Guidance on the changes to the Directors’ Report requirements in the Companies Act 1985

April and December 2005

This document provides a guide to Regulations made under the Companies Act 1985 implementing changes to the Directors’ Report requirements.

The guidance has no legal force but is intended to help businesses understand the main features of the Directors’ Report requirements and the circumstances in which they apply. Those affected should refer to Part 7 of the Companies Act 1985 for a full statement of the legal requirements and, in case of doubt, seek legal advice on questions of interpretation. 

While every effort has been made to ensure that the information in this document is accurate, the Department of Trade and Industry cannot accept liability for any errors, omissions or misleading statements in that information. 
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INTRODUCTION

The Companies Act 1985 (Operating and Financial Review and Directors’ Report etc) Regulations 2005 [S.I. 2005/1011] (“the March Regulations”) came into force on 22 March 2005. 

The March Regulations introduced a new requirement into the Companies Act 1985 (“the 1985 Act”) for directors of quoted companies
 to prepare an Operating and Financial Review (“OFR”) for financial years beginning on or after 1 April 2005.  The March Regulations also expanded into an enhanced business review the existing requirement for companies to include a fair review of their business in their Directors’ Report, following new requirements introduced by the European Accounts Modernisation Directive
. 

The requirement to produce a statutory OFR is removed by the Companies Act 1985 (Operating and Financial Review) (Repeal) Regulations 2005 [S.I. 2005/3442].  These came into force on 12 January 2006.  The new requirement to include a business review in the Directors’ Report remains.  

The Business review requires a balanced and comprehensive analysis of the development and performance of the company during the financial year and the position of the company at the end of the year; a description of the principal risks and uncertainties facing the company; and analysis using appropriate financial and non-financial key performance indicators (including those specifically relating to environmental and employee issues).  

Companies producing a business review must disclose information that is material to understanding the development, performance and position of the company, and the principal risks and uncertainties facing it, and in so doing must include financial and, where appropriate, non-financial key performance indicators (including those specifically relating to environmental and employee issues).
Similarly, companies producing a business review will need to consider disclosing information on trends and factors affecting the development, performance and position of the business, where this is necessary for a balanced and comprehensive analysis of the development, performance and position of the business to describe the principal risks and uncertainties facing it, or to provide an indication of likely future developments in the business of the company.

The new requirements on the business review in the Directors’ Report apply to all companies except those which qualify as small.  Previously, quoted companies complying with the requirement to produce an OFR would also have fulfilled the  business review requirements.  In the absence of the mandatory OFR, those companies will have to comply with the new business review requirements.     

Both sets of Regulations are available to download from the Office of Public Sector Information at http://www.opsi.gov.uk/stat.htm.

This guidance outlines the main changes contained in the March Regulations as they relate to the business review, and the effect of those changes.  It is not intended to be a comprehensive statement of the law or the recent changes.  Companies should not consider it a substitute for familiarising themselves with the legislation itself.  In particular, any organisation that wishes to clarify its own position under the law should take its own legal advice. 

WHO DO THE REGULATIONS AFFECT? 

Who is required to prepare the new business review? 

All British companies, except those meeting the statutory definition of a small company  have to include a business review in their Directors’ Report.  Small companies are not required to file their Directors’ Report at Companies House.  A small company is one which satisfies two of the following criteria:  turnover not more than £5.6m, balance sheet total not more than £2.8m, not more than 50 employees.  However, a small company cannot take advantage of this exemption if it is a public company, if it has permission under Part 4 of the Financial Services and Markets Act 2000 to carry on one or more regulated activities, or if it carries on an insurance market activity. 

Companies that meet the statutory definition of a medium company (turnover not more than £22.8m, balance sheet total not more than £11.4m, not more than 250 employees) have to prepare the business review, but are not required to include information about key non-financial performance indicators.  However, they are strongly encouraged to report, where appropriate, on these issues voluntarily in recognition of the benefits such disclosure brings to the operation of the business. 

The mandatory OFR would have fulfilled the new business review requirements so that companies producing an OFR did not have to produce a separate business review.  Now that the OFR requirement has been removed, quoted companies will need to comply with the requirements for a business review in their Directors’ Report. 

What about members of a group?  Do they have to do a business review, and can they take advantage of any exemptions?

All individual companies in a group other than small companies are required to produce a business review as part of their Directors’ Report. 

A parent company that prepares group accounts has to produce a group Directors’ Report (but not an individual Directors’ Report).  Where a Directors’ Report is prepared for a group, it need only cover the parent and those subsidiary undertakings included in the consolidation.  It can do so on a consolidated basis. 

Small and medium companies that are part of groups can take advantage of exemptions regarding the Directors’ Report as if they are stand-alone companies.  The previous restriction that small and medium companies that were part of ineligible groups (eg those which have a public company as a member) could not take advantage of the Directors’ Report exemptions has been removed.   

However, a small or medium company cannot take advantage of the exemption if it is a public company, if it has permission under Part 4 of the Financial Services and Markets Act 2000 to carry on one or more regulated activities, or if it carries on an insurance market activity. 

HOW DO THE REGULATIONS AFFECT DIRECTORS, AUDITORS AND OTHERS? 

What has to be included in the business review?

Section 234ZZB of the 1985 Act as added by the March Regulations sets out the requirements as to what should be included in the business review.  

The Directors’ Report for a financial year must contain a fair review of the business of the company and a description of the principal risks and uncertainties facing the company.

In summary, the review must:

· be a balanced and comprehensive analysis of the development and performance of the company during the financial year, and the position of the company at the end of the year;

· be consistent with the size and complexity of the business;

· include analysis using financial key performance indicators, to the extent necessary for an understanding of the development, performance or position of the company;

· where appropriate, include analysis using other key performance indicators, including information relating to environmental and employee matters, to the extent necessary for an understanding of the development, performance or position of the company; and

· where appropriate, include references to, and additional explanations of, amounts included in the annual accounts of the company.

If I publish a voluntary OFR, can I cross refer to it in the Business Review?

DTI’s view is that it is acceptable to cross refer in the Business Review section of the Directors’ Report to information in a voluntary OFR, provided that they are published together in such a way that users can easily refer to both documents.  

The cross reference must clearly indicate which specific sections of the voluntary OFR are relevant, whether by page numbers, paragraph numbers or headings; for example, 
“The information that fulfils the requirements of the Business Review can be found in the OFR on pages x to y, which are incorporated in this report by reference.”  

If I had already prepared most of my statutory OFR, will this fulfil the Business Review requirements?

Yes.  By preparing a statutory OFR in line with the requirements in S.I. 2005/1011, quoted companies would have also met the requirements for a Business Review.  Any company that uses work already done that would have fulfilled the requirements for a statutory OFR, should now therefore be meeting the Business Review requirements.

As my company is medium-sized do I need to report on all those factors? 

Companies that qualify as medium (one that satisfies two of the following criteria: turnover not more than £22.8m, balance sheet total not more than £11.4m, not more than 250 employees) are not legally obliged to include information about key non-financial performance indicators. 

However, even if not required to include such analysis, medium-sized companies are strongly encouraged to report, where appropriate, on these issues voluntarily in recognition of the benefits such disclosure brings to the operation of the business. 

What are KPIs? 

Key performance indicators are factors that measure effectively the development, performance or position of the business of the company or, as the case may be, the group. 

Do we have to include information about the company’s future plans and prospects? 

Such information should be included to the extent that it is necessary for a balanced and comprehensive analysis of the development, performance and position of the business, to describe the principal risks and uncertainties facing it, or to provide an indication of likely future developments in the business of the company.
Where can we obtain further information on what should be included in the Directors’ Report? 

The requirements are set out in section 234ZZB of the 1985 Act.  It is for the directors to decide exactly what information to include about their particular company.  The important point to remember is that the information should be relevant to an understanding of the business. 

Guidance is available from various sources on aspects of non-financial reporting.  For example:

Reporting Standard 1 – The Accounting Standards Board published a reporting standard on the OFR in May 2005.  This was reissued as a Reporting Statement of best practice on 26 January 2006.   For information on how to obtain a copy see  http://www.frc.org.uk/asb/press/pub1029.html.

Accounting for People - An independent task force on Human Capital Management Reporting (chaired by Denise Kingsmill, set up by the Secretary of State for Trade and Industry in 2003) gives useful guidance on reporting on employee matters.  The Accounting for People report is available at www.accountingforpeople.gov.uk.

Environmental matters - In January 2006, the Government published 'Environmental Key Performance Indicators: reporting guidelines for UK business’.  The use of KPIs will help companies manage and communicate the links between environmental and financial performance. The guidelines are available at www.defra.gov.uk.
Broadly, how does the business review in the Directors’ Report differ from the OFR?

The OFR specified in detail additional areas in respect of which disclosures might be required.  These areas included trends and factors likely to affect the future development, performance and position of the business, and information about environmental, employee, social and community issues and policies.  

Companies producing a business review are not specifically required to make disclosures in as many additional areas, but will need to considering doing so where information is material to understanding the development, performance and position of the company, the principal risks and uncertainties facing it, or to provide an indication of likely future developments in the business of the company.  Moreover, key performance indicators must be used where appropriate (including specifically those relating to environmental and employee issues).  

For both the OFR and the business review, auditors would have had to state in their report whether in their opinion the information given in the OFR or business review was consistent with a company’ accounts.  An additional requirements for OFRs, which will not apply for business reviews, was that the auditors would have to state whether there was any matter that had come to their attention in the performance of their functions as auditors of the company which was inconsistent with information directors had given in the OFR.

What statutory protections from liability are available to directors? 

Sections 19 and 20 of the Companies (Audit, Investigations and Community Enterprise) Act 2004 introduced additional protection to directors, which can be summarised as: 

· permitting, but not requiring, companies to indemnify directors in respect of proceedings brought by third parties; and 

· permitting, but not requiring, companies to pay directors’ defence costs as they are incurred, even if the action is brought by the company itself. 

HOW DO THE REGULATIONS AFFECT AUDITORS, AND SHAREHOLDERS? 

What are auditors required to state in the auditors’ report in respect of the  business review requirements in Directors’ Report? 

Auditors are required to state in their report whether in their opinion the information given in the Directors’ Report is consistent with the accounts. 

Where can auditors get further information and guidance on considering the  Directors’ Report? 

ISA (UK and Ireland) 720 establishes standards and provides guidance on auditors’ consideration of other information in documents containing audited financial statements.  The Auditing Practices Board, part of the Financial Reporting Council, has issued an Exposure Draft of a revised ISA 720 (UK and Ireland) in respect of the auditors’ new statutory responsibilities in relation to directors’ reports. Copies of ISA 720 (UK and Ireland) can be obtained from the APB’s website:  www.frc.org.uk/apb.

How do shareholders obtain a copy of the Directors’ Report? 

Those companies that distribute full accounts to shareholders are required to distribute the Directors’ Report with those accounts. Those companies that send Summary Financial Statements are not required to include a summary of the Directors’ Report, although they may choose to include information from the Directors’ Report or to send shareholders the full Directors’ Report. Shareholders have the right at any time to obtain a copy of the Directors’ Report from the company. 

HOW WILL THE REGULATIONS BE ENFORCED? 

What if we breach the Directors’ Report requirements? 

Section 234(5) of the Companies Act 1985 provides that if a Director’s Report does not comply with the provisions of Part 7 of that Act (including the requirement that it contain a Business Review under section 234ZZB), every director who knew that it did not comply or was reckless as to whether it complied and failed to take all reasonable steps to secure compliance is guilty of an offence and liable to a fine. Criminal penalties will apply for financial years beginning on or after 1 April 2005.  

Civil remedies will also apply for financial years beginning on or after 1 April 2006.  The Financial Reporting Review Panel will be able to apply to the court under section 245B of the Companies Act 1985 for a declaration that the Directors’ Report does not comply with the provisions of that Act and for an order requiring the directors to provide a revised report.  Section 245B(4) provides for the court to order that certain expenses incurred by the company are to be borne by the directors. 

What is the enforcement regime for the Directors’ Report? 

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 the court to compel a company to revise its report. 

� Quoted companies are those whose shares are listed in the UK or the EEA, or admitted to dealing on the New York Stock Exchange or Nasdaq.


� Directive 2003/51/EC of the European Parliament and of the Council of 18 June 2003 amending Directives 78/660/EEC, 83/349/EEC, 86/635/EEC and 91/674/EEC on the annual and consolidated accounts of certain types of companies, banks and other financial institutions and insurance undertakings.  








