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Going Concern and Other Uncertainties

Financial statements shall be prepared on the going concern basis, unless the entity is concluded as
not being a going concern, in which case an alternative basis shall be used and reported on. This
concept is important in the preparation and presentation of the financial statements, for users
understanding. It is therefore fundamental to the audit in ensuring sufficient appropriate testing of
management’s assessment of the going concern is adequate.

The definitions of going concern are very similar in FRS 102 and IFRS.

“... An entity is a going concern unless management either intends to liquidate the entity or to
cease trading, or has no realistic alternative but to do so. In assessing whether the going
concern assumption is appropriate, management takes into account all available information
about the future, which is at least, but is not limited to, twelve months from the date when the
financial statements are authorised for issue.” (FRS 102 para 3.8) (Very similar to IFRS)

Entities are also required to disclose if there is a material uncertainty in their assessment of going
concern.

“When management is aware, in making its assessment, of material uncertainties related to
events or conditions that cast significant doubt upon the entity’s ability to continue as a going
concern, the entity shall disclose those uncertainties” (FRS 102 para 3.9) (Very similar to IFRS)

The auditor’s responsibilities in relation to the audit of management’s assessment of going concern
are detailed in ISA 570 Going Concern. The auditors are required to understand the entity, its
environment, the business model and perform a robust risk assessment. The audit testing will be
responding the assessed risk before drawing any conclusions.

Going concern can often be a challenging area to audit as it involves auditing management’s
judgements about the entity’s future business prospects and strategies. Management’s assessment
is required to be for a period of at least one year from the date of approval of the financial
statements. However, the degree of uncertainty relating to the outcome of events or conditions
increases the further into the future it goes.

Detailed planning and understanding the possible risks with the going concern assessment of an
entity shall ensure audit tests can be tailored based on management’s actions to mitigate those risks
and obtain sufficient appropriate audit evidence to draw conclusions.

Engagement team planning meeting

A requirement of ISA 300 Planning an Audit of Financial Statements, is the engagement partner and
other key members of the engagement team shall be involved and participate in discussions when
planning the audit. During this meeting it provides the opportunity to discuss any issues in relation
to going concern to perform the risk assessment and the response to risk effectively.

Knowledge of the entity and its environment

Obtain an understanding of the entity’s business model, its future objectives and related risks. This
will include knowledge of any new products or services, new or modified financing arrangements,



and developments in the industry. Review the entity’s financial performance, future forecasts and
management budgeting processes.

Risk assessment

Assess for gross risks relating to going concern and consider any uncertainties which may cast
significant doubt on management’s assessment. The size, complexity, and the nature and conditions
of the business and how it is affected by external factors shall be considered in the risk assessment
process.

The risks faced by businesses can be broadly separated into three areas and may include:

Financial e Significant trading losses

e Negative operating cash flows

e Overuse of overdraft facility (potentially higher interest rates)
e Adverse key financial ratios

e Banking arrangements due for renewal

Net liability position

Inability to pay suppliers

Refusal of credit terms with suppliers or no extension of terms
Indications of withdrawal of financial support

e Inability to pay dividends

e Breach of loan agreements or covenants

e Inability to secure financing

Operating e Loss of key management without replacement

e Loss of a major market, key customer(s), project, franchise, license, or
principal supplier(s)

e Shortages of supplies

e Production delays — strikes, supply issues

e Highrents

e Emergence of a successful competitor

Other e Change in consumer patterns, e.g. online purchasing, environmentally
friendly, ethical, etc

e Market changes — decline in demand for the product, increased
competition, new technology

e Supply chain, labour force?

e New legislation

e Changes in the economy and political stability

e Uncertain future outcomes or events

o Difficulties in recruiting staff

e Pending legal proceedings

e Substantial decrease in share price

e Uninsured event — flood, wind damage, volcano eruption and disruptions

These events or circumstances may be mitigated by other factors, so may not always be considered
to a significant risk.



Current market conditions

Consider the impact of the current and future economic and market conditions for the entity and
the industry, for example political stability, wars, cost of living increases, inflation, sustainability and
climate related matters, consumer trends etc.

The detailed audit testing often begins with obtaining management’s cash flow forecasts and
robustly challenging their assumptions, the methods used, the relevance and reliability of underlying
data and future actions. It is also important to evaluate the competency and skills of the preparer/s
of any cash flow forecasts.

It is important the auditor applies professional scepticism when reviewing cash flow forecasts and
throughout their assessment, considering explanations, sources of evidence and indicators of
possible management bias. Auditors shall be alert for any evidence about events or conditions that
may cast significant doubt on the entity’s ability to continue as a going concern, considering both
corroborative and contradictory evidence.

Audit procedures may include:
e Obtain and evaluate cash flow (and profit) forecasts, challenging assumptions and evidence
o Evaluate underlying data; are all cash flows included, impact of inflation, pay rises
Challenge assumptions; growth rates, cash inflows and outflows
Compare to budgets
Compare previous forecasts to actual results
Consider sensitivity analysis of any key assumptions, e.g. growth rate
Evaluate period covered; at least 12 months from date of signing of audit report
Evaluate forecast to include any covenants, debt repayments, extra funding, etc
have been included, where relevant
Consider if all information the auditor is aware of has been appropriately reflected
Assess competency of preparer
o Use your knowledge of industry, client, market conditions etc and ensure reflected
appropriately in forecast
o Ifin event of uncertainty, assess if adequately reflected in forecast
e Review post year-end sales contracts, if relevant
e Review adequacy of borrowing facilities
e Consider if any debts are falling due within 12 months and adequacy of resources to pay
them
e Evaluate any knowledge of events or conditions e.g. any business risks beyond the period of
assessment
e Review and evaluate any reliance on external support e.g. parent, director
e Evaluate the excess of financial resources available to the entity over the financial resources
that it requires (e.g. current ratio)
e Read minutes of meetings after the year end
e Review subsequent events
e Consider any influences or constraints on supply chain, labour force, taxes, funding
e Evaluate any future plans, considering industry, market, technology and competition
e Consider the impact of sustainability and climate related matters, e.g. consumer trends,
recyclable material, water usage, slavery, etc.
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The last point referring to sustainability and climate related matters is a topical area at the moment
and continues to evolve from the Paris agreement signed in2016. With new regulations, new
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reporting requirements for certain entities and the influence of consumers this may affect an
entity’s going concern assessment. This is most likely to affect the majority of entities.

Considerations of the effect of climate related matters on an entity shall be considered by the
auditors in their assessment and may include evaluation of:

e Suppliers

e Customer preferences

e Assets and environmental impact (e.g. use of solar panels)

e Production — water usage, labour, importing goods

e Distribution

e Required targets to be met (e.g. reduce carbon emissions to zero)

e The long-term viability of their products (e.g. diesel cars vs electric cars).

On identification of adverse conditions and/or events that may affect an entity’s ability to continue
as a going concern, the auditor shall assess if management have put in place any plans to mitigate
the adverse impacts of such events. For example, is there any contingency planning in place when a
strike occurs, are management in negotiations with their lenders, are they diversifying or entering a
new market which requires significant cash investment, are they implementing cost saving
measures. Any such plans in place should be appropriately audited, considering, is it likely to be
implemented, has it received board approval, will it mitigate the risk.

The objective is to ensure sufficient appropriate audit evidence is obtained and conclusions are
drawn.

The completion stage requires the auditor to conclude on their evaluation of management’s
assessment of going concern and consider the adequacy of disclosures in the financial statements, if
relevant, and the audit report wording

As part of ISA 570 a stand-back evaluation is required. Based on the audit procedures performed
and the audit evidence obtained, the auditor shall stand back and consider the impact on the overall
picture presented by the financial statements and the appropriateness of the going concern
assessment. The auditor shall also consider all evidence gathered as part of going concern testing
and whether there is an impact on other areas of the audit, before drawing any conclusions.

If the auditor concludes a material uncertainty exists that may cast doubt on an entity’s ability to
continue as a going concern, there must be adequate disclosure explaining the circumstances in a
note to the financial statements and reference made within the audit report. The auditor shall
review this note for completeness and accuracy. If no note is disclosed or it is considered
inadequate, the auditor shall consider the impact on the audit opinion.

Whilst the objective is the same for all size entities, the risks may differ and some of the audit
procedures may need to be modified for smaller entities, considering:

e Evaluating medium and long-term funding
e Consider future contracts/orders and resources available to fulfil such contracts/orders



e Evaluate profitability and historical results

e Consider local market conditions and local competitors

e Discuss any support from owner/manager and evaluate this
e Review any banking arrangements, overdrafts etc.

Where an entity has been offered financial support, for example, by a parent entity or a director, a
letter of support may then be provided as audit evidence. Although such letters of support may
provide some comfort to the auditor in relation to the going concern assessment, they are generally
not legally binding, as must contain certain contractual arrangements. Therefore, relevant testing
shall be performed on such support letters, confirming the existence, legality and enforceability of
arrangements and evaluating the financial ability of such parties to provide additional funds in a
worst-case scenario.

The audit report (ISA 700 Forming an Opinion and Reporting on Financial Statements) provides a
positive assurance, where appropriate, for the going concern assumption. The conclusion shall be
identified in a separate section, headed with an appropriate title and clearly explaining the going
concern assumption and whether or not a material uncertainty exists.

Whilst the auditor cannot predict with certainty such future events or conditions, the absence of any
reference to a material uncertainty related to going concern in an auditor's report cannot be viewed
as a guarantee as to the entity's ability to continue as a going concern.

Appropriate heading in the audit Going concern conclusion
report

The going concern assumption is appropriate and no

Conclusions relating to Going Concern | material uncertainty identified.

e Statement for this basis

e Conclusion management’s use of the going
concern basis is appropriate

e [f events or conditions have been identified but
still conclude no material uncertainty, ensure
appropriate disclosure in financial statements
with regard to requirements.

- For PIEs, other listed entities and those entities
applying the UK Corporate Governance Code report
on:

o how the entity applied the UK corporate
governance code

e Explain how the auditor evaluated
management's going concern assessment and
any key observations arising with respect to
that evaluation.

Material uncertainty related to going The going concern assumption is appropriate but a
concern material uncertainty exists that has been appropriately
disclosed in the financial statements. This is still an
unmodified opinion.




- Draw attention to the relevant note

- Highlight the principal events or conditions and
how management plan to deal with them

- Note, the entity may be unable to realises
assets and discharge liabilities in normal course
of business

- State the auditor’s opinion is not modified in
this respect.

Modified opinion (consider if The going concern assumption is appropriate but a
pervasive) material uncertainty exists that has NOT been
adequately disclosed in the financial statements.

- Express a qualified or adverse opinion based on
circumstances

- If adverse — State that a material uncertainty
exists that may cast significant doubt on the
entity’s ability to continue as a going concern.

Adverse opinion The going concern assumption is inappropriate.

For audit reports of listed entities and other public interest entities, key audit matters (KAMs) in
compliance with ISA 705 Communicating Key Audit Matters in the Independent Auditor’s Report, also
need to be considered separately.

An FRC Bulletin: lllustrative auditor’s reports on UK private sector financial statements was published
in August 2021 and provides examples of the wording to be used in these sections.

BULLETIN lllustrative Auditors Reports On United Kingdom Private Sector Financial Statement
s.pdf (frc.org.uk)

Unless all TCWG are involved in managing the entity, the auditor is required to communicate any
events or conditions that may cast significant doubt on the entity’s ability to continue as a going
concern, including whether it constitutes a material uncertainty, whether the going concern
assumption is appropriate, if the related disclosures are appropriate and the implications for the
audit report.

Further resources referring to auditing of going concern include:
e ICAEW Audit Monitoring 2020
o FRC Thematic Review: Viability and Going Concern

This training material is designed for the information of users. Every effort has been made to ensure that at the time of preparation the information
contained is accurate. Information within this training course is not designed to address a particular circumstance, individual, or entity, nor is it intended to be
a substitute for detailed research or the exercise of professional judgement. No responsibility for loss, however arising, to any person acting or refraining from
acting as a result of any material in this publication will be accepted by Clare Jones.

20:20 Innovation Training Limited cannot accept responsibility for any person acting or refraining to act as a result of any material contained in this document
of information otherwise shares during or after the training course to which it relates.


https://media.frc.org.uk/documents/BULLETIN_Illustrative_Auditors_Reports_On_United_Kingdom_Private_Sector_Financial_Statements.pdf
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