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PwC response to Law and Regulation working paper 

We have set out our comments in detail in the attached table by reference to the relevant paragraphs 
of the working paper. However, PwC's main concerns with the working paper relate to the following: 

1 Definition of audit quality: This is dealt with at the beginning of section 4. However, the 
description included is in PwC's view over-simplistic. Given that the working paper is only 
intended to set out the legal and regulatory framework, we would suggest that you clarify that 
the description of audit quality only describes the regulatory standards in relation to technical 
audit quality rather than the broader concept of audit quality in relation to which the leading 
firms compete with each other (as described, for example, in our Submission of 12 January 
2012). 

2 Use of examples: The working paper uses examples to illustrate various points, but this is not 
done consistently throughout the paper. PwC's view is that the use of examples appears 
somewhat arbitrary both in relation to the points they are used to illustrate and in relation to the 
actual choices of examples. While it is appreciated that the use of examples may be helpful, 
they should be used consistently and where they are used they should be used appropriately. 

Three particular examples used raise concern from our perspective: 

• it is not appropriate in the context of a paper on law and regulation in relation to the 
supply of audit services to highlight PwC's AADB fine in relation to non-audit services 
provided to JP Morgan Securities Limited (para 5.58, footnote 125); 

• it is not appropriate to highlight particular open AADB investigations as the most recent 
investigations when other investigations have opened and been concluded more recently.  
Indeed, we do not think it appropriate to highlight as examples investigations which have 
not yet even reached disciplinary proceedings, and thus where the possibility of tribunal 
sanctions being imposed remains remote, such as is the case with Connaught plc (para 
5.60); 

• when providing an example of a case where the FRRP may require comparative figures 
to be corrected in future financial statements, it is not appropriate to select a situation in 
which the required amendment related to directors' disclosures in a section of the annual 
report which is not audited - i.e. not the financial statements (para 5.75, footnote 135 re 
Rio Tinto Plc). 

3 Omission of certain relevant information: The lack of reference to the following appears to 
be a material omission in a paper covering law and regulation applicable to the UK audit market: 

• the Audit Firm Governance Code; 

• the QAD (which although its engagement review limit lies outside the FTSE 350, is a 
regulator that oversees all UK firms of chartered accountants); 

• ISQC1; and 

• the FRC's recent consultations on the UK Corporate Governance Code, Stewardship 
Code and UK Auditing Standards (FRC PN 359). 
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By way of example, the Audit Firm Governance Code has led to the creation of the Public 
Interest Body at PwC which has a major role in ensuring stakeholder confidence in the public 
interest aspects of the firm's activities. 

 

PricewaterhouseCoopers LLP 

4 May 2012 
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Paragraph Text (including any suggested changes) Other comments 

2.1 Auditors audit the annual accounts that company directors produce.  
The general duties that the directors owe to the company are 
specified in the Companies Act 2006 (the Act).  These are based on 
(and replace) common law rules and equitable principles as they 
apply to directors and are to be interpreted and applied in the same 
way as those rules and principles.  These general duties include a 
duty to promote the success of the company and the duty to 
exercise reasonable care, skill and diligence. 

The first sentence has been deleted as it is not relevant in this 
section on director’s responsibilities.  The requirement for 
auditors to audit the entity financial statements is dependent on 
the statutory provisions as discussed in section 3. 

2.2 Companies have a duty to keep accounting records which disclose 
with reasonable accuracy at any time the financial position of the 
company at that time.  These records must contain entries of all 
sums of money received and expended by the company, a record 
of the assets and liabilities of the company and statements of any 
stock held by the company at the end of each financial year.  The 
accounting records must also be sufficient to enable the directors to 
ensure that any accounts required to be prepared comply with the 
requirements of the Act and, where applicable, of Article 4 of the 
IAS Regulation. 

It would be appropriate for this paragraph to be followed by a 
discussion of the duty to prepare accounts (section 394 of the 
Act) which would logically be included here prior to discussions of 
signing the accounts and the duty to prepare a directors report 
that follow in paragraphs 2.3 and 2.4. 

It is also suggested that paragraphs 3.51 - 3.54 should be 
included in this section as supporting material for a paragraph 
describing the requirement in section 393 of the Act for accounts 
to show a true and fair view. The ‘true and fair’ requirement is first 
and foremost an accounting framework (and statutory 
requirement) on the directors of the company, in relation to the 
preparation of the accounts.  The auditor’s requirement to give an 
opinion on the truth and fairness flows from that.  It is therefore 
more appropriate to address these principles in this section rather 
than the section on statutory law regarding the provision of 
statutory audit. 

2.6 The directors of a company (including an unregistered company) 
must not approve accounts unless they are satisfied that they give a 
true and fair view of the assets, liabilities, financial position and 
profit or loss of the company, or (in the case of group accounts) of 
the undertakings included in the consolidation as a whole, so far as 
concerns members of the company.  See further paragraphs 3.50 to 
3.53 for discussion of the meaning of ‘true and fair’. 

Paragraph 2.6 follows on more logically from paragraph 2.3, 
which discusses approval of the accounts, and should therefore 
precede paragraphs 2.4 and 2.5.  See also comments above on 
paragraphs 3.51 - 3.54. 
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Paragraph Text (including any suggested changes) Other comments 

3.1 This section describes: (a) the statutory framework; (b) the statutory 
audit; (c) who may conduct a statutory audit; (d) the duties of 
companies as regards statutory audits; (e) the functions of a 
statutory auditor; (f) the duties and (g) liabilities of a statutory 
auditor; and (h) the meaningapplication of ‘true and fair’ with regard 
to an audit. 

As noted above, the ‘meaning’ of true and fair is the same in an 
accounting context as it is in an audit context.  Section 3 appears 
intended to describe how the true and fair concept is applied in 
the context of the opinion the auditor is required to give. 

3.4 Part 42 of the Act (Statutory auditors-sections 1209 to 1264) 
specifies who may be appointed as a statutory auditor and how 
statutory audits are to be carried out provisions to ensure that 
audits are carried out properly, with integrity and with a proper 
degree of independence. It gives effect to EU requirements for the 
approval and registration of persons that carry out statutory audits 
which have replaced arrangements in the 8th Company Law 
Directive of 1984 (now repealed). 

The deleted text is misleading.  Part 42 does not govern how 
statutory audits are to be carried out.  A reader could easily 
misinterpret that statement. 

3.6 The Act defines a statutory audit as an audit conducted by a person 
appointed as a statutory auditor, that is to say an audit conducted 
by a person appointed by a company, a limited liability partnership, 
a building society, a friendly society, a Lloyd’s syndicate, an 
insurance undertaking or a bank in accordance with the provisions 
of the Act. The provisions of Part 16 of the Act apply (in some cases 
with modifications) to all such financial audits. Our market 
investigation relates to company financial audits, as our terms of 
reference have limited the scope of ‘statutory audit’ by defining the 
expression ‘statutory audit services’ as meaning company audits 
carried out under Part 16 of the Act. 

This insertion is intended to clarify. 

3.10 The appointment must be made, in the case of a public company, 
each year, before the end of the accounts meeting of the company 
at which the annual accounts and reports for the previous financial 
year are laid. In the case of a private company, the appointment 
must be made within 28 days of either the accounts for the previous 
year being circulated to members, or the end of the period allowed 
for circulating the accounts to members, whichever date falls first. 

These insertions are intended to clarify 

3.11 An auditor of a public company holds office as auditor only for one The use of ‘unless’ is misleading.  An audit firm holds office for 
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Paragraph Text (including any suggested changes) Other comments 
year (i.e. until the conclusion of the next accounts meeting following 
appointment).  The auditor may then be unless the auditor is 
reappointed for a further period of one year upon passing of 
resolution by the shareholders. An appointment must be made for 
each financial year. 

one year only and can then be reappointed for a further one year 
period. 

3.15 If a company has made a liability limitation agreement with its 
auditors, it must disclose, in a note to the accounts, the principal 
terms and the date of the approval resolution (or of the resolution 
waiving the need for approval, in the case of a private company) 
passed by the company’s members. 

We are not aware that many of these exist in the market and 
suggest that this paper makes the point that they are very rare 
and if examples exist that the CC are aware of, it is suggested 
that these are provided here. 

As a general point with regard to examples, these appear to be 
used inconsistently throughout the paper.  For example, AADB 
cases are cited but not FRRP cases in paragraphs 5.68 - 5.78.   

3.16/3.17 An auditor may resign from office by depositing a written notice to 
that effect at the company’s registered office. The notice must be 
accompanied by a statement of any circumstances connected with 
the resignation which the auditor considers should be brought to the 
attention of the members or creditors of the company, or (where 
relevant and permitted) a statement that there are no such 
circumstances, and the notice of resignation is not valid unless this 
has been done. 

 

Section 519 of the Act requires that an auditor who ceases to hold 
office must deposit a statement at the company’s registered office 
explaining the relevant circumstances. This requirement applies 
also to an auditor who does not seek reappointment. The auditor 
must make a statement of any circumstances connected with this 
decision that the auditor considers should be brought to the 
attention of the members or creditors of the company, or a 
statement that there are no such circumstances. 

There are different rules depending on the type of entity 
(major/non-major, quoted/unquoted).   

It is suggested that additional wording is added that draws 
attention to the public reporting requirements under sections 522 
and 523 of the Act, that is, that under certain circumstances 
auditors are required to report to the Professional Oversight 
Board or the ICAEW and that under section 524 of the Act those 
bodies are required to forward notices received by them to the 
accounting authorities, being those regulators that monitor 
company financial statements under the 2006 Act (in practice, for 
listed and large private companies, the Financial Reporting 
Review Panel of the FRC). 

3.21 The Act requires that a register is kept of persons eligible for 
appointment as statutory auditor. The register is maintained by 
ICAS on behalf of the RSBs in accordance with requirements set by 

It is suggested that RSB should be defined at its first use and 
again in paragraph 5.88 where it is finally discussed as it does 
not appear to be well defined in the paper. 
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Paragraph Text (including any suggested changes) Other comments 
the Professional Oversight Board. 

3.24 - 3.26 If a company removes an auditor from office by resolution, it must 
give notice to the registrar of companies and it is an offence 
committed by the company, and every officer who is in default, to 
fail to do so. 

 

An auditor may resign by depositing written notice with the 
company which includes a written statement of the circumstances 
connected with the auditor ceasing to hold office, unless the auditor 
considers that there are no such circumstances that need to be 
brought to the attention of members or of creditors of the company, 
in which case the auditor must deposit a statement to this effect. 

 

If an auditor of a quoted company ceases for any reason to hold 
office, a statement of the circumstances connected with ceasing to 
hold office must be deposited by the auditor at the company’s 
registered office. The company must send a copy of the auditor’s 
statement within 14 days to the persons who are entitled to be sent 
accounts, and the auditor must send a copy of its statement to the 
registrar of companies within 21 days of deposit. 

This seems repetitive (using slightly different language) of 
paragraphs 3.16 - 3.17 and also partly addresses our comment 
above that there are differences between types of entity.  Our 
suggestion would be to consolidate this in one location. 

3.27 The two main functions of a statutory auditor are: (a) to conduct an 
audit in accordance with International Standards on Auditing UK & 
Ireland) and obtain sufficient appropriate audit evidence as a basis 
for expressing an opinion on whether the annual accounts give a 
true and fair view of the state of affairs of the company at the end of 
the financial year, and of the profit or loss of the company for the 
financial year, and (b) to make a report to the company members 
on all the annual accounts of the company identifying the financial 
reporting framework and the auditing standards that have been 
applied and, in particular, statingexpressing their opinion on those 
accounts. whether the annual accounts give a true and fair view of 
the state of affairs of the company at the end of the financial year, 
and of the profit or loss of the company for the financial year.  

Reference to ‘all’ is misleading if ‘annual accounts’ is intended to 
represent the financial statements, of which there can only ever 
be one ‘statutory’ set. 

This section should introduce the fact that the auditor is required 
to conduct the audit in accordance with ISAs (UK&I) promulgated 
by the APB and obtain audit evidence as these are key concepts 
that should be included here and can be cross referred to section 
5 for more detail on ISAs (and Ethical Standards) as necessary. 

It is also suggested that the term “senior statutory auditor” is 
cross referred to paragraphs 3.35 and 3.34 where this term is 
defined. 
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Where the auditor is a firm, then the audit report must be signed 
and dated by the senior statutory auditor, in their own name, for and 
on behalf of the audit firm. 

3.32 The auditor must make a report on all the annual accounts of the 
company, and express an opinion having conducted an audit and 
obtained sufficient appropriate audit evidence as a basis for that 
opinion and this report must be laid before the company in general 
meeting (in the case of a public company) or sent out to members 
(in the case of a private company). 

See previous comment. 

3.33 The auditor’s opinion on the accounts, contained within the auditor’s 
report,report must be either qualified unmodified (a “clean” opinion) 
or unqualified modified (for the purposes of the Act this is referred 
to as “qualified”).  QualA ‘”modified” audit opinion is issued when 
the auditor concludes that means that the report or statement does 
not state that auditor’s unqualified opinion that the accounts have 
been properly prepared in accordancedo not present a true and fair 
view in of the company’s financial performance in accordance with 
the financial reporting (accounting) frameworkis or have not been 
prepared in accordance with the Act.  or, in the case of an 
undertaking not required to prepare accounts in accordance with 
this Act, under any corresponding legislation under which it is 
required to prepare accounts.  The auditor’s report must include a 
reference to any matters to which the auditor wishes to draw 
attention by way of emphasis without qualifying the report. 

Although this is the definition from the Act, it is not helpful from a 
user understanding perspective to state the definition without 
explanation as it is inconsistent with the terminology applied in 
ISAs (UK & I).  Our suggested amendment intends to address 
this. 

The term “qualified” in the Act needs to be clarified as it is a type 
of “modified” opinion.  “Modified” opinions can take the form of 
“qualified” as well as “adverse”, or a “disclaimer”.  Therefore, it is 
important that it is clear that: the opinion in the audit report can 
be either “clean”, “except for” (i.e., except for a misstatement in 
the value of inventory, the financial statements give a true and 
fair view), “adverse” (i.e. the financial statements do not give a 
true and fair view), or in rare cases an auditor may not be able to 
complete the audit and therefore “disclaim” giving an opinion.  
Therefore it needs to be clarified to the reader that an opinion 
other than a clean opinion is referred to as a “modified” opinion. 

We believe that an example of what is meant by ‘draw attention 
by way of emphasis’ would be useful.  The most relevant 
example, given current regulatory debates, is that of going 
concern.  We have illustrated suggested wording using this 
auditing standard requirement. 

3.34 The auditor’s report must state the name of the auditor and be 
signed and dated. From 6 April 2008, where the auditor is a firm, 
the report must be signed by the senior statutory auditor in their 

These insertions are intended to clarify. 
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own name, for and on behalf of the auditor.  The name of the 
auditor (the firm), and of the senior statutory auditor who signed the 
report, must be stated in every copy of the report that is published 
or made available for public inspection unless the company: (a) 
considers on reasonable grounds that this would create a serious 
risk that the auditor, or senior statutory auditor, or any other person 
would be subject to violence or intimidation; (b) has resolved that 
the name should not be stated; and (c) has given notice of the 
resolution to the Secretary of State. 

3.35 The senior statutory auditor is the individual identified by the firm as 
senior statutory auditor in relation to the audit in accordance with 
Chapter 2 of Part 42 (sections 1212 to 1225) of the Act and the 
term ‘senior statutory auditor’ has the same meaning as the term 
‘engagement partner’ when used in the International Standards in 
Auditing (UK and Ireland) (ISAs ) issued by the Auditing Practices 
Board (APB), which is a part of the FRC 

It is suggested that the paragraph states that ISAs (UK&I) are 
issued by the Auditing Practices Board, a part of the FRC, as it is 
this body that issues these standards. 

3.38 If the auditor is of the opinion that the accounts are not in 
agreement with the accounting records, or if the auditor fails to 
obtain the information and explanations needed for the audit, this 
must be stated in the report.  The auditor must also state if the 
requirements as to disclosure in the accounts of directors’ benefits, 
remuneration, pensions and compensation for loss of office are not 
complied with, or requirements are not complied with as to 
information concerning the auditable part of the directors’ 
remuneration report. 

These insertions are intended to clarify. 

3.39 The auditor must state clearly in the report: (a) whether in theirits 
opinion the annual accounts give a true and fair view of the state of 
the company’s affairs as at the end of the financial year of the 
company and of its profit or loss for the year then ended; (b) 
whether in theirits opinion the accounts have been properly 
prepared in accordance with the relevant financial reporting 
framework, the requirements of the Act and, where applicable, 
Article 4 of the International Accounting Standards Regulation; (c) 
whether the report is unqualified or qualified; and (cd) whether there 

The report does not separately state whether the opinion is 
modified or not – that is inherent in the opinion that is provided. If 
the opinion is anything other than unmodified, the language used 
in describing the opinion will explain the nature of the 
modification. 
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are any matters to which the auditor wishes to draw attention by 
way of emphasis without qualifiyingmodifying the opinionreport. 

3.41 Where the company is required to prepares a separate corporate 
governance statement in respect of a financial year, the auditor 
must state in the report whether, in theirits opinion, the information 
given in the statement in describing the company’s compliance with 
the rules on information about internal control and risk management 
systems in relation to financial reporting processes, and about 
share capital structures, is consistent with the accounts. 

These insertions are intended to clarify. 

3.42 The Act provides that duties of an auditor are to carry out 
investigations and form an opinion as to: (a) whether adequate 
accounting records have been kept by the company, and returns 
adequate for their audit have been received from branches not 
visited by the auditor; (b) whether the company’s individual 
accounts are in agreement with the accounting records and returns; 
and (c) in the case of a quoted company, whether the auditable part 
of the company’s directors’ remuneration report is in agreement 
with the accounting records and returns. 

This is repetitive of the previous section content.  Furthermore, 
much of what was included in the preceding section could be 
described as “duties” of the statutory auditor and so the 
distinction between “functions” and “duties” is not clear.  There 
also appears to be undue focus on the specific ‘other’ matters 
that the auditor is required to report on by exception, as 
described in the first paragraph under “duties”.  Auditors are 
required to report by exception on these matters in accordance 
with the Act, but they are clearly subsequent to the primary “duty” 
of expressing an opinion on the financial statements. Therefore, 
we would recommend deletion of the separate sub-heading on 
“duties” and incorporating the relevant case law into the 
preceding sections to provide appropriate balance to the 
description of “duties”. 

3.43 Case law makes clear that the auditor’s primary duty is to give the 
true financial position of the company.  In doing so, highlights that 
the auditor must do more than check the arithmetical accuracy of 
the balance sheet. Lord Denning said……. 

The statement in the first sentence is incorrect as it blurs the 
responsibilities of management and the auditor.  The auditor is 
not responsible for generating information about the entity.  The 
auditor’s responsibility is to express an opinion on the financial 
statements prepared by management.  In any case, the case law 
cited does not support this statement. 

Separately, it does not seem appropriate to restrict support for 
these statements to citation to case law from 1958 and we would 
question this as the most appropriate source for explaining the 
functions of the statutory auditor in 2012. 
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3.47 Auditors owe a duty to the members of the company that has 
engaged them to exercise reasonable skill and care in carrying out 
their duties as auditors. Auditors are therefore at risk of claims for 
damages for breach which are unlimited. The scope of this duty 
was described by Lord Hoffman….. 

This insertion is intended to clarify.  The auditor’s report is 
addressed to, and the auditors owe a duty of care to, the 
members of the company as a group.  The duty of care is not to 
the company itself or any individual shareholder in isolation from 
the others. 

3.48 So in the case of a claim in tort against an auditor the members, as 
the claimants, must prove: (a) that the relationship between the 
auditor and the claimant members (being the members of the 
company being audited) was capable of giving rise to a duty of 
care; (b) that the loss flowing from the auditor’s breach of that duty 
was caused by the auditor’s negligent report, and was foreseeable; 
(c) that, at the time the auditor undertook those services, the auditor 
had in contemplation that it would be relied on by the 
claimantmembers for the purpose of a particular transaction or 
class of transaction; and (iv) that the membersclaimant, in fact, 
relied on the auditor’s report when embarking on such transaction 
which resulted in the loss for which compensation is claimed. 

These changes have been made as the current wording is 
misleading:  the auditor owes a duty to the members of a 
company as a group and not to others; and the audit report is 
provided to confirm that a company’s financial statements give a 
true and fair view of its financial position.  This is prepared for the 
benefit of the company’s members but cannot be relied upon for 
other transactions (and it is not clear what “transactions” are 
referred to in this context). 

3.49 Footnote 84: Moore Stephens (a firm) v Stone Rolls Limited (in 
liquidation) v Moore Stephens (a firm) [2009] 1 AC 1391. 

The citation of this case is incorrect. 

3.50 The obligation on the auditor to report whether the accounts in its 
opinion give a true and fair view of the state of the company’s 
affairs apply: 

• in the case of an individual balance sheet, to the state of 
affairs of the company as at the end of the financial year; 

• in the case of an individual profit and loss account, to the 
profit or loss of the company for the financial year; and 

• in the case of group accounts, to the state of affairs as at the 
end of the financial year, and of the profit or loss for the 
financial year of the undertakings included in the 
consolidation as a whole, so far as concerns members of the 
company. 

See previous comments on paragraph 2.2.  This paragraph is not 
so much related to the explanation of the true and fair concept as 
it is to the duties of the auditor and this text may be better 
included immediately after paragraph 3.39. 
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3.54 The following section describes how these legal standards have 
been developed and made concrete in practice by the auditing 
accounting profession. 

This could be better described as it is not clear what is meant by 
the statement “how these legal standards have been developed 
and made concrete in practice by the auditing profession”.  
Similarly, it is unclear which legal standards are being referred to 
and by definition if these are statutory. 

Also, it is the accounting profession that is typically referred to as 
it is professional accountants that undertake the role of the 
auditor. 

Section 4  There appears to be a significant omission that should be 
addressed in addition to Transparency Reporting:  the new Audit 
Firm Governance Code.  This not only addresses the need for 
transparency but also the appointment of non-executive directors.  
Given the fact that this was a relatively recent change which 
came out of the Market Participants' Group recommendations 
(which are referred to) and the focus of the Code on ensuring that 
audit firms operate in the public interest, this would seem to be 
extremely relevant to this paper.   

For example, the establishment of the Public Interest Body at 
PwC (see http://www.pwc.co.uk/who-we-are/terms-of-reference-
the-public-interest-body.jhtml ) is a consequence of the Audit 
Firm Governance Code and has a major role in ensuring 
stakeholder confidence in the various public interests aspects of 
the firm’s activities. 

4.1 The auditor’s report has to cover three matters. It must state 
whether, in the auditor’s opinion, the annual accounts: (a) give a 
true and fair of the state of affairs of the company and the profit and 
loss account; (b) have been properly prepared; and (c) have been 
prepared in accordance with the Act. 

This paragraph is intended to introduce the subject of audit 
quality, but instead it simply restates (without any reference to 
quality) the three matters that must be covered in the audit report 
(which have already been covered in section 3).  We are 
concerned that this introduction should not seek to oversimplify 
the complexities of large company audits and reduce the various 
aspects of quality in delivering this service to the basic elements 
of the auditor's report (as described in our Submission of 12 
January 2012, paragraphs 2.32-2.42).  

A more useful introductory paragraph would be that in Professor 
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Beattie's Initial review of relevant academic literature, published 
on the Competition Commission website on 27 April 2012, under 
the heading "audit quality" (page 7):  

"The classic definition of audit quality has several dimensions, 
including technical competence, auditor independence and the 
market's perception of these technical aspects.  In addition, 
service quality aspects (such as responsiveness and non-audit 
services) are of interest to client company management." 

4.2 De Angelo defined audit quality as: ‘the market-assessed joint 
probability that a given auditor will both (a) discover a breach in the 
client’s accounting system and (b) report the breach’. Point (a) 
relates to the quality of the investigation that the auditor undertakes 
while point (b) relates to independence in terms of the auditor acting 
on the results of the investigation. ‘Market assessed’ relates to the 
perception of audit customers and other users of published audit 
reports. 

This is one of many definitions of audit quality and is not one of 
the most accurate as it makes no reference to financial 
statements.  A breach in a company’s accounting system may not 
necessarily translate into (a) an error in the company’s financial 
statements or (b) a matter that impacts audit quality. 

See our comment above in relation to paragraph 4.1. 

4.7 Following De Angelo’s and the AIU’s classification, the remainder of 
this section: 

(a) describes the regulatory standards regarding the conduct of an 
audit investigationof financial statements; and 

(b) sets out the regulatory requirements of auditor independence 

Using the term “audit investigation” in this context risks confusion 
as it is more appropriate when referring to the AIU and the 
investigation of an audit post-completion.  This is intended to 
refer to the standards for the “conduct of an audit” and is 
therefore a wider matter.  The alternative wording suggested is 
consistent with that used in the ISAs (UK&I) and would seem a 
more appropriate title for the next section.  It should also be clear 
that this section describes the regulatory standards.  These 
function as a “floor” with audit firms competing in terms of the 
“quality” of their offers, often exceeding the regulatory minimum. 

4.8 In order to reduce uncertainly regarding what amounts to a high 
quality audit, tThe APB publishes International Standards on 
Auditing (UK and Ireland) (ISAs (UK and Ireland)) , based on 
International Standards on Auditing issued by the International 
Auditing and Assurance Standards Board (IAASB), which deal with 
technical issuesthe responsibilities of an auditor in conducting in an 
audit of financial statements (see further Section 5). There are over 
30 ISAs (UK&I) that address under the following broad 

It is useful to explain that the APB standards are based on 
international standards.  The amendments to the description of 
what the ISAs address are made on the basis that the description 
as currently worded is misrepresentative. 

A clear omission from this section is a reference to ISQC1 
(UK&I).  This is a key standard governing audit quality and is as 
important as the ISAs (UK&I).  It is also significant, as the overall 
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headingsareas: respective responsibilitiesquality control and 
documentation; audit planning and communication; internal 
controlrisk assessment and planned responses; audit procedures 
and evidence; using work of other expertsaudit of group financial 
statements; auditor conclusions and audit reporting; and other 
specialized areas. They provide detail on particular procedures. For 
example: 

(a) ISA 220 ‘Quality control for an audit of financial statements; 
outlines the requirements including engagement leadership 
responsibilities and documentation. 

(b) ISA 500 ‘Audit evidence outlines what is sufficient 
appropriate audit evidence, and selecting items for testing to obtain 
audit evidence. 

(c) ISA 600 ‘Special Considerations—Audits of group financial 
statements (including the work of component auditors)’ states that, 
with regard to group audits where the audit firm (carrying out the 
group audit) has to rely on the work ofengages another audit firm 
(carrying out some of the component audits), the group audit firm is 
responsible for the group audit and should carry out sufficient work 
and obtain sufficient appropriate audit evidence across the group to 
reduce audit risk to an acceptably low level. 

contribution to audit quality is not only driven by external 
regulation (discussed in section 5), but equally, if not more so, 
through internal monitoring by audit firms.  As a minimum, the 
role of this standard in contributing to audit quality and its 
relationship and interaction with ISAs in the context of an audit 
should be explained.  For example, the wording below could be 
included: 

Audit quality is, however, a broader concept than quality at the 
audit engagement level.  In addition to auditing standards, audit 
firms are required to comply with International Standard on 
Quality Control (ISQC) 1 (UK and Ireland).  ISA (UK&I 220) 
explains that quality control systems, policies and procedures are 
the responsibility of the audit firm and under ISQC (UK&I) 1, the 
firm has an obligation to establish and maintain a system of 
quality control to provide it with reasonable assurance that:  

 

(a) The firm and its personnel comply with professional standards 
and applicable legal and regulatory requirements; and  

(b) The reports issued by the firm or engagement partners are 
appropriate in the circumstances.   

 

ISQC1 (UK&I) provides a common language and framework  that 
can be used by: 

•  Firms and their networks of all sizes to establish, 
communicate and monitor policies and procedures 
designed to support auditors conducting audit 
engagements;   

•  Regulators when evaluating firm compliance with 
requirements. 
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The IAASB illustrates the linkage between ISAs and ISQC1 thus:  

In a broader context, ISA 220 and ISQC 1 establish a framework 
for quality control in two specific dimensions – at the audit 
engagement level and at the firm level, respectively. Together, 
these two standards address a variety of areas where auditors 
and their firms can take specific action to promote and safeguard 
audit quality. 

4.9 The APB also publishes Practice Notes which contain guidance on 
the application of certain ISAs (UK and the Republic of Ireland) to 
the audit of certain entities or situations (eg banks, building 
societies, complex financial instruments, charities etc) and APB 
Bulletins, which provide guidance on new and emerging issues 
including indicative best practice. 

This insertion is for completeness in terms of APB publications. 

4.19 Ethical Standard 5 (ES5) sets out requirements and guidance on 
specific circumstances arising from the provision of non-audit 
services by audit firms to entities audited by them. There are 
widespreadspecific restrictions but not a total ban on non-audit 
services. 

It would be misleading to state that there are “widespread” 
restrictions. 

4.23 According to ES5, the ‘self-interest threat‘ addresses the situation 
where substantial fees for an audit firm a self-interest threat may 
arise where substantial fees for an audit firm are regularly 
generated from the provision of non-audit services and where the 
fees for non-audit services are greater than the annual audit fees. In 
this situation the audit partner must assess the possibility of a 
perceived loss of independence. Having made the assessment, the 
audit partner will either determine that the threats to independence 
are at an acceptable level, or reduce them to an acceptable level by 
putting in place acceptable safeguards (eg separate engagement 
teams), and inform the people charged with governance 
(presumably the audit committee, among others). 

The suggested amendment to the current wording is more 
accurate.  Separate engagement teams are not necessarily 
considered a safeguard against a self-interest threat of the firm. 

Also, this paragraph discusses safeguards for this specific threat.  
Safeguards are not discussed for each of the other threats that 
follow, which seems inconsistent.   

4.26 According to ES5, a self-review threat exists where the results of a 
non-audit service performed by the audit firm are reflected in the 
accountsamounts included or disclosed in the financial statements. 

The change to “amounts” is a correction. 
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A threat to objectivity or independence arises because, in the 
course of the audit, the auditor may need to re-evaluate the work it 
has performed in the non-audit service; the auditor is less likely to 
assess the work of its own staff objectively(or may or appear to be) 
unable to take an impartial view of relevant aspects of those 
financial statements. 

The last sentence is amended to be more accurate. 

4.27 There are certain non-audit services discussed in ES5 which may 
never be carried out by the audit firm, for example: 

(a) an audit firm cannot carry out accounting services to an audited 
entity that is a listed company or a significant affiliate of such an 
entity, or to an audited entity where those accounting services 
would involve the audit firm undertaking part of the role of the 
management; and 

(b) an audit firm cannot undertake internal audit services to an 
audited entity where it is reasonably foreseeable that the auditor 
would place significant reliance on the internal audit work performed 
by the audit firm, or that the audit firm would undertake part of the 
role of management. 

These changes are intended to clarify. 

4.30 According to ES5, an advocacy threat exists when the audit firm 
undertakes work which involves acting as an advocate for an 
audited entity and supporting a position taken by management in an 
adversarial context. This is because the auditor could become too 
closely aligned with the management of the audited entity and it 
then may be difficult for the auditor to take an impartial view during 
the audit. 

This insertion is intended to clarify 

4.32 Safeguards may include separate teams; or review by the audit firm 
engagement quality control review partner determining that the 
audit judgements, if any, relating to the non-audit service are 
sufficient and that the conclusions of the audit team are appropriate. 

Reference to ‘audit judgements’ in the context of a non-audit 
service does not seem appropriate.   

4.35 If the firm is a partnership, the partners must be chartered 
accountants or registered auditors(or affiliates of a registering 
institute).  If the firm is a body corporate, there are no restrictions on 

These changes are intended to make this more accurate. 
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who may be a shareholder. 

4.36 If the firm is a partnership, and where the partners have equal 
voting rights, then at least a majority of the partners must be 
qualified individuals with an appropriate qualification (as defined by 
legislation), registered auditors or combination of both. In any other 
case at least a majority of the voting rights must be held by qualified 
individuals, registered auditors or combination of both 

We believe this needs to be defined.  The Audit Regulations refer 
to holding an “appropriate qualification” which is defined as 
follows (which could be added as a footnote): 

“A qualification as defined by section 1219 of the 2006 Act or 
section 187 of the RI 1990 Act” 

4.40 ES2 includes provisions on specific circumstances arising out of 
financial, business, employment and personal relationships in the 
audited entity. The general principle is that the auditor must make 
an assessment as to the threat to the auditor’s objectivity and 
independence, and put in place safeguards where necessary. 
There are some situations where the threat is such that no 
safeguards can eliminate them to an acceptable level. ES4 includes 
provisions on fees, which are discussed from paragraph 4.54 
onwards. 

We think it is misleading that the title of this section is “Conflicts 
of interest”.  ES2 deals with threats to independence associated 
with financial, business, employment and personal relationships. 

4.48 There are restrictions on who can undertake audit work. An audit 
firm cannot employ or admit to its partnership a person who is also 
employed by the audited entity. 

This paragraph needs to be clarified to be consistent with the 
rules that state that an audit firm may not admit to its partnership 
an employee of the audited entity nor may one of its employees 
undertake audit work in respect of an audit client in which they 
are also an employee. 

4.51 Partners and team members joining an audited entity or staff of an 
audited entity joining audit firm 

 

Where a former partner in the audit firm joins an audited entity, the 
audit firm must take action to ensure that no significant connections 
remain between the firm and the individual (for example, all capital 
balances and financial interests settled). Where a partner leaves 
the audit firm and is appointed director or to a key management 
position within the audited entity, having acted as audit engagement 
partner or similar, the firm must resign as auditor, and cannot be 
reappointed for another two years. Where a former member of the 

The sub-heading for this section should refer to staff of the 
audited entity joining the audit firm. 

 

The deletion is made to clarify the “chain of command” as it is 
incorrect to state that there is a position similar to “audit 
engagement partner”. 
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audit team (other than partner) joins the audited entity, the audit 
team must consider whether the composition of the audit team is 
appropriate. 

4.55 An audit must not be undertaken on a contingent fee basis, and an 
audit firm must not undertake an engagement to provide non-audit 
services to an audit audited entity on a contingent fee basis where 
the contingent fee is: material to the firm; or where the outcome of 
the non-audit services (and therefore the amount of the fee) is 
dependent on a future or contemporary audit judgement relating to 
a material matter in the financial statements of the audited entity. 

This paragraph does not seem necessary as contingent fee 
arrangements have already been addressed in paragraph 4.25. 

4.60 There are additional provisions related to the audits of listed 
companies: 

(a) No one shall act as an audit engagement partner for a particular 
company for more than five years, and anyone who has been audit 
engagement partner for a particular company should not participate 
in that audit engagement for another five years. 

(b) No one shall act as the engagement quality control reviewer or 
key audit partner for a particular company for longer than seven 
years, and the audit engagement partner shall review the 
safeguards in place to address the threats to the auditor’s 
objectivity and independence where partners and senior staff have 
been involved in the audit for more than seven years.  

This insertion is intended to clarify. 

4.61 The FRC has stated that transparency reporting by major audit 
firms has a significant role to play in encouraging audit quality: 

(a) by helping investors and potential buyers of audit services to 
understand the strengths of a particular audit firm. There are 
similarities to the workings of the the UK Corporate Governance 
Code (see paragraphs 6.8 to 6.11) in that relatively weak or 
inadequate disclosures by a firm can be seen as adding a risk 
factor to the use of that firm; and 

(b) clear public information on the firm’s processes and practices for 
quality control, for ensuring independence, for partner 

The point in (b) is not quite correct. The POB document says 
"clear public information on, for example, the firm's....". The POB 
document also does not refer to ".... staff to deliver what the firm 
has said it would" but instead says "all within the firm to live up to 
both the spirit and the letter of what the firm promises". 
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remuneration, on their governance and network arrangements 
provides a clear incentive to staff to deliver what the firm has said it 
would. 

4.63 In March 2009, the Consultancy Committee of Accountancy Bodies 
(CCAB) pub-lished a Voluntary Code of Practice on Disclosure of 
Audit Profitability, which applied in respect of accounting periods 
beginning on or after 6 April 2009. This was as a result of 
Recommendation 2 of the final report of the Market Participants 
Group established by the FRC in October 2006, which was 
published in October 2007. Recommendation 2 stated ‘Audit firms 
should disclose the financial results of their work on statutory audits 
and directly related services on a comparable basis’. The FRC 
invited the CCAB to develop guidance to audit firms on the 
voluntary disclosure of this information. The Code of Practice 
applied to any UK audit firm that is a ‘major firm’ as determined by 
the POB (this includes all UK incorporated companies with listed 
securities, among others—see paragraph 5.36 onward). 

The facts are largely correct but for the last sentence:  the first 
part of the sentence is a direct quote from the Code of Practice 
but the second part of the sentence is confusing entities which 
fall within AIU scope with firms being defined as 'major firm'. The 
Code of Practice definition is below - it is also worth noting the 
AIU/POB regard firms as falling into the Big 4, Other Major Firms 
and Smaller Firms - 'major firm' is only used by the Code of 
Practice. 

"A major firm is a firm that performs more than ten major audits 
as defined in paragraph 13 of Schedule 101 to the Companies 
Act 2006. Paragraph 13 defines a 'major audit' as a statutory 
audit conducted in respect of - (a) a public interest entity, or (b) 
any other person in whose financial condition there is a major 
public interest. The POB determines which entities fall into the 
category of a 'public interest entity'. Firms that perform more than 
ten major audits are subject to the arrangements for independent 
monitoring set out in paragraph 23 of Schedule 10 to the 
Companies Act 2006. Such firms are subject to a full-scope 
inspection by the Audit Inspection Unit." 

4.64 The Statutory Audit Directive, agreed in 2006, introduced a 
mandatory requirement for annual transparency reporting by 
auditors of UK companies with securities admitted to trading on a 
UK regulated market. In the UK, this was given effect through the 
Statutory Auditors (Transparency) Instrument 2008, published by 
the POB following consultation, and applied to any relevant audit 
firm from 2008. Reports became mandatory in 2010. 

This paragraph appears incorrect.  The first sentence refers to 
trading on UK regulated market whereas the directive actually 
talks about ‘regulated market” (as does the UK instrument) – 
therefore it is not limited to just those admitted to a UK regulated 
market.  

In addition, the UK instrument became effective for "any financial 
year of a transparency reporting auditor commencing on or after 
6th April 2008" which in practice has meant 30 May 2009 was the 
first mandatory transparency report and so 2010 seems incorrect.  

In the UK, the instrument refers to "This instrument applies to 
statutory auditors that are transparency reporting auditors: and 
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for the purpose of this instrument a transparency reporting 
auditor is a statutory auditor that has made an audit report on the 
annual accounts of one or more public interest entities at any 
time during the financial year of that statutory auditor" with Public 
Interest Entities being defined as "“public interest entity” means 
an issuer – (a) whose transferable securities are admitted to 
trading on a regulated market; and (b) the audit of which is a 
statutory audit within the meaning of section 1210 of the Act" - i.e. 
not just companies admitted to a regulated market but is wider. 

5.9 The FRC’s regulatory responsibilities in relation to audit and to the 
accountancy profession are exercised through its operating bodies. 
The FRC structure, shown in Figure 1, comprises a board 
managing sevensix individual operating bodies supported by the 
FRC’s professional staff, namely: 

(a) ASB; 

b) APB; 

(c) Board for Actuarial Standards (BAS); 

(d) Professional Oversight Board (POB), including the AIU; 

(e) FRRP; and 

(f) Accounting and Actuarial Discipline Board (AADB); and  

(g) Corporate Governance Unit. 

There appears to be an inconsistency in this paragraph (and 
Figure 1).  As described in paragraph 5.8, the FRC has six 
operating bodies and not seven). 

 

5.10 - 5.11 The four operating bodies directly relevant to this investigation are 
the APB, POB, AIU and AADB. They are discussed first. The 
contribution of two other operating bodies (ASB and FRRP) to the 
regulatory framework for audit is less important to our inquiry 
though still relevant. The Board for Actuarial Standards is not 
relevant to audit and is not discussed in this paper. 

 

The functions and objectives of these six operating bodies are 
described below. 

Technically, the AIU is not a separate operating body as shown in 
Figure 1 - it is part of the POB.  Therefore, the paper is 
discussing 5 bodies. 

We would also suggest that referring to the FRRP as ‘less 
important’ is not accurate.  The FRRP is very important to the 
regulatory framework as firms get heavily involved with their 
clients in responding to FRRP letters. 
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5.15 Auditing standards are professional standards or requirements for 
the performance of an audit of financial statements. New standards 
were issued by the International Federation of Accountants (IFAC) 
through the IAASB (see paragraphs 5.102 onwards) and were 
adopted in the UK in October 2009 as ISAs (UK and Ireland), and 
apply to audits of financial statements for periods ending on or after 
15 December 2010. Where necessary, the APB has augmented the 
international standards with a small number of additions to address 
specific UK and Irish legal and regulatory requirements.  At the 
same time a revised version of the ISQC1 was released by the 
IAASB and adopted in the UK as ISQC1 (UK & I). 

This insertion is intended to clarify the relevance of ISQC 1 (UK & 
I) as described in paragraph 4.8 above. 

5.16 As noted in paragraph 4.8, there are over 30 ISAs under the 
following broad headings: respective responsibilities (of the auditor 
and audit client); audit planning; internal control; audit evidence; 
using work of other experts; audit conclusions and audit report; and 
specialized areas. 

References throughout should be to ISAs (UK&I) when referring 
to the UK standards.  See also comments on paragraph 4.8 
regarding description of matters addressed by the standards. 

5.17(d) The APB publishes a variety of documents including mandatory 
standards and practice notes and bulletins which are guidance only. 
In relation to statutory audit, the APB has issued: 

(a) International Standards on Auditing (UK and Ireland).  These 
contain the objectives and requirements in planning and performing 
every audit, and are engagement standards.  

(b) International Standards on Quality Control (UK and Ireland). 
These are quality control standards. 

(c) The Auditors’ Code. This is a framework of fundamental 
principles which encapsulate the concepts that govern the conduct 
of audits and underlie the APB’s ethical and auditing standards. 

(d) APB Ethical Standards for auditors, and ISAs (UK and Ireland).  
These contain the objectives and requirements in planning and 
performing every audit, and are engagement standards.  

(e) Practice Notes and Bulletins. These are guidance, not 

ISAs (UK&I) are addressed in part (a).  This is duplicative (and 
could be confusing to a reader).  It is suggested that part (d) be 
restricted to Ethical Standards and (a) be revised as shown. 
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requirements. 

5.23 Each RSB is required to have technical arrangements in place for 
the effective monitoring and enforcement of the standards, through 
their rules and practices. Under section 1212 of the Act, a person 
must be registered with an RSB in order to be eligible for 
appointment as an auditor, so compliance with these 
standardsrequirements is important. 

It is unclear what the reference to ‘standards’ is intended to mean 
in the final sentence and so a change in terminology is 
suggested. 
 

5.30 RSBs and RQBs are discussed from paragraph 5.83 onwards. The 
POB’s oversight of the regulatory activities of the RSBs is carried 
out in three ways, by: 

(a) documenting and understanding each body’s regulatory system 
including information on how it complies with relevant legislation; 

(b) annual compliance testing of the operation of each body’s 
regulatory systems; and 

(c) periodic evaluation of the effectiveness of a specific aspect of 
the regulatory system, ie complaints and discipline procedures, 
audit monitoring visits, audit registration procedures etc. 

There is no mention of the QAD in this working paper.  Although 
the large listed market is outside their remit, this does appear to 
be a major omission.  The QAD could be defined and explained 
here or as part of the section on Professional Bodies (paragraph 
5.83 onwards).  
 
Furthermore, the use of examples and data in the paper appear 
to be inconsistent.  
 

5.31 The Public Company Accounting Oversight Board (PCAOB) and the 
POB signed an agreement in January 2011 recognizing the need to 
cooperate and share information in matters relating to the oversight 
of auditors subject to the regulatory jurisdictions of both the PCAOB 
and the POB, including joint inspections. 

We believe it would be appropriate to expand this paragraph to 
explain that audits of SEC listed entities (FPI’s and significant 
subsidiaries of SEC listed entities) are subject to PCAOB 
inspections and that those have been taking place in the UK at 
each of the large firms, which is a further monitor of UK audit 
quality. 

5.33 The AIU is part of the POB. It performs a review of the ‘firm-wide 
procedures’ of the major audit firms and examines a sample of 
audits of listed companies and other major public interest entities as 
part of a rolling inspection programme. The overall objective of its 
work is to monitor and promote improvements in the quality of 
auditing. 

Although referred to subsequently, we suggest it is important to 
include the fact that the AIU reviews both these items. 

5.35 The scope of the AIU’s work covers the audits of all UK 
incorporated companies with listed securities (both equity and non-
equity securities) and other entities in whose financial condition 

The AIU’s scope is all entities with listed equities or debt admitted 
to the official list within the meaning of Part 6 of the Financial 
Services and Markets Act 2000 - i.e., main market entities 
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there is considered to be a ‘major public interest’. The AIU reviews 
both the firm-wide procedures of the major audit firms and a sample 
of individual audit engagements. 

including small cap.  Therefore, a clarification on this basis is 
suggested.  This paragraph either needs to be made consistent 
with paragraph 5.36 or the reference to listed entities changed so 
that it refers to the FTSE 350 and other major PIEs. 

5.36 The POB is responsible for determining which audited entities fall 
within the ‘major public interest’ category and therefore within the 
remit of the AIU. The POB published a list of such entities in March 
2011 for the 2011/12 inspections. In addition to all UK incorporated 
companies with listed securities, the main categories are AIM 
quoted companies with a market capitalization in excess of £50 
million, UK unquoted companies with group turnover in excess of 
£500 million, and UK banks and building societies not captured in 
the above categories. 

The list of major entities for the 2012/13 inspections was 
published in March 2012.  Therefore, we would suggest that the 
CC update this reference. 

5.37 Firms other than the four largest audit firms undertaking the audit of 
a significant number of audits entities that are within the AIU’s 
scope (deemed to be more than ten) are within the scope of 
thesubject to AIU inspection as ‘Other Major Firms’ (of which there 
are currently six: BDO, Baker Tilly, Crowe Clark Whitehill, Grant 
Thornton, Mazars, and PKF). The four largest audit firms, together 
with the Other Major Firms, are subject to full scope AIU inspections 
including a review of their firm-wide procedures. For all other firms 
which have one or more audits falling within the AIU’s scope 
(‘Smaller Firms’) the AIU’s work focuses on the review of one or 
more of these audits. The firm-wide procedures of Smaller Firms 
are reviewed by the monitoring unit of the professional body with 
which the firm is registered. The AIU inspects around 100 audits 
annually. 

The introductory sentence is technically incorrect. 

5.50 ‘Requiring significant improvement‘ means ‘the AIU had significant 
concerns in relation to the sufficiency or quality of audit evidence or 
the appropriateness of audit judgements in one or more key audit 
area, or the implications of concerns relating to other areas are 
considered to be individually or collectively significant’. The AIU 
notes that this type of assessment does not necessarily imply that 
an inappropriate audit opinion was issued. Out of a total of 55 

The initial quotation in this paragraph needs to be made 
consistent with paragraph 5.49(c), which is the correct 
terminology as applied by the AIU. 

 

Furthermore, it appears that the use of examples (as mentioned 
above) is inconsistent throughout this paper and seems arbitrary. 
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audits reviewed by the AIU in relation to the four largest firms in 
2010/11, five were deemed to require significant improvement. 
There were 27 audits reviews undertaken by the AIU in relation to 
the mid-tier firms and smaller firms between 2009 and 2011 and 
seven were deemed to require significant improvement. 

5.58 If the tribunal upholds a complaint, it can impose a wide range of 
sanctions including an unlimited fine, exclusion from membership of 
a professional body covered by one of the schemes and withdrawal 
of practising certificates or licences. It can also order the accountant 
or accountancy firm to pay all or part of the costs of the 
investigation and the hearing.[Footnote 125] 

Footnote 125: Two recent examples: (a) an AADB hearing in March 
2010 held that the former financial controller (a member of the 
ICAEW) of iSoft plc was excluded as a member of the ICAEW for at 
least eight years and ordered to pay costs of £250,000 to the 
AADB, after accepting that he had provided false and misleading 
information to iSoft plc’s former auditors in relation to a contract; 
and (b) an AADB hearing in January 2012 held that PwC, as auditor 
to JP Morgan Securities Limited, was severely reprimanded by the 
AADB and fined a record amount of £1.4 million as well as the 
AADB’s costs in investigating and prosecut-ing the case. The AADB 
complaint was in relation to PwC’s role in reporting to the FSA on its 
client’s compliance with the FSA’s Client Money Rules which 
govern the segregation and protection of client money. 

The reference to the example of the JP Morgan Securities 
Limited example in footnote 125 is inappropriate.  Firstly, the use 
of examples (as mentioned above) throughout this paper seems 
arbitrary and it is unclear why this investigation has been cited as 
an example; and secondly, and more importantly, this example is 
inappropriate given that it relates to an investigation concerning 
non-audit services which could have been provided by any 
suitably qualified firm, and therefore does not concern PwC in its 
role as JP Morgan Securities Limited’s external auditor.  The 
reference to PwC being severely reprimanded “as auditor to JP 
Morgan Securities Limited” [emphasis added] is therefore 
incorrect - PwC’s position as auditor was irrelevant to the issues 
addressed by the AADB. 

5.60 The AADB is currently investigating 18 cases, dating back to 2005 
in the case of the MG Rover/Deloitte case.  The three most recent 
cases involve Healthcare Locums plc (audited by BDO), Aero 
Inventory plc (audited by Deloitte) and Connaught plc (audited by 
PwC). The scope of each of these investigations relates to the 
overall preparation, approval and audit of the financial statements 
for various years. In some (less recent) cases the scope of the 
investigation was limited to particular audit matters, for example 
commissions paid, revenue recognition, or goodwill, or work done 
supporting reports to the FSA on compliance with client assets. 

The use of examples in this paragraph is another instance of the 
arbitrary and sporadic choice of examples by the CC (as 
mentioned above).  Moreover, it is not accurate to state that 
these are the three most recent cases when these are in fact the 
three most recent of those currently open (as a number have 
been opened and closed since those examples cited).  Cases 
which are open are by definition cases where the AADB has not 
yet reached a view as to whether it is necessary to open 
disciplinary proceedings (as described in paragraph 5.56).  Even 
if disciplinary proceedings are brought, the independent 
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disciplinary tribunal will still have to decide whether to uphold the 
AADB’s complaint.  The cases highlighted as examples are 
therefore still at an early stage with considerable uncertainty as to 
whether they will ever lead to a tribunal sanction.  In this context, 
it is inappropriate to highlight cases such as that of Connaught 
plc as an example when examples of concluded cases would 
equally well serve to illustrate the point. 

5.64 In order for financial statements to aid comprehension and allow 
comparability for users who rely on them for investment and other 
decision-making purposes, there must be effectiveness and 
consistency in the way items are treated in financial statements. 
Without such treatment, it would be impossible to use them to 
compare business performance. The prescribed approaches 
designed to provide effective and consistent treatment are called 
‘accounting standards’, and apply to all companies and other kinds 
of entities which prepare accounts that are intended to give a true 
and fair view. These set out: 

(a) the accounting treatments permissible for any individual event or 
transaction; and 

(b) disclosure requirements: these state the permissible layouts 
(called formats) for the balance sheet and profit and loss account 
items, required note disclosures and the level of detail required. 

This insertion is intended to clarify. 

5.65 There are a variety of accounting standards in current use. For the 
purpose of this inquiry, International Financial Reporting Standards 
(IFRS) (previously called International Accounting Standards) are 
the most significant accounting standards. These are set by the 
International Accounting Standards Board, and have been 
compulsory for listed companies in the EU since 2005. IFRS have 
largely been adopted into UK Financial Reporting Standards (FRS). 
Some FRS, such as the three on financial instruments, copy the 
IFRS/ISAs directly, but FRS and IFRS are still separate sets of 
standards. There is a transitional period. Accounting standards 
developed by the ASB are contained in FRS. Early versions of 
FRSs are for public consultation and are called Financial Reporting 

Clarification is required so that it is clear what the ‘transitional 
period’ being referred to here is. 
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Exposure Drafts (FREDs).  Soon after it started its activities, the 
ASB adopted the standards previously issued by the ASC (the 
‘Statements of Standard Accounting Practice’ (or SSAPs)), so that 
they also fall within the legal definition of accounting standards. 
Whilst some of the SSAPs have been superseded by FRSs, some 
remain in force. Rules for compliance are also embodied in Urgent 
Issues Task Force Statements (UITFSs). 

5.74 Where there may be a case to answer, the FRRP appoints a group 
to conduct the inquiry. The group puts its concerns to the directors 
in correspondence and at meetings. The FRRP encourages 
directors to consult their auditors, to involve their audit committee 
and to take any other advice they may need. The process is 
informal but is intended to combine efficiency with fairness. The 
process needs to be quick, as defective accounts could mislead the 
public. The group aims to reach agreement with the directors of the 
company by persuasion. If the group is satisfied by the company’s 
explanations, the case is closed and the fact that an enquiry was 
made remains confidential. Where the directors agree to take 
remedial action the FRRP issues a press notice, but does not 
comment on or discuss its conclusions further. 

As mentioned above, this is an example of where no specific 
examples/findings have been cited.  We think that either 
examples are given in all cases or not at all, to bring consistency 
across the paper. 
 
 

5.75 The FRRP can ask directors to explain apparent departures from 
the requirements. If the FRRP is not satisfied by the directors’ 
explanations it aims to persuade the directors to adopt a more 
appropriate accounting treatment. The directors may then 
voluntarily withdraw their accounts and replace them with revised 
accounts that correct the matters in error. Depending on the 
circumstances, the FRRP may accept another form of remedial 
action, for example correction of the comparative figures in the next 
set of annual financial statements.[Footnote 135] 

Footnote 135:   

A recent case involved Rio Tinto Plc—the FRRP issued a press 
release on 15 March 2011 into the consideration of the contents of 
its 2009 report and accounts, around whether some of the 
company’s operations referred to in the 2008 business review ought 

Footnote 135 refers to an FRRP press release relating to, and 
action taken in response by Rio Tinto Plc.  This is used as an 
example of a situation where the FRRP has required “another 
form of remedial action, for example correction of the 
comparative figures in the next set of annual financial 
statements.” [emphasis added]  
However, the Rio Tinto example relates to corrections made to 
directors’ disclosures in the annual report which were not part of 
the audited financial statements.  The corrections related only the 
unaudited section of the annual report, and therefore do not 
illustrate the point in question.  Moreover, as the omission was on 
the part of the directors and was not related to the financial 
statements covered by the auditors, it does not seem a relevant 
example in the context of this investigation of the audit sector. 
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to have been included in the 2009 review in order to comply with 
the Act’s requirement for a balanced analysis. Following discussion 
with the directors, Rio Tinto published its 2010 report and accounts 
and included more information about environmental matters, social 
and community issues and related reputational risk. [Note our 
comment - this footnote should be deleted as it is not relevant to the 
point it is used to illustrate.] 

5.77 The FRC created the Market Participants’ Group (MPG) in October 
2006 in order to provide advice to the FRC on possible actions that 
market participants (ie com-panies, investors and audit firms) would 
take to mitigate the risks arising from the characteristics of the 
market for audit services to public interest entities in the UK. The 
MPG issued 15 recommendations in October 2007, intended to 
allow the audit market to work more efficiently and, in the medium 
to long term, to increase audit choice in the UK.  Among these were 
recommendations (which are listed in full in Annex AD) that audit 
committees explain their choice of auditor; that shareholders take a 
greater interest in audit selection; and that the FRC promote 
understanding of audit quality. It was hoped that greater 
transparency and shareholder engagement would lead to more 
choice in the audit market. 

This should refer to Annex D and not A. 

5.89 RSBs must have procedures in place to register and de-register 
statutory auditors and supervise work undertaken by these 
individuals and firms, and to this end they carry out four main tasks: 
audit registration; audit monitoring; arrangements for the 
investigation of complaints; and procedures to ensure that those 
eligible for appointment as statutory auditor continue to maintain an 
appropriate level of competence (continuous professional 
development, or CPD). 

It would be useful to refer to cross refer to paragraph 3.21 on the 
Audit Register and to include the fact that this is accessible by 
anyone through www.auditregister.org.uk. 

5.101 As part of the US federal law Sarbanes-Oxley Act of 2002 
(commonly called ‘Sarbox’ or ‘SOX’), a US federal law, the 
Securities and Exchange Commission (SEC) issued very strict 
requirements regarding auditor independence, setting new or 
enhanced standards for all US public company boards, 

The introductory sentence does not appear to make sense. 
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management and accountancy firms. It applies to many of the 
largest UK companies as they are listed in the USA and created a 
new reporting requirement on auditors to report on the effectiveness 
of internal control of the audited entity. The bill was enacted as a 
reaction to a number of major corporate and accounting scandals 
including Enron and Worldcom. It also created a new, quasi-public 
agency, the PCAOB, charged with overseeing, regulating, 
inspecting and disciplining accountancy firms in their roles as 
auditors of public companies. The Sarbanes-Oxley Act also covered 
issues such as auditor independence, corporate governance, 
internal control assessment and enhanced financial disclosure. This 
is a prescriptive rules-based approach compared with the UK’s 
principles-based approach (see paragraph [6.6] onwards). 

5.102 The IFAC is a worldwide body with the central objective of 
harmonizing the accountancy profession. It concentrates in 
particular on the production of ethical guidelines and auditing 
standards. The UK is represented on IFAC’s board and its various 
committees. 

It is suggested that it would be more appropriate to refer to the 
IFAC Mission Statement: 

“IFAC’s mission is to serve the public interest by: contributing to 
the development, adoption and implementation of high-quality 
international standards and guidance; contributing to the 
development of strong professional accountancy organizations 
and accounting firms, and to high-quality practices by 
professional accountants; promoting the value of professional 
accountants worldwide; speaking out on public interest issues 
where the accountancy profession’s expertise is most relevant.” 

5.103 The IAASB is a subsidiary of the IFAC.  It is an independent 
standard-setting body under the auspices of IFAC body which sets 
standards for auditing, quality control, review, other assurance and 
related services engagements, and quality control, by facilitating the 
convergence of international and national standards. It develops 
and issues (among other publications) ISAs. 

These changes are intended to clarify the current wording. 

5.104 The IESBA is a subsidiary of the IFAC.  It is an independent 
standard-setting under the auspices of IFACbody which sets 
standards for professional accountants and facilitates the 
convergence of international and national ethical standards, 
including auditor independence requirements, through a code of 

These changes are intended to clarify the current wording. 
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ethics. 

5.105 The IASB is thean independent accounting standard -settering body 
of the IFRS Foundation based in London and is responsible for 
developing IFRS and promoting the use and application of those 
standards. Its parent is the IFRS Foundation.  The IASB has 15 
members each with one vote, who are each experts with a mix of 
experience of standard setting, preparing and using accounts, and 
academic work. It is privately funded mostly by banks and other 
companies which use or have an interest in promoting international 
standards. 

These changes are intended to clarify the current wording. 

6.11 In 2010, following a review by the FRC, the code was renamed The 
UK Corporate Governance Code (the Code). The Code requires 
that the company’s statutory auditor must make a report to the audit 
committee that includes: 

(a) a statement in writing confirming the person’s independence 
from the public interest entity; 

(b) a description of any services provided by the person to the 
public interest entity other than in his capacity as statutory auditor; 

(c) a description of any significant threats to the person’s 
independence; 

(d) an explanation of the steps taken by the person to safeguard his 
independence from those threats; 

(e) a description of any material weaknesses arising from the 
statutory audit in the public interest entity’s internal control in 
relation to the preparation of accounts; and 

(f) any other significant matters arising from the statutory audit. 

This is factually incorrect.  It is not the case that “The Code 
requires that the company’s statutory auditor must make a report 
to the audit committee” on anything.  Auditor reporting is under 
the auspices of the APB and the ISAs (UK&I), not the Code.  The 
Code contains a Main Principle (C.3) and seven provisions (C.3.1 
to C.3.7 - as outlined in Annex C) about what the audit committee 
should do but nothing about what the auditor should do. 
 
We believe that it is both relevant and helpful to also draw 
attention to the fact that the FRC has released, in April 2012, a 
consultation paper on changes to the FRC UK Corporate 
Governance Code (‘Code’), the Guidance on Audit Committees 
(‘Guidance’) and to a number of Auditing Standards. The FRC 
intends to implement the changes for reporting periods beginning 
on or after 1 October 2012. It is considered important to 
acknowledge this development as the proposals directly impact 
aspects of the regulatory framework including enhanced reporting 
by both audit committees and auditors. A footnote reference to 
the consultation on the FRC website could be provided for full 
details of the proposed changes. 

7.1 Part 16 of the Act gives shareholders the right to ‘hire and fire’ the 
company’s auditor; to receive the audit report; a conditional right to 
require the company to publish on its website a statement setting 
out matters relating to the audit or circumstances connected with 
the auditor ceasing to hold office (see paragraph 7.5 below); and 

This amendment is intended to clarify. 
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the right to authorize a liability limitation agreement with the auditor. 

 


