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January 10, 2003

Mr. Jonathan G. Katz

Secretary,

U.S. Securities and Exchange Commission
450 Fifth Street, NW

Washington, DC 20549-0609

Dear Mr. Katz

STRENGTHENING THE COMMISSION'SREQUIREM ENTS REGARDING
AUDITOR INDEPENDENCE: FILE S7-49-02

We are writing to comment on your proposed rulesissued and explained under the above
title, and published in the U.S. Federal Register on December 13, 2002.

The International Federation of Accountants (IFAC) is the worldwide organization for
the accountancy profession. Founded in 1977, its mission is to develop and enhance the
profession, with high quality global standards, to enable it to provide services of
consistently high quality in the public interest.

IFAC is comprised of more than 150 professional accounting bodies from every part of
the globe, representing more than 2.5 million accountants in public practice, education,
the public sector, industry, and commerce. No other accountancy body in the world and
few other professiona organizations have the broad-based international support that
characterizes IFAC.

IFAC has long recognized the need for a globally harmonized framework to meet the
increasing international demands that are placed on the accountancy profession. Mgor
components of this framework are International Standards on Auditing (1SAs) developed
by the International Auditing and Assurance Standards Board (IAASB) and the IFAC
Code of Ethics for Professional Accountants (the IFAC Code). The IFAC Code,
developed by IFAC’s Ethics Committee, (Ethics Committee) serves as the foundation for
all codes of ethics developed and enforced by IFAC member bodies.


http://www.ifac.org

The IFAC Code establishes the international standard on which nationa standards should
be based and no IFAC member body or firm is allowed to apply less stringent standards
than those stated in the section unless prohibited by law or regulation.

In December 2001, IFAC issued arevision to the section of the Code of Ethics addressing
independence requirements for assurance engagements (Section 8).

Under separate cover we are sending you a copy of the Code. It may be download free-
of-charge from our web site at www.ifac.org.

The Principles based approach to Ethics

The IFAC Code adopts a principles-based approach, establishing the principles of
independence and providing a conceptua framework for applying those principles. IFAC
Ethics Committee is of the opinion that arules based approach to Ethics cannot provide
for al circumstances and leads to ungquestioning obedience to the letter of a rule while
setting definitive linesin legislation that some will try to circumnavigate. The Ethics
Committee strongly believes that a high quality principles based approach to
independence will best serve the public interest by eliciting thoughtful auditor assessment
of the particular circumstances of each engagement. It is recognized that related guidance
and explanatory materia needs to be sufficiently comprehensive and complete to drive
auditor behavior and eliminate differencesin practice. The IFAC Ethics Committee has
currently issued over 100 paragraphs of interpretive guidance discussing specific
circumstances and relationships that may create threats to independence. These
illustrative applications of the principles to specific situations include guidance
addressing financial interests, employment with assurance clients, long association with
assurance clients and the provision of non-assurance services to assurance clients.

The framework recognizes that circumstances may exist which pose athreat to the proper
application of the principlesin particular circumstances. Accountants are required to
identify such threats, evaluate their significance and, unless the threats are clearly
insignificant, apply safeguards where possible, eliminate the circumstances creating the
threat, or refuse to accept or continue the assurance engagement. In certain
circumstances no safeguards can reduce the threat to an acceptable level. Accordingly,
activities or relationships creating such threat are prohibited. Examples of such
prohibitions are noted in the relevant sections of the attachment to this letter.

The section has been very well received worldwide, and is generally seen as leading the
debate on, and approach to, independence issues. The recently issued EU
Recommendation on * Statutory auditors’ independence in the EU’ has adopted a broadly
similar conceptual framework approach. IFAC member bodiesin several countries,
including Australia, New Zealand, Hong Kong, Singapore, and Canada are in the process
of adopting the provisions and others, including those in the UK, US, Japan, Switzerland,
South Africa, Cyprus and Kenya have begun the process of reviewing their national
codes with the intention of minimizing or eliminating any differences with the
international standard.
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The Ethics Committee is of the opinion that there is overwhel ming international support
for the principles based approach and that this approach assists with convergence of
standards on aworldwide level.

Rotation of Auditors

Y our proposed revised rule will extend rotation requirements to cover all partnersin the
whole engagement team, including those in remote subsidiaries. We believe that such an
extension is both unnecessary and possibly impractical. We a so believe that the
requirement to rotate all partners over five years may threaten audit quality as there will
be little time for incoming partners to acquire sufficient in depth knowledge of clients
businesses. This may be a particular concern in countries where there may be few
partners with a sufficient understanding of the particular industry involved, US GAAP or
SEC rules.

A blanket requirement for rotation may also squeeze out medium-sized audit firms from
the public entity arena at atime when we desperately need them. It may also reduce the
number of large or medium-sized firms that operate in smaller markets. Thislikely
reduction in the number of auditing firmsis not healthy. We believe your proposed
solutions will reduce audit quality and put unnecessary obstaclesin the way of.others
who may wish to enter the market.

We believe the real security to protect the public interest isto require second partner
review at each stage in the audit and implement an effective interna control system
within each audit firm covering engagement acceptance, risk management and quality
control. The IAASB is currently developing proposed audit guidanceinthisareaand is
expecting to issue this for public comment within afew months.

Provision of tax services by auditors

We believe that tax services, including compliance, planning, provision of formal
taxation opinions and assistance in the resolution of tax disputes do not generally create
threats to independence. The process of auditing atax provision included in financia
statementsis an iterative exercise that involves interaction of auditor and management
throughout the engagement. The auditor has aresponsibility to determine that
management has not made choices that contravene tax law and might result in a material
adjustment to the tax provision. However to suggest that the auditor should only look for
situations when management have understated atax liability is unrealistic. The auditor
will also be watchful for areas where the tax liability is overstated. It would not be in the
interests of shareholders or the general public if this careful use of professional
knowledge held by the auditor was to be construed as providing tax advice.



The role of the auditor in tax planning isto provide factua information about the
application of tax law and regulation to specific business circumstances and set out
various aternatives courses of action that management may select. As with other services
the auditor is required by the Code to act objectively and with integrity. Itis
management’ s responsibility to choose the course of action to be followed.

Territoriality issues

The general application of the Act to al companies having registered equity or debt
securities with the SEC and to al accounting firms that furnish audit reports with respect
to issuers on US markets has an impact on national sovereignty. If no exemption or
consideration is provided for companies and firms in other countries that already have a
legal or regulatory framework to deal with these same issues the proposals will create
conflict with the laws of those countries and unnecessary duplication of compliance with
multiple regulatory approaches designed to achieve the same safeguarding objectives.

Since so many jurisdictions are adopting the IFAC Code of Ethics, we suggest that an
undertaking that the foreign audit firms are complying with this Code should meet your
needs.

Detailed points

In this cover letter we have highlighted severa key issues. In the attached Appendix we
reiterate these comments as well as providing our opinion on other aspects of your
proposed rule changes. We have only offered comments on those issues currently
addressed by the IFAC Code.

Conclusion

We believe that the Code is more rigorous and exacting than asimple list of prohibited
services. It is so because the auditor is required to determine what threats exist, what
safeguards can be identified and applied and to determine whether areasonable and
knowledge individual in possession of all relevant facts would conclude that such
safeguards are sufficient to protect independence. If the conclusion is negative the auditor
must eliminate the threat by declining the service or withdrawing from the audit. While it
istoo early to provide empirical evidence of the success of our Code we feel confident
that time will show that audit firms around the world are aready giving much greater
consideration to threats and safeguards to independence. When coupled with an effective
quality assurance process, we believe that the interests of shareholders, investors and the
genera public will be well protected.



We applaud and support your effortsto restore public confidence in the financial markets.
We believe that reasoned and reasonable changes in auditor independence requirements
are necessary at thistime. IFAC and its Ethics Committee are available at any timeto
meet with you and work towards strong, workable and enforceable independence
standards on aglobal basis. If you require any clarification of the matters contained in
this response, please feel free to contact me.

T O b

Marilyn A. Pendergast

Chair, IFAC Ethics Committee
1-518-449-3166
mpendergast@ukw.com
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COMMENTARY ON SOME OF THE DETAILED PROPOSALS CONTAINED
IN SEC PROPOSED RULES:

STRENGTHENING THE COMMISSION'SREQUIREM ENTS REGARDING
AUDITOR INDEPENDENCE: FILE S7-49-02

To beread in conjunction with the covering letter from | FAC dated January 10,
2003.

Conflicts of interest resulting from employment relationships

We note that you propose that the employment of audit engagement team members of an
accounting firm in afinancial reporting oversight role at an audit client within one year
prior to the commencement of procedures for the current audit engagement would cause
the accounting firm not to be independent with respect to that client.

The IFAC Code recognizes that the independence of a firm or amember of an assurance
team may be threatened if a director, an officer or an employee of the assurance client in
aposition to exert direct and significant influence over the subject matter of the assurance
engagement has been a member of the assurance team or partner of the firm. However,
when revising the section of the Code addressing independence for assurance
engagements, we concluded that rather than imposing a specific cooling off period, it
would be more appropriate in the context of the principles based, threats and safeguards
approach adopted by the Code to:

Identify factors which determine the significance of the threats created; and

Require:

Ya evaluation of the significance of the threat; and

Ya if the threat is other than clearly insignificant, the application of

safeguards as necessary to reduce the threat to an acceptable level.

The guidance in the Code includes both mandatory safeguards (without which the threat
cannot be reduced to an acceptable level) and examples of other safeguards which might
be appropriate in particular circumstances.

You ask: “ Isthe term audit engagement team sufficiently clear?”
In developing its Code, the Ethics Committee found the phrase audit or assurance team to
be imprecise. Accordingly the definitions in the Code specify the assurance team as:

(&) All professionals participating in the assurance engagement;

(b) All otherswithin afirm who can directly influence the outcome of the assurance
engagement, including:
Those who recommend the compensation of, or who provide direct supervisory,
management or other oversight of the assurance engagement partner in connection
with the performance of the assurance engagement. For the purposes of an audit



engagement thisincludes those at all successively senior levels above the lead
engagement partner through the firm’s chief executive.
Those who provide consultation regarding technical or industry specific issues,
transactions or events for the assurance engagement; and
Those who provide qudity control for the assurance engagement; and

(c) For the purposes of an audit client, all those within anetwork firm who can
directly influence the outcome of the audit engagement.

Y ou ask: “whether the appropriate officers at the company are covered by the proposal” .
We strongly support your definition of Financial Reporting Oversight Role (those who
can exercise influence). We believe that by adopting such a principles-based definition
rather than a detailed list, you will achieve coverage of all appropriate officersin al
circumstances. To the extent you decide to impose a cooling-off period, we would
suggest you only cover the situations mandated by the Sarbanes-Oxley Act.

Non Audit Services— General

Y ou ask: “whether there are other non-audit services (in addition to those listed in the
proposed rules) that raise independence concerns.” We believe it is unnecessary to
further extend the list of non audit services that are prohibited to audit clients regardless
of circumstances. In your discussion and analysis of the proposed rule changes, you state
that the intention of the Sarbanes Oxley Act was to implement three basic principles
which are that an auditor cannot (1) audit hisor her own work, (2) perform management
functions, or (3) act as an advocate for the client. Y ou state that to do so would impair the
auditor's independence. We agree with these principles, and we believe that if you were
to include these three principlesin the fina release, it would remove aneed for further
adding to the list of prohibited non audit services.

Non Audit Services— Bookkeeping or Other Services Related to the Audit Client's
Accounting Recordsor Financial Statements of the Audit Client

The IFAC Code prohibits the provision of accounting and bookkeeping services,
including payroll services and the preparation of financial statements or financia
information which forms the basis of the financial statements on which the audit report is
provided for audit clients that are listed entities (8.168). We do see the need for
reasonable exemptions when emergency situations arise (8.170). We believe it would be
pragmatic to continue the Commission’ s longstanding exemption in this regard.

However, as set out in the Code, it is our opinion that the provision of accounting and
bookkeeping services of aroutine or mechanical nature to divisions or subsidiaries of
listed audit clients would not be seen as impairing independence with respect to the audit
client provided that the following conditions are met:

The services do not involve the exercise of judgment;



Thedivisions or subsidiaries for which the serviceis provided are collectively
immaterial to the audit client, or the services provided are collectively immateria
to the division or subsidiary; and

The fees to the firm, or network firm, from such services are collectively clearly
insignificant.

We note that you have proposed removing the existing exemption allowing the provision
of such services for foreign divisions or subsidiaries of audit clients under specified
conditions. We believe that it isimportant that this exemption remain. Rules designed for
one legal and cultural environment cannot necessarily be successfully applied in other
legal or cultura environments. In addition, athough we note that you refer to the
reasonable likelihood that the results of the services would be subject to audit procedures,
we would suggest that you consider as a minimum reinstating the exemption for services
provided to immateria foreign divisions of audit clients.

Non Audit Services— Financial | nfformation Systems Design and | mplementation

The IFAC Code currently permits the provision of such servicesto audit clients where
specified safeguards are in place. These safeguards are designed to ensure that the audit
client accepts all responsibility for:

Establishing and monitoring internal controls

Making all management decisions with respect to the design and implementation

of the system

Evaluating the adequacy and results of the design and implementation of the

system

Operating the system

The data used or generated by the system

Such safeguards should ensure that auditors do not participate in management decision
making or perform management functions and thus will not be in a position of reviewing
their own decisions. However, we are currently reviewing this guidance and will be
seeking input from our member bodies, accounting firms, and other interested parties.

In answer to your specific question: “Is an auditor's independence impaired when the
auditor helps select or test computer software and hardware systems that generate
financial data used in or underlying the financial statements? Why or why not?” We
believe that the answer will depend on the specific circumstances and the safeguards
adopted. If an auditor istesting software packages and reporting the results of those tests
to management, without recommendation, and management makes its own decision, then
we believe that independence is not impaired. If auditors are selecting packages or
making recommendations to management then they may be assuming management
functions in which case we believe that independence could be impaired.



Non Audit Services— Appraisal or Valuation Services, Fairness Opinions, or
Contribution-in-Kind Reports

The IFAC Code prohibits the performance of valuation services for audit clients which
involve the vauation of matters material to the financial statements and where the
valuation involves a significant degree of subjectivity (8.173). We believe that such
valuation services give rise to self review threats which cannot be reduced to an
acceptable level by any safeguard. Thisis consistent with your proposed revised rule.
However, we believe that while the performance of valuation services for audit clients
that are neither separately nor in aggregate material to the financial statements or that do
not involve a significant degree of subjectivity may create self review threats, these
threats could be reduced to an acceptable level by the application of safeguards.

We note that you have observed that contribution-in-kind reports sometimes required by
law in the EU could be affected by your proposals. A recently issued Interpretation
published by the Ethics Committee states that such independent expert reports do not
giverise to aself interest threat as the valuation of the non-cash contribution is the
responsibility of the management of the company. The independent expert is responsible
for the expression of an opinion on the reasonableness of the valuation performed and on
whether the value of the non-cash consideration received is not less than the value of the
sharesto be issued. In fact, the independent expert is fulfilling an attest function quite
similar to that performed in an audit of financial statements. There is no involvement in
management decisions and there is no review of own work as the valuation was not
performed by the independent expert.

Non Audit Services—Internal Audit Outsourcing

The IFAC Code considers situations where:
an auditor provides assistance in the performance of an audit client’sinterna
audit activities or undertakes the outsourcing of some of the activities; and
an auditor performs asignificant portion of the audit client’sinternal audit
activities

Where the auditor is providing assistance, or undertaking the outsourcing of some of the
activities, the Code provides that any self-review threat created may be reduced to an
acceptable level by ensuring that there is a clear separation between the management and
control of the internal audit by audit client management and the internal audit activities
themselves.

Where the auditor is performing asignificant portion of the internal audit activities, the
Code provides that the auditor should consider the threats and proceed with caution
before taking on such activities. Appropriate safeguards should be put in place and the
firm, or network firm, should, in particular, ensure that the audit client acknowledges its



responsibilities for establishing, maintaining and monitoring the system of interna
controls.

Y ou ask: “ whether an exception to your proposed rule should be provided for small
businesses.” The Code provides that there are safeguards which can be gpplied and that
the provision of internal audit servicesto audit clients, large or small, need not
necessarily impair independence. We would encourage an exception to the rule for small
businesses. Smaller entities may not need full-time internal auditors but may need some
services that internal auditors provide and which they can obtain from their external
auditors. Absent turning to their external auditors this work might not get done at all or
only at significant cost because the company would have to engage and brief a separate
accounting firm.

You ask: “ are there safeguards that can be established by the auditor that would allow
the audit client to outsource the internal audit function to the auditor without impairing
itsindependence’ .

The Code provides that it is possible to establish such safeguards. Key to the auditor is an
agreement with management that the findings and recommendations resulting from the
interna audit activities are reported gppropriately to the audit committee or supervisory
body (8.182). Management itself can and should institute its own controlsincluding
having the audit committee or supervisory body approve the scope, risk and frequency of
the internal audit work to be performed by the externa auditor.

Wherever possible accounting firms should be expected to set up their operations so that
such non-assurance services are provided only be personnel not involved in the audit
engagement and with different reporting lines within the accounting firm.

Non Audit Services—Management Functions

We strongly agree that auditors should not be involved in management decision making

functions. We suggest that you consider including some examples of management

decision making functions. The IFAC Code (8.156) includes the following examples:

. Authorizing, executing or consummating atransaction, or otherwise exercising
authority on behalf of the assurance client, or having the authority to do so;
Determining which recommendation of the firm should be implemented; and
Reporting, in amanagement role, to those charged with governance.

Non Audit Services— Broker-Dealer, Investment Adviser Or I nvestment Banking
Services
The IFAC Code prohibits the provision of the following services for audit clients:
Promoting, dealing in, or underwriting of aclient’s shares
Committing the client to the terms of a transaction
Consummating atransaction on behalf of the client (8.201)
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Non Audit Services— L egal Servicesand expert services

The IFAC Code prohibits an auditor from performing alitigation support role involving
the making of managerial decisionson behalf of an audit client. It also prohibits acting
for an audit client in the resolution of a dispute or litigation in such circumstances when
the amountsinvolved are material in relation to the financial statements of the audit client
(8.197).

We believe that the key issue here is what we term *advocacy threat’. The Code provides
that there is a distinction between advocacy and advice, and that legal services to support
an audit client in the execution of atransaction (e.g., contract support, legal advice, legd
due diligence and restructuring) need not generally impair independence. Such services
may create self-review threats; however, safeguards may be available to reduce these
threats to an acceptable level.

Non Audit Services—Expert services

The IFAC Code prohibits an auditor from performing expert services involving the
making of managerial decisions on behalf of an audit client. The Code recognizes that
other expert services (for example such activities as acting as an expert witness,
calculating estimated damages or other amounts that might become receivable or payable
as the reault of litigation or other legal dispute, and assistance with document
management and retrieval in relation to adispute or litigation) may give rise to self
review threats when the services provided include the estimation of the possible outcome
and thereby affect the amounts or disclosures to be reflected in the financia statements.
However, the Code recognizes that is possible in these cases to establish safeguards to
either eliminate the threats or reduce them to an acceptable level.

Tax Services

You ask: “ whether there are tax services that should be prohibited and whether itis
meaningful to categorize tax servicesinto permitted and disallowed activities.”

We believe that tax services, including compliance, planning, provision of formal
taxation opinions and assistance in the resolution of tax disputes do not generally create
threats to independence. The process of auditing atax provision included in financia
statementsis an iterative exercise that involves interaction of auditor and management
throughout the engagement. The auditor has aresponsibility to determine that
management has not made choices that contravene tax law and might result in a material
adjustment to the tax provision. However to suggest that the auditor should only look for
situations when management have understated atax liability is unrealistic. The auditor
will also be watchful for areas where the tax liability is overstated. It would not be in the
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interests of shareholders or the general public if this careful use of professiona
knowledge held by the auditor was to be construed as providing tax advice.

The auditor has aresponsibility under the Code to ensure that all tax services are
performed in an objective manner and that the auditor acts with integrity.

The Code requires careful consideration in each situation but in our view, the key issues
areto ensure that in providing tax services auditors do not:

Perform management functions,

Place themselves in the position of auditing their own work

We believe thisis better achieved through the adoption of a safeguards approach rather
than through unconditional prohibition. Further, we believe that the proposed rule may
result in businesses no longer being able to use their auditors for tax advice of any kind
which may have implications for the range of services offered by accountancy firms and,
by extension, to the quality of audits provided. Similar to the concerns expressed
elsewhere in this paper regarding internal audit outsourcing, smaller companies may be
particularly affected because they may not have the need for full-time tax specialists on
staff and if they are not able to seek advice from their externa auditor the work may not
be done at all or only at significantly greater cost.

Partner rotation

The IFAC Code recognizes that using the same lead engagement partner on an audit over
aprolonged period may create a familiarity threat. Consequently, for audits of listed
entities, the Code requires the rotation of the lead engagement partner after a pre-defined
period, normally no more than seven years (8.151). We believe that by limiting the
rotation requirement to lead engagement partners, the requirement covers all those
partners where there can be a significant threat from familiarity, but does not
unnecessarily bring in others, where alternative safeguards can be applied.

Y our proposed revised rule will extend rotation requirements to cover all partnersin the
whole engagement team, including those in remote subsidiaries. We believe that such an
extension is both unnecessary and possibly impractical. We a so believe that the
requirement to rotate all partners over five years may threaten audit quality as there will
be little time for incoming partners to acquire sufficient in depth knowledge of clients
businesses. This may be a particular concern in countries where there may be few
partners with a sufficient understanding of the particular industry involved, US GAAP or
SEC rules.

Y ou ask: “should the rotation requirements be different for small firms?” While al audit
partners should be expected to maintain competency in current audit standards, in small
firms there may be few partners with the in-depth knowledge of the additional issues
relevant to public entities. Accordingly, a mandatory requirement for rotation may result
either in audits being performed by less qualified partners, or entities being required to
seek new larger firms to act as their auditors. We see both of these options as undesirable
from a public interest perspective. We would encourage the provisions of less stringent
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rotation requirements — perhaps accompanied by aternative safeguards such as
mandatory reviews by another professiona not directly involved in the audit team and
independent quality reviews. We have commented on thisissue in our covering letter.

We do not believe it s necessary to extend compulsory rotation beyond partner level. The
Code indicates that it would be preferable to require the establishment of aternative
safeguards, for example:
Involving an additional professiona accountant who was not a member of the
assurance team to review the work done by the senior personnel or otherwise
advise as necessary; or
Independent internal quality reviews.

*kk k%
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