal terms can then be incorporated into the agreement without the need for further drafting.

The appendices contain examples for each type of limitation liability agreement that may be entered into. One facet of the “proportional liability” terms is that they do not contain any suggested percentages. Rather, the agreement sets out the principle that the auditor’s liability will be limited based on proportionate liability. The actual percentages can be agreed later (if necessary) between the auditor and the company or by the courts.

Access to working papers

An amendment has been made to Schedule 10 of the Companies Act 2006. This requires that Recognised Supervisory Bodies must have adequate rules and practices designed to ensure that a person ceasing to hold office as a statutory auditor makes available to his successor in that office all relevant information which he holds in relation to that office. (CA 2006 Schedule 10 (9)(3)(c)).

The audit regulations and guidance have been amended to give effect to this requirement. Matters arising include:

· The new regulation applies in respect of appointments for the audits of financial years starting on or after 6 April 2008.

· Information is for the purposes of the successor’s audit and must not be disclosed to a third party unless the successor is required to do so by a legal or professional obligation. Third party includes the client – although the successor may discuss the information with the client where to do so is a necessary part of the audit work.

· BERR has confirmed its view that the Act does not alter the existing liability of each auditor in relation to its respective audit.

· The request by the successor auditor can only be made after formal appointment. The provision of information should be on a timely basis.

· The request must be in writing.

· The successor should consider the need for a request and the extent of that request. The successor should not request unnecessary information. There are references to reviewing the predecessor’s audit work in ISA 510 (opening balances), ISA 710 (comparatives) and ISA 300 (planning) so information is likely to be necessary for these purposes.

· The successor should try to be as specific as possible in making a request and should avoid, wherever possible, a request for “all relevant information”. 

· Where the audit is an audit of financial statements, then ISAs will indicate the working papers to be prepared. It does not matter whether those working papers are filed on the current audit file, a permanent file or a systems file.

· The predecessor should be prepared to assist the successor by providing oral or written explanations on a timely basis.

· The period for which information is requested would normally be the period in respect of the last audit report signed by the predecessor and would include any subsequent interim review. If the successor considers that it needs information from a previous period then they should be prepared to provide a list of precisely what information is required and give reasons which demonstrate why such additional information is “relevant” in accordance with the regulations.

· It would be usual for the basis on which the information is to be provided to be documented in writing by an exchange of letters between the two auditors, copied to the audited entity.

· There is no obligation to allow copying of working papers but it would be usual to allow copying of extracts of the books and records of the audit client that are contained in the audit working papers.

· A request for information under the Regulation should not be made other than in connection with the successor’s audit. The successor should refuse to accept an additional engagement, such as to act as an expert witness or to review the quality of the predecessor’s audit work, where the engagement would involve the use of the information obtained by it under the Regulation. In any event, the successor should not comment on the quality of the predecessor’s audit work unless required to do so by a legal or professional obligation.

Audit and Assurance Faculty draft Technical Release

The draft Technical Release (TR) repeats the requirements of Schedule 10 of the Companies Act and the ICAEW regulations and guidance as well as clarifying what is meant by the term statutory audit (CA 2006 Section 1210). 

The TR then goes on to provide extracts from ISA 300 (Planning an audit of financial statements), ISA 510 (Initial engagements – opening balances) and ISA 710 (Comparatives). The reason for providing these extracts is that those ISAs contain specific references to reviewing the predecessor’s audit work and therefore are likely to be particularly helpful for the successor in deciding what is meant by the term relevant information.

Example letters

The successor should make the request in writing and the TR provides a proforma example of such a letter. This is quite brief and contains a space for the successor to fill in what information is required. The TR says that this should be specified as precisely as possible and a broad request for “all relevant information....” should be avoided. 

The TR also provides a proforma specimen letter from the predecessor responding to the successor’s request for access. This is a detailed letter containing extracts from the ICAEW guidance. It is designed to remind the successor of the restrictions on the use of the information and to disclaim any liability on the part of the predecessor. This letter should be copied to the client. Note that there is no requirement for the successor to countersign the letter.

Relevant information
In the case of an audit of financial statements under the Companies Act, ISAs will indicate the audit working papers to be prepared. It is likely that the successor will request access to some or all of those working papers.

Where files contain, for example, tax papers that relate to tax work rather than audit work then there is no obligation to provide access to those tax papers. 

Information which is subject to legal professional privilege would not be disclosable without permission from the client.
Practicalities of access

Where working papers are held electronically then the predecessor will need to consider how to provide access to the relevant audit documentation without putting at risk the confidentiality of the firm’s audit methodologies or confidential information of other clients.

It is reasonable for the successor to make notes of the review but there is no obligation to allow copying of audit working papers. The TR states that it would be reasonable to allow, as a minimum, the copying of extracts of the books and records of the client. It would also be reasonable and helpful to allow copying of papers such as breakdown of analyses of financial statement figures and documentation of the client’s systems and processes.

If the successor does ask to copy documents then it would be sensible to check them and to keep a record of which items were copied.

Access can only be requested after the appointment of the successor. The predecessor should grant access within a reasonable time following receipt of the request. The location where access is to be provided is determined by the predecessor.

The TR goes on to consider the subject of recovery of costs and suggests that it would be reasonable to seek to recover costs but without any element of profit. There is no obligation on the successor to make any payment and therefore the predecessor may wish to look to the client for recovery of costs. The TR suggests that it might be appropriate, as a matter of policy, to amend engagement letters so as to provide for the recovery of costs of providing access to an eventual successor. 
Confidentiality issues

The final section of the TR deals with confidentiality issues. Because the auditor is complying with a mandatory requirement, providing access to relevant information will not breach professional confidentiality or data protection laws.

However, because of the danger of tipping-off, any money laundering report and papers recording the predecessor’s related consideration of apparently suspicious activities should not be provided by the predecessor to any person (including the successor) unless the predecessor has clear advice that to do so would be lawful.

apb ethical standards: key changes

Introduction

The Auditing Practices Board (APB) has published Revised Ethical Standards for Auditors (ESs), which become effective for audits of financial statements for periods commencing on or after 6 April 2008. This follows a review of the ESs by the APB which concluded that there is currently no need to make major changes to the standards, except for amendments which: 

· are needed to comply with UK and Irish legislation that implements the EU Statutory Audit Directive; 

· are required in order that the ESs continue to adhere to the principles of international ethical standards; 

· add clarity to the existing standards and assist their implementation in practice. 

One of the particular issues on which the APB requested views in its consultation paper related to the period for rotation of the audit engagement partner on listed company audits. Responses demonstrate that there is not yet a consensus between auditors, corporates and investors on whether this should be extended from five years to seven years. The APB believes that a further period of dialogue with interested parties is needed on this topic. Accordingly the APB has decided to undertake further work on rotation periods together with addressing a small number of additional issues as a separate exercise later in 2008 and will consult on any resulting changes to the ESs. 

ES 1 – Integrity, objectivity and independence

Main amendments

1. The revised ES1 adopts the definition of network firms included in the IFAC code of ethics. The IFAC code requires all network firms to be independent of the entities audited by the other network firms. ES1 indicates that international audit networks commonly meet this requirement through global independence policies and procedures. These procedures are then monitored across the network.

2. The discussion in ES1 of management responsibility is extended and the standard clarifies that partners and employees of the firm, including those providing non-audit services to the client, must not take decisions that are the responsibility of management.

3. Ethical standards contain some requirements that only apply to listed entities. There is a cross-reference to these requirements in paragraph 41 of ES1. The standard then goes on to say that the firm should establish policies and procedures which set out the circumstances in which these additional requirements apply to other clients for example on the grounds of size, nature of the business or number of stakeholders.

Practical problem areas in applying ES1

· Most firms will have a set of fully documented procedures but this does not guarantee that partners and staff will be aware of those procedures.

· Partners and staff may not understand how the threats identified by the APB relate to their day to day work. In particular, staff not involved in audit work may either be unaware of the requirements of ethical standards or assume that the standards are only concerned with audit work and therefore do not apply to them.

· Partners providing non-audit services to clients may be unwilling to accept the need to inform the ethics partner that they are providing such services. 
· Many firms do not inform the client of “all significant facts and matters that bear on the auditor’s independence and objectivity” 
ES2 Financial, business, employment and personal relationships 

Main amendments

1. Generally, the prohibition from holding a financial interest in the audit client applies to the firm, any partner in the firm, a person in a position to influence the conduct and outcome of the audit or an immediate family member of such a person. The revised ES2 relaxes this requirement for a family member of a partner who is not involved in the audit where the interests of the family member arise from their employment or a contractual business arrangement.
2. Only short term loan staff assignments are permitted and these should not be for prohibited non-audit services. The rules also state that the audit firm should not enter into an agreement with an audit client to provide a partner or employee to work for a temporary period unless the audit client:

(a) agrees that the individual concerned will not hold a management position, and
(b) acknowledges its responsibility for directing and supervising the work to be performed, which will not include such matters as:
· making management decisions; or

· exercising discretionary authority to commit the audit client to a particular position or accounting treatment.

3. ES2 has been changed slightly in the standard dealing with the situation where a partner (ie audit engagement partner, engagement quality control reviewer, key partner involved in the audit or partner in the chain of command) joins the audit client as a director or in a key management position. As before, the audit firm must resign as auditor and not accept re-appointment for a period of at least two years or, if sooner, when the former partner ceases employment with the former client. The start of the two year period is now measured from the date when the former partner ceased to have an ability to influence the conduct and outcome of the audit. 

4. In dealing with the above situation, the standard also cross-refers to the requirement in UK legislation that RSB’s must have adequate rules and practices to ensure that a key audit partner is prohibited from being appointed as a director or other officer to a public interest audit client for a period of two years commencing on the date on which his work as key audit partner ended. 
Practical problem areas in applying ES2

· Partners and staff do sometimes acquire interests in clients as a result of inheritance or trusteeships.  The requirements of ES2 must be considered very carefully and there may be no alternative to either disposal of the interest or resignation as auditor.

· Firms have had problems in the past in deciding whether it is acceptable to trade with clients. ES2 has now been clarified by permitting such situations where the business relationship is clearly inconsequential to both parties (in the opinion of a reasonable and informed third party).

· It is now very difficult to second partners or staff to the audit client without infringing the rules of the standard.

· ES2 continues to require that partners or senior staff should notify the audit firm of any situation involving their potential employment with an audit client. (for other staff this requirement only takes effect when employment is “probable”). Partners and staff may be unaware of this requirement or may be unwilling to comply with it.

ES3 Long association with the audit engagement 

Main amendments

1. The requirement for rotation time-out has been amended to specify that the individual should have no participation in the audit during that period.

Practical problem areas in applying ES3

· Some firms do not monitor the length of time they have acted for a client. Similarly, long service by a partner or senior staff member is often not recorded.

· The standard says that once an audit engagement partner has held this role for a continuous period of ten years, careful consideration is given as to whether a reasonable and informed third party would consider the audit firm’s objectivity and independence to be impaired. The standard does not demand rotation of the partner at this point but, in the absence of rotation, requires either safeguards to be applied or, in the absence of safeguards, the audit firm must document the reasons why the partner continues to participate in the audit engagement without safeguards and these facts are communicated to those charged with governance of the client.

ES4 Fees, remuneration and evaluation policies, litigation, gifts and hospitality

Main amendments

1. ES4 now includes the requirement that the audit engagement partner shall ensure that audit fees are not influenced by the provision of non-audit services to the audited entity.

2. There is clarification that, in the fee dependency calculation, a sole practitioner can include all earned income.

Practical problem areas in applying ES4

· The fees from an individual client comprise the total of audit and non-audit fees from the client and its subsidiaries. These are calculated as a percentage of the annual fee income of the audit firm or the part of the firm by reference to which the audit engagement partner’s profit share is calculated.

· The quality control review where this percentage exceeds 10% is required to be an external independent quality control review.

· The 15% fee limit cannot be broken, but this only refers to recurring fees. It is still possible to undertake one-off assignments for a client which would push the fee income from that client above the 15% limit. 

· The objectives of the members of the audit team must not include selling non-audit services to the audited entity. Similarly, remuneration and promotion must not be based on success in selling non-audit services to the audit client. Staff should however still be encouraged to identify areas where clients may benefit from non-audit services.
ES5 Non-audit services provided to audited entities

Main amendments

1. There is clarification about the meaning of the term “informed management”. As before, there must be a member of the client’s management that has been designated to receive the results of the non-audit service and has been given the authority to make any necessary decision; the auditor must be satisfied that this individual has the capability to make such decisions. The new element of informed management is that the results of the non-audit service are communicated to management with an objective analysis of the issues, and management makes those decisions.

2. The requirement concerning valuations provided to listed companies has been strengthened. Whereas, in the previous version of ES5, the prohibition related to services involving both a significant degree of subjective judgment and a material effect on the financial statements. The new requirement (applying only to listed companies) contains only the condition relating to materiality.
Practical problem areas in applying ES5

· ES5 covers a wide range of non-audit services including  information technology, valuation, litigation support, tax, recruitment services and corporate finance as well as accounting services. It is this wide range of services that can cause problems since staff providing such services are not necessarily aware of the requirements of the standards.

· As mentioned above, there is often a failure to notify the audit engagement partner.

· If a safeguard cannot be put in place then either the non-audit work must be refused or the firm must resign from the audit.

· Where there is a management threat, the audit firm must document its assessment of whether there is informed management.

· For entities other than listed companies, the auditor may provide accounting services as long as such services do not involve initiating transactions or taking management decisions and are of a technical, mechanical or informative nature. Appropriate safeguards must then be applied to reduce the self-review threat to an acceptable level. Many firms will use the safeguard whereby the accounting work is performed by staff not involved in the audit. If this safeguard is not available then ES5 suggests that an alternative is for a suitable person not involved in the audit to perform a review of the accounting services or the audit. 
ES Provisions available for small entities (ES PASE)

Main amendments

1. The exemption now applies to small companies and groups as defined in the Companies Act. Previously, the rule in ES PASE had not matched with the Companies Act in the application of the years rule.

2. A charity is a small entity if its income is less than the turnover limit for small companies.

3. A pension fund is a small entity if it has less than 100 members (previously 1,000).

Reminder of the relaxations available under ESPASE

· There is no need for an external quality control review where the client is expected to regularly provide more than 10% of the firm’s or partner’s fee income.

· When undertaking non-audit services, the audit firm is not required to apply safeguards to address a self review threat provided:

(a) the audit client has 'informed management'; and

(b) the audit firm extends the cyclical inspection of completed engagements that is performed for quality control purposes.

· The audit firm is not prohibited from providing non-audit services that involve the audit firm undertaking part of the role of management, provided that:

(a) it discusses objectivity and independence issues related to the provision of non-audit services with those charged with governance confirming that management accept responsibility for any decisions taken; and

(b) it discloses the fact that it has applied this Standard as indicated below.

· The audit firm is not prohibited from providing tax services to an audit client where this would involve acting as an advocate for the audit client, before an appeals tribunal or court in the resolution of an issue provided that it discloses the fact that it has applied this Standard as indicated below.

· In a situation where a former partner is appointed as a director or to a key management position with an audit client, having acted as audit engagement partner (or as an independent partner, key audit partner or a partner in the chain of command) at any time in the two years prior to this appointment, the firm is not required to resign as auditors provided that:

 (a) it takes appropriate steps to determine that there has been no significant threat to the audit team's integrity, objectivity and independence; and

(b) it discloses the fact that it has applied this Standard as indicated below.

· The drawback in taking advantage of some of the reliefs provided by ES-PASE is that the auditors' report must disclose that relief has been taken and either the financial statements, or the auditors' report, must disclose the type of non-audit services provided to the audit client or the fact that a former audit engagement partner has joined the client.

Glossary of terms
Main amendments

1. The definition of “Key partner involved in the audit” has been changed to meet the requirements of the Statutory Audit Directive.

The new definition is:

“A partner, or other person in the engagement team (other than the audit engagement partner or engagement quality control reviewer) who either:

· is involved at the group level and is responsible for key decisions or judgments on significant matters or risk factors that relate to the audit of that audited entity, or

· is primarily responsible for the audit of a significant affiliate or division of the audited entity.”

2. Listed company is now defined to include AIM and PLUS markets.

3. The definition of network firm has been amended to bring it into line with SAD and IFAC. The new definition is:

Any entity which is part of a larger structure that is aimed at cooperation and which is:

I. Controlled by the audit firm; or

II. Under common control, ownership or management; or

III. Part of a larger structure that is clearly aimed at profit or cost sharing; or

IV. Otherwise affiliated or associated with the audit firm through common quality control policies and procedures, common business strategy, the use of a common name or through the sharing of significant common professional resources.
audit issues when financial markets are difficult and credit facilities may be restricted

Introduction

The Auditing Practices Board (APB) has issued Bulletin 2008/1 which provides guidance for auditors on audit issues that may arise when financial market conditions are difficult and credit facilities may be restricted. While the Bulletin may be of assistance to the auditors of financial institutions it has been written to apply more generally and focuses on the possible risks of misstatement to the financial statements for all entities arising from: 

· The possibility of the reduced availability of finance because of reduced liquidity in the financial markets. In particular, if financing arrangements are due to expire, replacement may prove expensive or impossible, with potentially serious consequences in relation to the going concern presumption. This can affect clients of all sizes and is our main area of interest in these course notes.
· Difficulties with valuing some assets for balance sheet purposes, especially those that are required to be measured at ‘fair value’. 

Bulletin 2008/1 draws on existing material within the APB’s standards and guidance. It does not establish new requirements.

Risk assessment: going concern
Auditors need to consider whether current market conditions give rise to an increased risk of material misstatement of the accounts and, in particular, whether there are events or conditions and related business risks which may cast significant doubt on the entity's ability to continue as a going concern.

The appendix to the bulletin sets out a number of risk factors for the auditor to consider. These factors are reflected in the following list:

· Has the entity experienced difficulty in the past in obtaining finance and/or complying with covenants? 

· Have any covenants been breached recently which may lead to facilities being withdrawn?
· Are finance facilities due for renewal in the next year?

· Are there alternative plans if finance is not renewed?
· Do borrowing agreements (or other contracts) contain clauses that may trigger early repayment?
· Have facilities been renewed recently but with higher interest rates or charges? 
· Is borrowing secured on assets which have decreased in value and may no longer cover the amounts owed?

· Financial institutions should also consider the possibility of reduced deposits from retail customers or reduced availability of financing from wholesale markets.

· Have management updated finance plans to reflect the current market conditions and the possibility that asset values may be reduced?

· If the entity provides guarantees (eg for other group companies) might those guarantees be called in? Conversely, if the entity depends on guarantees from other entities then might the guarantor be unable to continue to provide the guarantee?
· If the entity provides loans (eg to other group companies) might those companies be unable to make repayments?

· Might there be a delay in collections from debtors or an increase in bad debts because customers are affected by the credit crunch?  

· Might suppliers be affected by the current climate and be unable to provide essential goods and services? Are alternative suppliers available?
Risk factors: asset values

The bulletin considers risk factors where the entity uses fair value accounting. These factors have not been included in the course notes since they will affect relatively few clients. Interested readers should refer to the appendix of the bulletin for more details.

The bulletin also considers risk factors which are of more general application as follows:

· Might assets not held at fair value be impaired? This could particularly affect fixed assets, stock and debtors.

· Might the carrying value of goodwill be impaired?

· Might pension obligations be increased because of a reduction in the value of assets in a related defined benefit pension scheme?
· Are hedging arrangements no longer effective?
· Is there an effect on off-balance sheet arrangements?
Response to risk

In the event that risk factors are present, the bulletin suggests that the audit engagement partner will have particular regard to:

· His/her own involvement in the direction, supervision and performance of the audit.

· The capabilities and competence of the audit team.

· Consultation with other professionals on difficult and contentious matters.

· The nature and timing of consultations with those charged with governance. 
When considering borrowing facilities, the bulletin draws attention to paragraphs 21-2 and 21-3 of ISA 570. 
21-2 states: “The auditor might be more likely to decide that it is necessary to obtain confirmations of the existence and terms of bank facilities, and to make an independent assessment of the intention of the bankers relating thereto, in cases where, for example, there is a low margin of financial resources available to the entity.”

21-3 states: “The auditor considers whether any inability to obtain sufficient appropriate audit evidence regarding the existence and terms of borrowing facilities and the intention of the lender relating thereto, and/or the factors giving rise to this inability, need to be:

· Disclosed in the financial statements in order that they give a true and fair view; and/or

· Referred to in the auditor’s report (by way of an explanatory paragraph or a qualified opinion if the auditor believes that the disclosures in the financial statements are not adequate).”    
The bulletin also contains a section dealing with the valuation and disclosure of financial instruments but that issue is not considered in these notes.
Disclosure of risk in Directors’ Report

The bulletin reminds us of the disclosure requirements of Section 234ZZB of the Companies Act 1985 (Now Section 417 of CA 2006). This requires that the Directors’ Report for all companies except small companies should contain a business review that includes a fair review of the business of the company and a description of the principal risks and uncertainties facing the company.

The APB expects that companies will make some reference to the risks and uncertainties facing the company as a result of the credit crunch. If the client omits such information then the Bulletin reminds us of the guidance in ISA 720 which says that omission of information from the Directors’ Report is not an inconsistency with the financial statements. The auditor is not required to verify or report on the completeness of the information in the Directors’ Report. If, however, the auditor becomes aware that information that is required by laws or regulations to be in the Directors’ Report has been omitted then the auditor communicates the matter to those charged with governance.   

Implications for the auditor’s report

The bulletin refers to ISA 700 concerning the need for an emphasis of matter paragraph. This would be necessary if the financial statements include a note that discusses a material matter regarding a going concern problem. An emphasis of matter paragraph might also be necessary if there was a significant uncertainty disclosed in the financial statements concerning the valuation of assets or financial instruments.
Ethical issues

In the current circumstances, auditors need to be aware that a “management threat” may arise if they are asked to provide advice or assistance that involves making judgements or taking decisions which are the responsibility of management.
Practice note 16: Bank reports for audit purposes
Background

On 12 December 2007, the Auditing Practices Board (APB) released the final amended version of Practice Note 16 (PN 16). This was the culmination of a long period of consultation which started in October 2005 when a consultation draft of a revised version of PN 16 (originally issued 1998) was published.  

Comments received during the consultation period were, in general, supportive of the changes proposed in the consultation draft. However, representations were made to the British Bankers Association (BBA) to the effect that more significant changes were needed to the draft Practice Note so that the process was more efficient. This view was accepted by the representatives of the accounting bodies who originally developed the draft, and discussions then began in order to refine the process further. 

In anticipation of the delay that this would cause, in October 2006 the 1998 version of PN 16 was withdrawn, and the consultation draft was reclassified as Interim guidance for auditors until such time as the subsequent revision was finalised. 

A second consultation draft proposing revisions to PN 16 was issued in July 2007. The consultation period was shortened to two months to reflect the fact that a number of the changes had already been exposed for comment.
Changes contained in the interim guidance

The relatively minor changes proposed were to: 

· encourage auditors to submit requests for information earlier; 

· recommend the provision of a main account name and number by the auditor, to facilitate banks in identifying the appropriate customer more readily; and 

· clarify that auditors do not need a new authority to disclose information every time that they ask for confirmation of bank details. 

These have now been confirmed in the new PN 16. Requests should be submitted to arrive at the bank a month before the year-end of the client. More time should be allowed at busy periods – namely December and March year-ends.  
Other changes now introduced

Is a bank report necessary?

The guidance has been amended to reflect the risk-based approach of the new ISAs. This includes a consideration of whether a bank report is required. The decision whether or not to request a bank report and, if so, the nature of evidence to be obtained are responses to the auditor’s assessment of the risks of material misstatement.

Paragraph 7 of the PN refers to the annual facilities letter sent by banks to many of their clients. The auditors should refer to this when assessing risks and deciding whether to obtain a report.

Despite the open-ended nature of the above comments, the APB then continues in paragraphs 8 and 9 as follows:

“Given the importance of cash to an entity’s business and its susceptibility to fraudulent misuse the auditor will usually conclude that, in the absence of a bank report, regarding account balances, facilities and securities, it will not normally be practical to obtain sufficient appropriate evidence from other sources.
In rare circumstances, where the banking transactions and relationships are very simple and sufficient appropriate audit evidence is likely to be available from other sources, the auditor may consider that obtaining a bank report of account balances, facilities and securities is unnecessary.”
The introduction of new templates
There are three templates under the new regime:

· The standard request (including the option of additional information on trade finance and derivative and commodity trading) which allows the bank to respond it its normal timeframe – usually within one month of the year-end.

· The fast-track request which, while otherwise identical to the standard request, has a box in which the auditor can enter the date by which a response is required. If using this form the auditor must also complete the box which asks for the reason for a fast-track request.
· An incomplete information request which is used when the auditor cannot provide all of the information required for a standard request. This will usually mean that the auditor cannot provide an account number or sort code for one or more of the companies included in the request. An incomplete information request will normally result in a delayed response from the bank and may incur an extra charge.

Word templates are available from the APB website and auditors should copy these templates on to their own headed paper.

PN 16 makes the point that auditors should only request information on trade finance and derivative and commodity trading if there is a reasonable expectation that the client utilises such facilities. Accordingly, when requesting such information, the auditor will need to provide a facility account number. Failure to do so will mean that the auditor cannot use a standard request but would need to submit an incomplete information request.

A change from the old request letter is the removal of the possibility of requesting information about custodian arrangements. This reflects the fact that banks are unlikely to be able to identify such information from account numbers and therefore requests for such information involve the bank in extensive and expensive searches. If the auditor wishes to confirm the existence and nature of specific assets held for safe keeping or suspects that the entity is concealing assets then the auditor must make separate arrangements with the bank or carry out a physical inspection.

Another change is the removal of the statement requesting the bank to advise the auditor if the authority is insufficient to allow the bank to provide full disclosure of the information requested. Banks have not been doing this because of data protection regulations and auditors have been taking unwarranted comfort that they are being informed off all details of a banking relationship.
Other changes

Most audit requests are now actioned by specialised teams based in bank’s regional service centres rather than at branch level. Letters sent to branches therefore need to be forwarded to the regional centre and this delays a response. The banks have therefore agreed to publish on the BBA website (www.bba.org.uk) addresses for the centres to which requests for audit information should be sent.

The banks have also agreed that they will either acknowledge auditor requests and provide contact details or, if no acknowledgements are to be provided, then they will publish contact details on the BBA website. The banks make the point that there is no point in an auditor chasing up a request until the expected date of receipt (as stated in the bank’s acknowledgement or standard service level agreement) has passed.
Minor omissions or discrepancies in the information provided by the bank may be dealt with informally by telephone or e-mail, although the auditor may request written confirmation of changes to the information provided.

Operative date

The new practice note applies to accounting periods commencing on or after 26 December 2007. This delay permits time for the auditors to gather information needed for the completion of the new forms.

Early adoption of the new forms and process is encouraged.   

Practice Note 26: Guidance on Smaller Entity Audit Documentation

Introduction

The Auditing Practices Board (APB) has issued Practice Note (PN26). PN26 uses the characteristics of the small entity in determining a sensible audit approach. A series of appendices provide illustrations of how auditors of small entities may comply with ISAs in a sensible manner.

PN26 says that its guidance is directed to auditors of companies that are exempt from audit but choose nonetheless to have a voluntary audit and other smaller entities such as charities. The Practice Note says that it may also be helpful to auditors of larger entities where:

· ownership of the entity is concentrated in a small number of individuals (sometimes a single individual) who are actively involved in managing the business; and

· the operations are uncomplicated with few sources of income and activities; and

· business processes and accounting systems are simple; and

· internal controls are relatively few and may be informal.

Notice, in passing, the similarity of this list to the characteristics of the small business as described in paragraph 11 of Practice Note 13 issued back in 1997. 

PN26 goes on to say that the nature and extent of audit documentation that is appropriate for an audit of a smaller entity is influenced by special considerations which arise from:

· the qualitative indicators of a simpler entity as set out above; and

· the characteristics of a typical smaller entity audit team and the way in which they carry out the audit work, including:

· the provision of accounting and related business advice;

· relatively small team size; and

· the use of proprietary audit systems.

Notice, as the course progresses, how the special considerations listed above have an impact on the audit of the smaller entity.

Obtaining and recording knowledge of the business

In PN26, the APB accepts that the increased documentation related to ISA 315 is the primary area of additional cost for auditors of smaller entities. The following notes summarise their advice:

· It is not necessary to document everything that the auditor knows about the client.

· Key elements of the auditor’s understanding would include those matters on which the auditor has based the assessment of risk.

· The audit documentation may be simple in form and relatively brief (see below).
· Documentation of ownership and governance arrangements is likely to be relatively brief.

· Related party issues are likely to be important because of the nature of the small entity.
· Documentation of the entity's operations etc. is likely to be simple in form and relatively brief (see below).
· Knowledge of the business may be documented using free-form narrative notes or by completing a structured form. 
· The notes may be maintained in a permanent file or incorporated into the planning memo.

· The auditor must document those matters that have an impact on the assessment of risk.
· Working papers must be sufficient to enable an experienced auditor, having no previous connection with the audit, to understand the audit approach adopted, the audit evidence obtained, and the significant matters arising during the audit and the conclusions reached thereon.

· More detailed documentation is helpful if the size of the audit team increases or where staff are inexperienced.

· If proprietary systems are used, care should be taken to ensure that they are adapted to each individual client. Failure to do so can result in the preparation of excessive documentation.  

· Staff require proper training and supervision if they are to avoid the slavish completion of inappropriate documentation.

· A free-form planning memorandum is a good way of documenting the auditor's understanding of the business and the risk assessments.

· Once prepared, a planning memorandum can easily be updated from one year to the next.

Illustrative examples of audit documentation

The Practice Note gives two illustrative examples of audit documentation covering knowledge of the business. Both deal with the same business.

The first illustration is described as free-form notes. The auditor has apparently written down her knowledge of the business in an ad-hoc manner. However, further examination soon reveals that the headings used in the illustration are simply taken from the appendix to ISA 315. The headings used are: 

Nature of the entity
Industry factors
Regulatory factors
Ownership and governance
Related parties
Investments
Organisational structure and financing
Accounting policies
Objectives and strategies and related business risks
Measurement and review of financial performance
But wait, surely the headings in the Appendix go on for three pages, don’t they?

What’s happened here is that the auditor has used the headings as a guide but anything she doesn’t want to write about has quite simply been omitted – presumably, the auditor would argue, because the omitted heading is not relevant to this client.

This, I think, helps us to understand the phrase used repeatedly in the Practice Note - “simple in form and relatively brief”. Presumably, “relatively” means relative to a bigger entity. If a bigger entity follows the Appendix in ISA 315, then we would expect a note about almost all of the headings.
The second illustration is described by the APB as being based on a checklist. This time, all of the headings and sub-headings from the appendix are included in the checklist. Once again, the auditor simply ignores those headings which are irrelevant. 

The other learning point to come out of the APB’s Practice Note is the extent of the documentation. Reasonable detail is given about the nature of the business, the industry and regulatory factors but when we turn to objectives and measurement of performance then all we have is a single paragraph on each of these two headings.

Assessing risk and controls

The guidance in PN26 may be summarised as follows:

· There will be limited opportunities for segregation of duties. 

· Smaller entities are likely to use off the shelf accounting packages. Auditors will normally be familiar with such packages and this will help them in their risk assessment.

· Audit documentation of the accounting system is likely to be relatively simple. It should focus on the main transaction cycles and highlight the risks that arise from the nature of the systems in place. 

· Most of the audit evidence will usually be obtained from substantive tests of detail. However, the auditor is required to obtain and document an understanding of the components of the entity's internal control relevant to the audit. 

· Some basic control activities are likely to exist for the main transaction cycles.  Beyond this, management's day-to-day involvement and control over key decisions are important elements of internal control.

· Management may override controls and this will increase audit risk. 
· The auditors will document management's involvement as part of their assessment of risk. This will include:

· A consideration of the attitude and motives of management and the effect of this on the control environment
· Management's involvement in day-to-day operations and their supervision of controls
· Key indicators used by management for evaluating financial performance.

Illustrative examples of audit documentation

The Practice Note gives two illustrative examples of audit documentation covering the documentation of controls. The first is described as free-form notes whereas the second is based on a checklist and systems diagrams.

It is important to observe that the free form notes include a paragraph on each of:

· Control environment

· The entity’s risk assessment process

· Monitoring of controls

The checklist approach is similar to the second illustration of knowledge of the business in that all of the headings and sub-headings from the appendix to ISA 315 are included in the checklist. The auditor simply ignores those headings which are irrelevant. 

The illustrations also provide systems notes. In the case of the second example, the APB have produced a basic block flowchart.

Comment

PN26 does not give any further guidance on the meaning of the phrase “internal control relevant to the audit”.

Turning to the new clarity ISA 315, we get this in paragraph 20 (note that this is a “shall” paragraph):

“The auditor shall obtain an understanding of control activities relevant to the audit, being those that the auditor judges it necessary to understand in order to assess the risks of material misstatement at the assertion level and design further audit procedures responsive to assessed risks. An audit does not require an understanding of all the control activities related to each significant class of transactions, account balance, and disclosure in the financial statements or to every assertion relevant to them.”

This quote makes it clear that the auditor’s judgement is paramount but presumably this does not extend as far as making a decision to ignore control activities altogether. So what is my advice?  

My recommendation would be that you provide good systems documentation of the main transaction cycles. These would document the process from “cradle to grave”. Having prepared your systems notes, you should then perform a single walk-through test to confirm that the system and controls are operating as recorded. Write down a reference for the item tested. Following this, you are in a position to evaluate the design of the control and determine whether it has been implemented as required by ISA 315 paragraph 54:  

“Obtaining an understanding of internal control involves evaluating the design of a control and determining whether it has been implemented. Evaluating the design of a control involves considering whether the control, individually or in combination with other controls, is capable of effectively preventing, or detecting and correcting, material misstatements. Implementation of a control means that the control exists and that the entity is using it.” 

Audit strategy and planning

There is no mention of audit strategy in PN26 other than to repeat the documentation requirements of the full standards.

On the subject of planning, PN26 refers to the nature of the professional relationship between smaller entities and their auditors. The APB says that non-audit services can enable the auditor to obtain useful information about the entity and so plan the audit efficiently.
To achieve completeness of audit documentation, any information, gained as a result of the provision of other services, which is used as audit evidence needs to be incorporated or cross-referenced into the audit documentation.
It would be easy to overlook the importance of this section dealing with non-audit work. Since the dawn of the Auditor’s Ethical Standards, many firms have been hesitant about obtaining audit evidence from non-audit work. By telling us that non-audit work needs to be cross-referred to in the file, the Practice Note is condoning evidence obtained in this way.

Returning to the subject of planning, when producing programmes of work, many firms start with standard audit programmes which need to be tailored. Although it is common knowledge that tailoring is required, unfortunately, it is not common practice.

It is relevant at this point to refer again to the Practice Note’s reference to proprietary systems. In the same way as with the documentation of knowledge of the business, there is a risk that less experienced staff might think that it is compulsory to comply with all elements of the audit programmes, without tailoring the approach to the needs of the particular entity, This will again lead to excessive, and often irrelevant and costly audit documentation. Proper training and supervision of junior staff and communication within the engagement team can help to overcome this risk.

Illustrative examples of audit documentation

Examples 6 and 7 in the appendix to PN26 show the APB’s guidance on the subject of response to risk. Taking example 6, all risks of material misstatement which have been identified by the auditor are listed in the first column of the schedule. 

The schedule contains the following headings:

· Risk of material misstatement identified

· Significant risk?

· Mitigating internal controls

· Likelihood of risk resulting in material misstatement

· Assertions impacted

· Audit procedures

· Audit programme reference

Example 3 in the Appendix to PN26 provides an illustration of the documentation of the audit team planning meeting. Whilst this is rather more detailed than one would find in the typical real-life audit file, it does seem rather repetitive of the information included in Example 6 dealing with the response to risks. Repetition of information can lead to inefficiency in the performance of the audit.

In a number of places, PN26 states that information may be included in (eg) the permanent file or in the planning memo. A lot of auditors tend to duplicate information on the file. For example, “knowledge of the business” is written up in the permanent file but then repeated in the planning memo. Do not duplicate. Duplicated documentation might be easy to create by “copy and paste” but the problem is that duplicated material doubles review time. If you wish to include information in the planning memo, then remove it from the permanent file. 

The same comment applies to other issues such as risks and materiality. If these are dealt with in a comprehensive planning memo then detailed schedules are not required. 
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