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Recognising the importance of audit committees, Audit Committee Institute
Ireland (ACI) has been established to serve audit committee members and help
them to adapt to their changing role.

Historically, audit committees have largely been left on their own to keep pace
with rapidly changing information related to governance, audit issues, accounting
and financial reporting.  Supported by KPMG, the ACI provides knowledge to audit
committee members and a resource to which they can turn at any time for
information or to share knowledge.

Our primary objective is to communicate with audit committee members and
enhance their awareness and ability to implement effective audit committee
processes.

The ACI aims to serve as a useful, informative resource for audit committee members
in such key areas as:

� audit committee governance, technical and regulatory issues;

� sounding board for enhancing audit committees' processes and policies;

� surveys of trends and concerns.

The ACI is now in direct contact with over 1,000 ACI members.  For more
information on the work of the ACI please click on our Web site:

www.auditcommitteeinstitute.ie or e-mail:   info@auditcommitteeinstitute.ie

Background
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Welcome to the latest edition of Audit Committee Quarterly Ireland, a publication designed
to help keep audit committee members abreast of developments in corporate governance
and related matters.  

For those of you new to the Audit Committee Institute (ACI) and this publication in particular,
a brief outline of the background to ACI is set out opposite.

Following recent draft guidance issued by the Director of Corporate Enforcement regarding
audit committee obligations, Audit committees – functions and guidance looks at factors
to take into account in considering this draft guidance particularly in the context of the EU
8th Directive (page 2).

A KPMG survey late last year indicated that many analysts have doubts whether IFRS will
actually give them a greater level of insight into a company’s true financial performance.
Analysing the analysts – are they prepared for the first full year of IFRS reporting?

(page 6) provides some insights into the analysts’ perspective on IFRS.

Our Audit committee insights series continues with Best tax risk strategy is to get to

know the tax director (page 10) which explores audit committees’ approach to
understanding and managing tax risk.  This piece was first published in the bi-weekly email
alert Audit Committee Insights.

Also included are updates of regulatory and financial reporting developments.

Our next general breakfast seminar will be scheduled in Autumn 2006.  In addition, we will
continue our roundtable series of breakfast meetings at which small numbers of audit
committee members can exchange views on current topics of interest.  Further information
on this series will be available in September from info@auditcommitteeinstitute.ie.

I hope you will continue to enjoy the ongoing benefits of ACI.  Please contact us at
info@auditcommitteeinstitute.ie with any comments or suggestions of topics you would like
to see covered and do visit our Web site at www.auditcommitteeinstitute.ie for further
information on ACI.

1

Kevin O’Donovan
Chairman
Audit Committee Institute Ireland

Welcome
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Audit committees - 
functions and guidance

There is quite an amount of common ground in the
roles and functions of audit committees as set out
in the Companies (Auditing and Accounting) Act
2003 (the 2003 Act) and the Combined Code on
Corporate Governance (the Combined Code)
applied by the Listing Rules.  However, the 2003
Act takes a fundamentally different approach to
that of the Listing Rules in that it incorporates
directly into primary legislation a substantial list of
functions that audit committees of public listed
companies must fulfil (see Table 1 opposite), rather
than establishing principles that are then developed
in extra-statutory codes subject to the ‘comply or
explain’  principle.  In the 2003 Act, a version of the
comply or explain principle only applies to larger
private companies (both limited and unlimited) and
partnerships, whose boards are required to
consider whether to establish an audit committee
with the duties set out in the Act and if not, to
gives reasons why not.   

The draft guidance issued by the Office of the
Director of Corporate Enforcement summarises
the obligations established by the (as yet
uncommenced) provisions of section 42 of the

2003 Act, and the way in which they apply to
private companies.  To that extent, the document
provides a very useful reference point.  But the
difficulties that the section gives by incorporating
such specific detail into law mean that the
guidance is somewhat restricted in providing
commentary on how audit committees might act
in practice or to clarify interpretation of section 42.
Arguably, the prescriptive nature of the section
threatens the successful application of ‘comply or
explain’ and could open up many areas for debate
on legal interpretation, including the operation of a
unitary board. For example, is it really just the audit
committee’s responsibility to determine whether
the accounts give a true and fair view?  This is for
the board as a whole to determine, albeit with
input and advice from the committee.  Similarly,
the wording of section 42 implies that the audit
committee should report directly on its activities.
Considering the same point, the Smith Committee
decided against such a step and hence the current
requirement in the Combined Code is for the board
to provide a report covering the audit committee’s
activities, rather than a separate report. 

Corporate governance codes applied by the Listing Rules in Dublin and London
have addressed the need for audit committees for over a decade. Now
implementation of an equivalent requirement for all public limited companies
and larger private entities contained in the Companies (Auditing and Accounting)
Act 2003 may be closer, following issue by the Director of Corporate
Enforcement of draft guidance for comment by 26 May 2006. This guidance is
further complicated by the recent enactment of the EU 8th Directive.
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Table 1

Audit Committee statutory duties as set out in the Companies 
(Auditing and Accounting) Act 2003

Overseeing financial

reporting

Reviewing the annual financial statements of the company (and,
where applicable, the group) before their presentation to the
board of directors for approval.

Determining whether the financial statements have been drawn
up in accordance with applicable accounting standards (as
defined in section 205A of the Companies Act 1990) and give a
true and fair view.

Recommending to the board of directors whether to approve
the financial statements.

Overseeing the process

related to the

company’s financial

risks and internal

control

Determining at least annually whether in the committee’s
opinion, the company has kept proper books of account in
accordance with section 202 of the Companies Act 1990.

Reviewing the directors’ annual compliance statement before its
approval by the board of directors.

Determining whether the compliance statement complies with
the statutory requirements (to be amended, as determined by
the government following the Company Law Review Group
review) and recommending to the board of directors whether to
approve the statement.

Overseeing the internal

and external audit

processes

Advising the board on the recommendation to be made to
shareholders in relation to the appointment of an auditor.  

Monitoring the performance and quality of the auditors’ work.  

Obtaining relevant information from the auditor and monitoring
the company’s relationship with the auditor. 

Recommending whether or not to award contracts for non-audit
work to the auditor or an affiliate of the auditor. 

Considering whether arrangements and resources available for
internal audits are suitable. 

Reporting Reporting, as part of the directors’ report, on the committee’s
activities and discharge of its responsibilities. 

Impact of the 8th Directive 

The provision of guidance in relation to audit
committee responsibilities is further complicated
by the fact that the period since the enactment of
the 2003 Act has seen much activity on corporate
governance issues at EU level.  Changes to the  
4th and 7th Directives are underway and the 8th
Directive recently completed its progress through

the Commission and Parliament.  The last applies
the requirement to establish an audit committee
to ‘public interest entities’, defined as companies
with securities traded on a regulated market,
credit institutions and insurance undertakings (a
member state option allows inclusion of further
classes of entity and for certain exclusions).
Further details are set out in the table overleaf.
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In defining the role of audit committee, the Directive contains requirements that overlap with the 2003 Act,
but inevitably there are points where the Act and Directive differ, in particular:

� scope of responsibilities: the Directive describes responsibilities of audit committees in more general
terms and clearly indicates that these duties are ‘without prejudice’ to the duties and role of the overall
governing body of the company.  At the same time, those responsibilities are broader – the Directive
requires that the committee monitors the effectiveness of internal controls and risk management; under
the 2003 Act, the audit committee’s role only touches on internal control indirectly, through obligations to
consider the directors’ compliance statement and the effectiveness of internal audit;  

� experience and independence of committee members: the 2003 Act requires that members of the
audit committee are not current or recent employees of the company, its holding company or
subsidiaries, but otherwise contains no specific provisions, merely indicating that the board of directors
should appoint individuals they see as fit for the role but setting no criteria to determine ‘fitness’.  The
Directive is closer to the Combined Code, albeit still not as rigorous, requiring that at least one member
shall be independent and have competence in accounting and/or auditing.  

The draft guidance refers to the other guidance on these points, including the Smith Committee guidance
on audit committees now incorporated in the Combined Code and also the Audit Committee Institute’s
booklet Shaping the Irish Audit Committee Agenda, but does not draw together the various strands of
commentary on these and other issues, leaving boards and directors to make their own assessment of the
link between existing obligations of listed companies and the new statutory obligations.   

Table 2

8th Directive

Article 39 of the 8th Directive requires that public interest entities must have 
an audit committee:

� composed of non-executive members;

� with at least one member of the audit committee who is independent of the company;

� and at least one member shall have competence in accounting and/or auditing;  

and that the audit committee’s responsibilities shall be to: 

� monitor the financial reporting process;

� monitor the effectiveness of internal control, internal audit and risk management
systems (auditor to report to audit committee on material weaknesses in internal
control); 

� monitor the statutory audit;

� review and monitor the independence of the statutory auditor – in particular the provision
of additional services to the audit entity; and

� recommend appointment of the auditor.

Public interest entities are those with securities listed on a recognised exchange, credit
institutions and insurance undertakings, together with other entities that may be designated
as ‘public interest’ by a member state.  The Directive also contains member state options
allowing for exemptions to be granted – primarily subsidiary undertakings and collective
investment schemes. 

4

“....boards and
directors to make
their own assessment
of the link between
existing obligations of
listed companies and
the new statutory
obligations”
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Implementation

The regulatory ‘leap-frog’ effect resulting from
completion of the 8th Directive – which will require
incorporation into Irish law by 2008 – adds to the
complexity of issues that the Minister needs to
assess in commencing section 42’s provisions.  

The ODCE Consultation Paper seeks views on
commencing the section for accounting periods
beginning on or after 1 July 2006, meaning that
many companies would first face reporting on
arrangements to meet the statutory requirements
in their financial statements for the year ending 
31 December 2007.  Given that boards will need to
assess, and perhaps amend, current arrangements,
such lead time will be needed – and in addition, as
the ODCE paper recognises, it is important to
recognise that ‘how’ as well as ‘when’ needs to be
addressed, noting in particular:

� should the Minister use his existing powers to
exempt particular types of company from the
2003 Act’s requirements – such as those
involved in securitisation? 

� are the current thresholds for private companies
(and other entities) right?  Currently, the 2003
Act’s obligations apply to large private
companies and other relevant undertakings,
defined as:

-   private companies limited by shares whose
balance sheet total exceeds €25 million and
turnover exceeds €50 million in both the
most recent financial year and the
immediate preceding financial year, or those
which meet this threshold if all subsidiaries
are taken into account; and  

-   unlimited companies or partnerships
meeting the same quantitative criteria where
all the members who do not have a limit on
their liability are either companies limited by
shares or by guarantee or equivalent bodies
as set out in the provisions of Section 42. 

� should the Minister prescribe additional criteria
for membership of audit committees? 

To these might be added two further questions.
Should every function listed in the 2003 Act be
commenced simultaneously?  For example, given
that revised provisions relating to compliance
statements are to be incorporated into the
consolidated Companies Bill now under preparation
under the aegis of the Company Law Review
Group, it may be that the relevant sub-sections are
best commenced only when the new provisions
are in place.  And given the closing gap between
commencement of the existing provisions and the
need to implement the 8th Directive, are there
areas that should first be amended to
accommodate the Directive’s requirements?  

5

“....many companies
would first face
reporting...in their
financial statements
for the year ending 
31 December 2007”
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Analysing the analysts – are they prepared
for the first full year of IFRS reporting? 

6

At the end of 2004, KPMG International
Financial Reporting Group ran some research
amongst analysts which revealed a worrying
picture: many analysts admitted that their
knowledge of IFRS was poor, that they had
received little or no briefing and communication
from the companies they tracked on the
changes, and over half of them expected there
to be some market turmoil as a result of the
changes in reporting requirements. Over one
year on, and with full IFRS reporting here, have
analysts now got to grips with the changes that
they will be presented with? And do they think
IFRS will enhance their understanding of a
company’s true financial performance?

KPMG International Financial Reporting Group
commissioned Market and Opinion Research
International (MORI) to question 50 buy-side
and 50 sell-side analysts in October 2005. The
results show an encouraging uplift in analyst
understanding and preparedness since last year.
However, many analysts have doubts whether
IFRS will actually give them a greater level of
insight into a company’s true financial
performance.

On IFRS knowledge

In many cases IFRS is likely to change the
complexion of the financial information that
analysts use to assess company performance. In
our first survey a year ago, only 54 percent of
analysts were confident that they would be able
to distinguish between changes that are the
results of underlying business performance and
those due to accounting changes, but now this
has climbed to 78 percent. The number of
analysts who said they knew a fair amount or a
great deal about IFRS has also risen significantly,
from 60 percent last year to 76 percent now. Best
informed are those that follow companies on a
global basis and those that have received IFRS
training or attended company briefings.

When asked how well they understood the
possible impact of IFRS on different areas of
financial information, the least understood area –
as last year – was mergers and acquisitions. 
Fifty-four percent of analysts admitted that their
understanding was poor (slightly better than the
61 percent who admitted this a year ago). Other
areas such as share options, financial instruments
and pensions were much better understood. The
presentation of the income statement was felt to
be the best understood, with 88 percent claiming
to have good knowledge.

This year will see the first full annual results reporting round using new
International Financial Reporting Standards (IFRS). In many cases, new
accounting treatments under IFRS will have a profound effect on the 
numbers reported.

“....many analysts 
have doubts whether
IFRS will actually give
them a greater level
of insight into a
company’s true
financial performance”
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On briefings and education

Communication on the impacts of IFRS will be
one of the keys to avoiding market confusion
and damage to share prices. Last year, 47
percent of analysts said that they had had no
briefings from the companies they track on how
IFRS will affect the financial information they
report. This has now fallen to just 13 percent.
Fifty-seven percent said that most or all of the
companies they track have given them briefings,
significantly up from 12 percent last year.

Satisfaction with briefings received was
generally high. Eighty-two percent rated the
quality of information they had been given in
briefings as very or fairly good, and 70 percent
felt they had been given good information on
companies’ readiness for the new standards.
Seventy-eight percent of analysts felt that the

quality of communication from companies had
improved since last year.

One thing that has not changed since last year
is that only a minority of analysts have received
any IFRS training from their own employers. 
Sixty-one percent said they had not had any
training from their company, only marginally
down from 69 percent a year ago.

Companies have clearly become more active in
briefing analysts over the last year. Seventy-one
percent said that they had gained most of their
knowledge about IFRS from the companies they
track, up from 49 percent last year. Only 25
percent had received most of their knowledge
from their employer, only slightly up from 20
percent last year. The media has declined
somewhat as a source, moving from 29 percent
to 16 percent.

Understanding the possible impact of IFRS on

different areas of financial information

“One thing that has
not changed since last
year is that only a
minority of analysts
have received any
IFRS training from
their own employers”
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On the impact to the markets

Nearly four-fifths of analysts (77 percent) believe
that the introduction of IFRS will have an impact
on the valuation of company shares, though they
are divided as to whether the markets have
factored that into their pricing yet. Forty-seven
percent felt that the impact has been factored in
while 30 percent thought it has not been yet.
Last year, 53 percent did not think the impact
had been factored in, so this marks a clear
improvement in sentiment.

Another area of significant improvement is that
fewer analysts believe that IFRS will cause
market turmoil. Only 27 percent are expecting
some turmoil, whereas 51 percent were
predicting it a year ago. However, roughly the
same number of analysts this year as last say
they will mark down the shares of a company
that shows significant volatility after adopting
IFRS if the reasons are not clear. Forty-four
percent of analysts say they either have or
would in the future – although 53 percent say
they would not. 

The increase in knowledge and understanding of
IFRS among analysts over the past year appears
to have dampened their enthusiasm for it.
Whereas last year 64 percent of analysts
believed that IFRS would give them more insight
into the true financial performance of a company,
now only 47 percent of analysts felt that to be
the case. Over a third (34 percent) thought IFRS
would make no difference, while a significant
minority (16 percent) believed it would give them
either a lot or a little less insight. In addition,
only 39 percent of analysts agreed that IFRS will
facilitate the strengthening of the European
capital markets. Fifty-four percent also felt that
the lack of a clear definition of operating profit
was a serious shortcoming that needs to be
addressed.

Consistency of application is an issue that
analysts have strong convictions on. Ninety-five
percent of analysts believe that it is very or fairly
important that performance measures under
IFRS are developed and presented consistently
by businesses. However, when asked whether
the profit before exceptional items measure that
analysts used to track under old-style accounting
would be more or less appropriate when
calculated under IFRS, there was little
consensus.

Overall, however, analysts remain positive about
the long term benefits of adopting IFRS, with
over three-quarters (77 percent) agreeing that it
will increase comparability between financial
statements of companies in different countries.
Clearly, however, it is vital that IFRS is adopted
consistently if this greater comparability is to be
achieved.

KPMG Ireland's Lead Financial Reporting Partner,
Darina Barrett, added, "the findings pretty well
reflect what's been happening in Ireland also.  I
think analysts, and the wider community have
really gotten to grips with IFRS over the last 12
months, though the lack of interest prior to then
was surprising."

Impact on valuations
of company shares

2005

17%

30%

47%

6%

19%

53%

23%

5%

No effect on valuation

Effect on valuation and markets unprepared

Effect on valuation and markets prepared

Don’t Know

Source : Threshold of IFRS, November 2005,
KPMG IFRG Limited.

2004

Source : Introduction of IFRS, November 2004,
KPMG IFRG Limited.
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Effect of IFRS on markets

2005

27%

71%

2%

7%

51%
41%

Market turmoil

No effect on the market

Don’t know enough about IFRS to judge

Don’t Know

Source : Threshold of IFRS, November 2005,
KPMG IFRG Limited.

2004

Source : Introduction of IFRS, November 2004,
KPMG IFRG Limited.

1%

Effect of IFRS on share prices

2005

32%

53%

35%

52%

Will mark down

Mark down if reasons unclear

Not mark down

Don’t Know

Source : Threshold of IFRS, November 2005,
KPMG IFRG Limited.

2004

Source : Introduction of IFRS, November 2004,
KPMG IFRG Limited.

11%

4%

12%

2%

Consistency

2005

69%

29%

38%

Source : Threshold of IFRS, November 2005,
KPMG IFRG Limited.

2005

Source : Threshold of IFRS, November 2004,
KPMG IFRG Limited.

8%

26%

4%

8%

1%

17%

Very important

Fairly important

Not very important

Not important at all

Don’t Know

Profit before exceptional items

Conclusion

There is no doubt that much good work has
been done by companies in the last 12 months
to ensure that analysts are briefed and informed
about the impacts IFRS will have. Analysts have
made the effort to get to grips with the new
standards, and appear to be fairly confident
about the new financial information they will be
presented with.

This is heartening news. However, a significant
number of analysts query whether IFRS will
actually give them greater insight into company
performance than before and analysts have sent
out a strong message that consistency of
application and interpretation is absolutely key.
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Audit committees know taxes pose a significant
financial reporting risk, but understanding how a
company identifies and manages that risk is
another story.

According to industry observers, many audit
committees don't understand their company's tax
risk strategy, which is an important element of
overall risk management. In fact, in a 2005 KPMG
US survey of tax departments, 72 percent of
respondents said that their companies had no
formal tax-risk strategy. 

And in another KPMG US survey completed last
month, 70 percent of respondents said their audit
committees were not knowledgeable about their
companies' tax risks.

“[Tax strategy] is a multi-step process,” says Brad
L. Brown, KPMG national tax leader for Sarbanes-
Oxley Section 404. “A solid understanding of the
company's definition of risk management, in
terms of financial, compliance and operational
risks, is a good first step.  It's also important to
consider the many drivers of potential tax risk.
For example, risks may arise from tax
compliance, financial reporting, transactions, tax
planning, audits, technology and operations.”

With the increasing focus on tax risk in the US –
from the SEC, FASB, external auditors, and
management as well as the Sarbanes-Oxley Act
of 2002 (S-O) – audit committees are looking at
how they oversee the financial reporting
implications of tax risks.

It is the audit committee's responsibility to
oversee the management of tax risk, which
comes in many forms. There are legal and
compliance risks, and risks associated with the
financial reporting implications of taxes. There are
also disclosure issues. 

A dearth of knowledge about the company's tax
risk strategy speaks to how tax departments
communicate with audit committees. Traditionally,
tax departments have operated in relative
isolation from the board and business units. As a
result, tax risks received only cursory attention
outside the finance function. 

But today, the tax function is often part of the
company's overall risk management process, and
tax directors are communicating with risk officers
and the audit committee.

Despite these efforts, a recent online poll by
KPMG's Audit Committee Institute in the US

Audit committee insights

We continue our Audit Committee Insights series with a piece which explores
how US audit committees approach the management of tax risk.

Best tax risk strategy is to get 
to know the tax director
By Gary Larkin, Managing Editor, Audit Committee Insights

“....72 percent of
respondents said that
their companies had
no formal tax-risk
strategy”

“....70 percent of
respondents said their
audit committees
were not
knowledgeable about
their companies’ tax
risks”
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showed nearly 30 percent of audit committee and
board members want to improve the audit
committee process for overseeing the financial-
reporting implications of taxes. Only a little more
than half were satisfied with their current
oversight processes.

The focus on tax risk has intensified as a result of
the number of tax-related material weakness
disclosures. The Securities and Exchange
Commission reported that 238 companies
reported tax-related material weaknesses for the
12 months ending 15 November, 2005. 

“It's always been an issue,” says Charles Elson, a
member of the nominating and corporate
governance committees for Auto Zone,
HealthSouth and funeral services provider
Alderwoods Group, about tax risks. “With all the
material weaknesses that have been identified
and the focus on internal controls, a lot of boards
have focused on [tax risk].”

Elson, who is also director of the Weinberg
Center for Corporate Governance at the University
of Delaware, says that the root of good tax-risk
oversight is regular communication between the
external auditor, audit committee and the
company's tax department.

“Tax risks are part of the regular auditing
process," he says. "It's something that the
external auditor should be updating the audit
committee on.”

KPMG's Brown says that documenting processes
for measuring and mitigating tax risk helps a
company's tax department establish a permanent
risk management strategy.

Communication plays a vital part in that process,
he says.

“For example, in tax operations, there may be
risks associated with the level of communication
between company departments or business
units, potentially increasing the possibility of a
taxable event not being communicated to the tax
department,” he says.

Ken Daly, executive director of KPMG's Audit
Committee Institute in the US, emphasises that
“the starting point in managing and overseeing
tax risks is to define the company's tax strategy.
The tax director, with the input and approval of
the audit committee, needs to define the tax
strategy, including the tax risk strategy.”

“With an understanding of the company's tax risk
strategy, audit committees then need to
understand management's processes to identify,

assess, and manage the significant tax risks
facing the company,” he says. 

Since much of a company's tax exposure lies in
the operational side of the business, audit
committees need to look at operations when
testing the integrity of financial statements, Elson
says.

While tax risks are important, they should be
considered in the context of the audit
committee's oversight of internal control over
financial reporting. “It's not as important as
internal controls,” he says. “It's a sub-issue. It's
part of a bigger picture.”

According to the 2005 KPMG tax department
survey, as companies seek to automate internal
controls, many are undertaking tax technology
improvements. 

Mehrdad Talaifar, vice president of business
consulting for enterprise tax software maker
Sabrix, says the key to automating particular tax
controls and functions is giving the tax
department as much control as possible.

“If you want to take the non-tax professional out
of the process of [paying taxes], what do you
have to do?”  Talaifar asked viewers of a recent
Business Finance Magazine Webcast. “You have
to automate the [payment] of taxes.”

“The tax department wants to maintain control
over the tax policies and not depend on others,”
he said.

For most companies, the transactional tax burden
is substantial, and the risks associated with these
taxes is substantial as well. A clear designation of
management responsibilities for these taxes, as
well as an automated system of internal controls,
is critical to the management and oversight.

Corporate governance observers point to other
opportunities for audit committees to improve
their oversight of tax risks. Possible areas of
focus include: the adequacy and timing of tax risk
reports received by the audit committee,
appropriate staffing of the tax function and the
tone at the top of the tax department. In addition,
they say audit committees should ensure that the
tax department has a robust tax risk assessment
and management process.

As KPMG's Brown recommends, “the tax
department should establish a periodic risk
management process to review and assess
existing risks and identify additional risks that may
arise over time.”

“....30 percent of audit
committee and board
members want to
improve the audit
committee process
for overseeing the
financial-reporting
implications of taxes”
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Regulatory update

Local developments
Audit exemption threshold increased

Minister Michael Ahern announced earlier this
month that he is increasing significantly the audit
exemption threshold, the level below which
companies are relieved of the obligation to engage
an independent external auditor.  The Minister said
he plans to raise the turnover exemption limit to
€7.3 million (and the consequential balance sheet
figure to €3.65 million).  €7.3 million is the
maximum turnover exemption threshold permitted
under EU law. 

Charities regulation proposed

Mr. Noel Ahern, T.D., Minister of State at the
Department of Community, Rural and Gaeltacht
Affairs recently announced Government approval for
the proposed General Scheme for the Charities
Regulation Bill 2006.  In the first phase, the future
Charities Regulation Bill will establish a statutory
framework for charities. In subsequent phases,
regulations under the new legislation will implement
the operational aspect of the statutory framework.

The legislative proposals will introduce regulation
for charities for the first time since the foundation
of the State.  Some of the key provisions of the
General Scheme include:

� statutory definition of a charity;

� the introduction of a charities legislator;

� register of charities;

� legal form for charities; and

� provisions relating to charity trustees.

Further details on the General Scheme can be
accessed at: http://www.pobail.ie/en/
CharitiesRegulation/

EU developments
8th Directive

The EU Council approved the 8th Company Law
Directive on 26 April 2006, marking the start of
implementing new and long debated rules on the
audit of company accounts and other governance
issues, including requirements for audit
committees.  

The Directive (3667/05) is aimed at reinforcing the
reliability of company financial statements and
confidence in EU capital markets. It provides for
minimum requirements for statutory audit of
annual and consolidated accounts and introduces
new arrangements of public oversight of auditors.
Member states now have two years to adopt
legislation to meet its requirements.  

UK developments
UK Company Law Reform Bill

The Company Law Reform Bill was introduced into
Parliament on 1 November 2005 and is the
culmination of a root and branch review of
company law in the UK, started in 1998.  

The Bill is currently at report stage in the House of
Lords, after extensive debate of a number of its
provisions – particularly those relating to directors’
duties – leading to the introduction of new clauses
by the government on 3 May 2006.  Completion of
the parliamentary process is always uncertain, and
given the size and complexity of the Bill cannot be
predicted.  

The Bill aims to provide a framework of company
law and corporate governance that supports and
promotes business.  Hence there is emphasis on
deregulation and accessibility, including a “think
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small first” principle to help smaller businesses, as
well as the implementation of a number of EU
regulatory developments – provisions of the EU
Takeover and Transparency Directives and some
aspects of the 8th Directive.  This business focus is
evidenced in the DTI’s estimate, at the Bill’s
introduction into Parliament, that its proposals
could save businesses up to £250 million a year,
and was restated in its introduction to a second
reading in the Lords by Lord Sainsbury, who
stated:

“The Bill follows the important principle …. of
enabling shareholders to be the primary regulators
of corporate behaviour rather than the state.
Companies exist for the benefit for all the
members collectively and need the freedom and
flexibility to create wealth. Corporate law and
governance must be designed to encourage and
enable companies to create the internal structures
and controls that will promote trust and
transparency, and lead to better performance.”   

Financial reporting forms an important element of
the Bill and the Bill’s extensive provisions – it runs
to over 800 clauses – will affect many aspects of
corporate governance, including: 

� company formation – simpler rules are
proposed to allow easier access;

� directors – directors’ duties are currently based
on common law, and are codified into statute
for the first time in the Bill;

� communication with shareholders – rules for
company meetings are changed to allow more
flexibility to private companies, and the use of
electronic communications is encouraged; 

� institutional shareholders’ involvement –
disclosure of their shareholdings and the way in
which they exercise their votes is proposed.   

There are also provisions introducing a framework
to allow shareholders to limit auditor liability and
making other changes affecting auditors – including
the introduction of a new offence for recklessly or
knowingly including misleading, false or deceptive
matters in an audit report. 

Broadly, business has supported the Bill.  

But on the subject of directors’ duties, many have
raised concerns over the Bill’s requirement for

directors, while acting in the interests of
shareholders, to have regard to the longer term,
the interests of employees, suppliers, consumers
and the environment. The “enlightened
shareholder” concept underlying this provision
assumes that over the longer term there will be
congruence between aims of shareholders and
needs of other stakeholders – but in the shorter
term, differences can and do arise.  It is these –
and the related areas of the Bill’s provisions for
derivative claims – that caused worry that legal
uncertainties could bog down directors in both
their day-to-day and longer term decision making.
In response, the government’s amendments
introduced this month aim to get a clearer balance
– the need to take into account factors such as
employees’ interests and environmental impact is
retained, but is subject to an overriding
requirement to act in a way that the directors
consider, in good faith, would be most likely to
promote the success of the company or the
benefit of its members as a whole.  

Amendment to UK Companies Act 1985:

auditors’ remuneration

The UK Government has issued a statutory
instrument that will require a far more detailed
disclosure of non-audit services.  Exemptions are
available for certain small and medium sized
companies or in parent and subsidiary accounts
where the information is provided on a group
basis.

The Regulations came into force on 1 October
2005 and are effective for accounting periods
beginning on or after 1 October 2005.

The Regulations are available at:
http://www.opsi.gov.uk/si/si2005/20052417.htm

“...the Bill’s...proposals
could save businesses
up to £250 million a
year”

Consolidated Companies Bill 

The Company Law Reform Group’s work on the
Bill to consolidate the Companies Acts 1963 –
2005 is ongoing and information on the Heads of
the Bill and draft material can be seen at:
http://www.clrg.org/companiesbill/default.asp
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US developments
Is the tide changing in the US? SEC

proposes change

SEC announces next steps for Sarbanes-
Oxley implementation 

On 17 May 2006, the Securities and Exchange
Commission (SEC) announced a series of actions it
intends to take to improve the implementation of
the Section 404 internal control requirements of the
Sarbanes-Oxley Act of 2002. 

The actions the Commission intends to take
include: 

� issuing SEC guidance for companies on how to
complete their assessment of internal control
over financial reporting; and

� working with the Public Company Accounting
Oversight Board (PCAOB) on revisions of its
internal control auditing standard (Auditing
Standard No. 2, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction
with an Audit of Financial Statements).

These actions are based on extensive analysis and
commentary in recent months from investors,
companies, auditors, and others. 

The expected actions will also include SEC
inspections of PCAOB efforts to improve Section
404 oversight and a brief further postponement 
of the Section 404 requirements for the smallest
company filers, although ultimately all public
companies will be required to comply with the
internal control reporting requirements of 
Section 404. 

In order to permit non-accelerated filers and their
auditors to have the benefit of the above proposed
changes, the SEC expects to issue a short
postponement of the effective date of the
Commission's rules implementing Section 404 for
non-accelerated filers to fiscal years beginning on or
after 16 December 2006. 

Foreign private issuers

The SEC is also proposing amendments which
should enable foreign private issuers to terminate
their registration and reporting obligations more
easily.  Under these proposals, a company that had
filed reports for the past two years would be able to
de-list itself if:

� its average daily trading volume was no greater
than 5 percent of the average volume of that
class of securities; and

� US residents held no more than 10 percent of its
worldwide public float; or 

� US residents held no more than 5 percent of the
worldwide float.

The SEC has not published a timetable for
consultation, or when they anticipate proposals to
become non-binding.

Executive compensation

In addition to the Section 404 and foreign private
issuers proposals above, the SEC voted earlier this
year to publish for comment proposed rules that
would amend disclosure requirements for executive
and director compensation.  The SEC has not
indicated when it would expect the proposals to
become effective.

NYSE proposes changes to corporate

governance listing standards

In November 2005, the New York Stock Exchange
(NYSE) filed proposed amendments to its corporate
governance listing standards with the Securities and
Exchange Commission for approval.

One of the main proposals relates to the board’s
determination that a director is independent.  The
NYSE is proposing that for each director, the
company discloses either of the following:

� the director has no relationships with the listed
company (other than being a director and/or
shareholder of the listed company);

� the director has only immaterial relationships
with the listed company, in which case a specific
description of the relationship should be given.

Alternatively, a board may determine, and disclose,
that certain relationships are categorically
immaterial, and then a company need not disclose
the specifics of any relationship that falls within such
categories.  A listed company, however, may not
treat as categorically immaterial any relationship

14

The full SEC press release is available at
http://www.sec.gov/news/press/2006/
2006-75.htm
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required to be disclosed pursuant to Item 404 of
SEC Regulation S-K.

The SEC must now publish the proposed rules for
comment and approve them before they take
effect.

SEC approves PCAOB rules 

on auditor independence

The SEC approved PCAOB rules on auditor
independence that affect how public company audit
committees fulfil their responsibilities under the
Sarbanes-Oxley Act and SEC regulations.  The new
rules limit the types of tax services independent
auditors may provide to their SEC audit clients,
prohibit tax services to specified individuals
associated with an audit client, and expand auditors’
communications to audit committees about
permitted tax services.  The PCAOB rules also
prohibit all commission- and contingent-fee
arrangements with SEC audit clients, arrangements
already prohibited by the SEC.

The new rules identify types of tax services that are
inconsistent with independence from an SEC audit
client.  An audit firm is not independent if it
provides any services to the client pertaining to

“marketing, planning, or opining in favour of” tax
transactions that are performed under a
confidentiality condition or that are “aggressive” as
the rule defines the term.

Auditors may continue to provide their SEC audit
clients all tax services that are not expressly limited
or prohibited by the independence rules, if the
services are pre-approved by the audit committee.
Audit committees may continue to pre-approve tax
services provided by the auditor to their stated
policies and procedures.

The new rules are effective as of 18 June 2006,
except in the following circumstances:

� new tax engagements for persons in a “financial
reporting oversight role” at an SEC audit client
are prohibited effective 19 April 2006.
Engagements for such persons that are in-
process at 19 April 2006 may continue, but must
be completed by 31 October 2006;

� the rules for discussions with audit committees
that pre-approve services pursuant to policies
and procedures and for documenting those
discussions do not apply to any tax service that
is begun before 20 April 2007.

A copy of the NYSE filing is available on the
NYSE Web site.  Once at the site, insert
‘NYSE-2005-81’ into the search function
located in the upper right corner of the NYSE
home page.

This section is adapted from KPMG’s Defining
Issues, May 2006, No. 06-13 SEC Approves
PCAOB Rules on Auditor Independence
available at www.aro.kpmg.com
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Financial reporting update

Key developments since Quarterly 8

FRS 28: Corresponding

amounts

Implementation of FRS 28 For accounting periods
beginning on or after 
1 January 2005 and
ending on or after 
1 October 2005

Title of article Effective Date

TECH 57/05

Distributable profits

Distributable reserves For accounting periods
beginning on or after 
1 January 2005

FRS 23/IAS 21 Amendments to FRS 23/IAS 21 For accounting periods
beginning on or after 
1 January 2006

Determining equivalence: exemption from requirement to produce group accounts 

Changes in company law in Ireland and the UK coming into effect for accounting periods beginning on or
after 1 January 2006 extend the exemption from preparation of group accounts from only those holding
companies with a parent in the European Economic Area (EEA) to intermediate parent companies with a
parent outside the EEA, subject to certain conditions.  

A key condition is that the intermediate parent and all of its subsidiaries are included in consolidated
accounts for a larger group drawn up in accordance with the provisions of the 7th Directive, or in a manner
equivalent to consolidated accounts so drawn up.  In response to questions as to whether group financial
statements prepared under IFRS and other GAAPs meet this condition, the Urgent Issues Task Force (UITF)
issued on 11 May 2006 a proposed Abstract interpreting the term ‘equivalent’ for this purpose.   

The proposed Abstract sets out the view that assessing equivalence does not mean a ‘tick-box’ approach
checking compliance with every detail of the 7th Directive but should focus on meeting the core

UITF Abstract Determining equivalence:
exemption from requirement to
produce group accounts 

For accounting periods
beginning on or after 
1 January 2006

ACQ Issue 9 - Final.qxp  07/06/2006  11:43  Page 16



17

requirements of the Directive – in particular, the
requirement to give a true and fair view.  

Applying this principle, it goes on to clarify that the
test of equivalence with the 7th Directive is met by: 

� accounts prepared in accordance with IFRS as
adopted by the EU; 

� accounts prepared in accordance with IFRS as
issued by the IASB, subject to assessing the
reasons that particular standards have not been
adopted by the EU;

� accounts prepared using other GAAPs closely
related to IFRS;

� accounts prepared in accordance with US GAAP,
Canadian GAAP and Japanese GAAP, subject to: 

- ensuring the scope of entities included in the
consolidated accounts is consistent with the
7th Directive;

- ensuring that consistent accounting policies
have been used for all entities included in the
consolidated accounts; and

- evaluating the effect of any exemptions or
modifications to those GAAPs allowed by
specialised industry standards.  

Accounts prepared using other GAAPs should be
assessed for equivalence on the particular facts,
including similarities to and differences from the
GAAPs.   

Comments on the draft Abstract are invited by 26
June 2006.  

Implementation of FRS 28

The ASB has issued FRS 28 Corresponding
Amounts which applies to all entities for periods
beginning on or after 1 January 2005 and ending on
or after 1 October 2005.

Following changes to company law by SI 116 of
2005 which introduced the option for IFRS and
implemented the Modernisation Directive, the
requirement for an entity to provide comparative
amounts in its financial statements is now set out
in FRS 28.  The Companies Act previously required
a company to provide comparative figures in the
notes to its financial statements, and to restate

comparative amounts when they were not
comparable with those items in the current period.
The standard includes many of the same
exemptions from providing comparative figures in
respect of certain items in the notes to the
accounts as those previously included in the SI 840
(2005) and relevent provisions of the Companies
(Amendment) Act 1986 e.g., the exemption from
providing a comparative fixed asset note; however,
it no longer includes an exemption from providing
comparatives in respect of directors’ loans etc.

Distributable reserves

The adoption of FRS 21 Events after the balance
sheet date (or its equivalent, IAS 10 Events after the
balance sheet date) will, in many cases, defer the
recognition of dividend income received from
subsidiaries in the parent’s individual accounts.
Consequently, parent companies may not have
sufficient distributable reserves to support their
own dividend policies. Given the similarities in the
company law framework and accounting
requirements in Ireland and the UK, the guidance
provides a commentary that is also relevant and
useful for Irish companies. 

In order to accelerate recognition of dividend
income in the parent, the parent may decide that its
subsidiaries should pay dividends before the
balance sheet date.  This matter, as well as the
unrelated clarification in respect of the effect on
distributable reserves of changes in accounting
policy, is addressed in the Institute of Chartered
Accountants in England and Wales and the Institute
of Chartered Accountants of Scotland (the
Institutes) Technical Release, TECH 57/05, issued in
December 2005.  It applies to financial periods
beginning on or after 1 January 2005 and is
particularly relevant to companies that have not yet
reached their balance sheet date and so may be in a
position to take action.

Intra-group dividend income
Under FRS 21, income receivable from proposed
dividends is usually recognised later than under
previous accounting practice.  This is because FRS
21 prohibits dividends declared after the reporting
date from being recognised as a liability in the
payer’s accounts, and hence as income in the

For further details please refer to the ASB 
press release at:
http://www.frc.org.uk/asb/press/pub0938.html

Full text of the draft UITF Abstract The
interpretation of equivalence for the purposes of
section 228A of the Companies Act 1985 is
available at:
http://www.frc.org.uk/images/uploaded/docume
nts/UITF%20Information%20Sheet%2079.pdf
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recipient company, at that reporting date.  Many
parent companies may be intending to accelerate
recognition of dividend income by arranging for
those subsidiaries to pay interim dividends before
the parent’s year end.  However, under standard
Table A articles, an interim dividend is paid at the
directors’ discretion and does not require any form
of shareholder approval.  FRS 21 defines
“declared” as “appropriately authorised and no
longer at the discretion of the entity” and hence an
interim dividend is not a legally enforceable debt as
it is entirely at the directors’ discretion.
Consequently, dividend income may not be
recognised in the parent until the dividend is paid.
The question as to when an intra-group interim
dividend is paid is addressed by TECH 57/05 and
may be summarised as follows:

� when payment is the transfer of cash, the
dividend is undoubtedly paid.  However, if the
cash received is reinvested in the paying
company, e.g., by way of an inter-company loan,
then consideration should be given as to
whether the income is realised in the parent
company (see TECH 7/03 A6);

� if the dividend is recorded through an inter-
company account that reduces a balance
payable from the parent to the subsidiary, the
settlement is made by way of set-off rather than
by transfer of cash but is equivalent to a
payment of cash as at the date the book entries
are made by both companies;

� if the dividend is recorded through an inter-
company account that creates or increases a
liability of the paying subsidiary to the parent,
careful consideration is required as to whether
this is income in the parent, before assessing
whether the income is realised, as follows:

-   if the group has a group treasury function
(see TECH 7/03 A4), entries made in the
group treasury company’s books (debit
subsidiary’s account and credit parent’s
account) would normally be regarded as
paid;

-   in other circumstances, it is likely that
merely recording the accounting entries in
the paying and receiving companies will be
insufficient.  If there were no doubt as to the
subsidiary’s ability to pay the dividend then
the guidance suggests that this matter could
be dealt with by effecting a deed of
acknowledgment.  However, if the matter is
complex and there is uncertainty as to
whether the dividend has been paid, the

Institutes state that the directors should
seek legal advice.

It is possible to remove any doubt as to the parent
recognising income by converting the amount into
a final dividend before the parent’s year end, i.e., a
final dividend meets the FRS 21 criteria for
recognition (appropriately authorised and no longer
at the discretion of the entity).  This can be done by
the members in a general meeting or, for private
companies, by members passing a written
resolution.

Changes in accounting policy
TECH 57/05 clarifies when changes in accounting
policy should be taken into account in determining
profits available for distribution.  It makes it clear
that the introduction of a new accounting standard
is relevant in determining distributable profits only
in relation to distributions accounted for in periods
in which the change will first be recognised in the
accounts.  For example, a company’s final dividend
in respect of 2005 will be paid in 2006.  Whilst the
starting point for determining the lawfulness of
that dividend is the 2005 accounts, the company
must consider whether any policy changes to be
adopted in 2006 will deplete the profits shown in
those 2005 accounts.

The TECH clarifies the application of this approach
to the special case change in policy for dividend
recognition itself.  Typically a company’s 2004 final
dividend is shown in the 2004 Irish GAAP accounts
under SSAP 17 Post balance sheet events, and
again in the 2005 Irish or IFRS accounts under FRS
21 or IAS 10.  The TECH clarifies that as the
dividend is first accounted for in the 2004
accounts, it is the 2004 policies that apply.

Amendments to FRS 23/IAS 21

The ASB has published two amendments to FRS
23 The effects of changes in foreign exchange
rates in order to maintain alignment with IAS 21.
The amendments are effective for accounting
periods beginning on or after 1 January 2006 with
earlier adoption encouraged.  FRS 23 applies only
to those companies that are adopting FRS 26
Financial instruments: measurement; other
companies that continue to use SSAP 20 Foreign
currency translation are not affected by the
amendments.

The Institutes’ technical release is available at:
http://www.icaew.co.uk/index.cfm?
AUB=TB2I_89176|MNXI_89176
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FRS 23 has been amended in order to clarify that
loans considered to be part of the net investment
in a foreign operation (i.e., loans for which
settlement is not planned and not likely to occur in
the foreseeable future) are not limited to those
directly between the investor and investee.  Loans
from other entities within the group may form part
of the net investment at group level although an
investment in a foreign operation made by an
associate of the reporting entity is not part of the
reporting entity’s net investment in that foreign
operation.

A second amendment also broadens the range of
currencies in which loans can be denominated and
still be considered part of the net investment.

Exchange differences arising on the translation of a
monetary item that is denominated in any currency
may now be recognised in equity in the
consolidated financial statements when the criteria
for qualifying net investments are met.

For those companies adopting EU-endorsed IFRS in
their 2005 accounts, the first amendment that
clarifies that loans from other group entities may be
considered as part of the net investment in a
foreign operation is consistent with current
interpretations of EU-endorsed IAS 21.  The second
amendment changes the current requirement of
EU-endorsed IAS 21 in respect of the currency in
which the net investment may be denominated.  
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Let us know what you think
We are always grateful for feedback regarding topics for breakfast seminars,
roundtables and Audit Committee Quarterly.  Let us know what you would like
covered by phoning us at +353 (1) 410 1160 or emailing us at:
info@auditcommitteeinstitute.ie.

ACQ Issue 9 - Final.qxp  07/06/2006  11:39  Page 4



The information contained herein is of a general nature and is not intended to
address the circumstances of any particular individual or entity. Although we
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