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The focus of this edition of The Private
Investor is unequivocally on the auditors.
Barely a week now passes without the
auditing profession hitting the headlines.

2018 perhaps marks a watershed for the
profession. The January collapse of the UK
construction and services company Carillion
raised questions about the 'Big Four' (EY,
Deloitte&Touche, KPMGand PwC), which
had advised the company before its
liquidation.

In February MP and chair of the Work and
Pensions Select Committee Frank Field
accused the Big Four accounting firms of
'feasting on what was soon to become a
carcass' after charging large sums for
Carillion work during the years leading up to
the collapse. The final report of a
Parliamentary inquiry into the collapse of
Carillion, published in May, accused the Big
Four of operating as a 'cosy club'. The report
recommended that the Government refer the
statutory audit market to the Competition and
Markets Authority, calling for consideration
to be given to a break-up of the Big Four. In
September, Business Secretary Greg Clark
announced that he had asked the CMA to
conduct an inquiry into competition in the
audit sector and last week the CMA
announced it had launched a detailed study to
address concerns that the sector is not
delivering for the economy or investors. As
part of its review, the CMA will investigate
whether the sector is competitive and resilient
enough to maintain high quality standards.

Andrew Tyrie, Chairman of the CMA, said:
"If the many critics of the audit process are
right, it is not just the companies which buy
audits that lose out; it is themillions of people

dependent on savings, pension funds and
other investments in those companies whose
audits may be defective. Sir John Kingman’s
independent review of the regulator is a big
step in the right direction. And the CMAwill
nowexamine themarket carefully to establish
what contributionmore effective competition
could make to improving audit quality."

Peter Parry's article on page 6 offers a distinct
perspective on the Kingman Review.

The CMA’s market study will examine three
main areas:

Choice and switching. Changes put in place
by the Competition Commission appear to
have strengthened competition between the
big four firms, but the largest UK companies
still turn almost exclusively to one of them
when selecting an auditor to review their
books.

Resilience. The market study will examine
what the role of the Big Four firms means for
resilience – the risk being that each of the Big
Four auditors is “too big to fail”, potentially
threatening long-term competition.

Incentives. Companies, rather than their
investors, pick their own auditor. TheCMA’s
work will examine concerns that this might
result in a lack of incentive to produce
challenging performance reviews.

If the CMA finds evidence that the market is
notworkingwell after examining these areas,
it will scrutinise all proposals for tackling
them. UKSA is working with ShareSoc to
draw up a submission to the CMA.

Helen Gibbons
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UKSA visit to PwC – we have been warned

by Malcolm Howard

In the late 1970s the rate of corporation tax was extremely high, but the Labour
government wanted to encourage growth by regeneration and so offered training
allowances, stock relief and 100% capital allowances.WhenMargaret Thatcher was
elected she slashed the rate of corporation tax, but reduced capital allowances to 25%
reducing balance and abolished all other reliefs. Companies investing for the future
by buying (for example) newmachinery and training people to use it found theywere
paying more corporation tax at the lower rate than they were at the higher rate.

To get round this companies instead leased, rather than bought, their assets.
Obviously theywere payingmore as the company leasing the equipment had tomake
a profit, but as 100% of leasing costs were deductable for corporation tax purposes,
net of tax leasing was cheaper. This was a loophole the government quickly closed.
They changed the rules, so if under the terms of the lease the lessee effectively owned the asset, where owning
meant takingonall the risks and rewards associatedwith it, then the leasewas classified as a ‘finance lease’.Under
IFRS finance leases had to be capitalised at the lower of ‘fair value’ or the present value of the lease payments,
having separated the capital element from the interest to be charged over the term of the lease. If on the other hand
the lessor retained ownership of the assets, then the lease was deemed to be an ‘operating lease’. In this case the
asset was not capitalised in the lessee’s books and the annual rental was charged to the Income Statement. Now,
the big advantage of having operating leases is that you have use of the asset without initially paying out huge
amounts. More importantly, the contractual liabilities over the term of the lease are ‘off balance sheet’.

Over twenty-five years of investing, I have only once been caught out by these hidden liabilities.When times got
hard for furniture retailing I was not concerned bymy investment in SCSUpholstery plc because I concluded the
company had a strong balance sheet. However, they could not meet their lease payments when they fell due and
they went bust. My investment of 270p ended up with a value of 2p. The company has since regenerated itself
under the same name. Since then, I have campaigned for ‘off balance sheet liabilities’ to become ‘on balance
sheet’. This has been a difficult one for the IASB as although they agreed with me in principle, there could be
significant disruption. But they have finally bitten the bullet and a new standard IFRS 16 finally comes into force
on 1 January 2019.

At the UKSA/ShareSoc meeting with PwC on September 5, the firm of accountants detailed the change that is
around the corner. An example is below:

A company leases a car for a period of four years. It has an investment value of £35,845 and under the terms
of the lease the lessee will pay £668 per month, but will not have the option to buy the car at the end of the
lease. The residual value of the car at the end of the four-year period is expected to be £14,168.

As this is an ‘operating lease’ under IFRS 17, the charge in the lessee’s books is:

As far as published accounts are concerned, from 1 January 2019 an ‘operating lease’ will be treated as if it were
a ‘finance lease’. For a start, the service charge needs to be separated from the annual lease component. In this
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case the annual lease charge was £6,672 and the service charge was £1,344. Then the interest part of the
equation needs to be calculated. In this case the rate implicit in the lease is 5%. All I wanted was the
contractual liability of the lease to be shown in the accounts. Unfortunately, the complexity of ‘fair
value’ (see second paragraph, above) means that many assessments and calculations have to be made. The
cost of this is obviously borne by the company, whichmeans there is less money available to shareholders.
Now, the simple entry under IFRS 17 becomes complex under the new standard IFRS 16, as below:

The new standard will affect virtually all commonly used financial ratios and performance metrics such as
gearing, current ratio, asset turnover, interest cover, EBITDA, operating profit, net income, EPS, ROCE,
ROE and operational cash flows. These changes may affect loan covenants, credit ratings and borrowing
costs, and could result in behavioural changes. These impacts may compel many organisations to reassess
certain ‘lease versus buy’ decisions.

The pervasive impact of these rules requires companies to transform their business processes in many
areas, including finance and accounting, IT, procurement, tax, treasury, legal, corporate real estate and
HR.

Source: PwC website – IFRS 16 – The new leases standard (January 2016)

As the PwC speaker was trying to tell us at the meeting, this new standard will have amajor negative effect
on entities leasing ‘big-ticket’ assets such as real estate,manufacturing equipment, aircraft, trains, ships and
technology.

PwC has researched which industries will be affected the most:
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Source: PwC global lease capitalisation study, forming part of IFRS 16 – The new leases standard
(January 2016)

There is little doubt inmy view that companies affected by this standardwill promote EBITDA (earnings
before interest, tax, depreciation and amortisation). Now this measure has always been meaningless and
this new IFRS standard makes it more so. Since the introduction of IRFS, the income statement,
sometimes including unrealised profit, fantasy costs (share-based payments) and other economic
judgements has not been of any value to make investment decisions.

On the other side of the equation, the major impact will be that significant debt will suddenly appear on
balancesheets.This is likely tohaveamajordisruptiveaffectonboth lesseesand lessors. In recentmonths
we have seen a number of retailers renegotiating their lease payments downwards and although landlords
have complained they have acquiesced in the end because they realise they would be even worse off if
thecompanywent intoadministration.The introductionof IFRS16will likely see thisprocess accelerated
as even the strongest retailerswill lookweakwhen a high level of debt appears in their balance sheet. This
is likely to change behaviour as retailers seek to somehow be granted shorter leases while getting
guarantees for the longer term.

Companies who lease equipment in the short term, for the lessee to complete a specified job, will not be
impacted as leases for a year and under are not affected by this new standard. However, companies who
requiremachinery over the longer termmaywell choose to buy, rather than lease, as the benefit of hiding
debt has been taken away. Leasing companies involved in long-term leasing could well see their profits
decline and their share price fall.

Over the period of the lease the cash paid under IFRS 16 will be exactly the same as it was before.
However, cash outflowwill be slightly greater in the earlier years of the lease and lower in the back years.
This is because the interest calculation, forming part of the overall accounting process, will be high at the
beginning of the lease and will fall as payments are made.

In terms of evaluating companies, cashwill still be the best measure. I calculate CEPS (cash earnings per
share) – ‘cash inflow from operating activities before movement in working capital’ divided by the
‘diluted number of shares’.

We know that companies such as Carillion only go bust when they cannot pay their bills and the banks
will not lend them anymoremoney. So debt and especially excessive debt is amajor risk. Because of this
and the imminent introduction of this new standard it might be wise to assess the amount of ‘off balance
sheet’ debt held in companies (especially retail) in which we hold shares. The amount will usually be
found hidden away in the ‘notes to the accounts’ or can be roughly calculated from the annual amount
of operational leases currently being paid.

PwC have warned us of what is about to happen. Only the foolish will not take heed.

BHP retail investor presentation held in September

Members may wish to note that the slide presentation given at the above event on 18 September will shortly be
made available on the UKSA website.
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The FRC, Kingman, auditors and an elephant or two in the
room?

Ina recent interviewwith theFinancialTimes thebusiness secretary,GregClark,
said that he had asked Sir John Kingman to consider the near monopoly that the
Big Four auditors have on FTSE100 audits and to look at ways to remove
conflicts of interest.He alsowantedhim to considerwhether the auditors of large
listed companies should be appointed by a public body. Separately, he has
written to Andrew Tyrie, the newly appointed head of the Competition and
Markets Authority (CMA), asking him to examine competition in the audit
industry as soon as possible. Sowhat is there to like or dislike aboutGregClark’s
calls for action?

The Kingman Review
There is no doubt that Sir John Kingman and his review team will be considering whether the FRC is unduly
influenced by the auditors and, in particular, the large audit practices. The FRC drawsmany of its management and
staff from the large audit firms. This is logical, but there are real concerns that it has resulted in ‘regulatory capture’.
He may also legitimately question why the FRC has failed to promote a robust debate on increasing concentration
of audit work into the hands of the Big Four audit firms – PWC, EY, KPMG and Deloitte – in recent years.

However, Sir John Kingman made it very clear from the outset that it was not within his remit to look at or make
recommendation on issues of competition in the audit market. I for one would not be happy if, four months into the
review period and two months since the deadline for consultations ended, the terms of the review were suddenly
to change – and in a fairly fundamental way. It is reasonable that someone should look at the oligopoly of the Big
Four and at conflicts of interest; however, it should not be Sir JohnKingman.Aswith somany ideas that politicians
comeupwith, there is a superficial eye-catching neatness and simplicity to themwhich fails to acknowledge deeper
complexities in the issue to be addressed. Greg Clark’s request to Sir John Kingman is a good example.

Competition in the audit market
Concerns about lack of competition in the audit market have hit the headlines as a result of the demise of Carillion.
It is depressing that the issue itself is not new.Asmentioned above, the FRC should have been encouraging a robust
debate on this for a number of years now. The key question is, what should be done about it?

Simply breaking up the big four auditors into smaller practices is unlikely to achieve very much. It is likely to be
slow, costly and complicated. It is also debatablewhether the ‘Slightly-Smaller-Eight' (or whatever) would be able
to meet the needs of some FTE 100 multinationals.

Another option is to ban audit firms from non-audit work and, in effect, forcing them to hive off their consultancy
businesses. In some respects this sounds attractive. It helps to deal with the suspicion that some audit contracts are
tenderedat lowrates inorder tobuildaprofitable relationshipwithclients fornon-auditwork. It alsohelps toprovide
an inside-track for getting other advisory work. It makes it much easier to ensure a steady flow of lucrative non-
auditwork, even if there are strict limits on howmuchyou can do. EU rules require that fees fromnon-audit services
should not exceed 70% of average audit fees over the last three years. Some audit work, such as the provision of
tax and payroll services, is totally off-limits. So are ’services that involve playing any part in the management or
decision-making of the audited entity’. But what does that mean? Does it rule out lucrative work on business
strategy? It is a grey area. Under current EU rules the external audit contract has to be retendered at least every ten
years and rotated at least every twentyyears.Combining this requirementwith limits onnon-auditwork compounds
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the competition problem. What if a FTSE 100 company goes out to tender for its external audit contract and one
of the big four is already doing the internal audit (Deloitte was Carillion’s internal auditor), while another is doing
taxwork and providing consultancy on amajor IT contract? Potentially, the company nowhas a choice of just two
firms it deems capable of handling its audit requirements – one of which is the incumbent.

There are, therefore, some good reasons for suggesting that we should have specialist audit practices that do not
do any non-audit work. However, forcing the Big Four to divest themselves of their non-audit work could be as
difficult and complex as any other break-up process. Furthermore, it might do little to solve the problem.
Remember that the problem, as defined in the context of Carillion, is to do with the quality of audit work. That
is what has prompted the whole debate about auditors and the UK audit market. Is more competition the answer
to the quality problem? Is there even a quality problem? Some argue that there isn’t and that the problem hasmore
todowithmisunderstandingsover the roleof theexternal audit andunrealistic expectationson thepart of investors.

Accounting standards
One area in which a review is almost certainly needed is that of accounting standards. Since the 1970s fair value
accounting has increasingly become the accepted norm. From the 1990s fair values started to replace historical
costnumbers in thebalancesheet, first in theUS, then,with thearrivalof IFRSaccountingstandards in2005, across
theEU.Asone investor commented to theFT(Auditing inCrisis - 2.8.18), ‘Theproblemwith fair valueaccounting
is that it is very difficult to differentiate between mark-to-market, mark-to-model and mark-to-myth’. In theory,
fair value accounting should not preclude sound audits but it does seem to make them harder, particularly as it
requires strong standards governing distribution of dividends and capital maintenance. This is almost completely
lacking from current fair value standards such as IFRS. Consequently, there is plenty of scope for bonus-hungry
management to stretch the boundaries created by looser evidential standards and increase the pressure on auditors.

What next?
GregClarkwoulddobetter to call for a reviewof accounting standards, despite the fact that this is not the attention-
grabbing, vote-winning initiative that politicians like to promote. In the meantime, it would be interesting to hear
from UKSA members, perhaps through articles or correspondence in TPI, what their views are.

The FRC is also planning this year’s event for UKSA and ShareSoc members. It will be held on the afternoon of
Monday, 3rd December at the FRC’s offices at 125 London Wall and is very likely to include sessions on the
Kingman Review, the future of audit and the future of company reporting. It promises to be another lively,
interesting and very topical event. Further details are provided below.

Save the date – Monday 3 December, 2.30pm
FRC's offices at 125 London Wall EC2Y 5AS

Once again the Financial Reporting Council (FRC) has kindly agreed to run an event specifically for UKSA and
ShareSoc members. The agenda for the event is likely to include:

• Regulatory responsibilities - the role of the FRC and the role of the FCA;
• The future of audit;
• The future of financial reporting;
• The future of stewardship and corporate governance;
• Sir John Kingman's Review of the FRC.

To register, please click here or e-mail the UKSA office.

https://docs.google.com/forms/d/e/1FAIpQLSdiePRVSZDoKFD1vEv0neYxzEOefLk54jV5domTEJeQgIBwwA/viewform


8

The Private Investor Issue 196 October 2018

Accountancy has lost its way

I’m an accountant, not an auditor – I’ve always worked within business – but
it’s a profession I respect, or used to respect. I have inmy time been considered
an expert on accounting standards and financial reporting, I have been
responsible for (and written much of) annual reports, I have engaged auditors,
I havemanaged audit committees. But ‘my time’ was some time ago, and as an
investor I have increasingly found annual reports – both the words and the
numbers – deliver a very poor information return for (my) time spent so I don’t
look at them anymore, or concern myself with the nuances of how they are put
together. So I’m no longer an expert on any of these things.

However, I am, once again, interested. And that’s because I increasingly
believe that the profession has lost its way – that much of its work is irrelevant
towealth creation. There has recently been a drip feed of data all pointing in the
same direction: the various recent accounting scandals and business failures on
which we await promised reports; the series of articles on accountancy in the
Financial Times; the trenchant articles of Malcolm Howard; the sustained attack by the group organised by
Natasha Landell-Mills of Sarasin Partners (and supported by UKSA) on the legality and sense of the
profession’s attempts to abandon the ‘prudence’ principle; Adrian Phillips in June TPI expounding on ‘The
Perils of a Craft Monopoly’; and the lack of any reasoned response from the profession on any of this.

And thismatters to us private investors. Because if accountancy has turned into a sort of high priesthood closed
to outside supervision or ideas and only comprehensible to insiders, then it is little use to us.

So I thought I’d start at the beginning – to take a step back to look at what the profession thinks it’s for; search
for a ‘mission’, ‘objectives’, ‘fundamental principles’, some other expression of long-term aims or underlying
beliefs. There is an immediate problem in deciding where to trawl for the soul of accounting: the professional
bodies?; the Financial Reporting Council (FRC) – responsible for oversight and standards in the UK?;
equivalent bodies in the USA?.

I decided to start with the International Accounting Standards Board (IASB). This is responsible for
International Financial Reporting Standards (IFRS). The FRCdefers to it. UKquoted companies have to report
according to IFRS. Therefore the principles governing IFRS determine the way that quoted companies report
to shareholders. As an investor, it struck me as rather important to understand what those principles are.

Searching for IFRS

So I googled ‘IFRS principles’. That was the first surprise. I was directed to the IFRS website but could not
access its content without registering. A small point, maybe, but those with a well-developed sense of cyber-
security do not register on websites needlessly. Nevertheless I ploughed on.

After givingupmyemail address and apassword requiring just six letters (noneed forCaps, figures or symbols)
I was asked for my ‘Role (required)’. This produced a drop-down menu of about twenty job titles. I looked in
vain for ‘retired’or ‘investor’. Iwasabout to settleon ‘academic’,whichwouldhavebeenuntrue,when Inoticed
the magic ‘other’. So I clicked that.

I then moved on to ‘Industry (required)’. This was harder. There was no ‘other’. I chose ‘education/academia’
as the least untrue.

It just remained to tick the required boxes to allowmy personal data to be handled in a way I couldn’t possibly
have the time to read even if I could understand it and I was safely registered.

by John Hunter
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Anyway, I can’t find an easy link to 'basic principles' or some such, so I try ‘Issued Standards’ on themenu
bar and get a nice list headed by ‘Conceptual Framework for Financial Reporting’. I’m not sure of the title
but I give it a try. I get: ‘The revised Conceptual Framework is currently only available to Premium
subscribers. The revised Conceptual Framework will be available to Basic subscribers after we publish
the Issued IFRS Standards in early 2019. The Conceptual Framework issued in 2010 is still available to
Basic users below.’ Oh, so as an investor – or ‘user’ - I have to pay to discover the basis of the way my
company is going to communicate with me? But I can view the hot thinking of 2010 without charge?

Do you get an impression that this body regards itself as serving the producers of accounts, and not the
users? Me too.

Anyway, I access the 2010 Conceptual Framework, and my heart sinks:
• There are over 10,000 words spread across some 30 pages;
• There is not a single definition of terms. Popular ones are ‘faithful, ‘probable’, ‘reliable’, ‘comparable’,
‘consistent’. (Sorry, I lied about ‘reliable’ – it is defined as ‘when information is complete, neutral and free
of error’);
• There are just 148words on ‘probability’ – fundamental, onewould have thought, to any set of principles
about uncertainty from which so many accounting problems flow. These include not a single word with
any analytical or computational guidance (see box below);
• The ‘purpose of accounts’ is spread across many paragraphs and could loosely be defined as ‘anything
that might conceivably help somebody to learn more’. Would it be cynical of me to rephrase that as
‘anything that might generate fee income’?

However, there is hope

The hope lies in the fact that the string of recent revelations about the profession has rightly led to a demand
for answers. The Treasury commissioned Sir John Kingman to deliver a report on the function and
effectiveness of the Financial Reporting Council. ShareSoc and UKSA have made a hard-hitting input to
this report, delivering a picture of good people within the organisation struggling against confusion and
inconsistency in its governance, funding and objectives. UKSA’s contacts with the profession have
similarly shown a willingness to listen and change.

Westminster Business Forum – an organisation with strong links to Parliament – has booked a conference
at the end of February to discuss the report and has invited UKSA to represent shareholder interests on a
panel discussion. This is a real opportunity to influence outcomes. Let’s hear members’ views.

The IFRS concept of probability. Para 4.40 from 2010 Conceptual Framework

4.40 The probability of future economic benefit
The concept of probability is used in the recognition criteria to refer to the degree of uncertainty
that the future economic benefits associated with the item will flow to or from the entity. The
concept is in keeping with the uncertainty that characterises the environment in which an entity
operates. Assessments of the degree of uncertainty attaching to the flow of future economic
benefits are made on the basis of the evidence available when the financial statements are
prepared. For example, when it is probable that a receivable owed to an entity will be paid, it is
then justifiable, in the absence of any evidence to the contrary, to recognise the receivable as
an asset. For a large population of receivables, however, some degree of non-payment is
normally considered probable; hence an expense representing the expected reduction in
economic benefits is recognised.

http://eifrs.ifrs.org/eifrs/PDFArchive?categoryId=71
http://eifrs.ifrs.org/eifrs/PDFArchive?categoryId=71
http://www.uksa.org.uk/sites/default/files/FRC_Kingman%20Review_Questions_and_Submission.pdf
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Audit reporting – time to take control
by Eric Chalker

Two months ago, I wrote here that “current audit practice is valueless” (27th Jul
2018). This is the lesson of Carillion, which should never be forgotten. KPMG
certified as “true and fair” its last published accounts, showing shareholder value
(total equity) at £730m, but just over fourmonths later the companywrote off £845m
of its certified but intangible assets. Since then, Carillion has been called the canary
in the coal mine, so beware.

In the earlier blog, I reported the language used by KPMG when vetting the values
placed by Premier Foods’ directors on its intangible assets: it called them
“acceptable”, themeaning ofwhich I challenged at theAGM.Since then, I’ve looked
at other audit certificates, including two issued by KPMG neither of which uses the
term acceptable for the intangible assets. In Vodafone’s accounts, whose intangible
assets while big are less significant to the balance sheet, different terms are used to
describe their values: “within a reasonable (but unstated) range” and “supportable in
the context of the Company financial statements as a whole”. In NAHLGroup, a small company, the intangibles
like Carillion’s exceed its total equity, so their value really matters, but KPMG offers no specific opinion, merely
describing its review procedure.

Investors do not want formulaic audit certificates and what we get now is a vast improvement on the old, single
page, all-is-well certificates. But these differences raise questions, which ought to be asked, as do other elements
of an audit report. This is particularly so where audit certificates tell us that values depend on
‘judgement’ (sometimes ‘significant judgement’) and any element of ‘uncertainty’ is involved. Suchquestionable
values are not limited to intangible assets, but when these depend on fashion, ormarket position, or reputation (eg
brands and goodwill), they cannot be confidently judged at a single moment in time.

A pressing need for reform
Since I last wrote on this subject, there has been quite a storm of newspaper articles and readers’ letters offering
analysis of the problem and proposals for reform. These include breaking up the big four accountancy firms,
limiting the other services they can provide and reforming accounting standards. Something of this nature may
indeed help to get more reliable audits, but I think they all miss one crucial point: the fundamental reason why
investors are ill-served by auditors is that the relationship is wrong. The auditing profession is tied to its source
of income – a company’s directors – instead of truly serving those it is meant to serve – the shareholders.

Nominally, shareholders appoint the auditors and auditors proclaim that it is only to the shareholders that their
reports are addressed. In reality, shareholders are expected to be a rubber stamp for an auditor’s appointment and
auditors effectively rubber-stamp the accounts produced by directors (after duly challenging them, of course).
Earlier this year I came across two shocking illustrations of this. One is i3Energy, which without any explanation
asked its shareholders to sack Deloitte and appoint PKF Littlejohn instead. The other is Idox, whose auditor
resigned, to be replaced, ironically, by Deloitte.

The two articles below are reproduced, with permission, from the website www.lse.co.uk provided by London South
East Ltd. They are part of a series written by Eric Chalker, a past director of UKSA. Eric's blog is written solely on
his own behalf, on a range of subjects which interest him and he hopeswill be of interest to private investors generally.
All previous posts are still accessible at www.lse.co.uk/blogs/expert/eric-chalkers-blog.

http://www.lse.co.uk
http://www.lse.co.uk/blogs/expert/eric-chalkers-blog
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In the case of i3Energy, it has to be assumed thatDeloittewouldn’t complywith the directors’wishes; rather than
allow Deloitte to report its opinion to the owners of the business, the shareholders, the directors looked for an
auditor that would produce an acceptable opinion. In the case of Idox, the original auditor, Grant Thornton UK,
actually resigned, whichmeant it had to issue a letter of explanation. In that letter, available in the RNS, it stated,
“We resigned following challenges during the conduct of our statutory audit of the financial statements for the
year ended 31 October 2017 which strained our working relationship with the Board.” Full marks to Grant
Thornton for not caving in to the directors, but it left the owners of the company not knowing what it was that
prompted the challenges, or whether the issues raised should have been differently resolved.

The primary purpose of audit is protection of the owners, but as long as auditors remain beholden tomanagement
this is negated. To overcome this, there must be changes.

What needs to be done:

• Auditorsmust be obliged to accept that theywork for the owners of the business, not its managers withwhom
owners will always have potential conflicts of interest; auditors must accept that they should not be afraid of
adversely affecting the share price by qualifying directors’ financial statements, but should recognise that
failing to qualify accounts which deserve to be qualified is far worse.

• Currently, the auditor’s report is found within the company’s full annual report, usually just before the
financial statements andaftermultiple pagesof company information andnarrativeproducedby thedirectors;
this gives it the appearance of an afterthought, an optional item to read if there’s time and energy left, which
is not at all how it should be.

• The auditor’s report should be published separately, to be read before reading what the directors have
produced, to advise the shareholders how much confidence to place in what the directors say.

• The auditor’s report should be the first item on an AGM agenda, to be taken separately, with the signing
accountant standing before the shareholders to answer questions before the audit report itself is put to the
meeting for adoption.

• Rather than simply require an auditor to publish a letter explainingwhy it is resigning, such anoccasion should
oblige the directors to call a general meeting at which the auditor can be questioned by the shareholders.

• The practice of allowing directors to set auditor remuneration must be stopped, because it embeds the wrong
relationship: appointments and reappointments of auditors must be accompanied by shareholder approval of
the terms of payment.

• Whenever a new auditor has to be appointed, shareholders with the largest holdings should be called upon,
by the company secretary, to make a recommendation to the members as a whole, if necessary at a general
meeting called for this purpose.

These are radical proposals, but it is clear to me that nothing less than this is likely to prevent continued audit
failures from whatever cause.
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The Feeble Financial Reporting Council
by Eric Chalker

In seven years of dealing with the FRC on behalf of the UK Shareholders’ Association, it was at best a
disappointment.Over time, I came to see it aswholly unhelpful to the needs of private investors and evenhostile
to them. Now, at the request of the government, it is being examined by Sir John Kingman.
This is the body that wanted to do away with printed annual reports – an initiative which appalled the great
majority of private investors, including those who use the internet. We were able to kill that idea, but to most
of what we sought it turned a polite but completely deaf ear.
Over the years, UKSA lobbied the FRC repeatedly for its assistance in improving the lot of private investors.
Of greatest importance were our representations on the disenfranchisement of increasing numbers because
shares have been driven into nominee accounts by government requirements (ISAs and SIPPs) and by
stockbroker practice. Shockingly, when I mentioned at an FRC open meeting, in the context of the EU’s
Shareholder Directive, that changes to shareholder rights would do nothing for investors in nominee accounts
because in English courts they don’t qualify as shareholders, the FRC chairman, Sir Win Bischoff, said to me
afterwards, “I didn’t know that.”
Despite the fact that private equity investments now exceed in value those of insurance companies, pension
funds and the like, the FRC refused to lift a finger to facilitate, let alone increase, the ability of individual
investors to hold company directors to account. Despite the fact that, mostly, it is only private investors who
put their own money at risk when buying company shares, the FRC consistently preferred to focus solely on
the concept of ‘stewardship’ exercised by intermediaries, mostly with none of their own money at stake.
Stewardship is a blanket that has worn thin and become riddled with holes.
A failing relationship
InFebruary2016, after years of tryingbut failing topersuade theFRC to respond to its concerns,UKSAdecided
to make them public, with a statement on its website, still there, headed, “The Financial Reporting Council is
failing private investors.” Attached to this was the letter sent by UKSA to comment on the FRC’s draft plan
for 2016/17, calling on it yet again to include action to enable and improve private investors’ ability to exercise
the rights given to all shareholders by the Companies Act. Both items can be found here.
In November last year, the FRC gave a roomful of private investors a lengthy and comprehensive presentation
on its activities. ‘Lifting the lid on the FRC’ it was called. Numerous questions and observations were made
by those attending, many of them critical. Unsurprisingly, a lot of these related to audit quality, an aspect of its
responsibilities in which the FRC has conspicuously failed over many years, as a result of which investors
continue to lose money because certified accounts have subsequently been shown to be false. Despite these
comments being recorded, there is no evidence yet that the occasion was in reality anythingmore than a public
relations exercise.
Sir John Kingman’s Review
Sir John Kingman’s approach to the review is to be applauded. His call for evidence can be found here. As I
am no longer in a representative capacity, I have not tried to answer specific questions, but have sent him the
following observations.

• The FRC is too large. Its responsibilities should be limited to the governance and financial reporting of
listed companies, including those on theAlternative InvestmentMarket. It should have a narrower focus,
with a sharper cutting edge. For punishment of wrong-doing, the FRC should be driven by suitably
qualified lawyers, empowered and able to act more swiftly than has been the case.

• It is a mistake to see the function of audit as little more than checking directors’ adherence to approved

http://www.uksa.org.uk/2016/02/financial-reporting-council-frc-failing-private-investors
https://www.gov.uk/government/consultations/financial-reporting-council-independent-review-call-for-evidence
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reporting standards. To correct this, supervision of auditmust be separated fromoversight of corporate
governance and given to a body of lawyers concerned solelywith the interests of shareholders, not left
to the conflicted interests of accountants. All seniormembers of the accountancy profession should be
barred from senior positions in the FRC, because it is evident they are conflicted.

• Executive and senior administrative positions should be filled from outside the civil service, to get rid
of the bureaucratic, box-ticking mentality that has been prevalent, the cause of too much paperwork
with too little focus on what really matters.

A striking example of this was the regulatory requirement for directors to produce a strategy
report, occupying just three pages in the regulation itself, turned by the FRC into 30 pages of
‘guidance’ plus four appendices: how to turn something simple into something complex.

• The power to impose fines should be unlimited, exercised in accordance with capacity to pay and the
effect of the offence on investors; investors’ interests should never be prejudiced by fining companies.
The FRC should have the right to retain the fines it levies and it should also be given the power to issue
orders for investors to be compensated in appropriate circumstances.

• Above all else, the FRC must devote resources to the particular needs of private investors,
strengthening their ability to hold directors to account at general meetings, disallowing the practice of
repeated attempts to deprive individuals of their right to receive material by post, ensuring that their
opinions are not drowned by institutional proxy votes and that attempts by chairmen to minimise
legitimate questioning are not allowed, coupled with constant search for ideas to improve private
investors’ status. Aminimum ten per cent of the FRCboard should be chosen by representative bodies
of private investors. There must be at least one executive, at a senior level, with responsibility for
matters of concern to private investors.

• The FRC must of course be a statutory body, answerable to Parliament.

Eric raises many interesting and valid points.With reference to themarket for external audit services, members will
by now know that the Competition andMarkets Authority (CMA) has launched an investigation into the market for
external audit services. The CMA has issued a consultation paper on the subject which can be accessed via the
following link:

Invitation to comment document

This gives a very good summary of the issues raised by the dominance of the Big Four. It also summarises the main
options for market reform and the pros and cons of each one. UKSA will be responding to the consultation.

The FRC has come in for heavy criticism recently and, as Eric says, is currently the subject of a full review by Sir
John Kingman. Sir John and his team are due to report andmake recommendations later this year. Possibly because
it has been stung by the severe criticism, the FRC has taken strong action in a number of recent cases of reporting
and audit failure. In June Russell McBurnie, former Finance Director at RSM Tenon, was excluded from the
accountancy profession for five years for extensive misconduct in preparing financial statements. In July Steve
Denison, PWC's audit partner responsible for BHS, was obliged to remove himself from the register of statutory
auditors for fifteen years, effectively ending his career. Stern action by the FRCmay be overdue but it still sends an
important message to those it regulates.

Peter Parry - UKSA Policy Director

https://assets.publishing.service.gov.uk/media/5bbc66f3e5274a222b994bfd/invitation_to_comment.pdf
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Letters to the Editor
From Mr Nigel Dewar Gibb

Dear Editor

As an original member of UKSA my principal concern has always been to have all private shareholders enfranchised
again and this, above all, must be the absolute priority of UKSA. Nothing else matters as much.

In previous correspondencewith Peter Parry I realise that UKSA treats this subject very seriously but surely every effort
must be directed towards this end. The front page article in the latest copy of The Private Investor talks of investor
empowerment and financial education to bringmore individual investors into share ownership. Private share ownership
has palpably decreased and disenfranchisement is part of the problem.

No investor now feels any part of the company of which he or she is a shared owner. The companies are grateful to be
saving money on postage and the preparation of reports and accounts and also delighted that their AGMs will not be
subject to angry shareholders criticising many things, not least directors‘ remuneration packages. No adverse publicity
in the press:who remembersCedricBrownatBritishGas in 1994?The furore about that 75% increase in salary is chicken
feed in today’s market where outrageousmulti-million pound rewards are the norm.WhenHouse of Fraser was fighting
off unwelcome takeover attempts from Lonrho, the share register existed and the battle was fought, and won, from a
telephone call centre contacting all private shareholders to explain the situation and seek their support.

Institutional shareholders are normally supine supporters of management and as those attending AGMs are usually
familiar with the company directors through meetings and are generally on the same sort of pay levels they are unlikely
to vote down even themost extreme salary suggestions. LittleMr orMrs Smith in the front rowwould havemore effect!
I don’t know how re-enfranchisement can be achieved, but it must be for the benefit of the share owning system.

Good luck UKSA with your efforts, but we have to get the politicians onside.

Yours etc.
Nigel Dewar Gibb

From Mr Edgar H. Ring

Dear Editor

In issue 194 – June 2018 – Mr Peter Parry had a very interesting, if worrying, article about the demise of Beaufort
Securities.

It concernedme that our investmentsmight be under similar risk and therefore Imade someenquirieswith the investment
manager who holds our ISAs and it is taking time to obtain a definitive answer.

“In the Beaufort case, it appears that there was no money available to cover the costs of distributing client assets. In this
situation the 'Investment Bank Special Administration Rules 2011' allow for the cost of distributions of client assets to
be paid for out of the assets themselves. These provisions are necessary because administrations cost money. If the firm
ceases trading and there is insufficient regulatory capital, as seems to be the situation in the Beaufort case, an
administration might not otherwise be possible and so client money and assets may not be distributed.”
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It seems that asset managers are required by the regulator to maintain a significant amount of regulatory capital
to ensure that they are able to withstand risk and stress events and in the extreme to provide orderly wind-down
of the business. Therefore investors should check that their asset manager meets these regulatory requirements
at all times.

I hope that this might be of use to some of our members.

Yours etc.

Edgar H. Ring

STOP PRESS

Accounting, audit and corporate reporting in a no-deal Brexit scenario

As we went to press, the Government released a further batch of technical notices on the consequences of a possible no-
deal Brexit. The notice can be found here.

If there is no deal After March 2019, the government says it will maintain a functioning regulatory framework for
companies under the EUWithdrawal Act 2018. Certain changes nevertheless appear inevitable. There will be additional
requirements relating to the audits of UK companies operating cross-border, and to the provision of cross-border audit
services. Given the nature of the auditing profession and the ease with which personnel have hitherto moved around the
Single Market, this is bound to have a disruptive effect. It looks set to impose fresh burdens on both auditing firms and
the Financial Reporting Council.

Individuals will be able to continue to apply for their EU audit qualifications to be recognised in the UK and EU auditor
registrationswill continue to be recognised in theUK, but only during a transitional period toDecember 2020, afterwhich
EUauditorswill cease to benefit fromautomatic recognition of their qualifications in theUKandmayno longer be offered
an aptitude test.

Certain exemptions in the Companies Act 2006 relating to the preparation of individual accounts will no longer be
available to companies with parents or subsidiaries incorporated in the EU.

UK businesses with a branch operating in the EU will become third-country businesses and will be required to comply
with specific accounting and reporting requirements for such businesses in the member state in which they operate.
Complyingwith the accounting and reporting requirements of the Companies Act 2006may no longer be treated by those
member states as sufficient.

UK companies listed on an EUmarket may also be required to provide the relevant listing authority with extra assurance
that their accounts complywith IFRSas issuedby the IASB.This could lead tochanges to thecompliance statementswhich
are required in the annual accounts submitted to listing authorities.

In order to be able to sign audit reports on behalf of an audit firm approved in the UK, the auditor must be in possession
of a qualification recognised in the UK.

Audits of EU businesses seeking to raise capital by issuing shares or debt securities on a regulated market in the UKwill
need to be undertaken by an auditor registered with the Financial Reporting Council. The audits will need to be included
in a cycle of inspections, in which the FRC will visit the registered auditor in the EU member state where the business is
incorporated until that member state is recognised in the UK as having an equivalent audit regulatory framework.

In a ‘no deal’ scenario an individual’s UK audit qualification may no longer be recognised in an EU member state.

https://www.gov.uk/government/publications/accounting-and-audit-if-theres-no-brexit-deal/accounting-and-audit-if-theres-no-brexit-deal


  
 

 

 

CURRENT UKSA EVENTS 
A photo ID is requested, please bring it with you! 

 Shareholder meeting with 4imprint PLC – Monday 5 November 2018  
Location MHP Communications, 6-11 Agar Street, London WC2N 4HN 
Start 12.15 (assemble from 11.45) 
Room capacity n.a. 
Company contact Paul Moody, Chairman; Andrew Scull, Corporate Services Director and Legal Counsel 
Group leader / UKSA 
organiser 

To attend, please contact Gerald Roberts, preferably by e-mail at 
gerald.roberts@uksa.org.uk, or on 07764 614937  

 

Shareholder meeting with Wm Morrison Supermarkets plc – Wednesday 7 November 2018 
Location Hilmore House, Gain Lane, Bradford BD3 7DL 
Start 14.00 (assemble from 13.30) 
Room capacity 18 
Company contact Tony Oxley – Investment Manager 
Group leader / UKSA 
organiser 

Julian Mole – Tel: 07870 890973 E-mail: julian.mole@btinternet.com  
 

 

Meeting of UKSA Croydon & Purley Group – Tuesday 16 October 2018  
Location Spread Eagle, High Street, Croydon CRO 1QD 

Starts at 11:30 with coffee from 11:00                     Chairman: Harry Braund 
 

 

UKSA BRANCHES – If no contact name or number is given, please contact UKSA office 
Branch name Leader Administration Main purpose Description 
London & South East 
Region 

Harry Braund  
020 8680 5872 
harrycb@ 
gmail.com 

Andrew Girvan 
020 8788 1665 
agirvan247@btinternet.co
m 

To co-ordinate activities in 
London and the South-East 

Meetings in Croydon three 
times a year 

London 
company visits 

Nick Steiner Individual meeting 
organisers 

To arrange private meetings 
with companies 

20/30 meetings per 
year individually arranged 

Specialist company 
visits 

Adrian Phillips Under review To arrange and/or 
participate in events in 
conjunction with investor 
service companies 

Meetings with small-company 
management, for experienced 
investors only 

Croydon & Purley Harry Braund  
020 8680 5872 
harrycb@ 
gmail.com 

Tony Birks  
01322 669120 
ahbirks@btinternet.com 

Social meetings to discuss 
investment issues 

Meetings in Croydon monthly  

South West Peter Wilson 
01453 834486 
07712 591032 

Peter Wilson 
01453 834486 
07712 591032 

To arrange and develop 
activities for members in the 
region 

Company visits and social 
events as arranged 

North East Brian Peart  
01388 488419 

Julian Mole  
07870 890973 
julian.mole@ 
btinternet.com 

To arrange and develop 
activities for members in the 
region 

Company visits and 
social events as arranged 

North West Julian Mole 
07870 890973 
julian.mole@ 
btinternet.com 

Julian Mole 07870 
890973 
julian.mole@ 
btinternet.com 

To arrange and develop 
activities for members in the 
region 

Company visits and 
social events as arranged 

SmartCo Charles Breese Charles Breese Arranging access to 'Smart 
Companies' – those with the 
potential to make good 
investment returns from 
benefiting society at large 

Programme awaiting 
start-up 


