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The case concerns the public interest in ensuring the independence of auditors and the
compliance with ethical and other standards. The matters investigated by the I'RC and
leading to these proceedings arose from a move by the senior partner of KPMG’s

Birmingham office (and regional chairman) to the board of a client company.

The standards concerned are mainly the Audit Practices Board, Ethical Standard 1 paras
I5, 18 and 56 requiring: procedures to ensure integrity objectivity and independence; a
control environment placing ethical standards above commercial considerations and that
the client be informed in writing of matters that bore on objectivity and independence.
Miss Joanna Smith QC has appeared on behalf of the FRC and Mr Lomas of Freshfields,

Bruckhous Deringer LLLLP, on behalf of KPMG and Mr Watts.

The Formal Complaint is annexed to this report. It comprises an introductory section
followed by an analysis of the relevant standards leading to formal allegations. In this

case the facrs set our are accepted as correct and the allegations are admitred by both












Mr Egglenton's appointment as non-executive director of Pendragon

16. The prospect of Mr Egglenton taking a position with "a listed audit client of (KPMG's)
Birmingham office" was brought to KPMG's attention in an email sent by Mr Egglenton to
Julian Walker ("Mr Walker"), Head of Ethics and Independence Compliance, on 24 March
2010. The email stated that Mr Egglenton "had never had an audit involvement with this
client." The enquiry was general and did not refer specifically to Pendragon at that stage. On
the same day, Mr Walker sent an email in response to Mr Egglenton advising, in general
terms, that he would not be barred from joining such a client if he had severed all ties with
KPMG and any "familiarity or intimidation" threats arising from his role at KPMG were
manageable through appropriate safeguards. At the end of the email, Mr Walker says "I
don't believe the independence rules require us to consider whether you are in the chain of
command for this purpose”. This advice was given on the basis that Mr Egglenton was not
automatically in the chain of command according to KPMG's policies at the time and on the
assumption that Mr Egglenton would ask for consent for a particular appointment as he was
required to do (which he subsequently did).

17. KPMG became aware that Mr Egglenton had been offered an appointment as
non-executive director of Pendragon in or about September 2010. In a letter dated 1 March
2013 to the Audit Quality Review Team ("the 1 March letter"), KPMG has asserted that at
this stage it considered the requirements of "Ethical Standard 2" but concluded that Mr
Egglenton "was not in the chain of command for the Pendragon audit and that we were
therefore in compliance with the standard'.

18. This conclusion reflected an expectation at KPMG that Regional Chairmen or Senior
Partners of its regional offices would not automatically be in the chain of command.
Although, KPMG did consider with Mr Egglenton whether he was in fact in the chain of
command for the Pendragon audit, KPMG accepts that it did not carry out sufficiently
detailed investigations into the scope and nature of the roles that Mr Egglenton had
undertaken whilst at KPMG and in particular, KPMG did not consider the documents
referred to in paragraph 13 above or seek to discover from Mr Watts the nature of his
relationship with Mr Egglenton. Whilst KPMG maintains that Mr Egglenton was not, in fact,
in the chain of command for the Pendragon audit as that term is defined in the APB
Definition, it was nevertheless possible that a reasonable and informed third party would
have considered that KPMG's objectivity might be impaired or was likely to be impaired. In
the circumstances KPMG should not have reached its conclusion without first conducting a
more detailed investigation into the scope and nature of the roles that Mr Egglenton had in
fact undertaken at KPMG pursuant to its obligations under APB Ethical Standard 2 at
ES2.48.

19. In the 1 March Letter, KPMG has said, in relation to the issue of KPMG's independence
as auditor to Pendragon following Mr Egglenton's appointment more generally, that "as a
safeguard a new EQCR was introduced in 2010 and the partner responsible for the audit
was changed in 2011. Both partners had extensive experience and the independence and
seniority required to carry out their roles in line with Ethical Standards." Whilst the EQCR for
the Pendragon audit was due to rotate in 2010 in any event due to the incumbent's
retirement, as a result of Mr Egglenton's appointment the identity of the incoming ECQR was
changed to a partner who was not very well known to Mr Egglenton.

20. Also in the 1 March Letter, KPMG has said that, during its consideration of Mr
Egglenton's appointment at Pendragon, KPMG reviewed its guidance as to whether
Regional Chairmen should be regarded as part of the chain of command and concluded that
this was not automatically the case. KPMG concluded that there might be circumstances
where a Regional Chairman might be in the chain of command and it clarified their guidance
on this. KPMG said that it now sends out advisory letters to all Regional Chairmen informing
them that they are not "formally" in the chain of command but that there are certain
circumstances in which they will be considered to be in the chain of command for
independence purposes. These circumstances mirror those identified in the KPMG Manual
at Appendix 4, as set out below in paragraph 35.
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Foot notes make clear that KPMG describes both KPMG LLP and KPMG Audit ple
where the difference is not material. However, this case is about KPMG AUDIT ple

only and henceforth we shall refer to it as AUDIT unless referring to KPMG specifically.

The allegations against AUDIT are three fold. 1n summary: (1) the failure to have
sufficient or appropriate policies and procedures in place that would have identified
whether Mr Egglenton was in the chain of command at AUDIT such that his
appointment by Pendragon as a non-executive director would require AUDIT’s
resignation as auditor (Allegation 1); (2) the failure to establish a control environment
within AUDIT that placed adherence to ethical principles and compliance with APB
Lithical Standards above commercial considerations (Allegation 2); and (3) the failurce
to provide the Audit Committee of Pendragon with full written disclosure of
relationships that bore on AUDIT’s objectivity and independence together with any

safeguards that had been put in place (Allegation 3).

The allegations against Mr Watts, audit engagement partner tor the Pendragon audit
at the relevant time, are two fold in summary: (1) it is alleged that he failed to
provide the Audir Committee of Pendragon with full written disclosure of
relationships that bore on AUDIT’s objectivity and independence together with any
safeguards that had been put in place (Allegaton 4). (2) there 1s a free-standing
allegation of breach of the fundamental principle of confidentiality against Mr Warts
regarding a blank email sent from his email account to Mr Egglenton on 9 August
2010 (at a time when Mr Fgglenton was no longer a member of AUDIT) attaching

a password protected copy of a Pendragon draft Interim Statement (Allegation 5).

In light of the admissions made and under paragraph 9(7)(i) of the Accountancy Scheme
we find the allegations established and make adverse findings in respect of each formal

allegation of misconduct.

The importance of ethical standards to ensure the independence, objectivity and integrity
of auditors cannot be over stated. They are at the very heart of the public confidence in
the audit process on which in turn the public confidence in capital markets and the

conduct of public entitics, depends.

Such is their importance that in 2003 the Government established the Auditing Pracrices
Board to take over from the professions, responsibility for Standard setting in this arca.

This task is now assimilated within the FRC.






vi. Decide which sanction(s) to order and the level/duration of the sanction(s)
where appropriate; and

vii. Give an explanation at each of the six srages above, sufficient to enable the
partics and the public to understand the Tribunal’s conclusions.”

Stage 1; Nature and seriousness;

16. Miss Smith submits by reterence to paragraph 18 of the guidance that

(1) the conduct complained of was unintentional

(i1) the standards are of fundamental importance

(1i) no dishonest or reckless behaviour is involved

(iv) the procedures adopted by AUDIT and enshrined in their manual were

fundamentally defective both in approach to “chain of command” in ES 1 and
I5S 2 and to the need for and importance of investigation into the specific roles
and functions of the outgoing partner.

(v) the misconduct 1s capable of undermining public confidence in the profession
generally, of its members and in financial reporting standards particularly so given
that it occurred within a “Big Four” firm on an audit of a UK publicly traded
company.

(vi) there is a breach of ISQC 1, cffective procedures were not in place, and inrernal
procedures were not fully complied with

(vii)  sentor management were not aware of the misconduct but on it being pointed
out to them initially held the view that the departing partner had been in the
chain of command but subsequently argued and have maintained that he was nor.

(vii)  AUDIT have made changes to its policies and procedures, guidance and training
programme but the defective manual had been used firm wide for a long time -
upwards of three vears unril November 2013,

(ix) Mr Watts was audit partner and had sole responsibility to make disclosure to the
client.

7. Mr Lomas reminded us that the primary purpose of sanctions is not to punish bur to
protect the public and the wider public interest as provided in Paragraph 9 of the

Guidance and submits, in summary;






(xvi)

(xvii)

(xviit)

(xix)

(xx)

the potential threat of actual or apparent independence was discussed with
Pendragon

F'or the various reasons set out at paragraph 4.6 (d) of his submissions that
Pendragon had sufficient material to conclude and rightly did so conclude that
there was no actual or perceived threat to independence

It was a matter of oversight not resulting in any gain or loss nor did it affect the
public in any way. The absence of a single step, the requirement for writing, is
not capable of undermining confidence.

Mr Watts has been given an adverse risk rating and had his pay for one vear
reduced by £20,000 (in total in relation to the marters arising in Allegations 4 and
5)

Appropriate remedial measures are in place.

Albggation 4 (Mr \Watts}

(xxi)

(xx11)

{xxiii)

(xxiv)

Mr Watts adopts much of what has been submitted on behalf of AUDIT and we
only give a summary of what appcar to be additonal points or those spectfic to
the two allegations he faces

he was aware of potential independence problems and discussed the matrer
internally with the lead partner, Mr Steventon and the FQCR for Pendragon and
his own business unit head of audit. Thereafter he and Mr Steventon discussed
the matter with Pendragon

Pendragon were aware that of the roles Mr Egglenton had performed during his
time at AUDIT because they had his cv and they knew his engagement would
end in November 2010 and so delayed his new appointment until 1 December
2010

he has been sanctioned by AUDIT in the sum of £10,000 and has undertaken
mandatory annual independence training and is committed never to make a

similar mistake again as he explains inter alia in his personal letter to the Tribunal.

Alfegation 5 (Mr Watts)

(xxv)

Sending the email was an unintentional and isolated mistake thar caused no acrual
harm or give any advantage. The attached statement was password protected and

the password never revealed.
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(i)

(iv)
V)

(vi)
(vi)

(viii)

(ix)
(x)

KPMG face sanction for breach of ethical standards in the case of Marsh heard
on 5" December. The misconduct which occurred at much the same dme is
admitted.

Mt Watts has a good compliance history and disciplinary record.

full cooperation has been given

AUDIT has changed its policies and strengthened guidance

My Watts has suffered a reduction in his risk rating within AUDIT and hence a
reduction in his pay. We are told his total loss 13 £20,000

while it can be said a partner leaving to join a client is an isolared event the
investigation in fact reveals systemic failures by KPMG and AUDIT which has
led to breaches in the case of Marsh and possibly others not detected.

it is not contended that anyone stood to gain or profit

regret has been expressed

22. Mr Lomas highlights that:

(1)

(i
(111)
(iv)
)
(v

AUDIT has cooperated fully and has been open and transparent about what
occurred

substantial steps have been taken to remedy matters

the breaches were isolated events

there was no gain or loss

AUDIT has a good compliance history

the above points apply in equal measure although Mr Watts has suffered financial

loss through the sanction applied by his employers, AUDIT

Stage 4: Adjustments for deterrence

23. We have been reminded of paragraphs 55 and 56 of the Guidance by Miss Smith. Mr

Lomas says there is no case here for any increase to provide deterrence in the light of the

full cooperation and remedial steps taken.

Stage 5: Discount for admissions or settlement

24. Miss Smith suggests that regard might be had by analogy to the guidance in relation to

settlements set out in paragraph 59 of the Guidance. Mr Lomas submitted that there 1s
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30. In the Marsh case, KPMG were fined £350,000 reduced to £227,500 for admissions and

|

‘i

Mr Marsh £60,000 reduced to £39,000. Both he and KPMG were reprimanded.

. The Tribunal invited Miss Smith to assist them by suggesting a bracket and explain how

it had been arrived at. The suggested bracket for AUDIT was £650,000 to £1 million
and for Mr Wartts £40,000 to £50,000. It is not a crigeism of anybody because in truth

there is very little on which to ground an analysis but no real explanation was provided.

. Like the case of Marsh, Mr Lomas seeks to argue that the events are isolated. Like the

case of Marsh and for similar reasons, we reject that contention. What the FRC Quality
Review team discovered was a state of affairs in which AUDIT lacked procedures
propetly to identify whether there should be an investigation into the roles a leaving
partner had undertaken before transferring to a client company, still less any criteria for
rriggering or conducting such investigation were it necessary. This situation cannot be
described as an isolated event, rather it is a state of affairs that existed within AUDIT in
which there was no propetly documented requirement to ensure that cthical
considerations were in the forefront of the relevant management’s consideration on a

partner leaving to join an audit client.

. We have no direct evidence of the duration or extent of thar failure because Mr Lomas

decided not to tender any witness for cross examination nor call any evidence about ir. It
certainly appears that the inadequate and defective manual had been in existence for
some time before the Autumn of 2010 and was not finally corrected (or supplemented)
until November 2013 when advice was added that an individual might be in the chain of
command as a result of his role in appraisal and other matters. While that might have
been prompted by a change to the appraisal system which drew more partners into
consideration as “chain of command” as Mr L.omas told us, nevertheless Miss Smith’s
point remains valid. We have no information about training programmes and the history
of those involved in undertaking training. It is however clear that the importance of the
cthical standards concerned was, for a significant time, not covered in the manual and
hence notin the forefront of the minds of those responsible for assenting to partners
joining audit clients and for ensuring that the independence letter properly referred to all
matters that might impinge on their independence and the steps raken to address them.
Fortunately no other breaches have come to light before or since, apart from the case of

Mr Marsh which was discovered by the FRC during the same review.
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