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do The London Stock Exchange
London EC2N 1HP
Tel: 071-7974575
Fax: 071-410 6822

To all Committee Members

Committee Meeting 24 November 1993

Please find attached a copy of the minutes of the above meeting. Further to the
discussion recorded under Agenda Item 5, Sir Adrian wrote to Bill Morrison at the
APB and in similar terms to the Secretaries of the Working Groups on Going
Concern, Internal Control and Interim Reporting. A copy of the letter is attached for
information.

The guidance on going concern and internal control was the subject of discussion at
the latest "overload" meeting which Sir Adrian attended on Monday 13 December.
Subject to Sir Ron Dearing's agreement, I will circulate the minutes of that meeting
as they become available to keep you informed of developments.

Finally, I am enclosing a photocopy of a small survey carried out amongst West
Midlands companies by Price Waterhouse, which you may find of interest.

eL'
Gina Cole
Secretary
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COMMITTEE ON THE FINANCIAL ASPECTS
OF CORPORATE GOVERNANCE

MINUTES OF THE MEETING HELD ON WEDNESDAY 24 NOVEMBER 1993
AT THE BANK OF ENGLAND

Present: Sir Adrian Cadbury
Jim Butler
Jonathan Charkham
Hugh Collum
Sir Dermot de Trafford
Andrew Likierman
Arthur Russell
Mike Sandland
Mark Sheldon
Martin Taylor
Gina Cole

Agenda Item 1

1. Apologies for absence were received from Sir Ron Dearing, Sir Andrew Hugh
Smith and Nigel Macdonald.

Agenda Item 2

2. The minutes of the previous meeting on 9 September 1993 were agreed.

Agenda Item 3 - Extension of the Report to Large Private Companies

3. Jonathan Charkham introduced his paper on the extension of the Committee's
Report to large private companies by agreeing that the subject was outside the
current Committee's terms of reference, but he suggested that it could be
considered for inclusion on the agenda for the successor body in 1995.

4, The rationale behind the paper was that the division of companies into quoted
and unquoted companies should be changed so that a company's accountability
should not just depend on quotation, but rather on its size and its consequent
potential effect for damage or benefit to society. He was not advocating the adoption
of the German two-tier board system, but felt that changes could be made within the
existing UK system of corporate governance.



5. Secondly, the paper addressed the question of tenure and position of non-
executive directors, and suggested that the current UK law may need to be changed
to bring unquoted companies more in line with the obligations on quoted companies,
and by extension of the Code of Best practice to cover large private companies. Sir
Dermot de Trafford pointed out that the only way of policing private companies is
through the law, although he agreed with Mike Sandland that they could be subject
to a voluntary code of conduct. Martin Taylor added that although governance was
not currently an issue in private companies, the position could well change in due
course. Mike Sandland said that the public resignation of a non-executive director
alerted shareholders to problems within the company.

6. The Chairman drew attention to the section in the recently published survey
by Coopers and Lybrand into the attitudes of medium-sized companies towards the
Code which focused on the issue of the major shareholder, and power based on
shareholding as well as position in the company. He summed up by saying that both
this issue, and that of the extension of the Report to private companies could be
taken further by the Committee's successor body.

Agenda Item 4 - Monitoring Sub-Committee Progress Report

7. The Chairman of the Sub-Committee, Andrew Likierman, advised that he
wished to make only one comment in addition to the progress report already
circulated. Some outline research proposals had been submitted which looked
initially very interesting, but had been rejected by the Research Board Sub-
Committee as being unresearchable. Those researchers who had been asked to
submit fuller proposals, were considered by the sub-committee as having a
reasonable chance of acquiring the information they needed to carry out meaningful
work.

Agenda Item 5 - Progress on guidance on Going Concern

8. The Chairman read out a letter he had received from Sir Ron Dearing in which
he confirmed that the APB were going to "re-expose" their proposals on going
concern. Jim Butler confirmed that the issue was still unresolved within the APB.
The Chairman considered that there was an issue of principle for the Committee, in
that the Committee asked for guidance to be developed on certain issues in order
that companies should know what was expected of them when complying with the
Code of Best Practice. Understandably, when issues have been looked at they have
become broader than the original recommendation in the Report. The question
arises as to what extent it might be possible to split guidance being prepared into
that part which relates to the specific issues raised by the Committee, and the wider
issues arising. This corresponds to the suggestion made by Nigel Macdonald in his
letter of 24 November circulated to Committee members, that the guidance should
be confined to a statement of basic principles.



9. The second point of principle concerned the nature of the Committee's
authority. Recommendations are being made to the Committee for endorsement
whereas the Chairman felt that this was not the Committee's job.

10. The Committee then discussed the merits of the lines taken by the APB and the
ICAEW Working Group on the going concern statement, and the expectations of an
informed reader of accounts. Martin Taylor pointed out that the potential costs to a
company should be taken into account, and the Chairman was concerned lest
companies should be given guidance which would be burdensome and difficult to
comply with. Mark Sheldon put forward the view that it was not up to the
Committee to made a decision between the two views. He was concerned to ensure
that the Committee's proposals remained practicable, otherwise its support would be
lessened. To date the Committee's approach, which had proved successful, had
been based on three tenets (a) it was practical, (b) it was a gradual process, and
(c) it carried support. This support could be lost if the Committee became too
ambitious. This view was supported by Mike Sandland.

11. The Chairman agreed that the Committee should not make a decision
between the two sets of proposed guidance, but he would get in touch with both Bill
Morrison at the APB and Sir Ron Dearing in an effort to get the two parties to resolve
the issue.

12. Hugh Collum reported that the 100 Group of Finance Directors had discussed
the "overload" question and had welcomed the revised guidance timetable.
However, concern remained amongst the Group on the proposed internal control
guidance. The Chairman referred to Nigel Macdonald's letter (see paragraph 8
above), and Hugh Collum agreed with the suggestion in it that the guidance should
be reduced in size and limited to the financial aspects of internal control. Mike
Sandland supported the Chairman's view that the Committee should promote the
concept of a set of key principles. The Chairman agreed to discuss this further with
Bill Morrison and to add that the Committee did not consider itself qualified to
authorise any guidance. He would also contact Clive Letchford at the ICAEW and
inform him of the action the Committee was taking, he would request that the ICAEW
did not publish its letter to the Chairman concerning the Going Concern guidance,
and reiterate that the Committee was not in the position of endorsing guidance.

Agenda Item 6 - Law Society Guidance

13. Jim Butler advised that there was shortly to be a meeting between the APB
and the Law Society to discuss the guidance on the Directors' Statement in the
Report and Accounts. The Committee agreed with Mark Sheldon's proposal that the
discussion should take place without comment from the Committee, who should only
take appropriate action should the two parties fail to reach agreement.



Agenda Item 7 - Any Other Business

14. The Chairman referred to the survey carried out by Coopers and Lybrand into
medium-sized firms' reaction to the Code, previously circulated to Committee
members. He considered that the points made were reasonable, and drew attention
to the section which addressed the position of major shareholders. There was some
discussion on the point made in the survey that some companies felt there was a
stigma attached to making a statement of non-compliance. Mark Sheldon
considered that it would be very undesirable if a situation arose where it was
acceptable for companies in the Top 200 to persistently make non-compliance
statements. The Chairman's view was that non-compliance would mainly centre on
the number of non-executive directors. Jonathan Charkham added that nothing had
occurred which made him think that the Committee was wrong in its decision to
include small companies in the need to make a compliance statement, even though it
may take them more time to comply fully. He added that the sampling carried out by
the ABI as part of its monitoring would show up any problems of non-compliance in
smaller companies in due course.

15. Mark Sheldon drew attention to developments on corporate governance in
Canada and the visit to the UK of the Chair of the Toronto Stock Exchange's
Committee on Corporate Governance. One concern in Canada was the apparent
large number of non-executives on boards and the question of their competence.

16. The draft APB Bulletin which contained advice on the drafting of the auditors'
review of the statement of compliance was briefly discussed. The Committee were
in agreement with Jim Butler's opinion that it was consistent with the Committee's
views.

Agenda Item 8

17. The next meeting of the Committee will be on Wednesday 23 February 1994
at the Bank of England, commencing at 4.15 pm.

Gina Cole
Secretary
14 December 1993
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9th December 1993

The Committee turned to the accountancy profession for guidance on a number of
issues, notably in respect of internal control and going concern. We are grateful for
the attention which the appropriate professional bodies have given to these two
matters. The discussion drafts on them which have recently been published do,
however, go wider than the points raised by the committee. It, therefore, seemed
timely to set down the relationship, as the committee sees it, between its own
recommendations and those of the bodies to which the committee has referred
matters which were outside its scope.

First, there is the question of the authority under which guidance is to be issued on
internal control and going concern. This has to be on the authority of the body which
prepares the guidance. The committee is not qualified to endorse accounting or
auditing proposals, nor to publish them. It will give all the help it can in their
preparation and will send in comments when asked to do so.

Second, it maybe helpful to define as precisely as possible the kind of guidance
which the committee is looking for from the accounting and auditing bodies. The
overall aim is to win acceptance by boards of the committee's recommendations.
This suggests that guidance could best be framed along the same lines as the
committee's Code of Best Practice. The characteristics of the Code are that:-

ltIs based on statements of principle.

It is brief - the Code is two pages backed by four pages of notes.

Its recommendations can be met by well-run companies without requiring
them to devote significant additional resources to compliance.

In addition, it would be helpful to the committee and to companies if the guidance
was limited to the particular issues over which advice had been sought by the
committee. One way of doing this would be to split, for example, the drafts on
internal control and going concern into two. the first document would consist of a

s .



very brief statement of principles directed solely to the issues on which the
Committee had sought guidance. There would then be a longer document covering
related matters, plus working examples and other material.

It is essential that the guidance on the implementation of the committee's
recommendations should be as straightforward, practical and as cost effective as
possible. Compliance with the Code depends largely on boards of directors
accepting that its proposals are sensible and can be implemented without
unnecessary administrative expense.

The Committee's authority derives from the bodies which set it up and the
perception by boards and their shareholders that its proposals strike a reasonable
balance between costs and benefits. If that balance was not being seen to be held
over anyone of the Committee's recommendations, the support of the corporate
sector for the rest of the Committee's recommendations could be at risk.

If it would help to discuss these points in more detail, Sir Ron Dearing and I would
be glad to meet you for that purpose.

I am sending copies of this letter to Michael Chamberlain (CCAB) Michael Lawrence
(100 Group of Finance Directors) and Allan Cook (ASS)

Adrian Cadbury
Chairman
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Implementing the Recommendations of the Cadbury Committee
in the West Midlands

This paper reports the results of a survey undertaken by Libre Marketing (Research Division)
on behalf of Price Waterhouse during October 1993. The findings reported are based upon
a survey sent to 127 public companies in the West Midlands region; replies were received from
30%. The sample included both fully quoted and USM companies.

The survey focused primarily on issues of Board and Committee Structure, Interim Reporting
and Rotation of Auditors.

BOARD STRUCTURE

Cadbury expressed concern over the potential risks from "a considerable concentration
of power" if the roles of Chairman and Chief Executive are combined. He also
recommended that Boards should have Non-Executives of "sufficient calibre and number"
(at least three) to carry weight in the Board decision making processes.

This survey finds that:

• Almost one-third (30%) of West Midlands pies have a combined Chairman and Chief
Executive at the head. However, this is down from the 40% level of a year ago. More
fully quoted companies have separated these roles than USM/junior market organisa-
tions.

• Half the Region's pies now have 3 or more Non-Executive Directors and in 15% of
companies they outnumber Executive Directors.

It was also recommended by Cadbury that Directors' service contracts should not
normally exceed three years.

I This survey finds that: .

I

I

87% of West Midlands' Directors have service contracts. Only 19% of companies have
granted service contracts which exceed 3 years.

There is also evidence to suggest that such contracts are rarely granted to Non-
Executives.

Service contracts would also appear to be less prevalent amongst smaller and USMI
junior market companies.



AUDIT AND REMUNERATION COMMITIEES

Cadbury recommended that "all Listed Companies should have a formally constituted
Audit Committee"

This survey finds that:

Over three-quarters (78%) of West Midlands pies have such an Audit Committee

Amongst fully quoted companies this figure rises to 84% but amongst USM/junior
market companies it is only 50%.

There has been much recent press commentary regarding remuneration levels and pay
awards granted to Company Directors, particularly those of more prominent companies.
Cadbury recommended that Boards should "appoint a Remuneration Committee consist-
ing wholly or mainly of Non-Executive Directors" and that "Executive Directors should play
no part in decisions on their own remuneration".

This survey finds that:

84% of West Midlands pies have a Remuneration Committee. This is well up on the 69%
in pre-Cadbury days.

Those 16% who have no Remuneration Committee, coming largely from amongst
USM/junior market companies, nearly all also lack an Audit Committee.

Remuneration Committees rarely have more than one Executive Director and are
always well outnumbered by Non-Executives.

II
II INTERIM REPORTING

I
i

Cadbury suggested that the "guiding principle" of financial reporting should be "openness
and fairness". The Committee recommended that balance sheet information should be
included in Interim Reports and that consideration should be given to cash flow
statements. Cadbury also suggested that statements should be reviewed and discussed
with the auditors.

This survey finds that:

Only half of companies include a balance sheet and less than 15% a cash flow
statement. Fully quoted pies are more likely to include these statements in their Interim
Reports.

Just under half (47%) are reviewed by the auditors; again more frequently so amongst
fully quoted pies.



AUDIT ROTATION

Although Cadbury made no specific recommendation regarding Audit Rotation; it is an
issue for the accountancy profession.

i This survey finds that:

. West Midlands pies reject formal/statutory Audit Rotation by a majority of five to one.

CONCLUSIONS

Overall, it is clear that West Midlands business has taken Cadbury on board.

Whilst a clear majority of companies have separated the role of Chairman and Chief Executive
there is a substantial minority of companies where the roles are combined. This may just be
a matter of timing but it possibly also reflects a strong minority view that the roles do not have
to be separated. Half of the companies still need to recruit more Non-Executive Directors to
comply with Cadbury.

The existence of Audit and Remuneration Committees is no surprise and their compositions
appear, for the most part, fairly healthy. In the wake of Cadbury and press comment there
seems to have been a significant increase in these Committees.

It is disappointing to see relatively few plcs publishing more comprehensive Interim Reports;
if cash really is King, shareholders will surely wish to see a balance sheet and a cash flow
statement more frequently.

Finally, it is also no surprise to see business voting against Audit Rotation. The audit
relationship is built on stability and trust; frequent rotation would enhance the prospects for
fraud, not curtail it.

The statements made in this report are intended to faithfully reflect the findings of the survey.
No responsibility for error or misinterpretation is accepted by Libre Marketing or Price
Waterhouse.
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COMMITTEE ON THE FINANCIAL ASPECTS
OF CORPORATE GOVERNANCE

Extension of the Report's recommendations to large private companies

Article by Jonathan Charkham which first appeared in the August edition of
"Governance" magazine.

"The Cadbury Committee was concerned mainly with quoted companies - quite
properly so since the Stock Exchange was one of its sponsors and so much of the
UK's business is conducted by them (a much higher proportion than in Germany and
Japan). The Report (para 3.1) did however state "We would encourage as many
other companies as possible to aim at meeting its (the code's) requirements". There
are indeed some important issues to be considered about the governance of
unquoted companies.

Although such companies are technically private property, they have public effects
both in prosperity and failure. The nature of the market system is to accept the risk
of failure as part of the price of progress: growth may often reduce that risk but it
always increases its consequences. The closure of the corner shop can marginally
inconvenience its neighbours; the bankruptcy of a major employer can devastate a
town.

Any business may fail. But the bigger a business becomes the greater the
obligation of the directors to all who depend upon it, employees, customers,
suppliers and neighbours, as well as shareholders, not to fail needlessly. The larger
it grows the more is staked on the competence of its directors and the greater the
need for a governance system which helps it maintain its standards. We can
express this in terms of accountability by saying that the bigger a business gets the
greater the accountability of management should be: the degree of accountability
should not just depend upon whether a company is quoted or not, but also on its
size and its consequent potential effect upon society.

At the present time UK does not accept this proposition. True, there are obligations
on directors of quoted companies which do not extend to private companies, but no
company need have more than two directors (Companies Act 1985, Table A, Sec.
64), nor a board. The law only recognises one class of director. The Cadbury
Committee (1993) inter alia requires all quoted companies to have some directors to
have no executive duties and indeed to be independent and it proposes that it is
they who should constitute audit and remuneration committees. It further requires
that boards that meet regularly and have certain decisions reserved to them. But
the Cadbury Committee's remit does not extend to unquoted companies whatever
their size.



The Germans have long taken a different view. An unquoted company (GMBH)
must nevertheless have a supervisory board with employees constituting a third of
it. The purpose of such arrangements is not just to give the workforce its say, but to
ensure a proper process. This cannot in itself ensure success, but its benefits
should not be overlooked. It means regular (though not necessarily frequent) board
meetings and having to prepare proper proposals. It means more light in dark
corners. It creates, however imperfectly, a system of accountability.

If we accept the idea in principle that the process of governance should reflect in
some way the increases capacity of a company to inflict damage through
inefficiency or avoidable demise, the instrument in the UK model which needs
adapting is our unitary board. The UK tradition would seem to rule out a two tier
system; and there is little current support for employee representation.

The logical approach would therefore be to extend the Cadbury Code to big
companies - say those with more than 500 employees in the group. This would
mean their having non-executive directors and audit committees. It would also
oblige them to have meaningful reports and accounts in which among other things
the background of the non-executive directors would be described, and their role in
the company's governance.

As the power of appointment of directors would still rest with the shareholders,
whose representatives would in many cases dominate the board, the whole exercise
might appear to be pointless. Stooges, it is argued, would be chosen, to be used at
random and dismissed at will. But it is not as simple as that. The background of the
directors would be stated and could be ascertained by anyone interested in the
company. Their dismissal or resignation could become matters of public interest.
Perhaps their independence could be buttressed by securing them against
capricious dismissal, which might require a super majority of say 75% of the shares.
[A fortiori there is a case for such a requirement for quoted companies to cover
cases a' la Maxwell where there is a majority shareholder (or shareholding group)
on the board.] Such a system would be far from perfect but it would be better than
what we have now. It would moreover strengthen private company boards in a more
constructive way by bringing on to them outsiders who, if sensibly chosen, could
supplement existing skills.

I do not contend that there is a case for extending the Cadbury Code to small
private companies, even though they too would often find non-executive directors
useful. Small businesses are typically rich in some skills and poor in others;
suitable NEDs can often provide the necessary balance or make sure it is obtained.
They are an inexpensive way of getting not just advice from people committed to the
company and it is commitment that lies at the very heart of the private company. But
commitment and motivation, though necessary, are not sufficient. Motivation without
competence is probably even less productive than competence without motivation.

The modest proposals in this article address the issue of continuing competence in
significant companies. We all know that in the short term it is possible to get away
with any kind of governance system. If we want sustained progress a good
governance system will help achieve it, though nothing ensures success for ever."
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COMMITTEE ON THE FINANCIAL ASPECTS
OF CORPORATE GOVERNANCE

Progress Report from the Monitoring Sub-Committee

Background

1. The Monitoring Sub-Committee, under the Chairmanship of Professor Andrew
Likierman, has met four times during the year. It has established, in conjunction
with the Association of British Insurers, a system for monitoring compliance
statements made by listed companies; it is liaising with the ICAEW Research Board
on research projects into corporate governance funded by the ICAEW, and
discusses possible future areas for research.

ABI Monitoring

2. John Weld, the researcher appointed by the ABI to carry out the monitoring
research, addressed the Monitoring Sub-Committee at its meeting on 17 November.
He advised that only a handful of annual reports with year ends after 30 June 1993
had been received. Of these, he had followed up a few minor points with the
company secretaries concerned on the phone and had generally received a very
positive response.

3. He was most disturbed by the fact that none of the reports received had
published the report by the auditors on the compliance statement. Furthermore, he
had heard through an unofficial channel that the APB was about to publish a Bulletin
to the profession in which three options were suggested as courses of action:-

(a) for the auditors to report separately (as had been envisaged in the
Committee's Report);

(b) for the auditors to comment in the report only on some aspects;

(b) to rely solely on the Directors' Report.

[4. After the meeting, the Secretary contacted the APB and was advised that a
Bulletin had been drafted and was almost ready for issue. It was awaiting one or two
amendments before final approval by the Board. It was agreed that a copy would be
sent to the Committee as soon as possible, as the Secretary stressed that the
Committee would like the opportunity to discuss it at its meeting on 24 November,
and comment on it if necessary. She was assured that it would not be published
prior to the Committee's meeting, but the APB were reluctant to agree to the
possibility of the Committee making any changes to what at that stage would be an
agreed final draft. ]



5. The Committee has now contributed £15,000 towards the cost of the ASI
researcher for the year September 1993 - August 1994. It has been made clear that
funding beyond that point will be dependent on the Committee receiving continued
sponsorship.

ICAEW Research

6. The ICAEW Research Soard Corporate Governance Research Group met on
29 September to consider outline proposals for research into corporate governance
issues, in response to an invitation issued by the Research Group. Nine projects
were accepted, and the researchers were invited to submit detailed proposals for
consideration by the Committee on 14 December. The projects fell into the
following five broad categories:

1. Modus operandi of the board 1 project

2. Non-executive directors 2 projects

3. Role of institutional shareholders 2 projects

4. Remuneration packages and
issues in executive pay 2 projects

5. Other 2 projects.

The Secretary to the Corporate Governance Research Group has indicated that she
has made a bid for funds for further research projects in 1994.

Other Areas for Research

7. The Sub-Committee are keeping under review any areas worthy of further
investigation, especially with regard to any trends which may emerge from the ASI
monitoring exercise in due course.

Gina Cole
18 November 1993
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Timetable for "Going Concern" and other guidance

Going concern

1. The draft guidance for directors on going concern was issued in May, and it
was intended that the final guidance should be put before the Committee at its
meeting on 24 November. However, it transpired at a meeting of the APB on 16
November, that there was a difference of opinion between the working group
preparing the guidance for directors and the APB working group preparing guidance
for auditors on the length of time into the future which the "going concern" statement
should cover.

2. It appears that the ICAEW working group is standing by its draft and has no
intention to alter it at the present time, but that the APB intend to invite further
comment by issuing a re-exposure draft. Both working parties have advised the
Secretary that they intend to write to Sir Adrian Cadbury to update him on the
position. I will circulate copies of these letters if they are received prior to the
meeting.

"Overload" meeting

3. Attached are copies of the minutes of the "overload" meeting on 14
September. After this meeting, an agreed press statement was released, which set
out the future timetable for the issuing of guidance, and copies were circulated to
Committee members.

4. You may wish to discuss the implications for the Committee of the matters
discussed at the 14 September and decide whether there are any issues which the
Committee should suggest for the overload group's next meeting, which is scheduled
for 13 December.

Gina Cole
18 November 1993
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FINANCIAL REPORTING AND CORPORATE GOVERNANCE 'OVERLOAD'

Note of a Meeting held on 14 September 1993 at the offices of the
Financial Reporting Council, 100 Gray's Inn Road, London we1

PRESENT:

Sir Ron Dearing
Michael Chamberlain
Allan Cook
Henry Gold
Michael Lawrence
Bill Morrison
David Tweedie

Chairman
CCAB Chairman
Technical Director, Accounting Standards Board
Technical Director, ICAEW
Chairman, the Hundred Group of Finance Directors
Chairman, Auditing Practices Board
Chairman, Accounting Standards Board

IN ATIENDANCE:

Robert Coker Assistant Secretary, FRC/ ASB

1 The Chairman said that this meeting was taking place following the
agreement at the first meeting on 30 June 1993 that a further meeting should be held
to review the 'overload' question. The Press had become aware of the meeting, and
it would therefore be necessary to issue a statement to release to the Press after the
meeting; this should be in the context of work arising from the Cadbury
Committee's Report, the matter of particular press comment.

2 Mr Lawrence said that his position remained as he had stated at the CBI
Conference. There was concern about the amount of material being issued and the
priority was to co-ordinate this and to be able to sell it to companies. TheCadbury
Committee recommendations were only part of the published requirements; there
was also APB and ASB material, some of which was purely standard setting and
some concerned 'With other topics such as interim reporting. He had called a special
meeting of Hundred Group members for 11 October 1993, and already some 90
members had indicated they would be attending. This meeting would allow the
Hundred Group Executive to obtain a full appreciation of members' views.

3 The Chairman said that there were a number of different elements affecting
the 'overload' question. These were the timing of the initial documents asking for
comments, the period provided for consultation, the publication dates of the final
documents, and the time allowed until the text needed to be implemented, He
thought that the problems could be eased by working on these variables and, for
example, correlating the exposure periods of papers, such as those on internal
control, being issued by more than one body. Publication of the Working Group's
internal control paper had been postponed following the last meeting and there was
now a strong desire, three months later, to issue it.

-1 -
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4 Mr Lawrence said that the three post-Cadbury issues raised different
questions. If the Working Group wished to expose its paper on internal control then
it must do so. However, his concern was that, while a good paper, it went beyond
Cadbury and the financial aspects of Corporate Governance and dealt with internal
control as a broad issue affecting the Boardroom as a whole. It was therefore
misleading to regard the paper as a response to Cadbury recommendations. A body
consisting solely of accountants had broadened the debate, without any authority to
do so, and he thought that to publish the paper as it now stood would be a brave
step.

5 Mr Chamberlain said that while some people did not wish to see the scope·
widened, there were others who were asking to see the paper in order to obtain
guidance SO that they could get on with implementing the Cadbury Committee
recommendations, and it would be a dis-service not to respond to this demand. His
second point was that, as regards the final content of the document, the comments
which would be received during the consultation period would be relevant to this.
Mr Lawrence accepted that there was a demand for a document of the kind
envisaged by the Cadbury Committee. The Hundred Croup supported Cadbury,
and its concern was that this document would be seen as provocative since it would
range over issues which were not purely financial, though prepared by accountants.
Its timetable had not been the subject of consultation with the Hundred Group,
whose view was that it would be best to remove all non-financial aspects of the
paper or delay it. Mr Gold pointed out that the internal control paper represented
some sort of compromise/since some bodies such as the Institute of Internal
Auditors had argued that it should be broader still. The Cadbury Committee in its
draft report had indeed talked of internal financial control, but in response to
representations from bodies such as the Institute of Internal Auditors it had dropped
the word 'financial' in the final report. The Working Group's paper had therefore
had to include discussion of the scope of the directors' report on internal control.
The Working Group had concluded that it was sufficient for the directors to report.
on internal financial controls. Mr Gold indicated the Working Group's willingness
to be flexible over the length of the consultation period and to co-ordinate this with
the APB. Mr Lawrence reiterated his view that the correct response to the Cadbury
Committee's recommendation on this issue would be a paper dealing only with the
financial aspects of internal control. Mr Chamberlain said that the Institute's view
was that issue of the paper could not be delayed beyond end September. Mr
Lawrence said he would have to reserve the Hundred Group's position on whether
it could support this document pending the 11October meeting.

6 The Chairman said that the Working Group's offer to relax the length of the
exposure period was helpful, as would be an early indication of how far ahead final
implementation was likely to be. Mr Morrison said that after the Working Group's
document was issued (scheduled for end September 1993),the APBwould follow
with its paper around the end of November. If the Working Group extended its
consultation period to the end of February or March, this could also be the dosing
date for comments on the APB paper, which of necessity would need to be issued
after the Working Group's. The two bodies could then correlate their work on this
issue, with the final guidance documents from each being issued at the same time
and coming into force on the same date. He also thought it would be sensible to
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• allow a sufficiently long period before the implementation date. The Chairman
suggested that final implementation was unlikely before some time in 1995.

,

7 On the second Cadbury issue, going concern, the Chairman said that the
Working Group and APB still had to arrive at an agreed approach to put before the
Cadbury Committee on 24 November. Mr Gold confirmed that this would be done
during October and the first half of November. The Chairman referred to the
difficulty of extending the period for the small/medium sized companies operating
in uncertain trading conditions, or of easing that problem by having different
definitions of going concern according to the size of a company. There was also the
question of the authority of the statement to be issued. Mr Lawrence said that he
was not au fait with the responses received to date on this issue, but understood that
some concern had been expressed and that there was a problem with the banks. On
the question of authority, he suggested that further consultation might be necessary
if the consultation to date had not wholeheartedly endorsed the proposals. Mr Gold
stated that a relatively small number of comments had been received, but it was
difficult to draw the conclusion that there was any great opposition to the proposals.
The bankers' point was important, since the BBAwas refusing to issue guidance to
its members on how they should respond to auditors' questions about the renewal of
facilities. He doubted whether such guidance would be issued until the time came
when auditors started applying to individual banks asking these questions. Mr
Cook made the point that it was companies, not the banks, who would be first in the
firing line, and it would be difficult for them to make any statement if the banks did
not respond. Mr Lawrence asked whether, if the documents from the two bodies
went before Cadbury in November and were accepted by the Committee, they
would become operative for the 1993reporting year. Mr Morrison said that the APB
was arranging to have discussions with the Working Group on certain points, after
which the two bodies could move forward in tandem. The Cadbury Committee
could either urge re-exposure or agree to the proposals put to it. The Chairman said
he thought it would be reasonable for this issue to be put to the Cadbury Committee
on 24 November, provided the Working Group and APB agreed. a joint line in time
for this, but believed that a sufficient period should always be allowed before
implementation, which should not apply to 1993Accounts.

8 On the third issue arising from the Cadbury Committee recommendations,
namely interim financial reporting, Mr Chamberlain said that the Institute was
carrying out this work for the ASBand was proposing only a limited pre-exposure
to a relatively small number of consultees. He believed that guidance on this
question was long overdue, and there was a demand for iti he would therefore wish
to adhere to the current timetable and submit revised proposals to the ASBin
February 1994. Mr Tweedie confirmed that the issue would be re-exposed by the
ASS in due course. This was an issue which arose from the Cadbury Committee
recommendations and, since the ASBdid not currently have the time and resources
to deal with it, it had asked the Institute to assist.

9 With regard to the ASBoutput, the Chairman asked if one of the two
accounting standards scheduled for publication in December 1993could slip into
next year. Mr Cook agreed that this could be done. He pointed out that the ASB
had been criticised not so long ago for its lack of output, and there was a general

,.,
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expectation that it would issue two accounting standards each year. If one of the
1993 standards slipped to early 1994 this should not affect the original two FRSs
scheduled for next year.

10 Summarising the situation on outstanding Cadbury Committee issues, the
Chairman said that only one large document was due to be issued in the near future,
that by the Working Group on internal control reporting. The paper on interim
financial reporting would have only a limited exposure, while the Cadbury
Committee would consider the going concern issue at its November meeting if the
Working Group and APB reached a common position by then. He would report to
Sir Adrian Cadbury, who had been unable to attend the meeting, and also seek his
agreement to a short press release being issued. It was agreed that this press notice
should summarise the present position on the outstanding issues arising from the
Cadbury Committee report, make it cleat that none of these issues would affect
financial reporting for the current year, and indicate that meetings would continue
from time to time to correlate the work arising from the Cadbury Committee's
recommendations.

11 Those present agreed it would be useful to meet again in about two months'
time.

-4-
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COMMITTEE ON THE FINANCIAL ASPECTS
OF CORPORATE GOVERNANCE

Law Society Guidance

1. This serves as a brief covering note for the attached papers concerning the
Law Society guidance on directors statements, which were faxed to the Secretary by
Nigel Macdonald this morning. (Apologies for the quality of the copies.)

2. As he is unable to attend the meeting in person on 24 November, the
Chairman will be introducing this matter on his behalf.

Gina Cole
19 November 1993



=-"';cJf'l~EID:5'TI"JES5'"1~~~HnGif';R1ijoiDuPP-~TnO------~9:4~112l~6~8~2~2~~P~.~1~4----'

,....•

; SI) ~d0"r':s.y·r'·;)1r\~'.!l'i.I.llll,)'.l:1 ,.:!. 'J.\ It:::j

~(7f~p!1".)ne·i) 7: -6:1{~~:~:l~\.·.

1st Novemb~r 1993
~ohcrt C~ofleeWorth, E5Q.,
sec.lJt,;1ry,
AU~itin~ Practices 30ard,
PO BOX 4:'13,
Moorgate Place.
London 5:C2P~a,,'r.

~~~rl committee Code o~ Best pract~~!
~Cln~t1!':5 oirectorel ~espon8ib111.a

The Law Society'S Company Law Committee ~as been eonsidering :tttewording
which sene companies hav@ already includeo Ln their reports and aCCQunts
regarding Di~ectors' responsibilities, in response to the requirement in
the Cadbury Committee1s Code of Best Practice. The C6mmittee is
Concerned at th.e wiQ$ scope of sene Of. the st.ater:rents which have been
pUblished and the fact t.hat, ~y doing 50, cOlllpan1es run the risk of
extending the legal liability of directors unnecessarily and beyond what
appears to pe contemplated by the Code Of; Best Practice. l'

An arti.cle 1s to be published shortly in The Law Society' a Gazette,
sH!!tt1ng out suqgested wo:-dinq and commenting upon it.. I atta(:h ana~vanc$ copy tor yo~~ informat1on.

As lOU will see, the conun1ttee aoes not suggest there is a single
formulation which is appropriate 1n all ci.rcumstanoes.

MARTIN G. CHEST.E~
Chair-:1l8h

The Law Society company ~aw Committee

rR€~; i:::;;n~;n
, I ",FeD i I'A:>.lr;,A

I }tj~o.~~~~~~IO'~}Q1
~"" .-~. f' t't:O e:,\ 1~i;fY---:-.~" ,J

... - - ..._.~.' .~LI ~~~)/~

j- -,----~------....._~~:~.".., :',._.-1
~~''-:-~

'n'.'''k",·(;'.,P'",,·, LU!I</.IO:" • J:\ltl;t!$~l.ii • Jtl(:,f;\ !~,"(;.m,i'lJ PhlUS
""~""~.,~""I,;,.:.".-.,.....•;,,~.,,.,,.~,,,.: \\011/1:.1,\\\ • I'~'.\\;I.~, • BLO~I'f::ir .• ~',"";."!.''';,,. r. \EW ~'ORK • 1l'.\\llll\'WHl" • I,OS A.~(:hl.r:N

" 1101'Ii 'J•• i."" ....." .'.'~I>rr·. ", "I~'" •••""""'1' '" .•1 II,,· ':'",' ,,,!.!.,~,,:",..< ",,," I,:"~,,,;.", ~'..'"'' /', ;'. ,...•~•.•'i~," :1.,.".,'L:'~,.,,,,,"\,,,,,,.\,.~"':"".



IU 34106822 P.1S

REVISED DRAfT STATEMENT

Statement of Directors' responsibilit!es in relation to Financial Statements

The following statement, which should be read in conjunction with the Report of the Auditors

set out below, is made with a view to distinguishing for shareholders the respective

responsibilities of the Directors and of the Auditors in relation to the financial statements.

The Directors are required by the Companies Act 1985 to prepare financial statements for
each financial year which give a true and fair view of the state of affairs of the Company and

the Group as at the end of the financial year and of the profit or loss for the financial year.

The Directors consider that in preparing the financial statements [on pages - to • ]. the

Company has used appropriate accounting policies, consistently applied and supported by

reasonable and prudent judgernenu and estimates. and that all accounting standards which they

consider to be applicable have been followed [, subject to any explanations and any material
departures disclosed in the notes to the financial statements].

The Directors have responsibility for ensuring that the Company keeps accounting records

which disclose with reasonable accuracy the financial position of the Company and which enable

them to ensure that the fmancial statements comply with the Companies Act 1985.

The Directors have general responsibility for taking such steps as are reasonably open to them

to safeguard the assets of the Group and to prevent and detect fraud and other irregularities.

The Directors have co-operated fully with the Auditors in order to enable them to give their
opinion set out below.

TOTAL P.1S
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[Arti~le for inclusion in The Law Society's Gazettej

Directors' responsibilities
in relation to Financial Statemen~s

The Law Society's Committee on Company Law has had its attention
drawn to the way in which a number of compani~$ have r~sponded to the
requirement in the Cadbu~y Report that a statement should appear in
Accounts explaining the Directors' responsibilities in relation to the
preparation of the Accounts. Paragraph 2 of Appendix 3 to the Cadbury
Report sets out fou~ points which should be covered~

Although paragraph 2 of Appendix 3 to the Cadbury Report does not
seek to prescribe the text of the explanation but simply to identify
the points to be covered. it would seem that some companies have
followed the wording in paragraph ·2 literally. Other companies have

'·closely followed example wording put forward in May 1992 by the
AudiLing Practices Board as an Exposu~e Draft and u?dated in Hay 1993
(SAS 600).

The Committee is concerned that it appears that responsibility
statements are b~ing published without legal advice being taken on the
implications of so doing or upon the accuracy of the legal statements
which appear in them. Companies which do so run the risk of extending
the legal liability of directors unnecessarily.

A Working Party of the Committee (including leading counsel) has
produced a draft fo~ of responsibili~y statement. together with
explanatory notes. the text of which is set out below.

!n embarking on this exe~cise and in publishing the draft
sta~ement and notes the Committee does nOL seek to suggesL that there
is a single formulation for such statements which is appropriate in

P.07
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all circums~ances for all companies wishing to comply with the Cadbury
Report. wbilst the draft statement addresses certain issues which are
commented upon in the notes. the statem~nt does no~ purport to provide
an exhaustive explanation of the responsibilities of directors in
relation to both group ~ccountS and separate company accounts.

The Committee therefore considers that companies issuing
responsibility statements. including those based on the draft set out
below. should take legal advice on them.

Statament of Directors' responsibilities
in relation to financial Statements

The following statement. which should be read in conjunction with
the Auditors' Statemen~ of Auditors' Responsibilities set out belOW •

.~s made with a view to distinguishing for shareholde~s the respective
responsibilities of the Directors and of the Auditors in relation to
the financial statements.

The Directors are required by the Companies Act 1985 to prepare
financial statements for each financial year which give a true and
fair view of the state of affairs of the company and the Group as at
the end of the financial year and of the profit or loss for the
financial year.

following discussions with the Auditors. the Direc~ors consider
that in preparing the financial statements [on pages - to -]. the
Company has used appropriate accounting policies. consistently applied
and SUPPQ~ted by reasonable and prudent judgements and estimates. and
that all accounting standards which they consider to be applicable
have been followed (.suhject to any explanations and any material
depa.tu.es disclosed in the notes to the financial statements].

P.08
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The Direc~ors have .esponsibility tor ensuring tha~ the Company
keeps accounting records which disclose with ~easonablQ accuracy the
financial position of the Company and which enable them to ensure that
the financial statements comply ~ith the Companies Act 1985.

The Directors have general responsibility for taking such steps
as are reasonably open to tham' to safeguard the assets of the Group
and to prevent and detect fraud and other irregularities.

The Di~~ctors, having prepared the financial statements, have
requested the Auditors to take whatever steps and undertake whatever
inspections they consider to be appropriate for the purpose of

enabling them to give their audit report.

Notes

1. The first paragraph of the above draft has been included to state.• the purpose of the Responsibility Statement and for whose benefit
it is made. It may also limi~ thQ use to which tne Statement. can
be put. It also -includes a reference to the Auditors 4 Report.
which addresses the same points from the Auditors' point of view,
and sets the context in which it is to be read.

2. The second paragraph reflects 5.226 and 5.227 CA 1985 (but there
is a reference to financial statements rather than balance sheets
and. pt"ofit and loss account.s. Ot" individual accounts or group
accounts: also 5.227(3) refers to group accounts, insofar as they
concern the members of the Company).

3. The third paragraph follows Cadbury rather than 5AS 600 but
descr:ibes the accounting policies as "approp r-i ate" razhe.r t.han

'·suitable". However , the confirmation required is expressed as

4n ooinion. The opinion as to accounting policies reflects SSAP2
and also Schedule 4 CA lQS5; and as to accounting standards
S~hedule 4 CA 1985.

P.09
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c . The fourth paragraph reflects Sect.ion 221 CA 1965. There is

the~efore no reference to adequa~e accounting records. nor to the
SAS 600 ~eference to proper ones.

S. The fifth paragraph includes a reference to the general
~esponsibility of Directors for safeguarding assets and to
p~event.ion and detection of fraud or other irregularities. SAS
600 includes a reference to reasonable steps but only in relation
to fraud'and other ir:r-egularities: this concept has been exte.nded
to the safaguarding of assets limb of this statement.

6. The sixth paragraph has been added to compleme.nt the statements
relating to the Auditors' re.sponsibilities which will. if example
3 of the APB's May 1992 exposure draft is follo~ed. appear in the
Auditors' Statement of Auditors' responsibilities •

..

MR0092.93T



IU 94106822 P.ll

STATEMENT OF DIRECTORS' RESPONSIBILITIES

IN RELATION TO FINANCIAL STATEMENTS

(1) Comparison of SAS 600 and Law Society suggested wordings

Changes to the example in Append~x 3 oj SAS 600 shown in redline and strike Gut
'A't':~~;~W"",:,:;,:·, ··•• "'.:l .."""'\~'t.~W·1t~;t'l%t<·'«.,..>,·>'.,~1!l.~mW1il%~..,."..w, ....,.~:'~'I:"''''''_,':" ,::Ji1.L« :··;;:~:;~~~~~~Ii.[;E,m~~~~~~i_~~J.~lq~

diIectOIS to prepare financial statements for each financial year which give a true and

fair view of the state of affairs of the company j ' ~~.....,

and of the profit or loss r"'='"
pedod. In preparing those fn:t:a:n:dai statements. the dileeto1:Sate zequircd to

• sdeet suitable

."'I~~~_i:',i~~~ij~§~~~I:_::::~t!·~~r'«~::;)!III_iR~;ii
~1f:.1~;__ag~~jIWi~~~Ji~i)~9~P.'~:',':.@.,«<<<.>;~.~.··········:'~~~~~~I~jaccounting

policies Iliijmi?~If~~~~fidthen a-ppl) them eonsi:stet!ttt:

that are rc~on:lble=a1td prudent,

• state ••hethel ",pplicable='1:!~~:;r~.~~f~i1j:accountingstandards :~iii~lj}~a¢.~;~W~~~~~
{~~§<#.:!i~pj~~~~i~·f.havebeen followed, subject to any material departures

disclosed 8nd t::xplail~cd-inthe ri:Si6's:;t~Ut~g:ifinancia1statements:~
, .~'.'.'.',... ,,',' ',""., ", ' . .:....:..;""'''''. ,.

• pr,_pzuc the fitt4111ci.,l state1liCltCs on the going concern basi.s mdes;,; it b
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inappl"Ol'liate-to ptc.mme that the company wi:Hcontinue in business::..

The directors lif~!o/~iIP;:·:.rij:~:)~2ale--=s'e:Son~le for kee itt rd:fff~ijii&:~~;rtRI!7~:i:E
......:.=) ...,.y.,~., -r-rz ".,., ••..•iI. l' F g ""'~."'-""<"'>""""'~"":"""""~w

':~ ••• .-'Y. .~.~ ••••••••• f.·.•••.'1••*....~
;';::R:';"f '::~proper accounting records which disclose with reasonable accuracy <tt

any time the financial position of the company and ~m~~~nable them to ensure

that the financial statements comply with the Companies Act 1985.

_ . m;::l!i ~:~•
•... , ,~.UThcj' axe ~'So re'Spott'Slblc for !gjsafeguard~ the assets of the company and

he:aee for takmg rea::sonable steps for the FJ1uefi:tioa Md cletecti6n of ~_
C ;,mud and other irregularities.

If no scparllle lit3temcnt on going concern ill made hy the directors,

2
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e
(2) Wording in Appendix .'3to SAS 600

,
Company law requires the directors to prepare financial statements for each financial

year which give a true and fair view of the state of affairs of the company and of the

profit or loss of the company for that period. In preparing those financial statements,

the directors are required to

• select suitable accounting policies and then apply them consistently;

• make judgments and estimates that are reasonable and prudent;

• state whether applicable accounting standards have been followed, subject to

any material departures disclosed and explained in the financial statements";

• prepare the financial statements on the going concern basis unless it is

inappropriate to presume that the company will continue in business?

The directors are responsible for keeping proper accounting records which disclose

with reasonable accuracy at any time the financial position of the company and to

enable them to ensure that the financial statements comply with the Companies Act

1985. They are also responsible for safeguarding the assets of the company and hence

for taking reasonable steps for the prevention and detection of fraud and other

irregularities.

Large companies only.

If no separate siateruent 011 going concern is made by [he: directors,

3
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Memorandum by The Law Society's Standing Committee
on Company law

AUditing Practices Board· Exposure Drafts on.-

(1) The scope and authority of APS pronovncement~
(2) Auditors' reports on financial statements
(3) Going concern

The Committee welcomes the opportunity of commenting on the Exposure Drafts issued by the
Auditing Practices Board on the subjects set out above.

1. THE SCOPE AND AUTHORITY OF APB PRONOUNCEMENTS

We have the foltOwing comments on paragraphs 6 and 8 of, and note 1 to, the proposed
statement:-

(1) We think it would be helpful if the language used in paragraphs 6 and 8 followed more
closely the language employed in Section 25 (and, where relevant Section 30) of the
Companies Act 1989. In particular, we are not clear whether the reference to
"withdrawal of registration" in the first sentence of paragraph 8 is intended to refer to
the 10$$ of (actual Or deemed) membership of an RS8 (Section 25(1 )(a» or ceasing to be
eligible for appointment 3S a company auditor under the rules of an RSB (Section
2S( 1)(b)) or both.

(2) The definition of an audit set out in Note 1 does not conform with that employed in the
existing APe Explanatory Foreword, which refers to "the independent examination of,
and expression of an opinion on, the financial statements of an enterprise". In
particular, we think that the reference to an independent examination and opinion may
be more appropriate than reference to an examination by, and opinion of, an external
auditor.

2. AUDITORS' REPORTSON FINANCIAL STATEMENTS

THE PREFACE

(1) Increasing the value of avditors' reports

The Committee generally welcomes the revised forms of expanded opinion, which, in
dealing with the descriptions of the responSibiiities of directors and auditors and the
basis of the opinion, meet many, if not all. of the concerns expressed by the Committee
in its memorandum of November 1991 on the APS's earlier proposals tor an expanded
auditors' report. The Committee does not propose to repeat in this memorandum the
comments made in its memorandum of November 1991 save that, insofar as the new
forms of opinion are designed to assist in closing the "expectation gap" we continue to
think that it is important to convey that the words "a true and fair view" can only be
fully understood against the general background of accounting principles, practices and
conventions (3$ they evolve}.

AMK-310:92 . 1 -
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The Committee also generally welcomes the proposals which result in the removal from
the auditors' report of a qualification in the case of uncertainties which are appropriately
disclosed in the accounts.

(2) Leaal and re~ulatory Consequences of the proposed £hanges

The Committee agrees with what is said in relation to company law and other legislation
in this section of the preface,

(3) Cash flow statements

The Committee generally agrees with what is said in this section of the preface. The
second sentence of the third paragraph of the section alludes to the possibility of an
audit report which is qualified in respect to a non-compliance with FRSI where no cash
flow statement in accordance with FRSl is lncluded in the financial statements. but in
which there is no Qualification of the opinion regarding the state of affilirs and profit or
loss. It may be considered appropriate to refer to this possibility in the notes to the
proposed SAS and/or the Examples.

(4) Other opinions required by company legislation

The Committee believes that it is sufficient to include reference to these matters (e.g.
those referred to in Section 237(1) of the 1985 Act) in that part of the auditors' report
which describes the auditors' responsibilities, as set out in the Examples, rather than in
that part: which expresses the opinion.

(5) Summary financial statements

The Committee agrees with what is proposed in this section of the preface.

(6J General

It is not clear which sections of the preface are intended to be retained by way of
introductory guidance when the proposed SAS is issued; the Committee believes that it
would be helpful to retain, for example, the comments on cash flow statements.

THE PROPOSED SAS

Definitions

(a) -Material" - The definition states that a matter is to be regarded as material jf its
omission or misstatement would be likely to influence the decisions of a user of the
financial statements. It is not clear whether the reference to "a user" of the financial
statements is intended to embrace only those persons to whom the auditor is formally
reporting, i.e. in the case of a Company the members. or whether it is intended to
embrace a wider class of users; and the proposed statement On the scope and authority
of APB pronouncements, which refers on occasion to "users", does not seem to offer
guidance on this point. If a class of users wider than the members is intended. then, in

.the absence of some further guidance as to which users should be taken into account.
the definition is likely to be give rise to uncertainty_ Moreover, the concept of
"influencing the deCisions· of a person is. in itself. imprecise; what kind of decisions are
intended to be referred to?

We are also concerned as to the intended meaning of the second sentence of the
definition. in that it provides that materiality !!!2.Y be considered in the context of Rthe
financial statements as a whole. the balance sheet. the profit and loss account ..• " Is it

AMK·31O:92 • 2 -
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intended that the word "rnav" implies "snootd. unless clearly inappropriate"? Is it also
intended that the references to the financial statements as a whole, the balance sheet
and .the profit and loss account should be references to whichever of these is in point?
We think the intended meanings should be clarified. Finally, should a reference to cash
flow statements be included?

(b) "Inherent uncertainty" - The word "inherent", used in this definition, is not explained,
and the reference in the definition of a fundamental uncertainty to an uncertainty arising
from inherent factors does not, it seems to us, add very much. We also question
whether uncertainty can be defined in terms of the impossibility of determining an
objective view as to the outcome of a situation. We suggest that it might be preferable
to approach the matter by referring initially to the existence I)f a substantial lack of
certainty as to the outcome of a situation or transaction which affects the entity
concerned as at the date the financial statements are approved and then referring to the
scale of the possible effects.

The status and intended implications of the second sentence of the definition are
unclear to us; are they intended to have some prescriptive force? If so, we believe that
the reference to ·working assumptions" may need further explanation.

(c) ••Fundamental uncertainty" - We do not find the relationship between the first sentence
and the second sentence of the definition very easy. We are also not sure that the
word "pervasive" assists an understanding of the intended meaning; particularly as it is
here combined With the word "material", whilst elsewhere (Note (d) to Standard 4) it is
used as an alternative to that word.

(d) General· The definitions of inherent uncertainty and fundamental uncertainty are not
used in Standard 6, but instead are repeated in full in that Standard and its notes, with
minor differences. We suggest that this should be rectified.

Standard 4

The effect of this Standard is that certain types of limitation will give rise to a partial disclaimer,
whereas others will give rise to a fun disclaimer. A disclaimer gives rise to a form of qualified
opinion. The notes to the Standard do not however make any reference to the important
material in relation to qualified opinions contained in the notes to Standard 5, in particular the
matters raised in Notes (c) and (dl to Standard 5.

Standard 5 Note (bl

We believe that this Note should state expressly that qualified opinions may also fall to be given
in the circumstances referred to in the last paragraph of Standard 6, namely where the
disclosures of fundamental uncertainties in the financial statements are inadequate.
Alternatively, that paragraph should be removed to Standard 7, with an appropriate cross
reference in Standard 6.

Standard 6

Note (al, in repeating the definition of inherent uncertainties, adds examples of matters upon
which directors may have formed working assumptions. These need to be reconciled with the
corresponding sentence in the definition.

In the last sentence of Note (d), the opening words could we think more usefullv read:· "When
an opinion is Qualified for some reason other than in respect of the disctosure or accounting
treatment of the relevant fundamental uncertamtv.".
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The last paragraph of Standard 6 requires a qualified opinion only where disclosures of
fundamental uncertainties are inadequate. We believe that it is intended that a Qualified opinion
should be given where the auditors disagree with the accounting treatment used in relation to
such uncertainties > see for example the situation dealt with in Example 8. This should. we
believe, be made clear.

3. GOING CONCERN

(1) Justification of ooing concern basis

The Committee welcomes and supports the view that it is an appropriate function of
auditors to take specific steps to satisfy tnemsetves that the going concern presumption
is justified. by comparison with the rather weak.er proposition contained in the
subsisting auditing guideline. It is true that paragraph 10 of Schedule 4 to the
Companies Act 1985 states that a company should be presumed to be carrying on
business as a going concern; but this could not excuse the directors from considering
whether the presumption is applicable in preparing the accounts in respect of any
financial year and paragraph 15 of the schedule provides that "if it appears to the
directors of a company that there are special reasons for depaning from {.-. the
presumption •.. J they may do so, but particulars of the departure, the reasons for it and
its effect shall be given in a note to the accounts".

(2) Proposed future period to be examined

The Committee generally supports the approach taken in Auditing Standards 1 to 4, but
with the qualification that we doubt whether the period of one year from the date of
approval of the financial statements is in all cases an appropriate period for the
purocses of Standards 1 and 3. Paragraph 11 of the preface makes clear that such a
period is longer than is currently required: nor in practice is such a period always
applied. Moreover, even if such a period became the norm, we think that that the APB
should consider whether the proposed period should be capable of variation according
to the variability of the praeticalrties of forecasting in different industries.

In relation to this issue a further relevant factor is clearly that raised in sub-paragraph (e)
on page 5 of the Exposure Draft. namely as to the availability in practice of
appropriately finn confirmations from banks and financial institutions as regards
continuity 01 finance facilities.

(3) Gging concern ~meaning of the concept

Paragraph 11 of the introduction contains a vitally important statement (albeit in a
negative form) of the meaning of the going concern concept (and should, we believe. be
embodied in the proposed SA$). The common feature of the first four factors is
essentially that they entail an intention or need on the part of the company not to meet
its commitments as they fall due. or to wind up on the ground of the form of insolvency
which arises where the value of the liabilities exceeds the value of the assets. We think
it would be more logical for paragraph 11 to be based on the insolvency tests (which
are in essence those set out in Section 123(1 )(e) and Section 12312} of the Insol vency
Act 1986, excluding the references to the court.l

We are hesitant as to the inclusion in the definition of the going concern concept of the
reference to •curtailing severely the scale of the company's operations". although we
appreciate that in this respect the proposed SAS does not diverge from the existing
auditing guideline or from SSAP2. Cessation of business in consequence of being
unable to pay debts as they fall due is a different matter from severe curtailment of
business if that is not related to such an inabilitv, There are frequently cases where a
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company will make an orderly withdrawal from its major business. without any threat to
its solvency. and thereafter concentrate on ancillary and/or newly acquired businesses.
In such cases, it would seem appropriate. albeit with disclosed and explained
adjustments to relevant asset valuations and/or liabilities or provisions, to continue to
present the accounts on a going concern basis so far as the continuing
business/ownership of assets is concerned, The Committee believes that the going
concern concept is commonly understood to be closely allied to the question of
solvency in the sense referred to above. and that it would not be appropriate that audit
reports containing going concern Qualifications (and/or matters of emphasis in relation to
the going concern presumption, should be required in cases of changes in the scale of
operations not involving insolvency.

(4) Group accounts

rhe proposed SAS does not contain guidance as to how its principles should be appUed
in the context of group accounts. which the Committee believes would be helpful. For
example it may be the case that significant subsidiaries cease to be going concerns,
whilst the holding company and other subsidiaries continue, and are able to continue, in
business; in such a case the application of the SAS to the group accounts does not
seem clear.

(5) MiSCellaneous

(a) The Committee finds the statement in paragraph 13 opaque. If it is intended to
point to the fact that a company may not be a going concern and may yet be
solvent in the sense that its assets exceed its liabilities, then the Committee
believes that that point should be made more clearly.

(b) Standard 5 refers to the disclaimer of an opinion through limitation in scope;
here a cross-reference to the explanation of that concept in the SAS on
Auditors' ReportS would assist Cd note to Standard 8),

(6) Cadbury Committee

Since the Exposure Draft was published the draft report of the Committee on the
Rnancial Aspects of Corporate Governance has also been published. It seems to this
Committee that the recommendations in that report in relation to the going concern
basis are generally consistent with the proposals of the APB.

July 1992
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