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Invitation to Comment

The APB is issuing for public comment an exposure draft of a number of
revisions to their Ethical Standards for Auditors together with some options on
other revisions. These draft revisions and options are shown as mark-up
amendments to the current standards which were issued in April 2008.

To assist commentators in appreciating the context for its work and the
revisions proposed to the Ethical Standards for Auditors, the APB has
prepared this Feedback and Consultation Paper to set out the main issues
considered in reviewing the Ethical Standards for Auditors and the approach
taken to each of them.

The APB would welcome responses to the specific questions set out in the
Consultation Paper and on any other aspects of the Exposure Draft. It would
be most helpful if respondents could refer to the relevant paragraphs and give
full reasons for their views.

The APB would prefer to receive letters of comment in electronic form. These
may be sent by e-mail to h.osullivan@frc-apb.org.uk. If this is not possible,
please send letters of comment to:

Hazel O'Sullivan

Project Director

The Auditing Practices Board Limited
5" Floor

Aldwych House

71-91 Aldwych

London WC2B 4HN

In either case, letters of comment should be sent so as to be received no later
than 23" October 2010.

All comments will be regarded as being on the public record, unless otherwise
requested.
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Feedback and Consultation Paper

1 Background

1.1

1.2

1.3

The Auditing Practices Board (the “APB’) issued a Consultation Paper in
October 2009 to respond to the Treasury Select Committee’s call for a
consultation on their proposal that there should be a prohibition on
auditors providing non-audit services to the entities that they audit.
That Consultation Paper provided an analysis of the approach that has
been taken to auditor independence since 2004 when the APB was given
responsibility for setting ethical standards for auditors.
This Feedback and Consultation Paper gives a summary of the responses
that were received to the October 2009 consultation. It also sets out
explanations in relation to:

« amendments that the APB proposes to make to the APB Ethical

Standards for Auditors;

« amendments that the FRC is proposing to their Guidance on Audit

Committees; and

« the following issues on which further consultation is being sought:

« Restructuring services provided to audited entities in distress;

« The approach to take to contingent fees, given a proposed
amendment in the definition of a contingent fee;

« Additional guidance paragraphs on conflicts of interest in
providing non-audit services to audited entities and the
approach to take to connected parties.

Some of the proposed amendments arise directly from feedback from the
respondents to the consultation on non-audit services while other
amendments relate to other aspects of the work of the APB and the FRC,
including:
 Issues arising since the consultation was launched which the APB
considers require further action to be taken.
« Issuesraised by the FRC’s Audit Inspection Unit (AIU) reports on
audit quality inspections.
« Outstanding issues relating to changes to the APB Ethical Standards
consulted on in the APB’s March 2009 Consultation Paper. The

APB decided to defer these changes pending responses to the

October 2009 Consultation Paper on non-audit services so as to

avoid the implementation problems that arise from frequent

changes to the APB Ethical Standards for relatively detailed
matters.
THE AUDITING
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1.5

1.6

1.7

Feedback and Consultation Paper

As the Treasury Select Committee made its recommendation in the
context of investor confidence, the October 2009 Consultation Paper
focused primarily on the provision of non-audit services to listed
companies. The APB has considered the position of all entities subject to
audit when drafting the proposed amendments and has asked a question
where it might be appropriate to restrict an amendment to listed
companies only.

The APB has also specifically considered how the proposed amendments
might be implemented in the case of smaller entity audits. Where an
exemption in ES Provisions Available for Small Entities (Revised) (ES -
PASE (Revised)) might be appropriate, this is indicated in this
consultation paper and in the extracts from ES - PASE (Revised) which
are included in the Exposure Draft. The APB will also be interested to
receive views on the appropriateness of the proposed additional
exemptions and to understand the experience of the SME sector in
connection with the other issues on which further consultation is being
sought, in particular restructuring services provided to an ‘audited
entity in distress” and ‘connected parties’.

This Consultation Paper follows two previous consultations in the course
of which commentators were asked to comment on whether the costs
that might arise from the proposals under discussion would outweigh
the benefits of those proposals. Whilst many corporate commentators
drew attention to a general concern that costs of non-audit services to
companies might increase if auditors were to be prohibited from
providing some or all of the non-audit services that are currently
permitted, no commentators thought that the costs of the approaches
that the APB discussed in the October 2009 consultation and those
approaches the APB is adopting in this consultation paper would be
such as to outweigh the benefits. This is primarily because the APB's
approach has been to address the concerns expressed in relation to non-
audit services by improving transparency and the reporting of
information about such services. Most other proposed amendments are
aimed at clarifying the existing position (e.g. by improving definitions,
removing potential for misinterpretation etc.) or implementing changes
relating to the policies and procedures to be applied by audit firms. The
APB does not therefore believe that the amendments that flow out of the
two previous consultations will have a significant impact on the costs of
an audit (or the costs borne by preparers).

In relation to the three issues referred to in the third bullet of paragraph
1.2 and on which further consultation is being sought, the APB is keen to
understand the impact which each of the different options may have on
the costs of an audit and other costs to business and the benefits which
commentators believe will arise from their implementation. In
particular, the APB is interested to know the precise nature and extent of

THE AUDITING 7
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1.9

1.10

Feedback and Consultation Paper

any incremental costs which might arise from switching the provision of
specific types of non-audit service from the auditor to a provider who is
not. Feedback on such information will be provided following the
consultation when any relevant amendments to the APB Ethical
Standards are finalised.

The APB plans that any changes to the APB Ethical Standards as a result
of this review will apply to audits of financial statements for periods
commencing on or after 15 December 2010. As the consultation period
will run until towards the end of October 2010, it may prove challenging
to achieve this timetable. However, many of the amendments will not
involve a significant change in practice and, in view of the transition
arrangements that are proposed, the APB does not anticipate that there
should be any problems with implementation of the proposed revisions.
If the final standards are published after the effective date, those
provisions associated with issues under consultation (see paragraph 1.2
above) will not come into effect until the date of publication.

The APB invites responses to the questions set out in section 9. It would
be most helpful if respondents give full reasons for their views. The APB
would prefer to receive letters of comment in electronic form. These may
be sent by e-mail to h.osullivan@frc-apb.org.uk. If this is not possible,
please send letters of comment to:

Hazel O’Sullivan

Project Director

The Auditing Practices Board Limited
5th Floor

Aldwych House

71-91 Aldwych

London WC2B 4HN

In either case, letters of comment should be sent so as to be received no
later than 23rd October 2010.

All comments will be regarded as being on the public record and will be
published on the APB's website within seven days of receipt, unless you
specifically request that your response be treated as confidential.
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Feedback and Consultation Paper

2 Feedback on Consultation on Audit Firms Providing
Non-Audit Services to Listed Companies that they
Audit

Summary of responses

21 Responses to the October 2009 consultation were received from 150
commentators representing a wide variety of stakeholder groups as
shown below.

Institutional investors!:

« Asset managers and investment trusts? 4
« Pension fund 1
« Representative organisations 4

Corporate sector:

« Companies 79

+ Audit committee chairs and other directors of 26
corporate entities

« Representative organisations 4

Accountancy profession:
« Audit service providers 16

« Representative organisations 8

Other individuals and organisations (largely 8
consultants and academics)

Total 150

A full list of respondents is given in Appendix 1 to this Feedback Paper.

2.2 The APB sought the views of stakeholders by asking a number of
questions in the Consultation Paper. A summary of the responses to
these questions and an analysis of overall positions taken by respondents
are provided in Appendix 2 to this Feedback Paper. An overall
summary of the responses is given below.

2.3  When the Treasury Select Committee made its recommendation to
review the appropriateness of the provision of non-audit services by
auditors to the entities that they audit, it expressed its view particularly

1 Responses in this category were those that were submitted from an investor perspective.
Responses were also received from a number of banks and insurance companies but were
drafted from an audit committee or company perspective and were accordingly classified as
‘companies’ for the purposes of this paper.

2 One response in this group confirmed that its response had the express support of eight
funds to which it provides stewardship services.

THE AUDITING 9
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in the context of investor confidence3. The APB has established
relationships with investors and those bodies that represent investors -
the ABI, NAPF and IMA in particular. In the course of this consultation,
substantive responses have been received from investors and investor
representative bodies and those responses have been carefully reviewed.
In the course of its review of the responses, the APB also noted the
unprecedented response received by or on behalf of corporate entities
(including chairs of audit committees).

Overall summary of the views of respondents

2.4 The message from the review undertaken by the APB is that
commentators (irrespective of the constituency involved) were
overwhelmingly of the view that there should:

« not be an outright prohibition; and

« be no major change to the conceptual approach taken to the
provision of non-audit services by auditors to the entities that they
audit.

... we believe that the recent evolution of UK company law, the Ethical
Standards for Auditors issued by the APB and the FRC’s Combined Code
on Corporate Governance with its supporting Guidance on Audit
Committees provide a generally robust framework for the assessment of the
independence of a company’s external audit. In particular, by specifically
prohibiting non-audit services in certain situations, ES5 ... captures
those conflicts of interest that are most likely to degrade the quality of the
audit and confidence in the independence of the external auditor.”

Investor respondent

“The current ethical requirements for auditors coupled with the guidance
for audit committees results in a system where both auditors and audited
entity are cognisant of the issues that could give rise to a reduction in
independence and act appropriately to avoid any such issues arising in
practice.”

Corporate respondent

‘The Consultation Paper usefully summarises the various measures that
have been established in the ‘post-Enron’ era aimed at improving audit
quality, safequarding auditor independence, and establishing new
governance measures for companies and, in particular, audit committees.
Such measures have included the establishment of independent auditor
oversight structures in Ireland and the UK and independent monitoring of
auditors of public interest entities. We believe that these initiatives have
contributed significantly to the maintenance of high quality and robust

3 The text of the recommendation from the report ‘Banking Crisis: reforming corporate
governance and pay in the City' read:
"We strongly believe that investor confidence, and trust in audit would be enhanced by a
prohibition on audit firms conducting non-audit work for the same company, and recommend
that the Financial Reporting Council consult on this proposal at the earliest opportunity".
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Feedback and Consultation Paper

audits of listed entities and we are not aware of any systemic threats to
auditor independence, including situations where non-audit services are
provided, that have been identified or highlighted in recent reports from
these oversight bodies.”

Accountancy profession respondent

2.5 There are two key elements to the current framework surrounding the

2.6

provision of non-audit services:
(i) The Ethical Standards issued by the APB, under which:
0 All services provided by the auditor (other than the audit itself)

are regarded as non-audit services (no matter how directly
related to or consequential upon the audit they may be);

Where a potential non-audit service engagement poses actual or
potential threats (that are not clearly insignificant) to the
objectivity and independence of the auditor, safeguards must be
identified to reduce the threats to an acceptable level or the
engagement should be declined (an overarching principle); and

Certain non-audit services are prohibited on the basis that the
threats that arise are too significant to be overcome by any
safeguards.

(ii) A corporate governance regime under which:

0 those charged with corporate governance are expected to assess

the objectivity and independence of the company's auditor
annually;

the annual report is expected to explain how, if the auditor
provides non-audit services, auditor objectivity and
independence is safeguarded+.

data about the fees paid by a company to its auditor in relation
to non-audit service engagements are disclosed in a company's
annual report; and

investors are expected to monitor and challenge the work of
those charged with governance in respect of maintaining an
appropriate relationship with the company's auditor.

There were three commentators (an investor respondent, an academic
and an MP) who argued that audit quality is compromised in both fact
and perception when the auditor carries out any non-audit service. This
was argued primarily on the basis that any reward for additional work
compromises the likelihood that auditors will confront the directors of
an audited company on difficult issues.

“The sale of other services creates fee dependency and forces auditors to align
their interests with those of the audit clients’

* Provision C3.7 of the UK Corporate Governance Code, published in May 2010.
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Other respondent

In contrast, as set out in paragraph 2.4, the vast majority of
commentators see no evidence that audit quality is, as a matter of fact,
compromised by non-audit services engagements, given the safeguards
approach and specific prohibitions which are set out in the APB Ethical
Standards for Auditors.

Among respondents not asking for a change in the current approach
there is, however, broad acknowledgement that there is a perception
amongst investors that confidence in the audit can be reduced where
non-audit services are provided by the auditor. This perception is
particularly heightened where there is a high ratio of non-audit fees to
audit fees paid to an entity’s auditor. It is thought that one reason for the
focus on such a ratio is that companies give insufficient disclosure in
their annual reports of non-audit services provided by the auditor to
enable investors to decide for themselves whether the auditor’s
objectivity and independence may have been adversely affected by being
retained to undertake non-audit services.

A number of investor respondents argued that there should be greater
disclosure about the nature and level of non-audit services provided by
auditors. Corporate respondents also recognised that there was scope
for better disclosure of the type of work being undertaken by the auditor
and, where this requires the application of safeguards, how companies
ensure that auditor independence is maintained.

‘It is fair to say that reporting by the audit committee is too often
boilerplate and uninformative in its approach.’
Investor respondent

"...greater clarity and explanation of why audit firms are used and
disclosure of non-audit fees would benefit understanding.’
Corporate respondent

Summary of proposed response to the views expressed

2.10

211

212

There are obviously different perceptions about the impact that the
provision of non-audit services by the auditor has on objectivity and
independence and the APB has considered a number of possible
responses to the comments received.

In light of the responses received and in view of the prohibitions already
imposed on the provision of non-audit services to audited entities, the
APB believes that a blanket prohibition of non-audit services would not
be proportionate. Furthermore, there are a number of specific services
(audit related services) in relation to which the APB believes that most
shareholders would not consider it controversial for the auditor to
undertake the work.

Commentators, and in particular investor respondents, emphasise the
need to address the perception issue through improved transparency

12 THE AUDITING
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and governance. The APB has developed a proposal on these
improvements which is explored in more detail in section 4 of this
feedback paper. This focus on governance and the disclosure of the
policies and decisions taken on the provision of non-audit services by the
auditor (in particular those non-audit services that are not audit related
services) reflects a theme of many responses that decisions as to whether
a company's auditors should be engaged to provide non-audit services is
tirst and foremost a matter of corporate governance.

‘We believe that these matters are best addressed by those that commission
these services, namely listed company boards. Greater disclosure of the
oversight and context of these services would enhance confidence in
audited accounts and corporate stewardship.’

Investor respondent

“The role of the [Audit] Committee in monitoring the application of these
principles is key and 1 believe that the Committee is eminently capable of
exercising this role. The ongoing dialogue between the Committee,
management and the auditors allows for an effective mechanism to assess
independence risks.

Corporate respondent

‘It is our experience that audit committees are concerned currently about
being seen to be overly close to the company’s external auditors and that
this pervades their consideration of both the commissioning of non-audit
services and indeed the tendering process for the audit itself.”
Accountancy profession respondent

The APB believes that these disclosures, if implemented effectively, will
result in greater transparency, especially of companies” policies on non-
audit services, the nature of the non-audit services provided by auditors,
the extent and nature of safeguards applied and the reasons why it was
appropriate for the auditor, rather than another party, to provide these
services. This should provide investors with the tools they need to be
more effective in their challenge of management and those charged with
governance and thereby stimulate a dialogue between companies and
the investment community which could result in a mutual
understanding of what are considered to be acceptable types of non-
audit services to be provided by the auditor and, where considered
relevant, what level of non-audit services is generally appropriate.

In addition to considering an outright ban of non-audit services and
improvements in disclosures, the APB also considered the possibility of
including a quantitative limit on the amount of non-audit services fees
that the auditor is permitted to receive from the audited entity (for
example, as a percentage of audit fees). From research undertaken (as
set out in detail in section 3 of this paper), the APB has concluded that it
is not reasonable to conclude that there is a widespread issue in respect
of the quantum of non-audit services provided by the auditor. The APB

THE AUDITING 13
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has also recognised that any quantitative limit could be difficult to
implement, particularly in relation to the natural peaks and troughs that
arise in the provision of such services and the uncertainties that may
exist at the outset of the work as to possible changes in scope and related
fees, especially in respect of certain types of services (such as transaction
related services). The APB is not therefore proposing any quantitative
restrictions to the provision of non-audit services by the auditor.

However, in order to ensure that appropriate attention is paid to this
important issue and its impact on the perception of independence of
auditors, the APB does propose an amendment to paragraph 18 of ES 5
(Revised), making it a requirement that where fees for non-audit services
are, or are expected to, exceed the audit fees, this must be discussed with
and approved by the Ethics Partner within the firm and reported to
those charged with governance. The APB recognises that this may be
impractical in the case of smaller audits where there is often additional
work undertaken in respect of tax and accounting at the same time as the
audit. An exemption for the audit of smaller entities is therefore
proposed in ES - PASE (Revised) in respect of this requirement.

The FRC has also proposed that the Guidance for Audit Committees
should be enhanced to encourage audit committees to consider fees
incurred, or to be incurred, for non-audit services, both for individual
services and in aggregate, relative to the audit fee and to provide an
explanation of the policy on the provision of non-audit services by the
auditor and why it was thought appropriate that specific services should
be provided.

In conclusion, the APB believes that enhanced investor stewardship in
this area should enable the market to develop in a way that is responsive
to concerns about investor perceptions whilst not preventing companies
from accessing benefits that may ensue from using their auditor for
certain types of non-audit services. The APB believes that this is a more
proportionate response to the comments received than either an outright
prohibition or a quantitative restriction on non-audit services fees.

In coming to this conclusion, the APB recognises that it will be necessary
to monitor the implementation of its recommendations to improve
transparency. Accordingly, the APB intends to undertake further
research once these changes have had a chance to take effect, to monitor
and assess whether this approach is successful in reducing the levels of
concern about non-audit services on the part of investors.

Question1: Do you support the approach outlined in paragraphs 2.10 to
2.18? If not, please indicate what, if any, other action should be taken. In
particular, does the proposal in paragraph 2.15 present practical difficulties
to auditors of small or medium sized entities?

14 THE AUDITING
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2.19 In addition to improvements in transparency and governance, investor

2.20

respondents identified a number of other specific topics which should be
revisited and there are a number of other issues that have arisen
subsequent to the October 2009 consultation on which the APB believes
that a response is required. The issues that are associated with each of
these areas are complex. In their discussions the APB has heard a variety
of arguments about the appropriate action that should be taken in regard
to each. Where the APB has reached a view on the approach that is
appropriate, their proposals are presented in section 5 of this paper.

However, there are some issues where there is a diversity of opinion that
exists and in these cases the APB is now seeking commentators” views on
the action that should be taken with a number of options being
presented for consideration in the following sections:

« restructuring services (paragraphs 6.10 to 6.14);
« contingent fees (paragraphs 7.9 to 7.13); and

« conflicts of interest (section 8).

THE AUDITING 15
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3 Further research

3.1

Given the weight of concerns about perception that clearly exists as a
result of the limited information available on non-audit services
provided by auditors to the entities that they audit, the APB concluded
that further research was appropriate:

« To determine the latest trends in the non-audit fees paid by the
largest listed groups, other listed groups and public interest entities
to their auditors;

« Toidentify the nature of the non-audit services provided by
auditors in the different market segments.

Trends in ratios of audit to non-audit fees

3.2

3.3

34

3.5

In response to question 1(a) in the October 2009 Consultation Paper,
three investor respondents felt that there was a negative impact on
confidence in the independence of auditors arising from the provision of

non-audit services, particularly where the size of non-audit fees was
high.

"...this is in part a matter of perception in that the significant revenues
generated and the nature of the services could lead the auditor to identify
with the interests of management rather than investors. This is a
particular risk when the fees for non-audit services become significant in
relation to the audit fee and when the relationship between the client and
the auditor becomes too close such that the latter’s impartiality is affected.’

Investor respondent

Four of the nine investor respondents took comfort from the fall in non-
audit services fees during the last decade which was set out in paragraph
5.4 of the October 2009 Consultation Paper. While one of these investor
respondents noted that this should not be a cause for complacency,
another commented that the evidence of declining fees provided support
for no additional regulation.

In light of these comments, the APB has undertaken further research on
the magnitude of non-audit services fees, both for listed companies and
non-listed public interest entities (based on non-audit services fees
reported by entities in their most recent available annual reports at the
time of the research - mainly 2008 and 2009 reports).

In relation to listed companies, APB reviewed the reported audit and
non-audit services fees reported by 1,740 UK companies with a listing or
AiM quotation, as extracted and summarised by a third party data
provider. In relation to non-listed public interest entities, the APB
reviewed the audit and non-audit services fees reported in their annual

16 THE AUDITING
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reports by a sample of 49 entities selected from those that fall within the
scope of the Audit Inspection Unit. In relation to FTSE 100 companies,
the APB gained more detailed information on the non-audit services
provided both in 2008 and 2009.

The key findings from the research on 1,740 listed companies are as
follows:

(@)

(b)

The 2008 average ratio of non-audit to audit fees for these listed
companies was 76%.

In 2008, 300 of the 1,740 listed UK companies had ratios of non-
audit to audit fees that are equal to or exceed 1:1. Two thirds of
these companies had a ratio of 2:1 or less, and only a few had ratios
above 5:1.

Those 300 listed companies with ratios in excess of 1:1 in 2008
accounted for about 49% of the total value of non-audit services fees
reported by the 1,740 listed companies.

In 2008, FTSE 100 companies accounted for about 70% of the total of
all non-audit services fees (and 66% of the audit fees) reported by
the 1,740 listed companies. This prompted the APB to continue
with its focus on analysis of information in relation to the FTSE 100
companies set out below.

The key findings from the research on non-listed public interest entities
are as follows:

(@)

(b)

The 2008 average ratio of non-audit to audit fees for non-listed
public interest entities included in the sample of 49 is 61%. This
had reduced from 80% in the previous year for the entities included
in the sample.

24% of the non-listed public interest entities reviewed had ratios in
excess of 1:1. The maximum ratio of non-audit to audit fees in the
sample was just over 2:1.

The data on audit and non-audit services fees for FTSE 100 companies
presented in Section 5 of the October 2009 Consultation Paper has been
updated to include data for 2009:

All figures in £m Financial years ended in*:
2002 | 2003 | 2004 | 2005 | 2006 | 2008 | 2009
Audit fees 238 | 275 | 326 | 371 | 402 | 530 527
Non-audit services 454 357 328 329 312 379 320
(incl. services
pursuant to
legislation)
Non-audit feesas % | 191% | 130% | 100% | 89% | 78% | 71% | 61%
of audit fees
THE AUDITING
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* Figures for 2002 - 2006 were taken from a survey by Financial Director magazine.
This survey was not published in 2007. Figures for 2008 and 2009 have been taken
direct from financial statements.

This data confirms the previous trends and in particular shows that the
fees for non-audit services provided by the auditors to FTSE 100
companies between 2002 and 2009:

« reduced in absolute terms by 30%; and

« reduced as a percentage of audit fees from 191% to 61%, a further
fall from 71% in 2008.

These trends in the level of non-audit services fees to individual audited
entities are broadly consistent with the overall pattern shown by total
audit and non-audit services fees earned by audit firms from entities that
they audit over the same period®.

Within the FTSE 100 there are some companies in which higher ratios are
a persistent feature. In 2008 34% of FTSE 100 companies had ratios at or
in excess of 1:1, the highest ratio being approximately 4:1. Looking at
these same 34 companies, 12 also had ratios at or in excess of 1:1 in each
of the three years from 2007 to 2009 and another 15 had such ratios in
two of the three years.

Nature of the non-audit services provided by auditors

3.12

In order to understand in more detail the types of non-audit services that
were provided by auditors to FTSE 100 companies for 2008 and 2009,
more detailed information was sought from firms auditing FTSE 100
companies. The latest data for auditor remuneration was requested from
the auditors of all companies appearing in the FTSE 100 at the end of
2009. Some of these companies were not in the FTSE 100 in the 2008
figures and some of the data provided relates to 2010 year ends. The
totals do not therefore reconcile to the figures included in the table in
paragraph 3.8.

> See “Key Facts and Trends in the Accountancy Profession” published by the Professional Oversight
Board in June 2010.
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3.13 The types of services that were provided to the FTSE 100 companies by

their auditor were found to be as follows:

Type of service 2008 - 2009- £m
£m

Audit of company and subsidiaries 514.1 539.2

Interim reviews 344 35.7

Reporting on regulatory returns 221 23.7

Reporting on internal financial 29.2 28.0

controls required by law or

regulation

Other “audit related services’ 17.6 18.6

Total audit related services 103.3 106.0

Public reporting on investment 6.8 13.6

circulars

Private reporting on investment 454 42.0

circulars

Other transaction related services 40.9 30.4

Tax compliance 35.5 38.6

Tax advisory services 55.2 55.6

Other services 67.7 71.2

Total non audit services 354.8 357.4

Total* 868.9 896.6

* Totals are not equivalent to the table in paragraph 3.8 above as explained in

paragraph 3.12.

3.14 ‘Other services’ includes a variety of services, such as assurance reports
(e.g. on sustainable development), agreed upon procedures (e.g. on earn
out calculations), advice on process improvements, accounting advice,

training and IT services.
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4 Addressing perception through improved
transparency and governance

41 APB undertook a detailed analysis of the comments on the perceptions
associated with the provision of non-audit services by the auditor that
were received in response to the October 2009 consultation. APB also
sought to understand better the reasoning behind certain respondents’
specific concerns through further discussion.

42 A key finding from this work is that, while many commentators take the
view that audit committees are best placed to decide which non-audit
services the company should purchase from its auditors, the information
which is currently disclosed on this matter is variable. There are three
aspects of disclosure where respondents felt an improvement could be
made:

« The statutory disclosure of auditor remuneration® is not always
provided on a consistent basis, suggesting that the regulations are
not helpful and the associated guidance’ has not been followed
consistently. This results in the detailed nature of the services
provided by the auditors not being readily apparent, especially as
there is a degree of summarisation of the data on non-audit service
fees that is carried out;

« Within disclosures in annual reports about compliance with the UK
Corporate Governance Code there is often disclosure of the fact that
a company has a policy on non-audit services without specifying
what this policy is; and

o There is no explanation of why individual non-audit service
engagements have been provided by a company's auditor rather
than by another party and how the auditor’s independence has
been safeguarded.

Categorisation of non-audit services: amendments proposed in paragraphs

AB of ES 5 (Revised), (following the current paragraph 36) and new section in

ES 5 (Revised) (following the current paragraph 39)

4.3 Respondents to the October 2009 Consultation Paper expressed concerns
about the disclosures of fees for non-audit services in financial
statements.

¢ The Companies (Disclosure of Auditor Remuneration and Liability Limitation Agreements)
Regulations 2008, which can be accessed at

http:/ /www.opsi.gov.uk/SI/si2008 / uksi_20080489_en_1

7ICAEW published TECH 06/06 ‘Disclosure of Auditor Remuneration” when the regulations
were first implemented and this guidance was updated in July 2007.
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‘Existing rules on disclosure ... have led to complex disclosures, and
requirements could be improved and the information disclosed made
clearer.’

Investor respondent

A number of companies expressed the view that disclosing services that
are audit related or required by statute as non-audit services was
misleading to shareholders. Other corporate respondents thought that
disclosing the nature of the services provided (particularly where they
are similar to an audit) would allay fears that auditors are conflicted by
the allocation of such non-audit services to them and therefore help
maintain confidence in the quality of the audit.

An ICAS working party which included company and investor
representatives recommended a ‘banding approach’ that distinguishes:

e audit services,
e other assurance services provided to stakeholders, and
e other services.

Disclosure of fees for non-audit services in financial statements is
currently determined by legislation® and changes to this are therefore a
matter for the Government to consider. However, APB proposes that it
should introduce into the Ethical Standards a category of non-audit
services called “audit related services” where, by virtue of the nature of
the work done, the threats to the auditor’s objectivity and independence
are clearly insignificant.

The APB believes that this approach will have the benefit of:

« clarifying the extent to which ES 5 (Revised) applies to audit related
services;

« Dbetter distinguishing those non-audit services that most users
would not generally consider contentious for the external auditor to
provide; and

. assisting audit committees to focus their attention on other non-
audit services where the threat to auditor independence may be
greater and will therefore require more careful consideration.

The practical challenge has been to define which services should be
classified as audit related services. The APB looked at a variety of ways
to approach this classification, including the ICAS working party
proposal that this band of non-audit services should be identified as
‘other assurance services’. APB preferred an approach that focused on
the impact of the service on auditor independence rather than on the
nature of the service and concluded that audit related services should be
those non-audit services where the work involved is closely related to
the work performed in the audit or is often carried out by members of
the audit team and the threats to auditor objectivity are clearly

THE AUDITING 21
PRACTICES BOARD



4.9

Feedback and Consultation Paper

insignificant. However, as any definition of this nature would involve
much subjectivity and could be abused, the APB proposes to specify the
services that would fall into the category of audit related services. This
approach is also likely to be easier to reflect in legislation should the
Government determine that changes are to be made to it.

An implication of APB taking a narrow view of the services to be
described as audit related services is that the other category of non-audit
services will include some non-audit services where the threats to
auditor objectivity and independence are in fact low and others where
such threats are high. In particular the APB considered work on
investment circulars where the auditor will provide public reports to the
shareholders (current and future) as well as private reports which are
closely connected with the public work. In the UK, regulation and
related standards facilitate the provision of such services by other
accounting firms - although in practice the services are usually carried
out by the auditor. Although the provision of such services by the
auditor is generally uncontroversial, these services have been retained
within other non-audit services. To ensure that the circumstances in
relation to such work are clearly understood, it is suggested that
additional disclosure is provided to the audit committee (or to those
charged with governance) separately identifying any such services
which are not regarded as giving rise to threats to an auditor's objectivity
and independence (other than threats that are clearly insignificant).

Question 2: Are the correct services included in the list of audit related
services (see ES 5 (Revised), paragraph [AD])? If not, please identify the
changes that should be made and indicate whether the provision of such
services gives rise to threats to auditor objectivity and independence (other
than threats which are clearly insignificant).

4.10 Disclosure in the financial statements of information relating to the

411

provision of non-audit services by auditors is the responsibility of the
company. While this is typically done in notes to the financial
statements according to a format driven by legislation, the auditor may
be able to influence the detail provided on auditor remuneration through
the use of a common template for this information when reporting to the
audit committee or to those charged with governance. The use of such a
template is explained in the proposed amendments to ES 1 (Revised)
(paragraph 61) and a draft template is included as an Appendix to ES 1
(Revised).

There is no presumption that services in this third category are services
that the entity’s auditor should not provide. A judgment needs to be
made by audit committees as to the cost and efficiency benefits and the
real or perceived threats to auditor independence which are associated
with them. Where there is increased transparency, as a result of the
proposals set out in paragraphs 4.12 to 4.14 below, investors will also be
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able to monitor these judgments and make it known to audit committees
where they disagree.

Question 3: Will disclosure of additional information about non-audit
services in the form of a template (such as that included as an appendix to
ES 1 (Revised)) reduce the perceived threats to objectivity and
independence arising out of the provision of non-audit services? Do you
have any suggestions to improve the template?

Audit committee reporting: amendments proposed in paragraphs 4.29 to 4.38
of the FRC’s Guidance on Audit Committees (included at Appendix 3)

4.12

4.13

4.14

A theme of many of the responses to the October 2009 consultation was
that better disclosure was required of:

« the audit committee’s policy on the purchase of non-audit services;
and

« thereasons why the audit committee had concluded that it was
appropriate to purchase these services from the auditors rather than
from another party.

Recognising that these issues closely interact with the FRC’s Corporate
Governance Code and the guidance supporting it, the APB
recommended changes to the FRC’'s Guidance on Audit Committees
(formerly known as the Smith Guidance). A consultation on
amendments to this guidance is being issued concurrently with this
exposure draft and is included at Appendix 3. The APB supports the
proposed changes to the FRC’s Guidance on Audit Committees and
encourages respondents to comment on those proposed changes too.
These are aimed at:

« giving more prominence to non-audit services (by moving the
guidance currently in paragraphs 4.28 and 4.29 to later in the
document);

 helping the audit committee distinguish those non-audit services
which are closely related to an audit and which give rise to a very
low threat to auditor objectivity from those where the threat needs
more careful consideration. This is consistent with the proposed
changes to ES 5 (Revised);

« improving the disclosures of the audit committee policy, providing
more detail on the nature of services provided by the auditor and
outlining the reasons why the audit committee decided to purchase
non-audit services, other than audit related services, from the
auditor rather than from another party.

The APB is of the view that these changes are consistent with provision
C3.7 of the UK Corporate Governance Code that states “The annual
report should explain to shareholders how, if the auditor provides non-
audit services, auditor objectivity and independence is safeguarded’.

THE AUDITING 23
PRACTICES BOARD




Feedback and Consultation Paper

Question 4: Will the proposed changes to the FRC’s Guidance on Audit

Committees reinforce audit committees' responsibility for:

* determining whether a company's auditor should be permitted to
provide particular non-audit services? If not, what further guidance
should be given, and

* providing information about the non-audit services provided by a
company's auditor

and therefore reduce the perceived threats to auditor objectivity and

independence arising from the provision of non-audit services?
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5 Specific proposed amendments to APB Ethical

Standards for Auditors

51

In addition to the proposals on improved transparency that affect the
Ethical Standards for Auditors, there are further amendments to these
standards proposed by the APB which arise from the October 2009
consultation on the provision of non-audit services. APB is also
proposing a number of further amendments to the APB Ethical
Standards arising from the following;:

o Unresolved issues from the APB’s March 2009 consultation;

o Other issues which APB has become aware of subsequent to its
consultation and where it considers that action is required.

Extended and internal audit services: amendments proposed in paragraphs [P]
to [U] of ES 5 (Revised) (following the current paragraph 5) and paragraphs
40 to [AI] of ES 5 (Revised) and in paragraph 4.8 of the FRC’s Guidance on
Audit Committees (included at Appendix 3)

5.2

53

5.4

55

When APB issued the original Ethical Standards in 2004 there was
considerable discussion about the requirements in ES 5 (Revised)
relating to internal audit services and there continues to be debate about
this.

There is a spectrum of views on whether it is appropriate for the external
auditor also to perform internal audit work, with strongly held positions
at both ends of it. Some believe that there is a natural synergy between
aspects of internal and external audit (and that a close integration leads
to efficiency and effectiveness). Others believe that the internal and
external audit have fundamentally different objectives, provide separate
channels of assurance about a company’s controls and should therefore
be undertaken by different parties. The Institute of Internal Auditors
takes this latter view. The argument is, in effect, that transferring
internal audit work from an internal audit function to the external
auditor may weaken the overall governance structure.

The debate in the UK on internal audit being performed by external
auditors has been reenergised by Rentokil’s announcement in July 2009
that its new external auditor would be undertaking some work
previously undertaken by internal audit8.

Responses to APB’s consultation paper on non-audit services revealed
concern in this area from investor respondents. Three investor
respondents were concerned that Rentokil’s external auditors would be
auditing their own work and would take on management functions and

8 See Rentokil’s interim results statement published on 31 July 2009
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two others called for the provision of internal audit services by the
external auditor to be more strongly discouraged or indeed prohibited.

5.6 Information provided by KPMG, Rentokil’s new auditors and by the
chair of the company’s audit committee, helped APB understand the
details of the arrangements and why, under the proposed amendments
to the standards, KPMG view the work involved as audit or ‘extended
audit’ rather than a separate internal audit service. To assist APB
understand how common such ‘extended audit’ arrangements were, the
AIU undertook a survey of the auditors of FISE 350 companies. This
revealed that “extended audits” were undertaken in about 5% of
companies and that other services, which might be considered as
internal audit services, were provided to another 12% of companies.
Arrangements for the extended audit work varied. In some cases the
work was subject to a separate engagement letter and billing
arrangements but in other cases it was treated as part of the audit
engagement.

5.7 The APB has decided to seek greater consistency in this area by
amending ES 5 (Revised) to:

e Improve the guidance as to what work should be treated as audit
work rather than non-audit services;

e Include extended audit services within ‘audit related services’; and

e Give greater guidance on what internal audit services comprises,
including making a distinction between “assurance activities’
designed to assess the design and operating effectiveness of existing
or proposed systems or controls and “advisory activities” where the
auditor is involved in advising an entity on the design and
implementation of its risk management, control and governance
processes.

5.8 Guidance on internal audit is provided to audit committees in the
FRC’s Guidance on Audit Committees. Changes have been proposed
to this guidance as part of the consultation referred to in paragraph
4.13 to emphasise the impact that the provision of internal audit
services by the external auditor can have on investor perceptions.

Clarifying the threats and safeguards approach: amendments proposed in
paragraphs 46 to 50 of ES 1 (Revised) with consequential minor amendments
throughout ES 1 (Revised) and paragraphs [V] to [X] (following paragraph 11)
and paragraphs 32 to [Z] of ES 5 (Revised)

5.9 A number of respondents to the October 2009 consultation highlighted
the importance they place on having a robust threats and safeguards
framework around the supply of non-audit services by the auditor and
on the audit inspections that are carried out by the AIU. Commentators
also highlight the publication of reports on these inspections which they
believe generally provide positive feedback that the threats and
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safeguards approach outlined in paragraph 2.5 of this paper is operating
effectively to safeguard auditor independence.

In its 2008/09 public audit inspections report, the AIU reported that the
overall quality of auditing of major public companies in the UK remains
fundamentally sound. However, the AIU noted that:

"firms need to exercise greater care in assessing whether it is appropriate
for them to provide certain non-audit services to audit clients, in
identifying threats to their independence and objectivity and in assessing
whether proposed safequards are sufficient to reduce threats to an
acceptable level.”

The APB believes that such concerns are likely to weaken stakeholders’
confidence in auditor objectivity and independence where non-audit
services are provided by the auditor. Improving the application of the
threats and safeguards approach is primarily the responsibility of the
audit firms, but the APB has reviewed its guidance on threats and
safeguards and considers that some enhancements may be helpful to
audit firms in addressing the AIU’s concerns. The APB proposes to
enhance guidance in this area as follows:

(i) Providing guidance on factors to consider when an audit
engagement partner makes an assessment of the significance of all
identified threats associated with the acceptance of a non-audit
services engagement. The APB believes that outlining such factors
will help to improve the quality of thinking and judgment that
supports any decisions made as to the safeguards required.
Additional guidance is therefore proposed following paragraph 11
of ES 5 (Revised). These new paragraphs also discuss how the
audit engagement partner might approach the delegation of
decisions on accepting routine non-audit engagements.

(ii) Confirming explicitly that the cumulative impact of a series of
threats should be assessed, both when individual non-audit services
are being considered and at the end of the audit when forming an
opinion on the financial statements (before issuing the auditor’s
report). The cumulative impact will include an assessment of all
current and recent relationships that have a continuing relevance to
the threats to auditor independence. Current guidance in ES 1
(Revised) suggests this, but it is not explicitly stated. Suggested
amendments to paragraph 48 of ES 1 (Revised) and related
supporting guidance are provided in the Exposure Draft.

(iii) Clarifying that where a review of the audit work by the
engagement quality control reviewer (EQCR) or another audit
partner not involved in the audit engagement is identified as a

2 Audit Inspection Unit 2008/9 Audit Quality Inspections: An Overview, December 2009,
page 14
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safeguard, the person in this role needs to know what the specific
threats are which arise from the provision of the non-audit service
and pay particular regard to the audit work performed in relation
to the subject matter of the non-audit services provided. Guidance
is proposed to be added after paragraph 47 of ES 1 (Revised) to
indicate that where the EQCR role is extended to provide a
safeguard in respect of non-audit services provided, the audit
documentation should make it clear how the review undertaken
addressed the specific threats identified;

(iv) Setting out in more detail the procedures which are appropriate in
order to make the safeguards, which are typically listed as
examples in ES 5, effective. This is included at paragraph [Z],
following paragraph 32 of ES 5 (Revised).

Ethics Partners: amendments proposed in paragraphs 21 to 24 of ES 1
(Revised) and [AA] of ES 5 (Revised) (following the current paragraph 34)

512

5.13

5.14

5.15

The Ethics Partner role was included in the Ethical Standards for
Auditors in 2004 as a way of achieving consistent decision-making in an
audit firm on difficult ethical judgments. This role is also important in
ensuring that compliance with the Ethical Standards for Auditors is
placed above commercial considerations, through having responsibility
for the effectiveness of the firm’s communication to partners and staff
within the firm.

In its report on the 2008/09 public audit inspections, the AIU also
reported that it had:

"found some evidence of firms increasing the emphasis on maintaining or
improving financial performance in their ... communications to audit
personnel due to the current economic climate. 1

In addition, the experience of the AIU suggests that the Ethics Partner
role and its supporting staff team, are usually combined with other
related roles such as Risk Management and Compliance. The APB has
some concern that the objectives of these other roles may not always be
consistent with the public interest perspective that the Ethics Partner role
was intended to address. Furthermore, since the Ethics Partner role was
introduced, the Audit Firm Governance Code!! has been published.

Taken together with the AIU finding that audit firms need to exercise
greater care in assessing the threats to their independence and objectivity
and whether proposed safeguards are sufficient to reduce threats to an
acceptable level (see paragraph 5.10), these matters led the APB to

1% Audit Inspection Unit 2008/9 Audit Quality Inspections: An Overview, December 2009,
page 13

" In January 2010, the FRC and the Institute of Chartered Accountants in England and Wales
published the Audit Firm Governance Code
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consider whether the role of the Ethics Partner is operating as it was
intended to be and whether it should be strengthened.

The APB proposes the following amendments to ES 1 (Revised) and ES 5
(Revised) to provide some strengthening of the Ethics Partner role:

(i) Guidance following paragraph 21 of ES 1 (Revised) which sets out
that:

« where the Ethics Partner role is combined with another role
(typically the Compliance Partner role), the Ethics Partner
responsibilities take precedence;

« in the case of larger firms that audit listed entities, the Ethics
Partner has direct access to the independent non-executives!?
where such roles are introduced in an audit firm or,
alternatively, to the firm's most senior governance body;

. the Ethics Partner role is undertaken on a proactive basis in
addition to reacting to requests for guidance.

(ii)) Textadded to the requirement in paragraph 21 of ES 1 (Revised)
and guidance following paragraph 34 of ES 5 (Revised) to clarify
that part of the Ethics Partner’s responsibility is to achieve a
consistent approach to the application of the Ethical Standards for
Auditors, particularly in difficult situations.

Unresolved issues from March 2009 consultation
5.17 In October 2009 the APB finalised changes to ES 3 (Revised) in

5.18

connection with partner rotation. However, it was decided that other
changes to the Ethical Standards consulted upon in the March 2009
Consultation Paper would be deferred pending responses to the new
consultation paper on non-audit services, as this would help to avoid
any implementation problems that might arise from frequent changes to
the APB Ethical Standards for relatively detailed matters.

The background to each of the issues is set out briefly below. If further
detail is required, the text of the March 2009 consultation may help. This
is available on the APB website at

http:/ /www frc.org.uk/apb/publications /pub1885.html. Specific
follow up questions for this consultation are only included under
question 5 where the approach taken is different to that set out in the
March 2009 consultation.

Securitisation services: amendments proposed in paragraphs 104 to 120 of ES 5

(Revised)

12 The Audit Firm Governance Code, published in January 2010, provides that firms which
audit listed companies should appoint independent non-executives to be involved in public
interest aspects of the firm’s decision making, stakeholder dialogue and management of
reputational risks.
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5.19 Concerns relating to securitisation services were expressed by the
Treasury Select Committee in its inquiry into Northern Rock. A
subsequent review of the work undertaken indicated that there do not
appear to be any significant threats to auditor independence arising as a
result of this particular work, which was in the nature of audit related
services. However, the APB recognised that other non-audit services
connected with securitisations, which are not audit related services, may
pose threats to auditor independence. Two respondents to the March
2009 consultation suggested that no securitisation services should be
undertaken for a contingent fee (see section 7).

5.20 Proposed amendments in paragraphs 104 and 116 of ES 5 (Revised)
make it clear where securitisation services are covered. Any remaining
perceived threats to independence arising from the provision of
securitisation services are addressed by proposed amendments in
paragraphs 119 and 120 which make it clear that the original intent in
drafting these paragraphs was to prohibit auditors from providing
transaction services where the success of the transaction is dependent
upon the application of a particular accounting treatment that is novel or
is not based on a well established interpretation of the relevant financial
reporting framework and which is or will be the subject of a future or
contemporary audit judgment relating to a material matter in the
financial statements. Conforming changes are also proposed in the
section on corporate finance services.

Financial interests of new partners joining the firm: amendments proposed in

paragraphs 7 to [G] of ES 2 (Revised)

5.21 Respondents to the March 2009 consultation supported the APB’s
proposal to permit financial interests of new partners joining the firm
where there is no market for disposal in such financial interests,
provided that the new partner is not involved in the provision of any
services to the entity concerned and that they work in a different part of
the firm to the audit engagement partner. The proposed amendments in
paragraph [G] of ES 2 (Revised) also extend the relief to immediate
family members and suggest that this information would be
communicated to the audit engagement partner and the ethics partner of
the firm.

Governance roles: amendments proposed in paragraph 53 of ES 2 (Revised)

5.22 One amendment to the APB Ethical Standards thought to be necessary to
be able to continue to state that the APB is not aware of any significant
instances where the relevant parts of the Code of Ethics for Professional
Accountants (the IESBA Code) are more restrictive than the APB Ethical
Standards, was to prohibit all partners and employees of the audit firm
from serving as a director or officer of an audited entity. This is different
to the requirement in respect of dual employment which will continue to
apply to all partners and employees who undertake audit work. Overall
support was expressed for this proposal, which is included within the
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exposure draft at paragraph 53 of ES 2 (Revised). This has also now been
extended to circumstances where an audit firm takes on such a role.

Definition of an affiliate of an audited entity: amendments and new term

proposed in glossary of terms

5.23

5.24

In the March 2009 consultation paper the APB proposed a different
materiality test for determining those entities that should be treated as
affiliates to that used within the IESBA Code. Views on this proposal
were split. The APB recognises the value of harmonisation with the
IESBA Code definition and so now proposes to use a definition of
affiliates that follows this closely, but which clarifies that both qualitative
and quantitative aspects are applied to the use of the word ‘material’,
including the nature and magnitude of the possible threats to auditor
independence.

The term “significant affiliate” is also used in a number of places within
the APB Ethical Standards to identify those affiliates of listed companies
to which additional prohibitions of specific non-audit services apply.
This term has also been defined in the glossary, using words based on
the definition of a significant component in ISA 600 (UK and Ireland).

Remuneration and evaluation policies: amendments proposed in paragraph 38 of

ES 4 (Revised)

5.25

The APB asked a question in the March 2009 Consultation Paper as to
whether the requirement for remuneration and evaluation policies
should be applied to other partners and staff from non-audit disciplines
in addition to key partners involved in the audit. While a majority of
respondents did not believe that the requirements should be extended
further, there were some who felt that this was necessary in order to
promote consistency. The APB now proposes that these policies should
apply to all members of the engagement team.

Valuation of non-cash consideration for shares: amendments proposed in

paragraphs 6, 60, 115 and 122 of ES 5 (Revised)

5.26

Respondents agreed with APB’s proposal to only permit an auditor to
undertake valuations (and other non-audit services) that are otherwise
prohibited under ES 5 (Revised) where this is required by legislation or
regulation, rather than where the auditor is eligible to act.
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Question 5: Do you support:

the approach taken to the provision of 'extended audit services' in ES 5
(Revised), paragraphs [AH] and [AI] ?

the additional guidance on the threats and safeguards approach in ES 5
(Revised), paragraphs [AH] and [AI] ?

the strengthening of the role of the Ethics Partner in ES 1 (Revised),
paragraphs 21 to 24 and ES 5 (Revised), paragraph [AA] ?

the amended definition of 'affiliate' and 'significant affiliate' ?

the application of the remuneration and evaluation policies to all
members of the engagement team in ES4 (Revised), paragraph 38 ?

the other amendments referred to in Section 5 ?

If not, please explain your reasons and the approach that you think the APB
should take.

Question 6: Are there any reasons why the revisions to the Ethical
Standards proposed by the APB in Sections 2, 4 and 5 will be difficult to
implement for audits of financial statements for periods commencing on or
after 15 December 2010? If so, what further transitional arrangements
might be necessary?
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6 Restructuring services

Amendments proposed and op