
_L
pwc

Paul Smith
Corporate Frameworks, Accotintability and Governance
Department for Business, Innovation and Skills
i Victoria Street
London
SWIH 0ET

19 March 2015

Dear Paul,

BIS Discussion Document: “Auditor regulation - Discussion
Document on the implications of the EU and wider reforms”

PricewaterhouseCoopers LLP (we) welcomes the opportunity to respond to the
above Discussion Document on the implications of the EU and wider reforms.

We thank the Department for Business, Innovation and Skills (BIS) for its
work throughout the four years of negotiation to achieve an agreed common
standard within Europe, and for its continued work since. In particular, we
welcome the opportunily to participate in the Audit Contact Group throughout
the implementation process.

UK Government’s negotiating priorities in Europe

we support the priorities We support the four key negotiating priorities of the UK Government which
which have guided UK were maintained throughout the negotiation of the legislation in Europe.
Government throughout the These priorities were outlined by Jo Swinson MP in her evidence to the
negotiation of this European Standing Committee C on 30 October 2013’, as follows:
lc’gistation: choice,
independence and audit “The Government have consistently stated that any proposed audit measures
quahtzj without unthte should balancefour objectives: avoiding excessive concentration in the audit
regulatory burden. UK market, securing independence in auditorjudgments, securing high-quality
Governments audits more generally, and not imposing additional burdens unless they are
implementation of the objectively justified. In respect ofaudit quality and independence, we agree
legislation should uphold and with Gommissioner Michet Barnier that no change was not an option.”remforce these priorities.

They can be summarised as follows:
• avoid excessive concentration in the audit market;
• secure independence in auditor judgements;
• secure high quality audits more generally; and
• only impose additional burdens where they are objectively justified.

‘http://www.publications.parliament.uk/pa/crn2o1314/cmgenerat/euro/131o3o/;3lo3osol.html
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It will be importantfor 31$
and the FRC to use their
leadership positions in
Europe to work prooctively
for consistent
impleinentatioiz across the
EU.

We support the appointment
ofFRC as the single
competent authority.

We agree that these priorities are of the utmost importance and that the UK

Government’s implementation of the EU legislation should uphold and

reinforce them. We encourage BIS to maintain the UK’s approach of minimum

regulatory interference. This approach is essential, particularly during a period

of economic recovery, when UK business must be focussed on a return to

growth. We also encourage BIS to have the public interest as the focus of their

implementation of the reforms in order to preserve the UK’s well-functioning

and efficient capital markets. Taken together, these priorities and aims should

ensure that the EU reforms are implemented in the UK in a manner that

maxirnises their positive impact on the audit market, whilst minirnising cost

and disruption for UK business.

We urge BIS and the FRC to take a lead within Europe in aiming for

consistency of application of the legislation across Europe as far as possible;

this is of particular relevance for the many multi-national groups that operate

throughout Europe. It is also important in order not to discourage inward

investment from outside Europe. We know from discussions with our clients’

executive board members and their audit committees that they are concerned

about the complexity of having to deal with many different versions of the EU

legislation, as implemented by individual EU Member States. Consistency in

the implementation of the EU Regulation 537/2014 (the Regulation) and the

EU Directive 56/2014 (the Directive) will help to ensure a level playing field,

or at least one that is not harmful to the UK’s capital markets.

We broadly support the majority of the proposals in the Discussion Document,

which we believe to be well-founded and sensible. We have set out our detailed

responses to the proposals in the appendix to this letter. We have the following

important observations to make on the five areas set out below.

1. Proposal to appoint FRC as single competent authority.
2. FRC’s role in implementation.
3. Non-audit services.
4. Engaging with multiple clients simultaneously.

5. Rotation and tendering.

Taking each of these observations in turn.

1. Proposal to appoint FRC as single competent authority

Appointing the FRC as the single competent authority is both logical and

practical. This would give the FRC ultimate responsibility for the audit

regulatory tasks and for oversight of the implementation of the Directive.

However, whilst this would emphasise the role of the independent regulator

and give clarity to the regulatory structure, it is important that the FRC retains

its focus on matters of public interest, on the audits of public interest entities

and on audits which may cause systemic risk.
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Activities which are not
concerned with the public
interest sit otild be delegated
directly to the Recognised
Supervisortj Bodies.

As the FRC becomes more
poweiflul, its governance a uid
accouiztabthty should be
reviewed.

BIS should ensure that tite
FRCfotlows the
Government’s commitments
in its Transposition
Guidance, and also that the
UK Government’s negotiating
priorities are not
compromised.

To prevent any dilution of this focus, we recommend that BIS delegates
responsibility for all regulatory activities in respect of non-public interest
entity audits to the Recognised Supervisory Bodies (RSBs) and that this
delegation is enshrined in legislation. This would reflect the resource
constraints of the FRC, and would be consistent in practical terms with the
way that arrangements operate currently, whereby RSBs are authorised by law
to carry out regulatory tasks that are delegated to them. It will also ensure that
the role of the RSBs is not undermined, and that they continue to play a
material role in the UK framework for audit regulation. This is important,
because the powerful standing of the audit profession both in the UK and on
the world stage is due, at least in part, to the strong heritage of professional
oversight in the UK and the work of the RSBs. To diminish the status of the
RSBs would risk damaging the reputation of the UK audit profession.

As the single competent authority, the FRC will occupy a powerful position
and will certainly have far greater responsibilities than those contemplated at
its inception. We believe, therefore, that it will be important to review the
existing FRC governance structure to ensure not oniy that the FRC is properly
accountable (and in a way that is visible) to the public, but also that there is
active oversight of the FRC. We recommend that a separate consultation be
considered in order to build consensus as to the appropriate future governance
and oversight model for the FRC. As part of this, we would encourage BIS to
consider arrangements for how Parliament, and BIS itself, might exercise
more active oversight of the FRC.

2. FRC’s role in implementation

As the single competent authority, the FRC will become BIS’s “agent” for
implementation of much of the EU legislation, and in particular will be
responsible for the detailed rules on non-audit services, through development
of the FRC’s Ethical Standards for auditors. Whilst we acknowledge that this
is a sensible approach, and indeed the FRC’s Consultation Document
(“Consultation: Auditing and Ethical Standards, Implementation of the EU
Audit Directive and Audit Regulation”2 dated December 2014) (FRC’s
Consultation) assumes that this will be the case, we are concerned that the
FRC may not be considering the same primary responsibilities that would
apply to BIS in implementing the EU legislation.

As a private body independent of Government, the FRC is not strictly bound by
the same obligations as BIS, in particular the Government’s “Transposition
Guidance: How to implement European Directives effectively” dated April
2013 which requires, amongst other things, that the UK does not go beyond

etliical-standards-irnplern-fiIe.pdf
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the minimum requirement of the measure. In our view, as the FRC will be

exercising a statutory obligation on behalf of BIS, BIS should stipulate that the

FRC pay close regard to the principles in the Transposition Guidance,

including the obligation to avoid “gold plating”.

In the FRC’s Consultation proposals, a number of alternative means of

implementing the EU legislation are suggested. We believe that some of these

alternatives could compromise the BIS commitments for good regulation, and

that the UK Government’s four key negotiating priorities (reducing

concentration, preserving auditor independence, promoting high quality in

audits and not imposing additional burdens - as outlined above), may also be

jeopardised. In particular, some of the fRC’s proposals in respect of non-audit

service restrictions (both the proposed restrictions themselves and to whom

the regime would apply) go well beyond the minimum requirements of the

Regulation. This does not reflect the UK Government’s negotiating priority of

not imposing additional burdens on UK business which cannot be objectively

justified.

We agree that the FRC has a vital role to play in the implementation of the EU

provisions, and that this should be achieved through the revision of the Ethical

Standards. However, it is important that BIS is proactive in ensuring that the

FRC is mindful of the Government’s four negotiating priorities, and that the

FRC discharges its delegated responsibilities appropriately. We suggest that,

in delegating powers to the FRC, BIS should set clear guidance and parameters

for the FRC to follow in implementing the reforms. In particular, any

departure from the minimum requirements of the Regulation should only be

considered if it can be objectively justified on clear grounds of public interest,

and if it upholds the priorities consistently applied by BIS throughout the

negotiation of the legislation.

3. Non-audit services

We strongly support the We recognise and strongly support the critical principle of audit independence

critical principk’ of audit that was fundamental to Michel Barnier’s initial proposals and which the UK

independence. But an overly Government, as well as BIS and the FRC, are seeking to protect. We also

restrictive non-rntdit services recognise that the current restrictions on the provision of non-audit services in

regime could have the UK need to change to reflect developments (such as increased frequency of

disproportionate ‘‘ audit tendering and audit firm rotation) in the market in which audit firms are
negative consequences, operating. However, we are concerned that an overly restrictive regime could

have a detrimental impact on choice and competition in the provision of audit

and non-audit services, and a negative impact on audit quality. It could

undermine the important role played by UK audit committees in making

judgements in the best interests of a company and its shareholders, and could

prove costly and disruptive for UK business.
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A restrictive non-audit services regime can rapidly reduce a company’s choice
of audit provider. In a world where auditor rotation will become mandatory
(and therefore one firm is always unable to compete), the impact on
competition and choice could be material. Companies may wish to continue
with existing suppliers of non-audit services, who, under a restrictive regime,
would therefore be unable to compete in a tender for the audit appointment.
This undermines the UK Government’s negotiating priority of upholding
competition and avoiding concentration in the audit market. The Competition
and Markets Authority (CMA, formerly the Competition Commission), in their
final report dated October 2013 on their market investigation in to the
provision of statutory audit services to large companies, recommended that
the FRC amend its articles of association to include an objective of having
regard to competition. We believe that the FRC should adopt this
recommendation as part of the implementation process.

An overly restrictive regime could also have a negative impact on audit quality,
with careers in audit becoming less attractive due to limited opportunities to
obtain experience outside the audit practice. Further strains would be placed
on the multi-disciplinary firm model; we believe that it is essential that the
multi-disciplinary structure of UK audit firms is maintained and, in fact,
celebrated. The multiple disciplines which co-exist within audit firms mean
that the right expertise can be brought to today’s audits, and firms can
innovate to develop the audit of tomorrow.

The UK benefits from a culture of strong corporate governance, including the
important role of the audit committee. Audit committees are able to make
informed judgments, based on clear principles. We support the important role
played by audit committees, which BIS has maintained through the EU
negotiations, and are in favour of proposals which reinforce this role. An
overly restrictive regime could undermine the ability of the audit committee to
exercise judgement in the best interests of the company and the shareholders.

Finally, over-regulation in this area will lead to increased costs of compliance
for UK businesses and may make the UK less competitive in a number of areas
when compared to other EU Member States.

Two examples of our specific areas of concern are set out below.

3.1 Extending the scope of the provisions on non-audit services

In considering the possible The FRC raises the possibility of extending the scope of non-audit service
extension of non-audit prohibitions to entities that would not be PIEs under the EU definition. This
services restrictions to a appears to be in direct contravention of BIS’s clearly stated intention not to
wider group ofentities. the extend the PIE definition, and is contrary to the ideal of European consistency.
FRC shouldfocus on witere As a result, groups operating in a number of Member States could be subject to
the public interest lies. a complex framework of different rules.
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We believe that a “black list”
is UK Government’s preferred
approach.

A ‘witite list” could stifle
innovation in the field of
assurance, and would have a
highly detrimental impact on
choice. Ultimately, audit
quality could be iinpaced.

Difficult issues could arisefor
engagements where it’s
necessary to engage with
multiple clients. A practical
solution will be needed here.

In our opinion the public interest lies with protecting non-professional
investors investing in entities in regulated markets; this is also the objective of
the Regtilation. One alternative raised by the FRC would make the non-audit
service requirements of the Regulation applicable to a much broader group of
entities. In particular, this would include entities with securities, often debt
(for example, high yield bonds) listed on “recognised” but not “regulated”
markets, such as markets in the Channel Islands, Ireland and Luxembourg
which are generally the preserve of sophisticated professional investors. These
entities will regularly be smaller companies, which are vital to UK growth, and
which are often cost and resource constrained. Such companies often rely on
their auditors to provide additional non-audit services, and find that their
auditors are best placed to provide cost effective and high quality advice. To
extend the scope of the non-audit service provisions to these companies will
impose a cost burden on them, and may restrict their access to advice
unnecessarily, with little public interest benefit, but a detrimental impact on
UK growth.

3.2 “White list” of permitted non-audit services

In the FRC’s Consultation the FRC sets out an option for a “white list” of
permitted services as an alternative to the “black list” in Article 5 of the
Regulation. We believe that the “black list” is the UK Government’s preferred
approach, as this was confirmed by Jo Swinson MP in her evidence to the
European Standing Committee C on 30 October 2013, when she referred to the
agreed “black list” as a list which “mirrors existing ethical standards” and
“will impose nofurther burden”.

Following the “black list” approach in the Regulation, and taking the Member
State derogations on prohibited non-audit services, will ensure that the UK
remains a competitive market with flexibility for UK business. This approach
will protect audit independence, whilst providing the right platform for audit
quality to be secured and reinforced in the future. It will also mitigate any anti-
competitive impacts which an overly restrictive non-audit services regime
could cause. A “white list”, which goes substantially beyond the minimum EU
requirements, would trigger many of the problems of an overly restrictive
regime which we discuss above. In addition, a “white list” is inherently
inflexible, which has the potential to stifle innovation in the field of assurance.

4. Engaging with multiple clients simultaneously

Situations where an audit firm engages with multiple parties simultaneously
are not considered in the BIS Discussion Document. However, this is an
important issue that should be considered carefully by both BIS and the FRC,
because of its potential to have highly disruptive impacts. The EU Directive
and Regulation, the FRC Consultation Document and the BIS Discussion
Document consider only simple situations, where an auditor provides services
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to a single audit client, or an entity within that audit client’s group. In practice,
situations arise where multiple parties need to procure services jointly from an
accounting/audit firm. An example of such a situation would be a syndicate of
banks wishing to appoint an accountant to perform a business review of a
borrower that is in financial difficulty. It is unlikely to be in the public interest
for companies to be faced with a vety limited choice of audit firms to provide
the services, particularly in material restructuring and turnaround situations
where only a small number of firms would have the capability to provide the
services required. Clarity is required so that the multiple companies and audit
committees, who might consider it their responsibility to assess the situation,
have a clear framework to follow, which will avoid different (and conflicting)
approaches being taken.

5. Rotation and tendering

UK businesses, and their There have been a number of changes recently in the UK audit market, for
audit committees, need example the FRC’s tendering regime (as set out in the UK Corporate
clarity on how the different Governance Code) as well as the CMA’s tendering regime. These changes will,
rotation and tendering in our view, create a dynamic and even more competitive audit market. As we
regimes will work together. have noted already, there are clear benefits arising from audit firms being

incentivised to set out and better explain their approach to audit quality.

We did not initially support mandatory audit firm rotation as, in our view, it
explicitly restricts an entity’s choice of audit provider. However, we recognise
the need for a compromise to be reached within Europe, and we agree with BIS
that the requirement to rotate auditors at 20 years is a reasonable
compromise.

Implementation of the EU’s rotation and tendering regime in the UK is
particularly complicated as we have two existing tendering regimes (the FRC’s
UK Corporate Governance Code and the CMA’s Order) to take into account.
Whilst at a high level, there is some congruence in the regimes, complex
problems arise on detailed implementation. We have discussed some of these
specific issues with you already and the publication “Auditor Regulation —

Supplementary Information” dated March 2015, produced by BIS is helpful in
dealing with some of them.

In our experience, UK businesses and their audit committees would welcome
clarity as to how these regimes will work together. The uncertainties that UK
businesses are currently facing are significant and, for some, time critical as
they need to plan competitive tender processes, or audit firm rotation in the
near future. It is imperative that BIS, the FRC and the CMA continue to meet
to discuss and address these complexities and ambiguities in order to provide
the clarity that UK businesses need. We have attached a list of common
problems that UK businesses are facing (attached at the end of the appendix to
this letter), and we would be happy to assist further to resolve these.
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We welcome the
implementation progress

mimade sofai’ and lookforward

to continuing to support BIS

in its work.

One specific issue that we have considered in more detail in our answer to

question 31 in the appendix is the reference in the Discussion Document (at

page 34) to the potential that a stated intention by a PIE to tender the audit

appointment in the future (perhaps before the “mandatory” ten year point)

could be binding on the PIE. In our opinion, companies should not be legally

bound by any previously stated intentions to retender for the audit. If a

statement of intention to hold an early tender were to be binding on a

company, this would be a clear disincentive to companies to tender more

frequently. Such a disincentive is contrary to the intentions of the CMA as set

out in their Order (The Statutory Audit Services for Large Companies Market

Investigation (Mandatory Use of Competitive Tender Processes and Audit

Committee Responsibilities) Order 2014), where the CMA expressly states that

it wishes to incentivise FTSE 350 companies to tender at periods of less than

ten years.

We also question whether it is possible from a legal point of view for a

statement of this nature to be binding on the directors of the company.

Conclusion

In conclusion we welcome the progress that BIS has made to ensure that the

EU regime is implemented in UK legislation in such a way as to further the

Government’s key objectives. Recognising that there is further work to be

done, we would be happy to assist and support BIS throughout the

implementation process, through our involvement in the Audit Contact Group

and more widely.

Yours sincerely,

(

Ian Powell
Chairman and Senior Partner

cc: Jo Swinson MP
Richard Carter, BIS
Sir Winfried Bischoff, FRC
Stephen Haddrill, FRC
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Appendix - BIS discussion document

PwC’s responses to questions

Qi. In relation to the measures discussed in both this and the next chapter, we would
welcome comments on the balance between legislative and non-legislative implementation of
the requirements of the new Directive and Regulation.

Legislation is inflexible and can be dfficLtlt to amend to meet changing circumstances. It is
important that anyframework can keep pace with the changing market in which audit
firms operate, and on this basis our view is that implementation should be via non-
legislative means asfar as possible because this will be more responsive to market changes.
This is also in line with the UK Government’s “Transposition guidance: how to implement
European Directives effectively” (dated April2013) in which the Government states that
when transposing EU law it will “wherever possible seek to implement EUpolicy and legal
obligations through the use ofalternatives to legislation”.

Q2. In relation to all the Member State options in the Directive and the Regulation, we would
welcome comments to inform our thinking on whether and how these should be taken up.
Though many are discussed in this document and in specific questions, all the options in the
Directive and Regulation are considered in the options tables that are being made available
separately.

We welcome the confirmation that the UK Government is not proposing to take up the
Member State option to define additional PIEs. However, in its Consultation Document
(“Auditing and ethical standards — Implementation of the EUAudit Directive andAudit
Regulation” dated December 2014) the financial Reporting Council (fRC) is taking a
different approach as it is seeking views on whether there are some entities that are not
PIEs under the EU definition, but which are ofsufficientpublic interestfor some of the more
stringent requirements of the Regulation to be applied to them. We do not agree with the
approach taken by the FRC on this issue (as we have explained in our response to the FRC
Consultation Document at question 4) and we urge BIS to ensure that the FRC adheres to
the UK Government’s stated position on this point i.e. that it does not proposed to define
additional PIEsfor the purposes of the application of the Regulation and the Directive to
PIE audits.

In addition, the FRC’s Consultation sets out an optionfor a “white list” ofpermitted services
as an alternative to the “black list” in Article 5 of the Regulation. We believe that the “black
list” is the UK Government’s preferred approach, as this was confirmed by Jo Swinson, MP
in her evidence to the European Standing Committee C on 30 October 2013, when she
referred to the agreed “black list’ as a list which “mirrors existing ethical standards” and
“will impose nofurther burden”. In our opinion (and as we have explained in our response
to the FRC Consultation at question ), the “white list” would have a highly detrimental
impact on choice in both audit and non-audit services.

As to how the Member State derogations should be taken up, we support thefour key
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negotiation priorities of the UK Government which were maintained throughout the
negotiation of the legislation in Europe. These priorities were outlined by Jo Swinson MP in
her evidence to the European Standing C’ominittee Con 30 October 20133, asfollows:

• avoid excessive concentration in the audit market;
• secure independence in auditorjudgements;
• secure high quality audits more generally; and
• only impose additional burdens where they are objectivelyjustified.

We agree that these priorities are of the utmost importance and that the UK Government’s
implementation of the EU legislation should uphold and reinforce them. We encourage BIS
to maintain the UK’S approach ofminimum regulatory interference and to have the public
interest as thefocus of their implementation of the reforms in order to preserve the UK’S
well-functioning and efficient capital markets. Taken together, these priorities and aims
should ensure that the EU reforms are implemented in the UK in a manner that maximises
their positive impact on the audit market, whilst minimising cost and disruptionfor UK
business.

Q. In relation to the measures discussed in both this and the next chapter, what issues do
you think arise that have not been considered as part of the discussion? If there are any, how
do you think these should be addressed?

We believe that it wilt be important to review the existing governance structure of the FRC
to ensure that the FRC is properly accountable (and in a way that is visible) to the public
and to ensure that there is active oversight of the FRC As the single competent authority,
the FRC will occupy a powerful position and wilt havefar greater responsibilities than
those contemplated tvhen the FRC wasfirst established. We recommend that a separate
consultation be considered in order to build consensus as to the appropriatefuture
governance and oversight modelfor the FRC. As part of this, we would encourage BIS to
consider arrangementsfor how Parliament and BIS itselfmight exercise more active
oversight of the FRC.

Qj. In relation to the measures discussed in both this and the next chapter, we would
welcome comments on any burdens applied to small and micro sized companies and audit
firms in particular by the proposed implementation, which you consider are disproportionate
to the wider benefits?

We acknowledge that the tendering and rotation regime is decided. However, in the
interests ofcompleteness, we note that the requirementsfor tendering and rotation will
result in substantial disruption and transition costs (due to morefrequent tenders) to both
companies and auditfirms. Companies wilt have to deal with disruption to their business
caused by morefrequent tendering and rotation and with senior personnel being distracted
from other commercial activities in order tofocus on tendering and rotation. Auditfirms

3 http://www.publications.parliament.ttk/pa/cm2o1314/crngeneral/euro/131o3o/l3lo3oso;.lltrn
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wilt have senior partners anti stqffciiverteclftom audit work in order to preparefor
competitive tenders and the impact of rotation. It is important that these downsides are
recognised particularly when considering potential extensions of the rules to smaller
companies and when considering the additional impacts imposed by other aspects of the
Directive and Regulation.

Q5. Do you agree that the Government should not expand the definition of a PIE beyond the
EU minimum requirement — that is listed companies, banks, building societies and insurers?
Please provide ftirther information in support of your answer?

We agree that the definition ofa PIE should not be expanded beyond the EU minimum
requirentent. This definition was agreedfollowing negotiations in Europe and reflects the
underlying aim of the Regulation and the Directive which is tofocLts on entities where there
is a public interest and which cotttd give rise to systemic risk. Not expanding the definition
ofa PIE is in accordance with the Government’s policy ofnot “gold plating” the
iniplementation ofEU legislation in the UK. It also reflects the UK Government’s
negotiating priorities in Europe at the time the EU legislation was debated which inchtded
the objective of not imposing additional burdens unless they can be objectivelyjustified.

As noted in our response to question 2 above, the FRC arc consulting on extending the
requirements of the Regulation to a wider group ofentities than are currently included in
the FRC’s definition of “listed entities”. The FRC’s definition of “listed entities” is wider than
the definition of “public interest entity” in the Regulation and the FRC are consulting on
extending the requirements of the Regulation to entities which are considered to be of
sufficient public interest to warrant some of the more stringent requirements of the
Regulation. Consequently, exchanges such as AIM and regulated but unrecognised
exchanges such as the Channel Islands Securities Exchange could be in eluded as “listed
entities”. In our view, BIS should ensure that the FRC adhere to the UK Government’s stated
position in not expanding the definition ofa PIE or, as a minimum, that the FRC extend the
requirements of the Regulation to entities where there is a clear and material public
interest.

We have thefollowing additionalpoints.

;. Simplicity and consistency across Europe - adopting the EU minimum
requirement is in the interests ofsimplicity and consistency across Europe. Groups
operating in, or looking to invest in, Europe will welcome a unified and consistent
regulatory regime. Inconsistent definitions would impose a szqmficant
administrative burden on groups operating in a number ofMember States, with
different PIE definitions and different versions of the Regulation to conzpty with.
C’onsistency, where possible, is also important in order to encourage inward
investmentfrom outside Europe.

2. Disproportionate cost and administrative burden - expanding the definition
ofa PIE would impose an additional cost burden on alt entities classified as a PIE. In
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particular, it would Unpose a thsproportionctte burden on smaller entities which are

so classfied. More iinportanthj, there is little or no public interest in mamj of the

entities which miglztfall to be included in an expanded PIE definition. Many smatter

entities would require additional governance,Jor example andit committees, which

may not currently be in place. In addition, these companies would have to become

familiar with the new rules, may have to put non-audit services out to tender and

may be burdened by an increase in auditfees due to the new governance structures.

These additional costs may have a detrimental impact on companies (in particular,

smaller companies) operating in a recovering economy, many ofwhich will incur

costs with no corresponding public interest benefit.

3. Recognised but unregulated exchanges — the FR C’S Consultation considers

extending the scope ofnon-audit service prohibitions to entities that would not be

PIEs under the EU definition. Our view is that this could have a significant and

disproportionate impact on entities listed on recognised, but unregulated exchanges,

with no corresponding public interest benefit. Exchanges of this type,for example,

the Channel Islands Securities Exchange (CISE), a stock exchange recognised by

HMRC but not a regulated market, are typically used by institutional investors. We

believe there is little “public interest” in entities with instruments quoted on such

exchanges, and that such entities pose limited systemic risk, and to extend the

definition to entities that have debt listed on such an exchange would go beyond the

policy aims of the Regulation and Directive.

Another example is companies listed on exchanges such as MM, Sharemark and
Asset Match. The typical type ofentity listed on these exchanges wilt not have the
same level of internal resources as larger listed entities. For an entity of this type to
be subject to the mandatory auditfirm rotation requirements that apply to PIEs will
be costly and time consuming. Additionally, entities of this type are more likely to
seek advice and supportfrom external advisors. For these smaller entities, the level
ofauditfee is likely to be relatively low, and the impact of the EUfee cap at 70% may
effectively preclude the auditfirmfrom undertaking permitted non-audit services
and therefore preclude the companyfrom leveraging the auditfirm’s knowledge of
the business. Consequently the company may have to seek advicefrom djfferent
advisers, and it may be more difficult and expensive to engage appropriate
assistance when it is most needed. This could be detrimental both to the ability of the
company to grow, and also to investors. This does not create a level playingfield
when compared to a large main market listed entity, where significant auditfees
would allow the provision ofa considerable volume ofpermissible non-audit
services within the level of the cap.

The exclusion ofexchanges such as MM, Sharemark andAsset Matchfrom the PIE
definition is also consistent with thefinancial reporting requirements set out by the
London Stock Exchange. Thesefinancial reporting requirements do not apply to
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AIM, Shai’emai’k or Asset Match listed entities. In addition, not applying the same
restrictions to entities listed on these exchanges is consistent with the concept of
having two markets in the London Stock Exchange. To apply the same rules to the
mctin market and thejimior market would be, in our view, to undermine the purpose
ofhaving two distinct markets.

Q6. What issues, if any, do you consider arise from the application of the provisions of the
Regulation to audits of PIEs as defined in the Directive? How do you consider these should be
addressed?

The issues which arisefrom the application of the Regulation to PIE audits are, in our view,
asfollows.

1. Rotation ofauditfirms may have anti-competitive effects - the promotion
ofcompetition in the statutory audit market is ofutmost importance. The provisions
ofmandatory attditfirm rotation will be afeature of the new regime, but rotation
may prove to be anticompetitive, as there will always be at least one potential
provider ofstatutory audit services who will not be eligible to tender. Whilst we
recognise that mandatory auditfirm rotation is now afeature of the audit market,
we are concerned that the combination ofa mandatory auditfirm rotation regime
with an overly restrictive non-audit services regime could have a detrimental
impact on choice and competition in the provision ofaudit and non-audit services
with, as a consequence, a reduction in the number ofauditfirms which are available
and willing to participate in an audit tender. For this reason we recommend that
31$ ensure that someflexibility in the provision ofnon-audit services is retained.

2. Increased complexity - the application of the provisions in the Regulation is
likely to bring increased complexityfor PIEs including the imposition ofnew and
additional governance procedures. There are likely to befamiliarisation costsfor
auditors and alsofor PIEs which may not previously have been subject to the same
governance and regulatory requirements. For example, there may be entities
included in the PIE definition which will not have an audit committee or which have
one audit committee within a group where that audit committee does not have
oversight of the PIE. Specific examples include entities which have only listed debt
securities, where those securities are owned within the group and not by external
investors, or alternatively are held by providers offinancing to the business in place
ofa regular loan structure. These entities are unlikely to have an audit committee at
the individual entity level (the entities are often specialistfinancing vehicles set up
for the purpose of ringfencing the listed debt) and often there is no audit committee
within the group of which they are apart. These issues may be mitigated by: (i)for
PIEs which have no audit committee, the board being permitted to act in place of the
audit committee; and (2) the application of the requirements in the Regulation being
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kept to the minimum required.

3. Clear wording in the implementation ofthe Regulation and supporting

guidance - it will also be importantfor there to be clear and unambiguous wording

in the implementation of the Regulation andfor supporting guidance to be

published. The prohibitions in Article 5 oft/ic Regulation,for example, are widely

drawn and open to a range of interpretations e.g. it is unclear what is intended by

the prohibitions on “the provision ofgeneral legal counsel” (Article 5(1)(gD and

“services linked to thefinancing, capital structure and allocation, and investment

strategy of the audited entity, except providing assurance services in relation to the

financial statements, such as the issuing of comfort letters in connection with

prospectuses issued by the audited entity” (Article 5c1)ft)). The extent of the

prohibition in Article 5(1)(d), “services that involve playing any part in the

management or decision-making process of the audited entity” is also very unclear,

especially as regards when an activity becomes “part” of the management or

decision-making process.

4. Potentialfor detriment to audit quality - maintaining auditor independence is

ofparamount importance, however, the prohibition on the provision ofnon-audit

services by the auditfirm may be detrimental to the quality of the audit. A career in

audit may become less attractive fthere are limited opportunities to obtain

experience outside the audit practice. Further strains would be placed on the multi

disciplinary model which, fit leads to audit onlyfirms, could have a detrimental

impact on the quality of the audit as audit quality depends on inputfrom experts in

other areas, such as tax. We believe that it is essential that the multi-disciplinary

structure of UKauditfirms is maintained and celebrated. Whilst we recognise that

the current restrictions on the provision of non-audit services in the UK need to

change to reflect development (such as increasedfrequency ofaudit tendering and

auditfirm rotation) in the market in which auditfirms are operating, BIS should

ensure that such change does not lead to unintended and adverse consequences with

respect to choice, competition and audit quality.

Q’. What issues, if any, do you consider arise from the need to broaden the application of the
implementation of the 2006 Directive as amended to include:
• other entities whose securities are admitted to trading on a regulated market;
• electronic money institutions;
• payment institutions;
• MifiD investment firms;
• Undertakings for Collective Investment in Transferable Securities (UCITS); and,
• Alternative Investment Funds (Mfs).
How do you consider these should be addressed?
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For the UK, ci number of these entities wilt have previously been subject to audit as a result
of their constitution (an LLP strttcture, a compamj or as a qualifijing partnership),flnanciat
services lecpslation or on ci voluntary basis. In our view there wilt only be a small additional
burdenfor this population ofentities taken as ci whole.

Q8. What do you think are likely to be the farniliarisation costs to auditors of PIEs arising
from all the changes affecting them. In particular:
(a) how many person hours likely to be involved in an individual statutory auditor and their
team understanding and preparing for the changes?
(b) what are the costs to audit firms of updating internal management systems to reflect the
changes?
(c) How this is likely to vary by size of audit firm?

For (a) and (b) - it is too soon to be able estimate the costs in quantitative ternzs. However,
in qualitative terms, costs will include the costs offamiliarisationfor new clients which
have notpreviously required an audit, as well as training costsforfirms in training their
assurance partners and staffinvolved in audits.

We can draw a usefid parallel with the costs ofISA implementation, by reference to the
study carried out by the University ofDuisberg-Essen published in June 20094 on the cost
ofclaritzj ISA implementation. The study identified costs asfollows:

• methodology, guidance amendment costs ofC2omfor largerfirms;
• training costs ofe35m;
• costs ofsystem changes (because most audits are performed using electronic tools) of

C8.4m; and
• costs to change quality control policies and procedures ofC2m.

In addition, one- offcosts at a client engagement level, as well as ongoing costs at
engagement level to introduce and then continue with new policies, processes and
procedures, were also identtfied.

(c) It is too soon to be able to estimate variation infamiliarisation costs by size ofauditfirm
but clearly the costs in (a) will be greaterfor the largerfirms, with a greater number of
staff to train and more clientsfor whom to adapt the audit. The costs in relation to (b) are
likely to be proportionately more burdensome on the larger auditfirms than the smaller
firms withfewer PIE clients.

Qç,. Do you agree the FRC should be the single competent authority with ultimate
responsibility for the audit regulatory tasks and for oversight under the 2006 Directive as
amended by the new Directive and under the Regulation?

4 http://ec.europa.eu/internaLmarket/auditing/docs/ias/study2009/report_en.pdf
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It is logical and sensiblefor the FRC to be the single competent czuthorthj with ultimate

responsthzlthjfor the audit regulatory tasks andfor oversight under both the 2006

Directive (as amended by the new Directive and the Regulation. This would give clarity to

the regulatory structure, and would emphasise the role of the independent regulator in

overseeing the auditprofession. However, it is inzportantfor the FRC to retain itsfocus on

audits where there are public interest considerations and issues ofsystemic risk, without

dilution offocus. Consequently, we satggest that in the interests ofsuccessful management of

responsibilityfor auditor oversight, BIS should consider delegating all non-public interest

activity to other bodies, and in particular to the Recognised Supervisory Bodies (RSB). We

also suggest that this delegation is enshrined in legislation. We anticipate that the outcome

ofsuch delegation will be broadly consistent in practical terms with current arrangements.

The governance and accountability of the FRC, as the single competent authority, would

need to be reviewed under any new structure. As the single competent authority, the FRC

will occupy apoweifut position and will certainly havefar greater responsibilities than

those contemplated at its inception. In our view it will be important to review the existing

FRC governance structure to ensure not only that the FRC is properly accountable (and in a

way that is visible) to the public, but also that there is active oversight of the FRC. The

mechanismfor the FRC’s accountability already exists as it is set out in the Memorandum of

Understanding between BIS and the FRC which states (atpara 8) that the FRC is “directly

publicly accountablefor all its responsibilities” and must “report on the exercise of its

regulatoryfunctions in its annual company report and otherwise as it considers

appropriate’ We recommend that a separate consultation be considered in order to build

consensus as to the appropriatefuture governance and oversight modelfor the FRC. As

part of this, we would encourage BIS to consider arrangementsfor how Parliament, and

31$ itself, might exercise more active oversight of the FRC.

Qio. What issues, if any, do you consider arise from the need to implement a new statutory

framework for the setting of auditing standards and for audit inspections, investigations and

discipline by the single competent authority to replace the current framework that requires

the bodies’ rules to provide for this? If there are any, how should they be addressed?

We have already considered the issue ofa review of the governance and accountability of

the FRC (see our response to question 9). There may be a risk that the concentration ofall

powers with the FRC (as the single competent authority) could result in little or no ability to

challenge the view taken by the FRC or to appeal their decisions. Such a provision is, in our

opinion, important to consider in designing the new structure. We recommend that a

separate consultation be undertaken to build consensus as to what is an appropriatefutitre

governance and oversight modelfor the FRCs new role. We have thefollowing additional

points.

1. Governance ofsingle competent authority by non-practitioners - There is a

requirement (2o14 DirectiveArt32(3D that the governance of the single competent

authority should be undertaken by non-practitioners, asfollows:

“The competent authority shall be governed by non-practitioners who are knowledgeable in
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the areas retevctnt to statutory audit... The competent ctitthorittj may engage practitioners to
carry out specffic tasks and may also be assisted by experts when this is essentialfor the
properfulfilment of its tasks. In such instances, both the practitioners and the experts shalt
not be involved in any decision-mctking of the competent authority.”

We recognise this requirement under the Directive but we encourage the FRC to consider
ways in which practitioners can contribute positively to policy development of the
competent authority.

2. Recognised Supervisory Bodies (RSBs) to be responsiblefor managing
complaints - It is importantfor the stability of the capital markets that the FRC
concentrates on systemic risk to those markets. This is in line with Sir Winfried Bischoffs
statement in the FRC’sAnrntal Report 20145 at page :

“. . .the FRC hasfocused its authority and resources on the contribution that high quality
corporate governance and reporting can make to effectivefunctioning of the capital
markets and to economic stability and growth”.

Any expansion of the FRC’s role risks the FRC’sfocus becoming distractedfrom this.
Equally, there needs to be a proper mechanismfor individuals’ complaints about
accountants, auditors or audits to be heard and responded to. Mechanismsfor dealing with
these complaints are crucial and in the best interests not only ofconsumers but also the vast
majority ofhigh quality professionals and professionalfirms which abide by the Ethical
Standards. Responsibilityfor managing them is, in our view, best delegated to the RSBs to
deal with (as is the current arrangement).

Qil. What issues, if any, do you think might arise for the current investigation and
disciplinary arrangements between the professional supervisory bodies and the FRC, that
apply to accountants generally as opposed to only auditors, given the changes in relation to
audit? If there are any, how should they be addressed?

We do not believe that there are any issues which might arisefor current investigation and
disciplinary arrangements between the professional supervisory bodies and the FRC that
apply to accountants generally as opposed to auditors only, given the changes in relation to
audit. The FRC already has disciplinary powers over accountants (and auditors) in cases
where there is deemed to have been an impact on the public interest but otherwise
disciplinary responsibilities would remain with the RSBs.

Q12. In relation to each of the tasks provided for in the Directive and Regulation, do you
consider that responsibility should be allocated to the single competent authority, for it to
delegate to the professional supervisory bodies as appropriate and to the extent permitted in
the Directive and Regulation? Please provide further information in support of your answer.

annual-report-and-accounts-2o13-;4.pdf
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We do itot consider thctt responsibilthjfor the tasks set out in the Directive and Regulation
should be allocated to the single Col7lpetent authoritijfor it to delegate in turn to the RSBs. If
the single competent attthorittj were to take on delegation responsibilities, its cifectiveness
in its supervisory role could be diminished. In our view, the FR C’S primary role is, and
should continue to be, tofocus on issues ofpublic interest, to ensure the stability of the
capital markets and reduce any s?Jstemzc risk to those markets. This is in line with Sir
Winfried Bischoffs statement in the FRC’S Annual Report 2014 at page 96: “...the FRC has
focused its authority and resources on the contribution that high quality corporate
governance and reporting can make to effectivefitnctioning of the capital markets and to
economic stability and growth “.

Q13. For any tasks where responsibility is allocated to the single competent authority for it to
delegate, what limitations, if any, do you consider would needed to ensure that authority only
retained responsibilities or reclaimed delegated responsibilities in appropriate
circumstances? What do you consider these circumstances should be?

The FRC’S current key activities (as set out on their website7) in relation to audit and
assurance are asfollows:

‘The FRC sets high quality audit standards and guidancefor listed and other entitiesfor the
aim ofsupporting investor, market and public confidence in financial and governance
stewardship.

The FRC, through its audit and assurance team, develops and maintains auditing &
assurance standards and guidancefor engagements that are performed in the UK and
Republic ofIreland; influences international standards & guidance and policy
developments that may affect audit and assurance services in the UK and Ireland; and
undertakes and commissions research on matters relevant to audit and other assurance
engagements that are performed in the public interest.”

Our view is that the primary role of the FRC is, and should continue to be, to ensure the
stability of the capital markets and reduce any systemic risk to those markets. This is in tine
with Sir Winftied Bischoffs statement in the FRC’s Annual Report 2014 as set out in our
response to question 12 above. This, as well as afocus on issues ofpublic interest, could be
emphasised in the FRC’s objectives asfollows:

“The FRc, through appropriate allocation of rights and responsibilities to the RSBs,
maintains aprimaril responsibilityfor entities associated with the public interest and a
focus on the reduction ofsystemic risk to the capital markets”.

report-and-accounts-2o13-14.pdf
7 https: //www.frc.org.uk/Our-Work/our-key-activities/audft-and-assurance.aspx
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Q14. In relation to each of the tasks provided for in the Directive and Regulation, are there
any tasks, or any aspects of those tasks, that you consider ft is important should continue to
be covered by provisions in legislation on the content of the rules of the supervisory bodies?
Please provide further information in support of your answer.

We have no comments to make in relation to this question.

Q15. Do you consider that both the registration of statutory auditors and their removal from
the register should be covered by regulations under the Companies Act? If so, which body or
bodies do you think should have statutory powers for the removal of statutory auditors from
the register?

Article 32(4b) of the 2014 Directive providesfor detegation of tasks to other authorities as
follows:

‘Member States may delegate or allow the competent authority to delegate any of its tasks
to other authorities or bodies designated or otherwise authorised by law to carry out such
tasks.

The delegation shall specify the delegated tasks and the conditions under which they are to
be carried out. The authorities or bodies shall be organised in such a manner that conflicts
of interest are avoided.”

The Recognised Supervisory Bodies (RSBs),for example the ICAEW, currently have
responsibilityfor the registration and removal ofstatutory auditors. In our view,
prachsing accountants are best placed to determine what is achievable and reasonable in
practice. Consequently, responsibilityfor the registration and removal ofstatutory auditors
should be delegated to the relevant RSB, to be dealt with by a panel where practitioners
have the majority view, as long as conflicts of interests are avoided.

Delegation to the RSBs would also help to ensure that thefocus of the FRC is not diverted
from areas ofsystemic risk in public interest audits whilst the RSBs canfocus on the smaller
end of the market, where issues of material public interest are much less likely to arise.

Qr6. Do you consider that, for consistency with a framework of ultimate responsibility,
single competent authority approval should be required for the rules of the supervisory
bodies?

This is an issuefor the R$Bs to comment on, but in our view, the RSBs should be able to set
their own rules, with inputfrom practitioners, as appropriate. The FRC has an oversight
role, and there is no provision in the EU Regulation or Directive that requires the single
competent authority to approve the rules of the supervisory bodies. Consequently we do not
consider that single competent authority approval should be requiredfor the rules of the
RSB’s.
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Q17. What do you consider are the costs and benefits in monetary terms and in terms of the

effectiveness of audit regulation of the proposals in this chapter and of your preferred

approach to implementation of these provisions?

The key aspectsfor BIS to consider are notjustfinancial cost/benefit in ternzs ofaudit

regulation, bitt also the wider impact on the accountancy profession as a whole. In

particular, it is important that a career in audit remains an attractive optionforfuture

entrants and that it continues to attract new applicants, as it is they who will be responsible

for maintaining and promoting audit cjualitij, both now and in thefuture. In order to

achieve this, there is a need to ensure that attdit does not become a profession which is over

regutated and that the RSBs, as the professional bodies, retain a rote which, in turn, helps to

maintain the status of the auditing profession.

Qi8. Do you agree that the provisions of Article 4 of the Regulation on the cap on non-audit

services should be included in amendments to the fRC’s ethical standards for auditors?

Please provide information to support your answer.

We agree with this proposat as it wotttd be helpful fall requirements relating to non-audit

service restrictions were included in a single set ofstandards. This would:

i) ensure consistency ofapplication and ease of understanding;

2) make it easierforfirms to implement, monitor and comply with the provisions; and

enable the FRC to deal with any issues ofnon-compliance using their existing

disciplinary processes (as opposed to the Courts having to determine such issues which

would involve additional cost and uncertainhJ ofoutcomefor all parties).

However, any amendments should represent the minimum requirements under the

Regttlation. This is in accordance with the UK Government’s negotiating priorities in

Europe at the time the EU legislation was being debated, one ofwhich was that additional

burdens should not be imposed other than where they are objectively justified. In addition,

there should be no “gold plating” by the FRC when implementing the EU requirements

unless accompanied by a comprehensive cost/benefit analysis which includes analysis of

the effects of introducing complexity through multiple different EU Member State regimes.

There is currently confusion over the methodology which should be used to calculate the

cap. If the FRC do incorporate the provisions ofArticle 4 of the Regulation into their revised

Ethical Standards, the basisfor calculation of the cap must be made absolutely clear.

Q19. What issues, if any, do you consider arise from the application of the provisions on the

cap on non-audit services? If there are any, how do you consider these should be addressed?

The issues which we consider arisefrom the application of the cup on non-audit services are

asfollows.
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1. A keq issue is clarthj around the calculation oft/ic cap. In parhculw whetherfees
billed by the network firms of the PIE auditor need to be included, both in the audit
fees and thefeesfor nc)n-ctudit services. Ckzrthj is also required cts to when the
calculation should he undertaken and what level of monitoring is required.

2. Pre-dispensationfrom the cap - there are some situations where,for practical
purposes, a pre dispensation (under the exclusionfrom the cap in Art 4) would be
appropriate or,faiting this,for a “guaranteed” exemption to be grantedfollowing a
formal application.

In particular, this would be approprictte when considering private reporting aspects
of reporting accountants’ work, jf these are not considered tofall outside the scope of
the cap calculation. Private reporting services are unlikely to pose a threat to
independence and, in many cases, the statutory auditor is likely to be the only choice
of independent advisor with sufficient knowledge and expertise especially where
there is a time critical deal timetable. Having to waitfor an exemptionfrom the cap
to be granted may result in afallure to comply with timetables and requirements
imposed by other regulatory regimes and thus lead to disruption in the market.
Additionally, there may be a needfor confldentialthj,for example to protect price
sensitive information about a potential deal. Thesefactors all mean that it may be
dfficutt or impractical to appoint anyone other than the auditor.

3. Afast, efficient and pragmatic process is needed to deal with inadvertent and
immaterial breaches of the cap, to ensure that companies being audited are not
suddenly disadvantaged by being unable to obtain an audit opinion.

Q2o. Do you agree that the Member State options in Article 4, to set more stringent
requirements on the cap and on the auditor’s independence where their total fee income from
a PIE exceeds 15% of their total fee income overall, should be capable of being applied by the
FRC in its ethical standards for auditors? Please provide information to support your answer.

In relation to the cap, our view is that the 70% cap onfeesfor non-audit services is
sufficient, and we do not believe that a lower cap should be implemented, particularly as
the level ofcap was based on a thorough and lengthy European negotiation process. The
Government’s supportfor the 70% cap was highlighted by Jo Swinson MP in her evidence to
the European Standing committee c on 30 October 2013, asfollows:

“On the cap ofpermitted non-audit services—an issue raised by the European Scrutiny
committee—the council proposal is lessfavourable. None the less, we can accept it in the
context of the overall negotiation that took place on thatparticular directive For
exceptional cases, the regulator might llft the capfor up to two years. Overall, the
combination of thatflexibility and the 70% cap, which in itself is better than some had
wanted, is sufficient to make the proposals acceptable to the UK.”
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The FRC’s Ethical Standards are well established in the UK and are in our view, the logical
place to deal with these requirements. ES 4 paras 31 and 32 currentlq deal with the limits
on totalfee income and,for listed entities, are more stringent than the Regulation, as an
overall cap of10% applies. In our response to the FRC consultation (at question 20) we
have suggested that the Member State option is taken to apply the more stringent io%
overallfee cap to all PIEs.

Q21. Do you agree that the FRC should have the ability to exempt an audit firm from the 70%

cap for up to two financial years on an exceptional basis and on application by the firm?

In our view, it is very important that the FRC have the power to exempt an auditfrom the
cop, and also that this power should be exercised in a responsive nianner. There are a
number ofsituations, as outlined in our answer to question 19 (above), where the abilit j to
exempt an auditfirmfrom the cap will give vitalfiexibility to the efficient operation of the
UK capital markets, particularhj in time-critical deals transactions. Situations may also
arise where the cap has been used up on permitted non-audit services during the year, but
towards the end of the year there is a time-critical deal, or time-critical regulatory
inspection. The impact of the cap would make it impossiblefor the incumbent auditfirm to
provide the services, notwithstanding that it is best placed to undertake the work. An
efficient means ofapproving a breach of the cap is needed to deal with circumstances such
as these.

Furthermore, the abilthj to exempt the auditfirmfrom the cap was supported by the UK
Government during the negotiation phase as articulated by Jo Swinson MP in her evidence
to the European Standing committee confinancial audit on 30 October 2013:

“On the cap ofpermitted non-audit services...There are some helpful potential exemptions.
For exceptional cases, the regulator might ljft the capfor up to two years. Overall, the
combination of thatflexibility and the 70% cap, which in itself is better than some had
wanted, is sufficient to make the proposals acceptable to the UK.”

Q22. Do you agree that the subject matter of Article 5 of the Regulation on the blacklist of
non-audit services, including the possibility of setting more stringent requirements, should
be included in amendments to the FRC’s ethical standards for auditors? Please provide
information to support your answer.

We agree with this proposal as it would be helpful jfall requirements relating to non-audit
services restrictions were included in a single set of rules. This would ensure consistency of
application and ease ofunderstanding, and the restrictions would be easierforfirms to
implement, monitor and comply with. However, the exact nature of the amendments should
represent the minimum requirement under the Regulation, and there should be no “gold
plating” by the FRC when implementing the requirements of the Regulation. The UK
Government has already made clear its preferencefor a “black list” ofservices and its view
is that no additional burden should be imposed onfirms which arc already complying with
the FRC’s Ethical Standards. As J0 Swinson, MP stated in her evidence to the European
Standing committee c onfinancial audit on 30 October 2013:
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“On non—audit services to the largest companies, t blacklist ofservices that auditors would
not be able to provide has been agreed. The hon. Gentleman expressed concerns about this
issue, but we are reassured by the proposal on the table, because the list now mirrors

existing ethicctl standards. Iffirms ctre already complying with the stczndards that we would
expect oft/tern cts responsible auditors, the proposed blacklist will impose nofttrther
burden. That should reassure the C’ommittee.”

This should also help to achieve sonic degree ofconsistency with other Member States,
which will in turn help to reduce tite cost and administrative burdenfor multi-national
groups.

The requirements of the Regulation have been the subject ofconsultation, debate and
negotiation within the EU, andfor the FRC to set more sfrmngent prohibitions in relation to
non-audit services, goesfit rther than the EU considered necessary, suggesting that the
work of the EU in this respect is inadequate or insufficient. It also goes beyond the UK
Government’s negotiating priorities at the time of the debates in Europe which included the
objective of not imposing additional burdens other than when they can be objectively
justified.

To the extent that the EU audit legislation gives the optionfor certain derogations, the risk
to independence in doing so is deemed acceptable at an EU level. We suggest that the UK
Government should exercise these options and atlocv UK businesses, through their audit
committees, to decide whether non-audit services should be provided by the statutory
auditor as audit committees are bound — and can continue to be bound — by principles
which allow them to exercisejudgment in the best interests of the company and its
shareholders. Thisfurther serves to emphasise the importance of the audit committee in the
UK governance model.

Q23. What issues, if any, do you consider arise from the application of the provisions on the
blacklist of non-audit services? If there are any, how do you consider these should be
addressed?

For some time auditor independence in the UK under the Ethical Standards, and outside the
UK under IESBA, has operated under the key principle ofconsidering the threats to
independence and applying safeguards to reduce such threats to an acceptable level. This
principle is well known and has served UK (and global) business well over many years.
Therefore, in our view those principles should remain at the core ofstandards to be applied
in the UK.

We consider that thefollowing issues arisefrom the application of the provisions on the
“black list” ofnon-audit services.

1. Overly restrictive non-audit services regime can undermine audit
quality — an overly restrictive regime may result in a career in audit becoming a
less attractive option fthere are limited opportunities to obtain wider experience
outside the audit practice. further strains would be placed on the multi-disciplinary
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firm model; we believe that it is essential that the muth—thsciplmarty struchtrc of UK

auditfirms is maintained and celebrated. As a result of this potential impact On the

multidisciplinaryfirm model, the inevitable outcome could be the emergence of ctuclit

onlyfirms, which would not, in our view, be a positive developmentfor audit cjualthj

orfor the profession as a whole.

2. Detrimental impact on choice and competition in audit and non-audit

services — an overly restrictive regimefor the provision of non-audit services can

rapidly reduce a company’s choice of audit provider. For instance, a company may

wish to continue with its existing supplier ofnon-audit services; under an overly

restrictive regime, the existing supplier would be unable to compete in a tenderfor

the audit appointment. In a world where auditor rotation will become mandatory

(and therefore onefirm is never able to compete), the impact on competition and

choice is material. This is important because it undermines the UK Government’s

negotiating priority of itpholding competition and avoiding concentrcttion in the

audit market. The ‘ompetition and Markets Authority formerkj the ‘ompetition

Commission), in theirfinal report dated October 2013 on their market investigation

in to the provision ofstatutory audit services to large companies recommended that

the FRC amend its articles ofassociation to include an objective ofhaving regard to

competition. We believe that the FRC should adopt this recommendation as part of

the implementation process and in doing so, should reconsider some of the proposals

in their Consultation.

3. A needfor clarity ofinterpretation - one of the key issues arisingfrom the

“black list” of non-audit services is interpretation,for example, what might be

included as part of “services that involve playing any part in the management or

decision making of the entity” (Article 5(1)(b) Regulation) or “services linked to the

financing, capital structure and allocation, and investment strategy ofthe audited

entity” (Article 5(l)(z) Regulation)? Clarity of interpretation is important given the

wording in the EU legislation is not precise and there isa need to ensure consistency

and clarity as to what services are not permitted, both across Europe and within the

UK. Different Member States may take different approaches which will lead to

complexityfor PIE groups operating throughout Europe. To minimise this

complexity asfar as possible, guidance should be drawnftom,for example, the

existing IESBA code. We would welcome clear and principles based guidancefrom

the FRC on the interpretation of the non-audit services prohibitions through the

update of their Ethical Standards. This will greatly assist UK businesses, their audit

committees and auditfirms to cornphj with the recjuirements.
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4. Costly and disruptive to business - an overly restrictive non-audit services
regime can cause undue cost and dfficultj to UK business falternative suppliers
have to be appointed to provide a service which could beprovicled more qfficienthj,
cheaphj and to a higher quahtij bq the incumbent auditor

5. “Black list” to reflect requirements ofRegulation - it is important to restrict
the “black list” to the requirements oft/ic Regulation, toking the Member State
options to allow certain tax and valuation services. This will help: (i) to ensure that
the provisions on the “black list” are implemented in such a way as to not impose
additional burdens on UK businesses (in tine with the UK Government’s negotiating
priorities in Europe at the time oft/ic debate on the legislation); and (2) to ensure
that UK businesses will not be unfairly restricted, or subjected to unnecessary costs
or complexities, in line with the Government’s protocol on no “gold plating” ofEU
legislation.

It is also in line with the UK Government’s view on a “black list”for services and its
view that no additional burden should be imposed onfirms which are already
complying with the FR C’S Ethical Standards. This point was made by Jo Swinson
MP in her evidence to the European Standing Committee C onfinancial audits
(evidence dated 30 October 2013) in which she said:

“On non-audit services to the largest companies, a blacklist ofservices that auditors
would not be able to provide has been agreed. The hon. Gentleman expressed
concerns about this issue, but we are reassured by the proposal on the table, because
the list now mirrors existing ethical standards. Iffirms are already complying with
the standards that we would expect of them as responsible auditors, the proposed
blacklist will impose nofurther burden. That should reassure the Committee.”

In addition, the role of the audit committee, to exercisejudqement over the provision
ofnon-audit services, in the best interests of the shareholders, would not be
undermined and they would be in a position to apply the existing principles of
threats to independence and application ofsafeguards to reduce such threats to an
acceptable level.

Q24. Do you agree that implementation of the revised requirements on ensuring and
documenting auditor independence in the 2006 Directive should be implemented primarily
via the ethical standards, with amendments to the existing legislation as necessary only to:
(a) underpin the standards? And,
(b) introduce simplifications for audits of small non-PIEs?
Please provide further information to support your answer.
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We agree that combining the requirements on ensuring and documenting auditor

independence through the Ethical Standards is a sensible and pragmatic approach. The

ability to refer to a single consistent text wilt be a helpful approachfor UK companies, audit

committees and auditfirms that are required to comply with the requirements.

We support the simpijfieahonsfor small non-PIEs. The extant Ethical Standard “Provisions

availablefor small entihes”provides welcome simpljfication tofacilitate the cost effective

audit ofsmall entities. Simplfications should extend, where possible, to documentation

requirements, either through the provisions within Ethical Standards or through other

gitidance. By way of example, the APB issued a Practice Note (PN26) to explain how the

documentation requirements in Auditing Standards could be applied in a simple way to

small audits and similar guidance in relation to Ethical Standards might be useful.

Nevertheless, it is important that the essential nature ofan audit is unchanged, regardless

of the size of the entthj, as well as the essential nature ofauditor objectivity and

independence in order to preserve the value of the audit report to users offinanciat

statementsfor businesses ofall sizes.

Q25. Do you agree that the existing framework on disclosure by PIEs in notes to their

accounts of the audit and non-audit fees they paid their auditor should be adapted, to ensure

public disclosure of the information the auditor is required to provide to the competent

authority under Article 14 of the Regulation? Please provide information to support your

answer.

As the data on audit and non-auditfees needs to be compiled to comply with the Regulation

and it would enhance transparencyfor public interest entities, we agree with this proposal.

There is, however, a needfor clarity over whether non-audit services that are provided

under a regulatory requirement are to be treated as “required by Union or national

legislation” or not.

The perception concerning the influence of non-audit services over the audit would be, in

our opinion, addressed by a more detailed disclosure than the current accounting

requirement. Consistent categories between the requirements of the law and the

requirements in the Regulation would he desirable, which may mean changing the current

disclosure requirements to align with the categories set out in the Regulation.

From a practicalperspective, the requirements ofArticle 14 may place a signfficant

administrative burden on statutory auditors and auditfirms, whose systems may not be

able to provide the required analysis.

Q26. For our impact assessment on the changes we would welcome any estimates that could

be provided on:
(a) the percentage of non-audit services that are likely no longer to be provided by auditors

due to their inclusion on the blacklist?
(b) the additional costs associated with reallocating some of the non-audit services that

would otherwise have been provided by the same statutory auditor?
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(c) the extent to which these additional costs vary by the size of PIEs?
(d) the person hours likely to be involved in a non—audit team at an audit firm understanding
and preparing for the changes given that they will not be able to provide certain non-audit
services to the firm’s audit clients?

We do not have data available to enable its to provide the estimates requested. This is due to
the current uncertainties about what services ai’e to be restricted by the “black list” (see our
response to Q23 above). We anticipate that the percentage of non-audit services that are
likely no longer to be provided by auditors due to their inclusion on the “black list” wilt be
high. We also anticipate that the additional costs associated with reallocating some of the
non-audit services that would otherwise have been provided by the same statutory auditor
will be signjficant, in particular, because many of these non- audit service contracts will
require aformat tender process. The reallocation ofsome of the noii-aitdit services to
dfferentfirnzs may also give rise to reduced choicefor companies in the marketfor both
audit and non-audit services.. This is especially the case where multinational groups have
different auditfirms/joint audit arrangements across the EU.

As regards the internal costs which are likely to be incurred by auditfirms in preparing
partners and stafffor the changes that will arise as a result of the EU audit legislation, we
anticipate that these will include costs of training partners and staffon the implications of
the netv legislation, costs ofensuring compliance with the legislation, and costs ofsetting up
and maintaining internal monitoring systemsfor the provision ofnon-audit services. These
costs will be incurred notjust in the audit business, but across the wholefirm, as each part
of the business will need to understand the impact of the changes on their clients. We
anticipate that all of these costs will be signjficantforfirms.

Q27. Audit committees must submit a recommendation to the board for the appointment of
an auditor. However, under Article i6(i) stib-paragraph (2) of the Regulation, this does not
apply where the Member State has provided an alternative system for the appointment of the
auditor. The current alternative systems set out in the Companies Act 2006 are where:
• the directors appoint the auditor before the company’s first accounts meeting;
• the directors appoint the auditor to fill a casual vacancy in the office of auditor; and where,
• the Secretary of State appoints the auditor because a public company failed to do so.
Do you consider that all of these alternative systems for the appointment of an auditor should
continue to operate in the UK as they do at present? Are there any other systems that should
also be provided for on the grounds that a competitive tender process is not appropriate?
Please provide further information to support your answer.

We agree that the existing alternative systemsfor the appointment ofan auditor should
continue to operate. There will always be a need to ensure that non-standard situations are
covered,for example the appointment ofa new auditorfollowing the resignation or
removal ofan incumbent auditor. As a result, these alternatives should be retained, possibly
by allowing emergency appointmentsfor a period ofone yearfollowed by a tender process.

Q28. Where the PIE is exempted from having an audit committee (e.g. because it is an
unlisted bank), there is no provision as to which body should fulfil the audit committee’s role.
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Do you agree that in this situation the directors should determine the recommendations that
should be put to shareholders of the audited entity? Please provide information in support of
your answer.

Where the PIE is exemptedfrom having an audit committee, this approach, which is in line
with the unitary board concept in UK law, would be both practical and appropriate, and
will be equivalent to a recommendation of thefull board, rather than a subcommittee (i.e.
the audit committee) of the board.

Q29. The Government does not intend to take up the option to provide for an extension of
the maximum duration of the engagement beyond 10 years where a joint auditor is engaged.
Do you agree that the replacement of a single auditor with two joint auditors, one of whom
was the original atiditor, should be made on the basis of a retender? Please provide further
information in support of your answer.

We agree cvith the proposal not to take up the option to provide an extension of the
maximum duration of the audit engagement beyond ten years where a joint auditor is
engctged. We also agree that the replacement ofa single auditor with twojoint auditors,
one of whom was the original auditor, should be made on the basis ofa retender and we
support a mechanism that does not seek to complicate the process. The popularityforjoint
audits in the current UK market is low, a view also reached by the C’onzpetition Commission
in their 2013 investigation (Statutory audit servicesfor large companies inw*et
investigation).

Q3o. We are considering whether provision should be made so that, where a PIE has stated
in its annual report it will appoint an auditor based on a tender process before the expiIy of
the maximum duration of 10 years, it should still be able to take advantage of an extension of
the maximum duration beyond ten years, following that tender. Do you agree?

We agree that where a PIE has stated that it will appoint an auditor, consequent to a
tender, before the maximum expiry often years, it should be able to take advantage ofan
extension of the maximum duration beyond ten years. That said, the proposals by BIS are
in our view: (i) problematic (as we explain in our response to question 32 below); and (2)

unnecessary because (we anticipate) it is unlikelq that PIEs will wish to make a binding
public statement about their intentions to carry out a tender process before the maximum
duration often years. This is because PIEs wilt not want to be bound by a statement about a
future tender process (in case their plans happened to change).

Likelihood ofearly tenders by PIEs - in any event, the requirement to tender at the ten
year point is unlikely to dissuade large numbers ofPIEsfrom tendering earlier ‘they
choose to do so. This is because those PIEs which choose to tender at thefive year point (to
coincide with the rotation of the audit engagement partner) wilt not be disincentivisedfrom
tendering at the ten year point (because it is in line with thefive year auditpartner rotation
cycle). Those PIEs which choose to tender mid-way through the second attdit engagement
partner period (at years 6-9) are likely to be dissatisfied by their existing auditfirm and so
are likelq to switch (in which case they would not he affected by the requirement to tender
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ctt the ten zjear point in any case).

Flexibility in the rules is desirable - our view on the likelihood ofearly tenders aside,
we appreciate that it is important to ensure that there is no disincentivefor ct PIE to hold an
early tender process. This would be anticompetitive and contrary to the intentions of the
Competition and Markets Authority (CMA) as expressed in their Order (The Statutory Audit
Servicesfor Large Companies Market Investigation (Mandatory Use of Competitive Tender
Processes and Audit committee Responsibilities) Order 2014.) where they expressly state
that they wish to incentivise FTSE 350 companies to tender at periods of less than ten years.
It is important that an early tender by a PIE, (perhaps prol?zpted by the application of the
CMA’s Order) which results in the reappointment of the incumbent auditor, is recognised
for the purposes of the Regulation. Otherwise the PIE would beforced to tender again
(within a short timescale) in order to satisfy the requirements of the Regulation. Flexibllittj
in this area is desirable, and the rules should not be so onerous as to require tendering at
specific dates.

Statement ofintention to hold an early tender - in our opinion, PIEs should not be
bound by any previously stated intentions to retenderfor the audit. Ifa statement of
intention to hold an early tender was to be binding on a PIE, this would be a clear
disincentive to PIEs to tender morefrequently.

Simplified approach - we suggest a simplified approach whereby the PIE is permitted to
decide on the duration of the period between tenders, subject to a maximum period often
years. Our proposed solution is asfollows: where a PIE tenders early (say, at year 7), it is
permitted an extension often years (i.e. to year 17) before it is required to carry out a
competitive tender. At that point, f the PIE wishes to reappoint the incumbent it would be
obliged to tender the audit (at year 17) before it would be permitted to reappoint the
incumbentfor afurther three years (prior to the mandatoryfirm rotation obligation
applying). In this way, the PIE would have the benefit of the maximum duration of the audit
engagement to 20 years (which reflects the UK Government’s intention in taking up the
Member State derogation extension option). PIEs would not be at a disadvantage jf they
chose to tender early and this solution would be consistent with the mandatory tendering
requirements of the €YVL4’s Order (tendering at ten yearfrequency)for companies in the
ElSE 250 and ElSE 100 indices. We note the 315 document “Auditor Regulation —

Supplementary Information” (dated March 2015) in which 31$ set out (at question 12) that
consideration is being given to the minimum requirementsfor an early tender to he
effective to allow an extension to the maximum duration and that notification in the
directors’ report would be needed two years in advance ofthefinancial yearfor which the
auditor appointment is made. We are concerned that this could restrict or distort a
company’s choice ofauditor during the two year period running up to the tender process, if
the company did not wish to reappoint its incumbent at any point during that period.

Q31. We are seeking views on the proposal that for companies that are PIEs the company’s
plans on retendering should be part of a new element of the annual report setting out key
matters for the audit committee on the appointment of auditors. Do you agree that the report
should include:
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a) when the current auditor took up the audit engagement at that company? (Yes / No)
b) when the audit engagement was last retendered? (Yes / No)
c) the start of the next accounting year in relation to which the company expects that the
auditor appointment will be based on a tender? (Yes / No)
d) the directors’ reasons for considering that the proposed year is in the best interests of the
company’s members? (Yes / No)
Do you consider that any other information should be included in addition the above? Please
provide further information to support your answer.

We are infavour of increased transparency which wilt help stakeliolders to iizake informed
decisions, in areas where they may have concerns.

The information in (a) to (c) is largelyfactual information that can be presented efficiently,
and may be usefittfor stakeholders. Wherejudgements have been taken in establishing the
dates required (for instance, in the case ofcompany restructurings, acquisitions and
mergers), we suggest that directors also be required to disclose the details ofsuch
judgements. However, we are concerned that the information in (ci) may be inchided as
standard boilerplate text, which wilt reduce its value.

For category (d) in particular, we suggest that it would be usefulfor the directors to
highlight any judgements made to support their reasons. This may be helpful, especially as
it couldform the basisfor shareholder challenge and discussion. There may, ofcourse, be
situations where this disclosure might have commercial sensitivities,for example fthe
change ofauditor is set to time harmoniously with a planned, but not yet disclosed,
acquisition or disposal. Consequently, we recommend that this should not be required in
circumstances where there is a risk ofsignjficant prejudice to the company and/or its
members.

However, we note that the BIS Discussion Document refers (at page 34) to the binding
nature of the PIE’s intention that the auditor’s appointment in the next year bitt one will be
based on a retender. We question whether it ispossibleftom a legal point ofviewfor a
statement of this nature to be binding on the directors of the company, especially as it is
contrary to the “comply or explain” ethos of UK corporate governance. We also expect that
it could be dfflcutt to require the audit committee to set legally binding periods in relation
to auditor appointments because we anticipate that audit committees would be
uncomfortable with such responsibility.

Q32. We are considering whether, where the statement under point (c) above is included in
the company’s annual report, and the incumbent auditor is reappointed on the basis of the
planned tender process before the expiry of the 10 year maximum duration (eg at 7 years),
the next tender process should be expected to take effect:
(a) after the same period has expired again (ie year 14 in this example);
(b) after a further 10 years has expired tie year 17 in this example); or,
(c) after the same period has expired again, though with the potential to extend it by the full
10 years via further notice from the audit committee in the annual report tie in this example
at year 14 though this could be extended to year 17)?
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Which option would you prefer? Please provide further information in support of your
answer.

We have considered each of the options proposed at (a)-(c) and comment on them in turn.

(a) We do not support an option in which the next tender process should be expected to take
effect after the same period has expired again (year 14 Zn BIS’s exainple,for thefollowing
reasons:
- it is not compatible with EU Regulation Article 17(4);
- it does not reflect the UK Government’s stated intention of taking up the Member State
option to extend the maximum duration of the audit engagement to 20 years (as set out on
page 31 of the 315 Discussion Document.);
- it places at a disadvantage those PIEs which have tendered their audit appointment early
and reappointed their incumbent auditor;
- it would act as a disincentive to companies to tender morefrequently than once every 10
years;
- it is contrary to the intentions of the ‘ompetition and Markets Authority (C”MA) as set out
in their Order (The Statutory Audit Servicesfor Large ‘ompanies Market Investigation
(Mandatory Use ofCompetitive Tender Processes and Audit Committee Responsibilities)
Order 2014) where they expressly state that they wish to incentivise FTSE 350 companies to
tender at periods of less than ten years; and
- it is contrary to BIS’s aim of trying to ensure consistency between the EU Regulation and
the CMA’S Order. This is ofparticular concern because at the BIS/ICAEWstakeholder event
on 24 February 2015, 31$ expressly stated that their implementation of the rules on
retendering and rotation is to be consistent as possible with the CMA’s Order (Marie-Anne
Mackenzie, Head ofCorporate Frameworks, Accountability and Governance, 31$ at the
BI$/ICAEWstakeholder meeting on 24 February 2015). This is in line with the 31$
document “Auditor Regulation — Supplementary Information” (dated March 2015) which
states: “31$, the CMA and the FRC are agreed that, in solar as possible, the CMA Order and
the recjuirements of the Regulation should be applied consistently with one another.”

(b) We support an option in which the tender process is expected to take effect after a
further ten years has expired (year 17 in 315’s example). In our view, a simplified approach
whereby the PIE is permitted to decide on the duration of the period between tenders,
subject to a maximum period often years, is most suitable. Our proposed solution is as
follows: where a PIE tenders early (say, at year 7), it is permitted an extension of10 years
(ie to year 17) before it is required to carry out a competitive tender. At thatpoint, jf the PIE
wishes to reappoint the incumbent it would be obliged to tender the audit (at year 17) before
it would be permitted to reappoint the incumbentfor afurther three years (prior to the
mandatoryfirm rotation obligation applying). In this way, the PIE would have the benefit
of the maximum duration of the audit engagement to 20 years (which reflects the UK
Government’s intention in taking up the Member State derogation extension option) but
would also have held an audit tender at least every ten years. PIEs would not be at a
disadvantage fthey chose to tender early and this solution would be consistent with the
mandatory tendering requirements of the DMA’s Order (tendering at ten yearfrequency)
for companies in the ETSE 250 and ETSE 100 indices. We also consider that this solution is
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czpproprtcztefor PIEs ivhich tendered and reccppointecl their incumbent auditor prior to 17

June 2016. These PIEs would also have the benefit of the maximum ditration of the audit

engagement to 20 years startingfrom the date of their incumbent’sfirst appointment.

cc) We do not support an option in which the next tender process is expected to take effect

after the same period has expired again (but with potential to extend to thefitil ten years

with consentfrom the audit co,711?uttee,) (year 14 in BIS’s exmnple, although it could be

extended to year 17). This option has the sameflaws as we have identified in relation to

option (a) (see our response above,). We also consider that seeking to delegate to the audit

committee the ability to set the maximum duration of the tender process wottld befraught

with dfflcutty and we believe that audit committees wilt be uncomfortable with being given

responsibility to set legally binding maximum durationsfor audit appointments.

What issues, if any do you consider arise from the UK’s obligation to apply effective,

proportionate and dissuasive sanctions for failure to comply with the UK’s implementation of

the framework on mandatory rotation and retendering? If there are any such issues, how do

should they be addressed?

As regards sanctionsforfailure to comply with the UK’S implementation of theframework

for m7zandatory rotation and tendering, our view is that responsibilityfor compliance should

bejoint (on the part of the auditor and the PIE). There is a professional requirementfor the

aitditor to comply with theframework, and a board has afiduciary responsibility to ensure

that there is an audit. Consequently, our view is that the right approach isjoint

responsibility on the part of the auditor and the PIE.

The sanctionsforfailure to comply need to be comparable and proportionate and there

needs to be clear guidance as to how the sanctions will be imposed. Sanctionsfor different

parties should be comparabte,for example, fan auditor is stripped of their Responsible

Individual status, then the equivalent sanctionfor a company director would be a ban on

holding a similar role. Instances ofdeliberate non-compliance are likely to be rare.

However, qiven the large number ofuncertainties and questions of interpretation that we

have seen in the Regulation and Directive, particularly in the application of the transitional

provisions set out in Article 41 of the Regulation (in respect ofwhich we attach a list of

tendering and rotation uncertainties which we have identifiedfrom our own work with

clients), there may well be instances ofunintended non-compliance. As a result, we

recommend that the sanctions regime reflects thefact that where directors and auditors

have acted in goodfaith and have madefull disclosure to shareholders, there should not be

punitive consequences, nor should the company be left without an audit as a result ofan

action, or lack ofan action, that is deemed to be non-compliant in retrospect. This reflects

the view expressed by BIS on sanctions which may be applicablefor breaches of the

framework as set out in their document entitled “Auditor Regulation — Supplementary

Information” (dated March 2015) asfollows.

“We do not consider it would generally be appropriatefor an audit report to be invalidated

by such a breach, once the report had been accepted at an annual general meeting.”
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Q34. For our impact assessment on the changes we would welcome any estimates that could
be provided on:
(a) resources that are likely to be deployed by PIEs to tender audit appointments?
(b) resources that are deployed by auditors to tender for audit work?
(c) additional familiarisation costs that arise for both auditors and the audit client when a
new auditor takes up an audit engagement?
(d) the extent to which this varies by the size of the PIE?

(a) For evidence about resources likely to be deployed by PIEs to tender audit
appointments, it is useful to refer to the Competition Commission’sfinal report dated 15

October 2013 (‘Statutory audit servicesfor large companies market investigation’) as it
includes a section on ‘Company costs in tender processes’ (paras 9.301-9.306). The
competition Corn mission explain in that section that signflcant resources are likely to
be deployed by YTSE 350 companies (the relevant market in that investigation) in
running a tender. The competition Commission did not have quantitative data on
company tender costs butfrom the evidence submitted to them the estimates of time
spent on various stages in the tender process rangedfrom 3-4 days to 3-4 weeks and
over periods of between 6 weeks to several months. Theyfound that senior
management time is required to run a tender and the cost appears to relate to the size,
complexztlj and geographic spread of the company. The views of the Commission on the
tender process are set out atparas 9.273-9.287 (final report) and at appendix 9.2 (‘The
tender process’) and set out the djfferent stages of the processfor PTSE350 companies
and auditfirms.

(b) For evidence about resources likely to be deployed by auditors to tenderfor audit
appointments, it is useful to refer to the Competition Commission ‘sfinal report dated 15
October 2013 (‘Statutory audit servicesfor large companies market investigation 9 as
it includes a section on ‘Firms’ costs in tendering’ (paras 9.296-9.300). The Competition
Commissionfound that atlfirms agreed that the more complex the tender, the more
timefirms spent in the preparationfor the tender and the higher its cost. Theyfound
thatfor the purposes of the tender process auditfirms submit teams comprising senior
representatives and that these teams were generally more senior than the engagement
team which was required to provide the audit service. In the evidence submitted by
PwC to the Competition Commission’s investigation, we stated that our experience was
that the average cost per tender to afirm was £360,000 (appendix 16.2 ‘Estimating the
costs to auditfirms of mandatory tender processes at ten years’, A16(2)-g.). Thisfigure
is based on datafrom PWC’S own experience of tender proposalsfor 2011-2013. The
Competition commission’sfinal report (appendix 7.1 ‘Analysis of tender processes’
data’) also includes a summary of information provided by auditfirms on the number
ofstaffinvolved in preparingfor tender submissions (the average being 15 although
this varied considerably across tender processes), grades ofstaff involved (in allfirms,
partners, directors and senior managers accountedfor the largest proportion of time
spent preparing tender submissions) and hours spent preparing a tender submission
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(the avertge number being 947 hours).

(c) The competition commission concluded in theirfinal report dated 15 October 2013

(‘Statutory audit servicesfor large companies market investigation’) that there are

costs to companies associated with switching auditor which comprise: loss of
relationship; costs which a company incurs in educating the new auditor; and
uncertainty in the peiformance ofa new auditor (paras (9.21 0-9.212). More detail is set

out in the appendix on switching costs (appendix 7.4 ‘Switching costs’).

(d) We have no data which would enable us to provide an estimate of the extent to which

additionalfamiliarisation costs varies by size ofPIE.

What issues, if any, do you consider arise from the inclusion in legislation on audit

reporting of a requirement for the auditor to include a statement in the audit report where

there is a material uncertainty relating to events or conditions that may cast significant doubt

about the entity’s ability to continue as a going concern? How do you consider these should

be addressed?

In keeping with the UK Government’s “Transposition guidance: how to implement
European Directives effectively” (dated April 2013), 315 should “seek to implement EU

policy and legal obligations through the use ofalternatives to legislation’ with legislation

only being used where there are no preferable alternatives. The going concern statement is

already covered by Auditing Standard ISA (UK&1) 570 (and L4ASB’s ISA 570) which

requires the auditor to disclose in the audit report the existence ofa material uncertainty in

relation to going concern through the inclusion ofan “emphasis ofmatter”paragraph (or

through a modjfied audit opinion fthe company’s disclosure of the material uncertainty is

inadequate). Consequently in accordance with the obligation to avoid “double-banking” as

set out in the “Transposition Guidance: How to implement European Directives effectively”

(dated April 2013), there is no needfor the Companies Act 2006 to be amended in respect of

this.

Q36. Do you agree that the provisions of Article 10 of the Regulation on the audit report

should be included in amendments to the FRC’s International Standards for Auditing (UK

and Ireland)? Please provide information to support your answer.

We agree that the FRC will need to align the reporting obligations under ISA (UK &
Ireland) 700, the proposed revised auditor’s report requirements issued by L4ASB and

Article 10 of the Regulation. The only practical way to achieve this is to amend the FRC’s

ISAs (UK & Ireland), which will ensure that alt reporting requirements are consolidated in

one place.

Q. What issues, if any, do you consider arise from the application of the provisions of the

Regulation on the audit report? If there are any, how do you consider they should be
addressed?
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The issues tvhich we consider ccrisefrom the apptuxttion oJthe provisions of the Regulation
on the audit report are asfollows.

1. Amendments wilt be required to ISA (UK&T) 700 to reflect the Regulation, inchtding
the need to disclose, “where relevant” key observations. In making any revisions to
ISA (UK&j.) 700, the FRC should take into account the recently issued L4ASB
standards, i.e. revised ISA 700 and new ISA 701.

2. A statement is required in the audit report (per Article 1o(2Xt) confirming that
prohibited non-audit services tvere not providect and that the statutory auditor
remained independent of the audited entity. We are concerned that in relation to
this, there is no allowancefor, or mechanism to deal with, inadvertent breaches by
the auditor of the prohibitions on non-audit services. Although instances ofsitch
breaches are expected to be rare, internal controls and procedures are not infallible
and it is therefore possible that a “prohibited” non-audit service might inadvertently
be provided by the auditor (for example, a minor service to an immaterial
subsidiary in the group). If this tuas the case, there is a risk that, without a
proportionate application of this requirement of the Regulation, the auditor would
not be able to sign the required auditor’s report jf the report had not yet been issued.

If the breach became known after the release of the auditor’s report, as might
typically be the case, the original auditor’s report may need to be withdrawn, with
significant implicationsfor the auditor/auditfirm and also economic consequences
for companies and investors. The consequences seem to us to be disproportionate,
particularly in the case ofan immaterial inadvertent breach. It is clear that a minor
immaterial breach ofa “rule” does not automatically render thefirm or the audit
engagement team “not independent” or unable to provide an objective opinion and
we need a proportionate way ofdealing with these situations.

Q38. Do you agree that the provisions in Article ii of the Regulation on the additional report
to the audit committee should be included in amendments to the fRC’s International
Standards for Auditing (UK and Ireland)? Please provide information to support your
answer.

In our view, the FRC will need to align the reporting obligations under existing ISA (UK&I)
260, the proposed revised requirements issued by the L4ASB and Article ii of the
Regulation. The resulting amendments should be made to the FRs ISAs (UK and Ireland).
This will ensure that all reporting requirements are consolidated in one place.

Q3. What issues, if any, do you consider arise from the application of the provisions of
Article ii of the Regulation on the additional report to the audit committee? If there are any
how should they be addressed?
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The issues which we consider ctrisefronz the application ofArticte ii oft/ic Regulation on

the additional report to tile audit committee are asfollows.

1. Level ofdetczil required in the additional report — auditors will need to consider the

level of detail to include in tile additional report (there will be areas on which they

are tikelzj to need to communicate more information, in particular the requirement

to describe the methodology used which will include the categories of the balance

sheet which have been directly verjfied as opposed to verified based on system and

compliance testing). If the requirements ofArtietc ii are included in Auditing

Standards it will be usefidfor those standards to include guidance as to what is

expected in the additional report as welt as enabling someflexibility on the part of

the auditor.

2. Open and effective communication between the auditor and the audit committee will

need to be encouraged and maintained - the requirementfor aformal report to the

audit committee should not constrain the effective interaction between auditors and

audit committees nor their ability to discuss matters in an effective manner.

Q4o. For our impact assessment on the changes, we should particularly welcome data on:

(a) additional resources are likely to be needed by the auditor to produce the additional

report for the audit committee?
(b) the additional annual cost of the audit committee considering the additional report?

(c) how these costs vary by size of PIE?

We do not have specific data available to give a quantitative response to this question. From

a qualitative perspective, taking each of the sub-questions in turn:

(a) Article ii oft/ic Regulation imposes new requirements. Consequently these new

requirements, together with likely differences in interpretation over whether

additional audit work is required, are likely to give rise to both additional work and

additional costs on the part oft/ic auditor;

(b) There is likely to be an additional burden on the audit committee, as they will have

to spend time considering the new information required to be provided in the

additional report, and

Cc) We do not anticipate that there will be significant variation in cost by size ofPIE but

where a PIE is more complex there wilt inevitably be more work involved in

explaining audit methodology and other relevant issues in the report to the audit

committee.

Q4r. Do you consider that the small companies audit exemption thresholds should:
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(a) remain aligned with those for the small companies accounting regime, so that the number
of audit exempt small companies will increase in line with the increase in the small
companies accounting thresholds;
(b) remain unchanged so that the turnover and balance sheet thresholds are considerably
lower than the thresholds for access to the small companies accounting regime; or,
(c) be amended in some other way (please set this out)?
Please provide ftwther information in support of your answer.

We have not expressed a view either in favour of retaining alignment between the audit
exemption and sinai! companies accounting thresholds, or of leaving the thresholdsfor
audit exemption unchanged, in sofar as they are lower than under the accounting regime.
Rather, we set out below some considerations bothfor and against raising the audit
thresholds, together with observations based on our experience with companies in our client
base.

As we noted in our recent response to BIS on the UK implementation of the EUAccounting
Directive, there are djffering relevant and legitimate policy objectives that should be
considered. There is a powerful argument in favour of relieving regulatory burdens, and as
afirm, we support the Government’s initiatives to alleviate regulatory burdens on business
and to remove ‘red tape’. Allowing the current thresholdsfor audit exemption to increase in
line with the thresholds usedfor accounting purposes, will provide an opporftrnthj to lift the
regulatory burdenfor small business. Having common thresholdsfor accounting and audit
purposes also helps to reduce complexity, and the burden on business of understanding the
regulations.

On the other hand, dc-regulation involves risk,for example a range ofstakeholders may be
disadvantaged, or potentially disadvantaged, by the removal of the audit requirement. The
external audit is a means ofenhancing confidence in thefinancial information used by
stakeholders. Removal of the audit requirementfor some companies is also likely to have an
impact on the accounting profession, and in addition some of the expertise and capacity in
the sector to audit SMEs may be lost.

Based on our experience ofdealing with companies, regardless of the limits set by statute,
many would continue to wish to be audited, on a voluntary basis,for example, because they
are currenthj privately owned butfast growing and may wish to raisefinance in the
markets in thefuture, or because they are connected with venture capitalfunds that might
require an audit. Hence allowing the audit exemption thresholds to increase by a relatively
modest amount, whilejustifiableftom the perspectives ofsimplicity and dc-regulation, may
in practice have a limited hnpact.

Q42. What issues, if any, do you consider arise from the measures considered in this
chapter? If there are any, how do you consider these should be addressed?

The issues which we consider ariseftom the measures considered in this chapter are as
follows:
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1. Section 5.3 Statutory audits ofconsolidated accounts - there is a requirementfor the

group auditor to make audit working papers available to the competent authority in
relation to an inspection or an investigation of the audit of the consolidatedfincincial
statements. This could cause issues where local law in a particular country does not
permit access to audit working papers outside that country (as the group auditor

could be preventedfrom making audit working papers available to the competent
authority in the country where the inspection or investigation was taking place).
Recent discussions between the SEC, US auditfirms and the chinese regulatory
authorities have served to illustrate this issue (although we understand that
agreement has been reached between the Chinese regulator and the SEC).

2. Section 5.8 Recognition ofstatutory auditorsfrom another Member State — we have
responded to the specific questions on this area in our responses to questions 53 and

54. The current processfor recognition ofstatutory auditorsfrom other Member

States is time-consuming and problematic. We support measures to streamline and
speed up this process so that a statutory auditor who has already proved his
competence in another Member State is able to act quickly as a statutory auditor in
the UK.

We are aware that BIS is considering steps which could be taken to complete the EU

single marketfor services. To that end, we believe that the aptitude test/adaption
period is an area that could be modified, or removed, which would allowfor the
easier movement ofstatutory auditors across the EU. In pursuit of this objective
and in line with the UK Government’s negotiating priorities at the time of the EU
debates, we strongly urge that the requirements go nofurther than the minimum set

by the Regulation and/or Directive.

3. Section 5.10 competent authorities — investigations, sanctions and powers. We have

two points to make: (i) we would supportformat confirmation of the FRC’s
publication policies in relation to decisions under the fRC’s Accountancy Scheme
and AADB’s Actuarial Scheme such that publication of names of individuals and the
names of relevantfirms are made only once charges in the disciplinary process are
formally laid; and (2) we would not support any attempt to include in legislation
any powerfor the FRC to impose penalties on a punitive basis under the Auditor
Requlatory Sanctions Procedure because sanctions under this procedure are
expressly intended to be punitive.

4. Section 5.13 Monitoring market quality and competition — the Regithition imposes
an obligation on the competent authorities in each Member State and the European
Competition Network to monitor the developments in the marketfor statutory audit
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services to PIEs and to assess variousfactors (including mrn*et concentration
levels). In our view BIS should emphasise to the FRC (as single competent authority)
these obligations to monitor competition developments particularly in view of the
recommendation in October 2013 by the competition Commission that the FRC
should have a secondary objective to have due regard to competition.

Q43. For the purpose of our impact assessment, we would welcome any information you can
provide on the expected costs and benefits of the measures considered in this chapter,
particularly any estimates of costs or benefits that you consider it would be possible to
quantify?

In addition we remind you that the general questions asked at the start of chapter 4 also
apply to the measures discussed in this chapter.

We have no data which would enable us to provide an estimate in relation to this question.

Do you agree that the implementation of EU requirements on technical standards
should be primarily through changes to the FRC’s ISAs (UK and Ireland)?

In our opinion the most appropriate mechanismfor implementing the EU requirements on
technical standards is through clzaizges to the FRCs ISAs (UK & Ireland).

For the purpose of our impact assessment on the changes we would welcome any
estimate you could provide of the percentage of PIE audits for which the quality control
review will now have to be undertaken by an individual auditor from outside the appointed
audit firm (where there is a lack of detachment from the audit or knowledge of the client
sector) where this was not previously required?

We are not in a position to provide an estimate because we do not anticipate that we wilt be
affected by the requirementfor a quality control review to be undertaken by an individual
auditorfrom outside thefirm. The size ofPwC means that we will be able tofind sufficient
suitably qua!jfied engagement quality control reviewers within thefirm.

Q46. What issues do you consider arise from the implementation of EU adopted ISAs in the
UK that UK representatives should raise with the European Commission?

full texts ofeach ISA applicable to the audit ofa complete set ofhistoricalfinancial
statements as promulgated by the L4ASB should be adopted. We would not support EU only
changes to the ISAs to be adopted, unless these are needed to address a .specfic conflict with
EU legislation. We strongly recommend that UK representatives raise with the European
Commission the need tofinalise all arrangementsfor ISA adoption in the interests of
ensuring audit quality in Europe.

We do not expect many UK spccfic issues in adopting ISAs (subject to our response to
question 47 below regarding the need to avoid “gold plating’9. However, the status ofother
pronouncements issued by the FRC such as Practice Notes or Bulletins.) needs to be
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established so thtt they can con tunic to be issued to provide supporting guidancefi)r the

effective implementation of ISAs. Such guidance is important in mnaintainhizq excellence in

UK auditing and reporting.

Do you agree that following any adoption of ISAs by the European Commission, the

FRC should have the discretion to:
(a) apply standards where the Commission has not adopted an ISA covering the same

subject-matter; (Yes / No) and,
(b) impose procedures or requirements in addition to adopted ISAs if these national

procedures or requirements are necessary to give effect to national legal requirements or to

add to the quality of financial statements? (Yes / No)

Please provide further information in support of your answer.

We support this suggestion, in respect of(a) where is a clear need or omission.

As regards (li), white we understand that there are certain national specific requirements

that need to be reflected, given existing UK legislation and regulation (in which we would

include existing UK additionsfor auditors ofentities that apply the UK Corporate

Governance Code), the FRC should: (;) have regard to the UK Government’s negotiating

priorities at the time of the European debates in relation to the EU legislation which

included the priority to secure high qualthj audits (as stated by Jo $winson MP in her

evidence to the European Standing ‘ommnittee C onfinancial attdits on 30 October 2013);

and (2) seek to avoid unilateral “gold plahng”provisions. Asfar as possible, standardised

global and pan-European solutions should be the goal, providing aptatformfor

consistency.

Furthermore, any proposals to introduce additional requirements and auditing standards

beyond those in the ISAs adopted by the EU should not be automatic but subject to

consultation (consistent with existing FRCpractice) and a qualitative and quantitative

impact assessment ofany proposals.

The UK should, asfar as possible, not take unilateral action in relation to audit quality.

Changes should be initiated at a global or European level (with inputftom the UK), in order

to ensure consistency in quality, standards and mechanismsfor promoting audit quality

across Europe.

Q4$. What issues, if any, do you consider arise from the implementation of the new

requirements on audit committees via amendments to the existing DTR 7.1 in the FCA

Handbook (for companies with securities admitted to trading on a regulated market)?

For UK premium listed YTSE 350 companies currently complying with the UK Corporate

Governance Code, there are likely (in our view) to be relativelyfew issues arisingfrom the

implementation of the new requirements on audit committees via amendments to the

existing DTR 7.1 in the FRC Handbook because their membership and activities are likely to

meet most of the new requirements already.
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There may he ct changefor premium hstecl companies outside the FTSE 350 as there is no
current requirementfor all directors to be put upfor election each year, so taking the
Member State option to lztve the chairman of the rnt clit committee elected annually may
represent a change.

DTR 7.1 also applies to UK companies with a standard listing. For these companies the
Directive would extend the requirementsfor the composition of the audit committee beyond
the current requirement in DTR 7.1 that “at least one member of that body must be
independent and at least one member must have competence in accounting and/or
auditing”. These companies can already have audit committees that include members other
than non-executive directors.

Standard listed companies would also be affected by the requirementfor the committee as a
whole to have competence in the sector. Board composition in terms of the range of skills
and experience is effectively covered by the Codefor premium listed companies.

What issues, if any, would you consider arise from the implementation via provisions
in PRA rules of the new requirements on audit committees for those banks, building societies
and insurers that are not required to have an audit committee under DIR 7.1?

Most banks and building societies will already have audit committees. For any which do
not, they will face the same issues as any other organisation trying to establish an audit
committeefor thefirst time, in this case in thefinancial services sector, but without the
profile ofa public company board. Given the public interest in well-functioning banks,
buitdinq societies and insurers our view is that the new requirements on audit committees
are reasonable.

Q5o. For our impact assessment on the changes, we would welcome data on:
(a) the numbers of non-listed PIEs that currently do not have an audit committee?
(b) the cost of recruiting members to be part of an audit committee?
(c) the annual cost of attendance of a member?
(d) the auditor’s fees for attending audit committee meetings?
(e) how these costs vary by size of PIE?

We are unable to comment as we have no relevant data. In relation to (d) above, we do not
charge separatelyfor attending audit committee meetings: any such costs are included as
an integral part of the provision of the audit.

Q51. Do you consider that the single competent authority with responsibility for regulation
of audit should be designated to receive the information required to be provided to
supervisors of PIEs when it is provided to:
(a) the PRA for banks, building societies and insurers?
(b) the FCA for other PIEs? or
(c) both?
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We do not consider that there is a need for this additional reporting. There is an existing

protocol between the PRA and the FCA which enables these regulators to share information

and to refer to the FRC if there is a question about audit quality. In our view the single

competent authority with responsibilityfor regulcttion ofaudit should not be designated to

receive the information required to be provided to supervisors ofPiEs, whether the

supervisor is the PRA or the FcA. The FRc, as the single competent authority, shouldfocus

on the pubtic interest aspects of the attdit, and not issues offinancial supervision, which are

more properly the concern ofother regulators.

The information provided by the auditor to supervisors is to help ensure thefinancial

stability of, and appropriate conduct of those within, the PIEs concerned. The provision of

such information to the FRC as single competent authority would not necessarily be

relevantfor the competent authority with responsibilityfor audit regulation. In addition, in

many cases it may not be appropriate to share such information (which may be sensitive

for the PIEs concerned) with the single competent authority. At a practical level, the single

competent authority wilt have limited resources and, if it were to receive large amounts of

information, may quickly become overwhelmed.

Q52. For the purpose of our impact assessment on these changes we should be grateful for

any estimates you can provide of:
(a) the costs of the auditor providing this information to supervisors of PIEs?

(b) the frequency with which the PRA is provided with this information for banks building

societies and insurers under existing requirements?

(c) the frequency with which the FCA is provided with this information for other PIEs in

practice already?

(a) The costs ofproviding information to supervisors ofPIEs (e.g. where we become

aware of a material breach of law or regulation, ofa material threat to the PIE,

where we intend to qualify our audit opinion or make any other type ofdisclosure to

them) is low and is built in to the costs ofour provision ofthe audit.

(b) Under existing requirements we report to supervisors on an “as necessary” basis

where we become aware ofmaterial breaches of law or regulation, ofa material

threat to the PIE and on occasions when we plan to issue a qualjfied audit opinion.

To ensure an effective dialogue with the PRA, we meet at least annually with them

(frequency depends on size of institution under discussion). Separately, the PRA also

receives an annual returnfrom insurance entities which includes an audit opinion

on the return.

(c) We have no comment to make on thefrequency with which the FCA is provided with

this informationfor other PIEs. The only specific reports we provide to the FCA is on

The Clients Assets Sourcebook in the FRC Handbook (CASS reporting).

42 of 48



pwc

Q5. Do you agree that we should enable the single competent authority to exercise the
choices of aptitude test and/or adaptation period for the approval in the UK of individual
statutory auditors from other Member States? Please provide further information in support
of your answer.

We do not agree that the single competent authority should be enabled to exercise the
choices ofaptitude and/or adaptation periodfor the approval in the UK ofstatutory
authtorsfrom other Member States. In our view, the registering professional bodies should
continue to have responsibilthjfor administration of the tests required to approve
individual statutory auditorsfrom other Member States.

We support the use of aptitude tests over adaptation periods. Whilst such tests arejust one
part ofa widerftameworkfor audit quality, in our view an exam approach ensures
consistency of technical knowledge and is one way ofmaintaining and protecting audit
quality in line with the Government’s negotiating priorities at the time of the debates on the
legislation in Europe. The Government should ensure that the tests reflect the requirements
of the Regulation without additional “gold plating” of the EU legislation. Regulators in each
Member State will need to ensure that aptitude tests are consistent across the EU in order to
preserve audit quality and prevent anti-competitive behaviour.

The proposed period of no more than three years (for adaptation periods.) is too ton to be
usefid to auditfirms such as PwC where we host individuals on secondinentfrom other PwC
networkfirms in order that they may gain experience ofaudit services in a different
market. We need aform of testing that is rigorous and effective but also less time-
consuming. Currently our experience is that the requirements to approve in the UK
individual statutory auditorsfrom other Member States are cunibersome and problematic -

we support testing which is efficient and quickly enables a statutory auditor who has
already proved his competence in another Member State to act as a statutory auditor here
in the UK.

We are aware that 31$ is considering steps which could be taken to complete the EU single
marketfor services. To that end, we believe that the aptitude test/adaptation period is an
area that could be modjfled, or removed, which would allowfor the easier movement of
statutory auditors across the EU. In pursuit of this objective and in line with the UK
Government’s negotiating priorities at the time of the EU debates, we strongly urge that the
requirements go noficrther than the minimum set by the Directive.

Were the single competent authority to have this role, what do you consider would be
the implications for the operational provision (currently by the professional supervisory
bodies) of:
(a) aptitude tests; and
(b) adaptation periods (if these were to be provided for)?
How would this be affected by the CEAOB progressing discussions “with a view to achieving a
convergence of the requirements of the adaptation period and the aptitude test” across the
EU?
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If the FRC, as the single collzpetent ctuthority, were to have this rote, our view is that theij

should delegate responsibilittjfor the operational provision ofaptitude tests to the

professional supervisory bodies because they already have experience in this area. We do

not support the use ofadaptation periods because in our view an aptitude test is a more

rigorousform of testizig, ensures consistency of technical knowledge and assists in

maintaining and preserving audit qualthj. The proposed period ofno more than three years

(for adaptation tests) is too long to be useful to auditfirms such as FwC where we host

individuals on secondmentfi’om other PwC networkfirms in order that they may gain

experience of audit services in a dffercnt market. We need aform of testing that is rigorous

and effective but also less time-consuming.
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Examples ofuncertainties in EU Regulation/CMA Order with respect to rotation
and tendering timing (as referred to in our response to question 33 above)

We have identified a number ofareas where we and our clients are uncertain
as to the correct application ofthe EURegulation and/or the CMA Order in
respect oftendering and rotation. We have set out these uncertainties below.

There are several areas where the cMA’s Order does not align well with the EU
Regulation (the uncertainty listed at 2 below is a good example) which is
leading to confusion. This is ofparticular concern because at the BIS/ICAEW
stakeholder event on 24 February 2015, Marie-Anne Mackenzie, Head of
Corporate Frameworks, Accountability and Governance at BIS explained that
BIS is keenfor implementation ofthe EURegulation to be as consistent as
possible with the provisions ofthe CMA Order. This is also reflected in the BIS
document “Auditor Regulation — Supplementary Information” (dated March
2015) which states “BIS, the CMA and the FRC are agreed that, in sofar as
possible, the CMA Order and the requirements ofthe Regulation should be
applied consistently with one another”.

We appreciate the guidance issued recently by BIS in its “Auditor Regulation —

Supplementary Information” document as this deals with some ofthe
uncertainties which we have identified. Further guidance which gives
companies and their auditors clarity in the areas we have identified below
would be welcome and is urgently required since many companies are already
making decisions on tendering and rotation timing.

r.) Application of the EU transitional provisions to audit appointments made
post-2003 and before mid-2006

EU Regulation: Article 41(3) and Jonathan faull 2 September 2014 letter

Companies who appointed their auditor between 2003 and 2006 face a particular
complexity when applying the EU transition rules. As at i6 June 2014, these companies
have had their auditor in place for under 11 years, and therefore they fall to be dealt with
under Article 41(3) of the Regulation. This article tells us that, as of r6 June 2016, the
auditor can remain in place “until the expirv of the maximum period”. However, for these
companies, the maximum period (;o years) will already have expired as at 16 June 2016.

Jonathan faull dealt with this in his open letter of 2 September 2014 and noted that
companies in this situation would be required to rotate the auditor in advance of i6 June
2016 (we understand that it was later clarified that Mr. Faull’s letter was not intended to
address situations where Member States had chosen to take the option to extend in the
event of a tender, and also that there may be subsequent, more informal, guidance from
the EC expanding on Mr. Faull’s views).
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A legal interpretation of the Regulation could suggest that the option to extend the auditor
appointment by ten years only begins to exist on application of the Regulation. So, if a UK
company in this situation holds a tender in 2015, for example, this tender wotild not unlock
any extension of tenure, since that option would not yet exist.

This could leave UK companies with auditor appointments made between 2003 and mid-
June 2006 in immediate breach of the Regulation at its application date, unless they had
rotated their auditor in advance of the application date. BIS has included this issue in its
“Auditor Regulation — Supplementary Information” document (at question 13) and we
welcome a solution which gives PIEs in this situation the benefit of the maximum duration of
the audit appointment to 20 years.

2.) Date of first action for companies falling in the under 11 year transition
category, where the auditor was appointed after mid 2003 but before mid 2006.

EU Regulation: Article 41(3) and Jonathan Fault letter
CMA Order: Article 3.1(a), Article 6.i

The EU Regulation transitional arrangements for entities with auditor incumbency under ii

years who appointed their auditor between 2003 and 2006 seem to suggest that action (a
tender in the UK followed by a reappointment or a new appointment) might be required
before 17 June 2016. Otherwise the entity could be deemed in breach of the Regulation (this
accords with the advice given in the Jonathan Faull leffer of 2 September 2014). BIS have
considered this question in their “Auditor Regulation — Supplementary Information” of
March 2015 (at question 11).

The CMA Order’s transitional arrangements (which aspire to be consistent with
those of the EU) provide that Article 3.1(a) (the core tendering provision) should be applied
to the next “Auditor Appointment” following 17 June 2016. This differs to the model
proposed in question ii of BIS’s “Supplementary Information” where the focus is on the
financial year beginning after 16 June 2016. This means that the CMA’s Order would allow
companies in this category to act later than could be suggested by the Regulation and by
BIS’s proposal in its “Supplementary Information”.

3.) Application of the EU Regulation rotation rules, and the CMA Order
tendering rules, to a UK PIE/FESE 350 company which has been created
through demerger from a predecessor UK PIE/FTSE 350 company.

EU Regulation: Article 41, Article 17(8)

CMA Order: Article 3.1(a), Article 6.;
C’MA Order, explanatory notes: Part; pa 14-15, Part 2 pa 17(e)

Where a newly created UK PIE/FFSE 350 company has been created by demerger from a
predecessor UK PIE/FfSE 350, and the same auditor has been retained by the new
company, should the period of auditor incumbency of the new company take into account
auditor incumbency inthe predecessor group?
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Here, following a legal analysis, the legal form of the demerger may be relevant, at least
under the CMA’s Order. lithe newly created UK PIE/VFSE 350 company tises a pre-existing
topco tie an existing subsidiary of the predecessor parent) as its new listed topco, then the
Order, which requires periods of auditor incumbency prior to VFSE 350 status to be taken
into account, would therefore mean that pre—demerger incumbency is relevant. However, if
the dernerger is effected with a new topco being inserted on top of the newly demerged
group, this strictly legal analysis would give a different answer. BIS’s document “Auditor
Regulation — Supplementaiy Information” (March 2015) gives helpful guidance as to how
the competent authority might view such situations (at question i8 — the competent
authority can put emphasis on the “substantive effect resulting from the change in the
ownership structure of the group in question”) but confirmation for demerger situations
would be useful.

4.) Application of the EU Regulation rotation rules, and the CMA Order
tendering rules, to a UK PIE/FTSE 350 company which has been created
through merger of two existing UK PIEs/FISE 350 companies.

EU Regulation: Article 41, Article 17(8)
CMA Order: Article 3.1(a), Article 6.1
CMA Order, explanatory notes: Part 1 pa 14-15, Part 2Q 17(e)

The uncertainty here is again similar to that described under 3 above. Where a newly created
UK PIE/FTSE 350 company has been created by merger of two pre-existing UK PIEs/FISE
350 companies, who both had the same auditor, and the same auditor has been retained by
the new group, should the period of auditor incumbency of the new group take into account
auditor incumbency in the predecessor groups? Or, should the period of auditor incumbency
be deemed to have restarted as a new UK PIE/FFSE 350 company has been created? As in
situation 3, the legal form of the merger may be relevant if a legal analysis is followed.

We should also consider the more likely situation where the two pre-existing UK PIEs/FTSE
350 companies had different auditors, and the new group selects one of those auditors to
continue as the auditor of the new group. Should the period of auditor incumbency of the
new group’s auditor take into account that auditor’s incumbency in one of the predecessor
groups?

BIS’s document “Auditor Regulation — Supplementary Information” (March 2015) gives

helpful guidance as to how the competent authority might view group reconstruction
situations but confirmation for merger situations would be usefuL

5.) The legal status of the PIE definition and implications for tenure
calculations

The EU Directive introduces a new definition for “public interest entity” (PIE) which means
that entities which hitherto have not been designated as a PIE will now be caught within this
definition. These entities will be subject to the requirements of the Regulation, including,
inter alia, the rotation requirements.
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The Directive has an application date of 2016, and therefore prior to that date, the new

definition of PIE does not have any formal legal status. On application of the Directive, in

2016, some entities will immediately become PIEs for the first time, and therefore the

Regulation will apply.

Should the period of auditor tenure for such companies include the period in which the new

definition of PIE did not exist (and therefore, technically, they did not have PIE status)? Or

should the period of auditor tenure for such companies begin from the application date of

the Directive, being the date on which they become a PIE?

6.) Availability of the two year extension for reappointment of the incumbent

auditor at year 10

EU Regulation: Article 17(6) and reference to Article 17(4)

Article 17(6) allows that after the expily of the maximum duration of auditor appointment, a

PIE can request, on an exceptional basis, that the competent authority grants an extension

to reappoint the incumbent for up to 2 years. We anticipate that such a request could be

made in the event of unexpected transaction activity, or where financial stability is

threatened.

The reference in Article 17(6) to paragraph 4 of Article 17 suggests that such an extension

may only be requested (and therefore granted) at the end of the 20 year maximum term. This

is also the suggestion made by BIS in the Discussion Document (at page 29): “The competent

authorities may grant an extension to re-appoint the statutory auditorfor up to two years

beyond the twenty years maximum, but only on an exceptional basis andfollowing a

further retender.” It is not clear whether the extension could also be requested at the end of

the first ten year term. This could be required in exceptional circumstances where

unexpected events mean that an entity has no capacity to hold an audit tender. Were such an

extension to be granted, what implication would this have for the “ordinary” ten year

extension under Article 17(4)(a)? Would the “ordinary” ten year extension under Article

17(4)(a) be reduced by two years so that the maximum period of the auditor appointment

remained at the 20 year maximum term?
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