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IOSCO C1's Comments on Strategy and Work Plan (SWP) 2014-2018 Consultation Paper (CP)
and Planning Committee (PC) Responses

I0OSCO Comment

PC Responses

Focus of the Board

Accountants have a duty to act with integrity, objectivity, and high ethical
standards in performing independent external audits. Accordingly, we
continue to support the focus of the Board on improving the “Code of Ethics
for Professional Accountants” (the Code), particularly in relation to auditor
independence for public interest entities.

We believe the Board'’s strategic themes should be focused on
enforceability, clarity and appropriateness of the threats and safeguards
approach. It is important that the Board gives priority to these areas in an
effort to strengthen the Code. We have organized our overarching
comments on the Paper around these broad themes of enforceability, clarity
and appropriateness of the threats and safeguards approach which we
believe the Board should prioritize.

In contrast, we believe the Board’s strategic themes as outlined in the Paper
could be viewed as an overarching mission statement that seeks to define
the remit of the Board. Whereas an overall mission statement is important, a
strategic theme provides the lens through which the Board can focus its
efforts by considering specific elements of the Code during the next five
years. The Board should consider what impact, if any, using such a narrower
focus as the strategic theme(s) would have on identifying other elements or
projects for the Board to pursue during the strategy period.

Also, in the latter part of our letter we have included for the Board’s
consideration other important elements of less urgency.

The SWP 2014-2018 has explicitly recognized enforceability,
clarity and appropriateness of the threats and safeguards
approach as important objectives under the strategic themes of
maintaining a high quality Code, and promoting and facilitating
adoption and implementation. Indeed, enforceability, clarity and
appropriateness of the threats and safeguards approach were
the main objectives of the Structure and Safeguards projects.
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Enforceability

As securities regulators, we have concerns with whether the Code is
enforceable due to, among other matters, the precision of various
requirements throughout the Code and sometimes the breadth of the latitude
for auditors in complying. The result of this is that the Code may be seen as
needing improvement to be effective for use in the more or most developed
capital markets. These points are applicable to any Board project. Thus, we
believe the Board should have explicit deliberations about the enforceability
of a proposal as it deliberates that proposal’s provisions or requirements.

We note that “...the Board reaffirms its strong belief that a principles-based
Code provides for a robust set of standards that appropriately equips PAs in
navigating the ethical landscape in the diverse professional activities they
may undertake.” While a principles-based Code allows for application in
different scenarios, it requires the use of significant judgment in interpreting
and applying the Code. Though the use of judgment by the auditor is not in
itself objectionable, in enforcing the Code we are concerned that inspections
of auditors find that significant judgments and conclusions reached with
respect to auditor independence by the auditors may not be supportable by
the requirements in the Code and may lead to deficiencies in the
performance of the audit.

In addition, we often observe that auditors seem to suggest “bright lines” to
guide their decisions, as it seems that if the lines are brighter it is easier for
the audit firms to put systems in place to assist partners and staff in
navigating the requirements of the Code. If the Board continues to set
standards that are principles-based, we believe that the principles should be
more definitive and be articulated in a way that is crisper so that it leads to
the best possible implementation in practice.

Clarity and enforceability of the Code’s requirements were a
major focus and objective of the Structure project. Importantly,
that project has brought greater emphasis to the overarching
principles in the Code, particularly with respect to applying the
conceptual framework and complying with the fundamental
principles (FPs). Specific individual requirements have also
been more clearly distinguished from application material to
facilitate enforcement.

Substantive improvements through the Safeguards project
(including the various enhancements to the conceptual
framework) also have strengthened the Code and made it
clearer what the expectations are regarding auditors’
compliance with the FPs and independence requirements.
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Clarity
Structure of the Code

We believe the “Structure of the Code” initiative is a step in the right direction
and has the potential to increase the effectiveness of the Code. To increase
the prospect of the effectiveness of this initiative we believe the Board
should focus its resources in adopting a “clarity” format in the Code. The
objectives of the “clarity” format should be as follows:

1. To make a clear distinction between requirements and guidance;

2. To clearly identify who specifically within the firm (for example, the
firm’s quality control function, firm leadership, the engagement
partner or the engagement team) has responsibility for compliance
with the Code; and

3. To allow for consistent use of unequivocal language such as “shall”
rather than “should” so that the obligations of an auditor or an
accountant are clearly communicated.

We support this effort, in part, because we continue to observe final Board
outputs which in our view do not produce the clarity that would be achieved if
the format contained all of these elements.

As an example, in responding to the Board’s recently concluded A Breach of
a Requirement of the Code we indicated that it was important that when a
breach of an independence provision of the Code is uncovered the firm's
assessment and determination of the outcome of the breach should be
elevated within the firm to, for example, the firm’s quality control function
and/or firm leadership, thus not left solely to members of the audit
engagement team or local office management. However, in finalizing the
requirements of the Code, the Board stated that “the firm shall evaluate the
significance of the breach.” This type of language does not achieve the

Clearly distinguished requirements and use of clearer and
simpler drafting have been major areas of focus in the Structure
project.

The Board continues to liaise with the IAASB regarding the
issue of responsibility, which is outside the scope of the
Structure project.
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clarity to appropriately direct the professional accountant in determining who
within the firm has the responsibility to assess the breach and the outcome
thereof, particularly considering the broad definition of the “Firm” in the
Code. !

Post implementation Review A post-implementation review of the restructured Code is among
the potential priorities under consideration for the next strategy
period. In addition, post-implementation reviews with respect to
NOCLAR and Long Association have already been identified as
pre-commitments.

We appreciate the Board taking steps to understand the extent of adoption
of the Code. Nonetheless, we believe that where the Code has been
adopted it is important for the Board to also conduct a post implementation
review of its recently implemented standards, including A Breach of a
Requirement of the Code (particularly, the independence standards) and the
results of current work streams, particularly Responding to Non-Compliance
with Laws and Regulations, when it is implemented.

Post implementation reviews could enable the Board to determine if the
standards are clear and are consistently being understood and implemented.
Such a review could also identify whether professional accountants,
regulators and other stakeholders are experiencing challenges with the
standards that need to be addressed by the Board.

Appropriateness of the Threats and Safeguards Approach These matters have been specifically addressed in the

We appreciate the Board including in its Paper a review of the Safeguards project.

appropriateness and effectiveness of the safeguards which we commented
upon in our letter to the Board dated 2 May 2013 in response to the IESBA
2014-2016 Strategic Review Survey. In this regard we observe that the
Paper states “In response to regulatory input to the strategy survey, the
Board plans to undertake a comprehensive review of the safeguards in the
Code, particularly in relation to auditor independence. The regulatory

! The Code defines the Firm as follows: (a) A sole practitioner, partnership or corporation of professional accountants; (b) An entity that controls such parties, through ownership,
management or other means; and (c) An entity controlled by such parties, through ownership management or other means.
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concerns revolve around the appropriateness and effectiveness of
safeguards in certain areas of the Code.”

We commend the Board for proposing a potential project to address

safeguards in the Code as we believe this is a very important project that

should be given heightened priority particularly relating to auditor

independence. However, as the Board deliberates the feedback received on
the Paper, we would like to emphasize some key points that we believe the

Board should address in any such project. They are as follows:

1.

The Board should review and update the entire suite of safeguards
throughout the Code. Such a process should seek to bring clarity to
safeguards that are not clear and eliminate those that are
inappropriate;

There should be a direct correlation between a safeguard and the
threat it is intended to address; and

The Board’s output should convey the notion that not every risk
could be addressed by a safeguard.

Other Considerations for the Board

Longstanding associations

We support the Board undertaking this project as we believe the threat of
familiarity with the audit client can undermine the auditor’s objectivity. We

believe the main issues to be addressed in this work stream should be:

1.

A comprehensive review of which individuals, including those below
the partner level, should be subject to rotation;

A review of the length of the cooling-off period for individuals subject
to rotation;

These matters have been specifically addressed in the Long
Association project.

Agenda Item 6-B
Page 5 of 12




I0SCO Comments on Previous SWP CP and PC Responses
IESBA Meeting (December 2017)

I0OSCO Comment

PC Responses

3. The permissibility of work in which individuals in the cooling-off
period could be engaged;

4. A focus on addressing the familiarity threat by the audit firm
engaging fresh individuals; and

5. Whether the threat of familiarity is only a concern when an entity
becomes a public interest entity.

Internal audit services — Direct assistance

The IESBA should further consider how auditors utilize internal auditors as
part of the external audit work. Even with review of the internal auditor’s
work and other safeguards, the internal auditor is an employee of the
audited entity.

Though some of our member jurisdictions are not opposed to using direct
assistance as part of the audit process, some of our members believe
employees should not be part of the external audit process. Review of
internal audit reports and work as part of the risk assessment and as part of
a company’s system of internal control is a different matter.

The Board had agreed at the time that it would not reconsider
the matter of direct assistance as the project to revise the
definition of “engagement team” had only been finalized in
March 2013. Given broader trends and developments in the
external environment that are of major significance, and absent
evidence of a significant problem in practice, the PC does not
believe that this issue warrants priority Board attention at this
time.

With respect to the suggestion that the Board consider how
external auditors use internal auditors as part of the external
audit work, the Board had determined at the time that this matter
is outside its remit and should be one for the IAASB to consider.

Internal audit services — Other matter

The Code should be amended to prohibit the auditor from providing internal
audit services where there is any self-review threat, not only where
management functions are assumed. Consideration should be given to
prohibiting a company’s auditor from providing internal audit services despite
the provisions in paragraph 290.198, given the remaining self-review threat
and the perception of a lack of independence.

Further, what constitutes “internal audit” and the distinction from similar other
services should be more clearly defined (paragraph 290.195 of the Code).

The PC recommends that this matter be considered as part of
the non-assurance services (NAS) pre-commitment.
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Equivalent services that are not labeled as internal audit services should be
treated in an equivalent manner in the Code.

Breaches

We appreciate the efforts of the IESBA to review the “inadvertent violation”
exemptions in the Code and to introduce a new approach to dealing with
breaches. We believe that the IESBA should consider further opportunities
to improve the Code in relation to breaches, including:

1. Clearly defining what the term “significant” means including what
bench mark is to be used to measure the significance of a breach;

2. Clarifying how the auditor is to determine when the significance,
impact or type of breach makes it appropriate for an auditor to
resign rather than to take action to address the consequences of a
breach of the independence requirements; and

Breaches was a topic included in the April 2017 strategy survey
but received less significant support from stakeholders
compared with other topics. The PC believes that it might be
better addressed as part of a post-implementation review of the
restructured Code.

3. Working with the IAASB to determine whether breaches of auditor
independence and similar provisions within the Code meet the
criteria to be reported as a Key Audit Matter in the auditor’s report. If
so, how such matters could be presented in a manner that does not
confuse a user as to the auditor’s objectivity.

With respect to (3), above, consideration regarding reporting of these
matters becomes even more important if the IAASB continues to pursue
within its auditor reporting project the idea that auditors would include in their
report a positive statement regarding the auditor’s independence.

The PC believes that this would be more a matter for the IAASB
to address.

Outsourcing of audit procedures

We have observed a growing trend among audit firms of assigning certain
audit procedures to off-shore centers in an effort to drive efficiency, cost
savings or other benefits. We are not sure which Code requirements apply to

The PC believes that this matter might be better considered as
part of the topic of “emerging or newer models of service
delivery,” which has received strong priority support among
respondents to the April 2017 strategy survey.
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individuals performing work in such off-shore centers including whether or
not they are covered by the definition of engagement team outlined in the
Code.

We believe the Code should specifically address the ethical requirements,
including the independence provisions, for these individuals to preserve the
objectivity and independence of the external auditor.

Emergency situations and other exemptions

The IESBA should consider removing the exemption for providing
accounting and bookkeeping services and preparation of tax calculations
in"...emergency or other unusual situations when it is impractical for the
Audit Client to make other arrangements"” in paragraphs 290.172, 290.174,
290.185 and 290.186 of the Code.

This exemption creates a self-review threat and undermines the purpose of
an independent audit. The exemption is unnecessary given that in most
jurisdictions there are relatively large numbers of qualified accountants other
than the auditor who could be engaged to provide these services. We have
significant concerns with the message sent by such an exemption for any
entities and, in particular, public interest entities.

These exceptions have now been eliminated as a result of the
limited-scope NAS project that was completed in January 2015.

The Code should be reviewed in detail for other such exemptions that today
are no longer necessary.

The PC recommends that this matter be considered as part of
the NAS pre-commitment.

Business, employment and financial relationships

The IESBA should consider the need for prohibitions on business,
employment and financial relationships between auditors and their audit
clients. For example, the safeguards surrounding a guarantee of a loan; the
threat of selling financial products on behalf of an audit client for a

The PC believes there is a need to better understand what the
issues are and, in particular, whether there is evidence of
adverse consequences for auditor independence in practice
before they are prioritized. In this regard, the PC recommends
that the EIOC monitor developments in these areas, particularly
with respect to employment relationships (e.g., the increased
need for audit committee members to have greater financial
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commission; and jointly developing a software product with an audit client
are some areas of concern in which requirements could be strengthened.

The IESBA should also consider whether changes should be made to the
Code to increase the cooling off period for retiring audit partners that join
public interest entity audit clients. In addition, the Board should consider the
implications to the standard cooling off period should more than one former
partner join the audit client. Also, we believe there are threats to
independence if an officer of an audit client becomes a member of the firm
who can influence the outcome of the audit regardless of whether they were
deemed a member of the engagement team.

literacy has been a factor behind the trend of former (often
retired) partners from firms joining audit clients). Also, these
matters would lend themselves well to benchmarking and
consideration of relevant academic research.

Separately, the PC notes that the Code cannot prohibit a former
partner of a firm from joining an audit client but only require the
firm to withdraw from the audit engagement in the relevant
circumstances.

Materiality

The proposed Code applies to material contraventions and should provide
guidance on how the auditor is to evaluate materiality.

Materiality is one of the topics that has received strong priority
support from respondents to the April 2017 strategy survey. The
PC recommends that the Board consider IOSCQO’s comments as
part of a potential project on this topic in the next strategy
period.

The IESBA should consider whether the nature of the following
arrangements dictates that they should not be permitted by the Code
irrespective of materiality and significance:

1. Afirm, a member of the audit team, or a member of that individual's
immediate family may make or guarantee a loan to an audit client,
provided the loan or guarantee is immaterial to the firm or individual
and the client (paragraph 290.122); and

2. Afirm, or a member of the audit team, or a member of that
individual's immediate family may enter into certain business
relationships with the audit client or its management and hold a
financial interest arising from such relationships provided the
financial interest is immaterial and the business relationship is

As these matters appear to be of limited scope and significance,
the PC recommends that they not be prioritized at this time.
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insignificant to the firm and the client or its management
(paragraphs 290.124 and 290.125).

These exemptions may lead to unnecessarily difficult judgments by auditors.

Documentation

The documentation requirements in paragraph 290.29 of the Code should
apply to any threats to independence requiring analysis and not only to
those requiring significant analysis. There should be consistency between
the general documentation requirement in paragraph 290.29 and the specific
documentation requirements in other paragraphs of the proposed Code.

For example, in relation to mergers and acquisitions, paragraph 290.38 only
requires documentation of certain interests and/or relationships which have
not been successfully terminated by the effective date of the merger or
acquisition for situations described in paragraphs 290.34 to 290.36. All
instances requiring analysis should be documented.

The PC has recommended that the Board undertake an initiative
to review the documentation provisions in the Code as part of
the next SWP, subject to capacity and resources. IOSCO’s
comments could be considered in that context.

Management Responsibilities

Given the continued growth of the non-audit services businesses of audit
firms, particularly advisory type services that are provided to both audit and
non-audit clients, there is an increased risk of the auditor performing “de
facto” management functions for its audit client while performing a “non-
audit” service. We believe the requirements in the Code addressing
“Management Responsibilities” should be revisited, since the concept of
management “taking responsibility for the results of a non-audit service”
provided to the audit client does not prevent situations where the auditor
could heavily influence management’s decisions, resulting in an
unacceptable threat to independence.

The provisions in the Code addressing management
responsibility were significantly strengthened as part of the
limited scope NAS project that was completed in January 2015.

Agenda Item 6-B

Page 10 of 12




I0SCO Comments on Previous SWP CP and PC Responses
IESBA Meeting (December 2017)

I0OSCO Comment

PC Responses

Definition of “Public Interest Entity”

The IESBA set a minimum definition of "Public Interest Entity", which was to
be reviewed for application of the independence requirements in each
jurisdiction. Some countries have accepted the minimum definition in the
Code without amendment. The Code presumes that regulators can set a
definition but in many jurisdictions regulators do not have the power to set a
definition. Therefore, the Board should reexamine the definition in light of the
fact that in practice it is not just serving as a baseline.

One way to reexamine the definition would be to examine the outputs of the
IASB’s work in this area, particularly the meaning of public accountability
that was developed in drawing the dividing line between IFRS and IFRS for
SMEs. Consistency in the approaches between the proposed Code and this
definition would be simpler and may reduce any possible confusion amongst
auditors and audit clients in jurisdictions that use the IASB’s standards.

A review of the Code’s definition of a PIE is one of the topics
that has received strong priority support from respondents to the
April 2017 strategy survey.

Developments in Various Jurisdictions

The prospect of joint audits may increase in prevalence as a result of auditor
tenure developments in certain jurisdictions. As such, we suggest the Board
should consider whether the Code adequately addresses any ethical issues
that may arise as a result of joint audit arrangements. For example, what are
the obligations of both auditors with respect to understanding and verifying
the independence of the joint auditors from the audit client?

The PC does not believe that this topic should not be prioritized
at this time as it is jurisdiction-specific. The PC believes that any
international standard setting effort in this area should be driven
primarily by the IAASB. Nevertheless, the PC recommends that
the EIOC monitor developments in this area.

Undue Fee Pressure

We believe Section 240 of the Code (namely, Fees and Other Types of
Remuneration) does not adequately address the threats and safeguards
regarding setting audit fees for the engagement and the potential effect of
the fee level on the quality of the audit. Audit firms competing for an audit
engagement by using low fees in an attempt to obtain the audit client can

This topic is being considered as part of the current Fees
initiative.
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have a negative impact on audit quality if that fee level translates into
inadequate audit work. As such, the Board should determine the most
effective manner for the Code to address the threats and safeguards
associated with the negative incentives to carry out inadequate audit
procedures as a result of audit fee pressures.

Other assurance engagements -

Some of the comments above may also apply to equivalent sections of the
Code dealing with Other Assurance Engagements.
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