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In 2018, there were a number of auditing scandals:

• Carillion – taking sales too early, hiding debt in trade creditors, went bust; shareholders lost
everything;

• Luceco – inventory in the audited accounts clearly overstated. The company issued a number
of statements saying inventory values had been overstated. The shares fell from 233p to 51p. In
mid January they stood at 41p;

• Conviviality– therewerenoauditingconcerns, yet thecompanywasovertrading, ranoutof cash
and went bust;

• Air Partner – on 3 April 2018 the company announced that it had discovered an accounting error.
The shares collapsed from 143p to 74p, but have since come back to 91p.

• Patisserie Holdings (holding company for Patisserie Valerie) – on 10 October 2018 the company announced that “the Board
has been notified of significant, and potentially fraudulent, accounting irregularities and therefore a potential mis-statement of
the Company’s accounts”. In fact, the latest audited accounts showed a cash balance of £28.5 million, whereas it was thought at
that time the real figure was a £10 million overdraft. This figure did not take account of outstanding creditors. The shares trading
at 430p were immediately suspended. The company is now in administration.

In every case, whenever a disaster happens the Finance Director is (rightly) sacked, but there is no sanction against the firm of auditors
or the partner signing off the audit which has included material misstatements.

Back to Patisserie Valerie, it is now known that the scandal is far worse than first thought. We are now told that the company never paid
rent as it fell due and only managed to pay when the bailiffs turned up. It has now been revealed that there has been an extensive
misstatement of its accounts and very significant manipulation of the balance sheet and profit and loss accounts. This includes thousands
of false entries in the company’s ledgers. Profitability and cash flow had been overstated and were ‘materially below’ the figures
announced in October. This would suggest the black hole is significantly greater than the £40 million advised at that time.

It is the FRC who lays down international auditing standards in the UK but they are the same as the international version. Now, as part
of auditing standards the auditor has to audit bank reconciliations and independently request a confirmation of bank balances such as
loans and charges etc. So why did Grant Thornton not realise the accounts were false?

There are, of course, other procedures that used to be used in auditing, all designed to ensure the accounts were accurate. These were
(as well as cash reconciliations):

(1) Check the age debt list (debtors) and calculate debtor days. Telephone a sample of debtors where payment is overdue
and especially where debtor days are high. This quickly identifies when sales are being taken early.

(2) Look at significant creditors (in PH’s case landlords being paid rent). Telephone a sample to enquire if everything is
OK. This procedure would have quickly found out the PH’s landlords were having significant problems.

(3) Check and count inventory and calculate inventory days. Be suspicious where inventory days are either high or
increasing and ensure management can justify the stock valuation.

(4) Check other assets and liabilities as per normal auditing methods, ensuring that valuations incorporate the latest
instruction from the IASB (International Accounting Standards Board) that valuations (especially for intangible assets) are
prudent.

If any of these procedures had been followed by Grant Thornton, then the fraud would have been spotted well before the directors
made millions of pounds selling share options. So the question has to be asked: are the auditing procedures fit for purpose or are
faulty audits simply down to incompetence?

The Financial Reporting Council (FRC) audits the auditors. At random they select a number of companies and assess the standard
of the audit. They then rank each audit into four categories:
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• Good (category 1)
• Limited improvements required (category 2A)
• Improvements required (category 2B)
• Significant improvements required (category 3)

One of the audits selected for assessment by the FRC was Grant Thornton’s audit of Patisserie Holdings 2017 (complete fiction)
accounts. The FRC gave Grant Thornton’s audit a clean bill of health (it is assumed therefore it was given category 1 or 2A), so it is
difficult to see how this organisation can apply any sanction given it approved the audit. A spokesman for the FRC was reported as
saying: “The FRC’s routine monitoring of audits is designed to ensure the audit was conducted in a satisfactory manner and not to
identify aspects such as fraud.” (source: The Times, page 38), January 14 2019). It can only be assumed, therefore, that the FRC’s audit
checks are merely ‘box ticking’. They, for example, could not have seen a bank reconciliation as there could not have been one.

On Thursday 24 January 2019 a group representing both ShareSoc and UKSA had a 90-minute meeting with the FRC on the subject
of ‘the future of audit’. As usual, they would not discuss Patisserie Holdings as they ‘cannot discuss individual companies’. They would
not tell us what category (categories, as above) they had given to this company’s audit.

What they did tell us was that all audits fall into two categories – PIEs and non-PIEs. A PIE is a public interest entity and here the auditing
standards are more stringent. All major institutions and full listed companies are PIEs, but AIM-listed companies are non-PIEs.
Nevertheless, it can be assumed that even non-PIE audits include cash reconciliations.

They have got the message that currently ‘going concern audits’ are template affairs and they are dealing with this by getting auditors
to justify a ‘going concern’ statement. What concerned me, though, is that the FRC seems to be focusing on ethics when the real problem
is lack of competence.

If investors are to make rational decisions, then the audited accounts should contain an opinion as to how safe the company’s banking
covenants are. These are conditions laid down by banks to continue debt facilities. If they are breached, the bank can evoke its ‘on
demand’ clause, which effectively puts the company into administration. For example, a particular covenant might be that there will
be a minimum percentage when comparing net profit to net debt. As things stand, we are told the company’s net debt figure and we
also know its banking facilities. What we don’t know is how close banking covenants are to being breached.

At themoment auditingprocedures areopaque;weneedclarity. FRC’s audit classifications arekept secret – they shouldbemadepublic.
It addition to the new going concern procedure, the audit report should disclose (in the main body of their report, not hidden away).

• the average net cash/debt figure over the accounting period;

• an evaluation of critical banking covenants, relating to net debt. In this case, net debt would include amounts paid by banks
to the company’s creditors, currently shown as ‘trade creditors’ and not ‘debt’. For example, the auditor might state ‘if net profit
fell by 25%, then a critical banking covenant would be breached’.

Finally there must be sanctions against auditors approving accounts that contain ‘material misstatements’ ‘Material' means ‘significant’
and will vary from company to company. The larger the company the larger the ‘materiality’ figure, which can be found in the annual
report. For example, Luceco’s overstatement of inventory led to a reduction in profit of £5.2 million, whereas materiality was set at
£714,000. The penalty should be set at five times the audit fee and the partner signing the audit should be struck off. Only then will
accountancy firms take auditing seriously.


