
Redemption of Shares classified
as liabilities under FRS 25
You may have been aware for a while now that Redeemable
Preference Shares, previously classified as equity on the balance sheet
have now been classified within liabilities, typically liabilities falling due
more than twelve months from the balance sheet date.This was a
result of the introduction of FRS 25 Financial Instruments, Disclosure
and Presentation for all accounting periods beginning on or after
1 January 2005.

This restatement has led to some confusion when company directors
and shareholders have come to redeem or repurchase these preference
shares. Naturally there can be an assumption that as they are presented
as debt on the company balance sheet the process for redemption is as
simple as any other debt repayment. But is the treatment the same and
as simple as the repayment of any other creditor on the balance sheet?

Unfortunately, this is not the case.While the shares have been
reclassified under accounting standards as liabilities, they legally remain
shares under the Companies (NI) Order 1986 and the soon to be
introduced Companies Act 2006 (see implementation timetable
update overleaf).The capital maintenance requirements of the
legislation therefore remain in force.

These are that the shares should be purchased or redeemed out of
distributable profits or out of the proceeds of a fresh issue of shares
or, if a private company, the purchase or redemption may be out of
capital. In addition an amount may need to be transferred to a capital
redemption reserve.

When shares are repurchased or redeemed they must be cancelled
resulting in a reduction of company capital. A fresh issue can of course
be made but if this does not happen then the overall capital of the
company will have been reduced. In these situations a capital
redemption reserve is therefore required to protect the interests of
the company’s creditors and maintain the company’s capital level. A
transfer from the company’s distributable reserves creates this reserve.

This requirement is relaxed for private companies who are not able to
meet the costs of purchase or redemption from a fresh share issue or
from distributable reserves. Subject to certain safeguards private
companies may finance these transactions out of capital but must
exhaust all distributable reserves before doing so.

Obviously the process for redeeming or repurchasing company shares
is not a simple one and currently involves a fairly rigid process under

the legislation.We recommend that you seek advice from your
accountant and legal advisor if you are considering any capital
maintenance transactions.

Business Review
For all companies with December year ends, the financial statements
for the year ending 31 December 2007 will be the second set of
accounts that require an enhanced business review as part of the
Directors’ Report and it will soon be time to commence drafting it for
review by your auditors.

The review is designed to assist the reader gain a fuller understanding
of the performance of the company alongside the accounts that
accompany the Directors’ Report. Indeed for accounting periods
beginning on or after 1 October 2007, the new Companies Act gives
the Directors’ Report a statutory purpose to inform and assist
members or shareholders of the company to enable them to assess
how the directors have performed their duties under the Act to
promote the success of the company.

All companies other than those using small companies exemptions
are required to include a business review which should reflect the
particular circumstances, size and complexity of the company and
where appropriate should also relate to any subsidiaries included
in a consolidation.

At a minimum the business review should include the following:

• A balanced and comprehensive analysis consistent with the size
and complexity of the business including:
- The development and performance of the business during the
financial year

- The position of the entity at the end of the financial year.

• The review must, to the extent necessary for an understanding
of the above, include analysis using financial key performance
indicators and where appropriate for large companies, other key
performance indicators including information relating to
environmental and employee matters (see below).

• References to, and additional explanations of, amounts included
in the annual accounts of the company.

• An explanation of the principal risks and uncertainties faced by
the business.
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There are a number of other disclosures required in the Directors’
Report, a vast majority of which have not been changed by recent
legislation.These include:

• In relation to the use of financial instruments by the company
an indication of:
- The financial risk management objectives and policies of the
company;

- The exposure of the company to price, credit, liquidity and cash
flow risk;

• Details of any important events affecting the company that have
occurred since the end of the financial year.

• An indication of any Research and Development activities
undertaken by the company

• Disclosures concerning the employment of disabled persons and
employee involvement (only required when the average number of
people employed by the company in each week of the financial year
exceeds 250).

We are often asked what key performance indicators should be
included as part of the Review.This is not specified in the legislation
but the Accounting Standards Board have provided illustrative examples
of KPIs in their implementation guidance on Operating and Financial
Reviews.The list, which is not exhaustive includes:

• Return on capital employed

• Incremental return on investments

• Economic profit type measures

• Organic rates of growth

• Market position

• Market share

• Average revenue per customer

• Number of subscribers

• Percentage revenue from new products

• Number of products sold per customer

• Cost per unit produced

• Employee morale

• Employee health and safety

• Reserves

• Market risk

• Cash conversion rate

• Customer churn.

Unfortunately a company’s auditors are barred by independence
constraints from writing a Business Review on behalf of the directors
but we can assist you by reviewing your draft reports to ensure they
comply with the legislation. In fact auditors are now required to confirm
that the content of the Directors’ Report is consistent with the financial
statements as part of the audit report. Please contact us if we can be
of any assistance to you in ensuring that your Business Review does
comply with the legislation.

Companies Act 2006 Update
In the last technical update we outlined a number of the changes being
brought in by the new Companies Act 2006. Since then the 3rd and 4th
Commencement Orders have been issued. Sections enacted include
the following:

• Resolutions and agreements affecting a company’s constitution

• Exercise of member’s rights

• Company directors (in part)

• Resolutions and meetings

• Directors’ Report Business Review (see above)

• Fraudulent trading.

On 7 November 2007 the Government announced by written
statement that the commencement date for most of the provisions
(including a number relating to capital maintenance) due to be
commenced on 1 October 2008 would be put back to 1 October
2009 due to the Registrar of Companies advising the Department for
Business, Enterprise and Regulatory Reform that he can not be
absolutely confident that the necessary changes to systems can be
completed on time. At the time of writing a further statement is
awaited outlining the final commencement timetable for the Act.

These points highlight only a small number of the many changes under
the new legislation. Companies should consider what impact this will
have and whether there are any benefits to be gained in adopting new
procedures. Companies should be obtaining the necessary advice from
Registrars, legal advisers, accountants and other advisers on the impact
the new Act will have on them.
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