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A. Welcome, introductions, agenda and minutes 
Mr. Fleck welcomed all participants to the conference call and thanked them for agreeing 
to hold a conference call prior to the IESBA meeting. Mr. Fleck noted that face-to-face 
meetings were preferable but the timing of this conference call was critical to give the 
CAG the opportunity to provide input on matters that would be on the IESBA agenda. 
 
Mr. Fleck asked CAG members whether they wished to deal with the minutes from the 
September 2006 meeting or whether these should be addressed at the next face-to-face 
meeting. He asked whether any of the members had comment on the minutes. Ms Koski-
Grafer stated that she had not had the opportunity to consult with her colleague who had 
attended the pervious meeting on her behalf. No other CAG members commented on the 
minutes as presented. 
 
Mr. Fleck provided a brief overview of the activities of the IESBA since the September 
CAG meeting. He noted that the IESBA had approved an exposure draft in December 
2006 with a comment period ending on April 30, 2007. The IESBA will be considering 
significant issues raised on exposure at its June meeting. He indicated that the CAG 
would have the opportunity at the September CAG meeting to comment on the matters 
raised. The IESBA has established its meeting schedule to enable approval of the final 
changes to independence in the first half of 2008 which is in line with the timing under 
the EU statutory audit directive. 
 
At the September meeting the CAG will also have the opportunity to provide input on the 
proposed IESBA Operating and Strategic Plan. This proposed plan will identify the 
projects that the IESBA will address after it has finished the current revisions to the 
independence provisions.  
 
 
B. Report from IESBA Chair 
Mr George noted that a Chair’s report and copies of the minutes from the last two IESBA 
meetings were included in the agenda materials. He indicated that he would take material 
as read and would be pleased to take any questions on the material.  
 
Mr. Damant noted that Chair’s report indicated that the first priority project, as indicated 
by the respondents to the survey of stakeholders, related to ethical guidance for 
professional accountants when encountering fraud or illegal acts. He expressed the view 
that while there will always be significant interest in this area it was important to ensure 
that requirements are proportionate and to avoid over regulation. Mr. George stated that 
the intent was to provide guidance for accountants to deal with the ethical dilemmas 
faced when encountering fraud or illegal acts. Ms Koski-Grafer noted that IOSCO 
continues to be interested in this area and in particular the auditor’s responsibility in such 
circumstances. Mr. George responded that the project would be considering all 
professional accountants whether they are in business or professional practice. Mr. 
Edwards expressed support for the comments raised by Mr. Damant and Ms Koski-
Grafer and noted while the matter warrants careful attention the response should be 
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proportionate. He also noted that there had been some discussion on this matter at the 
IOSCO Roundtable on Audit Quality. Ms Todd McEnally  noted that fraud is a matter of 
considerable concern and can have a devastating effect when it does occur. 
 
 
C. Independence Part II 
Mr. Winetroub, Independence II Task Force Chair noted that when the IESBA approved 
the exposure draft at its December 2006 meeting it recognized that there were three 
specific areas, not addressed in the exposure draft, which should be considered 
subsequent to release of the exposure draft. These areas were: 
• Whether it is appropriate to revise the existing guidance related to the provision of 

internal audit services to audit clients; 
• Whether it is appropriate to include additional guidance related to economic 

dependence in the paragraph dealing with fees in Section 290 (and proposed 
Section 291); and 

• Whether it is appropriate to revise the existing guidance relating to contingent fees. 
 
He stated that the IESBA had discussed issues relating to each of these three topics at its 
March 2007 meeting and the Task Force had subsequently developed a draft exposure 
draft which will be presented for approval at the June 2007 IESBA meeting. 
 
Internal Audit Services 
Mr. Winetroub noted that the existing position regarding the provision of internal audit 
services is: 
• Internal audit services create a self-review threat to independence; 
• For the purposes of the Code internal audit services do not include operational 

internal audit services unrelated to the internal accounting controls, financial 
systems or financial statements; 

• Services involving an extension of the procedures required to conduct a financial 
statement audit in accordance with International Standards on Auditing would not 
be considered to impair independence provide the personnel performing the service 
do not act or appear to act in a capacity equivalent to a client management; 

• Specified safeguards should be applied in all circumstances; 
• There is a caution for auditors performing a significant portion of internal audit 

services; and  
• There is no distinction between listed audit clients and non-listed audit clients. 

 
Mr. Winetroub indicated that the IESBA had considered this matter and was of the view 
that internal audit services comprise a wide range of services including: 
• An extension of the firm’s audit services beyond requirements of generally accepted 

auditing standards; 
• Assistance in performing a client’s internal audit activities; 
• Providing occasional internal audit activities on an ad hoc basis; and 
• Outsourcing of all internal audit activities. 
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Procedures which are performed by the firm as part of the external audit could be the 
same or similar procedures that would be performed if the firm provided internal audit 
services. In such circumstances it was difficult to see why there would be a self-review 
threat if they were perform as internal audit activities (but would not be a self-review 
threat if they were performed as external audit services). 
 
Mr. Winetroub noted that the proposed revised guidance: 
• States that internal audit services comprise a wide range of services and provides 

examples of the types of services and the various ways in which they might be 
conducted; 

• States that depending upon the nature of the internal audit service a threat to 
independence may be created; 

• States that a firm should not perform internal audit services that involve 
management functions and provides some examples of such services; 

• Maintains the existing position that services involving the extension of procedures 
to conduct an audit in accordance with ISAs and operational internal audit services 
unrelated to the internal controls over financial reporting would not be considered 
to compromise independence; 

• Permits the firm to provide assistance to an audit client’s internal audit function 
only if specified conditions are satisfied and requires the firm to evaluate the 
significance of any remaining threat and if the threat is other than clearly 
insignificant apply safeguards to eliminate the threat or reduce it to an acceptable 
level; 

• Emphasizes that before accepting an engagement to perform a significant part of the 
audit clients internal audit activities the firm should be satisfied that the client has 
designated appropriate resources to meet the conditions necessary to perform those 
activities; and 

• States that an internal audit service should not include any non-assurance service 
that would otherwise not be permitted under Section 290. 

 
Ms Koski-Grafer asked how much consideration had been given to how involved those 
charged with governance would be in the process of approving the internal audit 
activities. Mr. Winetroub responded that what was important was that the audit client had 
appropriate resources to be responsible for the internal audit activities including 
approving the scope, risk and frequency of the internal audit work. Ms Koski-Grafer 
noted that the transcript of the IOSCO Roundtable on Audit Quality would be available 
shortly and it would include some discussion on the role of internal audit. 
 
Ms Sucher questioned the view that performing internal audit services does not create a 
self-review threat. Mr. Winetroub stated that the IESBA had discussed this matter in 
detail. He noted that the view was that audit procedures could be performed as part of the 
external audit or as part of internal audit and the reason as to why they were performed 
should not create a self-review threat. Ms Sucher stated that she had expected there to be 
a clearer distinction between internal audit services and external audit services. She 
questioned whether the guidance was related only to internal auditing procedures which 
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were the same as procedures conducted in an external audit conducted in accordance with 
ISAs. Mr. Winetroub stated that was not the case it was just an example. 
 
Ms Sucher noted that internal audit activities could be part of the system of internal 
control. Mr. Winetroub agreed and noted that paragraph 290.187 of the draft exposure 
draft indicated that performing procedures that form part of the system of internal 
controls would entail management functions and therefore the firm should not provide 
such services. Ms Sucher noted that the example provided (reviewing and approving 
changes to employee data access privileges) was very narrow.  
 
Mr. Edwards questioned whether the proposed position was similar to that taken by the 
American Institute of Certified Public Accountants prior to the Sarbanes Oxley Act. Mr. 
Winetroub indicated that it was and was also very similar to the SEC position prior to the 
Sarbanes Oxley Act.  
 
Mr. Edwards noted that the Basel Committee on Banking Supervision had issued a paper 
on internal audit in banking organizations and the relationship of the supervisory 
authorities with internal and external auditors. He noted that in this document one of the 
principles is that “Regardless of whether internal audit activities are outsourced the board 
of directors and senior management remain ultimately responsible for ensuring that the 
system of internal control and the internal audit are adequate and operate effectively.” He 
also noted that there was an encouragement in the paper that the internal audit department 
report to the audit committee. 
 
Mr. Winetroub noted that the Code did not address the reporting structure of an internal 
audit department but otherwise the guidance was not inconsistent. He further indicated 
that it was a useful suggestion to include a clear statement that the responsibility for 
internal control and internal audit rests with management and it was important that the 
adequacy of internal control is not undermined by the external auditor performing 
internal audit activities. 
 
Mr. Blomme provided a personal comment from Torben Haaning who was unable to 
participate due to the timing of the conference call. Mr. Haaning had expressed 
disappointment that the statement that “internal audit services may be provided to an 
audit client provided the firm does not perform management functions” has not been 
carried through to the draft exposure draft. Mr. Winetroub noted that it was a style issue 
and the Code does not normally take the approach of stating what services are 
permissible. 
 
Mr. Pickeur questioned whether under the proposed guidance it would be acceptable for a 
large international bank to outsource all of its internal audit function to its external 
auditor. He also asked whether the IESBA had considered a more restrictive position for 
entities of significant public interest. Mr. Winetroub indicated that in the case of a large 
international bank a complete outsourcing of all activities to the audit firm would not, in 
his view, be acceptable under the proposed guidance. The guidance requires, among other 
matters, that the client is responsible for internal audit activities, is responsible for 
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approving the scope, risk and frequency of internal audit work also before undertaking a 
significant part of the internal audit activities the firm should be satisfied that the client 
has designated appropriate resources to take responsibility for the internal audit function. 
 
With respect to the more restrictive position for entities of significant public interest, Mr. 
Winetroub indicated that the IESBA had carefully considered this matter and whether, for 
example, there should be a complete prohibition on the provision of such services. The 
IESBA was of the view that provided the firm did not perform management functions, 
and the client took responsibility for internal audit activities, such services could be 
performed if threats to independence were reduced to an acceptable level. 
 
Mr. Scates expressed the view that there should be a prohibition on providing internal 
audit services to a listed audit client. In his view there were no safeguards which would 
adequately address the threat to independence. As an example, he noted it could be 
problematic if an external auditor, during the conduct of an external audit, discovered an 
error in the internal audit work previously performed by the audit firm. Mr. Winetroub 
noted that this was not really different from the external auditor subsequently discovering 
been an error in the interim testing performed as part of the external audit work. 
 
Mr. Edwards noted that it was important that the client has the appropriate resources and 
capabilities to evaluate any internal audit work that was performed by the firm. Mr. 
Winetroub agreed noting that it was important that the findings are provided in sufficient 
detail to those charged with governance such that an evaluation can be made as to which 
recommendations should be implemented. 
 
Ms Todd McEnally expressed concern that the proposal would allow the auditor 
considerable discretion as to how much involvement was appropriate. In her view it was 
important that the auditor should give serious consideration before performing activities 
that are clearly within the remit of management. Mr. Winetroub agreed with the comment 
noting that the proposal did indicate that the firm should not perform management 
function including performing procedures that form the part of the system of internal 
controls. 
 
Mr. Winetroub summarized the proposal and explained that it would be unacceptable for 
the external auditor to undertake an internal audit engagement that would constitute the 
complete outsourcing of the internal audit function or that otherwise would entail the 
performance of management functions, or undertake activities which formed part of the 
entity’s system of internal control. In addition the firm must dedicate appropriate 
resources to the internal activity to take responsibility for the services including the 
scope, risk and frequency of the work and evaluating and determining which 
recommendation should be implemented.  
 
Mr. Fleck noted that it might be useful to review the proposal to ensure that the guidance 
was sufficiently clear and rigorous. 
 
Economic Dependence 
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Mr. Winetroub noted that the existing Code provides that when the total fees from an 
assurance client represent a large proportion of the total fees of the firm, the dependence 
on that client and concern about losing the client may create a self-interest threat. The 
Code also provides that a self-interest threat may be created when the fees generated from 
an assurance client represent a large proportion of the revenue from an individual 
partner’s clients. 
 
Mr. Winetroub reported that in considering whether the existing position was appropriate, 
the IESBA had considered the positions taken in other jurisdictions. The IESBA is of the 
view that the existing guidance is appropriate for audit clients that are not entities of 
significant public interest. It requires the firm to evaluate the significance of the threat 
and, if the threat is not clearly insignificant, consider and apply safeguards as necessary 
to reduce the threat to an acceptable level.  With respect to audit clients that are entities of 
significant public interest, the IESBA is of the view that there should be a presumption 
that if the total fees from the client are over a set percentage of the total firm’s fees 
independence would be deemed to be compromised unless specified safeguards are put in 
place. The proposed guidance, therefore, contains a new requirement for audit clients that 
are entities of significant public interest that when for two or more consecutive years the 
total fees from the audit client and its related entities represent more than 15% of the total 
fees received by the firm the threat would be too significant unless disclosure is made to 
those charged with governance and one of the following safeguards is applied either: 
• not less than once every three years a review that is equivalent to an engagement 

quality control review is performed by a professional accountant who is not a 
member of the firm signing the audit opinion; or  

• prior to the issuance of the audit opinion an EQCR is performed by a professional 
accountant who is not a member of the firm.  

 
Ms Koski-Grafer commented that, without passing comment on whether she agreed or 
disagreed with the approach taken, that some may view this level of detailed prescriptive 
guidance as a departure from the principles-based approach generally taken in the Code. 
Mr. Winetroub agreed that some may view it this way but the IESBA is of the view that a 
specific threshold is necessary to create more consistency in application. Ms Sucher 
noted that she would generally not be inclined to a “bright-line” test but in this area it was 
a pragmatic approach. Ms Sucher also expressed the view that in some cases the relative 
size of the fees is such that no safeguard could address the threat.  
 
Mr. Sekiguchi expressed the personal view that the proposal could have a great deal of 
impact on small and medium sized practices (SMPs) and questioned whether the IESBA 
had performed any field testing or impact analysis of the proposal. Mr. Winetroub agreed 
that potentially it might have significant impact on SMPs and the IESBA had been very 
mindful of this during the development of the proposal. He noted that the post-issuance 
review once every three years would be available to SMPs and further noted that the 
restriction was only with respect to audit clients that are entities of significant public 
interest. Mr. Sekiguchi asked whether the IESBA had considered whether there should be 
any consideration for start-up firms. Mr. Winetroub stated that the IESBA had considered 
this and had felt that this could be accommodated through the post issuance review. 
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Ms Blomme noted that, while it might be premature to comment on the implication of 
adopting the IAASB clarity conventions, when the Fédération des Experts Comptables 
Européens Ethics Working Party considers the use of threshold tests it generally prefers 
to see such items in application material as opposed to a requirement.  
 
Mr. Scates questioned how the fee calculation was to be determined and whether it was 
the audit client’s year or the calendar year. Mr. Winetroub noted that the Code did not 
specify the period but it should be applied on a consistent basis. Mr. Scates questioned 
whether the pre-issuance engagement quality control review was an additional review. 
Mr. Winetroub noted that was not the intent rather the intent was that an engagement 
quality control review was performed by an accountant who was not a member of the 
firm. It was noted it would be useful to consider clarifying this point. 
 
Contingent Fees 
Mr. Winetroub noted that the existing Code describes a contingent fee as a fee calculated 
on a predetermined basis relating to the outcome of a transaction or the result of the 
work. It provides that a firm should not enter into a contingent fee arrangement in respect 
of an audit or other assurance engagement since this creates unacceptable self-interest 
and advocacy threats. The Code also provides that a firm should not enter into a 
contingent fee arrangement for a non-assurance service if the fee was contingent on the 
result of the audit engagement. For other types of contingent fee arrangements for non-
assurance services provided to an assurance client, the Code adopts a threats and 
safeguards approach. The existing Code makes no distinction between entities that are of 
significant public interest and those that are not. 
 
Mr. Winetroub reported that the IESBA has considered whether the position continues to 
be appropriate. The IESBA is of the view that performing an engagement for a contingent 
fee for an audit client creates a self-interest threat in that it puts the firm in a position of 
wanting the same outcome as the client. It is similar to the threat created if an audit firm 
has a financial interest in an entity and the audit client (or director, officer or controlling 
owner) has a financial interest in that entity. 
 
Mr. Winetroub reported that the proposal: 
• Retains the existing restriction on performing an assurance engagement for a 

contingent fee; 
• Contains new guidance which indicates that a firm should not enter into a 

contingent fee arrangement for a non-assurance service for an audit client where the 
fee relates to a matter that is material to the financial statements or the fee is 
material to the firm signing the audit opinion; and 

• Contains new guidance which indicates that a network firm that participates in the 
audit should not enter into a contingent fee arrangement in respect of a non-
assurance service provided to audit client where the fee relates to a matter that is 
material to the financial statements. 
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Ms Koski-Grafer asked whether the restriction on contingent fees for network firms that 
participate in the audit was a narrowing of the general provision that all network firms 
should be independent. Mr. Winetroub noted that with respect to contingent fees it was a 
new restriction. 
 
Ms Todd McEnally stated that there should be a compelling reason as to why contingent 
fees were permitted. Mr. Winetroub noted that there are a number of services which are 
performed on a contingent basis and the proposals would restrict those fees that are 
material to the firm or that relate to a transaction that is material to the financial 
statements. Mr. Scates agreed that there should be a compelling reason for permitting 
such fee arrangements because a mutuality of interests was created between the client and 
the auditor. In addition it might put the auditor in a position that creates an advocacy 
threat. Mr. Winetroub stated that the proposal drew the line based on materiality and if 
neither the fee was material to the firm nor the transaction to which it related was 
material to the financial statements it was difficult to see why the threat created was so 
significant a prohibition was necessary. Mr. Scates agreed that if the matter was clearly 
immaterial the threat created might not be so significant but questioned whether in all 
cases the matter should be discussed with those charged with governance. Ms Munro 
noted that the Code does not deal with communication with those charged with 
governance as a safeguard. Ms Koski-Grafer commented that IOSCO was of the view 
that mere communication to those charged with governance was not a safeguard, in these 
particular circumstances, however, thoughtful two-way communication between the 
auditor and those charged with governance might be helpful. Mr. Winetroub agreed the 
IESBA would consider this matter. 
 
Mr. Winetroub thanked the CAG members for their input on the positions proposed. 
 
D. Other 
Mr. Fleck noted that the IESBA will be considering whether to adopt the drafting 
conventions adopted by the IAASB under the Clarity project – for example by adopting 
the word “shall” rather than “should”. He asked CAG members for their views on this 
proposal. 
 
Ms Todd McEnally indicated that she supported this approach. Ms Koski-Grafer agreed 
that this would be useful. She noted that the IAASB clarity project has led to careful 
consideration of what each standard is trying to achieve and questioned whether this 
useful discipline and thought process might be appropriate for IESBA in the future. Mr. 
Fleck agreed that this might be useful in the future and it would be considered in the fall 
when looking at the IESBA Strategic and Operating Plan. 
 
Ms Blomme noted that the use of application material is useful. However, at present it is 
unclear in Europe whether all of the application material will be adopted in all cases. She 
also noted that the re-drafting of Independence 1 has gone quite some way to addressing 
the issue of clarity. 
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Mr. Fleck asked CAG members whether they agreed that it was useful for the IESBA to 
adopt the IAASB drafting conventions. No CAG members indicated they did not support 
the approach. 
 
Mr. Edwards asked about the proposed timetable for completion of this project and the 
changes to independence. Mr. Fleck indicated that the IESBA intended to complete all of 
the changes to independence and all changes to the Code as a result of the IAASB 
drafting conventions by the end of the second quarter of 2008. 
 
Mr. George thanked the CAG for their useful input on this matter. 
 
G. Closing 
Mr Fleck thanked all CAG members for their participation on the conference call. He 
recognized that the conference call was not the ideal approach but had felt that it had 
worked in the circumstances. Several CAG members commented that the call had been 
useful and complemented Mr. Fleck on his chairmanship. 
 
The next meeting of the Ethics CAG will be September 19, 2007 in London. 
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