Page 1.

9 April 2018

Potential Draft Terms of Reference for consideration by
HMG
and
BEIS Select Committee
For
“Independent” investigation in to Financial Reporting Council
(FRC) operations

1

Page 2

Left intentionally blank

Continues on Pages 3 - 22

2

Business secretary Greg Clark has suggested the government will launch an
independent inquiry into the operations of the Financial Reporting Council.
Speaking in front of the Business, Energy and Industrial Strategy (BEIS) and Work and Pensions select
committees about the collapse of support services giant Carillion, Clark today said: "I think there is a
strong case for reviewing the operations of the FRC."
He later added: "I think we should look at the operation of the FRC to see whether there are changes
that are required. That should be done independently."
The accounting watchdog has been forced to deny claims by MPs that it was "toothless" on Carillion
and was criticised for leaving investors in the dark by not putting information that it was monitoring
the company in the public domain.
Clark today disagreed with comments previously made by Stephen Haddrill, the chief executive of
the FRC, that the watchdog needed more powers.
"In this particular case, I think these powers are available and should be used."
A spokesperson for the FRC welcomed a review.
“We welcome a review of the work we do and will contribute positively to that process in pursuit of
our public interest remit and greater transparency for investors and other stakeholders. The review
provides an opportunity to consider changing public expectations and whether our powers are
adequate to meet those," the spokesperson said…where
33:00: MP. Questions timeliness of FRC action
35:20. SoS. Strong case for reviewing the operations of the FRC and that’s something I intend to
require.
36:00 MP. should they (FRC) have more powers?
SoS.

View was powers were available to FRC.

36:44SoS “I don’t agree with Mr Haddrill there is something preventing vigorous action being taken”.
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39:55 SoS “as I said earlier. We need to look at the operations of the FRC to see if there are
changes required. That should be done independently, I’m sure the committees will want to play a
role in that. But we should not wait and absolve them of the power they already have.”
46:

Antoinette Sandbach MP. Goodwill was subject to international standards, which allows

aggressive accounting but Mr Hadrill didn’t want to step outside International standards. But you
said he already has the powers.
47:00 SoS “The department issued a paper yesterday on distributable profits and whether is the
current definition is good enough and needs to be changed.”

1 Background
1.1

This private submission is made to assist the Secretary of State for BEIS and other

stakeholders to determine the appropriate terms of reference in relation to the proposed inquiry
into the operation of the FRC.
1.2 Almost since I was elected to Parliament in May 2010 I have had the opportunity to interact and
observe the Financial Reporting Council in action.

This arose as the FSA issued a 300 word

statement just before Christmas 2010 in which they reported that following a PwC report on RBS no
further action was necessary. I was aware that a constituent of mine Mr Brian Little was involved in
a long running Employment Tribunal dispute with a significant number of Protected Disclosures
where the business had engaged PwC to carry out a “similar” investigation. The result was that
Mr Little agreed that he would ask Mr Paul Moore (HBOS whistleblower) to attend a meeting that I
proposed to have with the Chair of the Treasury Select Committee as they had both been the subject
of “independent” forensic investigations. In Paul’s case by HBOS auditor KPMG. It was Mr Tyrie MP
as a member of the TSC in March 2009 who raised all the “whistleblowing” matters with that
infamous TSC meeting which led to further questions at PMQ the next day and Crosby resignation.

1.3 We met Mr Tyrie in early February 2011 and had an excellent discussion and briefing. I still
vividly recall one of Paul’s remarks “It seems to me that, in any civilised and developed society, if we
cannot be satisfied so that we are sure that we can trust and rely on the competence, integrity and
independence of our accountants / professional advisers – the very people who are supposed to be
the best educated, brightest and most honest people in society - we are in real trouble.” We
discussed these matters in detail. One of the key points was that the FCA.RBS matter should not be
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left alone and that the TSC needed to assure themselves of a proper “independent enquiry” at RBS.
Mr Tyrie and the TSC would by May 2011 put in place then and since “independent overseers”.

1.4 This context together with my referral of Mr Little’s facts to the FRC made the headlines and
front page of the Telegraph. PwC faces probe over removing client criticism from report
1.5 In my view the FRC subsequent investigations for both Brian and Paul were unsatisfactory and a
dreadful process. The public believe the same now for their HBOS investigations since 2009 and we
will very probably see the same Carillon. See Annex A.

2 Purpose of this submission
2.1

This submission is made to assist the Secretary of State for BEIS and other stakeholders to

determine the appropriate terms of reference in relation to the proposed inquiry into the operation
of the FRC.
2.2

It is vital the terms of reference for any inquiry into the operation of the FRC are drafted

broadly enough and with sufficient detail to achieve the objectives of the department for BEIS to:

Establish whether the FRC have acted competently in relation to prior material wrongdoing by
firms of accountants and auditors (especially the Big 4) under its current rules and powers.
[Did the FRC fulfill its obligations appropriately?]



Establish whether the FRC’s current operation is “fit for purpose” under its current rules and
powers. [Can it fulfill its obligations appropriately?]



Establish whether, in order to meet the public interest policy expectations of the FRC for the
future, its rule and powers, processes, structures, people, culture or governance, require reform.

3.

Proposed terms of reference / thoughts

3.1

Drafting the appropriate terms of reference for such an important independent inquiry into

the performance and operations of the FRC, is fundamental / critical / vital. Inquiries are only as
good as the breadth and depth and detail of their terms of reference and the quality and quantity of
resources applied to such inquiries.
3.2

But, there is always a problem in doing so, because it is often not entirely clear which “rabbit

holes” the inquiry team needs to go down until after it starts its work.
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3.3

There is very useful guidance as to the problems of the wrong terms of reference provided

by the following extract from The Parliamentary Ombudsman’s Report into the failure of
The Equitable:“The failure at the outset to establish a single inquiry which was not hampered by terms
of reference or a statutory jurisdiction which limited the issues that could be addressed
and resolved has resulted in such an extended and long drawn out process.
The adage ‘justice delayed is justice denied’ has rarely been far from my thoughts as
publication of this report has drawn nearer. And the continual uncertainty that this has
caused for many individuals – and also for the Society itself – must have been difficult to
bear.
I find it hard to accept that the establishment of a comprehensive inquiry was not
possible in this case. The situation at Equitable was not unique. It shared a number of
factors with other situations in other spheres of political life which have arisen and been
resolved.
There are, of course, a number of mechanisms that could have been adopted. Key to the
speedy and effective resolution of the issues relevant to the closure of the Society and
related matters was the adoption of a mechanism that, in the particular circumstances of
this case, was fit for purpose.
Ensuring those inquiries or other means of explaining events and of resolving complaints,
claims, and disputes are fit for purpose is critical to their success and to public
confidence in them.
It seems to me that the principles which underpin fitness for purpose are that:

those conducting the investigation or inquiry should be appropriately chosen and
wholly independent from those under investigation: confidence in the robustness of
the process will only be achieved where all the parties believe that the person or
persons undertaking the inquiry are suitably competent and that the process will be
fair and balanced;



there should be clarity of purpose: the terms of reference of each inquiry or
investigation should be clearly set out when it is established and should, at the
very minimum, provide the means to achieve four aims:
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o

(i) the relevant events and actions should be established on a factual basis;

o

(ii) who or what caused the adverse outcome should be determined - while
identifying where hindsight has informed this judgment;

o

(iii) appropriate redress should be identified for any individuals or groups of
individuals who have suffered as a result; and

o

(iv) lessons for the future, in terms of law, policy, practice and behaviour,
should be identified and recommended in such a way that they can be
implemented and that such recommendations can add value;



the particular mechanism chosen should be the most appropriate in the circumstances
of each case and the form of the inquiry or investigation should follow: whether it
should be held in public or in private, for example, or whether it should adopt an
inquisitorial or adversarial approach should be informed by the context of the
relevant events;



and the inquiry or investigation should be provided with the necessary resources to
enable it to fulfill its mandate in a timely and effective manner, with access to
appropriate levels of funding, staff, professional advice and powers to obtain
information, evidence or papers.

In the case of ‘the Equitable affair’, no such comprehensive and fit for purpose inquiry
has ever been established. Some – such as the two investigations that my Office has
conducted – have been unavoidably limited in terms of jurisdictional reach. Others have
been conducted within terms of reference that precluded the attribution of responsibility
or the recommendation of redress or at least did not specify that either or both should be
undertaken. Still yet others have focused solely on lessons to be learned for future
practice. That this is the case seems to me both iniquitous and unfair.
Whatever else results from the publication of this report, I hope that I never again have
to draw Parliament’s attention to such a disjointed process for resolving complaints that
have affected so many of the constituents of almost every Member.”
3.5

Taking into account the above comments and circumstances, we submit that the terms of

reference for the proposed inquiry into the FRC should cover the following:-
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3.5.1

Purpose – The purpose of the inquiry is to assess whether the past, present and future

operations of the FRC have been, are and will be “fit for purpose”.
3.5.2


Scope – The scope of the inquiry will cover:-

Whether the FRC have acted competently as a Public Body since 2004in relation to prior alleged
material wrongdoing by firms of accountants and auditors (especially the Big 4) under its current
rules and powers. [Did the FRC fulfill its obligations appropriately and if not what actions
should be taken to rectify the position?]



Whether, in order to meet the public interest expectations of the FRC, its current operation is
“fit for purpose” for the present and the future taking into account a detailed review of:o

Its objectives and strategy

o

Its rules and powers (not only relating to auditing, accounting, forensic investigations
and professional advice but also its duties and responsibilities relating to the corporate
governance code in the UK ….e.g. (a) the over-riding requirement for a True and Fair
View / Companies Act v Rules based /tick box accounting now and post BREXIT and
(b) why can short sellers foresee “insolvency” and auditors can’t? (c) Who and what
were the practical actions of the FRC from 2015 in Carillion?)

o

Its processes (including rule setting, supervision, investigation, enforcement,
transparency including the timeliness of its investigations and enforcement?)

o

Its organisational structure.

o

Its people (quality and quantity including remuneration, performance development and
management e.g. the practical experience in accounting in FRC Enforcement team)

o

Its culture (e.g. will they adopt a similar SM&CR regime to that at the FCA now? How can
we get a CAA / EASA approach and culture towards investigations?)

o

Its governance (risk, compliance, internal audit, quality assurance and conflict of
interest management / control. e.g. should the FRC have a sub- committee of the Board
charged with a “Public interest” mandate / balance? How effective has the FRC “comply
and explain” approach been for stakeholders?

If the inquiry concludes that the FRC is not fit for purpose in any area, it should recommend appropriate reforms. [Can the FRC fulfill its current and future obligations appropriately?]
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Such additional areas as are determined by the inquiry team following preliminary investigations
as to the appropriate scope and as agreed by the BEIS Select Committee.

3.6

Approach and methodology – The inquiry can adopt any lawful approach and methodology

to gather and analyse evidence and from which to draw conclusions and recommendations so as to
meet the purpose and scope of the inquiry. This may include:

Selecting a sample of specific high profile case studies to determine the past performance of the
FRC in the same way that The Parliamentary Commission on Banking Standards chose the review
into the failure of HBOS. The inquiry team should seek specific recommendation for case studies
to review from interested stakeholders. These must include KPMG’s audits of Carillion and HBOS
(see Annex A) and the FRC’s response.



Seeking evidence from any interested and competent stakeholder and providing parliamentary
privilege and, where possible, anonymity to any witness who is providing whistleblowing
evidence. In this regard, internal whistleblowers should be encouraged to give evidence to the
inquiry.



Reviewing any documentation which could be considered directly or indirectly relevant to the
inquiries work (confidential or not).



Conducting private or public cross examination of witnesses whose attendance may be
compelled by law, if necessary. Such oral evidence should be given under oath



Seeking independent expert opinion including reviewing good practice in other jurisdictions.



Attending and observing the work of the FRC in action or requiring the full recording or filming of
key governance meetings at the FRC.

The particular mechanism chosen for gathering evidence should be the most appropriate in the
circumstances of each case and the form of the inquiry or investigation should follow: whether it
should be held in public or in private, for example, or whether it should adopt an inquisitorial or
adversarial approach should be informed by the context of the relevant events.
All witnesses who may be subject to criticism must be given ample opportunity to defend or mitigate
their actions and any evidence given in this regard should be documented.
3.7

Inquiry quality assurance and oversight – Quality assurance and oversight of the inquiry will

be provided by a dedicated steering committee comprising [TO BE DISCUSSED] and the inquiry may
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appoint independent reviewers as agreed with the BEIS Select Committee in areas of greatest
materiality.
3.8

Maxwellisation – Is not legally required so long as the inquiry has given individuals who may

be subject to criticism adequate opportunity to provide evidence to defend or mitigate their actions.
The inquiry must ensure that it conducts the investigation in such a way that no action for judicial
review should be taken.
3.9

Transparency – A full report in the same format as those provided by The Parliamentary

Commission on Banking Standards shall be published.
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Annex A
Background
Mr Jim Shannon MP letter to Mr Paul George – Statistics on Complaints
FOI - Lack of accounting regulatory and disciplinary information in BIS / FRC /Accounting
institutes
– Mr Shannon MP
Jim Shannon MP re Accounting Regulatory Activities 2006-2010
FRC Consultation on Going Concern / Sharman Inquiry

“Reform of the FRC” Consultation - 2011
BIS/FRC Consultation on the “Reform of the FRC” - submission by Mr James Shannon MP.
BIS/FRC Consultation on the “Reform of the FRC” submission – Accountants conduct Mr Paul Moore
BIS/FRC Consultation on the “Reform of the FRC” submission : Mr Foxley letter to Business Secretary
BIS/FRC Consultation on the “Reform of the FRC”– submission by Professor Stella Fearnley

KPMG - Financial Reporting Council (FRC) - Audit Inspection Unit (AIU) reports
FRC.AIU How we assess quality

A Decade of AIU extracts for reports for KPMG

FRC : AIU DECEMBER 2008 FRC: AIU JULY 2011 FRC: AIU May 2014 FRC : AIU June
2017
FRC.AIU - Thematic review of Bank Loan loss provisioning December 2014
FRC - KPMG audit of FRC
SMALL “EXPERT” GROUP SUBMISSION TO THE HOUSE OF COMMONS TREASURY SELECT COMMITTEE
RE KPMG AND HBOS AUDIT – TERMS OF REFERENCE - 7 DECEMBER 2015

OUR SUBMISSION TO THE TREASURY SELECT COMMITTEE RE KPMG AND HBOS AUDIT – 4
OCT.2017
FINAL SUBMISSION TO THE TSC RE KPMG and HBOS AUDIT– underway/scheduled June 2018
Following the SOS statement I have been provided with the initial draft section ……………..
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PREAMBLE: “Another Regulator - a case of déjà vu?….. the Financial Reporting Council!”
The TIMES reported on Monday 16 October 2017 that “MPs have demanded an explanation
over the HBOS decision and the FRC has promised a response this month.
However,
Sir Win Bischoff, its chairman, has already defended it, saying that decisions have to be
taken on available evidence, “not on Political considerations or public clamour”.
While Mr Stephen Haddrill, the FRC CEO, stated in his speech at a Developments in Audit
event on the 25 October 2017 that “Since we closed our investigation into the audit of
HBOS, our enforcement approach has been questioned by some. We will shortly be publishing a paper on what we did and what we found in detail.”
FRC – HBOS Chronology
In 2009 the FRC told the TSC that their enquiries had not shown evidence of an audit failure.
In late 2010 the FRC repeated that opinion to the House of Lords Economic Affairs Committee. However, notably elsewhere in their submissions the FRC stated that they did not have
the appropriate powers and the FRC structure was wrong – Report para 108 – 110.
In October 2011 the BIS/FRC launched a Consultation which one would expect would ensure
that the FRC now had all the investigation and powers they needed to do their regulatory
and enforcement role. Naturally one of course is left wondering how the FRC could have
come to the prior conclusions to Parliament without the necessary evidence and powers.
In April 2013 with the publication of the PCOBS report on HBOS the FRC issued a Press release stating that their investigations had again shown no evidence of an audit failure but
would stay close to the FCA/PRA on going inquiry.
Subsequently with the publication of the final FCA/PRA report in November 2015 the FRC
finally stated the narrow scope of that 2012/2013 FRC investigation. “ The FRC has carried out
a review of the audit work performed on loan loss provisions in the Bank’s Corporate Division, in response to the concerns raised by the PRA/FCA, the Parliamentary Commission on Banking Standards
and the public at large.“ Even within this narrow scope, in addition to their auditor respon-

sibilities under the Companies Act 2006 sections 393, 92, 386 ,498 ; the FCA/PRA report
records (at paragraph 1181) that HBOS had also engaged KPMG to carry out a review of
Corporate’s collective provisioning model, following a request by the FSA…..so….
Way back on 2 December 2010 the Financial Services Authority (FSA), prior to its demise,
issued a less than 300 word public statement in which it announced that the FSA had completed its Supervisory inquiry into RBS and “The issues we investigated do not warrant us taking any enforcement action, either against the firm or against individuals. [...] The FSA cannot publish
the content of the RBS review as information gathered from the bank during the course of the review
remains confidential under the Financial Services and Markets Act 2000 (FSMA).
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Two years later, after the imposition of independent assessors by the TSC in March/May 2011, the
FSA finally published its report on 19 October 2012 “The FSA’s report into the failure of RBS”.

Whilst for HBOS plc the Parliamentary Commission on Banking Standards (PCBS) produced its report on HBOS – An Accident waiting to happen on 4 April 2013. This was also chaired by TSC Chairman Mr Andrew Tyrie MP. This 2013 report examined why HBOS failed and the implications of its
failure for culture and standards in UK banking. It also identified a number of issues which it expected the subsequent regulatory FCA / PRA report on “The failure of HBOS plc” to expand upon.
That FCA/PRA Report and its separate Report on Enforcement Actions, with independent oversight
by TSC, was finally published in November 2015 and found amongst many other things that
“In its supervision of HBOS, the FSA failed to establish an appropriate standard of safety and soundness.” …and …”Prior to the Review Period, the FSA had identified a number of the key risks that
would ultimately contribute to the firm’s failure. Nevertheless, the FSA subsequently failed to take
appropriate steps to mitigate these risks effectively, thus indicating deficiencies in the FSA’s prevailing approach to the supervision of systemically important firms. Supervisors need to employ their
judgement and take appropriate actions in response where necessary. A particular challenge is to
intervene sufficiently early when a firm is apparently successful but supervisors can identify weaknesses that are sufficiently important to pose a threat to the firm that is inconsistent with the objectives of supervision. HBOS was such a firm.”

So turning to the Financial Reporting Council (FRC), as regulator for accounting and auditors KPMG, (5 years after HBOS Plc failure) it published a statement on 10 April 2013
Statement following Parliamentary Commission on Banking Standards report into failure of HBOS
The FRC will consider the report from the Parliamentary Commission on Banking Standards and the
forthcoming PRA report to identify whether there is a case for an investigation under our powers.
As the FRC and government made clear during the reform process, the FRC is committed to robust,
rigorous
and
timely
action.
We are in touch with the PRA about their work as it develops. The FCA and PRA have access to information from companies’ books and records that we could not obtain under our powers and therefore
it is necessary for us to work closely with them to build a full picture.
If there is evidence that financial statements were misleading, and there were deficiencies in the audit, we would take this as a basis to launch an investigation into potential misconduct under our
powers.
As we told the Treasury Select Committee in 2009, our enquiries had not shown evidence of an audit failure. We gave further evidence on this to the House of Lords Economic Affairs Committee.”<2011>
In light of this reported statement by the Chairman in October 2016 “that decisions have to be

taken on available evidence, not “on Political considerations or public clamour”and the
FRC press release above it is insightful to read that House of Lords Select Committee on Economic Affairs (document 22) in 2011 report where at paragraphs 108 and 109 records
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108. “The FRC also wants more power to conduct preliminary investigations. Mr Haddrill said: "At
the moment it's quite difficult for us to conduct a comprehensive investigation into whether or not
there has been an audit failure, if we don't have some real hard evidence of that being available.
We have very limited powers to call into account and to question directors, for example, unless they
happen to be accountants. So we find it quite hard to get a thorough review of whether something
has gone wrong and would like our investigatory powers to be strengthened in that respect."[142]
and then on
109. The FRC argues for these changes on the grounds that too many audits seen by its Audit Inspection Unit (AIU)—which monitors the audits of all organisations in whose financial condition
there is considered to be a major public interest—are substandard.[143].
So did the FRC get the powers and all the evidence they require for their investigations following the
BIS/FRC Consultation on the Reform of the FRC in late 2011/2012. See Part D. What we do know

is that for a second time an FRC statement following PRA/FCA 2015 report on HBOS
19 November 2015

PN 68/15

“The Financial Reporting Council (FRC) has continued to liaise with the PRA/FCA review team in the
course of its review of HBOS. As its work developed, the PRA/FCA requested that the FRC consider
whether there are grounds to investigate KPMG in relation to their audits of HBOS for the financial
years ended 31 December 2007 and 2008, and by extension any of HBOS’ senior management who
are members of a professional body overseen by the FRC, under its disciplinary arrangements.
The FRC has carried out a review of the audit work performed on loan loss provisions in the Bank’s
Corporate Division, in response to the concerns raised by the PRA/FCA, the Parliamentary Commission on Banking Standards and the public at large. The review primarily focussed on whether there
are reasonable grounds to suspect that there may have been misconduct in the application of the
relevant accounting and auditing standards at the time. Based on the findings from this review of
the relevant audit work the Conduct Committee of the FRC has concluded that there were not reasonable grounds to suspect that there may have been misconduct as defined under the disciplinary
scheme for members of the accounting profession. The FRC will review the full report to ascertain
whether it contains any relevant new information.”

whilst now for the third time (at least) the FRC on 19 September 2017 published this
“The Financial Reporting Council (‘FRC’) announces the closure of its investigation into the conduct of
KPMG’s
audit
of
HBOS
plc
for
the
year
ended
31
December
2007.
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.
The investigation related to the extent to which KPMG, during the course of their audit of HBOS plc:



considered the appropriateness of management’s use of the going concern assumption in the
preparation of the financial statements for the year ended 31 December 2007; and
considered whether there were material uncertainties about the entity’s ability to continue
as a going concern that needed to be disclosed in the financial statements.
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In early 2008 HBOS concluded that its financial statements for the year ended 31 December 2007
should be prepared on a “going concern” basis. HBOS did not expect market conditions to worsen
and judged that it would be able to fund itself. The auditor considered and accepted this conclusion.
HBOS published its audited financial statements in February 2008 on that basis. The evidence of market conditions at that time did not show this decision of HBOS or the auditor’s assessment of it to be
unreasonable at the time. The extreme funding conditions which arose in October 2008 were not anticipated.
The FRC conducted a thorough investigation, liaising with other regulators with knowledge of the
relevant events, and obtaining expert advice from independent and experienced lawyers and audit
professionals.
The FRC will publish in October a report on its actions in audit and corporate reporting developments
since the financial crisis, including on the audits of banks.”
We noted with interest and agreement the prior Daily Telegraph reporting on 14 December 2015
Accounting watchdog accused of flunking HBOS probe
The Financial Reporting Council's decision not to investigate KPMG over its audits in the run-up to
the collapse of HBOS was made prematurely and before the evidence was available, MPs are told
HBOS crashed in 2008, and MPs want regulators to look more thoroughly into the way KPMG audited the bank
The decision not to investigate KPMG over its audits in the run-up to the collapse of HBOS was made
prematurely and before the evidence was available, it has been claimed.
The Financial Reporting Council (FRC) decided two years ago not to investigate audits that had been
carried out by KPMG in the months before the spectacular failure of HBOS in 2008 had made it the
symbol of the financial crisis in the UK.
According to officials appointed by MPs to oversee last month’s long-awaited reports into the collapse of HBOS, that decision by the FRC was premature.
“The FRC made their decision to not make a referral before they received the final letter [from regulators investigating the bank’s failure] and before they received the bundle of information from the
review team from the actual report … in November 2013,” said Stuart Bernau, the former head of
Chelsea Building Society who was hired by the Treasury select committee to look into the process.
His colleague Ian Cornish, the chairman of Shawbrook Bank and ex-chief executive of the Yorkshire
Building Society, agreed.
He said that the FRC received some documentation from regulators but did not discuss it further
with officials, or show signs of further interrogation, for example by asking for more documents.
“It struck us as quite shocking, a lack of curiosity, given it was a situation of such obvious public
interest,” Mr Cornish said.
Treasury select committee chairman Andrew Tyrie MP said he was
“flabbergasted” by the revelations.”

15

Regulator in fight to halt release of KPMG files
Concern over links between FRC and auditors
Patrick Hosking, Financial Editor
April 2 2018, 12:01am, The Times

MPs described the Financial Reporting Council’s initial decision not to investigate KPMG
over its role in the collapse of HBOS as “a serious mistake”
The chief accountancy watchdog has hired lawyers to keep evidence confidential that might
throw light on its contentious decision in 2013 not to investigate KPMG’s audit of HBOS.
Four of the auditor’s former partners were serving on the Financial Reporting Council’s
conduct committee when it decided not to investigate their former firm’s role in the bank’s
collapse. Another committee member had advised KPMG previously.
The FRC, which last week emphasised the importance of transparency in its workings, has
appointed Fieldfisher, a law firm, to fight a tribunal appeal aimed at winning access to
documents and emails under the Freedom of Information Act.
The regulator is under pressure to improve its investigatory processes after several
corporate collapses where the auditors failed to spot problems. Last week Greg Clark, the
business secretary, promised an independent investigation into the regulator.
Some concerned investors say that the FRC is soft on auditors because it has been
“captured” by the accounting profession, with its board and decision-making committees
liberally sprinkled with former Big Four accountants.
MPs described the regulator’s initial decision not to investigate KPMG as “a serious
mistake”. Poor accounting and accounting rules have been cited as one reason why no one
understood how bad the bank’s problems were until it was too late. The bank was rescued
by Lloyds TSB with £20 billion of backing from taxpayers. Later £53 billion of its loans went
sour as the extent of its reckless approach to creditors became clear.
The FRC belatedly investigated, only to find the auditor not guilty of any serious failings —
triggering more astonishment from some MPs.
Margot Gibbs, a researcher originally backed by Greenpeace, is appealing against a decision
by the Information Commissioner in November in order to establish how individual
members of the conduct committee voted and whether there was any lobbying between
KPMG partners and their former colleagues and advisers on the committee.
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She also wants to challenge the FRC claim that, despite being a public body, it is largely
exempt from the Freedom of Information Act. The watchdog and the business department,
its sponsoring ministry, have been fighting the public sector classification for 14 years.
The former KPMG partners on the ten-member conduct committee were Paul George, a
partner until 1999, Sean Collins, one until 2009, Joanna Osborne, a partner until 2011, and
John Kellas, one until 2004. In addition, Richard Fleck, its chairman, is a consultant with
Herbert Smith, which used to advise KPMG.
The minutes of the meeting show that Ms Osborne and Mr Collins left when KPMG was
discussed, according to a report into the affair published by the FRC in November last year.
Mr Kellas stayed but “did not participate”. The report did not say what Mr George and Mr
Fleck did, nor how anyone voted.
The FRC confirmed that it had appointed lawyers. “We took this approach, ie explaining why
the request was out of scope and referring Ms Gibbs instead to information we had
published in connection with her request, for consistency of treatment and fairness with all
other FOI requesters whose requests are out of scope.”
Fines by the FRC last year were their highest ever at almost £15 million.
KPMG has been auditor to several leading British companies that have failed or come to
close to failing, including Co-operative Bank, Carillion and Conviviality, the group behind
Wine Rack and Bargain Booze.
The tribunal is due to hear the case on April 27.

Auditing the big accountancy firms
Money week by: Simon Wilson 07/04/2018 0 comments

Carillion: shouldn’t the collapse have been foreseen?
Investors rely on the big accountancy firms to pore over a company’s books and warn
them of impending disaster. Recent scandals suggest they are not doing a great job, says
Simon Wilson.
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Why are auditors important?
From an investor’s point of view, they are vital chiefly because their work underpins trust in
financial markets. Stockmarkets require listed companies to hire auditors to verify their accounts, and certify that the published numbers give a “true and fair view” of circumstances
and income. Such a system isn’t perfect: in practice auditors are accountable to executives
rather than directly to shareholders, and are therefore less prone to challenge them.
Yet without a system of regulated auditors, investing would be even more of a lucky dip than
it already is. Accountants are also important to the UK in that we breed an awful lot of them.
Britain has 350,000 professionally qualified accountants, the world’s highest number per capita (plus another 165,000 students registered with professional bodies). Some 12% of all the
accountants in the world are here, though our economy accounts for 3.5% of global output.

What’s the problem?
There’s a growing crisis of confidence in their ability to do the job properly, and in the capacity of regulators to make them. Fully 40% of riskier audits (for example, those involving
M&A deals) inspected last year by a global watchdog had serious issues with them. And the
big accountants have recently been rocked by reputational woes. The auditors’ regulator, the
Financial Reporting Council (FRC), is seen by critics as a very tame beast. It had to be
pressed by MPs to investigate KMPG’s 2007 audit of the bank HBOS (which got a clean bill
of health a year before it went bust).
The FRC finally reported last year, but found no fault with KPMG’s work. Similarly, when
BHS collapsed in April 2016, PwC had failed to raise any red flags, despite the retailer’s history of losses, a massive hole in its pension scheme and £1.3bn in debts. Then in January, the
construction giant Carillion collapsed, also owing £1.3bn and with a pension deficit of another £1bn – yet none of its auditors had spotted the brewing catastrophe.

Could they have?
Critics argue that of course they could and should have. All the “Big Four” did extensive and
well-paid work for the company, raking in £71m in fees over the decade before its collapse,
and KPMG signed off on the company’s accounts just before the shock profit warning last
July that first signalled Carillion was in real trouble (that audit is now the subject of investigation by the watchdog). Now PwC has raked in another £21.4m in its first three months of
overseeing Carillion’s corpse.
But what’s the point of an audit that fails to give a true sense of the financial health of a company? “Auditors should be playing an important role in corporate governance,” says Rachel
Reeves, the chair of Parliament’s business committee, “providing challenge to directors
where necessary, not presenting company bosses with an ultimately worthless set of documents that can provide a fig-leaf for… poor performance.”
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Is the audit market competitive?
No, it’s an oligopoly of just four players. This week, the fifth biggest player, Grant Thornton,
decided to stop bidding for audit work from Britain’s largest listed companies, saying it is too
difficult to compete with the Big Four. Between them, those four (PwC, Deloitte, EY and
KPMG) audit 99% of the UK’s biggest 100 listed companies, and 96% of the next biggest
250. Critics argue that this kind of set-up encourages cosy relationships between auditors and
client chief financial officers (CFOs), discourages genuine competition and helps to muddy
the waters as to whether auditors are working in the interests of shareholders or management.
The related, crucial, question is whether auditors come under pressure to nod through questionable accounting decisions because their consulting arms are earning massive fees for nonaudit work like tax, IT advice and other consulting. These days the Big Four accountants earn
80% of their fees from things other than accounting. That’s an obvious recipe for conflicts of
interest, critics say.
A recent article by two academics at Canada’s Simon Fraser University, published in March’s
edition of Accounting Horizons, a US academic journal, found evidence of such cosiness,
finding that auditors were almost twice as likely to adopt a client’s position when they are
told that the client CFO used to work at their firm, for example. Given that professional scepticism is the most crucial attribute of an auditor, that’s worrying.

What should be done?
Stephen Haddrill, the chief executive of the FRC, agrees not all is well and has called for the
Competition and Markets Authority to investigate. The modest measures introduced the last
time the market was investigated in 2013 included a requirement for FTSE 350 firms to put
their audit business out to tender every ten years. But since then the market share of the Big
Four has risen further. Haddrill suggests looking again at whether auditors should be forced
to spin off their consulting arms.

Auditing: Going, going, gone
IPE.com April 2018 (magazine) by Stephen Bouvier







IFRS accounts are normally prepared on a going-concern basis following IAS 1
Under ISA 570, auditors must check management’s assertions about going concern
against the available evidence
Where there are issues they can qualify their audit opinion
The UK Sharman Committee stressed the importance of prudence in assessing going
concern
Critics of IFRS think the issue lies less with going concern and more with the reporting framework
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The story of the clean-up after the 2008 financial crisis was one of pray and delay: pray for
the recovery and delay the recognition of the bad stuff. It has served no end of zombie banks
and debt-laden moribund retailers quite well. But when the music stops and the day of reckoning arrives, who warns investors – shareholders like pension funds – that a business is no
longer a going concern?
The commonly held view is that it is the auditor’s job. The audit requirements for going concern are set out in International Standard on Auditing (ISA) 570, Going Concern. This explains that under the going concern assumption, an entity is viewed as “continuing in business for the foreseeable future”. Businesses should record their assets and liabilities on the
basis that it will be able to realise its assets and discharge its liabilities in the normal course of
business.
Unlike some reporting frameworks, International Financial Reporting Standards (IFRS) explicitly requires management to assess going concern. But, as with any forward-looking assessment, it contains an element of uncertainty. Indeed, ISA 570 makes three observations
about the challenges: the more an assessment drifts into the future, the greater the uncertainty
of outcomes; the complexity of an entity’s operations in the context of external events; and,
crucially, the fact that an assessment about future events is based on current information that
can change.
According to paragraph 6 of ISA 570 the auditor is responsible for obtaining sufficient evidence about the appropriateness of management’s use of the going concern assumption. The
standard also envisages three tricky scenarios involving going concern:
• The assumption is appropriate but there is a material uncertainty;
• It would be inappropriate to use the assumption; and
• Management refuses to make or extend its assessment of going concern once auditors have
raised the issue.
In the first scenario, the auditor must assess the adequacy of management’s disclosures and, if
necessary, modify the audit report by including an Emphasis of Matter paragraph to point users of the accounts to the relevant disclosure in the financial statements. Where the disclosures themselves are inadequate or absent, and management refuses to fix the issue, the audit
opinion must be either qualified or adverse.
The second scenario is doubly relevant to troubled companies. Take a business that is overladen with debt with no hope of its lenders throwing it a lifeline. In this case, although it is to
be hoped that both management and auditors would agree that use of the going concern assumption is inappropriate, management might refuse to prepare accounts on a non-going concern basis and disclose the uncertainty surrounding the business’s future.
IFRS does not contain an explicit basis for preparing accounts where use of the going concern basis is inappropriate. In all likelihood, the only basis on which a business can prepare
accounts is on a break-up or liquidation basis. This means that management must begin an
orderly run-down of the company’s operations, pay off creditors and make a final distribution
to shareholders if funds allow.
“IFRS explicitly requires management to assess going concern. But… it contains an element
of uncertainty”
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Now, where management refuses to make a disclosure about material uncertainty, the auditor
has no choice but to make an adverse opinion. This simply means that the audit report will
note that the financial statements do not give a true and fair view. In fact, this is the case regardless of whether or not there is a disclosure about the inappropriateness of management’s
use of the going concern assumption.
But note that the auditors are not making their own assessment of going concern. It is also
clear that where a company is under stress, an adverse disclosure by management, let alone a
negative audit opinion, could push a company into liquidation.
In the wake of the 2008 financial crisis, the International Accounting Standards Board
(IASB) rushed to ‘fix’ accounting. Much of its attention focused on banks. The accusation
was that a flawed IFRS impairment model meant banks reported too little too late on underwater financial assets. But lurking in the shadows was the other too-little, too-late problem:
going concern.
In March 2011, the UK Financial Reporting Council announced the Sharman Panel would
examine the lessons for businesses and auditors in the context of going concern and liquidity
risks. The panel reported in 2012 and urged the IASB to act. Curiously, their report highlighted the importance of prudence:
“The [Sharman] Panel also heard evidence that IFRS had resulted in a move away from prudence towards neutrality in providing financial information. Prudence involves weighting
downside risks more heavily than upside opportunities. The panel concluded that, although
financial reporting may benefit from this shift in terms of enhanced comparability, prudence
remains important in making going concern assessments. Therefore, in making such judgements, directors should seek to ensure that the company is solvent and liquid on a prudent
basis.”
Although in 2012 the IASB was justified in pointing out that prudence was alive and kicking
in the reworked framework following the financial crisis, prudence had gone by the time the
UK’s second-largest construction and services firm, Carillion, collapsed at the start of 2018.
In June 2012, the International Auditing and Assurance Standards Board asked the IFRS to
clarify the going concern assessment. The IFRS proposed a narrow-focused amendment to
International Accounting Standard 1 to clarify when a material uncertainty should be identified and what should be disclosed about it.
The description of the issue by IASB project manager April Pitman seems remarkably prescient of the numerous corporate collapses that were to follow, including Carillion’s.
She said: “Many people were concerned that there were a number of very high-profile failures where a company would reach its year end, a couple of months later the accounts would
be signed and published and a couple of months [after that] the entity would fail. People were
concerned that there had been no disclosure about this problem. That is why the [IFRS] Interpretations Committee thinks we need to address this as a narrow-focused amendment on a
reasonably tight timetable which would be shorter than the annual improvements [project].”
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Pitman added: “Our outreach indicated that the guidance relating to the basis for the preparation of financial statements works well but that there was diversity in practice about disclosure of material uncertainties and when the disclosure that is made is often too little and too
late.”
Ultimately, the board refused to make the amendment. In some ways, the comments made by
board members during the meeting are more informative than any disclosure could hope to
be. As former Volvo finance boss Jan Engstrom put it: “I think it is a day-by-day, week-byweek management issue, if you are in this mess. That is the important information: that you
are in a mess.”
When Carillion went under, there were no warnings about going concern. Or were there?
Fixed assets – stuff you can sell off – accounted for just 5% of its assets. A whopping 40%
came from intangibles – and most of that was goodwill. The lesson of the financialisation of
business is probably that Carillion’s going-concern red flag was its IFRS balance sheet.

Notes / Media
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