UPDATE JULY 2018
FRC Audit Inspection Unit - - How we assess audit quality

2008 – 2017

Background - …. In our briefing paper to TSC dated 4 October 2017 we wrote
“2.5

The FRC did not commit to carrying out a full investigation into the HBOS audit unless the

stage one hurdle was met. They did not commit to engaging independent overseers ab initio and
they did not commit to providing a full report into the disciplinary process carried out in relation
to KPMG’s audit of HBOS.
2.6

Of course, by failing to submit to the TSC’s requirement to appoint independent overseers

ab initio, this means that their work was not carried out in the correct way because independent
overseers, to be effective, need to be in place from the beginning of the process so that they can
keep a close eye on how the process is being run as well as any conclusions to which it arrives.
Certainly, all the relevant documentary material and any witness statements considered by the FRC
stage one review in the last 18 months, together with the October 2007 – March 2009 contemporary
documents at the FRC should immediately be “quarantined” for independent review.
2.8

The TSC should also note that the FRC continued to be ambiguous about its reporting in in its

latest press release (document 1) in which it states that “The FRC will publish in October a report on
is actions in audit and corporate reporting developments since the financial crisis, including on the
audits of the banks.” This is not a commitment to provide a full report into the disciplinary action
relating to KPMG’s audit of HBOS plc but solely a commitment to provide a general report. The TSC
must remain focused on what Mr. Tyrie requested in his reply to the FRC on 29 March 2016
(document 5B) in which he says “The FRC’s decision to publish a report is overdue but welcome. It
would assist the public scrutiny of this issue if the report specifically addressed the HBOS case.
Supplementary information about bank auditing can and should be published on its merits,
independently of the work the FRC is undertaking on HBOS.”
“2.9

The plain fact of the matter is that the FRC have not conducted a full and forensic

investigation of the KPMG audit of HBOS plc as Andrew Tyrie and the TSC expected and required for
the public; as he re-stated in his letter dated 29 March 2016 (document 5B) to the FRC CEO.
Nor has any of the FRC’s work been subject to proper independent oversight. Nor has the FRC
committed to provide a report covering the matters required by the TSC i.e. a report specifically
addressed at the HBOS case.
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2.23

The TSC will notice from the FRC’s press release that they very specifically state as follows:

“The Executive Counsel to the FRC has, following a detailed investigation, concluded that there is not
a realistic prospect that a Tribunal would make an Adverse Finding against KPMG in respect of the
matters within the scope of the investigation. The firm’s work did not fall significantly short of the
standards reasonably to be expected of the audit, the test that a Tribunal would apply.”
2.32

In conclusion and in all these circumstances, we strongly believe that it is vital, in the public

interest, that the a new investigation is commenced with proper terms of reference, either under
the control of the TSC with independent overseers (for example Mr Andrew Tyrie and Other nonconflicted “audit” experience) or an independent judicial inquiry that can force the disclosure of all
written and oral evidence including all background HBOS audit files and all relevant internal
correspondence and papers of the FRC, the FSA and the Bank of England.
2.33

As an urgent and immediate step to avoid potential cover up, we recommend that all the

relevant documentary material and any witness statements considered by the FRC stage one
review in the last 18 months, together with the October 2007–March 2009 contemporary
documents at the FRC should immediately be “quarantined” for independent review. In this
regard, we think that the Chair could credibly ask immediately that not only that the documents
be quarantined but that any documents index which will have been prepared, as well as the
names of all the witnesses with written statements collected in their investigation, be provided to
the TSC within 14 days of the Chair’s letter. Failure to do this may undermine any future full
inquiry into the matter. “.

FRC- Developments in Audit event – Speech by CEO Stephen Haddrill

25 October 2017

“Quoted - Today I want to focus on the lessons we have learnt from the HBOS audit and
other cases in relation to enforcement. And I want to stress there are three main points.
First, the test of misconduct, formerly established in the previous statutory framework, is
too high a bar for taking cases in relation to audit. The public expects that lesser
inadequacies will be brought to book.
For new cases, under the new audit regulation regime introduced in 2016, the test of
misconduct has been replaced. Now enforcement action can be taken on the basis that
there has been a breach of the relevant requirements. This is a lower threshold test than
proving misconduct. More potentially deficient audits will therefore be investigated,
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prosecuted and ultimately sanctioned to varying degrees. We hope this will underpin
confidence in audit and in the public interest.”
HISTORY OF THE AUDIT INSPECTION UNIT REPORTS - in the FRC - for KPMG
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Some seven years after the beginning of the Financial Crisis the FRC undertook a Thematic
Review on the Audit of Loan Provisions at Banks – published in December 2014 : Doc 20D_

Extract Para.1.2.1 “the table shows that 77% of loan loss provisions and related IT
controls were considered to be good or require limited improvements only. This
compares to the average for the past five years where the equivalent percentage for the
audits of banks and building societies was 39%.”
So 60%+ were not satisfactory.
& at Para.2.1.5. Quality Control “In eight of the 13 audit reviews undertaken, including in
the two audits awarded the lowest grades, we identified issues with quality control
procedures. Loan loss provisioning is an area of significant judgment and therefore the
assessment of evidence considered, judgments made and subsequent conclusions
drawn are critical. In most audits there were some inconsistencies between working
papers, a lack of sufficient and appropriate audit evidence on file and issues or scope
limitations raised either by specialists or other auditors that were not addressed by the
audit teams. In one case there was a pervasive failure to document the audit work
adequately.
Insufficient recording of audit evidence together with inadequate quality control and
review procedures performed by more senior members of the audit team increases the
risk that a material mis-statement in the financial statements may not be identified.”
Some 3 years earlier (and 3 years after the first AIU public report) the AIU wrote for KPMG
“Each year we select a number of areas of particular focus. For 2010/11, these were: the fair
value measurement of assets and liabilities, the impairment of assets (including goodwill
and other intangible assets), revenue recognition and fraud risks, segmental reporting and
the evaluation of going concern. Certain of our reviews were restricted to some or all of
these areas.”
The actual Audit Inspection Unit (AIU) report for KPMG:2010/2011 then stated (doc 20A)
“The firm should pay particular attention to the following areas in order to enhance audit
quality
… Ensure that audit teams apply appropriate professional scepticism to information
prepared by the audited entity’s staff that is significant to material amounts included in the
financial statements (such as provisions or recognised revenue) and test its reliability.
… Consider the need for further action to improve the overall consistency of work performed
on key judgment areas.
…. Readdress as a priority our recurring findings in relation to substantive analytical review
where there are implications for the sufficiency of substantive testing and as a result the
overall audit evidence obtained. A focussed initiative is required to eliminate the recurrence
of issues in this area.”
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Impairment of Loans “Improvements were required in the audit of loan impairment in
three audits we reviewed. Collective provisions were established in each case for
impairments incurred by the end of the year but not yet reported. In each case we raised
issues on the sufficiency of audit evidence supporting certain aspects of the techniques
adopted by management to assess the level of collective provision required. ..”
The resulting publicity on 26 July 2011 for all the auditors was covered in the media, by for
example, the Daily Telegraph Biggest audit firms hit by scathing regulator's verdict ….
26 July 2011 where the headline read Biggest audit firms hit by scathing regulator's
verdict where the journalist wrote “Not enough scepticism, a failure to robustly challenge
management, and a propensity to encourage salesmanship of non-audit services. These are
just three of the recurrent rebukes detailed in the Audit Inspection Unit's (AIU) assessment of
the world's six largest audit firms.
whilst in that first PUBLIC FRC AIU report, published in 2008 for KPMG for the relevant
period ended December 2007 (document 20) (i.e. HBOS y/end), the AIU stated ………..
“In the autumn of 2007, KPMG responded to global liquidity problems by issuing bulletins
outlining the causes of the adverse market developments, the potential consequences for
both financial services and non-financial services sectors and the ramifications for year-end
reporting.” A “credit crunch” intranet site was established so that all matters arising could
be logged and easily shared across the practice. In early December a series of weekly
meetings was established within financial services, with conference call facilities, to discuss
emerging issues. Following each call a summary of the issues discussed, the agreed response
and/or actions going forward were posted on the intranet site. In our view the firm
responded in an appropriate and timely manner to the audit risks from global liquidity
problems.”
Preliminary analytical procedures …..”on nearly half of the files reviewed there was a lack of
evidence that appropriate analytical procedures had been performed.”
Audit judgments …..one of the main recurring themes continued to be the lack of evidence
on files that all relevant data, procedures and thought processes underpinning key audit
judgments had been effectively analysed and evaluated and appropriate conclusions
reached.”
Audit finalisation … “in just over half of the audits reviewed, improvements are required in
the relevant procedures to ensure that all inadequate or erroneous disclosures are properly
followed up and included in the letter of representation obtained from the Board. In some
case, audit teams should pay greater attention to their assessment on file of the adequacy of
disclosures in financial statements.”
and six years later in the public FRC May 2014 report for KPMG AIU reported (doc 20D),
“Audit of Loan provisions - We reviewed the audit of loan loss provisions for five financial
services entities. In all five audits we identified issues relating to the extent of audit evidence
to support the level of specific provisions and, in four cases, collective provisions.
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In particular, we continue to find cases where further audit evidence should have been
obtained or there was a lack of appropriate challenge of management by the audit team.
On two of the audits, insufficient audit evidence was obtained that all forbearance
arrangements in place had been identified for disclosure and provisioning purposes.”
whilst the latest FRC June 2017 report for KPMG the AIU (a decade later) state (doc 20E)
Improve the extent of challenge in relation to areas of judgment, in particular for
impairment reviews, loan loss provisions and other valuations” and “We continue to
identify a number of concerns in relation to the audit of valuations, loan loss provisions and
impairment reviews of goodwill and other intangibles.”
Our “Small Group” Conclusion (FRC Extracts – Audit Inspection Unit reports at P20-P23)
So seven years after the Financial Crisis in 2007/2008 the FRC published the produced their Audit
Quality – Thematic Review – the audit of loan loss provisions for banks which informed us at
Para.1.2.1 “the table shows that 77% of loan loss provisions and related IT controls were considered
to be good or require limited improvements only. This compares to the average for the past five years
where the equivalent percentage for the audits of banks and building societies was 39%.” In effect
60% + of the audits for banks were not satisfactory during the financial crisis period.
And then exactly at the same time as the Y/E 2007 HBOS accounts / Going Concern are being audited
by KPMG the FSA/PRA report in 2015 records at para 1355 that “Internal FSA briefings and email
correspondence from March 2008 recorded the high risk of HBOS becoming illiquid in the short
term” and at para 1353 “The firm’s disclosures about Treasury assets in its 27 February results
presentation brought the quality of the Treasury assets more firmly to the attention of the FSA.
The (FSA) supervision team responded quickly be preparing a high level analysis of the HBOS –A
holding.” A briefing paper was prepared outlining the exposure of debt securities on HBOS Balance
Sheet and the issue was also highlighted to the FSA Chairman and Chief Executive. If the FSA knew –
why wouldn’t the KPMG Lead Partner / Div. Partners know; they are paid £m. and better placed
While on Loan loss Provisions read Paras 737 to 746 where KPMG failed to carry out proper sampling
and control systems testing for individual and collective provisions. Indeed why should this surprise
us as the 2014 Kelly Report into the Co-Operative Bank audit 3 years later found that after routine
spot checks KPMG failed to examine loans in the bank’s “good book” that subsequently wentwrong.
Does the FRC really expect the TSC and public to believe that these Reports and AIU conclusions
were not present during the HBOS Y/E 2007 audit, when still evidenced in audits some three, six and
ten years later at KPMG? Frankly we believe it is disingenuous to assert that the FRC preliminary
review, after 18 months + consideration of the KPMG/HBOS audit for 2007 financial statements,
would not have evidence of similar Loan Loss provisions and Going Concern issues and therefore
fully justify an Open Tribunal in the public interest with a comprehensive assessment of all the
required documentary and witness evidence! Certainly, the FRC are materially conflicted and

cannot be independent; like the FSA (evidenced in their initial - 300 word statement on RBS
on 2 December 2010) the Financial Reporting Council (FRC) are FAILING to tell the public
the truth, not least in their own role/involvement with KPMG during the financial crisis.
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Ex-KPMG partner’s rule change ‘cleared’
old firm
Conflict row at accounting watchdog escalates Patrick Hosking, Financial Editor
October 2 2017, 12:01am, The Times
The Financial Reporting Council has come under renewed pressure over alleged conflicts of
interest after it emerged that a former KPMG partner who works for the regulator had driven
through a change in the rules that may later have helped to clear his erstwhile employer over
the HBOS audit.
Nicky Morgan, chairman of the Treasury select committee, said it was “concerning”
after The Times alerted her to a decision by the Financial Reporting Council to narrow
its definition of misconduct in July 2013.
Instead of “falling short of standards” expected of the profession, firms had to “fall
significantly short of standards” to be found guilty and to be liable for censure, fines or bans.
The apparent lowering of the bar was driven through by Paul George, an executive director of
the regulator, who at the time was in charge of misconduct. Mr George is a former partner of
KPMG.
When clearing KPMG of misconduct last month, the FRC said that the accounting firm had
not fallen “significantly short” of standards reasonably to be expected.
The exoneration of KPMG raised eyebrows in the City and Westminster because HBOS had
failed spectacularly only eight months after the accounting firm had given it a clean bill of
health in its 2007 annual report, published in February 2008. Taxpayers were forced to pay
£29 billion to rescue it and its merger partner Lloyds TSB.
Within four years of KPMG’s assessment that HBOS’s impairment provisions were “within
an acceptable range”, no fewer than £52.6 billion of loans had to be written off. The official
report into the catastrophe by the Prudential Regulation Authority and the Financial Conduct
Authority found it “significant” that KPMG had never examined the loans that HBOS
claimed were in good shape.
The FRC at first refused even to investigate the role of KPMG until MPs on the Treasury
select committee asked it to think again. The committee has already demanded an explanation
from the FRC over its subsequent clearing of the accounting firm.
Ms Morgan said: “The points raised here are concerning. The Treasury committee will
examine the FRC’s report on its actions in audit and corporate reporting developments
since the financial crisis. The committee may take evidence in due course.”
The FRC has come under fire from some investors and MPs for its cosy relationship with the
accountancy profession. Its ranks are full of present and former partners from the Big Four
firms, including KPMG, and it relies on the firms for its funding. Eleven present and former
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KPMG employees sit on FRC decision-making committees. The regulator argues that it has
to draw expertise from the profession.
Tim Bush, head of governance at Pirc, the shareholder advisory group, said: “This is now
beyond extraordinary. First Andrew Tyrie [who was chairman of the Treasury select
committee before Ms Morgan] said the FRC’s decision not to investigate the audit of HBOS
was inexplicable. Now this. The FRC has moved the goalposts . . . which helped KPMG.”
A spokesman for the FRC confirmed that “significantly” had been added to the definition of
misconduct in July 2013 after a full consultation and that the rule change had retrospective
effect, meaning that it would be applied to cases taking place before then. However, he
insisted that the change merely brought it into line with the approach of the tribunal — the
body that judges enforcement cases brought to appeal.
The test for misconduct in practice did not change in spite of the wording change, he said. He
added that there was “no sound basis” for drawing the conclusion that KPMG had been
cleared because of the change of wording and that the wording change had been made by the
FRC board, not an individual.
“The FRC has always taken cases which we regarded as serious and decisions from the
independent tribunals that hear formal complaint cases have always made clear that it would
only consider conduct which was seriously at fault or fell significantly short, before making
an adverse finding of misconduct,” the spokesman said. “The tribunal’s decisions, which are
published at the end of enforcement cases, make this point.”
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