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1.

Introduction

1.1

We are a group of experts who have been working for many years to assist The Treasury

Select Committee and, in particular, the previous Chairman Andrew Tyrie MP, to establish the truth
of alleged wrongdoing by all key parties involved in the failure of both HBOS plc and RBS plc. We are
now writing Ms. Nicky Morgan, as the new Chairman of the Committee, and the Committee
Members on the subjects in the heading above to brief the Committee prior to commencing its
upcoming work for this Session of Parliament.
1.2

In summary, we take the view that it was wrong, for a whole range of reasons, for the FRC to

close its investigation into KPMG’s audit of HBOS plc and also wrong of the FCA to refuse to make
public the final S166 investigation report into the alleged wrongdoing of RBS’s Global Restructuring
Group.
1.3

Set out below are our detailed reasons for coming to the above conclusions, along with

copies of a dossier/bundle/file of numbered documents which are referred to in the text below. We
have also sent this briefing paper and its numbered attachments to all TSC members (almost all of
whom are new to the Committee) to their constituency offices.
1.4

Our documents’ bundle includes:-

1.4.1

The Press Release from the FRC on 19 September 2017, in relation to the “Closure of

investigation into KPMG’s audit of HBOS plc” (document 1).
1.4.2

The media coverage in late August of the leaked FCA S166 report on RBS – GRG by a

“whistleblower” to the BBC and a few third parties (document 2).
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1.4.3

A copy of Professor Atul Shah’s recently published book “The Politics of Financial Risk, Audit

and Regulation: A case Study of HBOS”. This provides important and forensic background by a
respected academic into the serious problems relating to the auditing of banks, using HBOS as a
detailed case study.
1.4.4

A copy of the memoirs written by the HBOS Whistleblower, Paul Moore, called “CRASH –

BANK – WALLOP”. All prior members of the Committee have already received a copy of this book
which deals with the TSC in 2009 in Chapter 11 at Page 315+.
The copies of the books will be sent separately to each member of the Committee.

2.
The FRC’s decision to close the investigation into KPMG’s audit of
HBOS plc
2.1

A couple of weeks ago we read Ms. Morgan’s response to the FRC statement in the Daily

Telegraph article “Backlash as watchdog closes probe into KPMG’s doomed HBOS audit” on 19
September 2017. In addition we noted Ms. Morgan’s quoted remarks “Responding to the FRC’s
decision, Ms. Morgan said the committee expects to see “a full explanation” in the watchdogs report
on its findings and “may take further evidence in due course”. Paul Moore’s and Tim Bush’s
comments were also reported in that Daily Telegraph article (document 3). We fully support the
decision to question the FRC on their work. In fact, we believe that this is crucial as a matter of great
public importance. We are sure that the TSC will find this briefing paper vital in its work.
Important background information and context
2.2

At the very outset, the TSC should be aware that, following the final investigation report into

the failure of HBOS by the PRA / FCA published in November 2015, we wrote a detailed briefing
paper to Andrew Tyrie MP and the Treasury Select Committee in relation to KPMG’s audit of HBOS.
As important background reading, we attach this 12 page briefing paper as document 4. This
document should be read first.

Following this input, Mr. Tyrie wrote a crucial letter dated 3

February 2016 to the FRC which is attached as document 5. This letter is of the utmost importance
as the basis for the TSC’s considerations as to what action it should now take. It is quoted in full
below:-
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2.3

The FRC responded to this letter on 10th February (document 5A) but the letter did not

adequately deal with the essence of Andrew Tyrie’s questions. Key points that the TSC should take
into account are as follows:2.3.1

Andrew Tyrie MP had clearly assumed that the FRC had already agreed to mount a full

investigation into the KPMG’s audit of HBOS’ 2007 accounts. Mr. Haddrill’s letter makes it clear that
this was not the case. As he partially explains in his letter in paragraph 4:-

2.3.2

The FRC should have been clearer in explaining that it adopts a two stage process in relation

to disciplinary action. Stage one requires that an initial hurdle must be met i.e. having “…reasonable
grounds to suspect that there may have been conduct which falls significantly short of the standards
reasonably to be expected at the time.” If the stage one hurdle is not met, stage two of the process
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i.e. a full investigation and a hearing before what the FRC calls an Independent Tribunal never takes
place.
2.3.3

Stephen Haddrill goes on to say in the following paragraph:-

2.3.4

This paragraph is ambiguous and gives the impression that, at least, there will be an internal

independent review of conclusions to which the FRC investigation team arrives and this would be
the case relating to the HBOS audit. But this is not the case and, as explained, would only have taken
place if the stage one hurdle had been met and the FRC had gone on to conduct a full investigation.
It is clear from the FRC’s latest statement that the FRC did not carry out a full investigation over the
18 months + because they concluded that the HBOS case did not even meet the stage one hurdle.
2.3.5

The same ambiguity is continued in Stephen Haddrill’s response to Andrew Tyrie’s specific

third question in the following way. We quote the question and then the answer below:-

2.3.6

It should be carefully noted that Stephen Haddrill says “…our conclusions may end up being

judged before an Independent Tribunal at a fair hearing.” In the HBOS case, as explained, this has
not happened because there has never been a full investigation because the FRC concluded that the
HBOS case has never even met the stage one hurdle. It should also be noted that Stephen Haddrill
only commits to subsequent independent scrutiny “….if the Committee feels this to be appropriate
once our disciplinary process is complete,…”.
2.3.7

Haddrill goes onto say that, so far as reporting is concerned, that they will only “…publish a

full report aside from the disciplinary process i.e. that they will not publish a full report into the
disciplinary process. In his specific reply to Andrew Tyrie’s question 5, Haddrill goes on to
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say:

2.3.8

This means that the FRC have only committed to reporting on the work from “our

supervisory inquiry in 2013…” and the other general work that they have done.
2.4

This is clearly an inadequate response.

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.
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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.
2.10

These obvious failures MUST be put right for anyone to be able to have any confidence in

their work.
2.11

By way of further context relating to the TSC’s requirement for the appointment of

independent overseers, in February 2009, Paul Moore provided a 5000 word statement about HBOS
to the TSC Chairman Mr McFall. This was followed up with further more detailed evidential input (a
further 15,000 words). We understand from several TSC – 2009 members since that without the
intervention of Mr Andrew Tyrie MP that crucial subject matter and evidence as to what happened
at HBOS would never have been revealed in the public interest.
2.12

Following this, and as the TSC conducted further detailed work into the causes of the

banking crisis and, in particular, into the failures of HBOS and RBS, the Rt. Hon Mr Jim Shannon, MP
for Strangford (DUP), with his constituent Brian Little and Paul Moore met Mr Tyrie MP in his office
at Portcullis House in early 2011. It was at that meeting that Jim, Brian and Paul emphasised to
Andrew Tyrie the very serious risks (due to conflicts of interest) of relying on investigative work
carried out by the Big 4 accounting firms into regulatory failures. In particular, they referred to the
ongoing investigation at the time by PwC into the failure of RBS which was being carried out on
behalf of the FSA. This serious problem was subsequently the subject of a lead article in the Business
section of the Daily Telegraph on 4 May 2011 - “PwC reported to accounting regulator after taking
criticism of client out of report” – document 6) and the role of the auditors in the banks during the
financial crisis. Paul Moore himself had been the victim of a supposedly independent investigation
by KPMG into his own allegations of wrongdoing at HBOS when he challenged the Board, when Head
of Group Regulatory Risk, about the serious risks of the bank’s highly aggressive sales strategy and
it's breach of the FSA’s Principles for Business. KPMG were, of course, HBOS’s auditors and their
work could never have been independent. The Committee can read a full narrative of this in Chapter
8 of Paul’s book Crash Bank Wallop from page 233+.
2.13

The result of this meeting with Andrew Tyrie, as well as subsequent detailed private input

provided in a letter dated 11 February 2011 by Paul Moore (specifically requested by Andrew Tyrie
MP) was that Andrew Tyrie decided that a new requirement should be imposed by the TSC for
regulators to appoint “independent overseers” for subsequent investigations/reports to ensure both
independence from obvious conflicts of interest as well as the technical quality and competence of
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the work. This has clearly not happened in relation to the work conducted by the FRC relating to the
HBOS audit.
2.14

In the light of the above background information and, in summary, we take the view that the

FRC were wrong to close their investigation into KPMG’s audit of HBOS for the reasons set out
below. As the TSC will understand, some of these reiterate points we have already made in our
briefing letter to Andrew Tyrie MP in December 2015 set out in document 4.
IT WAS COMMON KNOWLEDGE THE HBOS 2007 ACCOUNTS COULD NOT PAINT A TRUE AND FAIR
VIEW OF THE BANK’S FINANCIAL POSITION AND WERE MISLEADING
2.15

There is substantial and overwhelming evidence from numerous sources that proves that all

key parties involved directly or indirectly in the sign-off of the 31/12/2007 accounts knew that the
accounting standards did not paint a true and fair view of the financial position of HBOS in the
market conditions then prevailing.
2.16

This includes the FRC, the Treasury, The Bank of England, (Guardian articles re TSC

documents 7A and 7B and BOE Plenderleith report: Oct.2012), the FSA (an FSA letter to Mr Andy
Hornby dated 21 December 2007 (document 8), Lord Stevenson’s “delusional” emails and letters to
the Chair of the FCA on 13 November 2007 (document 8A) and 18 March 2008 (document 8B),
KPMG and Executive Management at HBOS (Peter Hickman CRO (document 8C) and Phil Hodkinson
CFO until 31/12/2007 (document 8D) evidence to the PCBS which should be read in relation to email
exchange referenced below(document 8E) which together demonstrate the serious concern relating
to HBOS liquidity, risk and loan book.
2.17

Indeed, given what happened so shortly after the sign-off of the 2007 HBOS accounts on 26

February 2008, reflected in Lord Stevenson’s insight to the FSA Chairman in March 2008
(document 8A) “I do think it would be helpful if the BOE made it clear that the 3 month repo facility
will be provided for as long as is necessary and will be unlimited as to amount” together with the
immediate use by HBOS of emergency liquidity from the Bank of England when they launched the
“Special Liquidity Scheme” on 21 April 2008, and the requirement “forced” by the FSA that HBOS
should launch a Rights Issue on 29 April 2008 to raise more capital, this is a self-evident truth.
2.18

It is also important to note that, given the obvious truth that, had the 2007 accounts of

HBOS not been signed-off without explicit qualification, the bank would have immediately failed and
the Labour Government would have had to have bailed it out as they had been required to do with
Northern Rock, there was the strongest motivation possible for all parties concerned to facilitate a
“unqualified” set of accounts.
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2.19

To put it frankly, the mere fact that HBOS apparently went from a profit of more than £5bn

to failure in a few short months means that either those involved in reporting the financial position
of the bank at the end of 2007 were either grossly incompetent or were acting deliberately and
knowingly that signing-off the accounts without qualification was highly misleading.. In our view, the
latter is much more likely motivated as all participants were not to “pull the trigger” on the failure of
one of the biggest banks in the world and, thereby, causing a “domino effect” to the other banks and
the rest of the financial system. The excuse would have been utilitarianism – “the greatest good for
the greatest number of people” but, in a country that professes to be governed by the rule of law,
this is not permitted.
2.20

The key evidence that everyone knew that HBOS accounts should not have been approved

by KPMG without qualification includes the items set out below. We are very sure that if all relevant
documentation from HBOS, the FSA, the Bank of England, the FRC, KPMG was discoverable and all
relevant witnesses involved could be subpoenaed and cross-examined, there would literally be a
“tsunami” of additional evidence that proves the point.
2.20.1 Today we have revealed for the first time, detailed correspondence (document 8E) with Phil
Hodkinson CFO of HBOS until 31/12/2007 who was, therefore, responsible for preparing accounts
for 31/12/2007 and, in all but name (as Mike Ellis was the formal CFO at that time), when signing
them off did not believe the accounting standards painted a true and fair view.
2.20.2 In this regard, it should be noted that management have the over-riding responsibility to
ensure, under their fiduciary duties, that the accounts paint a true and fair view for existing
shareholders as well as prospective shareholders and analysts. Knowing the accounts did not paint a
true and fair view and failing to make that clear is a breach of fiduciary duty as well as a breach of
Principle 1 of The FSA’s Principles for Business – “A firm must act with integrity.”
2.20.3 The accounts set out the requirements as follows:“The group and Bank financial statements are required by law and IFRS as adopted by the EU to fairly
present the financial position of the group and the Bank and the performance for that period; the
Companies Act 1985 provides in relation to such financial statements that references in the relevant
part of that Act to financial statements giving a true and fair view are references to their achieving a
fair presentation. In preparing each of the group and Bank financial statements, the Directors are
required to:
- select suitable accounting policies and then apply them consistently;
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- make judgements and estimates that are reasonable and prudent;
- state whether they have been prepared in accordance with IFRS as adopted by the EU; and
- prepare the financial statements on the going concern basis unless it is inappropriate to presume
that the group and the Bank will continue in business”.
2.20.4 It should also be noted that, even if the accounting standards were appropriate, there must
still be serious doubts as to whether the judgements made by management and KPMG were
appropriate, in particular, in relation to bad debt provisions and the opinion that HBOS met the
“going concern” test which, by its very nature, must be forward looking.
2.20.5 It is also crucial to note that, in relation to KPMG signing-off bad debt provisions (a
fundamental element of the ability to sign-off the 31/12/2007 accounts), KPMG itself, in 2004,
having been engaged to conduct an “independent” review of credit risk management in the HBOS
corporate division signed off HBOS’s “atypical approach” to credit risk management. This can be
proved by viewing the Board minutes of the relevant meeting. In particular, KPMG (under pressure
from HBOS management) agreed that the CEO of the HBOS Corporate Division could sit as the
Chairman of the Corporate Credit Risk Committee. It is absolutely obvious that a credit risk
committee whose primary role was to exercise independent oversight of credit risk policies and
decisions, should never have been Chaired by the Chief Executive of the same operating division,
especially as that CEO was remunerated on the basis of the growth of assets in that division. The
Auditor is formally accountable for identifying control weaknesses that may affect the financial
reporting. A control weakness such as the absence of rigorous independent oversight of credit risk
policies or decisions effectively means that it is impossible for the auditor to sign off loan loss
provisions or an opinion as to whether a firm met the “going concern” test. HBOS should not have
done so at the end of 2007, especially given the critical importance of doing so without conducting
much more rigorous testing and not relying on management assurance.
2.20.6 The PRA / FCA final report into the failure of HBOS also makes it abundantly clear that HBOS
relied almost entirely on management assurance relating to bad debt provisions and only undertook
a specific review of loans that HBOS itself had already identified as having incurred a loss and only
conducted a cursory review of other impaired assets. They also accepted management’s view,
without adequate challenge, of the actual amount of loss on impaired assets recognised by
management. This was never going to paint a true and fair view of the financial position of HBOS as a
going concern. They were also aware of other control weaknesses as pointed out by the Group Risk
Director who they simply ignored. We recommend that the TSC also read the entire section in the
PRA / FCA final report 2.11.3 and 2.11.4 (page 170 to 192) and following relating to financial
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reporting (document 9). Reading this narrative no investigation or credible tribunal could arrive at
any other conclusion than KPMG were fully aware of the auditing problems and chose
inappropriately to rely on management assurance of key financial indicators which were
fundamental to their duty to report on HBOS’s financial status as a going concern without
performing the requisite independent checks.
2.20.7 The Parliamentary Commission on Banking Standards found that “Poor asset quality was the
direct result of the company’s strategy, which pursued asset growth in higher risk areas. This asset
growth was compounded by a risky funding strategy. The combination of higher risk assets and risky
funding represents a fundamentally flawed business model and a colossal failure of senior
management and the Board.” (Para 123) and earlier at Para 116. ”The HBOS failure was
fundamentally one of solvency. Subsequent results have shown that HBOS would have become
insolvent without capital injections from the taxpayer and LBG. At the end of 2011, the HBOS Group
tangible ordinary shareholders’ funds were £23 billion. However, this was only after injections, first
from the Treasury and subsequently from LBG, totalling £28 billion in 2009 and 2010. It is clear that
without these injections, HBOS would have become insolvent and at Para 117. The bank’s solvency
pressures reflect substantial operating losses. HBOS reported pre-tax losses each year in the period
2008-11; the aggregate pre-tax losses for this period totalled £30 billion. These losses were the result
of very large asset impairments. Aggregate impairments for the same period were £50 billion,
concentrated in customer loan impairments, which totalled £46 billion. Losses on this scale
necessitated the recapitalisations.
2.20.8 Paul Moore, who himself had been a partner at KPMG, can testify that KPMG would have
known and understood that this flawed strategy of pursuing asset growth in high risk areas was
never reflected adequately in their review of the loan book /provisions for their financial reports or
in the sign off for a HBOS Rights Issue in 2008. This is corroborated by the findings of the PRA / FCA
investigation into the Failure of HBOS plc published in November 2015. It is well accepted in the
Big 4 that auditors, irrespective of the narrower terms of reference of the audit itself, have access to
all the knowledge and information they need to be able to assess the overall strategic risks of the
banks they audit. We should bear in mind that KPMG hold themselves out as (and are) experts in all
aspects of risk management and generate huge fees from engagements in this area. KPMG carried
out numerous engagements at HBOS relating to risk management effectiveness. They are experts in
systems and controls relating to risk management. The simply cannot deny that they would have
recognised the growing and ultimately extreme liquidity risk that HBOS was running as it grew its
balance sheet at break-neck speed with the use of wholesale finance or the enormous potential loan
impairment risks.
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2.20.9 The TSC will find key evidence of the fact that all key parties knew of the accounting
difficulties in the transcripts of the work conducted by the House of Lords Economics Affairs
Committee in their investigation of “Auditors :Market Concentration and their role” ; which reported
on 30 March 2011. Mr Tim Bush and Professor Stella Fearnley gave expert evidence to some
members.
2.20.10 In particular, the TSC should note that the Senior Partners of the BIG 4 auditors gave their
evidence to the House of Lords Committee on 23 November 2010 which the TSC can watch on the
internet but in light of the recent statement from the FRC about the KPMG audit of HBOS we draw
the TSC’s attention to the comments from 16.34 of the Hearing (Going Concern +) to 17.04
(accounting standards) and in particular the acute awareness and serious concern of all Auditors
about the Banks financial statements for 2007 and 2008. Indeed the auditors had been aware of this
since late 2007 in relation to Going Concern too (document 10 transcript pages 25 to 38).
2.20.11 In this email / document we provide only a few relevant extracts in relation to HBOS audit
for year end 2007 – published 26 February 2008 but encourage the TSC to read Q261- Q268 and
Q272 – Q277 in their entirety.
2.20.12 For example, KPMG Senior Partner Mr Griffith Jones response at Q273 “certainly in our firm
– and I am aware of this – there were very intensive and weekly telephone calls between the senior
bank auditors over the 2007 year end. So I am completely aware of what was going on in the world
but, like most other people in the world, didn’t appreciate what was going to happen, especially to
Lehman Brothers in September 2008.”
2.20.13 The TSC should also read the full Chairman question at Q275 on Page 34 where the
Chairman asks a crucial question and Mr Powell is interrupted:
PwC Mr. Powell: I think that was –
KPMG Mr Griffith-Jones: That was 2008 – it is rather important, that, not 2007
PwC Mr Powell continues: It was the year 31/12/2007, wasn’t it? So as we moved into 2008 we were
looking at the audit opinions on the banks that were at 31 December 2007. Clearly the market had
moved at that point. Everyone was aware of it. At the tops of our organisations we didn’t have
perfect hindsight either. But we were heavily involved as soon as we realised just the scale of the
issues and what the issues were. Sorry …” (See also Times article at document 11).
2.20.14 Prior to this in response to Q266 (p29) Mr Powell said “….the reason that banks got into real
difficulty was the closure of the wholesale markets, and the closure of the wholesale markets in the
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second half of 2007 created real difficulty for many banks. As the auditors, one of the things that we
have to do is look forward – and it’s the same whether it’s a bank or whether it’s any other type of
firm – at the liquidity that is available. One of the key questions around the banks in signing off the
audit opinions at the year-end 31 December 2007 was “Is there adequate liquidity available to this
bank to enable us to form the view that the bank is a going concern and we can sign off a going
concern opinion?” That was the depth of the discussion, as I understand it, in December 2007 and in
2008. Based on the assessment that we took as the four large audit firms, and based on the
assessment of the availability of that liquidity, we then had to go away and form a view and our
auditor partners had to form a view as to whether we could sign off a clean going-concern opinion on
those facts. That is the process that we went through to enable us to form that opinion. ” and this is
followed by Lord Lawson’s question at Q267 “But the question of liquidity in the wholesale market
and so on was only one of the elements. It wasn’t the only element. There was also extremely risky
business being undertaken which was a threat to solvency. They were not insolvent at the time but
here was a threat to solvency there and that is clear. So I am still astonished…..”
2.20.15 HoL report Paras 147 and 148 for Y/E December 2007 “….Since other banks were all still
funding themselves in the short-term wholesale markets at the end of 2007 and market conditions
were still showing signs of easing when banks announced their results in February 2008 ... auditors ...
had no reason to believe that a going concern qualification was appropriate with respect to the
financial reports for the financial years ending 31 December 2007". We do not accept this. A going
concern qualification was clearly warranted in several cases, even if the auditors may
understandably have been reluctant to make it for the reason referred to in paragraphs 140 and
144 above. … “Other bank auditors also maintained that circumstances at the end of 2007 were not
so difficult as to justify qualifying going concern opinions on banks.
2.20.16 In KPMG's view, there were "two key issues which had given cause for concern during the
year—firstly in relation to lack of liquidity, particularly in respect of the securitisation markets, and
secondly in relation to the valuation of securitised assets" But "for the UK banking industry in
general there was insufficient evidence to believe at that time that a material uncertainty in relation
to going concern existed in this regard."
2.20.17 Revealing to the TSC for the first time and, quite extraordinarily, it is on the record that
John Griffith-Jones, at the time the Senior Partner of KPMG (who had already admitted in a wellknown accounting publication that he knew nothing about auditing which is ridiculous for a firm
whose primary line of business is auditing) had openly admitted that the reason that KPMG did not
“raise the red flag” in relation to the audits of the big banks it audited was because it would have
been tantamount to commercial suicide. He made this comment in front of Anthony Hilton, the well-
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known editor of the Evening Standard’s financial section. Anthony can be called to testify to this by
the Committee. However, Paul Moore has relevant correspondence with Anthony that can
corroborate this.
2.20.18 We believe, revealed publicly for the first time on 22 September 2017, after Ms. Morgan’s
reported comments a few days earlier to the Daily Telegraph (document 3), a TIMES article with
further evidence that the BIG 4 knew in December 2007 - Accounting watchdog “was aware of
bank problems in 2007” (document 11). Here their Financial Editor Patrick Hosking reported that
“confidential minutes from a high level City meeting raise questions about the ruling this week by the
Financial Reporting Council that KPMG was “reasonable” in vouching for the health of the soon-tofail bank HBOS. With the credit crunch in full swing , a meeting of investment chiefs and senior
accounting professionals at the offices of Schroders two weeks before Christmas 2007 heard how the
FRC was “fully aware that there might be ‘going concern’ problems at UK banks…….”).
2.20.19 Although, at this stage, we do not have access to the relevant original records, there is the
strongest possible inference in all the circumstances that the FRC itself must have engaged with the
Big 4 Auditors in discussions around the auditing of the 31/12/2007 and 2008 accounts. It would
have been astonishing if they had not. Indeed, a number of witnesses with whom we have engaged
allege that the FRC, in fact, provided auditors and audit committees, with a specific “aide memoire”
whatever that was. In these circumstances, it is quite clear that if the FRC were to investigate HBOS
fully, they would in effect be investigating their own role and contemporary actions/advice, without
any independent oversight. Consequently, the FRC were and are and will always be conflicted in
investigating the role of auditors in the banking crisis, just as the FSA was.
2.20.20 It should be noted that the final PRA / FCA report into the failure of HBOS makes it clear
that by March 2008, HBOS needed to refinance £125 billion of wholesale funding within three
months (see PRA / FCA HBOS Report paragraph 65). This is approximately 1 ¼ times the cost of the
NHS in three months! We also know that HBOS were taking emergency liquidity from the Bank of
England under their Special Liquidity Scheme as early as 21 April 2008. In these circumstances,
HBOS’s dire liquidity position and the need to access funds from the Bank of England MUST have
been abundantly clear both the Directors and KPMG in late February, at the time the HBOS 2007
accounts were signed-off as clean with no qualification. Indeed, Paul Moore can and will testify to
the fact that an ex KPMG Senior Manager working in the Treasury Division said to Mr. Moore, “We
all knew we had an absolutely massive liquidity risk.” Phil Hodkinson the CFO told Mr Moore that the
liquidity risk was the top risk on the risk register in 2007. None of this was transparently reported in
the 2007 Report and Accounts.
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2.20.21 Furthermore we believe the Directors of HBOS, the BoE, FSA and the Treasury, were fully
aware when the Rights issue was announced on 29 April 2008 that; the Bank was not a going
concern but for the fact it was receiving substantial funding from the outset of the (Special Liquidity
fund) as of 21st April 2008 – 9 days before the Rights Issue and Project FOX (HBOS) at the BOE was at
a heightened level since March 2008.
2.20.22 We know that from the failure of Northern Rock in September 2007, from the evidence
given to the PCBS, that the FSA corresponded directly with HBOS (document 8 and, therefore, with
KPMG by no later than 1 February 2008) about their serious concerns as to the liquidity risk etc. at
HBOS. Stevenson kept “batting the concerns away” (documents 8A and 8B).
OTHER REASONS WHY THE FRC’S DECISION TO CLOSE THEIR INVESTIGATION INTO KPMG’S AUDIT
OF HBOS IS WRONG
2.21

It is important to note that the FRC’s disciplinary process is carried out in two distinct stages.

Unless the requirements of stage one are met, the FRC will not conduct a full investigation. Stage
one is essentially one in which a small internal group within the FRC (called The Conduct Committee)
decide on the basis of highly limited evidence whether there is “a case to answer”. It is only if there
is a full investigation that the case is heard before the full Tribunal to which Steven Haddrill refers in
his response to Andrew Tyrie’s letter – and even this Tribunal is not entirely independent. The FRC
stage one process is a similar process to the process by which a Magistrate’s Court used to decide
whether there was sufficient evidence to refer a criminal case to the Crown Court. This was known
as “Committal Proceedings”.
2.22

In this regard, AND VERY IMPORTANTLY, the TSC should be aware that the FRC, without any

appropriate transparency and after a highly limited consultation, in 2012 changed the test for
launching a full disciplinary investigation into pre-crisis auditing from “failed to meet the standards
which could be reasonably expected” to “failed SIGNIFICANTLY, to meet the standards which could
reasonably be expected”. The difference in the hurdle from the original test to the “failed
significantly” test is substantial as the TSC will understand. We believe that there is a strong
inference that this change was effected with the sole intention of avoiding disciplinary
investigations and action against auditors. Indeed, for what other reason would the change have
been made? We expect the TSC will have read this aspect was published in the Times last Monday
(document 12) where they report “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”.
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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.”
2.24

In our view, even though the FRC had told Andrew Tyrie that they expected to have

completed their work by the “Spring” of 2016 (i.e. the work on stage one of their process), for some
inexplicable reason they have allowed the process to drag out for a further eighteen months
(possibly in the hope that delay i.e. kicking the matter into the long grass), might reduce future
scrutiny with a new TSC. In addition, by explicitly saying in their press release at the very end of the
section set out above “….the test that a Tribunal would apply.”, it is clear that the FRC never took
the HBOS case past stage one of their process and have never, in fact, even conducted a full and
forensic investigation.
2.25

Everyone also knows that, the FRC was conflicted by the numerous KPMG alumni involved in

the organisation. See The Daily Mail (document 13) and another Times report by Patrick Hosking on
21 September 2017 (document 13A) which set out in detail all ex KPMG personnel involved at the
FRC. In these circumstances, the FRC’s work on the HBOS audit could not have been independent. In
addition, the FRC were themselves integrally involved in accepting the inappropriate accounting
standards and impliedly or explicitly encouraging auditors to sign-off accounts at the year-end
31/12/2007 as explained above.
2.26

Finally, there is another obvious conflict. Sir Winn Bischoff is the current Chairman of the

FRC. He was also the Chairman of Lloyds Banking Group in 2009 immediately after the agreement to
acquire HBOS but before completion of the deal. This acquisition is now the subject of class action
litigation (document 14) with imminent Court Hearings and the last thing that Sir Winn would want
would be a full investigation into the auditing of HBOS as this should have been the subject of due
diligence prior to the acquisition.
2.27

It is now quite clear that, contrary to the TSC’s requirements in relation to work by

regulators in relation to the banking crisis, the work conducted by the FRC has not been thorough or
subjected to any independent oversight and, therefore, cannot be relied upon.
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OUR CONCLUSIONS AND RECOMMENDATION IN RELATION TO THE CLOSURE BY THE FRC OF THEIR
INVESTIGATION INTO KPMG’S AUDIT OF HBOS
2.28

For the above reasons, the FRC work relating to the HBOS audit is fundamentally flawed and

should be ignored. The TSC should subject the FRC to rigorous cross examination having regard to all
the matters set out above as soon as reasonably practicable. We believe that with the appropriate
forensic determination, it may well be proved that the FRC had an important part to play in
“authorising” KPMG to sign off the HBOS 2007 accounts. They certainly changed the stage one
disciplinary process hurdle from “below the standards” to “significantly below the standards”.
2.29

Phil Hodkinson the CFO at 31/12/2007 and the relevant Group Risk Directors at HBOS in

relation to the 31/12/2007 accounts should be required to give evidence to the Committee and
rigorously cross-examined against the evidence they gave to the PCBS.
2.30

Appropriate personnel who were working at the FSA and the Bank of England should also be

required to give evidence to the Committee.
2.31

Anthony Hilton and John Griffith-Jones should be required to give evidence relating to the

point that it would have been commercial suicide for KPMG to have raised the red flag in their
numerous audits of large banks including HBOS.
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.
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2.34

The FRC excluded from their Terms of Reference any investigation of any other related work

that they performed at HBOS and, in particular, their sign off of the “atypical credit risk
management” and their sign off of the summer 2008 HBOS Rights Issue which we believe to have
been fraudulent as it failed to disclose that HBOS was taking substantial emergency liquidity under
the Bank of England’s Special Liquidity Scheme etc.

3.

The FCA’s decision not to publish their full investigation report into

alleged wrongdoing of RBS’s Global Restructuring Group
3.1

In relation to the above, the TSC should start by reading Mr. Tyrie’s letter dated 31 January

2017 (document 15). Copied below.
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3.2

We have all noted in late August the publicity about the “leaked” S166 report by and for the

FCA and completed in April 2016.
3.3

The TSC published its Conduct and Competition in SME Lending Report on 10 March 2015.

At Chapter 3 paragraphs 53 - 82 the report deals with the RBS GRG unit. As the TSC will know,
without the recent release of those revelations / S166 report by a “whistleblower” within FSA to the
BBC and some other third parties in relation to paragraphs 67 - 69 of that excellent TSC 2015 report
(set out below) the subject matter would have disappeared without trace in the public interest 2+
years on.
“67. The FCA’s review is being conducted by an independent skilled person under section 166 of the
Financial Services and Markets Act (FSMA) 2000. The FCA state that due to the complex nature of the
review and the seriousness of the allegations,” it is expected that the review will report in early 2015.
The FCA appointed Promontory Financial Group and Mazars to conduct the review.”
68. The Clifford Chance review of RBS’s distressed customers, principally by the Global Restructuring
Group, was welcomed by RBS as finding “no evidence of systematic defrauding of business
customers”. However, the review –overseen by a bank executive rather than an non-executive – was
not independent , was based on narrow terms of reference, and left a number of questions
unanswered , such as why GRG could not explain the size of the fees it had charged, and the accuracy
of its asset valuations.
69 The FCA is conducting its own review into GRG. It is important that this review comprehensively
address the allegations against GRG, so that the public can be confident that any wrongdoing is
identified and resolved”

Page 18

3.4

The committee, of course, are also well aware the FCA CEO Andrew Bailey and Board (Chair

Former Head of KPMG) response letter to the TSC / the public on the 11 September 2017 have been
to regard its leak, amongst many other remarks, as a “criminal offence”. We are confused as to what
criminal offence he would be referring to.
3.5

In these circumstances, we strongly recommend that the TSC now required the full

publication of the 361 page report in the public interest. In particular we note comments, reported
by the BBC, where Ms. Morgan is quoted as saying “the FCA told the Committee in November 2016
that a full account of the findings from the skilled persons’ report would be published. Nearly a
year later, and four years since the report was commissioned, we are still waiting for answers”.
Indeed Mr Bailey’s remarks to BBC Radio 5 “Wake up to Money” programme on this report last April
couldn’t have helped the public confidence about the regulator‘s determination and focus on the
matter.
3.6

Furthermore, we understand that Lord Cromwell, Chair of the All Party Parliamentary Group

on Fair Business Banking has also written to Mr Bailey expressing a number of concerns including
“that while details of the "focus and execution" of the investigation remain hidden from public view,
there cannot be confidence that the probe has identified the scale and damage of the poor behaviour
at RBS, nor whether there has been an adequate response from either the bank or the FCA.”
3.7

In short, the TSC has a duty and responsibility to carry on the “sterling” and persevering

work of the previous Chairman of the TSC in addressing the FRC and FCA organisation and regulatory
matters in the public interest as they remain significant matters in the mind of many in the public
almost a decade on.
3.8

As examples only those who have been subject to the public sector pay cap for the last 7

years by HMG and the many SMEs who then and now struggle with the banks actions. I expect the
TSC will know one of the most public was the HBOS Reading case in which the members of the SME
Alliance were in regular contact with Andrew Tyrie. It concluded early this year with the only
criminal convictions since 2007/2008 (document 16).
3.9

Perhaps Mr Andrew Tyrie could lead that independent review of the FRC investigation and

HBOS /Audit together with the FRC regulatory powers and investigatory processes for a post BREXIT
audit world while we learn he may take up the new Chairman role at the FCA (document 17) with
the public interest as a central plank in its role and existence from April 2018?
3.10

Finally, the members of this expert group are ready, willing and able to provide whatever

additional support in relation to all the above matters may require.
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Briefing paper prepared by
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
Mr Brian Little: (Business Consultant / whistleblower / support)
Mr Paul Moore: (The HBOS whistleblower and Author of Crash Bank Wallop - published in 2015)
Professor Richard Murphy: (Chartered Accountant and Political Economist: Book The Joy of tax)
Professor Atul Shah: (Book -The Politics of Financial Risk, Audit and Regulation: A case study of
HBOS)
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
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