AUDIT AND CORPORATE GOVERNANCE REFORM 
New corporate reporting regulations
Explanatory note
Background
1. On 31 May 2022, the Government published its response to the consultation on its White Paper on ‘Restoring Trust in Audit and Corporate Governance’.   The response set out the Government’s final plans for audit and corporate governance reform.  This included the following four new reporting requirements for directors of larger companies:

(i) an annual Resilience Statement, setting out how a company is managing material risks over the short, medium and long-term;
(ii) a triennial Audit and Assurance Policy, explaining how the company proposes to assure non-financial reporting over the following three years;
(iii) an annual statement on steps taken to prevent and detect material fraud; and
(iv) an annual statement about distributable profits, the company’s policy on distributions and a distribution confirmation statement.

2. BEIS officials are now preparing secondary legislation to implement these new reporting requirements, under powers in sections 468 of the Companies Act.  A draft of the new regulations is attached.  Please note it has not yet been considered or approved by Ministers.   Also attached, to assist further with understanding the regulations, is a ‘mark-up’ version showing how the regulations would amend relevant provisions of the Companies Act.  Officials would welcome comments on the draft regulations from interested stakeholders by 4pm on Friday 20th January.   Most of the rest of this note provides a summary guide to the draft regulations as they currently stand, which highlights certain parts of the regulations where stakeholders may benefit from some explanation.    There is a section on timings and next steps at the end. 
General overview
Scope of companies covered
3. The reporting requirements will apply to public and private companies which have 750 employees or more and an annual turnover equal to or above £750m.  A company meeting that threshold is referred to in the regulations as “a company with a high level of employees and turnover”.
Parent companies will be in scope where consolidated employee numbers and turnover take the parent company above the respective thresholds (see treatment of groups further below). This is similar to the existing rules which apply in the case of the non-financial information statement under section 414CA. 
Limited Liability Partnerships and any other entity not incorporated as a company under the Companies Act are not covered by these regulations. 
Relevance to the proposed creation of size-based ‘public interest companies’  
4. The 750 or more employee and £750m or more turnover threshold for these new reporting requirements is the same as the size-based threshold that the Government is planning for new size-based public interest companies. However, the Government will be implementing the additional category of size-based public interest company (and its associated audit requirements) separately, through an Audit Bill (that will also deliver a number of the other proposals set out in the Government Response).   The introduction of these new reporting regulations does not depend on the proposed new category of size-based public interest company being in place (nor vice-versa), and the regulations make no reference to size-based public interest company. 
Staggered commencement dates
5. The new reporting provided for in these regulations will apply in the first year of implementation only to companies meeting or exceeding the 750 employee and £750m turnover threshold which are already listed on the Main Market (that is, all UK-incorporated premium and standard listed companies above the size threshold).   Other public companies, and private companies, meeting or exceeding the threshold will be required to comply with the regulations from the second year of them being in place.  The reasons for this staggered commencement are: 

(i) companies on the Main Market already have experience of enhanced reporting in a number of the areas covered by the new regulations, including on risk, through FCA Listing and Disclosure & Transparency Rules and (for premium listed companies) the UK Corporate Governance Code; and 

(ii) other public, and private, companies above the threshold will face enhanced audit and wider regulatory requirements associated with becoming a size-based public interest company in the coming years – it is therefore proportionate to give these companies an extra year to prepare to comply with the new reporting requirements.
Treatment of groups 
6. The new reporting will be within the Strategic Report (Resilience Statement and the Audit & Assurance Policy Statement[footnoteRef:2]) and the Directors’ Report (the material fraud statement and statements on distributions).   The draft regulations follow the existing provisions for group reporting for the Strategic Report and Directors’ Report, namely that where a company is a parent company and prepares consolidated accounts, it must publish a Group Strategic Report and Group Directors’ Report.     [2:  As covered later in the note, it is possible that the Audit and Assurance Policy Statement may instead be contained in the Directors’ Report.] 


7. Linking this existing approach to the 750 employee + £750m threshold for the new reporting, the draft regulations provide that:

(i) Where a parent satisfies the definition of company with a high level of employees and turnover and prepares consolidated accounts, the parent is required to produce a group Resilience Statement, group Audit & Assurance Policy and group Material Fraud statement.  

(ii) Where a subsidiary is above the threshold, and its parent produces group Resilience, Audit and Assurance Policy and Fraud statements, the subsidiary will not, in general, be required to produce its own Resilience, Audit and Assurance Policy and Fraud statements.  

The duty on the parent is set out in s.414CC(1)(b) of the regulations (treatment of parent companies). The treatment of subsidiaries is set out in sections 414CD(9)+(10), 414CE(7)+(8) and 414E(3)+(4) for the Resilience, Audit and Assurance Policy and Fraud statements respectively (treatment of subsidiaries).  

8. Different rules on groups apply in the case of the three distribution statements attached to the Directors’ Report, as follows. 

(i) A parent company above the threshold is only required to make the statements about its own distributions rather than those of the group (section 416E(2)), and; 

(ii) If a company meeting or exceeding the 750 employee and £750m threshold is the subsidiary of such a parent, the subsidiary is not required to produce its own statements on distributions (under s.416E(1)), provided that the parent company is above the threshold in its own right and the subsidiary is included in a Group Directors’ Report which includes the distributions statements relating to the parent. 

9. For the avoidance of doubt, any company that is not a subsidiary and is a company with a high level of employees and turnover will be required to produce the new reporting.

10. The reporting will also be required of any subsidiary with a high level of employees and turnover whose parent does not produce Group Strategic and Directors’ Reports (e.g. because the parent is an overseas company), or if the group conditions in sections 414CD(9)+(10), 414CE(7)+(8) and 414E(3)+(4) are not satisfied.


Resilience Statement 	 

11. As set out in Chapter 3.1 of the Government Response, the Resilience Statement is intended to provide enhanced reporting by companies within scope on the material risks they face over the short, medium and long term, and how those risks are being managed.   The draft regulations add a new section 414CD to the Companies Act, providing for a Resilience Statement to be provided as part of a company’s Strategic Report. 

12. Section 414CD(3) of the draft regulations provides for an introductory section to the Resilience Statement which must, among other things:
(i) summarise the company’s overall approach to building resilience and managing risk over the short, medium and long term, including with respect to the internal governance processes that underpin this activity; and

(ii) for quoted companies[footnoteRef:3], explain (to the extent not already covered in the summary) how the Resilience Statement relates to existing Strategic Report requirements on quoted companies to set out their strategy, business model and future trends affecting the business. [3:  That is, quoted companies already subject to enhanced Strategic Report requirements in s.414C of the Companies Act, using the definition of quoted companies in s.385 of the Companies Act] 


13. Section 414CD(4) covers the short-term section of the Resilience Statement.  This section must include:
(i) the time period chosen by the company for the short-term section, which must equal the length of the period chosen by the company for its going concern assessment with relevance to applicable accounting standards;
(ii) a summary of why the directors consider the company to be a going concern, including disclosure – to the extent necessary for users’ understanding of the company’s position – of any mitigating action taken by the directors to ensure that there are no material uncertainties to the company being a going concern;
(iii) those material risks, if any, that the directors believe the company must manage over the short term period, which must be determined with regard to the matters set out in section 414CD(6), and any other information that the directors believe is necessary for users to understand the company’s management of material risk over the short-term; and
(iv) information on the likelihood and impact of the disclosed risks, the time period over which each risk may crystalise (if know) and any mitigating action put in place by the directors to manage each risk, as specified in section 414CD(7).

14. Section 414CD(5) covers the medium-term section of the Resilience Statement.   This section must include:
(i) the time period chosen by the company for the medium-term section, and how it aligns with the company’s strategy and business investment cycle (on the basis that strategic planning and future business investment should be informed by material risks that may arise when the strategy and investment decisions are implemented);
(ii) those material risks, if any, that the directors believe the company must manage over the medium-term period – as with the short-term section, the determination of those risks must have regard to the matters set out in section 414CD(6) - and any other information that the directors believe is necessary for users to understand the company’s management of material risk over the short-term;
(iii) information on the likelihood and impact of the disclosed risks, the time period over which each risk may crystalise (if know) and any mitigating action put in place by the directors to manage each risk, as specified in section 414CD(7);
(iv) an assessment of the company’s prospects and likelihood that it will continue to operate and meet its liabilities over the medium-term period (this is an adaptation of the existing ‘Viability Statement’ provided by premium listed companies under the UK Corporate Governance Code – the Government Response stated that the existing Code provision is likely to be removed, subject to consultation on a revised Code in due course); and
(v) a summary description of at least one reverse stress test that the company has carried out, which identifies an adverse combination of circumstances in which the business would fail and sets out any mitigating action put in place as result of the test

15. Section 414CD(8) covers the long-term section of the Resilience Statement.   Beyond a requirement to state what time period has been chosen for this section, this section is less prescriptive and simply seeks a high-level summary of long-term trends and factors that may threaten the company’s business model, and any steps planned to manage such challenges.

Audit and Assurance Policy Statement

16. As set out in Chapter 3.2 of the Government Response, the Audit and Assurance Policy (AAP) is intended to help users understand a company’s plans for assuring the information in its annual report (and any half yearly reports) beyond the financial statements, such as reporting on risk and strategy.   Assurance of such information may be internal only, or may include independent assurance.   (The statutory auditor is obliged to check such information for its legal compliance with reporting requirements and material consistency with the financial statements, but it is not subject to the formal assurance that the statutory audit provides for the financial statements).   

17. The draft regulations add a new section 414CE  to the Companies Act, which provide for the AAP statement to be included within the Strategic Report, although views are welcomed on whether it may be more appropriate to include the AAP statement in the Directors’ Report.   On the one hand, the AAP statement is a forward-looking document which may therefore fit with the Strategic Report; on the other hand, it is focused on how directors are helping fulfil their duties to provide good corporate reporting and so may equally work in the Directors Report.[footnoteRef:4] [4:  Another approach would be for the AAP statement to be contained within the Corporate Governance Statement, in which Audit Committee reports are provided.   However, not all companies subject to these regulations are required to produce Corporate Governance Statements, or indeed to have Audit Committees. ] 


18. Section 414CE(1)(a) to (d) cover the company’s plans for internal assurance of information, including how management conclusions and judgements can be challenged internally, and what plans – if any – the company has to strengthen its internal audit function over the next three years.  

19. Section 414CE(1)(e) & (f) require the company to set out whether, and if so how, it plans to seek any independent assurance of any annual or half-yearly reporting over the next three years.   In doing so, companies are asked to state specifically whether or not they plan any independent assurance over the company’s Resilience Statement, and/or over the effectiveness of the company’s internal controls over financial reporting.   The reasons for focusing on those two areas is that poor management of risks or internal controls could present particular challenges to a company’s ability to continue in operation.  The regulations focus in this area on internal controls over financial reporting because this is a particular concern of investors in respect of internal controls management (as made clear in responses to the White Paper consultation)[footnoteRef:5].     [5:  The FRC’s consultation on a revised UK Corporate Governance Code is expected to consult on enhanced reporting on internal controls more generally. ] 


20. Section 414CE(2) requires companies to state whether any planned independent assurance engagement will involve “reasonable” or “limited” assurance as defined by international auditing standards as implemented by the FRC in the UK, and also whether any such engagement will be done in accordance with the International Standard on Assurance Engagements 3000.   The intention here is to help users understand what existing recognised standards will or will not apply to any independent assurance.

21. Section 414CE(4) + (5) provide for an annual update report on how a company is implementing its triennial AAP statement.   The update report must be published every year (including the year of a new AAP statement, when it will cover the final year’s implementation of the previous AAP statement) except for the first ever AAP statement (since there will be nothing to update on from the previous year).

Material fraud statement

22. As set out in Chapter 6.2 of the Government Response, the Government has decided to proceed with the proposal that directors should report on the steps they have taken to prevent and detect material fraud. 

23. Section 416D of the SI should be self-explanatory.  The reporting is expected to cover “material fraud” with the term “material” defined in (2).  The reporting is intended to cover fraud committed by the company (i.e. on others) as well as fraud against the company.   The draft SI refers to fraud being “detected” in the financial year. 
Distribution statements 
The new disclosures requirements
24. Chapter 2.2 of the Government response confirmed that Government would proceed with proposals for strengthening confidence that the law on dividends (and other distributions) and capital maintenance is being respected.  These include the introduction of three new disclosure requirements which are given effect through the draft SI.  They are:

[bookmark: _Hlk123479658](i)	a directors’ distribution policy statement (s416A) setting out the board’s policy on distributions, the factors underlying, it,  including the availability of distributable reserves within the group and the risks to implementing and sustaining the policy.  Note that the duration of the policy is explicitly linked to the medium-term section of the resilience statement;
(ii)	disclosure of the company’s accumulated distributable reserves (within the meaning of section 830(2) CA06), (s416B).  Relevant public companies must also disclose the impact of applying the net asset restriction, and provision is made for the special requirements that apply to insurance and investment companies. 
Note that where a company regards it as impractical to disclose an exact figure (e.g. because of historic trading activity), a minimum amount can be shown and the company must explain why it is impractical to calculate an exact figure.  The minimum amount would clearly set a ceiling on what could be distributed until such time as additional accumulated reserves can be established; and
(iii) 	a distribution confirmation statement (s416C) requiring directors to confirm that any distributions paid during the year have complied with the requirements set out in sections 836 to 840 (justification of distribution by reference to accounts), and that any recommended distribution does not exceed the amount of available distributable profit stated in accordance with s416B(2).  Public companies and insurance and investment companies must also confirm that they have complied with the additional rules on distributions that apply to them.  
Note that the Government response referred to this as a dividend “legality statement”.  We have moved away from this description because the legality of a dividend or distribution extends beyond the rules on distributable profits.  The confirmation here is limited to confirmation that the rules on distributable profit have been met.

Location for new three disclosures
25. The regulations have been drafted to require the three distribution disclosures to be made as part of the Directors’ Report so that they can be presented together, and to link with the existing requirement in section 416 CA06 to disclose any recommended dividend.  The new section 414CD will require companies to include information concerning risks in the Resilience Statement in the Strategic Report. It may be that certain information concerning distributions is set out there. 

Audit requirements
26. Regulation 6 of the draft regulations amends section 496 and the proposed amendments have been included to ensure that the distributable profit disclosures and the distribution confirmation statement are subject to a higher degree of audit scrutiny than would ordinarily apply to the content of the Directors’ Report.  The auditor will be required to express an opinion on whether these disclosures have been prepared in accordance with the CA06 and that they are in agreement with the accounting records and returns of the company. 
Timing and next steps
27. It is not possible to say at this stage when the new Regulations will be laid in Parliament, but our current expectation is that the regulations will come into force no earlier than 1st January 2024.    Taking into account the staggered commencement approach for different categories of company covered in paragraph 5, a 1 January 2024 implementation date would mean that:
(i)	Main Market companies meeting or exceeding the 750 employee and £750m threshold would produce the new reporting in respect of financial years beginning on or after 1st January 2024, meaning that the first round of new reporting by those companies would be produced within the annual reports covering those financial years that are published in 2025 or later.
(ii)	Other public companies, and private companies, that meet or exceed the 750 employee and £750m threshold would produce the new reporting a year later; that is, for financial years beginning on or after 1st January 2025, meaning those companies first reports would be produced within annual reports covering those financial years that are published in 2026 or later.
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