KPls, ES5 and the
tax adviser

Julie Butler

ill 2006 be remembered as the year that tax advisers had
Wto seriously consider the liaison with reporting

accountants and break away from auditors where
appropriate?

Have tax advisers thought at length how involved they may have to
be with the introduction of business reviews, Ethical Standard 5
(ES5) and the KPIs? How can a business review not include tax
considerations?

What are the KPIs?

Key performance indicators (KPls) are factors that measure
effectively the development, performance or position of the
company's business (CA 1985, s. 234ZZB (5)). This definition is
rather vague and leaves it open to directors to set such KPIs as they
see fit. While undertaking this task, the tax position of the company
or LLP cannot be overlooked. The DTI guidance says that it is for the
directors to decide exactly what information to include about their
particular company, provided that the information is relevant to an
understanding of the business. In the absence of a requirement to
use the same KPIs on a year-by-year basis, it leaves scope for abuse,
such as selectively using those KPlIs that show the company's
performance in a favourable light, and this includes tax.

The application of business review requirements
The Companies Act 1985 (Operating and Financial Review and Directors’
Report etc) Regulations 2005, Sl 2005/1011 has introduced new and
more extensive requirements for a business review in the directors’
report. This requirement does not apply to all companies.

The original requirement for quoted companies to produce an
Operating and Financial Review, OFR, was removed by the
Companies Act 1985 (Operating and Financial Review) (Repeal)
Regulations 2005 (S| 2005/3442), which came into force on 12
January 2006.

Small company exemption
Small companies escape the need for a business review.

The requirement for all companies, other than those meeting the
small company criteria, to include a business review in their
directors’ reports is now set out in CA 1985, s. 234ZZB and is
effective for financial years that begin on or after 1 April 2005.

The LLP has to comply
So the non-corporate tax adviser is feeling rather smug about
escaping these considerations, but what about the LLP?
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The LLP is caught under the business review requirements.

The LLP Regulations 2001 state that part VIl of the Companies Act
is applicable to LLPs. CA 1985, s. 234 falls within part VIl of the Act.
As such, LLPs must comply with these requirements.

There are some very significant LLPs in the accountancy, legal and
tax professions. With the introduction of the (possibly over-reported)
UITF40 there could be some interesting input required from tax gurus
as to what will provide a fair review and a description of the
uncertainties. Have those associated with LLPs given this due
consideration?

So what must be in the review?
Accounts for years ending 31 March 2006 onwards must contain: a
fair review of the business and company, and a description of the
principal risks and uncertainties facing the company.

Clearly the tax impact of performance, risk and uncertainty must
be given consideration, and this will mean some interesting
interaction between the reporting accountant and the tax adviser.

Failure to comply

Failure to comply with the directors’ report requirements may lead to
civil and/or criminal penalties. The Financial Reporting Review
Panel, part of the Financial Reporting Council, has the legal authority
to review companies’ directors’ reports from 1 April 2006 and, if
necessary, go to court to compel a company to revise its report.

The Secretary of State and the FRRP have the power to enforce the
new requirements for accounting periods beginning on or after 1
April 2006 (CA 1985, s. 245A) but criminal penalties for breaching
such requirements are effective immediately.

Business review criteria
The business review must:

@ be a balanced and comprehensive analysis of the company's
development and performance during the financial year, and its
position at the end of the year;

@ Dbe consistent with the size and complexity of the business:

@ include analysis using financial KPIs, to the extent necessary for
an understanding of the development, performance or position
of the company;

@ where appropriate, include analysis using other KPls, including
information relating to environmental and employee matters (this
will include employment taxes issues); and

® where appropriate, include references to, and additional
explanations of, amounts included in the company's annual
accounts. The tax implications of these amounts must be
considered at all times.
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One of the problems of supplying any view on financial (tax)
matters is that it can be used ‘against’ the provider. This potential
disadvantage will not be lost on the tax adviser. So what company (or
LLP) tax angles are likely to make an impact from 1 April 2006 (for
accounting periods on or after 1 April 2005)? Due consideration
must be given to corporation tax, VAT, PAYE, employee benefit
schemes and of course income tax for all LLPs.

Key tax facts
Some suggestions as to the key tax facts that should be considered
are as follows:

registered tax planning schemes;

tax risks and uncertainties;

ongoing tax enquiries;

areas of the company’s activity that might be risk-assessed as
capable of giving rise to a tax enquiry;

associated companies;

close investment-holding companies - letting to connected
persons;

EMI options - corporation tax relief for share cost;

employers' contributions to registered pension schemes;
corporate gift aid;

film tax relief;

research and development tax relief;

IBA - stock holding trade;

business premises renovation allowances;

purchase of own shares; and

ascertained share valuations.

| am not suggesting that all of these will have to be included, but
the tax adviser and reporting accountant must consider them.

Ethical Standard 5 - Provision of non-audit servic-
es to audit clients

The consideration of the tax implications of the business review and
the KPIs has come to the forefront of the tax adviser's mind at the
same time as consideration is being given to tax services provided to
audit clients. This overflow of deep thinking could result in further
fascinating interaction between the auditor and the tax adviser.

Tax services cannot be provided to an audit client where this would
involve acting as an advocate for the audit client, before a tax appeal
and/or court tribunal, in the resolution of an issue material to the
financial statements, or where the outcome of the tax issue depends
on an audit judgement. This is a complete prohibition - there are no
safeguards considered adequate to counter the perceived threat that
arises through representing a client to the General or Special
Commissioners. It will be essential for the tax department to liaise
with the audit department.

Transaction-based, corporate finance or tax-planning services may
cause problems. Where an audit principal has or ought to have
reasonable doubt about the appropriateness of the accounting
treatment related to the advice to be given, the firm should not
provide the non-audit taxation service to the audit client.

ES-PASE

So those tax advisers involved only in the audits of smaller entities
are probably feeling comfortable, but... what of ES-PASE?
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ES-PASE defines small entities in the UK in broadly similar (but not
identical) terms to the CA 1985 'small company' criteria, with
variations on that theme for other types of entity, such as charities or
pension schemes. Criteria for entities in the Republic of Ireland are
slightly different. (For auditors of Irish companies - small entity
criteria for the Republic of Ireland are detailed in the re-issued April
2005 ES PASE paragraph 4, (ii)).

ES-PASE also makes available optional exemptions from:

@ the prohibition on representing audit clients at a tax appeals
tribunal or court;

® the prohibition on providing taxation services, unless
management is sufficiently ‘informed’ to make independent
judgements and decisions in relation to them.

Where an audit firm takes advantage of ES-PASE in respect of the
above, the audit report must state that fact and the notes to the
accounts must indicate the nature of the taxation service provided.

So is the tax department having to consider disclosure in the
business review and disclosure in the audit report?

One clear key fact that arises from a review of the KPI legislation
and guidance is that auditors and reporting accountants will have to
liaise with tax department/tax advisers to ensure that disclosure is
complete and understood at all levels.

Are the control procedures in place? It looks as if 2007 will start
with some very interesting considerations.
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The Association of Taxation Technicians

o The Members’ Support Service aims to
help those with work-related personal
problems.

e An independent, sympathetic fellow
practitioner will listen in strictest confidence
and give support.

o The service is available to any member of the
CIOT orthe ATT.

o There is no charge for this service.

Please telephone 0845 744 6611 to be put in
touch with a member of the Support Service.
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